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Despite entering 2018 on the back of a historic 103-month bull run, global equity markets started 2018 in positive territory. The US 
S&P 500 rose almost 6% in January and with the old adage on Wall Street “So goes January, goes the year” investors entered February 
in optimistic mood (since 1950, there were only nine instances when positive markets in January were followed by a market decline 
for the whole year). However, over the space of three weeks in February, sentiment changed dramatically and all of 2018’s gains on 
the major equity indices were wiped out in the space of a few days. 

Bizarrely, the catalyst for the sharp sell-off across global equity 
markets was economic news that was just too good.  Over the past 
few years, lacklustre wage growth in the face of strong economic 
data has been puzzling central bankers globally.  As a result of data 
showing the largest annual gain in wages in the US for eight years, 
the markets felt that the resulting threat of rising inflation in the US 
would inevitably lead to much faster and steeper interest rate 
rises, thus prompting the biggest US equity sell-off since 2011.  
 
On the back of this wage growth data, the US Federal Reserve (The 
Fed) indeed raised rates on the 21st March to the lofty heights of 
1.75%.  The accompanying statement suggested that they would 
raise rates three more times this year compared with expectations 
at the start of the year for only two rate rises in 2018. Global 
growth in 2018 is forecast to be above trend levels and perception 
about equity market returns is still generally positive. There has, 
however, been a distinct shift in sentiment, with investors taking 
an increasing interest in and real concern about how to position 
portfolios for a sustained period of inflation. 
 
In our overview this month, we review the asset classes and 
strategies that have historically prospered in an inflationary 
environment and consider whether those same asset classes will 
continue to show the same correlation with inflation in the future. 
 
What is the cause of this inflation and should we anticipate 
further inflationary pressure? 
On the back of the financial crisis in 2007-8, the global economy 
was facing the real threat of Japanese style deflation, leading to a 
massive expansion of monetary policy globally, known as 
quantitative easing.  It is this subsequent period of easy/cheap 
monetary stimulus that has kick-started economic growth and 
stoked the flames of inflation.   
 
Expected inflation in the US and the UK has risen markedly in the 
past 18 months: 

 
Good and bad inflation 
Inflation comes in two forms - “cost-push” (bad) and “demand-
pull” (good) inflation.  
 
Cost push inflation, caused by rising input costs of goods and 
services, often has a negative impact on economic growth (GDP) as 
demand for those goods and services falls.   
 
Since the Brexit vote, in the UK we have experienced cost-push 
inflation because the collapse in the value of sterling forced the 
cost of our imports to rise. With oil and commodities priced in US 
dollars, many companies experienced a significant increase in input 
prices for their goods but at the same time demand also fell – in 
2017 the UK suffered its slowest rate of GDP growth since 2012 
whilst inflation spiked to a six-year high – not a good combination. 
Prices rising whilst growth is slowing – this is very much the wrong 
kind of inflation. 
 
On the flip side demand-pull inflation occurs when demand for 
money, goods and services outstrips supply and therefore prices of 
those goods increase. Demand-pull inflation often coincides with 
rising GDP as the extra demand boosts economic growth.  
 
At present, inflation in the US is demand led, hence the change in 
rhetoric from the Fed as a result of more than anticipated “good” 
inflation:   
 
“There is the real possibility that some of the factors that have 
been holding back growth in recent years could shift, moving the 
economy on to a higher growth trajectory” Randal Quarles (Fed 
Policymaker) 
 
There is concern, however, that the recent U.S. tax overhaul 
introduced by the Trump administration, which slashed the 
corporate income tax rate and cut personal income taxes, 
alongside the new steel tariffs introduced recently, could cause an 
economy that may be nearing full capacity to overheat and prompt 
the Fed to become more aggressive than anticipated in its course 
of interest rate hikes. This focus on the month-to-month inflation 
numbers is partly  to  blame  for  the  recent  market  sell-off  but  it  
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doesn’t really explain why markets fell as much as they did.  The 
expectation of higher interest rates was prompted by pressure 
from the “right kind” of inflation, stoked by economic growth – 
hardly a justifiable reason for mass panic and equity market selling, 
but then short-term investors do often overreact.  
 
How have differing asset classes fared in inflationary 
environments? 
When looking back at how differing asset classes have fared in an 
inflationary environment there is significant differential between 
short and longer-term performance.  
 
Equities 
In periods of rising inflation equities can perform poorly if investors 
assume that companies won’t be able to fully pass on their rising 
costs to the consumers of their products and services. This was 
exemplified in the 1970s when S&P 500 companies’ earnings rose 
by 1.3% on average per annum whilst over the same period the 
S&P 500 itself fell 7.4% annually. 
 
US earnings rise in the 1970s but the S&P 500 falls.  Inflation was 
partially to blame: 

However, the two sectors of the equity market that do provide a 
reasonable hedge against rising inflation are energy and materials. 
The oil majors such as BP, Shell and Exxon have the ability to pass 
on their rising prices, as evidenced by how quickly prices on the 
petrol forecourts rise following a spike in the oil price. 
 
Energy and materials often perform well against the rest of the 
market whilst inflation is rising: 
 

Over a much longer timeframe, equities in general have provided 
the best consistent real returns.  
 
The chart below shows twenty-year rolling annual periods since 
1892 and in 73% of those periods the S&P 500 has provided 
investors with a return in excess of inflation (CPI) +5%.  Despite the 
risk of short-term volatility caused by inflation, longer-term holders 
of equity should typically do well in an inflationary environment.   
 
On average, equities will help to protect against high inflation:  
 

Commodities 
Recent research provides strong evidence that increasing exposure 
to commodities proves an effective means of protecting against 
inflation in the short-term.  
 
A study by two economists (Erb and Harvey) in 2006 suggested that 
from 1969 to 2003, changes in the rate of inflation accounted for 
circa 43% of the change in the price of the Goldman Sachs 
commodity index. They noted, however, that it was difficult to pin-
point a single commodity that would offer this protection on a 
consistent basis as a result of the volatility of the underlying 
entities.  Whereas investors will discount the future earnings of 
equities in periods of inflation, commodities provide almost instant 
pricing of an event or predicted outcome. For example, when Iraq 
was invaded for the second time, there was an immediate rally in 
the oil price.  Similarly, the price of sugar spiked instantly in the 
aftermath of a harsher than expected El-Nino winter.  
 
Oil prices often influence cost-push inflation : 
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Gold is one commodity that has provided investors with strong 
returns over the years (particularly since Gordon Brown started the 
process of selling the UK’s reserves in 1999!).  Since 1999 gold has 
achieved an annualised return of 8.3%, and it is often cited as a 
safe-haven in times of stress and a way to protect from inflation.  
However, its reputation for short-term protection is overstated.  
 
The chart below shows the gold price against inflation and suggests 
that gold performs reasonably well as an inflation hedge when 
there is a one-off spike caused by an isolated event (supply side 
inflation) – for example the oil price spike in the 1970’s. During that 
decade, gold rose from a paltry $38 per oz to a then high of $800 as 
inflation ran at circa 11% per annum. However, in more mundane 
periods of inflation, gold can often perform quite poorly. 
 
Gold tended to trade in-line with inflation, although since 2000 that 
relationship has become far less pronounced: 

  
“If you strip out the 1970s, you find the relationship between gold 
and inflation is quite weak,” Brian Lucey, professor of international 
finance at Trinity College Dublin 
 
The primary reason for this weakness in a steadily rising 
inflationary environment is that gold does not provide investors 
with any form of income. As we have noted the recent data 
suggests that U.S. inflationary pressures are picking up and 
therefore the Federal reserve has intervened through interest rate 
hikes. For gold, that is bad news because rising interest rates lift 
the opportunity cost of holding non-yielding bullion - why hold gold 
when you can be paid to hold cash? 
 
Property 
Another alternative asset class that is perceived to perform well in 
periods of inflation is property – both residential and commercial. 
The expectation is that as inflation rises so the yield on a 
commercial or residential property should increase. Over the 
longer-term this may prove to be the case; however, it often proves 
difficult in the short-term for landlords to raise rates in-line with 
inflation as typically there are contractual agreements in place as to 
when and to what extent rent can be raised.  
 
Property has for years been seen as a hedge against inflation 
because it is a “real” asset however there have been many 

conflicting studies.  That property performs well when an economy 
is thriving should be no surprise – economic growth spurs 
investment in risk-on assets including commercial property.   
However more recent analysis from the Investment Property 
Forum research programme concluded that whilst there is some 
correlation, property as an inflation hedge is preferred in a high 
growth but low inflation environment. 
 
Fixed Income  
It will not come as a great surprise that traditional Government and 
Corporate Bonds, with their set maturity price and coupon, are one 
of the poorest asset classes when it comes to inflation protection. 
In a rising inflationary environment the real rate of return (inflation 
adjusted return) of the bond is eroded – indeed high inflation could 
result in a negative real return!  This is particularly true of longer-
dated bonds whose coupon and price will be impacted to a greater 
extent by the inflationary environment.  
 
Alternative bonds that are specifically designed to combat the 
effects of longer-term inflation are index-linked bonds in the UK or 
Treasury Inflation Protected Securities (TIPS) in the US. The basic 
principle of these bonds is very simple. All future cash flows (both 
the semi-annual coupon and redemption payments) are linked to 
the UK’s Retail Price Index (RPI) or US Consumer Price Index (CPI).  
 
These index-linked bonds, if held until maturity, should prove to be 
one of the best means of protecting against inflation albeit there is 
not always perfect correlation.  Also, in times of falling inflation or 
indeed deflationary periods, you may end up with a negative 
return.  The consensus in the market at present is that inflation will 
nudge higher but if there are any downside surprises, this will lead 
to disappointing returns from index-linked instruments.  You are 
currently being paid little and often but exposed to a big risk if 
inflation falls unexpectedly. 
 
So, what is the conclusion? 
We conclude that there is no perfect long-term solution to inflation 
protection. There is however scope to enhance inflation protection 
through good timing and clever use of tactical asset allocation but 
determining when the economy will suffer short-term spikes as a 
result of one-off events is likely to prove difficult in the current 
environment.  Property and commodities always have their day 
during an inflationary cycle, but equities offer the best protection 
from inflation on a long-term basis, even though investors may 
suffer shorter-term losses before reaping the rewards.   
 
The US economy is still in excellent shape, despite trade wars, 
rising interest rates and growing US debt levels.  Yet because 
inflation has spooked investors once already and assuming that it is 
here to stay, caution is needed.  If we see more bad news coming 
through (such as escalating trade wars) market volatility will 
increase in 2018 and this is therefore reflected in our current 
cautious stance across our clients’ portfolios. 
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