
Inflation fears are rumbling through financial markets again. Unprecedented fiscal and

monetary stimulus to contain the fallout from the Covid pandemic has investors worried that

the multi-decade fall in inflationary pressures might finally be about to turn. The key

question facing them is how to prepare.

In part, history suggests the outlook for markets depends on what the inflationary backdrop

is likely to be. 

A combination of rising prices and modest economic growth, for example, favours

commodities and gold. Inflation with an economy ‘running hot’, meanwhile, acts as a boost

not only for those defensive investments, but also for real assets more generally – including

housing, equities and high yield bonds.

The inflation question

The risk of a strong rise in US inflation is probably at its highest for at least 15 years.

Lockdowns designed to rein in the pandemic have caused supply bottlenecks, leading to a

rise in commodity prices and those of other production inputs; delivery times have also

lengthened, further reducing availability of goods.

Base effects will also be significant.  Oil prices collapsed a year ago – the prices of some oil

contracts went negative briefly in 2020 – and their subsequent recovery will push annual
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Fig. 1 - A mixed bag

Correlation between asset classes’ returns and current US
growth and inflation since 1950*

Source: Pictet Asset Management, CEIC, Refinitiv

Datastream. For details of dates see Fig. 2.

headline inflation measures above 3 per cent

in the second quarter. 

These factors have fed through to inflation

worries. Long-run inflation expectations,

implied by the 10-year breakeven inflation

rate, have risen to 2.3 per cent, their highest

since July 2014. Household inflation

expectations for the coming year have also

jumped, up 1.2 percentage points to 3.3 per

cent and their 5-year expectations have

climbed to 2.7 per cent.

Supply-driven inflationary pressures should

ease with the opening of the economy as the

pandemic is brought under control. But at the

same time, demand is set to jump as

consumers start to spend their stimulus

cheques, not least on long-shut services. 

Responding to inflation

If inflation is on its way up, how investors ought to react will depend on the wider state of

the economy and  business conditions.

We took a look at one year total returns of nine asset class indices – commodities, gold,

S&P 500, US Treasury bonds, US high yield credit, investment grade credit, Treasury

inflation protected securities (TIPS), money markets and housing – relative to what was

happening to US inflation and economic growth since 1950.



Fig. 2 - For every season there's an asset

Average year on year returns for asset classes under different US economic environments*, %

Source: Pictet Asset Management, CEIC, Refinitiv Datastream. 

*Date ranges for data are as follows: US Treasury from 01.01.1979 to 31.12.2020; Gold from 01.01.1969 to

31.12.2020; US inflation-linked from 01.03.1998 to 31.12.2020; US investment grade from 01.01.1974 to

31.12.2020; Commodities from 01.12.1970 to 31.12.2020; US high yield from 01.09.1987 to 31.12.2020; US money

market from 01.01.1996 to 31.12.2020; S&P 500 from 01.01.1950 to 31.12.2020; US housing from 01.03.1971 to

31.12.2020.

 

In general, we found a negative correlation between inflation and US Treasuries, stocks and

investment-grade credit, and a positive correlation with the six other asset classes.

Although money markets are positively correlated with inflation, their real returns during

periods of high and rising prices are slightly negative. By contrast, TIPS, housing,

commodities and gold all post positive returns during inflationary periods, in double digits

for the latter two. What’s more, commodities, real estate and gold continue to show a

positive correlation to inflation even with a lag, which is to say their future returns rise and

fall with current inflation.

Investment returns move in the same direction as economic growth for all asset classes

except Treasury bonds, TIPS and gold, with Treasuries showing the largest negative

correlation. Stocks and high yield bonds show the strongest correlation with economic

growth, though housing and money markets also move in the same direction.



Mixing inflation and growth

As the 1970s made very clear, though, rising inflation doesn’t always coincide with

economic growth. In which case, investors need to know what happens to assets under

different inflationary and growth regimes.

We classified periods based on whether US quarterly GDP growth was above or below its 7-

year moving average, and inflation by whether inflation was above a 2 percent annual rate

and rising or, alternatively, below 2 per cent or declining.

We found that in benign environments of low inflation but strong growth, the best

performers were riskier assets: stocks, high yield and investment grade credit, with average

annual returns of 19 per cent for the first and 11 per cent for the latter two. Gold and

commodities, which are typically good hedges against inflation, were the worst performers

under that scenario.

In periods of rising inflation and growth – which seems the most likely outcome for the

coming quarters – commodities generated 14 per cent annual returns, the S&P 500 was up

13 per cent, high yield and gold up around 11 per cent and housing up 7 per cent. Indeed,

this is the second-best economic environment for both stocks and high yield credit, which

suggests growth is a more important factor here than inflation. By contrast, TIPS, Treasuries

and money markets all fared badly in that environment.



Fig. 3 - What does best when

Best performing* asset classes under each US economic environment

*Based on average annual year on year returns under four US economic scenarios. Source: Pictet Asset Management,

CEIC, Refinitiv Datastream. 

Date ranges for data are as follows: US Treasury from 01.01.1979 to 31.12.2020; Gold from 01.01.1969 to

31.12.2020; US inflation-linked from 01.03.1998 to 31.12.2020; US investment grade from 01.01.1974 to

31.12.2020; Commodities from 01.12.1970 to 31.12.2020; US high yield from 01.09.1987 to 31.12.2020; US money

market from 01.01.1996 to 31.12.2020; S&P 500 from 01.01.1950 to 31.12.2020; US housing from 01.03.1971 to

31.12.2020.

 

In those periods when inflation was high and growth low, gold and commodities generated

19 per cent annual returns, TIPS 8 per cent and Treasuries 7 per cent. In those periods,

high yield credit, money markets and stocks were the worst performers.

Finally, when inflation and growth were both subdued, Treasury bonds and investment grade

credit posted returns of 8 per cent, while stocks were up 6 per cent. Gold and commodities

were the worst performers under these conditions. 

Interestingly, adjusting those returns for risk doesn’t alter these outcomes materially –

though here we are restricted to using data available since 1998 rather than the full history

back to 1950. The only difference of note is that TIPS look more attractive during periods

of inflationary expansion on a risk-adjusted basis.



Our analysis of US asset class returns suggests investors have plenty to think about as they

parse economic developments. Will inflation take off and become embedded, or are we just

looking at a temporary spike after which price pressures will fade back to trends of the past

decades? Will the economy snap back and maintain momentum? Will the US Federal

Reserve calibrate its monetary policy to suit the real economy? Will the last bout of stimulus

trigger overheating?

But whatever the actual outcome, at least history offers some guide to what investors might

be able to expect from asset classes.
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