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2021 will remain known as the year when both inflation and broad commodity investment

woke up from their decade long slumber. While distracted observers may chalk this up to

chance, specialists will recognise the effect of disrupted supply-chain and renewed

demand on both. Historically, broad commodity investments, physical or futures contract-

based, have been a strong inflation hedge. This is usually the case when inflation is

unexpected, resulting from exogenous pressure or geopolitical effects. As inflation has

proven more resilient than transitory, investors are searching for a way to protect

their investments against erosion. If History is any guide, broad commodities stand head

and shoulders above many other assets.

 

Can monetary policy fix the global supply chain?

 

US inflation has been printing above 5% since Q2 2021. The December 2021 reading of 7.0%1

was the highest since July 1982. While the Federal Reserve (Fed) pointed to transitory

inflation earlier, this language has progressively left Federal Open Market Committee

minutes. Over time, Fed officials have turned more and more hawkish to a point where

four hikes are on the table this year. Furthermore. Elevated inflation is a global

phenomenon, with Europe and parts of Asia facing similarly elevated changes in prices.

Euro Area inflation is at a series high (i.e., since the formation of the Euro Zone in

1999), with the December 2021 print at 5.0%2. UK’s December 2021 inflation topped 5.8%3 -

the highest since April 1992. While most Asian nations are maintaining an inflation rate

within central bank targets, South Korea and Singapore have seen an acceleration in

prices in 2021.

 

Inflation is not only high, but readings have taken analysts by surprise. The Citi

Inflation Surprise Indices (which measure the deviation between consensus surveys of

economists and actual inflation readings), are at a series high for global, Euro Area

and UK and are just coming off the highs for US. Looking for the source of this

unexpected surge in prices across the globe, the disruption of the global supply chain

is at the top of the list. The coronavirus and its multiple variant-driven waves have

uncovered the weaknesses of an overspecialised, overly stretched supply chain, creating

shortages and driving up prices. Fundamental changes to our society and way of work,

illustrated by the “Great Resignation”, have further emphasised those disruptions.

Suppose such is the cause of inflation. It may not be immediately treatable through a

course of monetary tightening, as quick or as strong as it is.

 

Broad Commodity, a natural inflation hedge and supply chain hedge
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In such an environment, investors need to look for ways to hedge their portfolios.

Growth companies, which have been driving the exceptional performance of equities over

the last few years, are extremely vulnerable to inflation and rate hikes, for example.

Interest rate rising outstrip future growth expectations, leading to a negative effect

on the present value of the stock.

 

Looking back at 2021, it is no surprise that broad commodities have performed

extraordinarily well, with +27.11%4. The last time commodities returned that much was in

2000. At the time, US Consumer Price Index (CPI) inflation was close to 4%. This is no

coincidence. While most assets are a poor hedge against inflation, broad commodities are

known for their capacity to hedge against inflation, as a matter of fact.

 

Commodities are intrinsic components of inflation indices around the world. Up to 50% of

inflation baskets are directly or indirectly linked to commodity prices through food,

energy or materials used in cars, buildings and infrastructure5. This is even more

important today. The same mechanisms that transform supply chain disruption in inflation

also create elevated commodity prices, such as increased agricultural products prices or

increased metal prices.

 

Broad Commodities an effective hedge against expected and unexpected inflation

 

Looking back at historical data, we observed that broad commodities as the highest beta

to inflation among many asset classes. US equities exhibit a very negative beta to

inflation, indicating their tendency to perform poorly when inflation is trending up.

Even equity sectors that have the reputation to hold up well against inflation, like

miners or energy producers, do not come close to the beta exhibited by broad commodity

futures. In fixed income, both treasuries and corporate bonds tend to suffer in periods

of increasing inflation. High Yield bonds and Inflation-linked bonds (“TIPS”) fare

better but, again, nothing as strong as broad commodities.

 

Figure 1: Beta to expected inflation of main asset classes

Source: WisdomTree, Bloomberg, S&P, Kenneth French Data Library. From January 1960 to November 2021. Calculations

are based on monthly returns in USD. Broad commodities (Bloomberg commodity total return index) data started in

Jan 1960. US TIPS (Bloomberg US Treasury Inflation-linked total return bond index – Series L index) data started

in March 1997. US House Price (S&P Corelogic Case-Schiller US National Home Price seasonally adjusted index) data

started in January 1987. US Equities, Precious metal miners, Industrial metal miners and Energy producers are

sourced from the Kenneth French Data Library. Precious metals miners data started in June 1963.
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Historical performance is not an indication of future performance and any

investments may go down in value. 

 

On top of being positively correlated to inflation, it is also very interesting to look

at the behaviour of commodities in different inflation regimes. In Figure 2, we split

every monthly returns since January 1960 into five quintiles by the level of realised

inflation (i.e., US CPI) during those months. The low quintile, i.e., months when

inflation is low, is the only type of period where the average broad commodities futures

contract has performed negatively. Then as inflation increased, the performance of

commodities has also increased. 

 

Broad commodities are the only asset here that have historically performed the best in

months where the inflation is the highest. US equities, miners and even US TIPS have

historically performed the best in low inflation environments. This is again quite a

powerful testament to commodities as an inflation hedge.

 

Figure 2: Performance depending on the level of realised inflation

Source: WisdomTree, Bloomberg, S&P, Kenneth French Data Library. From January 1960 to November 2021. Calculations

are based on monthly returns in USD. Broad commodities (Bloomberg commodity total return index) data started in

Jan 1960. US TIPS (Bloomberg US Treasury Inflation-linked total return bond index – Series L index) data started

in March 1997. US Equities, Precious metal miners, Industrial metal miners and Energy producers are sourced from

the Kenneth French Data Library. Precious metals miners data started in June 1963.

Historical performance is not an indication of future performance and any

investments may go down in value. 

 

Over the last year, WisdomTree has conducted in-depth research on the potential

advantages of investing in broad commodities in a multi-asset portfolio (see here).

Their historical inflation hedging properties sit squarely at the top of this list. With

inflation stuck in high single-digit territory for the first time in decades, it may be

high time for investors to take note of it once again.

 

Sources

1 US Bureau of Labor Statistics

2 Eurostat
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3 Office for National Statistics

4 Source: Bloomberg. 31st December 2020 to 31St December 2021. Using the performance of

the Bloomberg Commodity Total Return Index.

5 Source: WisdomTree, US Bureau of Labor Statistics, European Central Bank, UK Office for

National Statistics. As of July 2021.

 

Related blogs

+ Broad Commodities, the portfolio’s super diversifier?

+ Broad Commodities, not just another cyclical asset

 

Related products

+ WisdomTree Enhanced Commodity UCITS ETF - USD Acc (WCOA/WCOB)

+ WisdomTree Broad Commodities UCITS ETF – USD Acc (PCOM)

 

View the online version of this article here.
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“WisdomTree” (as applicable). Our Conflicts of Interest Policy and Inventory are
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For professional clients only. The information contained in this document is for

your general information only and is 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 legal 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 in the          

appropriate prospectus and after seeking independent investment, tax and legal        

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 indirectly) into the

United States. 

Although WisdomTree endeavours to ensure the accuracy of the content in 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 loss arising from any use of this document or its contents.
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