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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 recognize the effect of disrupted supply chains and renewed

demand on inflation and broad commodity investment. Historically, broad commodity

investments, physical or futures contract-based, have been a very strong inflation

hedge. This is particularly 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?

U.S. inflation has been printing above 5% since Q2 2021. The December 2021 reading of 7%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 eurozone in

1999), with the December 2021 print at 5.0%.2 The U.K.’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, the euro

area and the U.K., and are just coming off the highs for the U.S. 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 overly specialized and 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 emphasized those

disruptions. Suppose such changes are 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 commodities, a natural inflation and supply chain hedge

In such an environment, investors need to look for ways to hedge their portfolios. Growt

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

last few years, are extremely vulnerable to inflation and rate hikes. Rising interest

rates outstrip future growth expectations, leading to a negative effect on the present v
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alue of the stock.

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

extraordinarily well, with a 27.11% gain.4 The last time commodities returned that much

was in 2000. At the time, U.S. 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.

Commodities are, in fact, intrinsic components of inflation indexes 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 infrastructure.5 This is

even more important today. The same mechanisms that transform supply chain disruption

into 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 at historical data, we observe that broad commodities has the highest beta to

inflation among many asset classes. U.S. 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, not nearly as strong as broad commodities.

Figure 1: Beta to expected of main asset classes

 

On top of being positively correlated to inflation, the behavior of commodities in

different inflation regimes is also very interesting. In figure 2, we split every

monthly return since January 1960 into five quintiles by the level of realized inflation

(i.e., U.S. CPI) during those months. The low quintile, i.e., months when inflation was

low, was the only type of period when the average broad commodities futures contract

performed negatively. Then as inflation increased, the performance of commodities also

increased. 

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

months when inflation is the highest. U.S. equities, miners and even U.S. TIPS have

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

powerful testament to commodities as an inflation hedge. 
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Figure 2: Performance depending on the level of realized inflation

 

 

 

1 U.S. Bureau of Labor Statistics

2  Eurostat

3 Office for National Statistics

4 Source: Bloomberg, 12/31/20–12/31/21. Using the performance of the Bloomberg Commodity

Total Return Index.

5 Sources: WisdomTree, U.S. Bureau of Labor Statistics, European Central Bank, U.K.

Office for National Statistics, as of July 2021.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)
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Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Futures/Futures Contract : Reflects the expected future value of a commodity, currency

or Treasury security.

Commodity : A raw material or primary agricultural product that can be bought and sold.

Federal Reserve   : The Federal Reserve System is the central banking system of the

United States.

Federal Open Market Committee (FOMC) : The branch of the Federal Reserve Board that

determines the direction of monetary policy.

Hawkish  : Description used when worries about inflation are the primary concerns in

setting monetary policy decisions.

Monetary tightening   : A course of action undertaken by the Federal Reserve to

constrict spending in an economy that is seen to be growing too quickly or to curb

inflation when it is rising too fas.

Growth  : Characterized by higher price levels relative to fundamentals, such as

dividends or earnings. Price levels are higher because investors are willing to pay more

due to their expectations of future improvements in these fundamentals.

Value : Characterized by lower price levels relative to fundamentals, such as earnings

or dividends. Prices are lower because investors are less certain of the performance of

these fundamentals in the future. This term is also related to the Value Factor, which

associates these stock characteristics with excess returns vs the market over tim.

Beta  : A measure of the volatility of a security or a portfolio in comparison to a

benchmark. In general, a beta less than 1 indicates that the investment is less volatile

than the benchmark, while a beta more than 1 indicates that the investment is more

volatile than the benchmark.

Corporate Bonds : a debt security issued by a corporation.

High-yield Bonds : A high yield bond is a debt security issued by a corporation with a

lower than investment grade rating. It is a major component of the leveraged finance

market.

TIPS : Treasury Inflation Protected Securities.

Quintile  : One of the class of values of a variate which divides the members of and

batch or sample into equal-sized subgroups of adjacent values or a probability

distribution into distributions of equal probability.
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