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Ruminations on Hedging Inflation 
 

While inflation is currently quiescent, there is a great deal of concern that it may reappear with a 
vengeance in the future.  Currently the spread between nominal (“regular”) treasuries and TIPs 
(Treasury Inflation Protected Securities) indicates very moderate inflation expectations, but of 
course the situation could change given the Federal Reserve’s aggressive monetary policy.  Following 
are some of the main ways to hedge inflation risk. 
 
Stocks.  As a claim on non-financial assets (land, equipment, brand name, etc.) stocks should 
maintain their purchasing power despite inflation.  Since companies are net debtors, they should 
even benefit from inflation.  Research indicates that people don’t analyze financial statements 
correctly in inflationary environments, and companies aren’t fully valued in that situation.  Of 
course, the mispricing should correct in the long run.  “Common knowledge” regards inflation as 
bad for stocks.  Examining the calendar years from 1926 through 2008, we find the following 
annualized returns for stocks under various levels of inflation: 
 

Inflation Level Total US Stock Market # Years 

Deflation 10.19% 10 

Low Inflation (0-3%) 13.48% 32 

Moderate Inflation (3-5%) 14.02% 24 

High Inflation (>6%) 2.54% 17 

 
The above indication that high inflation is bad for stocks is less clear when plotted on a scatter chart: 
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While we are looking at scatter charts, here is the same one for bonds (five year treasuries): 

 
 
International Investments.  U.S. inflation may be hedged by holding financial assets denominated 
in other currencies such as foreign stocks and bonds and not hedging the currency risk. 
 
Fixed Income.  There are two ways to hedge, or at least mitigate, inflation ravaging a fixed-income 
portfolio.  First, hold TIPs rather than nominal bonds.  To the extent inflation manifests in the 
prices of consumer goods (rather than creating a bubble in some other asset), the bond-holder is 
fully hedged.  Second, in nominal bonds keep the duration (roughly the same as the maturity) 
relatively short. 
 
Alternative Investments.  Equity REITs (Real Estate Investment Trusts) can be a good inflation 
hedge assuming the mortgages are less flexible (longer term and more fixed rates) than the rental 
agreements, which would normally be the case.  In addition, commodities in general should hedge 
inflation to some extent.  The historical change in commodities prices (spot prices, not futures) is 
slightly under the rate of inflation because technological developments mean constant improvement 
in our ability to grow, extract, refine, etc. commodities. 
 
Real Estate.  For most people, their home is their largest investment.  Because purchasing a home 
can be considered pre-paying rent with today’s dollars, this is also an inflation hedge.  Alternatively, 
a home financed with a long-term fixed-rate mortgage is an outstanding inflation hedge as well since 
future payments will be made with cheaper dollars. 

Bonds vs. CPI
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Notes: 
 
The analysis in this report has been prepared by David E. Hultstrom, MBA, CFP

©
, CFA

©
. 

 
Mr. Hultstrom is the president of Financial Architects, LLC, a financial planning and wealth 
management firm. Questions or comments are welcome, and he may be reached at 
David@FinancialArchitectsLLC.com or (770) 517-8160. 
 

 

Reasonable care has been taken to assure the accuracy of the data contained herein and comments are 
objectively stated and are based on facts gathered in good faith. We disclaim responsibility, financial or 
otherwise, for the accuracy or completeness of this report. Opinions expressed in these reports may change 
without prior notice and we are under no obligation to update the information to reflect changes after the 
publication date. Nothing contained in this material is intended to constitute legal, tax, securities, or investment 
advice, nor an opinion regarding the appropriateness of any investment, nor a solicitation of any type. The 
general information contained in this publication should not be acted upon without obtaining specific legal, tax, 
and investment advice from a licensed professional. Past performance is no guarantee of future results. This is not 
an offer, solicitation, or recommendation to purchase any security or the services of any organization. The 
foregoing represents the thoughts and opinions of Financial Architects, LLC, a registered investment advisor.  Your 
mileage may vary. 
 
This report was originally written in November, 2009 and was last reviewed/updated in April, 2013. 
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