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The End of Easy Money – Where Next for Inflation and Interest 
Rates?

Interest rates in most developed markets have been exceptionally low since 
March 2009.  This has been a boon for investors in equities, property and 
bonds, which have enjoyed strong price appreciation as a result, but has been 
terrible for savers holding cash.  However, with economies now stronger and 
unemployment rates very low, are we about to see a pickup in inflation and, with 
it, a return to the more normal levels of interest rates seen before the global 
financial crisis?  In this briefing, we consider the importance of inflation in the 
setting of interest rates, recent inflation experience and our views on the likely 
path of interest rates from here.  We then consider the potential impacts on 
financial markets and investment portfolios. 

The US Federal Reserve (Fed), the Bank of England (BoE) and the European Central Bank (ECB) 
all have inflation targets in their mandates.  Low levels of inflation (as measured by Consumer Price 
Indices (CPI)) from 2013 to 2016 prompted all three central banks to keep interest rates at emergency 
low levels.  More recently, however, rising oil and commodity prices, coupled with stronger wage 
growth as unemployment has fallen to multi-decade lows, have caused inflation to move higher once 
more.
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Figure 1: Developed world inflation is now moving higher

While the inflation experience of the US, UK and eurozone has been similar in recent years, as the 
chart shows, the UK did suffer a sharp burst of inflation last year.  This was caused by the rising 
cost of imports following the fall in the pound after the referendum on EU membership in June 
2016.  However, this effect is now starting to fade, with UK CPI inflation receding from 3% at the 
beginning of 2018 to 2.4% in May.

Figure 2: Sterling has had a strong inverse relationship with UK inflation over the last five years
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Where Now for Inflation?

Higher oil prices should continue to exert upward 
pressure on inflation over the next few months, 
as might capacity constraints among businesses, 
particularly in Europe where lengthening delivery 
times for components and raw materials, 
coupled with shortages of skilled workers, have 
affected output.  Additionally, in the US, the 
recent tax cuts may also be inflationary, as they 
give households more money to spend without 
obviously improving the productive capacity of 
the American economy.  In addition, President 
Trump’s protectionist trade policies need to 
be monitored.  Trade barriers, by their nature, 
push prices up, though at this stage the value 
of goods affected by tariffs is too small to have 
much impact.  

Despite these short term drivers, the threat of 
inflation moving much higher from here, or even 
remaining at current levels for very long, is in 
our view, small.  Our reasoning is in two parts.  
Firstly, we believe we are approaching the late 
stage of the economic cycle, particularly in the 
US, meaning that the inflationary pressures in 
the system may already be close to peaking.  
Secondly, we think that neither workers nor 
companies have strong pricing power at present.  
This is because globalisation and changes in 
technology, particularly the rise of the ‘gig 
economy’ and the ease with which prices can 
be compared over the internet, are structurally 
deflationary.  Companies that raise their prices 
may find that consumers simply go elsewhere, 
rather than accepting the price increases, while 
casual workers competing against many others 
(locally or globally via platforms) have little 
bargaining power for higher wages.

And Interest Rates?

For the Fed, maintaining price stability in the US 
economy is one of its three statutory objectives, 
alongside achieving maximum employment 
(which it has already accomplished) and 
maintaining moderate long term interest rates 

(which is subjective but is arguably close).  In 
our view, price stability is the one area of the 
Fed’s mandate on which it is falling short, given 
that CPI (admittedly not its preferred measure of 
inflation) has jumped to 2.8%.  Although the US 
central bank has already increased interest rates 
from 0-0.25% to 1.75-2% and begun reducing 
its holdings of bonds purchased under its 
quantitative easing (QE) programme, we believe 
it is likely to continue raising interest rates until it 
brings inflation down to around 2% once more.  

The Fed’s own forecasts suggest that interest 
rates will reach 3.4% in 2020 but we are sceptical 
that they will get this high.  Our doubts stem 
largely from the view, expressed above, about 
the lack of pricing power in the economy.  Once 
the oil price stops rising, we consider it likely 
that US inflation will fall towards the Fed’s target.  
In addition, we believe that the high levels of 
household and corporate debt in the American 
economy leave it more sensitive to rising interest 
rates than in the past, so raising rates too far will 
have negative consequences for its other two 
objectives.

The BoE has an inflation target (currently 2% 
CPI inflation) as its primary goal, but also sets 
monetary policy to support the UK government’s 
economic objectives.  In the past, the BoE has 
been content to look through deviations from 
its inflation target caused by movements in the 
value of the pound or commodity prices.  With 
inflation now down to 2.4%, economic growth 
spluttering and the ongoing EU exit process 
providing a further headwind, meaningfully 
higher interest rates are now difficult to justify.  
However, BoE Governor Mark Carney has stated 
that interest rates may need to rise to contain 
domestically generated inflation, and rightly 
or wrongly, a 0.25% hike looks likely to be 
implemented later this year, with the possibility 
of another one or two increases following in 
2019. 
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On the Continent, the ECB also has a primary 
goal of price stability and a secondary goal of 
supporting the eurozone economy.  With the 
recent rise in inflation attributable mainly to 
higher energy prices and a weaker euro, the 
ECB could argue that the medium term inflation 
outlook is still modest.  Also, the ECB’s forward 
guidance that its QE programme would likely 
continue until the end of 2018 and interest rates 
would not rise until “well past the horizon of net 
asset purchases” – i.e. autumn next year – ties its 
hands for now.

Looking beyond 2019, the outlook for interest 
rates gets much harder to discern, though we 
believe rates will remain structurally lower than 
the levels seen prior to the global financial crisis.  
This is largely due to the disruptive effects of the 
internet, automation and artificial intelligence, 
but also the high levels of debt in the world, 
which become harder to service when interest 
rates rise.

Investment Implications

Financial markets benefited considerably 
from the environment of extremely loose 
monetary policies that has been in place since 
the global financial crisis.  Rising interest rates 
therefore pose something of a headwind to 
investment markets.  However, for risk assets, 
such as equities, this may be more than offset 
by stronger economic, and in turn corporate 
earnings, growth until the economic cycle moves 
into the slowdown and recession phases.

With inflation now neither too hot nor too cold 
(leading to only a modest pace of interest rates 
increases), and the economic cycle mature 
but not yet ailing, we believe that equity and 
property allocations that are close to our neutral 
strategic weightings are appropriate.  However, 
if we see signs that the economic outlook is 
becoming more challenging, we are likely to 
recommend further reductions in equity and/or 
property allocations.

For bonds, modestly higher interest rates act as 
a slight headwind in the near term, though the 
extra yield relative to cash interest rates provides 
compensation for this.  We think of bonds as 

currently having a ‘head start’ on cash deposits 
in yield terms so, provided the bond’s price 
does not fall too far and the cash interest rate 
does not rise too much, too soon, bonds can still 
outperform cash.  

The structural changes discussed above mean 
that interest rates will not increase enough 
to trigger a meaningful bond bear market, 
particularly for short dated bonds.  Longer 

dated bond yields may rise a bit, pushing their 
prices down, but we think that the deflationary 
pressures coming from globalisation and 
advances in technology will hold their yields 
towards the lower end of their historical ranges.  
At some point, such bonds may look attractive, 
particularly if we see signs of forthcoming 
economic slowdown and, with it, future interest 
rate cuts.
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Figure 3: Even though bond yields are low relative to history, they still have a ‘head start’ over cash

For sterling based investors with time horizons of more than five years, cash offers little appeal beyond 
being a store of value in the short term and a source of liquidity.  In our view, Interest rates in the UK 
are unlikely to get much above inflation over the remainder of this economic cycle or indeed well 
into the next one. 

Conclusion

Although inflation rates for the UK, US and eurozone have increased over the last 18 months, we believe 
that this is largely due to short term factors, such as exchange rate movements and energy prices.  
We think that underlying inflationary pressures remain weak, with pricing power eroded by structural 
developments.  Consequently, we do not expect interest rates to return to their pre-crisis levels, limiting 
the extent to which they impact financial markets.  However, in the rising interest rates phase of the 
cycle, economies are more sensitive to shocks and we believe that, in setting asset allocations, a little 
caution is warranted.

If you would like further information about our services, or about the way we work in general, or to 
arrange a meeting, please contact your usual Saunderson House adviser or call us on 020 7315 6500.



h

T: 020 7315 6500
F: 020 7315 6650
E: shl@saundersonhouse.co.uk
www.saundersonhouse.co.uk

Saunderson House Limited
1 Long Lane, London EC1A 9HF

Registered in England. Address as above. Number 940473
Authorised and Regulated by the Financial Conduct Authority.
V1231017PAC

This note is for general guidance only and represents our current understanding of law and 
HM Revenue and Customs practice as at 28 June 2018. We cannot assume legal liability for any 
errors or omissions and detailed advice should be taken before entering into any transaction. 
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