
SOW THE WIND, REAP THE 
WHIRLWIND: INFLATION’S 
RETURN!

Inflation on center stage!



Inflation: Expected and Unexpected
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Repeat and Retrace: The Return of 
Inflation
q In my early 2021 posts on inflation, I argued that while the higher inflation that we 

were just starting to see could be explained away as transitory, prudence required that 
policy makes treat it as a long term threat and dealt with quickly. Not only did they not 
do so, but the fiscal and monetary actions they took in 2021 exacerbated inflationary 
pressures. 

q By the start of 2022, the window for early action had closed and for much of this year, 
inflation has been the elephant in the room, the force driving markets, forcing central 
banks to be reactive, and its presence has induced me to write three posts on its 
impact. 
q In my first on May 6, 2022, I put the surge in inflation, in 2022, in historical context and argued that it 

is unexpected inflation that shakes up the economy and caused damage to financial assets, and that 
until we reached a steady state, where expectations and actual inflation converge, markets would 
continue to be unsettled. 

q In a follow-up post on May 20, I looked at the disparate effects of inflation on individual companies, 
positing that safer companies with pricing power are more protected against inflation than riskier 
companies in competitive businesses. 

q In a third post on July 1, 2022, I pointed to inflation as a key culprit in the retreat of risk capital, i.e., 
capital invested in the riskiest segments of every market, and presented evidence of the impact on 
risk premiums (bond default spreads and equity risk premiums) in markets. In terms of content, I am 
afraid this post will contain nothing new, but the fresh uncertainties about inflation, and its impact, 
that have opened up this summer require at least an updating of the numbers.
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Inflation: Historical Perspective
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Inflation: Expectations from Surveys
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Reflected in probabilities…
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A Market-implied Expected Inflation



Inflation and Asset Class Returns
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Inflation: Expected versus Unexpected
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Inflation and Bonds

¨ Expected inflation and unexpected inflation play out in very different ways 
on bond value:
¤ At the time that the contract is specified, the buyer of a bond takes into account

the expected inflation, at that time, when deciding the coupon rate for the bond. 
¤ Subsequent to the contract being settled and the bond being issued, both the bond 

buyer and seller are exposed to actual inflation, which can be higher or lower than 
the inflation that was expected at the time the bond was issued.  The return that 
the bond buyer will earn on the bond has two components, a coupon portion that 
will increase with expected inflation and a price appreciation portion that will move 
inversely with unexpected inflation.

¨ Inflation value proposition 1: In periods when inflation is lower than 
expected, treasury bond returns will be boosted by price appreciation 
and in periods when inflation is higher than expected, treasury bond 
returns will be dragged down by price depreciation.

¨ Inflation value proposition 2: In periods when inflation is higher (lower) 
than expected, corporate default risk can increase (decrease), leading to 
corporate bond returns lagging (leading) treasury bond returns.
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Inflation and Overall Equity Value
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Financial Asset Returns: By Decade

Aswath Damodaran
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Unexpected Inflation and Financial 
Assets…
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With a follow up…
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Other investment classes: Real Estate and 
Gold
¨ One of the costs that come with the last scenario is that 

inflation eats away at trust in not just currencies, but in all 
financial assets, and that investors will turn away from stocks 
and bonds.

¨ In the 1970s, the asset classes that benefited the most from 
this flight were gold and real estate, and the question is 
which asset classes will best play this role now, if inflation is 
here to stay. 
¤ I do think that securitizing real estate has made it behave more like 

financial assets and removed some of its power to hedge against 
inflation, but there may be segments (such as rental properties, where 
rent can be raised to match inflation) that retain their inflation 
fighting magic. 

¤ Gold's history as a collectible with standing will continue, but the truth 
is that it is not big enough as an asset class for us to all hold it. 



Interest and Exchange Rates

Inflation: First Order Effects
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First Order Effects: Interest Rates
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Interest Rates in 2022
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With Yield Curves
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And Exchange Rates



Risk Capital and Premia

Inflation: Second Order Effects
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Second Order Effects: Risk Capital
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Ebbs and Flows: VC
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Ebbs and Flows: IPOs
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Ebbs and Flows: High Yield Debt issuances
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Risk Premiums: Default Spreads
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Equity Risk Premiums
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A Double Whammy?

¨ There are two things that stand out about equity markets in 2022. 
¤ The first is the surge in the equity risk premium from from 4.24% on 

January 1, 2022, to 6.05%, on September 23, 2022, an increase on par with 
what we have seen during market crises (2001, 2008 and 2020) in the past. 

¤ The second is that as equity risk premiums have jumped, the treasury 
bond rate has more than doubled, from 1.51% on January 1, 2022, to 
3.69% on September 23, 2022. 

¨ In contrast to the afore-mentioned crises, where the treasury bond 
rate dropped, offsetting some of the impact of the rise in equity 
risk premiums, this inflation-induced market reaction has caused 
the expected return on stocks to rise from 5.75% on January 1, 
2022, to 9.75%, on September 23, 2022; that increase of 4% dwarfs 
the increases in expected returns that we witnessed in the last 
quarter of 2008 or the first quarter of 2020.



Fiscal, Monetary and Economic Shocks

Inflation: Third Order Effects
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Third Order Effects: The Economy and 
Psyches!
¨ As you have probably noticed, perceptions of where the economy is 

headed have worsened, as we have gone through 2022, even in the face 
of relatively good news on unemployment. 

¨ Much of the blame for the darkening forecasts has been directed toward 
Jerome Powell and the Federal Reserve, and while there is much that you 
can critique about how the Fed has played its cards during this crisis, it is 
inflation that is in the driver’s seat, not the Fed. Interest rates have risen 
this year because of inflation expectations rising, and it is these higher 
rates (and expected inflation) that are leading the Fed to act. 

¨ In short, the Fed has two choices, neither of which is appealing. 
¤ It can do nothing, which is the path that some of its critics would rather have it 

take, and interest rates will continue to rise, perhaps at an even faster rate, as 
inflation expectations surge. 

¤ Alternatively, it can try to reclaim the narrative, by acting to slow the economy 
down, perhaps even putting it into a recession, with length and severity still to be 
determined.
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Inflation and Overall Equity Value
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Determinants of Value
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1. Earnings
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2. Cash Return
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My S&P 500 Story
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What if?



Inflation: Company-level 
Consequences
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Spillover Effects: The Disparate Effects on 
Companies

¨ While higher than expected inflation, in general, is bad for 
stocks, not all companies are equally hurt by it. 
¤ There are a few companies that may benefit from the unexpectedly 

high inflation.
¤ There are some companies that may find their value close to 

unaffected by inflation
¤ There are other companies that are negatively affected by inflation, to 

varying degrees

¨ When investors get worried about inflation, the search for 
companies that are less affected by inflation, or unaffected by 
it, picks up. To find these companies, investors often look at 
history to see which classes of stock or sectors have 
performed best during inflationary periods.
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Unexpected Inflation and Stock 
Groupings..
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The Return of Value (and Small Cap) 
Investing?
¨ For value investors, who have spent a decade wandering in 

the wilderness, the return of inflation may seem like a chance 
at redemption, but there are two caveats:
¤ While the table shows that low PE and low PBV ratio stocks did better 

than high PE and high PBV stocks during inflationary periods, they still 
delivered sub-standard returns, just less sub-standard than other 
groupings.

¤ There is little evidence that active value investing derived any benefits 
from high inflation. In short, as in almost every other time period in 
the last century, a value index fund would have beaten most active 
value investors.

¨ With small cap investing, which has not delivered a premium 
since 1981, the circumstances (market structure, trading 
costs/difficulty, information access) have changed enough 
that they may be no repeat of the 1970s.
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The Factors that determine Inflation 
Sensitivity

Aswath Damodaran
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Inflation in Intrinsic Valuation
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Inflation Consistency in Valuation

¨ In a scenario where inflation is volatile and you are trying to estimate its 
level and effects on the value of a company, trying to get it right is an 
impossible task. You should however always maintain internal consistency 
in your valuation.

¨ Put simply, if you expect inflation to be low (high), your discount rate and 
expected growth rate should both incorporate that low (high) inflation. 
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What now?

¨ The Inflation Bull: If you are bullish, the assumption that makes the biggest
difference is where you see equity risk premiums converging, with premiums
closer to 4% yielding undervaluation on the index, even with significant earnings
shocks built in.

¨ The Inflation Bear: At the other end of the spectrum, if the equity risk premium
stays at 6% or higher, the only scenario where you arrive at a value close to the
index is if the 10-year T.Bond rate drops to 2% and earnings estimates come in as
expected, with significant corrections to come, in scenarios where rates stay
higher and/or earnings come in below estimates.

¨ The Policy Choices: Given a choice between allowing inflation to play itself out
and initiating polices that create a recession, there are some who are pushing for
the former, arguing that trading off the certain pain that comes with a recession
for the uncertain benefits of lower inflation is not good policy. I sympathize, but
the dangers of letting inflation play out is that if it does so in unpleasant ways,
where it stays high and volatile, its effects are going to be far more long term and
more damaging. High and volatile inflation corrodes economies and markets from
the inside out, destroying faith in currencies and making investors and businesses
behave in dysfunctional ways.


