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In this issue we focus on:
l Deflation in the Wings?
l Deposit Returns

Deflation in the Wings
Zero inflation made the headlines again last month, with the release of the August CPI figure of 0%.

The August figures were in fact a continuation of a 6 month period when headline inflation has been at, or very
close to zero. The last time we experienced such circumstances was in the early months of 1960, when Harold
Macmillan was PM, the Everly Brothers’ “Cathy’s Clown” was top of the charts and a brand new Austin Healey
3000 could be had for just £1,300! It was a very long time ago.

The Bank of England knows that zero inflation isn’t necessarily good news – for it can all too easily degenerate
into deflation. And once deflation takes a hold then recession returns, earnings decline, unemployment mounts
up and debt strengthens its grip. The Bank’s remit, of 2% inflation is designed to keep these dark forces at bay. At
the moment the Bank’s target inflation figure is nowhere in sight, for although the movement of the measured 12
month period will soon cause last year’s drop in oil price to fall out of the equation, the wider economic picture still
doesn’t flag up any emergence of inflationary pressure.

Interest rates are one of the Bank’s principal inflation control levers - but higher interest rates, leading to higher
borrowing costs and higher wage demands, will only generate inflation in a climate of sustained economic growth.
Many would say that we haven’t got that yet. What we’ve got is an uncertain debt fuelled recovery. The Bank’s
biggest fear is that any interest rate rise will lead not to inflation but will instead tip us back into recession. There’s
good reason for this worry, the country’s debts are now twice what they were 7 years ago and balancing the books
this year will still require the Government to borrow £70 billion from our creditors. Domestic debt has tracked a
similar course, courtesy of bailed-out banks, minimal interest rates, discouraged foreclosures and a much used
publicly funded mortgage prop-up scheme.

Deposit Returns
With current levels of indebtedness, any increase in interest rate – no matter how small could easily upset sentiment
and so put our ‘recovery’ at risk. I imagine the Bank will want to wait and see how any interest rate increase first
plays out in the US – as their improving economic circumstances have had rather longer to bed-in than our own. 

Don’t hold your breath over any interest rate decision from the Bank’s Monetary Policy Committee this year – I
don’t reckon we’ll be seeing any increases here before next Summer, at the earliest.

Dramatic reductions in oil price have been one of the major contributors to zero inflation. It was as recent as June
last year that Brent Crude was priced at over 100 dollars a barrel, today’s price is a mere 48 dollars a barrel, up
on the August low of 42 dollars but still less than half what it was last year. 

The oil market (like the product) is highly volatile, varying by as much as 10% in a single day. So is there such a
thing as a balanced normal price? Well no – but there is an average to be drawn from price history. Setting aside
the price spike of 1979 and the return to the mean over the following 6 years, we find that until 10 years ago, an
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inflation adjusted oil price of around 42 dollars a barrel was a fair 50 year average. But in the last 10 years, the oil
price has both peaked (in June 2008) to an inflation adjusted 137 dollars and troughed to 31 dollars in February
2009. Eliminating these wild gyrations, we arrive at an inflation adjusted average oil price for the last 10 years of
around 65 dollars.

So yes, at the moment oil is cheap – but its only 20% off its 10 year mean. Meanwhile other deflationary forces are
also at work – in foodstuffs, milk is down 25% over 2 years, cereals are down over 40%; in raw materials, steel
price halved over the first 6 months of the year – and since then has almost fallen off the proverbial cliff.

Now curiously, as these worldwide deflationary pressures gathered pace, here in the UK, inflation persisted – right
until the early months of this year, cutting back the buying power of your 2012 tenner to a mere £8.85 today. Of
course, with inflation grinding to a halt (maybe even slipping into reverse) the purchasing power of our cash finally
manages to hold up – even making deposit interest rates of less than ½% look attractive! Fixed Term Deposits will
also carry a stronger appeal in a world of slowing demand and near zero deposit returns. 

At some point these financial doldrums will move away but just now it’s little more than a guessing game as to
when that will be.

Geoffrey Stait
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