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Deflation
Deflation is the reduction of prices of goods, and although deflation may seem like a good thing 
it is an indication that economic conditions are deteriorating. Deflation is usually associated with 
significant unemployment. Furthermore, businesses’ profits drop significantly during periods of 
deflation, making it more difficult to raise additional capital to expand and develop new 
technologies.

“Deflation” is often confused with “disinflation.” While deflation represents a decrease in the 
prices of goods and services throughout the economy, disinflation represents a situation where 
inflation increases at a slower rate. However, disinflation does not usually precede a period of 
deflation. In fact, deflation is a rare phenomenon that does not occur in the course of a normal 
economic cycle, and therefore, it signifies that something is severely wrong with the state of the 
economy

Causes of Deflation
From a very basic standpoint, there are two main potential causes of deflation:
• Fall in aggregate demand.
• Increase of aggregate supply – i.e. lower costs of production through improved technology.

Deflation usually occurs during a prolonged and severe recession. It is a recession where 
demand falls significantly and eventually firms start to cut prices in a desperate attempt to boost 
spending. Also, if unemployment rises sufficiently, resulting in lower wages or wage cut thereby 
affecting spending and demand.

Deflation caused by falling aggregate demand can be caused by more specific factors:
• Fall in the money supply. A fall in money supply and  / or a fall in the velocity of circulation
• Tight monetary policy – higher interest rates
• Debt deleveraging. After a credit bubble, people may be seeking to pay off debts and have to 

reduce their spending.
• Overvalued exchange rate and high interest rates to maintain value of currency

Effects of Deflation
Deflation may have any of the following impacts on an economy:

1. Reduced Business Revenues

Businesses must significantly reduce the prices of their products in order to stay competitive. 
Obviously, as they reduce their prices, their revenues start to drop. Business revenues frequently 
fall and recover, but deflationary cycles tend to repeat themselves multiple times.

Unfortunately, this means businesses will need to increasingly cut their prices as the period of 
deflation continues. Although these businesses operate with improved production efficiency, their 
profit margins will eventually drop, as savings from material costs are offset by reduced revenues.
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2. Wage Cutbacks and Layoffs

When revenues start to drop, companies need to find ways to reduce their expenses to meet their 
bottom line. They can make these cuts by reducing wages and cutting positions. Understandably, 
this exacerbates the cycle of inflation, as more would-be consumers have less to spend.

3. Changes in Customer spending

The relationship between deflation and consumer spending is complex and often difficult to 
predict. When the economy undergoes a period of deflation, customers often take advantage of 
the substantially lower prices. Initially, consumer spending may increase greatly; however, once 
businesses start looking for ways to bolster their bottom line, consumers who have lost their jobs 
or taken pay cuts must start reducing their spending as well. Of course, when they reduce their 
spending, the cycle of deflation worsens.

4. Reduced Stake in Investments

when the economy goes through a series of deflation, investors tend to view cash as one of their 
best possible investments. Investors will watch their money grow simply by holding onto it. 
Additionally, the interest rates investors earn often decrease significantly as central banks attempt 
to fight deflation by reducing interest rates, which in turn reduces the amount of money they have 
available for spending.

In the meantime, many other investments may yield a negative return or are highly volatile, since 
investors are scared and companies aren’t posting profits. As investors pull out of stocks, the 
stock market inevitably drops.

5. Reduced Credit

when deflation rears its head, financial lenders quickly start to pull the plugs on many of their 
lending operations for a variety of reasons. First of all, as assets such as houses decline in value, 
customers cannot back their debt with the same collateral. In the event a borrower is unable to 
make their debt obligations, the lenders will be unable to recover their full investment through 
foreclosures or property seizures.

Also, lenders realize the financial position of borrowers is more likely to change as employers start 
cutting their workforce. Central banks will try to reduce interest rates to encourage customers to 
borrow and spend more, but many of them will still not be eligible for loans.

Fortunately, it is possible to reduce the impact of deflation. A strong role by the government is 
necessary to break a deflationary spiral. Central banks have a considerable influence over the 
direction of inflation and deflation by changing the nation’s monetary supply.


