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Macro Backdrop: The Opposite of “Transitory” Is “Structural”

We entered this rate hiking cycle in the US with: 

1970s (inflation) + 2000 (asset valuation) + WW2 (debt/GDP) + Cold War 
2.0 (supply chain)

• While the pandemic and policy responses are surely transitory, they may be 
but a trigger for inflationary undercurrents that were building over the 
previous decade.

• “Four Ds” of inflationary undercurrents:

• De-carbonization and commodity underinvestment; 

• Demographic ageing of working age population;

• De-globalization and supply chain re-shoring;

• Dominance of fiscal policy over monetary policy.

• “Inflationary regime” means volatile inflation and rapid cyclical changes:

• E.g., in the “1970s” episode, inflation peaked 3 times, which were 
interlaced by 4 recessions. 

• High leverage and high asset valuations make the disinflationary process 
much more treacherous and painful.

Source: IMF
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Macro Backdrop: Regime Change

An economic regime shift may be afoot:

• Stock-Bond return correlations proxy the hedging value of nominal 
bonds. 

• In a disinflationary regime, inflation is muted, cash flows news 
dominate, stock and bond returns tend to be negatively 
correlated;

• In an inflationary regime, inflation dominates cash flow news, stock 
and bond returns tend to be positively correlated. 

• Since c2000, stock-bond return correlations have been negative. 
Recently The correlation between stocks and bonds has broken down, 
lessening the ability of investors to hedge growth with bonds.

• In my PhD research I found that bond yields increase more in response to 
Treasury supply, when stock-bond correlation is more positive. 

• This has important implications as US government debt-GDP stands at 
historically high levels and the Federal Reserve begins “Quantitative 
Tightening”, which is effectively net new Treasury issuances. 

Source: Bloomberg
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Equities Are 
Generally Not Great 
Hedge of Inflation
• Stocks are traditionally viewed as real assets. 
• In reality, stocks are not unconditionally shielded 

from inflation because of the economic responses 
triggered by inflation. 

• In terms of cash flow:
• Profit margins are squeezed by higher input 

costs.
• “Demand destruction”: lower quantity of sales 

as consumers concentrate spending on 
essentials.

• In terms of valuation:
• Discount rates rise due to higher inflation.
• Bonds offer higher yields in competition 

forcing up equity yields and forcing down 
valuation. 

Source: Bloomberg

Source: Bloomberg



Equity Sectors (Long-Only) Offer Varied Inflation Hedge

Source: Bloomberg

In last 3 decades, certain sectors have provided robust inflation protection: energy, health care, utilities, consumer staples.



Equity Sectors Suffer Poor Performance Under High Inflation

Source: Bloomberg, Ken French Website

When high inflationary regimes, e.g., 1970s, are included, all long-only equity sectors including energy perform poorly.



Value and Momentum 
Factors Offer Decent 
Inflation Hedge

• Equity Style factors: long-short, cap-
weighted, funded returns, gross of t-cost.

• Value performs decently in moderate 
inflation but suffers in high inflation.

• Momentum seems to perform well even in 
high inflation but noisy.

• Quality and Profitability perform relatively 
poorly in high inflation as profit margins are 
eroded.

Source: Bloomberg, HML, MOM, and RMW factor returns come from Ken French Website, QMJ factor returns come 
from AQR.



Investment and 
Reversal Offer Some 
Protection With Noise

• Investment, Short Reversal, and Long 
Reversal factors all seem to offer some 
degree of protection against inflation.

• Betting Against Beta factor (low beta) 
does not seem to hold under high 
inflation. 

• Generally, the style factor results must 
be viewed conservatively because of 
(historical) trading costs.

Source: Bloomberg, CMA, ST_Rev, and LR_Rev factor returns come from Ken French’s Website, BAB factor 
returns come from AQR.



Treasuries and TIPS 
Under Inflation

• Nominal bonds expectedly suffer in 
inflationary regimes. 

• TIPS, which have a relatively short history 
in a generally disinflationary regime, 
nevertheless exhibit a “tent-shaped” real 
returns response to inflation

• the nominal duration exposures;
• inflation expectations may not align 

with realized inflation. 

• We can “enhance” the inflation hedge of 
TIPS with an overlay of pure inflation 
expectations exposure.

Source: Bloomberg

Source: Bloomberg



Commodities Offer 
Robust Inflation 
Protection

• BCOM Composite Index is a good 
inflation hedge that benefits from 
diversification across commodity 
sectors.

• Agriculture, Base Metals, and Energy 
have provided hedge against 
inflation.

• The “golden smile”: hedge against 
deflation and hyperinflation.

Source: Bloomberg



Trend-following 
Protect Against 
Extremes

• Trend-following strategies tend to 
perform well in extreme macro 
regimes.

• “To survive disasters, we need 
smiles.”

• Within asset classes, the strategy 
appears to work best for commodities, 
but less well for other asset classes. 

• Caveats: 2000-2022 especially 2010s 
were mostly disinflationary and had 
lower macro vol and general poorly 
trend performance. 

Source: Bloomberg



Defining Economic Regimes

Source: Bloomberg, Philadelphia Fed

• We care about assets’ performances in different 
inflationary regimes and even recessions. 

• We define four macro economic regimes based 
on quarterly CPI and GDP realizations and 
expectations from the Survey of Professional 
Forecasts (SPF).

• Currently we are in “stagflation”.

GDP Surprise Inflation Surprise

Inflationary Growth >0.5% >0.5%

Disinflationary Growth >0.5% <-0.5%

Stagflation <-0.5% >0.5%

Recession <-0.5% <-0.5%



Performance Across Economic Regimes

Source: Bloomberg, AQR, Ken French’s Website, Philadelphia Fed

• Asset classes, equity sectors and style risk 
premia have had very different 
performances across macro regimes. 

• There is a general trade off between 
inflationary hedge and procyclical risks.

Source: Bloomberg, Philadelphia Fed



Inflation Beta – Sharpe Ratio Trade-off

Source: Bloomberg
Inflation Beta is obtained from regressing monthly overlapping YoY returns on contemporaneous 
realized CPI inflation. Qualitatively similar results are obtained from using other measures of 
inflation. 

• This chart summarizes the essential 
trade-off between inflation beta and 
strategy performance and risk. 

• An “Efficient frontier” of Inflation Beta -
Sharpe Ratio: “for a given level of 
inflation beta, what’s the highest Sharpe 
Ratio we can attain?”



Summary

Inflationary 
Growth Stagflation Recession

Asset Class Equities, TIPS, 
Commodities

TIPS, 
Commodities

Nominal 
Treasuries, 
Gold

Style Factor (L/S)
Value, 
Momentum/
Trend

Value, Momentum/
Trend Trend

Equity Sectors

Energy, Tech, 
Industrials, 
Materials, Real 
Estate

Energy, 
HealthCare, 
Utilities, Consumer 
Staples, 

HealthCare, 
Consumer 
Staples



Bloomberg Indices Inflation Strategies

• Multi-Asset:

• BBG-IQ Multi-Asset Inflation Index (Ticker: BTSIIMAI): mix of equities, TIPS and commodities to respond changing 
inflationary regimes. 

• Multi-Asset Sector Dynamically Weighted Trend-following: leveraging momentum and multi-asset diversification for 
superior performance in volatile inflationary regimes. 

• Equities:

• Bloomberg FAANG Index (Ticker: BFAANG): companies with primary business activities in Fuel (F), Aerospace & 
Defense (A), Agriculture (A), Nuclear and Renewable Energy (N), and Gold and Other Base & Precious Metals (G). 

• Low Equity Duration: stocks whose cash flows are more concentrated in the near term are less susceptible to the 
valuation compression due to rising interest rates

• Pricing Power: companies whose profit margins historically have been positive and highly stable are typically 
rewarded in an inflationary environment. 

• Fixed Income: 

• Bloomberg Enhanced Inflation Index (Ticker: I35616US): overlay TIPS with pure inflation expectations exposures for 
stronger inflation hedge.
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Bloomberg Pricing Power Index

• In a structurally inflationary environment, we want to invest in companies with “pricing power”.

• We systematically identify pricing power as companies whose profit margins historically have been positive and highly stable.

• Indeed, we see that since 2020-Sep the onset of inflation, pricing power index has consistently outperformed the B1000 Index. 

• The pricing power index has comparable or lower risk than the B1000 index, performs similarly as minvol index YTD.

• Finally, the pricing power index performs comparably with popular COWZ index in the long run.

Source: Bloomberg



Bloomberg Low Duration Index

• Our research shows that in a structurally inflationary regime, investors benefit from tilting towards lower duration and value. 

• We estimate implied duration for individual stocks and form a portfolio of low duration stocks.

• We find that low duration to be a rewarding new factor. It not only outperforms during inflation and sell-off but also over the long 
run in a disinflationary environment. 

• The performance compares very favorably with other notable value strategies, notably iShares FOVL ETF, which is rated most highly  
by BI ETF.

Source: Bloomberg



Value Factor 
Inflation Hedge 
Drill-in

• Value factor is defined as the 
average of four descriptors: 
Book/Market, Earning/Price, 
Dividend/Price, Free Cash 
Flow/Price. 

• Value factor’s performance in the 
inflationary regime is consistent 
across all descriptors.

• In extremely high inflation, value 
suffers as economy enters 
recession.

Source: Bloomberg



Energy Commodities 
Hedge Inflation At A 
Cost

• Nearly all oil commodities tend to rise 
in inflationary environments. 

• This is expected as energy is an input 
into the CPI basket and the most 
volatile component.

• Energy commodities exhibit a “boom-
bust” profile: outperformance in 
inflationary regimes and crash during 
recessions.

Source: Bloomberg


