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Stagflation - not coming to an economy
near you

Some analysts suggest that the pandemic and lockdowns will lead to
a return to stagflation, last seen in the 1970s and very early 1980s.
We don't agree, which in some ways is a pity, as it might not be all
that bad an outcome if it did happen

Source: Shutterstock

Relative price increase possible, probable even...

High inflation is generally not regarded as a good thing, as it reduces the value of savings.
Combine that with high unemployment and a stagnant economy, and you have all the ingredients
for a nasty cocktail and also the making of a high “misery index”.

With many economies coming out of Covid-19 lockdown and demand likely to increase, but supply
disruptions likely to linger, some pundits have been pointing to the likelihood of stagflation and
wagging a warning finger.

It is, in our view, entirely possible, even probable that such conditions lead to short-term relative
price increases in some areas, for example, supermarket staples, and healthcare items such as
masks and sanitizers. But even with broader price increases, one of the unique features about


https://en.wikipedia.org/wiki/Misery_index_(economics)#:~:text=From%20Wikipedia%2C%20the%20free%20encyclopedia,to%20the%20annual%20inflation%20rate.
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earlier episodes of stagflation, was how supply shocks (oil in the 1970s and 1980s) became
embedded. And for this to occur requires mechanisms that will be extremely hard to replicate
today.

Things are very different to the 1970s

Accommodative central banks were partly blamed for earlier bouts of stagflation, and today, it is
hard to argue that with QE becoming widespread, and more central banks knocking on negative
rates, that monetary policy is not at least as accommodative as it was in the 1970s.

But for this to develop into stagflation requires a wage-price spiral that is hard to imagine
occurring today, at least not in any developed market economy.

In the 1970s, with large manufacturing sectors and high domestic content to production, mass
unionisation, collective bargaining, and employees with high degrees of firm-specific skills a price
shock could lead to wages being bid higher, squeezing corporate margins, and requiring an
offsetting price increase from the firm to keep margins positive. That, in turn, would spark another
round of wage increases, and then margins squeeze and price increases and so on (see stylistic
diagram).

Another way of putting this is, easy money isn't particularly inflationary without a high velocity of
money - and this has collapsed across the developed world. It isn't enough to just cut rates or print
money - the real economy actually has to respond, not just financial assets, and that doesn't
happen much anymore.

Even with a little less help from globalisation in the coming years than we may have become used
to, the situation today and likely in future years too is far less prone to inflation than it once was.
Labour has next to no say any more on its remuneration, irrespective of how low the
unemployment rate falls. And manufacturing is a fraction of the importance for economies it once
was, is largely automated, and uses workforces that have been de-skilled and become easily
replaceable.
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Stylistic diagram of how stagflation takes root
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A bit of inflation, even stagflation might not be all that bad...

Central banks, even using today’s policies, which would have been considered absurd in the 1970s,
can't often even get inflation high enough to hit the middle of their inflation targets when times
are good. What hopes then of stagflation in a post-Covid19 world? The answer seems to us is,
practically none.

And in some ways, this is a pity, because aside from the withering effect of inflation on household
savings, inflation has exactly the same effect on debt. This enables governments to deflate away
debt piles accumulated in bad times and enables households to borrow and spend, safe in the
knowledge that rising wages will make debt service more manageable as time progresses, even if
today it is a struggle.

Consequently, some have even suggested running inflation “high” deliberately after the pandemic
has eased, just to reduce the debt pile, which otherwise, may weigh heavily on future growth
prospects. Right now, however, such suggestions fall foul of the practical difficulties of making that
happen, and in the end, some other approach is likely to be needed to reduce the inevitable debt
burden stemming from the Copvid-19 pandemic. The “stag” bit of stagflation looks eminently
achievable. The “flation” bit is another matter.

(This note is summarised from an earlier piece, and you may also like to see the linked video)
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