
IN SEARCH OF A STEADY STATE: 
INFLATION, INTEREST RATES AND 
VALUE

The (inflation) genie escapes the bottle!
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A Market in search of a Steady State…

q The nature of markets is that they are never quite settled, as 
investors recalibrate expectations constantly and reset prices. 
q In most time periods, those recalibrations and resets tend to be small 

and in both directions, resulting in the ups and downs that pass for 
normal volatility. 

q WE are not in one of those time periods, as markets approach bipolar 
territory, with big moves up and down. 

q The good news is that the culprit behind the volatility, 
inflation, is easy to identify, but the bad news is that inflation 
remains the most unpredictable of all macroeconomic factors 
to factor into stock prices and value. 

q In this session, I will look at where we stand on inflation 
expectations, and the different paths we can be end up on, 
ranging from potentially catastrophic to mostly benign.
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Inflation: History and Perspective
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Expected and Unexpected Inflation..
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Measures of Expected Inflation

Aswath Damodaran
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Expected Inflation: Michigan Survey versus US Treasury Market

Treasury-based Expectation Consumer Expectations

In April 2021, the Michigan consumer survey was 
expecting inflation of 5.5%, and the treasury market was 
forecasting inflation of 2.88%.
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And interest rates…
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Financial Asset Returns: By Decade

Aswath Damodaran

7



8

With a follow up…
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Real Estate and Gold
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Unexpected Inflation and Real Asset 
Returns..
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Inflation and Cryptos?
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Inflation Hedges?
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Default Spreads…
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Equity Risk Premiums
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S&P Valuation: Status Quo
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Value Dynamics
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The Disparate Effects of Inflation

¨ 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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The Factors that determine Inflation 
Sensitivity

Aswath Damodaran
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In Conclusion…

¨ The inflation genie is out of the bottle, and if history is any guide, getting 
it back in is going to take more time and create more pain than we realize. 
¤ It is the lesson that the US learned in the 1970s, and that other countries have 

learned or chosen to not learn from their own encounters with inflation. 
¤ It is the reason that when inflation made itself visible in the early part of 2021, I 

argued that the Fed should take it seriously, and respond quickly, even if there 
existed the possibility that it was transient. 

¨ The Fed and the administration chose a different path, one that can be 
described as whistling in the graveyard, not just ignoring the danger with 
happy talk, but also actively taking decisions that only exacerbated the 
danger. 
¤ They find themselves between a rock (more inflation) and a hard place (a 

recession), and while you may be tempted to say "I told you so", the truth is that 
we will all feel the pain.

¤ If central banking good sense prevails, we are faced with a recession of uncertain 
length and depth. If political expediency leads to accepting inflation, a generation 
of businesspeople, investors and public policy makers will have to learn to live with 
higher and more volatile inflation.


