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This week has seen another stronger than expected UK inflation reading for 

February, and another new high in the headline CPI rate dating back to March 

1992. The ONS rightly pointed out that the UK’s +6.2% YoY rate is broadly in 

line with the other developed economies. However, the acceleration can no 

longer be attributed solely to the energy price-driven increase in utility bills and 

transport costs, which were responsible for most of the rise in 2021. 

Eleven of 13 subsectors contributed positively to the increase in the annual rate 

last month, including the key categories of food and clothing; the furniture & 

furnishing and recreation & culture sectors also reported price rises. Factory gate 

inflation moved above +10% YoY for the first time since the global financial 

crisis. 

A peak above in the headline rate+8% YoY in April remains likely, while the 

outlook for 2H is highly uncertain. The next Ofgem price cap review, scheduled 

for October, will be the key swing factor and may be less extreme than feared, if 

the recent reversal in gas prices is sustained; European futures have halved from 

their early March levels, while remaining extremely volatile. In the near term, 

however, UK households are unlikely to see the cost of living crisis ease. 
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Inflation heroes – looking for the winners 
We are facing material inflation across a broad swathe of inputs, 
from ingredients to energy and labour. In the UK, the rate of 
inflation will likely top 10% by the autumn, which will put 
pressure on demand. We have looked across our coverage to 
identify sectors and companies we believe to be well placed to 
manage the current inflationary environment, as well as relatively 
insulated from a more subdued demand environment. 
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The Bank of England duly delivered a third bank rate increase in three meetings 

last week, but the +25bp increase to 0.75% was seen as a dovish hike. The 

accompanying statement that “some further modest tightening might be appropriate 

in the coming months, but there were risks on both sides of that judgement” reflected 

the additional uncertainty introduced into the outlook by the Ukraine conflict. 

The MPC minutes confirmed that inflation is expected to increase further, due 

largely to energy prices. Services price inflation has also picked up. However, 

longer-term inflation was now expected to fall back materially as the squeeze on 

real incomes and demand reduces domestically-generated price pressures. 

The Bank’s assertion that UK inflation expectations remain "anchored” is 

becoming more difficult to support. It acknowledged in the Monetary Policy 

Report that higher short-term expectations have begun to impact wage 

negotiations, but remained relaxed about the longer-term measures. Yet recent 

surveys show expectations heading sharply higher, and increase the potential 

upside risk to pay demands. 

The February update from Citi/YouGov featured new record highs in its 12-

month forward measure at 5.6%, and longer-term expectations climbed to 

+4.1%; the Bank’s own Inflation Attitudes survey showed the year-ahead CPI 

estimate jumped +1.1pp to +4.3%. The Decision Maker Panel survey also showed 

businesses expect output price inflation to hit +4.8% YoY a year ahead. Market-

derived measures of expectations have also moved higher in recent weeks.  

 

 

 

 

Investors hoping to protect their portfolios against the consequences of higher 

inflation are understandably interested in looking back at prior periods when the 

economic backdrop was similar. However, those trying to find a comparable bout 

of ‘stagflation’ in the UK, where accelerating inflation has coincided with 

slowing growth, need to go back all the way to the recessions of the early 1980s 

and early 1990s. This is arguably too long ago for comparisons to be useful, given 

how the composition of the market has changed since then. There was little to 

choose between value and growth stocks during either period as the market 

rallied in anticipation of the subsequent recovery; we would suggest that the very 

nature of the economic ‘cycle’ has now been changed by the extended period of 

monetary policy stimulus that has been in place since the global financial crises. 
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The last two instances of an acceleration in headline UK CPI inflation were 

modest by current standards, and occurred on either side of the global financial 

crisis: 

 from +1.2% in September 2007 to +5.2% in September 2008; 

 from +1.1% in September 2009 to +5.2% in September 2011 

Both those periods were marked by elevated volatility, during the market’s 

collapse and its subsequent recovery; so it is not surprising that no consistent 

pattern of sector winners and losers emerges. 

Another approach is to focus on the post-GFC period and run some simple 

correlation analysis of sector and style performances vs inflation indicators over 

the past decade. Given the time lags in the publication of the official inflation 

data, we prefer to use market-derived measures of inflation expectations as a 

more timely measure of investor consensus; for the UK, the sterling 5y5y swap 

rate is a good proxy for moves in longer-term expectations. 

Over the last decade, the (rare) periods of rising (expected) inflation have usually 

favoured value over growth stocks, as illustrated in the chart (below, left). We 

also show the major FTSE sectors with the highest positive and negative 

correlations with the swap rate: the position of banks at the top of the list, and 

technology at the bottom, is predictable as they are the most direct sector proxies 

for the major styles.  

 

 Inflation 'winners' 5y5y correl 

Banks +88% 

Aerospace +74% 

Telecoms +68% 

Energy +64% 

Consumer services  +52% 

  

Inflation 'losers' 5y5y correl 

Media -76% 

Beverages -77% 

Housebuilders -80% 

Nonlife insurance -89% 

Technology -91% 
 

 

We would treat the other rankings with some caution, given the ever-present 

danger of spurious correlations in this kind of analysis. A sector weighting call 

feels much less important than stock selection during the current bout of inflation 

jitters. Pricing power can vary as widely within as across sectors, and the key call 

is to identify those companies best able to preserve margins, and hence defend 

their bottom-line EPS outturn, during what looks like being a very challenging 

few months. Our sector analysts make their selections in the following pages. 
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Consumer  

In general rising inflationary costs are challenging for the Food sector, given that 

the food retailers use price as a key driver to attract customers. In the current 

environment, the scale of cost increases (generally >10%) is so large that the 

producers have to pass it on. Nonetheless, this will be challenging and there are 

inevitably delays. 

 

Financials 

Generally within the Financials sector, the impact of inflation tends to be the 

second-order effect, being the consequent rise in interest rates.  

Inflation per se tends to be negative for lenders unless the collateral values of 

assets against which loans are advanced rise. Following strong performances in 

asset values in 2021 in categories such as house prices and second-hand car 

values, we are less confident they will continue to go up in 2022. In general, 

inflation (especially when prices generally are increasing more rapidly than 

wages, as is currently the case in the UK) will bite into disposable incomes 

leading to reduced debt-servicing capability and lower demand for loans while 

lenders experience upward pressure on operating cost bases. Certain companies, 

however, are better able to manage these issues than others.  

  

Healthcare 

In general, rising inflation tends to see healthcare underperform to varying 

degrees by sub-sector and market cap. The UK Healthcare listed space is 

dominated by mega-cap pharma companies which, as bond proxies, are usually 

left behind with utilities and stables in a rising rate environment. The correlation 

to smaller cap names in Healthcare is much weaker, and though likely a modest 

negative in general – in our opinion – there will be pockets/sub-sectors that are 

much more resilient.  

We would note that inflationary worries have already seen Healthcare 

underperform according to sub-sector in the style rotation towards value in 

1Q22. Mega-cap Pharma were the least affected while highly-valued Biotech 

(which are dependent on future earnings for valuation) were particularly 

punished. 

Gross margins in Healthcare are generally high relative to other sectors, allowing 

fluctuations in raw material costs to be absorbed comparatively easily. Also, 

capex intensity is generally low in Healthcare, as is reliance on interest-bearing 

debt for financing. However, looking to the US (Healthcare’s most important 

region), where private healthcare is widespread and expenditure runs at a 

staggering c.19% of GDP (vs the UK at c.11%), a significant rise in inflation will 

lead to higher fixed costs being passed on through rising insurance premiums 

(exacerbated by Medicare/Medicaid being held on a flatter trajectory). In a 

prolonged cost of living crisis, this could lead to a reduction in the number of 
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insured patients (driving more to dependency on Medicare/Medicaid) and lead 

to a negative feedback loop. 

There should be some support from the ongoing demands of the pandemic, 

however, as nations continue to grapple with both controlling the spread of the 

virus itself (diagnostics, tools/reagents and vaccine technologies) and its knock-

on consequences, including unprecedented demand as patients left chronic/acute 

conditions untreated (Healthcare services and Pharma). As we commented 

recently, the relatively defensive allure of hospital/patient services, pharma 

companies & Med Tech / Tools manufacturers may lead to a (more) polarised 

Healthcare landscape in the near term. Future, promised tax-cuts (to replace tax-

breaks on capital spending that are due to end next year) may offer some green 

shoots for UK R&D (the Treasury has already committed to reform, potentially 

in the autumn). 

 

Housing, Building Materials and Merchants 

Housebuilders 

Thus far, the housebuilders have been reliant on increasing prices to offset the 

negative impact of both build and labour cost inflation. Their ability to continue 

to do this will rely on the interplay between the desire for homes, the number of 

homes for sale and mortgage capacity.  

In the first instance, demand for properties remains extremely high, with no let-

up in the number of applicants registering their interest with estate agents and 

searching for property on Rightmove and Zoopla, and it remains cheaper to own 

your own home than rent it. Alongside this, available inventory remains 

extremely low, supporting pricing. Where mortgage capacity is concerned, 

affordability (as measured by the percentage of income spent on servicing a 

mortgage) remains extremely low, at c.16%, vs a long-run average of 18%. This 

implies that, all thing being equal, average mortgage rates could rise by 100bps, 

before long-term trends are breached. However, with wages rising at c.4%, we 

estimate this buffer has increased to 260bps, with each 1% increase in average 

wages adding another 40bps of capacity to the average mortgage rate.  

UK Housing Affordability; All buyers  
Source: ONS, Peel Hunt estimates 

 

 

-50 -25 Current 50 100 150 200 250 300 350 400 450 500 550 600

% change 1.12 1.37 1.62 2.12 2.62 3.12 3.62 4.12 4.62 5.12 5.62 6.12 6.62 7.12 7.62

-10% 243 13.8 14.3 14.7 15.8 16.8 17.9 19.1 20.2 21.4 22.6 23.9 25.1 26.4 27.7 29.1

-8% 248 14.1 14.6 15.1 16.1 17.2 18.3 19.5 20.7 21.9 23.1 24.4 25.7 27.0 28.3 29.7

-6% 254 14.4 14.9 15.4 16.5 17.6 18.7 19.9 21.1 22.3 23.6 24.9 26.2 27.6 29.0 30.3

-4% 259 14.7 15.2 15.7 16.8 18.0 19.1 20.3 21.6 22.8 24.1 25.4 26.8 28.2 29.6 31.0

-2% 265 15.0 15.5 16.1 17.2 18.3 19.5 20.7 22.0 23.3 24.6 26.0 27.4 28.8 30.2 31.6

Current 270 15.3 15.8 16.4 17.5 18.7 19.9 21.2 22.5 23.8 25.1 26.5 27.9 29.3 30.8 32.3

2% 275 15.6 16.2 16.7 17.9 19.1 20.3 21.6 22.9 24.2 25.6 27.0 28.5 29.9 31.4 32.9

4% 281 15.9 16.5 17.0 18.2 19.4 20.7 22.0 23.4 24.7 26.1 27.6 29.0 30.5 32.0 33.6

6% 286 16.2 16.8 17.4 18.6 19.8 21.1 22.4 23.8 25.2 26.6 28.1 29.6 31.1 32.7 34.2

8% 292 16.5 17.1 17.7 18.9 20.2 21.5 22.9 24.2 25.7 27.1 28.6 30.1 31.7 33.3 34.9

10% 297 16.8 17.4 18.0 19.3 20.6 21.9 23.3 24.7 26.2 27.6 29.2 30.7 32.3 33.9 35.5

Current LTV 75% >200bps more affordable than LR average Within 200bps of LR average >200bps Less Affordable than Long Run Average Long Run Average 18.5

All Buyers Affordability: Mortgage Payments as % of Income

House Price (£000)
Mortgage Rates (%)
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Materials  

The materials companies’ ability to recover cost inflation typically reflects a 

combination of two factors: 1) its source, and 2) the market structure. In general, 

cost inflation coming from exogenous shocks in energy or commodity markets 

can be recovered, albeit on a lagged basis, with surcharges or price increases in 

excess of the usual annual pricing discussions. In recent times these delays have 

been shortening, with notice periods coming in from a more typical 90 days to 20 

days.  Those companies enjoying more dominant market positions or those in 

consolidated markets are better placed to recover more of the cost inflation, more 

quickly, while also holding on to more of the price increase as input costs 

normalise.   

Merchants  

As distributors, the builders’ merchants typically perform well in periods of 

inflation, especially when inflation is coming through via energy or material cost 

increases. They are typically able to retain stocking gains as selling prices are 

marked to market, and the higher gross profit is leveraged over a cost base that 

sees a lagged rate of cost inflation.  

 

Industrials 

The sector has started 2022 with many companies running with record order 

books and extended visibility. This follows on from a strong second half where 

pricing essentially recovered rising energy, raw material, labour and logistics 

costs. The ability to achieve this is a function of the sector’s global, niche nature 

and its role as key enablers to the global OEMs. This profile has not changed in 

2022. 

Before the Russian invasion of Ukraine, the debate was about further inflationary 

pressure, particularly around energy in Europe, and how pricing supported by 

contracted put-through mechanisms would keep pace. Generally, put-throughs 

lag some three months behind input cost increases, but a backdrop of continued 

inflationary pressure means that the catch-up moves later into the year. The same 

applies to raw materials. At this point, we would expect inflation to boost revenue 

lines and therefore result in adjusted EBITA margins looking flatter to reflect this 

simple maths. In essence, we would expect our key enablers to recover higher 

costs through pricing (it is easier to put through price increases in an inflationary 

environment) and surcharging, albeit with some time lags. 

The invasion of Ukraine adds a huge and unknown variable. The first is the cost 

of energy in Europe and there are a variety of strategies.  

Two further factors come into play; first is whether the subsequent knock-on 

impact of Ukraine will be followed by a weakening in underlying demand that 

would change the pricing profile of the sector. Shortages in the auto supply chain 

including the ubiquitous wire harnesses have resulted in temporary plant 

shutdowns, while the cost of energy has seen steel mills more circumspect around 

EAF usage and output. These are difficult to predict with the OEMs still 

responding to a very fluid environment which pushes on through the supply 

chain, particularly around short-term overhead recovery. There is a valid 
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argument that displaced Russian/Ukrainian sales will be largely recovered from 

alternative production sources, but the symmetry is not perfect hence the 

overhead recovery issues. The net result is this backdrop, on a sustained basis, is 

not reflected in forecasts. 

The second factor is more structural and best highlighted by the recent action by 

Germany’s energy infrastructure regulator in its talks with the country’s 

distribution network operators around possible energy rationing next winter. The 

Federal Network Agency has confirmed that it is holding talks with businesses to 

prepare for ‘unavoidable shutdowns’ if energy supply shortages occur. Again, this 

backdrop of unforeseen supply and production downtimes is not reflected in 

forecasts, but this is beyond the starting point of inflationary pressures. 

 

Insurance 

Commercial Non-Life insurers are a good inflation hedge as they can fairly 

quickly price for and pass on higher claims costs to customers; hence inflation 

expectations are priced upfront into premiums. This perhaps is less the case with 

personal lines insurers where a competitive environment (particularly in the 

UK Motor market) means rates will eventually respond to higher inflation 

expectations, but with a lag. Overall, it is more likely than not that UK non-life 

insurers will factor in claims inflation given that personal lines pricing is largely 

unregulated and can be adjusted in real time to reflect inflation trends. The 

claims inflation impact on the Life insurance sector could be positive as 

reinvestment rates become more attractive as interest rates rise. 

The key impacts that rising inflation may have on non-life insurers’ 

profitability are: 1) the impact on current year claims; 2) the effect this may have 

on unsettled claims reserves; 3) the impact on operating expenses; and 4) the 

macro-economic impact on GDP may reduce policy volumes. Mitigating factors 

include a) increasing premium rates in line with claims inflation; b) a possible 

decline in economic activity reduces claims frequency; and c) an increase in 

investment income as inflation gets priced into bond yields (ie the reinvestment 

rate becomes more attractive). 

Commercial lines / Specialty (re)insurers: Inflation lifts average claims costs 

albeit in the current hardening rate cycle, commercial lines insurers are more 

likely to be able to pass this on to cedents. Rates in commercial lines (property, 

casualty & specialty) have been increasing in the double digits for a number of 

years and will have captured the gradual rise in inflation (expectations) during 

this period. Nevertheless, we believe there could be two significant sources of 

(claims) inflation impacting commercial lines underwriting results. Firstly, as the 

cost of building materials rises, average property claims per policy will increase 

and there is a further risk of a material claims surge post a major natural 

catastrophe event which will need to be managed. Secondly, as Judicial Courts 

in developed economies start to reopen post the pandemic, we could see a 

clearing of a backlog of cases combine with a reappearance of pre-pandemic 

social inflation trends (ie a rise in average jury awards) impacting Casualty 

insurance claims (particularly in the US). We believe the specialty (re)insurance 

sector will react to these inflation trends by taking a very prudent view of initial 
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loss picks (ie when setting initial booked reserves) in order to err on the side of 

caution and capture as much of observable claims inflation trends as possible in 

2022. This could lead to an increase in reserve buffers which may then be 

released over time should, with hindsight, inflation assumptions have been set too 

conservatively. This may cause a drag on RoEs in the short term but could 

support RoEs longer term. 

Personal Lines Motor: UK Motor insurers faced a 7-8% annual increase in 

average claims costs even before the pandemic started, but expectations are this 

will accelerate to c.10-12% due to a further rise in repair cost inflation caused by 

supply chain shortages. This is on top of the personal injury inflation that has 

been consistently rising in the mid-single digits. More recently, however, there is 

‘surge pricing’ prevalent across repair networks. Car parts inflation is running at 

+14%, paints +8%, whilst used-car values are up 30%. Repair labour shortages 

are leading to a 10% rise in labour costs in repair workshops. Sabre estimates that 

average claims inflation is running at c.10% at present and could go even higher 

before it settles back. More structurally, ongoing elevated physical damage 

inflation will include: a) the rising cost of importing car parts; b) the increase in 

repair costs of newer vehicles with advanced technology once new car sales 

bounce back (which is not happening yet); c) longer repair times and labour 

costs; and d) higher credit hire costs. As average claims costs continue to rise, we 

believe this will place additional pressure on Motor insurers to lift rates as this will 

come on top of the snap back in claims frequency as car usage normalises post the 

pandemic.  

UK Life Insurance: many traditional Life insurers’ business models are in large 

part driven by the investment returns backing annuity, mortality or pension 

liabilities. The low interest rate environment, which has been supported by 

accommodative monetary policy in developed economies, has threatened 

traditional life margins with reinvestment rates declining for more than a decade. 

The pandemic has delayed a return to normality. Life insurers run matched 

investment portfolios and lock in spreads when new business is written, but 

margins suffer when reinvestment rates decline on long duration liabilities. 

Inflation expectations have started to lift longer-term interest rates in the UK but 

from an even lower base than three years ago. Increased allocations to corporate 

bonds, infrastructure and mortgage instruments have provided an uplift in yields 

vs government bonds (with low default rates thanks to the UK government’s 

economic support). As higher inflation expectations translate into rising long-

term interest rates this could eventually provide some relief to the Life sector as 

reinvestment rates rise. 

 

Investment Companies 

Defensive inflation protection 

In the flexible investment sector we note a number of names offer explicit 

inflation protection with allocations to index-linked government bonds as part of 

multi-asset strategies which aim to protect against downside in their portfolios.  

 

Anthony Leatham 
+44 (0) 20 3597 8648 
anthony.leatham@peelhunt.com 

Markuz Jaffe 
+44 (0) 20 3597 8668 
markuz.jaffe@peelhunt.com 



 

 Inflation Heroes 

 25 March 2022 

 

 9 

Infrastructure and renewables 

Listed infrastructure strategies often benefit from explicit inflation linkage in their 

cash flow profiles. Similarly, many of the renewable energy infrastructure 

strategies benefit from explicit (index-linked subsidies) and implicit (exposure to 

merchant power prices) inflation linkage.  

Property and commodities 

As our real estate colleagues have pointed out, certain property sub-sectors are 

set to be clear beneficiaries from this environment, particularly where leases are 

inflation-linked. Commodities have had a strong tailwind in the last 12 months, 

the EMIX Global Mining index is up 25% and the AIC Commodities & Natural 

Resources sector average share price total return is up 38%.  

 

Media  

Historically, equities have been seen as a hedge against inflation as the ability to 

vary pricing supported nominal growth.  Moreover, inflation eroded the relative 

constraints of debt, providing a natural debt to equity flow, although servicing 

debt at the extreme became an issue. 

For the Media sector as a whole, inflation was never a major issue, either 

positively or negatively.  The sector tended not to hold significant items in stock 

so stock gains were not a feature, and margins were generally strong with no 

onerous inputs.  But also the sector did not have the benefits of large structural 

debt positions that would be eroded over time. In general, Media is a service 

sector where inflation in costs associated with day-to-day operations can mostly 

be passed on to the client base. 

Today the re-emergence of inflation is perhaps of most benefit to those 

companies whose business model is focused on or includes price discovery. Most 

obviously there are the price comparison websites, whose function is to reveal 

and rank services by price and who will see the utility of their services increase in 

inflationary times.   

 

Mining  

Gold is the first word that springs to mind in an inflationary environment. 

Building inflationary pressures will likely underpin high and likely rising gold 

prices. While inflationary pressures are building – during the period Central Bank 

actions are lifting rates to try and keep up with building inflationary pressures – 

we would expect gold prices to push higher.  

Mining companies themselves are not immune to inflationary pressures. Mining is 

an energy-intensive process, requiring energy to blast, move, crush and grind 

rock before being able to extract the metals contained within the ore.  
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Rising cost pressures, be it higher fuel, explosives, power or other reagent and 

consumable costs, or indeed increasing wages to offset cost of living pressures on 

employees, will act to increase costs. This will have the impact of stretching out 

industry costs curves. Lower-grade mines tend to be the higher-cost ones – they 

require more rock to be moved for the same metal output. This translates to more 

energy and people required per unit of metal produced.  

Generally speaking, therefore, we would see the relative winners in the mining 

sector as being the lower-cost producers – these companies can expect to see 

margins expand. Higher-cost producers are likely to see more of the revenue 

uplift from the present high prices absorbed into higher costs.  

The cost of living crunch is likely to result in lower demand – perhaps first for 

big-ticket consumer items such as cars and diamond jewellery. As ever with the 

mining sector, it is the state of global demand and supply driving prices. We 

think that at present global supply chains are still being reworked following the 

invasion of Ukraine, pushing metal prices higher as companies scramble to secure 

non-Russian supply.  

Chinese authorities already seem primed to pull hard on the stimulus lever, 

something likely to happen as Covid lockdowns impact businesses. Should cost 

of living pressures see a reduction in consumer purchases and Chinese exports, 

then we would expect the authorities to ramp up their construction-based 

stimulus packages quickly.  

Such a package would likely sustain tight commodity markets swinging end-user 

demand for metals away from the West and back to China.  

 

Oil and Gas – E&P companies 

With the Brent price +50% YTD, UK NBP gas price +490% LTM and US HH 

gas price +35% YTD, rising hydrocarbon prices are a key component of the 

global increase in inflation. The commodity price rally is driven by rising 

demand and a chronic under-investment in supply. This has created a tight 

market with limited inventories or spare capacity, making it very vulnerable to 

supply shocks such as the war in Ukraine.  

E&Ps in our coverage with significant unhedged production are well placed to 

benefit, with the revenue increases not necessarily accompanied by a 

commensurate increase in operating costs (as would be the case if the revenue 

increase was due to an increase in hydrocarbon production). As such, these E&Ps 

will benefit from an increase in both revenues and margins into 2022. Investment 

in the sector therefore provides an effective hedge against inflation risk. 

In terms of the inflationary impact on E&P costs, this could occur in the form of 

increases to G&A and operating/capex costs. E&P G&A is vulnerable to 

inflation, particularly as the rapid increases in hydrocarbon prices incentivises 

E&P companies to progress new development projects, these often require 

increases in staffing. However, G&A tends to be a relatively minor cost for E&Ps.  
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Real Estate 

Traditionally, property rents and therefore valuations have broadly tracked 

movements in consumer prices. Property could therefore be seen as a reasonable 

inflation hedge. That said, a material increase in rates driven by persistently high 

levels of inflation could lead to outward yield shift. In our view, it would take a 

fairly seismic movement in rates to see a material move in property yields given 

the relative premium that property offers over the risk-free rate. 

Over the medium term, a company’s ability to capture inflationary uplifts will 

likely depend on the tenant’s ability to pay higher rents and the usual 

supply/demand characteristics. Therefore, long-term structural shifts such as 

those seen in the Retail and Logistics sectors are likely to continue to be a key 

driver of performance over the coming years. 

The REIT sector has, in recent years, seen a shift towards inflation-linked leases 

through IPOs and capital raises from companies  

 
Renewable Energy  

The rocketing price of fossil fuels (in particular oil and gas), together with a 

robustly increasing carbon price reinforces the case for further rapid acceleration 

of the installation of renewable energy and hydrogen generation assets. As the 

chart below illustrates, the Levelised Cost of Energy (LCOE), shown here in 

(US$/MWh) for solar and wind energy, is already the lowest for electricity 

generation, when compared with all types of power generation. Higher 

conventional fuel costs only increase the delta further between wind and solar 

renewable generation compared with other types of electricity generation. (The 

graph below assumes a cost of carbon of price of between €16-32/MT. Factor in 

today’s carbon price of around €75/MT, the case is all that much stronger). 

 

LCOE for Various Energy Sources (1), 2020  EU ETS Carbon Permits Price (€/MT) 
Source: Bloomberg NEF, Lazard  Source: Tradingeconomics.com 
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Motivation for increased renewable energy generation is of course not only 

economic, it is environmental and in the light of Russia’s invasion of Ukraine, 

there is also a pressing security of supply motivation. The European Union has 

recently published a paper “Rapid Response: The Future of European Energy 

Security”. Among a host of measures is a plan to support ground-source heat 

pumps (for heating), rapidly accelerated timelines for installation of renewable 

energy projects (more wind and solar electricity generation) and even more 

ambitious targets for hydrogen generation. As the cost of generating green 

hydrogen is 70% based on the cost of renewable energy, its competitiveness 

increases as the cost of conventional fuels increase. Green hydrogen generation 

costs are expected to fall rapidly over the coming decade as electrolyser 

equipment production rapidly scales. The UK’s delayed Energy Security 

Strategy Paper is expected to be published next week. 

 

Retail 

So far, the general retailers have been able to mitigate or pass on cost inflation 

relatively successfully, although some of the increases in freight costs have been 

eye-watering. 

Facing into the 6.6% rise in the Living Wage, the employers’ NIC hike, the 

continued elevation of freight rates and energy cost rises, coupled with wider 

inflationary pressures, price rises into autumn 2022 will need to be stepped up 

again. Of course, the next phase of price rises will coincide with the squeeze that 

consumers themselves are about to face on energy bills, NIC rises and rising fuel 

costs. Despite relatively high levels of savings, there’s little hope that 

discretionary spending won’t come under greater pressure as we move into the 

second half of 2022 and 2023. Similarly, with holidays booked and leisure plans 

back on the calendar, retail sales volumes may suffer disproportionately.  

 

Support Services/Construction Services 

Companies we cover not only look set to provide important inflation protection 

for investors, there may even be a modest opportunity to drive improved returns 

through strong management of both directly-managed costs as well as related 

supply chain costs. Analysis of the various end-market exposures suggests less 

immediate risk from demand constraints through inflation. 

In general, the Construction and Infrastructure companies effectively operate 

under cost-reimbursable contracts, so input cost inflation is passed through. 

Where there is an element of fixed price risk (typically on shorter-term projects), 

the main contractor will have passed the risk through the supply chain prior to 

project start. Management teams have reassured through this recent reporting 

season that supply chains remain well positioned to manage this risk. However, 

with demand for certain construction-related services remaining strong and a 

greater customer emphasis on quality and deliverability, there may be some 

scope for the contractors to earn additional margin through selectivity and strong 

supply chain management. We are keeping a close eye on the effects that 
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inflation may have on demand (especially those customers with less flexible 

budgets), but so far whilst there have been some delays (as projects get revisited) 

there have been no major cancellations. The majority of revenues for our 

coverage universe are government/public sector-related.   

For a number of years, the competitive backdrop has meant the Rental Services 

companies have become used to absorbing various inflationary pressures (staff 

and fleet costs) with the self-help actions preserving margin where possible. 

Given carefully-managed industry capex (high industry utilisation), rising 

demand for more efficient/green solutions and a wider post Covid-19 

construction recovery, we are starting to witness rate inflation exceeding cost 

inflation. The drop-though to EBITDA should in time be amplified by the 

sustainable Covid-19 efficiencies (eg physical footprint reduction) and a 

management focus on transport-related recoveries (clearly easier in a supply-

constrained environment). Industry revenues are driven by the Contractors (see 

above), Housebuilding, RMI and Maintenance where the effects of inflation are 

being managed. There could be some benefit from customers looking to rent (vs 

buy) given their own cost pressures.  

Labour accounts for a high percentage of overall costs with Business Services. 

However, the majority of medium to long-term contracts have mechanisms for 

passing on inflationary cost increases, typically annual indexation based on RPI 

or CPI, although some contracts contain some form of link to wage inflation 

given its relative importance as a cost. Many contracts contain clauses which 

automatically pass on statutory increases in labour costs such as the National 

Living Wage.  

Labour is also a high percentage of costs for the Consultants. Given the majority 

of their work is of relatively short duration, the key to protecting profits is 

increasing rates to clients in a timely manner to avoid a material lag compared to 

rising employee costs. 

Product price inflation is a positive for the Distributors as long as their 

fixed/semi-fixed costs are rising more slowly. Given the demand backdrop this 

looks likely given the various self-help actions through Covid-19 

(digitisation/restructuring/end market focus). Competitive pressures are likely to 

remain stable, in our view. 

 

Technology 

Most B2B technology and software cannot be turned off; they have become 

almost utility-like. A small business cannot operate without its accounting 

software, a sales operation cannot serve its customers properly without its CRM 

tool, and a bank cannot operate without its fraud detection apps.  

In a world of inflation, it is often the second-hand (or pre-loved) market that 

benefits. In 2Q09, over 60% of second-hand retailers saw sales rise YoY, with the 

average increase in sales at c.31% YoY. This compared to just c.24% who saw 

fewer sales.  
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Companies with much-loved, often premium products, can also afford to put up 

prices in times of inflation without having an impact on their business.   

Then we can look to leisure activities that were not possible during Covid-19, such a 

theme parks. As we all try to get back to normal, there is pent-up demand and 

attractions are seeing extraordinary responses from consumers wanting to get back to 

them. Theme parks used to be known for heavy discounting (eg ‘buy one get one free’ 

on tickets), but the big brands in the US are reporting double-digit per capita 

admission growth over 2019 as consumers are happy to pay full price.  

 
Transport 

With fuel and labour both substantial input costs for the transport sector, most 

stocks have already fallen back significantly on the rise in inflationary pressure. 

We see this as a buying opportunity and note the five bids in the sector in the last 

six months. 

All UK-listed airlines apart from Wizz Air have high levels of hedging for the 

next 12-18 months and all four UK-listed bus and rail companies have very high 

levels of hedging for the current year and some hedging that extends out 36 

months.  

 
Travel & Leisure 

The Travel & Leisure sector is reliant on consumer demand, which is fragile, and 

many of its sub-sectors are exposed to rising purchasing, labour and utility cost 

inflation. Among the most exposed to inflation are the hospitality companies 

(including hotels and cruise lines), whereas the bowling, gambling and gym sub-

sectors face relatively little cost inflation.  

Labour, purchasing and utility costs as a % of sales 
Source: Company accounts, Peel Hunt estimates 

 
 

Bowling companies  

The bowling companies have low exposure to cost inflation as a result of 

operating high margin sites. Typical site EBITDA margins were c.39% post-rent, 

before the pandemic. We believe margins can return to this level, with: 

 Property costs (with minimal inflationary pressure) equating to c.22% of sales; 
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 Labour costs being relatively low, at c.20% of sales; and  

 Purchasing costs, at c.14% of sales, being small due to the business model 

being orientated to bowling and games, rather than food and drink.  

Gambling companies  

Cost inflation risks are relatively low for gambling companies and they may even 

be beneficiaries of marketing cost inflation moderating if other consumer 

companies cut back in order to protect their bottom lines. Historical gambling 

revenues have been resilient in recessions, although we have no experience of the 

sub-sector with such a large proportion of revenue online. For some investors 

regulatory risks, particularly in relation to the UK, will offset the relative 

resilience to inflation.  

Gym companies 

The only quoted gym company, is a low-cost gym operator which directly 

employs just two people per gym. The personal trainers either undertake free 

inductions or classes in return for being able to use the company’s gyms, or, if 

they receive a salary, they pay a rent for the right to use the company’s gyms. 

The net result is the exposure to labour costs is small. Its exposure to purchasing 

costs is almost zero.  

Utility costs equate to c.5% of sales. These are hedged out until 2023. Forecasts 

have already been altered to reflect the impact of higher energy costs in 2022 and 

the extension of the hedging contract.  

Hotel companies 

The hotel sector has managed pricing prudently through Covid-19 and has been 

resistant to chasing volume with discounting. As a result, the industry is well-

placed to push up prices to its non-discretionary travellers. However, a key 

element of demand comes from discretionary business and leisure travel and here 

we expect demand to be suppressed directly by the increased costs of 

driving/flying and indirectly by more general recessionary pressures.  

Leisure travel 

Online travel agents are exposed primarily to travel volumes rather than pricing 

and we continue to expect robust demand this year. For both companies market 

share is a key issue.  
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