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Dr Seuss and three types of stocks that could benefit from inflation 

Author: Andrew Lyddon, Fund Manager, Schroders  

 

Dr Seuss was right – you have to be odd to be Number One 

A core requirement for any value investor is the confidence to be different – a maxim a good deal more easily 

preached than practised. Life as a contrarian investor can be frustrating, uncomfortable and lonely – to others’ 

eyes, we do things in strange ways, at strange times and for strange reasons. Understanding that contrarianism 

is not just a requirement of value investing, but the very foundation of the style’s success, is critical. 

To walk confidently into the wind, you must first work hard to avoid being blown backwards. We are lucky enough 

to have two pillars to which we can tether ourselves in adverse conditions. One is our investment process, which 

forces us to focus on the things that really matter rather than potential distractions; the other is our team, which 

provides the moral support critical to maintaining our resolve when times are tough. 

That is just as well because, despite some periods of respite – most notably the four months following ‘Vaccine 

Monday’ in November 2020 – the performance of value compared with both growth and the broader market over 

the last 10 years has been disappointing, to say the least. Certainly, it has not been in keeping with the relatively 

consistent outperformance the style has delivered historically over five-year periods. 
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Yet history shows these clouds can quickly part. At the height of the dotcom boom in January 2000, for example, 

growth had outperformed value by 7% a year over the previous five years. By January 2001, however – and with 

value having outperformed growth by 47% over the intervening 12 months – this situation had been reversed and, 

over five years, growth had underperformed value by 4% per year. 

Rapid improvements 

This example and the strength of the rebound after Vaccine Monday serve as timely and very welcome reminders 

of how rapidly improvements in the performance of the value style can occur. To reinforce the point, let’s focus 

on Europe, where the valuation premium for growth stocks over value stocks doubled during 2021 – from 80% to 

160% – a significantly higher level of premium than in even the US market. 

Between 2017 and 2021, the price/earnings multiples of European growth stocks increased by around 40% to 

25x. Over the same period, the valuations of European value stocks actually fell to trade on just 11x. As a 

comparison, value stocks in the US were trading on 15x at the start of this year. If value stocks as a whole are 

unloved on a global basis, then those in Europe are on the verge of being treated with contempt. 

This position is extreme in its own right yet it borders on inexplicable when you consider that, in recent times, 

value stocks in Europe have actually delivered higher levels of earnings growth than European growth stocks. 

Over the last five years in Europe, value stocks have actually been the real ‘growth’ stocks – however, this superior 

fundamental performance has been completely overlooked by the market. 

Resounding lesson 

The gulf between stock market valuations and company fundamentals is at present further apart in Europe than 

in any other regional developed market. As we never tire of saying, nobody can predict the future; if we look to 

the past for guidance, however, the resounding lesson is that, while share prices may detach themselves from 

the real world for long periods of time, they cannot do so forever. 

 

In recent times, it has become at best tiresome – and at worst outright depressing – to have to point out each year 

that, yet again, a given set of indicators for the value portion of major equity markets have deteriorated to 

historically extended, if not record, levels. 2021 was no exception in this regard but, while this may be very 

uncomfortable, stock market history clearly shows our best course of action is to keep doing what we do best. 
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That is to continue to work hard to identify unloved stocks with an attractive balance of risk and reward and use 

them to construct diversified portfolios. Should the value style come back into favour, portfolios built in this way 

should be well-placed to benefit – a view supported by the strong performance of our portfolios relative to both 

the broader stock market and value indices in the months after Vaccine Monday. 

Unfortunately, as 2021 progressed, this correction of the profound market imbalances not only slowed but went 

into reverse, pushing valuation disparities to more extreme levels than ever. Nevertheless, we continue to draw 

comfort from the fact that, historically, the more pronounced the underperformance suffered by value when it is 

out of favour, the stronger the subsequent rebound. 

Three stock types that could benefit from the return of inflation 

On a slightly different note, inflation in the developed world – or the lack thereof – has been a consistent feature 

of economic debate over the past decade. Being highly sceptical of people’s ability to accurately forecast 

macroeconomic data, we normally prefer not to venture opinions on such issues. That said, we find ourselves 

increasingly being asked what impact a return of inflation might have on portfolios. 

Before going any further, we should emphasise none of the stocks we own has an investment case predicated on 

a particular inflation scenario. As value investors, however, we do like the idea of receiving something for nothing 

and, despite our inflation-agnostic stance, it is possible to identify three categories of stocks that could benefit, or 

offer protection from, a return of inflation. 

The first of these can be grouped under the heading of ‘pricing power’. To a greater extent than in the recent past, 

we like the look of companies with strong pricing power and the ability to pass cost inflation onto their customers. 

Pharmaceuticals, consumer staples and telecoms companies are all examples of sectors that have this attribute. 

The second grouping is banks, whose revenues have faced a persistent headwind from falling interest rates over 

the last decade – driven in part by low levels of inflation. If a return of inflation causes interest rates to rise, even 

modestly, the benefit to banks’ profits could be very significant.  

Inflation-driven upside 

Having been forced to restructure their businesses to operate in a world of zero interest rates, a number of banks 

are now making healthy profits and returns on equity. With some operations trading on 30% to 60% discounts to 

book value and single-digit price/earnings ratios of current profits – generated despite the low interest rate 

environment – banks are another source of inflation-driven upside on lowly valuations. 

Last up is commodities – a traditional hedge against inflation. Despite a strong 2021, when the sector saw healthy 

cash generation and dividend payments on the back of commodity-price increases, the valuations of many energy 

and mining businesses remain attractive – even without overly optimistic commodity-price assumptions. In 

passing, it is worth noting we value oil and gas companies using a $65/barrel oil price. 

Correctly forecasting inflation is not only very difficult to do consistently but also – as the chart below demonstrates 

– of minimal benefit when it comes to predicting equity returns. Conversely, the relationship between equity 

valuation – which we would consider to be our core competency – and subsequent returns has historically been 

very strong. 
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As value investors, first and foremost – and keenly aware the future is uncertain and thus impossible to predict 

on a consistent basis – we have bought into businesses we identify as cheap even in the scenario where inflation 

continues at its current very low level. As such, while we should not be disappointed if these conditions persist, 

we have a good chance of being pleasantly surprised if inflation does indeed return. 
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Glacier Research would like to thank Andrew Lyddon for his contribution to this 
week’s Funds on Friday. 
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Fund Manager 
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