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Living with inflation, holding real assets

= Nominal bonds suffer in an inflationary regime

= Real assets provide resilience, but are more volatile

= Market-implied rates suggest inflation is here to stay for the medium-
term

Nominal bonds suffer in an inflationary regime. Real assets provide resilience in an inflationary
regime, but have higher volatility. Our Liquid Real Assets index combines rate-sensitive assets and
inflation-sensitive assets to capture real asset return patterns, with bond-like volatility.

Underlying exposures to Gold, Energy, Precious Metals, Agriculture and Industrial Metals have all
driven performance of the index year-to-date.

The index has outperformed gilts by 8.91ppt with similar risk characteristics.

Portfolio managers and advisers who are looking to 1) reduce or remove nominal bond exposure,
2) want real asset exposure for inflation protection, and 3) want to maintain volatility budget can
consider a lower-risk real assets strategy as an alternative.

Fig.1. Liquid Real Assets Index performance
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Living with inflation

Rather than relying on forecasts that become rapidly out of date, we look at market-implied
inflation expectations as represented by the Break-Even Inflation Rate “BEIR” over different time
horizons. To understand BEIRs, please refer to our Focus on Inflation CPD webinar.

Similar to a "yield curve”, comparing how this implied inflation rate curve has changed over time,
gives an indication of who inflation expectations have changed.

The chart below compares the current BEIR curve currently, and how it looked 3 months ago and
12 months ago. The change is staggering. It shows that market implied inflation rate is 5%pa for
5 years (from ~3% a year a go), and over 4.5%pa for next 10 years (from ~3.5% a year ago). The
30 year changes are less pronounced.

Fig.2. UK inflation-rate expectations “BEIR curve”

UK implied inflation expectations

UK Break-Even Inflation Rate (BEIR) over N years

Source: Elston research, Bloomberg data, as at 9" March 2022
The pressure on nominal bonds

Although bonds are traditionally a defensive asset, focusing on nominal bond yields does not
capture changing inflation expectations. By adjusting nominal 10 year government bond yields by
the 10 year BEIR, we get a picture of “real yields". Whilst real yields remain persistently negative,
bonds remain unattractive, relative to risk assets.


https://www.brighttalk.com/webcast/18493/526054?utm_source=InsightsElston&utm_medium=web&utm_campaign=channel-page&utm_content=recorded
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Fig.3. Real UK gilt yields remain negative

UK Nominal vs Real Yields
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Source: Elston research, Bloomberg data, as at 9" March 2022

Summary

Inflation is here to stay for the medium-term, and negative real yields keep nominal bond under
pressure. Adapting portfolios for inflation is key.
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https://www.elstonsolutions.co.uk/uploads/1/0/8/1/108104683/20220204_adaptingportfoliosforinflation.pdf

-~ Elston

-~

For more insights and information on research, portfolios and indices, visit:

Find out more

www.elstonsolutions.co.uk or NH ETF<Go>

www.elstonsolutions.co.uk

ABOUT ELSTON

We research, design and build investment solutions with and for asset owners, managers
and advisers.

Our Research & CPD focuses on multi-asset strategies, index funds and ETFs.

NOTICES

With reference to the European Union Directive 2014/65/EU on markets in financial instruments ("MiFID 1I"): this Report
does not provide a recommendation for an action, provides information freely available for public consumption and does
not therefore constitute “Research” as defined by MIFID II. This is because this report contains purely factual information
on one or several financial instruments or issuers and does not explicitly or implicitly recommend or suggest an investment
strategy. It does not therefore constitute an investment recommendation as defined within the meaning of Article 3(1)(35)
of EU Markets Abuse Regulation ("MAR"), in conjunction with Article 3(1)(34) of MAR. For further information, please refer
to ESMA guidance ESMA70-145-111 Version 12.

With reference to the European Union's Market Abuse Regulation (Regulation (EU) 596/2014): we warrant that the
information in this report is presented objectively, and the following commercial interests are hereby disclosed: Elston
Consulting Limited creates research portfolios and administers indices that may or may not be referenced in this report.
If referenced, this is clearly designated and is to raise awareness and provide purely factual information as regards these
portfolios and/or indices.

An “Index” is a Regulated Benchmark. An “Index Portfolio” is not a regulated benchmark but a research portfolio of index-
tracking investments with a periodic rebalancing scheme.

All company, product and service names and trademarks used in this article are for identification purposes only and are
the property of their respective owners, and their usage does not imply endorsement.

This document is not an advertisement or financial promotion. It is provided for informational purposes only and is not
intended to be an offer or solicitation, or the basis for any contract to purchase or sell any security or other instrument,
or for Elston Consulting Limited to enter into or arrange any type of transaction as a consequence of any information
contained herein.

This document is issued by Elston Consulting Limited registered in England & Wales, registration number 07125478,
registered office: 1 King William Street, London EC4N 7AF.
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