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Just a year a go, it seemed like 

the topic of inflation was all but 

dead. Now, the debate is back on 

the table: In the wake of the 

coronavirus pandemic, could 

inflation make a comeback that 

is more than just a flash in the 

pan? An analysis by Union 

Investment shows which factors 

will be key and what the medium 

and long-term inflation trend 

might look like. 
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1 Introduction: The inflation debate is back 

A highly respected financial expert wrote in 2012 that, in the long run, inflation 

is as much of a certainty as death and taxes. And – in the wake of the 

financial crisis and amid the European sovereign debt crisis – he was not 

alone with this opinion. Many market analysts and economists shared the 

view that it would only be a matter of time before inflation shot up. 

In reality, inflation has kept us waiting in recent years with rates remaining at 

low levels. And until about a year ago, you could have been forgiven for 

thinking that the issue had all but gone away. Rather than leading to rising 

inflation, as some had feared, the central banks’ expansionary monetary 

policy just about prevented prices from tipping over into deflation. In the 

eurozone at least, inflation was stuck at a low level of less than 2 per cent. 

The hypothesis that structural reasons had to be responsible for this 

persistently low level of inflation originally emerged and became popular in 

the US, but subsequently also gained traction in Europe. Had inflation lost its 

sting? 

Skip to the present: The coronavirus pandemic still has a firm grip on social 

and economic life. The virus is unexpectedly calling long-established, 

seemingly certain beliefs into question. Infection levels, the proportion of 

severe cases and the rate of vaccination have suddenly become factors that 

shape economic forecasting. And that is not all. The pandemic has a 

disruptive effect, or at least it is widely perceived in this way. In respect of 

some trends, such as digitalisation, it is acting as a catalyst. The focus is not 

merely on more computers and robots, but on a comprehensive digital 

transformation of production processes. However, at the same time, 

coronavirus could result in a lasting contraction of production capacity in 

certain other industries, because demand might never fully recover after the 

pandemic due to changes in behaviour. 

In any case, the crisis has certainly led to substantial increases in debt-funded 

public spending and the supply of money. During the crisis, governments 

adopted large-scale financial aid programmes to support their economy and 

citizens, while the central banks simultaneously intensified their ultra-

expansionary monetary policy approach. This has triggered a debate both 

among experts and in public: Might inflation make a comeback in the wake of 

the coronavirus pandemic?  

Our research paper summarises the findings of an analysis conducted by 

Union Investment that examines the current debate about inflation in a wider 

context and, most importantly, with a greater focus on the medium and long 

term. The aim is to look beyond purely short-term-oriented forecasts and 

inflation warnings and to see the bigger picture. 

2 Contrasting views on inflation 

Economists and institutions are divided over the question of where inflation is 

headed. On the one hand, the number of voices warning of rising inflation and 

Inflation has 
remained low in 

recent years 

Significant rise in 
debt-funded public 

spending and money 
supply 
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its potential implications is currently growing. Among them is Hans-Werner 

Sinn, a former President of the ifo Institute of Economic Research in Munich. 

“We are heading towards a permanent regime of extremely low interest rates 

and there is a risk that this will result in an ‘inflation blowout’ at some point. 

When that happens, all hell will break loose,” said Sinn in December 2020. 

The British economist Charles Goodhart went even further, predicting in 

concrete terms that he would expect the rate of inflation to climb to as much 

as 5–10 per cent in 2021.1 Even the Bank for International Settlements (BIS) 

in Basel – sometimes nicknamed the ‘bank of the central banks’ and not an 

institution known to be alarmist – suggested in its annual Economic Report 

that it could conceive of a scenario in which the prevailing picture of low 

inflation “changes fundamentally”.  

Other economists do not believe that the rate of inflation will rise in a lasting 

manner after the coronavirus crisis and think that, at most, catch-up effects 

may drive prices up temporarily. Isabel Schnabel, a member of the Executive 

Board of the European Central Bank, says: “We are, in fact, seeing a 

pronounced slump in demand. And at this point, there is – unfortunately – no 

indication that this will change fundamentally. On this basis, inflation dropping 

too low remains a greater concern to us than inflation rising too high.” Peter 

Bofinger, Professor of Economics at the University of Würzburg and, until 

2019, a member of the German Council of Economic Experts, believes that 

the end of the pandemic actually presents a risk of falling prices: “On balance, 

there is a higher risk that the pandemic will trigger deflation in the global 

economy,” he said in mid-2020. The new US Treasury Secretary and former 

Chair of the Federal Reserve, Janet Yellen, also regards the risk of inflation 

as limited. In early February 2021, she defended the Biden administration’s 

planned spending programme against criticism that it could lead to inflation.2 

She stressed the necessity of spending programmes under the prevailing 

circumstances, warning that “without further action, we risk a longer, more 

painful recession now and longer-term scarring of the economy later.” She 

also stressed that if inflation were to pick up, a sufficient range of effective 

countermeasures would be available. 

This wide range of opinions reflects the complexity of the situation and the 

multitude of factors that affect inflation. As much as coronavirus is dominating 

the debate at present and disrupting certain parts of economic and social life, 

the medium and long-term trends that have already been shaping inflation for 

a while have not gone away. They are simply being eclipsed at present and 

may be joined by additional factors. The resulting overall picture determines 

what will happen in terms of inflation when the pandemic subsides. 

1 Capital.de, text published on 2 December 2020, https://www.capital.de/wirtschaft-
politik/kommt-die-inflation-zurueck  

2 New York Times, text published 7 February 2021, 
https://www.nytimes.com/2021/02/07/us/yellen-economy.html 

Concerns about 
inflation dropping too 

low 

Many factors have an 
impact 
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2.1 The historical spectre of inflation 

In Germany, voices warning about rising inflation are traditionally quite strong. 

This is rooted in the country’s history. In the 20th century, Germany 

experienced two traumatic episodes of hyperinflation, first in 1923 and again 

after the end of World War II, which effectively erased the wealth of savers 

and those holding monetary assets. But we do not even need to go that far 

back. In the 1970s and early 1980s, the rate of inflation in Germany was 

much higher than it is today, around 6–7 per cent.  

In recent years, however, inflation has remained low in the eurozone and 

inflation expectations stable (see figure 1). 

Many had warned that the combination of government bailouts during the 

financial crisis, which drove up public debt in many countries, and the central 

banks’ expansionary monetary policy would result in a significant rise in 

inflation rates. But this never actually happened.  

The reasons remain somewhat unclear. There are some plausible individual 

arguments, but it is questionable how much they really explain. To name just 

three examples, technological advancement, the limited pricing power of 

companies due to global competition and the declining bargaining power of 

employees, e.g. due to the diminishing role of trade unions, all doubtlessly 

contributed to the persistently weak growth in prices. In recent years, the 

rates of inflation in Germany and in the eurozone have been well below 

2 per cent and thus a little off the ECB’s target of an annual inflation rate of 

under, but close to, 2 per cent (measured by the Harmonised Index of 

Consumer Prices, HICP). 

In 2020, inflation dropped to as little as 0.3 per cent in the eurozone and 

0.5 per cent in Germany (measured by the change in the consumer price 

index, CPI; change in HICP in 2020: 0.4 per cent) due to the coronavirus 

crisis. 
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What is going to happen to the rate of inflation after the coronavirus 

pandemic? The key question is whether the structural factors of the past 

decade will continue to dominate, while the effects of the coronavirus 

pandemic turn out to be merely a flash in the pan, or whether the crisis brings 

about a structural shift that changes the path of inflation on a long-term basis. 

Union Investment currently predicts that in 2021, inflation will rise to 

1.5 per cent in the eurozone and 2.4 per cent in Germany. That is a 

considerable increase, but it is primarily driven by temporary effects. The 

forecast for 2022 is more cautious at 1.3 per cent inflation in the eurozone 

and 1.4 per cent in Germany. This provides a first indication that we are 

leaning towards the hypothesis that the long-term effects of the coronavirus 

crisis will be limited. 

Slightly higher and lower forecasts have been published by a variety of other 

organisations, research institutes and financial institutions. One possible 

reason for these variations is the fact that the relevant analyses were 

conducted and published at different points in time. Germany’s Bundesbank, 

for example, predicted in its monthly report for December 2020 that the rate of 

inflation in Germany in 2021 would be 1.8 per cent. But since then, the data 

has changed quite a lot.  

However, differences between inflation forecasts can also be linked to the 

respective opinions held by those who issue the forecasts. They may emerge 

as a result of analysts making different assessments of the implications, time 

horizon and intensity of factors that influence inflation. 

2.2 Key points of the current inflation debate 

In chapter 3, we will systematically examine which factors could have an 

impact on the rate of inflation. But first, we will provide an overview of a few 

key points in the current debate: 

• Markets for goods and services: The coronavirus pandemic caused

both a supply shock and a demand shock, i.e. it simultaneously had

inflationary and deflationary effects. The question is which of these

effects will prove to be merely temporary and what catch-up effects

could ensue as they subside. What would happen, for example, if

households who have saved more than usual during the crisis

suddenly splash out after the pandemic, and all of the built-up cash

flows straight into consumer spending, where it comes up against

(still) limited supply? Could government support programmes further

amplify this effect by generating ‘excessive’ demand? In other words,

could we end up with too much of a good thing? And on the other

hand, what effects of the coronavirus pandemic will persist over the

long term? For example, will there be a significant number of

companies or a significant volume of production capacity that will not

survive the crisis and never be rebuilt after the pandemic? Or, to put it

differently, is the capital stock of the economy going to shrink

noticeably?

Are the effects of the 
coronavirus 

pandemic merely 
temporary? 



Study paper: Steigt sie oder steigt sie nicht? Zur Debatte um die Inflation nach der Corona-Pandemie 

8 

• Deglobalisation: The coronavirus pandemic is changing global trade

and will result in a certain degree of deglobalisation. Add to this

international trade disputes, especially between the US and China.

Both superpowers are also competing for global hegemony, a fight

that is increasingly being fought in the high-tech sector. As a result, we

will see a decoupling of the value chains of strategically important

high-tech products. The reorganisation of supply chains and

production networks and the shift towards ‘re-shoring’ and ‘near-

shoring’ (transferring production back to domestic locations or nearby

countries) is creating inefficiency and making production more

expensive, which could have an inflationary effect.

• Government debt: During the coronavirus crisis, many countries

have spent huge amounts to support their economy. As a result,

government debt levels have risen sharply, while many of the

countries in question were already in a difficult financial position before

the pandemic. Do high levels of debt exacerbate inflation risk? After

all, rising inflation makes it easier to pay back debt. Is the crisis

management of governments undermining the independence of the

central banks? In other words, will a policy of ‘inflating away debt’ play

a part in the central banks’ approach to target-setting in the future?

• Money supply: As a result of persistently expansionary monetary

policy, the balance sheets of many central banks have grown

significantly in recent years. This also applies to the ECB (see figure

2). The central bank balance sheet can be used to calculate the

monetary base (central bank money stock, M0), i.e. the money issued

by the central bank. However, most of the money created by the

central bank does not enter the money cycle of the real economy and

therefore does not have a direct inflationary effect. The M2 money

supply is more relevant for inflation.3 Until the start of the coronavirus

crisis, M2 had been growing at a slower rate than the monetary base.

Now, it is growing at a faster rate. That in itself is not necessarily a bad

thing. The loans provided help to support real demand in the current

situation and prevent insolvencies due to lack of liquidity (e.g. through

government schemes providing income support during the crisis).

They also partially compensate for the higher savings ratio among

economic subjects. The increased money supply could lead to an

‘inflation blowout’ if the accumulated money is used for significantly

higher spending in the medium and long term and thereby enters the

cycle, perpetuating the creation of credit. A scenario in which the

monetary stimulus becomes greater than real economic growth would

indeed promote inflation.

3 M2 is defined as currency in circulation and non-bank overnight deposits plus 
deposits with an agreed maturity of up to two years and deposits redeemable at 
notice of up to three months. 
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Whether this scenario will materialise is unclear, but the increased 

money supply alone does not drive or trigger inflation. However, there 

are undoubtedly risks to the stability of the financial markets. If 

consumers start to lose confidence in the purchasing power of the 

currency and choose to spend their money sooner rather than later, 

the central banks will find it difficult to regain their trust. The ECB in 

particular would be very limited in its ability to counteract this trend 

without endangering the ability of individual eurozone member states 

to refinance their debt. 

• Central bank strategy: The Federal Reserve has already adopted a

change of strategy. The inflation target is now defined as 2 per cent

per year on average. This means that the US central bank now has

more discretion not to intervene immediately if inflation rises above

2 per cent. The inflation expectations of economic subjects could

therefore go up because they regard the inflation target as softer and

may assume that the central bank is more inclined to tolerate higher

inflation. This could result in a self-fulfilling prophesy, where higher

inflation expectations lead to rising wages and prices and, ultimately,

rising inflation. Before coronavirus, this would have been a desirable

effect, but now it has become much more difficult to gauge the

potential implications. The ECB is currently also reviewing its strategy

and is expected to publish the outcome of its review in September

2021. Is it going to follow the Fed’s example and adjust its inflation

target too?

• Demographics: This is an example of a very long-term trend that can

have an impact on inflation. A currently much-debated hypothesis is

that of the aforementioned British economist Charles Goodhart. In his

book, he argues that demographic change will lead to a shortage of

workers in the industrialised countries in the coming years and that



Study paper: Steigt sie oder steigt sie nicht? Zur Debatte um die Inflation nach der Corona-Pandemie 

10 

this will drive up wages.4 As a consequence, prices would rise and 

inflation would be higher in the long term. Arguments against this 

hypothesis include, for example, technological advancement, which 

could counteract the rising cost of labour. Another counterargument is 

migration, which typically feeds into the lower-productivity job market. 

This tends to put downward pressure on wages and thus has a 

deflationary effect. 

It is clear that even just in the aforementioned examples – which barely 

scratch the surface – a large number of factors are at play that work in very 

different ways: Some may boost prices while others depress them. They may 

also emerge at different points in time, and the duration and intensity of their 

influence may vary. The question is which factors might coincide and interact 

at what time and in what way, and which trends might overlap with and 

potentially eclipse others.  

This complex situation ultimately also explains why some participants in the 

current debate arrive at different conclusions than others. Which factors an 

analysis focuses on, and how they are assessed, naturally has a significant 

impact on the findings. Of course, this is equally true for our analysis. Chapter 

3 illustrates in greater detail, which of the aforementioned key points of the 

current debate we regard as dominant and which as less influential. 

3 Union Investment’s analysis 

Union Investment carried out a comprehensive study that analysed factors of 

relevance to inflation and grouped them by their time horizon. The study is not 

a breakdown of potential trends into quantifiable individual effects. The 

analysis is limited to a qualitative identification and prioritisation of relevant 

factors that endeavours to be as exhaustive as possible. Union Investment’s 

experts then used this overview analysis to derive hypotheses as to which of 

these factors are likely to be dominant in the short, medium and long term. 

The identified set of dominant factors was used to create the baseline 

scenario. 

Of course, there is always some uncertainty attached to any outlook on 

inflation. Trends may be stronger or weaker than expected and emerge or 

subside at a different point in time. This can cause shifts that ultimately 

change the overall picture. The study therefore also examines a risk scenario 

which takes account of this uncertainty. Naturally, there are many other 

alternative scenarios. The selected risk scenario should therefore be 

interpreted as a particularly plausible – and, in this case, negative – reference 

case in juxtaposition to the baseline scenario. In the following, the dominant 

factors influencing inflation will be discussed and a brief outline of the two 

aforementioned scenarios will be provided. Effects that were classified as ‘not 

dominant’ as part of our comprehensive analysis are generally not discussed 

further in this summary. 

4 ‘The Great Demographic Reversal – Ageing Societies, Waning Inequality, and an 
Inflation Revival’, co-authored with Manoj Pradhan, published in August 2020. 

Many relevant factors 
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3.1 Dominant factors in the short term 

Which effects can be expected to have a significant impact on the rate of 

inflation in the coming twelve months? The analysis identified a total of five 

trends over a short-term horizon (see figure 3). 

Two of the three dominant trends will have an inflationary effect. On the one 

hand, there is the fact that the normalisation of commodity prices from around 

March (especially the recovery of the oil price) and – in Germany – the end of 

the temporary VAT reduction as of 31 December 2020 will result in marked 

year-on-year increases, but these effects will be of a temporary nature. 

In addition, it seems likely that public life will gradually normalise over the 

course of the year as the vaccinated portion of the population grows. The 

reopening of the economy will go hand in hand with catch-up effects, 

especially in the service sector, which are likely to drive prices up temporarily. 

Bottlenecks could develop in sectors such as tourism, where airlines – burnt 

by their experiences in the summer of 2020 – may choose to take a cautious 

approach to ramping up their offering until the picture on the demand side 

becomes clearer. 

The consumption of goods should be less affected by this on aggregate, 

because households were already spending more money on goods rather 

than services during the crisis. However, certain sub-sectors of the consumer 

goods sector may see increases or decreases in price levels at different 

stages over the next one to two years. This applies, for example, to seasonal 

products, which are likely to be sold at high discounts immediately after 

lockdowns are lifted. However, further down the line, shortages could occur 

where production and order levels had been lowered as a precaution during 

lockdown. This could lead to increases in price levels. 

On the other hand, one trend that seems to be specific to the US is having a 

deflationary effect. In major US metropolitan areas such as San Francisco, 

rapidly rising rental prices in the past triggered an exodus that has further 

intensified as a result of the pandemic. This can be explained by the fact that 

the pandemic has made working from home a more widely accessible option, 

Catch-up effects as 
economies reopen 
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meaning that many people are no longer tied to a specific location. Advances 

in digitalisation are therefore boosting the appeal of escaping city life. The – in 

some cases dramatic – decline in rental prices in major cities is currently not 

being offset by corresponding increases in rental prices in those areas that 

are seeing an influx of residents. 

Another factor that could come into play with a certain time lag are evictions 

of tenants on lower incomes. So far, evictions have been kept at a (potentially 

artificially) low level as a result of various eviction moratoriums and rent relief 

schemes. The long-term effects may only materialise at a later stage due to 

persistently high levels of unemployment. 

However, for various reasons, this effect is not directly transferable to inflation 

in Europe. Data for Germany, for example, is not yet showing any clear trend 

in this regard.  

3.2 Dominant factors in the medium term 

According to Union Investment’s analysis, deflationary influences will 

dominate the picture in the medium term (time horizon of 1–3 years) (see 

figure 4). 

Excess savings will probably remain high in the medium term. The pandemic 

has had a profound psychological impact and it is likely that people will set 

aside more savings than before the crisis as a safety buffer. This uncertainty 

will have a dampening effect both on consumer demand and business 

investment, weakening aggregate demand in the economy in a lasting way. 

In addition, unemployment will probably remain at an elevated level for a 

prolonged period of time – at least in Europe – because lockdown measures 

will be phased out only gradually. Changes in behaviour during the crisis will 

furthermore result in a more permanent decline in demand in certain areas. 

On top of this, high levels of debt in the private sector due to the crisis will 

force many companies to cut costs. 
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Demographic trends could also have a deflationary effect. The population is 

ageing, but excess savings of older people and those using retirement 

savings products should initially continue to increase. The risk-free interest 

rate has fallen further and will remain at a very low level for some time, 

meaning that households may have to save more to reach their savings 

goals. In addition, significantly greater opportunities to work from home should 

lead to a further rise in the level of employment among those over the age of 

65. People in this age demographic are healthier and therefore more able to

work than people of the same age in the past. This means that the age at

which people start to draw down their savings may go up further.

The aforementioned digitalisation boost is going hand in hand with growing 

levels of automation in the service sector. On the one hand, the pandemic 

and social distancing measures have created the necessary pressure to act. 

On the other hand, it has already become clear that once companies are able 

to ramp up capacity again, many are going to focus less on labour and 

instead place a greater emphasis on investment in automation technology. 

This will increasingly also affect jobs in the service sector. Digitalisation and 

automation are likely to weaken the bargaining power of workers while having 

a positive effect on productivity at the same time. Both of these effects would 

tend to depress prices. In addition, increasing digitalisation also has a strongly 

deflationary effect on capital assets. Digital business models require less 

capital equipment. In extreme cases, they may even leverage private property 

for the provision of services (e.g. Uber, Airbnb). The relatively low level of 

investment activity seen in recent years, and the associated deflationary 

effects, can therefore be expected to persist. 

Especially in the eurozone, further downward pressure on prices may arise 

from the potential ‘zombification’ of companies and jobs if the will to bring 

about structural change is too weak. Emergency measures such as income 

support for workers on reduced hours and the suspension of the notification 

duty for insolvencies are designed to help all companies make it through the 

pandemic. But when these support measures are merely delaying the market 

exit of businesses that were already inefficient and financially unsuccessful 

before the crisis, such businesses become a burden on the overall economy. 

Wasting resources on excess capacity leads to a decline in growth and 

productivity. This can have a deflationary effect. 

The only dominant inflationary trend in the medium term that was identified 

by Union Investment’s analysis is deglobalisation. As previously mentioned, 

the reorganisation and shortening of supply chains and the relocation of 

production closer to home could result in higher costs and a loss of efficiency. 

It remains to be seen whether companies will be able to pass higher 

production costs on or whether these will translate into narrower profit 

margins along the value chain. The experiences of the recent past suggest 

that the latter is more likely. This is at least in part attributable to the monopoly 

power of the ‘superstar’ companies. When these exercise their pricing power, 

suppliers are more frequently at the receiving end than customers. On this 

basis, there would be no impact on inflation. But inflation risks could arise if 

Rapidly rising levels 
of automation in the 

service sector 

Deglobalisation 
increases costs and 

inefficiency 
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production does get relocated on a significant scale. A marked increase in 

investment activities associated with such a shift could lead to signs of 

overheating, which would boost the value of labour and result in rising wages. 

3.3 Dominant factors in the long term and the baseline scenario 

The analysis identified three factors that could have a dominant effect over 

the long term (see figure 5). 

Only one of these factors has an inflationary effect. In the long run, we are 

likely to see a more proactive approach to industrial policy, which could result 

in greater protectionism and regulation. This trend had already emerged 

before the coronavirus pandemic. The crisis has reinforced this shift, because 

it has revealed dependencies on imports in strategically important sectors 

such as the production of drugs. At the same time, the crisis has increased 

the general tolerance towards government intervention.  

The other two dominant long-term factors have a deflationary effect. Firstly, it 

is possible that growing digitalisation leads to a fresh wave of globalisation as 

services become increasingly tradable. If this happens, many service 

industries will be able to tap into a national or even international pool of 

labour, which would put downward pressure on prices. Secondly, 

technological advancement could generate a significant productivity boost, 

e.g. through 5G technology and artificial intelligence. Applications such as 
self-driving vehicles, the Internet of Things and ‘smart city’ technologies could 
have a huge impact on the labour market. The outcome would not necessarily 
be a loss of jobs, but it would mean that a growing number of tasks and 
workflows – including more complex ones – could be automated. This would 
have a dampening effect on wage and price growth.

In the second step of the analysis, Union Investment’s experts combined the 

dominant effects from the three defined time clusters (which, of course, 

overlap in reality) into one big picture. Unsurprisingly, this picture is not 

entirely clear-cut and consistent. We therefore summarised the findings and 

assessments in two reference scenarios, of which we regard one, the 

Baseline scenario: 
secular stagnation 
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baseline scenario, as more likely. The baseline scenario paints a picture of 

secular stagnation. This means that inflation would rise noticeably in the first 

few months of 2021. However, this rise would not be of a lasting nature, 

because core inflation (i.e. inflation excluding energy and food prices) remains 

cemented. In the medium term, inflation would drop back well below 

2 per cent and would then move closer to this target only very slowly. As 

previously discussed, this would be mainly attributable to long-term effects of 

the coronavirus pandemic. Over the long term, technical advancement will 

moderate the level of inflation. 

3.4 Potential for higher inflation – the risk scenario 

If the rise in inflation in the near term turns out to be sharper and, most 

importantly, of a more lasting nature, the overall inflation outlook could 

change. The resulting picture would be one of ‘secular stagflation’, as 

described by the risk scenario that is outlined in our analysis. This scenario 

foresees an even steeper rise in commodity prices in the short term, which 

would also affect core inflation through second-round effects. In addition, the 

impact of demand pent up during the crisis could be significantly stronger and 

longer-lasting. Euphoric consumer spending as economies reopen could lead 

to a rapid fall in the currently high savings ratio to pre-crisis levels or even 

lower. In this case, higher demand would come up against limited supply due 

to potentially diminished production capacity as a long-term effect of the 

pandemic. This would cause prices to increase on a broad scale.  

There is also potential for higher inflation in the medium and long term. Fiscal 

stimulus packages could be expanded too far and create too much demand in 

the economy. Likewise, a huge increase in the money supply could 

conceivably cause aggregate demand to overheat and create inflationary 

pressure. All of this presupposes a significant decline in the propensity to 

save. At the same time, it is possible that central banks suffer a loss of 

credibility, which would result in a decoupling of inflation expectations. In 

addition, the deglobalisation trend could become more pronounced and even 

greater interventions by governments to protect domestic industry could lead 

to increases in production costs and inefficiency at a greater scale than 

assumed in the baseline scenario. It is furthermore conceivable that the 

bargaining power of workers could increase substantially. Calls for a 

redistribution of wealth and stronger workers’ rights have grown louder over 

the past decade and are gaining traction at political level. There is also the 

long-term demographic trend, which will lead to a decline in the availability of 

labour and could trigger a wage-price spiral. If deficits continue to grow in an 

environment of rising nominal interest rates and sluggish growth, public debt 

would then drive up prices because existing debt would increasingly have to 

be serviced through fresh borrowing. Otherwise, debt levels would be 

sustainable. 
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4 Conclusion 

The witty remark that “prediction is difficult – particularly when it involves the 

future” is often attributed to US writer Mark Twain. In fact, it is unclear who 

actually said these words, but that does not diminish their veracity. And this is 

certainly true for predictions about future inflation. This study paper illustrates 

why it is difficult to forecast inflation trends. A huge number of factors are at 

play that work in different directions and vary in their intensity. The 

coronavirus pandemic has made the analytical equation even more 

complicated. Due to the unprecedented nature of this crisis and the response 

to it, uncertainty about the future trajectory of inflation is greater than it has 

been in a long time.  

However, a number of factors suggest that many structural trends which were 

already influential before the crisis will remain relevant going forward. Union 

Investment’s analysis therefore arrived at secular stagnation as a baseline 

scenario. In this scenario, inflation will flare up in the first few months of 2021 

but will then return to moderate levels despite the long-term consequences of 

the coronavirus pandemic. The expectation in this scenario is that inflation will 

remain low in the medium and long term. 

However, it is currently not possible to predict with any degree of certainty the 

exact effects of individual factors and which of them will ultimately be 

dominant. As mentioned above, it is fair to say that the risk of a reversal of the 

inflation trend has increased. Union Investment’s analysis takes account of 

this uncertainty in the risk scenario of secular stagflation. The increase in 

inflation in this scenario is not only sharper in the short term, but also more 

sustained, due to the reasons set out above. The consequence is significantly 

higher inflation in the medium and long term. 

The baseline scenario is positive for the capital markets and especially for risk 

assets such as equities. As long as inflation rates and fluctuations in the level 

of inflation remain moderate over time, the central banks have little incentive 

to return to a significantly more restrictive monetary policy approach, which 

would typically be unfavourable for equities. A steady, not particularly high 

rate of inflation and relatively stable inflation expectations would not disturb 

the plans of economic subjects in any material way. In this environment, 

companies could implement moderate price increases – depending on the 

competitive environment – in order to secure or even slightly increase their 

profit levels. In the bond markets, even a moderate rate of inflation would lead 

to a slight upward trend in nominal yields due to low or negative interest rates, 

but the real rates of return should remain negative and might even decline 

further. Provided these effects are signs of growth and growth-related 

inflation, they are unlikely to cause much disruption in the equity markets. The 

additional inflation-induced loss of appeal for bond investors should also 

remain within reasonable limits as long as the difference between nominal 

and real rates of return remains manageable. The dynamic environment 

allows bond investors to take higher risks in order to make up for falling 

yields. 

Impact on the capital 
markets 
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In the risk scenario, things looks quite different. If inflation rises too steeply, 

the central banks will feel the need to take mitigating action. In light of the 

Federal Reserve’s strategic realignment, it will take slightly longer until this 

point is reached, at least in the US. The ECB is expected to announce its own 

strategic adjustments in September. But in the event of sustained inflationary 

pressure, the central banks will eventually step in and, depending on how 

much they tighten the purse strings, this would probably mark the end of the 

bull market for equities. All in all, sharper increases in inflation rates will have 

an adverse impact on economic growth (especially if they occur unexpectedly 

or prove difficult to predict) because they create uncertainty. The ways in 

which different factors interact are complex at the micro level and will not be 

discussed in this paper. The period of transition to higher levels of inflation, in 

which inflation expectations lose their ‘foothold’ and uncertainty increases, is 

a particularly challenging environment for practically all asset classes. The 

outlook for bonds with longer maturities is especially opaque because it 

depends on how, and how quickly, longer-term nominal interest rates – and 

therefore the yield curve – adjust to the higher rates of inflation. Normally, 

nominal interest rates would rise, which would adversely affect bond prices.  

It has been a long time since the capital markets last experienced an 

environment of rapidly rising inflation. If the risk scenario does materialise, the 

risk management systems of active asset managers will truly be put through 

their paces. 
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