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What works when inflation hits?
Teun Draaisma

O
ver the past three decades, a sustained surge 
in inflation has been absent in developed 
markets. Today, inflation risk has increased. 
As a result, many investors are faced with the 
challenge of having little evidence regarding 
how to reposition their portfolios in the face 
of heighted risk. 

Rather than predicting when (or if) inflation will increase to dis-
ruptive levels, we aim to answer a simpler question: What passive and 
dynamic investments have historically tended to do well (or poorly) 
in environments of high and rising inflation? 

Why does inflation matter for asset prices?
Treasury bond prices are obviously impacted by unexpected infla-
tion. Their current prices reflect an expected real interest rate, an 
expected rate of inflation and risk premium. If there is an unexpected 
surge in inflation, the expected inflation embedded in the yield in-
creases and the bond price usually falls. 

If the new level of expected inflation is long lasting, bonds with 
higher durations will be more sensitive than those with shorter dura-
tion bonds. A change in the uncertainty about inflation rates may 
also impact the risk premium.

Equities are more complicated. 
First, higher and more volatile inflation creates more economic un-

certainty, thus harming the ability of companies to plan, invest, grow, 
and engage in longer-term contracts. Moreover, while firms with 

market power can increase their output prices to nullify the impact 
of an inflation surprise, many companies can pass on the increased 
cost of raw materials only partially. Margins therefore shrink. 

Second, unexpected inflation may be associated with future eco-
nomic weakness. While an overheating may cause companies’ rev-
enues to increase in the short term, if the inflation is followed by 
economic weakness, it will decrease expected future cash flows. 

Third, there is a tax implication for companies with high capital 
expenditures because depreciation is not indexed to inflation. 

Fourth, unexpected inflation could serve to increase risk premi-
ums (increase discount rates) reducing equity prices. 

Finally, similar to bond markets, high-duration stocks (particu-
larly growth stocks that promise dividends far in the future) are es-
pecially sensitive to increased discount rates. 

The inflation mechanism for commodities, like bonds, is relatively 
straightforward. Indeed, commodities are often a source of inflation. 

Defining inflationary regimes: and surges 
We are interested in episodes where the speed and the acceleration in 
price rises are both high; in other words, where the rate of year-over-
year inflation is elevated and rising. Such environments are the most 
sensitive for the effects we have described in the preceding section.

We define inflationary regimes as time periods where the year-on-
year realised inflation rate rises materially beyond 2%. Today, this 
level is often targeted by central banks across the world and, even 
when not explicit, is considered a psychologically important thresh-
old. For instance, James Bullard, president of the Federal Reserve 

Teun Draaisma, Man Group

Teun Draaisma is the joint lead portfolio manager within Man Group’s multi-asset team. This paper was co-authored 
with Man Group colleagues Henry Neville, Ben Funnell and Otto van Hemert, and with Campbell Harvey, a 
professor at Duke University and an investment strategy adviser to Man Group.

www.fsmanagedaccounts.com.au
June  |  2021



2

FS Managed Accounts THE JOURNAL FOR MANAGED ACCOUNT PROFESSIONALS•

Bank of St. Louis, has described the 2% target as an “in-
ternational standard”. We define ‘materially beyond 2%’ 
as reaching 5% or more. 

Equites do poorly during inflation surges. The infla-
tion adjusted or real return on equities is -7% on an an-
nualised basis. 

Bond investors are also punished during inflation-
ary surges with a –5% annualised real return for the US 
10-year Treasury bond. Bonds of longer maturities will 
likely experience even larger negative rates of annualised 
real return. 

Consequently, the 60–40 equity-bond portfolio disap-
points during inflationary regimes, with 6% real annu-
alised return.

Commodities have historically been an inflation 
winner among passive strategies. In aggregate, they pro-
duced a 14% real annualised return during our inflation 
regimes, compared with just 1% in normal times. How-
ever, our analysis shows there is considerable variation 
amongst the different commodity components. 

US residential real estate has a small negative an-
nualised real return of –2% during inflationary regimes, 
while it is +2% at other times. 

Collectables, in particular art, wine, and stamps, 
have lived up to their reputation as a store of value in infla-
tionary times. Real returns are positive for all three assets, 
with art at +3%, wine at +0.5% and stamps also +3%. 

With active equity strategies, smaller companies un-
derperform in inflationary regimes. In real terms, the 
premium for being long small companies and short large 
companies is –4% a year in inflationary periods, com-
pared to +1% in normal times. This fits with intuition. 

Economies of scale are important in mitigating the 
costs of inflation. The profitability and value factors 
roughly hold their own during inflationary periods. The 
value performance might be surprising to some, given 
that higher-duration growth stocks are often assumed to 
be adversely sensitive to unexpected inflation as discount 
rates increase. 

Still, a value long/short significantly outperforms a 
passive long-only equity strategy. Cross-sectional equity 
momentum performs well with real inflation regime per-
formance of +8% on average. While the average return 
difference is high, we show in this paper that the differ-
ence is not statistically significant. In addition, this strat-
egy has very high turnover. 

Active trend strategies across equities, bonds, foreign 
exchange and commodities performed impressively. 
A hypothetical ‘all-asset trend’ portfolio realised a real 
compound annual growth rate of 25% during the US in-
flationary regimes.

International inflation
We performed a similar analysis for the UK and Japan as 
we have done for the US and found that equities tended 
to perform worst during their own country’s inflation-
ary periods. US equities, for instance, achieved +6% and 

+9% real annualised return in UK and Japan inflation 
periods, compared to –7% in US regimes. 

The results also suggest benefits to international di-
versification. For example, taking the UK perspective, 
US and Japanese equities generated +6% and +9% real 
annualised returns during UK inflation regimes, respec-
tively. Bonds clearly perform the worst during their own 
country’s inflation period. 

Structural change and the rise of 
cryptocurrencies: could they be a 
hedge to inflation?
As with any historical analysis, we are faced with the 
usual question: Is this time different? For example, the 
inflation surge in the early 1970s was induced by an ex-
ogenous event: the OPEC oil embargo. At the time, the 
US economy was highly dependent on that source of 
oil. Today is different in that the US is not as dependent 
upon foreign oil sources. 

Moreover, while electric vehicles do not have critical 
mass today, such technological change in the future may 
make it much less likely that a surge in oil prices would 
have the same inflationary effect. Hence, caution needs 
to be exercised in interpreting the data. 

There are other factors that need to be carefully 
weighted, given the structural evolution of the US econo-
my. In the 1950s and 1960s, the US was a manufacturing 
economy. Today, only 11% of GDP is driven by manu-
facturing. The nature of companies has changed. Much 
of the capital deployed is not physical but intangible, in-
cluding trade secrets, proprietary software, patented and 
unpatented R&D, client relationships, and legal rights. 
These may be more resilient to inflation.

Finally, we are in the midst of another technological 
disruption in the form of the cryptocurrencies, includ-
ing bitcoin. Some have advocated the inclusion of bitcoin 
into a diversified portfolio as an inflation-protection as-
set. However, caution is warranted, given that bitcoin is 
untested with only eight years of quality data—that lack 
a single inflation regime. Moreover, bitcoin is more than 
five times more volatile than the S&P 500 or gold. This 
high volatility could lead to bitcoin being an unreliable 
hedge. In addition, there is increasing evidence that 
bitcoin is a speculative asset and it has a positive beta 
against the US market. 

Conclusion
Our analysis spans nearly a century. The long sample is 
particularly important because inflation surges in devel-
oped economies have been rare in the past 30 years.

Some of our work reaffirms what we already know. 
For example, Treasury bonds do poorly when inflation 
surges. Commodities, often being a source of inflation, 
do well. However, we offer additional insights. Com-
modities, for example, are a diverse set of assets and the 
inflation hedging properties depend on the individual 
commodity. 
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The quote

While an overheating 
may cause companies’ 
revenues to increase in 
the short term, if the 
inflation is followed by 
economic weakness, it 
will decrease expected 
future cash flows.
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Most importantly, we have shown that historically, high and rising 
inflation has been very bad news for equity investors and risk parity 
portfolios.

Less is known about active strategies. We have shown that trend-
following strategies have done particularly well in inflation episodes. 
We have also found that a number of active equity-factor strategies, 
such as a quality strategy, provides some degree of risk mitigation 
during inflation surges. fs


