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In 2022, we saw some of the highest levels of inflation in the US and Europe since the
1980s (Figure 1). Not only had central banks Teft the punch bowl at the party for too
Tong, but many supply shocks had sent prices rising sharply. The Ukrainian war, for
example, sent energy and food prices higher. Adjusting complex supply chains that showed
their weaknesses in the COVID-19 pandemic has also contributed to pricing pressure. In
2021, when prices were rising on the back of monetary and fiscal stimulus, cyclical
assets like equities performed very well. But as the punch bowl was belatedly removed in
2022, with a monetary tightening cycle that was the most aggressive since the 1980s, and
input costs rose (think higher energy and Tlabour costs compressing corporate profit

margins), there was very 1little place for refuge. US equities were down 18%l, global
equities were down 20%2, bonds were down 16%3, Bitcoin Index was down 64%* and real

estate was down 24%°. The one standout asset class was commodities®, which was up 16%.

Figure 1; 2022 Inflation hit highest levels since 1930s
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Source: WisdomTree, Bloomberg, US and UK: January 1970 to November 2022. West Germany: January 1970 to December

2002. Euro Area: January 1997 to November 2022.

Historical performance is not an indication of future performance and any
investments may go down in value.

commodities and gold as an inflation hedge

European professional 1investors believe broad commodities (48%), gold (41%) and
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industrial metals (40%) are the best instruments for hedging against inflation according
to a recent survey we commissioned’.

We agree that commodities are one of the best hedges for inflation. Looking back at
Tong-term historic data, we can see that commodities are one of the most inflation-
sensitive assets «classes (Figure 2). We separate inflation 1into f‘expected’ and
‘unexpected’ components. We proxy f‘expected’ inflation using the T-Bill interest rate.
‘Unexpected inflation’ is the 'realised inflation rate' minus the T-Bill rate. very few
assets rise with unexpected inflation. Commodities and gold are clearly in a category of
their own here, with industrial metals excelling as an unexpected inflation hedge. To
stress, the inflation we have been Tiving with in the past 2 years has been largely of

the unexpected nature8.

Figure 2: Sensitivity of major asset classes to expected and unexpected inflation
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Source: WisdomTree, Bloomberg, S&P. From January 1960 to November 2022. Calculations are based on monthly returns
in USD. Broad commodities (Bloomberg commodity total return index) and US equities (S&P 500 gross total return
index) data started in Jan 1960. US treasuries (Bloomberg US treasury total return unhedged USD index) and US

corporate bonds (Bloomberg US corporate total return unhedged USD index) data started in Jan 1973. Gold (physical

gold) data started in 1968. US Treasury Inflation Protected Securities (TIPS) started in Apr 1997. Sensitivity is
measured through the asset class beta with inflation (the higher the beta the more the asset tends to rise with
inflation). In statistical terms, beta represents the slope of the 1line through a regression of the asset class

returns and inflation. we proxy the expected inflation using the T-Bill interest rate. Unexpected inflation is the

'realised inflation rate' minus the T-Bill rate.

Historical performance is not an indication of future performance and any
investments may go down in value.

Broad commodities also do well in hedging against expected inflation (Figure 2). oOnly US
Treasuries have a sensitivity to expected inflation as high as broad commodities. So, as
inflation surprises temper, we could find commodities remain an important hedging
instrument.

Moving to the next phase of the business cycle

In 2021, when monetary and fiscal conditions were loose, we saw very strong economic
growth and high inflation. That was the goldilocks scenario for commodities. Looking
back at data since 1961 (Figure 3), we can see that commodities have returned on average
43% 1in high 1inflation and strong growth environments. Gold has returned 37% over the
same period. In 2021, commodities returned 27%. In 2022, when developed world central
banks started to tighten monetary policy, growth faltered while inflation remained high.
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Looking back at data since 1961, we can see that 1in high inflation/low growth
environments, commodities do not do so badly, with an average 11% growth, which is on a
par with Treasuries. In 2022 we know that commodities outperformed Treasuries by a long
stretch (+18% vs. -10%). Historically, in high inflation/Tow growth environments gold
also performs positively. In 2022, gold was about flat, after facing extraordinary
headwinds from a strong US dollar and rising bond yields.

Looking to 2023, we believe that inflation will remain stubbornly high (at Teast above
3.5%, the threshold we use for ‘high’ in this analysis). That means we could be stuck in
this phase of high inflation/Tow growth period for longer. we stress that is not bad for
commodities. In fact, with the uUSs dollar no Tlonger appreciating, broad commodities and
gold have one headwind removed. with US bond yields appearing to have peaked, gold also
has another headwind removed.

Figure 3: Asset performance in different inflation and growth scenarios
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Ssource: WisdomTree, Bloomberg. From June 1961 to November 2022. Inflation based on US Consumer Price Index data.
Growth based on the OECD composite leading indicator (CLI) which is designed to provide early signals of turning
points in business cycles, showing fluctuation of the economic activity around its long-term potential Tevel. CLIs
show short-term economic movements in qualitative rather than quantitative terms. CLI is amplitude adjusted, Long-
term average = 100. Asset price calculations are based on yearly returns in USD. Broad commodities (Bloomberg
commodity total return index) and US equities (S&P 500 gross total return index) data started in June 1961. US
treasuries (Bloomberg US treasury total return unhedged USD index) and Gold (physical gold) data started in 1968.
High inflation is when CPI inflation is above 3.5%. Low inflation is when CPI is below 1.5%. High growth is when
CLI is above 101.4 for high inflation scenarios and 100 for low inflation scenarios (CLI threshold is Tlowered for
the latter because of the Tow number of observations with inflation below 1.5 and CLI above 101.4). Low Growth is

when CLI 1is below 98.6.

Historical performance is not an indication of future performance and any
investments may go down in value.

commodities are not just an inflation hedge
while inflation has been a key concern for investors over the past 2 years, and will

continue to be an important consideration for the coming year, we believe that there are
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more reasons to consider allocations to commodities than just inflation.

commodities generally have a Tlow correlation with most other assets (Figure 4). That
makes it a nice asset to diversify with.

Figure 4: Historical Correlation Between Asset Classes

Broad US Equities World Global us
Commodities Equities Aggregate Corporate

Bond High Yield

Commodities
UsEquities BT 1.00
037 0.91 1.00

Global Aggregate 0.25 0.25 0.35 1.00

Bond

US Corporate High [0 0.65 0.63 0.33 1.00
Yield

Source: WisdomTree, Bloomberg. From December 1982 to December 2022. Broad commodities = Bloomberg commodity total

return index. US equities = S&P 500 gross total return index. Global Aggregate Bond = Bloomberg global aggregate

credit total return. US Corporate High Yield = The Bloomberg US Corporate High Yield Bond Index.

Historical performance is not an indication of future performance and any
investments may go down in value.

In fact as we argue 1in The case for 1Investing in Broad Commodities, these Tow
correlations hold even 1in times of crisis (that is, when US equities are falling more
than 5%). on average, in all the months since the 1960s where US equities have lost more
than -5%, commodities have lost -0.65%. In all the months where US equities gained more
than 5%, commodities gained 1.13%. This compares to -7.8% and 7.5%, respectively, for US
equities themselves. So, while commodities are cyclical (that is, they tend to lose and
gain broadly at the same time as equities), the amplitude of such gains is significantly
more muted. So, any investors fearing further downside to equities, could hedge with
commodity exposure.

Positioning for the future

We believe we are in a time of profound change. The energy crisis of 2022 laid bare the
need for Europe to wean itself off Russian energy sources. REPowertEU, the European
Union’s plan to reduce reliance on Russia, accelerates an energy transition to renewable
energy sources. We believe that will be metal demand positive. An electrification of
energy production (that comes with a move to renewables 1instead of combusting
hydrocarbons) will require more distribution and transmission cables, more energy
infrastructure, and more batteries. This trend will be industrial metal positive. With
most nations across the world behind in their climate change targets, we believe there
will be an acceleration in the adoption of decarbonising technology as they play catch-
up. At the same time, an underinvestment in traditional energy sources has Tleft oil and
gas markets (which the world is still highly reliant on) very tight. Commodities provide
the essential materials to manage this transition and are Tikely to benefit.

conclusions

As many professional investors have identified, commodities, gold, and industrial metals
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are typically excellent tools for inflation hedging. Commodities are a valuable asset
for portfolio diversification in general. Commodities may play an increasingly important
role in hedging against climate risk and industrial metals demand, 1in particular, is
Tikely to benefit from the energy transition megatrend.

Sources

1 sgp 500 equity total return index (31/12/2021 to 30/12/2022)

2 MSCI ACWI total return (31/12/2021 to 30/12/2022)

3 Bloomberg global aggregate credit total return (31/12/2021 to 30/12/2022)
4 Bloomberg Galaxy Bitcoin total return (31/12/2021 to 30/12/2022)

> FTSE EPRA Nareit Global REITS (31/12/2021 to 30/12/2022)

6 Bloomberg commodity Index Total Return (31/12/2021 to 30/12/2022)

7 pan European Professional Investor Survey, September 2022, 600 respondents, conducted
by Core Data Research.

8 For example, the Citi Inflation Surprise Indicator, which measures whether inflation
readings have been coming in above or below consensus expectations (calculated in a 3-
month rolling window), has been positive for 28 consecutive months to November 2022
(i.e. inflation has surprised to the upside) for the uUS and UK and 24 consecutive months
for the Euro Area.
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View the online version of this article here.

wisdomTree.com * +44 (0) 207 448 4330 WISDOMTREF


https://wisdomtree.eu/~/link.aspx?_id=56835FBDC3E143BF94594CE791C1161A&_z=z
https://wisdomtree.eu/~/link.aspx?_id=2A5ED3D8352C46D1B4FB36CF1B6E2180&_z=z
https://wisdomtree.eu/~/link.aspx?_id=68716C254A204694850665D48B44FEF0&_z=z
https://www.wisdomtree.eu/en-gb/blog/2023-01-11/commodities-are-more-than-just-an-inflation-hedge

WisdomTree INSIGHT ARTICLE

Important Information

Marketing communications issued in the European Economic Area (“EEA”): This
document has been issued and approved by WisdomTree Ireland Limited, which is authorised
and regulated by the Central Bank of Ireland.

Marketing communications dssued in jurisdictions outside of the EEA: This
document has been issued and approved by WisdomTree UK Limited, which 1is authorised and
regulated by the uUnited Kingdom Financial Conduct Authority.

wisdomTree 1Ireland Limited and WwisdomTree UK Limited are each referred to as
“WisdomTree” (as applicable). our conflicts of Interest Policy and Inventory are
available on request.

For professional clients only. The information contained in this document is for
your general information only and 1is neither an offer for sale nor a
solicitation of an offer to buy securities or shares. This document should not
be used as the basis for any investment decision. Investments may go up or down
in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should
be based on the information contained in the appropriate prospectus and after
seeking independent investment, tax and legal advice.

The application of regulations and tax laws can often lead to a number of
different interpretations. Any views or opinions expressed in this communication
represent the views of wisdomTree and should not be construed as regulatory, tax
or Tlegal advice. WisdomTree makes no warranty or representation as to the
accuracy of any of the views or opinions expressed in this communication. Any
decision to invest should be based on the information contained 1in the
appropriate prospectus and after seeking independent investment, tax and Tegal
advice.

This document is not, and under no circumstances is to be construed as, an advertisement
or any other step in furtherance of a public offering of shares or securities in the
United States or any province or territory thereof. Neither this document nor any copy
hereof should be taken, transmitted or distributed (directly or 1indirectly) dinto the
United States.

Although wisdomTree endeavours to ensure the accuracy of the content 1in this document,
wisdomTree does not warrant or guarantee its accuracy or correctness. Where wisdomTree
has expressed its own opinions related to product or market activity, these views may
change. Neither wisdomTree, nor any affiliate, nor any of their respective officers,
directors, partners, or employees accepts any liability whatsoever for any direct or
consequential Toss arising from any use of this document or its contents.
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