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When asked where best to invest in an inflationary environment, the common investor typically 

responds with “real estate’ or “gold.”  But, there are reasons to considering investing in a high-quality 

dividend paying stocks in anticipation of an inflationary environment.  Those reasons would include 

accounting, growth, savings’ strategies and capital structure. 

Accounting 

The Board of Governors of the Federal Reserve Bank defines inflation as, “a general increase in 

the overall price level of the goods and services in the economy.1”  To understand this from an accounting 

perspective, let’s consider a hypothetical statement of cash flow (see below). 

                                                             
1 Board of Governors of the Federal Reserve Bank (https://www.federalreserve.gov/faqs/economy_14419.htm) 
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Our hypothetical company is operating in a 4%, year-over-year, inflationary environment.  It has 

issued and has outstanding 200,000 shares of its stock and has a dividend payout policy of 30% of net 

income to the common stock holders, thus it reinvests 70% (the plowback or retained earnings) of net 

income into the company.  The company is paying a 2.5% dividend yield on its common stock in year 20XX. 

 Using the Federal Reserve’s definition of inflation, both the product prices of our hypothetical 

company and the materials and associated operating costs rise 4%.  As a result, the net income too 

increased at the rate of inflation and consequently so does the dividend paid to the common stock 

holders, so long as the company sticks to a dividend payout policy of 30% of net income.  If the price of 

the stock remains unchanged, the dividend yield on the stock would rise from 2.5% to 2.6% and the P/E 

ratio would constrict from 12 times to 11.53 times.  Absent any fundamental changes in the company, this 

likely would not occur but rather, as expected, one would see a corresponding gain in the stock price 

                                                             
2 Graphic created by the author.  This illustration is hypothetical and shown for illustrative purposes only.  The illustration is not 
intended to predict the returns of any particular investment, which fluctuate with market conditions.  Actual results may differ 
from those depicted in the illustration 
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maintain the dividend yield of 2.5% and P/E ratio of 12 times earnings.  Thus, the stock of company should, 

in the least, keep pace with inflation. 

 

Growth 

Most companies are not content to simply keep pace with inflation, or the growth of the general 

economy for that matter.  Let’s assume that our hypothetical company is not only keeping up with 

inflation but also growing itself another 2% per year.  Let’s revisit the statement of income under these 

assumptions (see below). 

2 

 

Again, as expected, with the dividend payout policy remaining unchanged, the market value of 

the stock would rise at the rate of inflation plus the growth.  If stock price remained unchanged, the 

dividend yield on the stock would go from 2.5% to 2.65% and the P/E ratio would be reduced to 11.32 
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times earnings.  This is not likely to occur but rather, as expected, the price of the stock would increase so 

that traditional dividend yields and P/E ratios remained in line. 

 

Savings Strategies 

 A natural reaction to rising costs is to finds ways to reduce expenses.  This would be true in the 

case of production and operating costs rising as a result of inflation.  Reducing frills, rationalizing product 

lines, not replacing workers that quit or even an outright reduction in the company workforce (RIF).  Let’s 

assume that our hypothetical company is successful in reducing costs by 2% in a 4% inflationary 

environment.  This would slow the total effect of rising costs from 4% to 1.96% (1 plus the rate of inflation 

divided by 1 plus the rate of savings).  Let’s see how this affects our hypothetical company that is also 

trying to grow itself at 2% per year. 
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As expected, we get a significant increase in the dividend as well as in the price of the stock.  The dividend 

increase 24.46¢ per share and the price of the stock increases almost $10.oo per share. 

Capital Structure 
 
The previous three sections focused on how inflation can positively affect the equity of a company, 

particularly if it is committed to growth beyond inflation and cost savings.  However, while the equity of 

the company is increasing nominally, its debt, to whatever extent is has any, is being eroded by the effects 

of inflation.  Therefore, simultaneously, the equity is increasing in value while the debt is worth less and 

less in real terms so the capital structure (debt to equity) is favoring equity.  The company is, by virtue of 

inflation, improving its debt-to-equity ratio. 

 

 

Conclusion 

High-quality dividend paying stocks deserve strong consideration for investment in an inflationary 

environment. 
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