
Understanding and managing portfolio returns in an environment of inflation or deflation  
The opposing threats of inflation and deflation were the subject of debate at Schroders’ Strategic Partners Round Table in 
June, when a number of key investors and thinkers gathered to assess the possible scenarios and discuss what investors 
can do to prepare themselves.

As well as some of Schroders’ most senior investment experts, we were also joined by guest speakers Martin Wolf, 
Associate Editor and Chief Economic Commentator at the Financial Times, and Kurt Winkelmann, Managing Director, 
Head of Risk and Analytical Research, MCSI Inc. 

Nico Marais, Schroders’ Head of Multi-Asset Investments and Portfolio Solutions, introduced the event by highlighting the 
challenges to portfolio managers that an inflationary future poses. While emphasising that nobody can be certain of what is 
to come, he hoped the debate would outline some of the pitfalls and opportunities investors can be ready for. 

Inflation or deflation: which is the greater threat?
The event was kicked off by Schroders’ economists Keith Wade and Azad Zangana, 
who argued the case for deflation and inflation respectively. 

In fighting the corner of an inflationary scenario, Zangana highlighted the actions of central 
banks in recent years. The value of assets on the balance sheets of central banks in the 
US, Japan, Switzerland, China, the UK and the eurozone has risen by $8 trillion since 
2008 to more than $14 trillion in total1. A further $2.7 trillion could be added by 2015. 

Thus far the quantitative easing (QE) measures have not caused inflation as the money  
has not been fed through into the real economy. Different countries are at different stages, 
however. In the US, lending has started picking up and that is why the US economy  
has been strengthening. In the UK the QE stimulus is still stuck in the banks, but one  
day it could leave and increase inflationary pressures. Zangana also pointed to the debt 
dynamics of the West that mean there is a great incentive to keep a little inflation going  
in order to reduce the size of government deficits.

The deflationary argument put forward by Keith Wade centred largely on the concept 
of the ‘output gap’, which is the difference between the actual GDP of an economy and 
its potential GDP. The gap between the two shows the spare capacity of an economy. 
The weak demand in the global economy combined with the excess supply available is 
similar to the situation in Japan a decade ago, which led to deflation. 

Wade argued that QE is sowing the seeds of deflation by creating a ‘zombie economy’. 
Unnaturally low interest rates caused by QE are keeping a number of weak companies  
on ‘life support’ as their borrowing costs are being kept low. This stops the ‘creative 
destruction’ of struggling companies that is needed in a healthy capitalist economy and  
so is keeping the output gap unnaturally large by creating excess capacity. 

Wade thinks that the eurozone is already closer to deflation than many believe and that  
tax increases (particularly duty and VAT) have been disguising underlying deflationary 
pressures. In Spain for example, if you exclude taxes from its headline inflation rate, 
then it is already seeing deflation. Azad Zangana 
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Kurt Winkelmann from MSCI Inc added to the debate by saying he is struck by the 
feebleness of central banks to affect output and by the faith we put in economist Milton 
Friedman’s dictum that inflation is “always and everywhere a monetary phenomenon”.  
He also said he thinks it is dangerous to deduce from what central banks did following  
the financial crisis that it is the policy norm now. He thinks people should question when 
central banks will revert to a normal policy and what the consequences will be.

What does history tell us about the relationship 
between asset prices and inflation? 
In the second session Multi-Asset Fund Manager Philip Chandler looked at some of  
the challenges of understanding and forecasting inflation (or deflation), and how it can 
impact portfolios.

Investors are increasingly thinking about the types of assets that can protect their 
portfolios against inflation: commodities, infrastructure, inflation linked bonds, gold,  
foreign currencies and agricultural land, for example.

Inflation is very hard to forecast and central banks consistently get their forecasts wrong. 
The Bank of England, for instance, has been consistently over-optimistic in its forecasts. 

Deflation or stagflation: what are the risks to our 
portfolios and what should we do? 
Even during the so-called ‘NICE’ (non-inflationary continuous expansion) decade  
from 2001 onwards, major central banks often struggled to keep inflation within their 
target ranges.

Kevin Kneafsey, Schroders’ Senior Adviser for Multi-Asset, examined some of the points 
raised in the previous session and looked at the implications of having to buy protection 
against inflation.

In his framework for preparing oneself for different scenarios, Kneafsey said you must start  
by considering the economic backdrop and what kind of inflation could occur in different 
economic states: stagflation, deflation, reflation and the most favourable ‘goldilocks’ scenario. 

He started with deflation and how it is a possible driver of inflation. Kneafsey described 
deflation as ‘horrible’ because once you get into it, it is very hard to get out. Once asset 
prices start falling, people wait to buy until they have fallen further, which causes a 
downward spiral. Central banks are terrified of serious deflation and their theory is that 
printing money can always reverse the trend. So, paradoxically, fears of deflation can  
lead to inflation. 

-10% 

-5% 

0% 

5% 

10% 

Under 5% -5% to 0% 0% to +5% +5% to +10% Over 10% 

S&P500 US10yr 

Equity and bond real returns at different inflation rates, 1900–2011
Median 5-year real return (annualised)

Source: Thomson Datastream, Schroders, 31 December 2011. 5-year rolling periods using monthly data

Kurt Winkelmann 
Managing Director and 
Head of Risk & Analytical 
Research at MSCI

Philip Chandler  
Fund Manager, Multi-Asset, 
Schroders

Kevin Kneafsey  
Senior Adviser, Multi-Asset, 
Schroders

Multi-Asset Investments and Portfolio Solutions: Strategic Partners Round Table



Investors need to weigh the possible scenarios, by considering not only the probability  
of them occurring but also the usefulness of buying protection against each of them.

If you need to prepare your portfolios early, why not buy inflation protection now? Kneafsey 
pointed out that a lot of such assets offer unattractive or even negative real returns in the 
short term (inflation linked bonds, for example). So investors must consider the opportunity 
cost of holding such assets prematurely. Furthermore, many inflation-sensitive assets carry 
additional risks that need to be considered. Historically, the maximum drawdown on assets 
such as REITS, gold or industrial metals, for example, has been considerable.

‘If you buy something to protect against inflation and it blows up before inflation hits, it has 
not helped anybody. So whatever you buy to prepare for inflation, it has to be something 
you are willing to hold until inflation actually occurs,’ he said.

To put these theories into practice, it is worth considering the stagflation scenario. Within 
stagflation there are different sub-scenarios: endogenous (domestically driven), exogenous 
(externally-driven) or stagflation driven by sovereign credit concerns and dollar devaluation. 
In each of these subscenarios, the returns of assets such as gold, TIPS or emerging market 
FX differ significantly. So weighing up the utility of the assets and the opportunity cost of 
holding them, he proposes an allocation in preparation for stagflation of around 33% 
emerging market FX, 25% gold, 15% TIPS and around 25% in resources commodities. 

As probabilities of various scenarios change, investors’ portfolios should change to reflect 
that. Kneafsey used a weather analogy: to know at the beginning of a day what to wear 
and whether to carry an umbrella, you need to have a rough idea of how hot it will be  
and whether it is likely to rain. Inflation is similar; you need a rough sense of the economic 
environment in order to know how to prepare yourself. But, to continue to the weather 
analogy, you don’t want to have to buy a cheap and flimsy umbrella from a street vendor 
once a downpour starts, nor do you want to carry an umbrella every single day. If you 
have enough rough information in advance, you can have good quality protection in place 
before the downpour (or inflation) begins.

Inflation: tiger or paper tiger
Martin Wolf, Associate Editor and Chief Economics Commentator, 
Financial Times 

Guest speaker and leading financial journalist Martin Wolf focused primarily on the UK  
in his presentation and painted an optimistic picture of the long-term inflationary outlook. 
Indeed, he said he has been more preoccupied by near-term deflationary pressures than 
by the prospect of inflation in the long term. 

Wolf examined the risk of inflation in the next two to three years, which he considers to  
be zero. In the short run inflation is influenced by cost pressures, which in the UK means 
labour costs, exchange rate and world commodity prices – none of which currently look 
at all threatening. It seems far more likely that in the short term the UK follows the 
eurozone into a deflationary struggle.

In the medium run, when inflation risks are modest, the principal determinants of inflation 
will be capacity utilisation and strength of demand. Neither of these is likely to be 
problematic over the next five years: capacity utilisation is low, as reflected in the output 
gap; money and lending are both shrinking; and fiscal policy is tightening structurally. 
Bearing these factors in mind, it is hard to see what will drive inflationary pressures in  
the next five years barring some extraordinary event. Wolf said investors should take 
insurance against the possibility of inflation over the period, but he would not pay much 
for it considering the small chance of it occurring. 

In the long run, Wolf thinks the risk of inflation is largely unpredictable and much of the  
risk relates to managing the exit from unconventional policy, which in the UK has involved 
£375 billion of quantitative easing. The balance sheet of the Bank of England has 
expanded as a result of QE by more so far than any of the other main central banks, 
relative to GDP.
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Source: FTSE NAREIT, Federal Reserve Bank of St Louis, LME, Datastream, Schroders.

The risk of inflation over the long term also relates to the problem of managing huge 
public and private debt overhangs, as well as the associated distributional conflicts (e.g. 
labour versus capital, creditors versus debtors and the young versus the old). These could 
result in financial repression (i.e. exchange controls, managed interest rates, higher 
reserve requirements for banks) and inflation. 

Wolf went on to examine how the UK got rid of public sector debt the last time around.  
In 1948/49, following the Second World War, public sector debt was more than 200% of 
GDP and the government faced a ruined economy. Yet, over the following 30 years public 
sector debt fell massively so that by 1970 it was down to 70% of GDP. 

Wolf said nominal GDP (GDP figure unadjusted for inflation) was the key denominator  
that made the difference in getting rid of debt. When he examined whether real growth or 
inflation drove it over the period, he found their influence was exactly half and half until the 
1970s. The most important thing the UK did was have a long period of steady real growth 
averaging about 2.5%-3% a year, along with a period of steady inflation averaging about 
3% a year; this controlled deficits and the public sector debt problem just disappeared. 

The UK’s current public sector net debt is at around the same level as it was in 1966-67. 
It is nowhere near where it was at the end of the Second or First World Wars. If the same 
growth and inflation profile was achieved now as in the period prior to the 70s then the 
country’s debt would be eroded. 

On the current path it would be difficult to achieve, not least due to the large public sector 
pension obligations. However, Wolf expects the UK to steadily tighten up on public sector 
pensions by significantly continuously increasing retirement ages and contribution rates.

Also, Wolf emphasised the government debt is not currently a huge part of the UK’s total 
debt. Private sector debt is what we should be more concerned about, but Wolf takes an 
optimistic view that the debts of non-financial corporations, households and the financial 
sector will be manageable.

However, at some point the UK will have to deal with QE stopping. This depends on the 
incoming governor of the Bank of England Mark Carney and Wolf does not believe there 
will be any urgency to stop the programme. Under Carney, Wolf does not expect a big 
change in fiscal or monetary policy. Nevertheless, Wolf has observed in recent years that  
it is amazing what very clever central bankers like Mario Draghi or Carney can get out  
of their remit if they really try. Carney might have something up his sleeve, just as Draghi 
did with his Outright Monetary Transactions, which Wolf described as one of the great 
miracles of central bank history. 

His conclusion was that in the short to medium-term there is no risk of inflation and the 
risk of deflation is far more serious. In the longer term it is perfectly possible for the UK  
to grow out of public debt at their current levels. Paradoxically, Wolf thinks the less we  
do to get growth going now, the bigger the inflation problem could be in the longer term.
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