
Why inflation is not a threat

Published: January 13, 2026, 7:24 am

I have just posted this thread on inflation on Twitter. It will feature in 'Money for nothing
and my Tweets for free' in due course:

Current debate about inflation isn’t really about whether it’s likely: it isn’t. Instead it’s
about whose vision of the future is going to win. Is it going to be the right-wing demand
for small government that the inflation fetishists promote, or the one we need? A
thread....

Remember that the inflation that we are talking about is that with regard to consumer
prices, which is often related to wages. It does not relate to asset inflation on things like
shares, or house prices, which can behave quite differently, as the last decade’s shown.

Since the 1990s central banks have been given the target of keeping inflation low. 2%
has been the goal. But in practice as this diagram shows, the trend was already
strongly downward before central banks were given this goal. Achieving it was not a
problem as a result.

It’s also important to note interest rate trends. These have been steadily downward
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over hundreds of years. There’s no reason to think that central bank control of interest
rates has had anything to do with this over the last couple of decades.

There are good reasons to think inflation and interest rates move in line with each
other. If inflation is high interest rates need to be higher to pay real rates of return. The
fact that the two move together is then unsurprising. But also reassuring, because they
do.

It is also reassuring that the trend in the data is so persistent. The past does not predict
the future, of course. But before I go any further in this thread it is important to say that
the onus is on those who say this trend is going to be broken to say why that is the
case.

I am not saying that inflation or interest rate rises are impossible in the future but I am
suggesting that those who suggesting these are anything but very temporary
phenomenon have to explain why the trends of many decades are going to reversed
now and for what reason.

Only two reasons are being given. One is that there is going to be excess demand after
coronavirus. The other is that there will be a shortage of supply of goods and services in
the economy to meet that demand. My argument in this thread is that neither is likely.

The first of these ideas says that if demand for a product rises and the supply does not
then its price is going to increase. Economists would say this is so basic that no one
could really argue with it. So let me do so.

First, this assumes that there are no alternative products available. The reality is that
there usually are. Few things are so essential now that this is not the case. Secondly,
this assumes we will not wait for what we want. We often will, and that smooths
demand.
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What is necessary then for inflation to happen is that not just one product must suffer
excess demand, but all must. Given that the diversity of products available usually
makes supply shortages of this sort unlikely this has to imply something else is
happening.

There are two options that can create this scenario. One is a general breakdown in
supply. The other is a general increase in purchasing power. Of course, if they coincide
that adds to the risk. That’s the ‘something else’ those predicting inflation think is going
to happen.

That something else that is happening is that it is assumed that wages, or spending
power, or both are going to rise meaning there will be too much money pursuing too
few goods, and so inflation follows. Any shortage in the supply of goods and services
would exacerbate this.

Linked to this is the assumption that after the economy reopens there may be some
supply disruptions. Part might be enforced e.g. an absence of foreign holidays. Some
will be because businesses making what we want have failed. Others will arise because
of slow slow restarts.

It may be easier to deal with this part of the issue than wages in the first instance. I
would entirely agree that there will be supply disruptions after we get over coronavirus.
It’s impossible for it to be otherwise. Nothing works smoothly after such a massive close
down.

But is it really plausible that we are going to suffer long term supply disruption after
coronavirus? I think not. In fact, what the disruption has shown is just how resilient
many of those parts of the economy supplying goods are, despite disruption.

And given government support much of the missing social economy will also bounce
back very quickly, I suspect, when the opportunity is given. We may holiday at home
and not abroad. We may even want to, to see friends again. But overall, we will be able
to get what we want.

Brexit, of course, does not help in this scenario. But it is very largely a one-off shock.
For inflation purposes the impact will probably be short lived and unlikely to last more
than 12 months. Such things happen. But they are not indications of underlying
inflation problems.

The assumption that we face long term supply constraints does not stack then. If either
Brexit of coronavirus cause an inflation blip it will not last, and we need not worry about
it in that case. So neither is the ‘something else’ that must be motivating inflation fears.

The ‘something else’ must, as a consequence relate to either a general increase in
wages or a general increases in buying power in the economy not related to wages, but
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which might have the same effect of creating an overall increase in demand. Both
options need to be considered.

Serious wage increases are incredibly unlikely at present. When nurses are offered a
1% pay rise and other public employees none at all because there is no private sector
wage inflation anyone suggesting wages will be the cause of inflation is seriously
misreading the evidence.

Anyone making that claim is also ignoring the state of UK unemployment. The
government claims that this might reach a peak of in excess of 2 million people, but
that claim is not a proper reflection of the truth.

Almost 5 million people are furloughed at present, and realistically some of them may
not return to work when the crisis is over.

In addition, more than 2 million self employed people are receiving support because
their businesses have suffered as a result of coronavirus.

It’s also been widely reported that millions of people have not qualified for employment
help during this crisis. The precise number is, of course, not known.

Add all these up though and more than 10 million people are in vulnerable employment
situations right now. Many of them will be looking for work when the opportunity arises
once the coronavirus recovery gets underway. Many will be looking for the security of a
regular wage again.

Put all those factors together and one in three people in the UK work force are highly
likely to be looking for some change in their work, including a job change right now. And
that makes serious wages increases very unlikely.

When there is a mass of willing and able labour looking for work - as is going to be the
case in the UK over the coming years as people seek security after this crisis - the
likelihood of wage inflation is very low.

To summarise then, supply issues that might push up inflation look to be pretty unlikely
right now. And so too do wage increases that might push up inflation look very unlikely.
So what else might create that inflation?

There is one other cause that I mentioned earlier in this thread. This is a general
increase in buying power not related to wages, but which might have the same effect of
creating an overall increase in demand. This is what the inflation fetishists are really
worried about.

Despite the fact that supply is likely to meet most demand without disruption and
despite the fact that wages are not going to increase much those obsessed by inflation
think that demand is going to rise in the economy. And that is, they think, all down to
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government stimulus.

It is indisputable that the UK government has injected record amounts into the UK
economy over the last year. Around £400 billion has been spent. More has also been
made available by government backed loan schemes which are not a cost as yet.

It’s also true that in some countries, like the USA, this stimulus continues. Biden is
continuing to pump dollars into the economy in a way the UK government has now
announced it wishes to stop doing by the autumn of this year.

The question is whether this stimulus will create buying power that might create
general levels of price increase even though there are unlikely to be any major supply
shortages. The answer is that this is incredibly unlikely, but why this is the case needs
to be explained.

First, let’s be clear that deficits were necessary. Without them vast numbers of people
could not have stopped working. That was necessary to prevent the spread of
coronavirus. Without that happening many more people would have died. The NHS
would have failed, without a doubt.

Second, since more than 80% of the UK’s businesses, and a higher promotion of
employers, received government support it is fair to assume that a significant number
of businesses would have failed during the lockdowns that were necessary to save life
and the NHS but for this help.

Third, exceptional costs were incurred to tackle the crisis itself.

And fourth, whilst it’s unpopular to say so, we still don’t know that we have won this
battle as yet. England might have a roadmap out of lockdown, but many countries are
now going back into it. It is far from clear that this crisis is over as yet.

So, the spend was essential. And so too was the quantitative easing that funded it. I’ve
already explained this in other threads, so I won’t do so again here. See this thread
instead.

I have also explained how the money that was required to fund these deficits was
created. That explanation is in this thread, amongst others.

The point is, that what quantitative easing did was create new money. This is
indisputable. That’s what the Bank of England says it does. That’s not news then. Or a
shock. It’s a statement of fact.

But what is not a fact is that this leads to inflation, as some economists claim. They
quote the quantity theory of money. This is a piece of economics that says if there is
more money chasing the same quantity of goods prices go up. This is why they say we
face inflation now.
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They note that quantitative easing (QE) creates money without any more work being
done and without any extra tax being due so they argue that this must lead to inflation.
But they are wrong, for a number of reasons.

The most important reason is that they assume the government creates all money
when making their claim. It is true that the government is important when money
creation is being considered but it most certainly does not create all money. That’s
because banks also create money.

Banks create money by lending. That is how all money is created. So, when lending
increases the money supply goes up. The corollary is that when loans are repaid then
the money supply goes down. There are few other rules in economics as basic as that.

What happened in the last year are four things. First, people stopped borrowing.
Consumers spent less (more than 20% less, on average) so of course their borrowing
went down. The result was simple. The money supply was reduced as a result.

Second, people saved more. Given that the government protected many people’s
income that was inevitable if spending went down. And savings reduce the money
supply. That’s because loan repayment is saving in economic terms, and because
savings take money out of the economy.

Third, government guaranteed lending to support business did not make good this
shortfall. It kept business afloat, for sure, but the money created was not enough to
tackle the money creation shortfall.

And, fourth, the government’s own deficits massively boosted savings. This is an issue I
have already addressed in another thread, but it’s worth repeating because this issue is
so little understood.

When the government runs a deficit it, in effect, borrows. It’s a simple accounting fact
that someone must save as a result. This is explained in economics by something called
the sectoral balances. This is the government chart of these in March this year:
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 The top and bottom halves of this chart are always equal. Savings equals borrowings is
a fact. So, as is apparent, the government deficit has to create private savings. And it
did. QE just added a twist. In effect the new money QE created went straight into
private savings.

Now, not everyone was fortunate enough to see the benefit of that. In fact, many
households are deeper in debt now than a year ago. Many more just got by. But the
best off just got richer. That’s what QE does.

This bias to the already wealthy within QE was not by chance. The Bank of England says
that one of the aims of QE is to increase the value of financial assets, believing that this
will increase spending. They achieved asset value increases. The spending increase I
will get to.

For all the reasons noted, there’s s a glut of savings now. But that is because of the
crisis. And it’s because government created money has had to replace privately created
in the economy. QE might have increased money supply, but the savings it’s created
has reduced it again.

In that case the claim that inflation is about to break out is hard to justify. So far the
quantity theory of money is not a sufficient explanation for that. But, the inflation
fetishists do not give up there. They still have another argument up their sleeve.

That argument is that this mountain of savings (much of which is held in money form) is
all about to be spent. This is where, they say, inflation is going to come from without
there being any increase in wages.

Andy Haldane, the chief economist at the Bank of England promotes this view. He
thinks the economy is a ‘coiled spring’, waiting to burst. It will, he says, do so once
Covid is over. Everyone, he thinks, is going on a spending spree of a scale never seen
before.

The government and Office for Budget Responsibility also share this view. That chart on
the sectoral balances reveals this. I share it again here.
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 The green line is overseas saving in the UK. The red line is the government’s deficit.
The yellow line is business saving / borrowing and the blue line the same thing for
households. The but that I am really interested in is the shaded section: the projections.

The government is forecasting that businesses already overburdened with debt
because of Covid are going to borrow at near record amounts to fund investment and I
can say with near certainty that they won’t be, because banks will not be lending, and
that ends that suggestion then.

The government projection for households is also wrong. By 2022 we are all supposedly
going to have given up saving. But after 2008 it took until 2016 for this to happen, and
the shock this time has been much more serious. There is simply no way this is going to
happen.

The reality is that it is much more likely that after initial holidays, days out and meals
out with friends that people are actually going to be pretty cautious. That’s precisely
because there has been, and is, so much uncertainty, and because people know wages
aren’t rising.

The exception may be amongst the very wealthy. They, after all, have more of the
gains To spend than anyone else. So they might splurge a bit. They’ll relate to the
advertising mantra ‘that they’re worth it’. But there’s something quite unusual that we
also know about the wealthy.

The wealthy are wealthy precisely because they do not spend all of their savings. That’s
not rocket science, but it’s also true. In other words, they will simply not spend enough
to create the massive surge in spending the inflation fetishists think is going to happen.

The reality is now apparent. Supplies will be sufficient to meet what demand there is.
Wages are not going to go up. People will save still because they are worried about
their jobs. And the wealthy simply can’t spend enough to create inflation.

I seriously doubt that anything much can create the persistent likelihood of inflation
now. In that case one finally question has to be asked, and that is will interest rates be
increased? Around the world markets think that likely. But again I have to disagree.

Part of the reason why markets think interest rates will rise is because they think
inflation will, and as I have noted these two are related. If I am right on inflation interest
rates will not increase either.

Even if we do get a short term increase in inflation e.g. because of Brexit, I do not see
rates rising. The reality is that inflation has been well below target for a long time now.
That means that the Bank of England can tolerate temporary upward blips without
increasing rates.

There has to be a persistent threat for that increase to happen. And again, the lack of
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any real chance that business will borrow or households spend to the extent that the
Office for Budget Responsibility suggests also suggests that there is no real threat of
that happening.

In that case I cannot see any realistic chance of any significant increase in interest rates
either. I could be wrong: all economic forecasting has to be caveated with the condition
that ‘it all depends on how events work out’, but I just don’t see it right now.

The reality is that the inflation fetishists are making their claims not because they
believe in them but because they are living in fear of something quite different, and
that is that the size of the state might grow after Covid.

The state is what the inflation fetishists really hate. And what they know is that society
wants a bigger state right now. So they are using a false claim about inflation to try to
prevent it happening. And they could win. As excuses go this is a winner, in their
opinion.

But it’s only a winner if we believe them, and there is no reason to do that. There are no
real grounds to fear inflation. But there is every reason to believe that we need more
spending on many aspects for what the state alone can supply.

The battle over inflation risk is not really about whether it’s likely. It’s about whose
vision of the future is going to win. Is it going to be the right-wing demand for small
government that the inflation fetishists promote or the one that we need? That’s why
this is important.
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