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Inflation is the projected general increase
in the price of goods and services in an
economy. It is measured using the
consumer price index (CPI), which
measures monthly changes in prices for
a range of consumer products?.

The risk-free rate (Rf) is the theoretical return that one
can expect to earn on an investment that carries zero
risk. In practice, the Rf is commonly based on the
prevailing yield on a long term Government Bond as it
is considered the safest investment in an economy.
This is considered to be a nominal Rf.

As such, there is an interaction between the inflation

outlook and Rf, with higher inflation expectations
typically leading to higher Rfs. When considering the
interplay between these elements, it is appropriate to
take into consideration the inflation outlook for at least
5 years or preferably longer.

When performing a valuation based on a discounted
cash flow methodology, it is key to include projected
cash flows which apply reasonable forecast inflation
rates. This allows you to distinguish between organic
growth and inflationary price increases. The forecast
inflation should match the relevant forecast period to
provide a better understanding of and insight into what
is driving the growth in the respective forecast period
as well as to differentiate between market-related and
company-specific assumptions.
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Where high inflation rates are expected to gradually
trend downwards to normalised levels or vice versa, it
is important to base the forecast cash flows on the
inflation forecast for each year rather than applying the
same inflation rate (being the average inflation rate)
across the entire forecast period.

In summary, whilst it is difficult to
forecast future outcomes, forecast cash
flows should be based on properly
researched forecast inflation rates in
order to provide a reliable basis for the
valuation. In addition, this serves to
align the inflation expectations
contained in the forecast cash flows
with the inflation outlook built into the
risk-free rate.
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