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A. Factor Introduction: Inflation

Excessive Inflation is a great destroyer of value and purchasing power. However, it is a cyclical 
phenomenon and is expensive to protect from when you don’t need it. Too many investors 
have been talked into believing they always need Inflation protection, but in reality, having 
Inflation protection in your portfolio is unnecessary and counterproductive most of the time. 
Instead, Inflation can and should be managed on a more cyclical, tactical basis.

The primary driver of our Inflation measurement is the pure, macroeconomic concept of Inflation, which comes in 
two forms; absolute levels (relative to history) and change (by its acceleration). 

Why do we need both? Take two hypothetical reads for the US Consumer Price Index as an example. If the 
current CPI read was in the 95th percentile of its historical value, it is logical to assume that significant Inflation is 
occurring; this is an example of Inflation Levels and is quite obvious. If the current read is in the 40th percentile of 
its historical value, that seems benign at first blush. But if this 40th percentile read was preceded by a read in the 
10th percentile one month prior, this would show stark Inflation Change: another good indication that Inflation is 
on the way.

Our composite measurement of Inflation also takes into account how much Inflation is implied by market 
behavior. The market’s view on Inflation can be reliably captured by comparing the rate of short-term treasury 
bonds to breakeven rates.

Although the market’s perspective on Inflation may not affect the actual amount of Inflation that an economy 
will experience, Inflation Sentiment does impact how market participants behave.

Although you will not find a measurement of Fed Activity directly affecting the magnitude of the RQSI 
Composite Inflation Index, we do take central bank policy into account when making decisions based on 
Inflation. To illustrate the importance of Fed activity, consider two economic states where both have positive 
Inflation:

B. How is Inflation Quantified?

Our Inflation Index is primarily driven by a prediction of how much Inflation the economy will experience going forward, 
but it also incorporates how much Inflation market participants are currently expecting. Both have an impact on asset 
prices. The following are the key drivers of capturing an accurate depiction of Inflation:
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State 1: positive Inflation, Fed lowering rates State 2: positive Inflation, Fed raising rates

What would likely be occurring in the economy to force a Central Bank to lower rates? Most likely, economic 
Growth has been stifled amidst positive Inflation (Stagflation) and the Central Bank is hoping to give the 
economy a boost. Contrast this Stagflationary state with State 2. In State 2, the economy may be overheated or 
nearing a peak and the Central Bank is trying to temper growth, and thus may temper Inflation. 

A naive Inflation model would erroneously characterize these states the same way even though they are clearly 
distinct.

INFLATION
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C. Asset Class Relationships with Inflation

Our Composite Inflation Index delivers a finite measurement of how Inflation will affect Asset Class performance at any 
given point in time. As a general rule, Inflation affects Asset Classes in the following ways:

Some researchers have contended that Equities serve as an Inflation hedge since the 70’s 
- Bodic (1976), Fama and Schwert (1977). The argument holds up logically. Equities are a 
real asset, so if an investor holds a share in a stock and Inflation sets in, the nominal value 
of his/her asset will be likely higher in the future than it was when he/she bought it.
But this relationship is not empirically true in the short-term. The ‘Theory of Sticky Prices’ 
helps explain why not (Mankiw 2002). In order to serve as a short-term Inflation hedge, 
companies would need to immediately increase the prices of their products (and 
subsequently their profits) as Inflation manifests itself. In reality, there is a considerable 
lag between Inflation and increased prices, which causes margins, and thus performance, 
to fall.
In addition, because higher Inflation creates higher uncertainty about future Inflation,
companies are hesitant to make investments knowing that further Inflation could be 
detrimental to margins and ROI.
Long story short, Inflation is not great news for Equities in the short-term.

Inflation may be bad news for Equities, but it is even worse news for Fixed Income. This 
relationship is much more straightforward.
All else equal, positive Inflation is detrimental to Bonds because it erodes the real value 
of Bonds’ fixed payments (Ang 2014).

Positive Inflation is correlated with positive Commodity performance for two primary 
reasons. 
First, the Consumer Price Indices (CPI’s) are a major component of Inflation measurement, 
and all CPI’s are composed of real assets like Commodities and Real Estate. So the mere 
statement that Inflation is positive is to say, in part, that Commodity prices are rising.
Second, Commodities can be thought of as a synthetic asset where the real part is the 
physical Commodity and the nominal part is the dollar. By buying Crude Oil, for example, 
an investor buys the physical asset and sells the dollar. If Inflation is positive, the price of 
his/her Crude Oil goes up, and the value of the dollar he/she sold goes down.
Commodities are the true, reliable hedge to Inflation.

FIXED INCOME
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E. Conclusion

Inflation expectations have important market insight. In order to take advantage of these insights in a more episodic or 
cyclical (rather than continuous) way, we must accurately measure Inflation using relevant data at appropriate intervals 
and understand what this measurement implies for each Asset Class.

The RQSI Composite Inflation Index does exactly this; it takes raw macroeconomic data and inflation sentiment to 
create an overall view of Inflation that can be used to strengthen a portfolio.

D. Practical Application of Inflation

Armed with an accurate measure of Inflation expectations, we can then use the Asset Class relationships described in 
subsection C to thoughtfully alter a portfolio. The graph below shows one such implementation of Inflation applied only 
to Commodities. Once again, the Commodities here are only Energies and Metals for the same reasons mentioned on p. 
17.

The RQSI Composite Inflation Index shows our perspective on Inflation since 2004. As you can see, Inflation is a fairly 
low frequency effect; aside from a few deviations, we have only seen about 5 Inflation regimes in this period.

Commodity Excess Returns when Inflation > 0 shows the aggregate returns of these instruments if investors only had 
exposure on days when the RQSI Composite Inflation Index was positive. On the other side, Commodity Excess 
Returns when Inflation < 0 shows the returns of the same instruments when Inflation was negative.

The spread between these two curves highlights the potential benefit an investor can attain by considering Inflation 
(and Fed Activity) in his or her portfolio. Without utilizing inflation, an investor would have lost money buying 
economically sensitive Commodities in this period, but a logical consideration of Inflation using the GYfi Framework 
could have generated consistently positive returns trading the same instruments.
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RQSI Composite Inflation Index vs. Cumulative Commodity Returns

RQSI Composite Inflation Index Commodity Returns when Inflation < 0 Commodity Returns when Inflation > 0

Because of the complications of Central Bank policy 
on Inflation described in subsection B, this analysis 

omits periods of quantitative easing; both curves are 
flat in periods like the one seen here.
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