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Executive Summary

Planning for a scenario with an inflation surprise has come
back on the table in response to the historic stimulus in
the wake of COVID-19. An allocation to real assets could
help mitigate the adverse investment outcomes due to
unexpected inflation scenarios.
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Introduction

Investors are faced with a quandary in the COVID-19 global economy as they navigate the
concurrent threats of deflation and inflation. The economic backdrop allows for arguments
supporting each outcome. The deflationary scenario results from debt-financed stimulus
and persistently curtailed economic activity as the world tentatively recovers from lockdown
measures, yielding some of the worse economic data on record. Not to mention that inflation
expectations have stubbornly sat well below the central bank targets since the 2008
financial crisis.

However, inflation cannot be ruled out given the swift rise in M2 money supply, the globally
coordinated policy response and challenges to existing supply chains. Central bank balance
sheets have ballooned to record levels and policy makers have already tipped their hands toward
delivering additional monetary support if necessary. This, plus the more than US$10 trillion worth
of negative yielding debt across the world and Federal Funds futures still pricing in the possibility
of slightly negative US rates in mid-2021, has created a recipe for inflation.
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Source: Macrobond, ECB, BoE, BoJ, US Fed, RBA, as at 1 June 2020.
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Market Signhals of Rising
Inflation Risk

An inflationary scenario is not hypothetical — several market trends point toward the increased
investor awareness of potential inflation. First, inflation uncertainty as measured by the New
York Fed consumer survey has certainly spiked! If investors were fully confident in a deflationary
scenario, inflation expectations would be converging lower, not higher.
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Source: The Federal Reserve Bank of New York, as at 1 May 2020.

Secondly, inflation expectations measured by 5-year breakeven rates between Treasury
inflation-protected securities (TIPS) and nominal bonds have been volatile through the first half
of 2020 and have closely followed oil prices (Figure 3). We expect this to continue as the OPEC+
supply cuts work their way into inventory numbers. As global economies reopen and demand for
fuel increases, the result could be a sustained move higher in oil prices and inflation expectations.
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Figure 3
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Source: Federal Reserve Bank of St. Louis, as at 17 June 2020.

Additionally, gold prices have risen far beyond their utility as a tail-risk hedge. Expectations for
lower interest rates have bolstered the bullish outlook for gold since lower interest rates reduce
the opportunity cost of holding the non-interest-bearing bullion. The inverse relationship between
real interest rates and gold has been tighter than ever of late, as the pair has moved in near
lockstep. Since March 2020, real interest rates have moved swiftly lower while gold prices have
notched multi-year highs — a trend that can persist if central banks keep real rates drifting lower.
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Source: State Street Global Advisors, as at 17 June 2020.

Gold remains an attractive hedge in the current low rate environment, and we would expect
investors to continue to keep the yellow metal well bid. But as economic activity resumes and the
velocity of money picks up, this could pave the path for inflation levels to rise, or even worse for
asset values, a spike in unexpected inflation.
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Asset Returns in
Inflationary Scenarios

Aside from gold, how should investors seek to protect their portfolios in a rising inflationary
environment, and more importantly, an environment ripe for unexpected inflation?

Looking at the performance of asset classes that have historically been thought of as inflation
hedges in different inflation regimes, one can see that there isn’t a single asset class that
performs best in each environment or a one-size-fits-all solution (Figure 5).
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Source: State Street Global Advisors, as at 31 December 2019.

Note 1: Declining regime is an annual decrease in headline CPI of greater than 50 bp. Rising regime is an annual
increase in headline CPI of greater than 50 bp. Stable regime is everything else in between. Historical annual index
returns from 1991-2019.

Note 2: Commodities = Bloomberg Commodity Index.

In times of declining inflation, reliable income streams from cash flows become increasingly
important as challenges to economic growth develop. Historically, this environment has been
kind to fixed income, especially for bonds of longer duration, while commodities have typically
repriced lower as the costs of goods and services decline. While broad commodities have
performed poorly in deflationary periods, gold has performed better than expected in this regime.
A deflationary environment is symptomatic of constrained economic growth, dovish central
banks and a low carry environment, which benefits gold.
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Figure 6
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Moderate to slightly rising inflation is typically seen as a sign of positive economic growth,
especially when inflation is realized in line with, or close to, market expectations. Accordingly,
traditional asset classes (such as equities and bonds and even real estate investment trusts
(REITs)) have historically performed well as price stability boosts confidence that businesses
will be able to pass along higher costs. Furthermore, when inflation has stayed between 2% and
3% and come in line or close to expectations, equities have acted as a reasonably good inflation
hedge and performed quite well as corporate earnings grow faster when inflation is higher.

This relationship holds true until inflation enters 3%-4% range and beyond, since high inflation
expectations generally result in higher interest rates, which reduce the present value of future
corporate profits and erode the value of nominal bonds (Figure 6).
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Source: State Street Global Advisors, as of 31 May 2020.
Note: LTM = Last Twelve Months.

In rising inflationary environments, the diversification benefits of commodities shine as these
assets are likely to reprice higher to reflect the higher future prices of materials. Equally, in rising
inflation regimes, bonds have historically offered poor relative performance to real assets and
equities as inflation erodes the purchasing power of a bond’s future cash flows. In fact, inflation is
the largest risk that bond investors face. It is important to note that TIPS are not exposed to this
risk since their principal and interest are adjusted higher along with actual inflation, making TIPS
an excellent pure inflation hedge.

STATE STREET

GLOBAL
ADVISORS

Real Assets: Managing Through Inflation Uncertainty 8



Forecasting Inflation
Remains a Difficult Task

But what happens when realized inflation strays from consensus expectations? Even as overall
inflation levels have been subdued since the double-digit CPI readings in the 1970s and 80s,
forecasting inflation remains a difficult task. Actual inflation sometimes dramatically differs from
expectations. These bouts of unexpected inflation have had a more significant impact on asset
returns than anticipated rising inflation (Figures 7 and 8).
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Source: The Federal Reserve Bank of Philadelphia, State Street Global Advisors, as at 31 May 2020.
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Source: The Federal Reserve Bank of Philadelphia, State Street Global Advisors, as at 31 December 2019.
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Figure 9
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Investment Implications

Typically, portfolios with healthy allocations to global equities and bonds are underexposed

to assets that tend to perform best during periods of unexpectedly high inflation. A portfolio
becomes very vulnerable when inflation surprises to the upside since higher-than-expected

inflation can erode a portfolio’s purchasing power and cause equity and bond prices to

underperform. The best way for investors to protect their portfolio from the risk of unexpected
inflation would be to increase their exposure to asset classes that have historically provided a

positive return when inflation tops expectations.

Going back to 1991 — the inception date for the Bloomberg Commodities Index (BCOM) —
commodities and other real return assets have historically served as the best hedge against
inflation surprises. They outperformed traditional asset classes due to their nature of repricing
quickly in response to economic growth. Figure 9 segments the historical inflation surprises
from 1991 through 2019 into quintiles to gauge the impact inflation surprises have on different
asset classes. The first three quintiles are all inflation surprises to the downside. When inflation

undershoots expectations, traditional asset classes have performed very well. Conversely, when
inflation exceeds expectations (quintiles 4 and 5), assets with inflation hedging potential are the

best performers.?
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Source: Bloomberg, State Street Global Advisors.
Note: Commodities = Bloomberg Commodity Index.
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It is not surprising to see inflation-sensitive assets such as commodities, gold, and TIPS perform
well in times of unexpected inflation since these assets are positively correlated to unexpected
inflation. Both equities and REITs have inflation hedging qualities; however, these assets need
longer time horizons to pass on higher prices and rents to their consumers.

When evaluating inflation hedges, it is important to use inflation beta more than correlation.
Correlations reveal the strength of a relationship but not the magnitude of an asset’s move to
inflation (Figure 10). The inflation beta shows the degree an asset class will move up or down per
a1% change in inflation. Real assets, particularly commodities, have exhibited positive, sizable
inflation betas, and as such a small allocation can be used advantageously toward providing
protection from inflation shocks.
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Source: Macrobond, Bloomberg, State Street Global Advisors, as at 31 May 2020.
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Conclusion

The post COVID-19 investment terrain will present challenges for investors to traverse.
Expectations for subdued global growth and moderately higher inflation may motivate global
central banks to employ inflationary strategies to reduce their debt levels and rein in their
swollen balance sheets. This expectation should prompt investors to re-examine their portfolio’s
sensitivity to inflation since few asset classes are expected to perform well when actual inflation
exceeds expectations.

Investors seeking to protect their purchasing power may want to pursue real assets that

have historically proven to provide positive performance relative to equities and bonds in
environments when inflation surpasses expectations. Thus, it may be prudent for investors
toinclude an allocation to real assets to increase the diversification of their portfolio and help
mitigate unexpected inflation’s unpredictable and potentially adverse outcomes for growth

and asset values. While gold has performed well of late and commodities have demonstrated a
strong correlation and beta to inflation, the best approach to hedge inflation remains a diversified
portfolio of real assets that may include commodities, TIPS and REITs. Also, newer asset classes
such as infrastructure and natural resource equities warrant inclusion as they offer attractive
dividends in a low carry world and have also shown positive performance during times of
unexpected inflation.

Endnotes

1 Data for developed markets across the world follow a similar pattern.

2 Itisimportant to note that not all unexpected inflation is created equal and the inflation trend at the time of the surprise
matters. The first quintile almost entirely comprises declining inflation regimes, while the second and third quintiles are
mixed between declining and stable regimes. On the other hand, quintiles four and five are essentially made up of rising
regimes, proving that the underlying inflation trend also plays an important role in asset returns.

STATE STREET

GLOBAL
ADVISORS

Real Assets: Managing Through Inflation Uncertainty 12



About State Street
Global Advisors

Our clients are the world’s governments, institutions and financial advisors. To help them achieve
their financial goals we live our guiding principles each and every day:

o Start with rigour
o Build from breadth
e Invest as stewards
* Invent the future

For four decades, these principles have helped us be the quiet power in a tumultuous investing
world. Helping millions of people secure their financial futures. This takes each of our employees
in 27 offices around the world, and a firm-wide conviction that we can always do it better. As a
result, we are the world’s third-largest asset manager with US $2.69 trillion* under our care.

* This figure is presented as of March 31,2020 and includes approximately $51.62 billion of assets with respect to SPDR
products for which State Street Global Advisors Funds Distributors, LLC (SSGA FD) acts solely as the marketing agent.
SSGA FD and State Street Global Advisors are affiliated.

ssga.com
Marketing Communications.

State Street Global Advisors
Worldwide Entities

Abu Dhabi: State Street Global Advisors Limited,
ADGM Branch, 42801, 28, Al Khatem Tower, Abu
Dhabi Global Market Square, Al Maryah Island,
Abu Dhabi, United Arab Emirates. Regulated by
ADGM Financial Services Regulatory Authority.
T: +9712 245 9000. Australia: State Street
Global Advisors, Australia Services Limited (ABN
16108 671441) (AFSL Number 274900) (‘SSGA,
ASL"). Registered office: Level 16,420 George
Street, Sydney, NSW 2000, Australia. T: 612
9240-7600. F: 612 9240-7611. Belgium: State
Street Global Advisors Belgium, Chaussée de La
Hulpe 120,1000 Brussels, Belgium. T: 322 663
2036.F:3226722077.SSGA Belgiumis a
branch office of State Street Global Advisors
Ireland Limited. State Street Global Advisors
Ireland Limited, registered in Ireland with
company number 145221, authorised and
regulated by the Central Bank of Ireland, and
whose registered office is at 78 Sir John
Rogerson’s Quay, Dublin 2. Canada: State Street
Global Advisors, Ltd., 1981 McGill College Avenue,
Suite 500, Montreal, Quebec, H3A 3A8, T: +514
2822400 and 30 Adelaide Street East Suite 800,
Toronto, Ontario M5C 3G6. T: +647 775 5900.
France: State Street Global Advisors Ireland
Limited, Paris branch is a branch of State Street
Global Advisors Ireland Limited, registered in
Ireland with company number 145221, authorised
and regulated by the Central Bank of Ireland, and
whose registered office is at 78 Sir John
Rogerson’s Quay, Dublin 2. State Street Global
Advisors Ireland Limited, Paris Branch, is
registered in France with company number RCS
Nanterre 832 734 602 and whose office is at
Immeuble Défense Plaza, 23-25 rue Delariviére-
Lefoullon, 92064 Paris La Défense Cedex, France.

T:(+33)144 4540 00. F: (+33)144 45 4192.
Germany: State Street Global Advisors GmbH,
Brienner Strasse 59, D-80333 Munich.
Authorised and regulated by the Bundesanstalt
fir Finanzdienstleistungsaufsicht (BaFin”).
Registered with the Register of Commerce
Munich HRB 121381. T: +49 (0)89-55878-400.F:
+49 (0)89-55878-440. Hong Kong: State Street
Global Advisors Asia Limited, 68/F, Two
International Finance Centre, 8 Finance Street,
Central, Hong Kong. T: +852 2103-0288. F: +852
2103-0200. Ireland: State Street Global Advisors
Ireland Limited is regulated by the Central Bank
of Ireland. Regjstered office address 78 Sir John
Rogerson’s Quay, Dublin 2. Registered number
146221. T: +353 (0)1 776 3000. F: +363 (0)1 776
3300. Italy: State Street Global Advisors Ireland
Limited, Milan Branch (Sede Secondaria di
Milano) is a branch of State Street Global
Advisors Ireland Limited, registered in Ireland
with company number 145221, authorised and
regulated by the Central Bank of Ireland, and
whose registered office is at 78 Sir John
Rogerson’s Quay, Dublin 2. State Street Global
Advisors Ireland Limited, Milan Branch (Sede
Secondaria di Milano), is registered in Italy with
company number 10495250960 - RE.A.
2535585 and VAT number 10495250960 and
whose office is at Via Ferrante Aporti, 10 - 20125
Milano, Italy. T: +39 02 32066 100. F: +39 02
32066 155. Japan: State Street Global Advisors
(Japan) Co,, Ltd., Toranomon Hills Mori Tower 25F
1-23-1 Toranomon, Minato-ku, Tokyo 105-6325
Japan. T: +81-3-4530-7380. F: 81-3-4530-7329.
Financial Instruments Business Operator, Kanto
Local Financial Bureau (Kinsho #345),
Membership: Japan Investment Advisers
Association, The Investment Trust Association,
Japan, Japan Securities Dealers’ Association.
Netherlands: State Street Global Advisors
Netherlands, Apollo Building, 7th floor
Herikerbergweg 29 1101 CN Amsterdam,
Netherlands. T: 3120 7181701. SSGA Netherlands
is a branch office of State Street Global Advisors

Ireland Limited, registered in Ireland with
company number 146221, authorised and
regulated by the Central Bank of Ireland, and
whose registered office is at 78 Sir John
Rogerson’s Quay, Dublin 2. Singapore: State
Street Global Advisors Singapore Limited, 168,
Robinson Road, #33-01 Capital Tower, Singapore
068912 (Company Reg. No: 200002719D,
regulated by the Monetary Authority of
Singapore). T: +65 6826-7565. F: +65 6826-7501.
Switzerland: State Street Global Advisors AG,
Beethovenstr. 19, CH-8027 Zurich. Authorised
and regulated by the Eidgenéssische
Finanzmarktaufsicht (‘FINMA”). Registered with
the Register of Commerce Zurich CHE-
106.0784568. T: +41(0)44 245 70 00.F: +41(0)44
24570 16. United Kingdom: State Street Global
Advisors Limited. Authorised and regulated by
the Financial Conduct Authority. Registered in
England. Registered No. 2509928. VAT No.
577659181. Registered office: 20 Churchill Place,
Canary Wharf, London, E14 5HJ. T: 020 3395
6000.F: 020 3395 6350. United States: State
Street Global Advisors, One Iron Street, Boston,
MA 02210-1641. T: +1 617 786 3000.

The whole or any part of this work may not be
reproduced, copied or transmitted or any of its
contents disclosed to third parties without
State Street Global Advisors’ express

written consent.

The views expressed in this material are

the views of Michael Narkiewicz through

6 July 2020 and are subject to change based
on market and other conditions. This document
contains certain statements that may be
deemed forward looking statements. Please
note that any such statements are not
guarantees of any future performance and
actual results or developments may differ
materially from those projected.

Allinformation is from SSGA unless otherwise
noted and has been obtained from sources
believed to be reliable, but its accuracy is not
guaranteed. There is no representation or
warranty as to the current accuracy, reliability
or completeness of, nor liability for, decisions
based on such information and it should not be
relied on as such.

The information provided does not
constitute investment advice as such term
is defined under the Markets in Financial
Instruments Directive (2014/65/EU) and it
should not be relied on as such. It should
not be considered a solicitation to buy or
an offer to sell any investment. It does not
take into account any investor’s or
potential investor’s particular investment
objectives, strategies, tax status, risk
appetite or investment horizon. If you
require investment advice you should
consult your tax and financial or other
professional advisor.

Past performance is not a guarantee of future
results. Investing involves risk including the risk
of loss of principal.

The trademarks and service marks referenced
herein are the property of their respective
owners. Third party data providers make no
warranties or representations of any kind
relating to the accuracy, completeness or
timeliness of the data and have no liability for
damages of any kind relating to the use of
such data.

© 2020 State Street Corporation.

All Rights Reserved.
ID239052-3156475311.GBL.RTL 0620
Exp. Date: 31/07/2021

STATE STREET iovisoes

Real Assets: Managing Through Inflation Uncertainty

13


http://ssga.com

