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THE INFLATION TRADE(S)

I've written a lot about inflation recently. I still think markets
are at the mercy of inflation and the triumvirate of doom,
which means that the U.S. inflation report is likely to remain
the most economic piece of data for markets, for the foresee-
able future. I haven't been looking at the inflation trades for a
while, however, which I will seek to make amends on here.
Falling inflation eventually will allow central banks to perform
the much-discussed pivot, both in terms of the speed of tight-
ening and eventual terminal rate. The latter follows naturally
from the fact the tightening cycle's end point inevitably draws
nearer as central banks continue to raise rates. An even bigger
question is what inflation regime will emerge once the current
fever breaks—and it will break, eventually. Markets ought to be
able to tell us something about that.
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http://www.clausvistesen.com/alphasources-blog/2022/9/18/at-the-mercy-of-inflation
http://www.clausvistesen.com/alphasources-blog/thetriumvirateofdoom
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Ask ten investors about their favourite inflation trade, and you
are likely to get more than a few answers, so I should set the
scene from the get-go. Apart from shorting bonds, which is the
purest inflation trade—except in yield curve controlled markets
where you want to short the currency—I'd emphasis three rela-
tively simple inflation trades; energy equities, bank equities,
and commodities. The equity leg in this story is a key part in
the more general, and fiercely-debated, contest between the
value and growth factors in equities. The former performs best
in periods of rising yields, and rising inflationary pressures. The
latter is best suited for regimes with low rates and low infla-
tion, or so the story goes. The final three charts mark this ar-
gument to market by showing the relationship with these as-
sets’ relative performance and bond yields and inflation.

fig. 01 / The inflation trade is still in pole position
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The first chart above plots the performance of these assets in
comparison with the S&P 500. It paints a reasonably clear pic-
ture. Energy stocks and commodities have comfortably outper-
formed since 2020, and again this year, consistent with the
shift in macro-dynamics since Covid and the war in Ukraine.
Banks have outperformed too, but less so, and they have lan-
guished this year, in line with the market as a whole. This
shows that all inflation trade(s) aren’t made equal. Banks
should like a macro-environment with higher yields, inflation
and nominal growth, but they don’t like stagflation and in-
verted yield curves.

The next two charts put the recent outperformance of the infla-
tion trade(s) in perspective. Looking at these charts, the out-
performance of inflation-positive trades is just getting started.
This is an interesting picture in comparison with an increasingly
stale obsession among investors and analysts over rising infla-
tion, and what looks like early signs that of a global monetary
policy pivot, at least in terms of the pace of tightening. The
question posed by the charts below is not so much whether

fig. 02 / More to come for inflation trade? fig. 03 / Still overall depressed
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acute cyclical inflation-fears will give way to fears of slowing
growth and disinflation—it will eventually—but whether the re-
versal in the relative performance of the inflation trades is the
beginning of a more sustained shift in global inflation dynam-
ics, along the lines of the recent musings by Dario Perkins.

It is impossible to tell simply by looking at the charts above.
But we should be looking careful at how the inflation
trade responds to what will inevitably be a turn in the
second derivative of core and headline inflation, and
central bank policy. The relative performance of banks and
financials is particularly interesting. This trade can be thought
of as the most pro-cyclical component of the inflation trade. It
is hard to imagine a sustained shift in favour of the inflation
trade unless it is, at some point, accompanied by a cyclical up-
turn in the economy. More specifically, it is not enough that
rates and bond yields shoot higher in response to an inflation
shock; they have to stay high too, or at least higher than be-
fore. The alternative is a permanent state of stagflation, which
eventually will give way to disinflation and deflation. One way
to track the tug-of-war between these two regimes, and pre-
sumably the relative performance of banks and financials, is
whether the yield curve re-steepens via a fall in short-ter rates,
or a rise in long-term yields, and more specifically the balance
between the two. The stronger the pull of the latter, the
stronger the pull of the inflation trade should be. More gener-
ally, the performance of the inflation trade in the next 6-12
months will tell us a lot, about the economy and markets alike.
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fig.

04 / Will high inflation persist to shift?

— AS OECD inflation gauge, y/y% (Left)
— AS inflation trade index, 2015=100 (Right)*
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fig. 05 / The long bond signals upside for the inflation trade

— U.S. 10-year yield (Left)
— AS inflation trade index, 2015=100 (Right)*
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fig. 06 / A regime shift for policy rates and inflation trades?

— U.S. two-year yield (Left)
— AS inflation trade index, 2015=100 (Right)*
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