
Infl ation – the biggest 
threat to your wealth

1

recent stock market volatility means that many investors who have sold have lost money. It is the fear 
of loss that is preventing many from investing now. however, history shows that stock markets recover. 
Infl ation is the biggest threat to the spending power of your money because the impact is permanent.

an annual infl ation rate of just 5% will, over 10 years, permanently reduce the spending power of 
your money by nearly 40%. In other words, if you had £100,000 of capital in the bank it would only 
be worth £61,400 in real terms after ten years.

the fi gures above are very relevant in the context of the government’s offi cial measures of infl ation 
– the Consumer Prices Index (CPI) and the retail Prices Index (rPI). however, the real increase 
in the cost of living feels a lot higher. food prices have risen by 8.3% since January (source: bbC), 
with price rises of nearly 50% for some individual food items. add to that the cost of petrol, gas 
and electricity and it’s easy to see why our money doesn’t go as far as it used to.

leaving your money in the bank or building society and relying on the interest to help meet the cost 
of living is not the long-term answer. the chart overleaf compares the bank of england base rate 
with the retail Prices Index over the last 35 years. you have to go back to the early 1980s to fi nd a 
time when the spending power of money on deposit was at such a low level.

Period (years) 3% Infl ation 5% Infl ation

1 97100 95200
5 86300 78400
10 74300 61400
15 64100 48100
20 55200 37700

based on a starting value of £100,000
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Why invest now?

Maintaining and increasing the spending power of your money requires investment in assets that 
can beat inflation over the medium to long term – the real return on your money is what matters. 
Statistics published by Barclays Capital underline this point. Taking the UK as an example, the 
average annual return between 1900 and 2007, adjusted for inflation, is 5.2% for equities, 1.2% for 
bonds and 1% for cash. What’s more, this period includes two World Wars, the Great Depression 
and several stock market slumps, which puts the current market uncertainty into context.

In other words, to protect our wealth for the long-term, equities should be an important part of 
our portfolios. And if we are to go through a period of significant inflation, the sooner we invest the 
sooner we can counter that threat.

If we accept that we are now in a period of higher inflation we must also accept that some of  
our money should be invested in assets capable of growing value in real terms. Deposits are not  
the answer.
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Inflation vs Interest Rates


