
MARKET VIEW
STOCKS:  DOES LOW IN F L AT ION BOOST VALUAT ION?  

Moderate inflation has benefited price-to-earnings ratios.
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CHART 1. STOCK VALUATIONS HAVE BEEN HIGHEST WHEN INFLATION IS MODERATE 
AVERAGE FORWARD PRICE-TO-EARNINGS RATIOS ON THE S&P 500 INDEX, 03/31/1982–06/03/2014

Source: Bureau of Labor Statistics, FactSet, and Bloomberg.
* As of 7/24/14.
Note: P/E by Core CPI calculated quarterly; data are as of 06/30/2014.

Past performance is no guarantee of future results.

The historical data are for illustrative purposes only, do not represent the performance of any Lord Abbett mutual fund or any particular investment, and are not intended to predict or depict future results. Indexes are unman-
aged, do not reflect the deduction of fees or expenses, and are not available for direct investment. Performance during other time periods may be different or negative. Investors may experience different results. Due to market 
volatility, the market may not perform in a similar manner in the future. Please refer to “Important Information” regarding the economic indicator data in these charts and index information. 

While concerns about inflation have flared up periodically over 
the past five years, pricing pressures, nevertheless, have remained 
generally quiescent. But in recent months, the Consumer Price 
Index (CPI) has edged up, leading some observers to comment that 
the much-feared surge in inflation is finally here. 

The CPI hit 2.1% in June, matching the reading for May and 
ticking up 0.1 percentage point from April, according to Bureau of 
Labor Statistics data. In May and June, much of the price rise was 
driven by higher food and fuel prices, so the core CPI, which excludes 
those items, has risen slightly less. It rose by only 1.9% in June, 
down 0.1 percentage point from May, but nevertheless higher than 
any previous month in 2014. 

The Federal Reserve’s preferred measure of inflation—the 
personal consumption expenditures’ price index—has been less 
active. It rose only 1.3% in the first quarter, and that was down from 
1.5% in the fourth quarter of 2013. Excluding food and energy, as the 
Fed prefers to do, this core measure rose 1.3% in the first quarter, 
down 0.5 percentage point from fourth quarter 2013. 

If core inflation were heating up more quickly, then the Fed might 
be expected to raise interest rates soon. But this relatively benign 
pace of inflation suggests that monetary policy could remain accom-
modative for quite a while. So core CPI could soon edge above 2.0%, 
even as the Fed’s preferred measure stays well below the Fed’s 
2.0% target. And there is little doubt that pricing pressures will pick 
up. In fact, inflation expectations, as measured by five-year CPI 
swaps, are running at 2.4%. 

The effect of inflation on fixed-income prices is widely known, 
but what about stocks? It appears from Chart 1 that the effect is 
mixed, with extremely low and extremely high rates being less con-
ducive to high stock valuations than moderate rates. Over the more 
than three decades from March 31, 1982, to June 30, 2014, forward 
price-to-earnings (P/E) ratios have been highest, 17.5, when the 
annual core CPI was between 2% and 3%. Given that the forward 
P/E on the S&P 500® Index was 15.9 (as of July 24, 2014), stock 
valuations may have a little more room to expand if core inflation 
continues to rise. 
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IMPORTANT INFORMATION

The value of investments in equity securities will fluctuate in response to general economic conditions and to changes in the prospects of particular companies and/or sectors in the economy. No investing strategy can over-
come all market volatility or guarantee future results. Market forecasts and projections are based on current market conditions and are subject to change without notice. Due to market volatility, the market may not perform 
in a similar manner in the future. No investing strategy can overcome all market volatility or guarantee future results.

The price-to-earnings [P/E] ratio is a measure of valuation. It is a company’s share price divided by its earnings per share. The P/E ratio can also be calculated for the companies in a stock index such as the S&P 500.

Earnings per share (EPS) is a company’s earnings divided by the number of shares outstanding. This can also be computed for the companies in a stock index such as the S&P 500.

The Consumer Price Index (CPI) is a measure of inflation published by the Bureau of Labor Statistics. The core CPI excludes food and energy prices.

The Personal Consumption Expenditure price index is a measure of the average increase in prices for all domestic personal consumption. It includes data from the U.S. Consumer Price Index and Producer Price Index and 
is compiled by the Bureau of Economic Analysis. The core PCE price index is defined as personal consumption expenditures (PCE) prices excluding food and energy prices. 

In CPI swap contracts, one party agrees to make a payment at a fixed interest rate, which is based on the current, expected rate of inflation, and is compounded over the life of the contract. The other party in the CPI swap 
contract has agreed to make a payment at a variable interest rate, which is based on the actual rate of inflation over the life of the contract. The actual rate of inflation is measured by the cumulative change in the headline 
Consumer Price Index—including food and energy—over the life of the contract.

The S&P 500® Index is widely regarded as the standard for measuring large cap U.S. stock market performance and includes a representative sample of leading companies in leading industries.

The Deutsche Bank 5-Year CPI Swaps Index is provided by Deutsche Bank AG and is based in U.S. dollars, provides intraday price frequency, and is subject to a one-day lag. It is designed to track the performance of 
five-year CPI swaps.

Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

The opinions in Market View are as of the date of publication, are subject to change based on subsequent developments, and may not reflect the views of the firm as a whole. The material is not intended to be relied upon as a 
forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt any investment strategy, and is not intended to predict or depict the performance of any investment. Readers 
should not assume that investments in companies, securities, sectors, and/or markets described were or will be profitable. Investing involves risk, including possible loss of principal. This document is prepared based on the 
information Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. Investors should consult with a financial advisor before making an investment decision.
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