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Equity valuation between inflation hopes and fears
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Economic growth is solid with growth rates equal to or higher than last year’s. 

However, market conditions have changed substantially since the beginning of the 

year: The extraordinarily positive environment of accelerating economic growth, 

positive growth surprises, and an absence of price pressure that fuelled the markets 

in 2017 appears to have ended. Both inflation surprises and growth disappoint-

ments have increased. 

 

After surprisingly strong US wage inflation data in early February, the spectre of 

inflation swept the markets, fuelling interest rate fears. The number of Google 

searches for “US inflation” rose in February to its highest level since 2008. Such 

inflation surprises stoke fears that the US central bank could tighten its monetary 

policy at a much faster pace than previously expected. Lately, more moderate infla-

tion numbers, weaker economic data and political uncertainty have calmed interest 

rate fears. However, these fears are likely to grow again over the short to longer 

term. Markets have approached the point at which the positive hope for inflation 

could turn into fear of too much inflation. This uncertainty led to rising bond yields, 

lower equity market valuations, and increased volatility.  

 

What does inflation mean for equities and equity valuation? The relationship be-

tween inflation expectations and nominal bond yields on the one hand and  equity 

valuations on the other hand is a cause of controversy among investors. The classi-

cal argument often brought forward is that, as inflation leads to rising bond yields, 

the price/earnings ratio (P/E) of equities will have to fall. The argument goes that 

to offset the relative loss in attractiveness versus bonds, the earnings or dividend 

yield of equities needs to rise, meaning the P/E needs to decline for a given level of 

earnings. In other words, as future dividends, earnings or cash flow streams will be 

discounted with a higher risk-free rate, the present value of this income stream 

declines, resulting in a lower P/E. At first glance, this conventional wisdom appears 

consistent with a constant growth dividend discount model based on the Gordon 

growth formula. After reformulating this model, the P/E ratio derived is a function 

of the payout ratio in the nominator and the risk-free rate plus the equity risk pre-

mium lowered by the growth rate in the denominator. Thus, with a rising risk-free 

rate, everything else equal, the denominator rises and, hence, the P/E ratio declines. 

 

However, the rise in inflation should also lead to higher nominal earnings growth – 

a change in expected inflation should directly feed through to a similar change in 

expected nominal earnings growth. This means that the effect of inflation seems to 

cancel itself out in the constant growth dividend discount model. This suggests that 

inflation should have no impact on equity valuation, i.e. that inflation is just mone-

tary illusion and, as equities are real assets, their value should not be affected by 

inflation.  

 

                                                           
1 This article is based on a guest commentary, published on 21 April 2018 in 
Börsen-Zeitung. 
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This conclusion seems to be as wrong as the first conventional wisdom discussed 

above. We believe that inflation and expectations of inflation do indeed affect equi-

ty valuation. First of all, input cost inflation tends to lead consumer price inflation. 

When input price inflation rises, there tends to be an initial lag in the inflation pass-

through, so that input costs tend to rise more quickly than revenues and earnings. 

This is why inflation often leads to initial pressure on margins. 

 

Secondly, inflation (expectation) affects real growth and the equity risk premium 

demanded by investors. Real growth tends to be highest in a low-inflation environ-

ment. A rising inflation (expectation) inhibits growth. In such an environment in-

vestors buy gold or real estate rather than productive assets, and central banks tight-

en their monetary policy, reducing real growth. However, real growth also tends to 

collapse in a deflationary environment as consumption and investment decisions are 

postponed. Instead of investing money in productive assets, money is kept “under 

the mattress”. Chart 1 illustrates our theory of the relationship between real growth 

and expected inflation. 

 

The equity premium demanded by equity investors tends to be lowest in a low-

inflation environment. It tends to rise with rising inflation for two reasons: First, 

economic cycles become more pronounced and erratic. Companies cannot adjust 

their policy quickly enough, resulting in even higher earnings volatility. Second, 

investors tend to require an equity risk premium relative to the risk-free nominal 

return. At bond yields of 10%, they are not willing to carry the equity risk for an 

additional 2pp, rather they require 5pp. However, when bonds yields are only 2%, 

investors might take equity risk for a premium of 2pp. Moreover, the risk premium 

should also rise strongly in a deflationary environment, as companies lack pricing 

power, generate almost no growth and corporate debt is more of a burden. Chart 2 

illustrates this theory of the relationship between the demanded equity risk premium 

and expected inflation. 

 

The fact that both equity risk premium and real growth depend on inflation (i.e. 

inflation expectations) suggests that there is a link between nominal bond yields and 

equity valuation. However, this link is not as simplistic as usually stated. Instead, 

feeding the two relationships into the constant growth dividend discount model 

Chart 1: Real growth is highest in a low-inflation environment 
Theoretical relationship between real growth and inflation expectations  

 

 Chart 2: The equity risk premium tends to be lowest in a low-

inflation environment  
Theoretical relationship between the equity risk premium and inflation expectations  
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results in the relationship between inflation expectations and equity market valua-

tion as depicted in Chart 3. The P/E ratio is usually highest in a low-inflation envi-

ronment as real growth is usually strongest and the equity risk premium is lowest. 

Therefore, the rise in equity valuations since mid-2016 was justified because defla-

tion fears were priced out. With US inflation expectations in the range of 2-2.5%, 

we are close to the point where both more inflation and less inflation will have a 

negative effect on equity valuations. 

 

 

Chart 3: Equity valuation should be highest in a low-inflation environment  
Theoretical relationship between P/E ratio and inflation expectations  

 
Source: Berenberg 

 

We expect markets to remain volatile in the upcoming months, as they fluctuate 

between inflation hopes and inflation fears. They will probably be particularly sensi-

tive to the publication of inflation data. The uncertainty regarding the policy of 

central banks and an adequate bond yield level is high. However, we do not expect a 

sharp rise in consumer price inflation. After all, it is a long road from wage inflation 

to rising prices for end-products. This is particularly true in the current environment 

of rising productivity, limited increases in unit wage costs, advancing digitalisation, 

high price transparency, and high corporate profit margins. Fears of too much infla-

tion are likely to subside again, also in view of the fact that economic growth is not 

accelerating further. Nevertheless, the low-inflation environment should gradually 

come to an end, meaning that the peak of the equity market valuation in this cycle 

should be behind us, in particularly in the US. For the bull market to continue, 

equities need the tailwind of solid corporate earnings growth. In our view, this 

condition is currently fulfilled.  
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