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August 8, 2023 

Inflation Versus Deflation 

If a person anticipates inflation, he buys in advance of the expected higher 

prices in the future. If he expects deflation, he delays purchases to take 

advantage of lower future prices. As a result, he might conclude that inflation 

could be a potential positive for the economy, while deflation would not be. 

In Keynesian economics, the government steps in to spend money or invest in 

the economy, replacing the consumer who might either not have money to 

spend through unemployment or be reticent to spend what capital he has out 

of fear of future uncertainties. 

The Federal Reserve, after injecting massive Keynesian stimulus in hopes of 

preventing or at least counteracting a recession during the Covid Pandemic, is 

attempting to reverse the inflation it caused by raising interest rates. 

Economic commentators have generally forecast a recession as a result of 

these interest rate increases, believing that increased unemployment as well as 

the thrift paradox will ensue. 

In the past, notably during the Fed Chairmanship of Paul Volcker (1979-

1987), higher inflation rates were countered by high federal funds interest 

rates (20% in June 1981). 1 

By raising the fed funds rate to this level, Chair Volcker and the FOMC in 

effect made the Fed a competing entity for all private investment dollars. In 

that it was considered risk-free and liquid, very few investment dollars went 

elsewhere. 

When the government issues debt, investors buy that debt, converting their 

cash to static, long (or at least longer) maturing securities. This reduces 

money supply and can reduce the velocity of money in the economy. 

Under Paul Volcker with support from Ronald Reagan, these actions caused a 

recession, contributed to the failure of many businesses, and some think 

caused a Schumpeterian boom in which the surviving businesses were 

renewed in the subsequent period of lower costs and fewer competitors. 
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Under Fed Chair Powell, so far, this has not happened. 

After the financial crisis of 2008, now called ‘The Great Recession’, Interest rates were lowered to 

essentially 0%, here as well as around the world. Now rates are moving up to counter inflation in most 

of the developed world. By raising interest rates to the current 5.5% area, Chair Powell has, like 

Volcker, given investors a place to park money, lowering its velocity. 

Employment remains robust, consumers continue to spend. 

Even housing prices, although showing some weakness, have not collapsed. Builders have adjusted 

purchase terms and avoided over-building in order to match the supply of housing with buyer demand. 

On the banking side, the Fed continues to require the banks to retain high levels of reserves and pays 

them high rates to deposit those reserves at the Fed, also reducing the velocity of the money they have 

created. 

As a result of these factors, we might not have a recession any time soon. 

This is, in my opinion, the situation we have today. An economy driven by the needs and wants of 

individual consumers and investors pursuing their own objectives. 

Chair Powell and the FOMC are, I think, well-aware of the applicable historical precedents. If they can 

convince us that they will repeat an ever-tighter monetary policy ala Mr. Volcker until they have 

achieved their goal of a 2% rate of inflation, they may not have to raise much more than they already 

have. 

This threat of future rate-hiking action may be enough to achieve their goal. 

Once again, the concept of a ‘managed economy’ through central bank planning may not work. 

To the extent that we have a free market, the economy is a result of individual investors making their 

own financial decisions, not of governmental manipulation. 

We remain committed to investing in individual, liquid, growth-oriented, companies and markets. 

Please call to discuss opportunities that might fit your individual investment objectives. 

Sincerely,  

 

James P Dretler 

Senior Portfolio Management Director    

Senior Vice President    

Financial Advisor   
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1. https://en.wikipedia.org/wiki/Paul_Volcker#:~:text=The%20Federal%20Reserve%20board%20led,rate%20rose%20to%20over%2010%25 

The views expressed herein are those of the author and do not necessarily reflect the views of Morgan Stanley Wealth Management or its affiliates.  All 

opinions are subject to change without notice.  Neither the information provided, nor any opinion expressed constitutes a solicitation for the purchase or sale of 

any security.  Past performance is no guarantee of future results.   
  

Information contained herein has been obtained from sources considered to be reliable, but we do not guarantee their accuracy or completeness  

 

Investing in commodities, futures and options on futures contracts entails significant risks. Prices of futures and options on futures contracts may be affected by 

a variety of factors at any time, including but not limited to, (i) changes in supply and demand relationships, (ii) governmental programs and policies, (iii) 

national and international political and economic events, war and terrorist events,(iv) changes in interest and exchange rates, (v) trading activities in the 

underlying assets or commodities and related contracts, (vi) pestilence, technological change and weather and (vii) the price volatility of a commodity or asset. 

In addition, the futures markets may be subject to temporary distortions or other disruptions due to various factors, including lack of liquidity, participation of 

speculators and government intervention  
  

Please note that by clicking on the URLs or hyperlinks in the document you will leave a Morgan Stanley Smith Barney LLC website and enter another website 

created, operated and maintained by a different entity. Morgan Stanley Smith Barney LLC is not implying an affiliation, sponsorship, endorsement with/of the 

third party or that any monitoring is being done by Morgan Stanley of any information contained within the linked site; nor do we guarantee its accuracy or 

completeness.  Morgan Stanley is not responsible for the information contained on the third-party web site or the use of or inability to use such site 
 

The securities/instruments discussed in this material may not be appropriate for all investors. The appropriateness of a particular investment or strategy will 

depend on an investor’s individual circumstances and objectives. Morgan Stanley Wealth Management recommends that investors independently evaluate 

specific investments and strategies and encourages investors to seek the advice of a financial advisor.   

Equity securities may fluctuate in response to news on companies, industries, market conditions and the general economic environment.   
 

Companies cannot assure or guarantee a certain rate of return or dividend yield; they can increase, decrease or totally eliminate their dividends without notice.   
  

Investing in smaller companies involves greater risks than those associated with investing in more established companies, including significant stock price 

fluctuations and illiquidity. 
 

Bonds are subject to interest rate risk. When interest rates rise, bond prices fall; generally, the longer a bond's maturity, the more sensitive it is to this risk. 

Bonds may also be subject to call risk, which is the risk that the issuer will redeem the debt at its option, fully or partially, before the scheduled maturity date. 

The market value of debt instruments may fluctuate and proceeds from sales prior to maturity may be more or less than the amount originally invested or the 

maturity value due to changes in market conditions or changes in the credit quality of the issuer. Bonds are subject to the credit risk of the issuer. This is the 

risk that the issuer might be unable to make interest and/or principal payments on a timely basis. Bonds are also subject to reinvestment risk, which is the risk 

that principal and/or interest payments from a given investment may be reinvested at a lower interest rate.   
  

Morgan Stanley and its Financial Advisors do not provide tax or legal advice. Individuals should seek advice based on their particular circumstances from an 

independent tax or legal advisor.   

Morgan Stanley Smith Barney LLC is a registered Broker/Dealer, Member SIPC, and not a bank.  Where appropriate, Morgan Stanley Smith Barney LLC has 

entered into arrangements with banks and other third parties to assist in offering certain banking related products and services.    

The Dow Jones Industrial Average is a price-weighted average of 30 blue-chip stocks that are generally the leaders in their industry. The Standard & Poor's 

(S&P) 500 Index tracks the performance of 500 widely held, large-capitalization US stocks.  An investment cannot be made directly in a market index.   

Morgan Stanley Smith Barney LLC. Member SIPC.   
 

 

 


