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T. ROWE PRICE INSIGHTS 
ON MULTI-ASSET INVESTING 

Rising Infation Risk and 
How to Address It 
Whether temporary or not, price rises cannot be ignored. October 2021 

KEY INSIGHTS 
■ Sustained infation has historically been a headwind for stocks and bonds, 

reducing the diversifcation benefts of holding both in a multi‑asset portfolio. 

■ Although markets appear to assume the current infation spike is temporary, 
durable increases in housing costs and wages may challenge that view. 

■ Infation risk may be mitigated by infation‑linked sovereign bonds; cyclical stocks 
that keep up with infation; and high‑yielding, low‑duration bonds. 

For more than a decade, infation 
has not been regarded as a 
major investment risk. Indeed, 

since the global fnancial crisis, 
defation has been seen by many 
as a bigger threat—policymakers in 

Japan and the eurozone have been 
struggling to push infation up, not 
down. With infationary pressures now 
building across the world, though, this 
could change. 

Yoram Lustig 
Head of EMEA Multi‑Asset Solutions 

Michael Walsh 
Multi‑Asset Solutions Strategist 

U.S. Infation Expectations Are Currently Anchored Despite CPI Spike 
(Fig. 1) Recent realized infation has been highly volatile 
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As of August 31, 2021. 
Actual future outcomes may difer materially from expectations. 
Sources: U.S. CPI Urban Consumers YoY (U.S. Bureau of Labor Statistics), Euro Area MUICP All Items (Eurostat), UK CPI EU Harmonized YoY (UK Ofce for 
National Statistics), Japan CPI Nationwide YoY (Ministry of Internal Afairs and Communications), U.S. Breakeven 10 Year. Analysis by T. Rowe Price. 

-3 



2 

 
 

 
 
 

 
 

 
 

 
 

 
 
 
 
 

 
 

 

 
 

 

 
 

 

 

 

...expected infation 
remains relatively 
anchored. 
— Yoram Lustig 
Head of EMEA 
Multi‑Asset Solutions 

At present, the market‑implied 
10‑year‑forward infation expectation 
for the U.S. and most other developed 
countries remains relatively muted, 
refecting widespread assumptions 
that the current infation spike may 
prove temporary. Figure 1 shows the 
year‑on‑year (YoY) changes in consumer 
price indices (CPIs) for the U.S., 
the eurozone, the UK, and Japan as well 
as the market’s expected rate of infation 
in the U.S. (10‑year breakeven infation 
rate1 of infation‑linked government 
bonds). It reveals that while infation 
has recently spiked across the U.S., 
the eurozone, and the UK, expected 
infation remains relatively anchored— 
and indeed has been more stable than 
realized monthly infation for an extended 
period. In Japan, infation is still in 
negative territory. 

Sustained Infation Would 
Challenge Markets 

If infation were to remain elevated 
for an extended period, it would pose 
a challenge for fnancial markets. 
Higher infation typically brings higher 
interest rates, which have caused 
bond markets to sell of. Signifcantly 
higher infation has also depressed 
equity valuations in the past (Figure 2), 
a potential headwind for stocks. 

In an environment of persistent elevated 
infation, higher positive correlations2 

between stocks and bonds can 
diminish the diversifcation benefts of a 
multi‑asset portfolio. 

The red dots in Figure 2 show the fve 
most recent relationships between 
U.S. infation and the P/E ratio of the 
S&P 500 Index (at the end of April, May, 
June, July, and August 2021). They 
reveal that the recent infation spike 
does not appear to have depressed 
equity valuations yet. This likely refects 
the market’s expectation that infation 
will prove transitory, which will allow the 
Federal Reserve to keep its policy rate 
lower for longer and avoid eroding real 
wage growth and corporate earnings. 

We take a similar view: In our opinion, 
short‑term U.S. infation will probably 
be higher than it has been over the 
past decade—but not high enough to 
be a major concern. Recent infation 
prints have been heavily infuenced by 
extreme price hikes in categories that 
experienced a sudden stop and restart 
due to the pandemic, such as used cars 
and travel. When we examine some of 
the drivers behind the spike in infation 
in more detail, we believe these are likely 
to moderate in the near term. 

The Infation Spike Has Not Depressed Equity Valuations—Yet 
(Fig. 2) Historically, valuations have been suppressed when infation hits 6% 

-3 0 3 6 9 12 15 
U.S. CPI YoY (%) 

As of August 31, 2021. 
Past performance is not a reliable indicator of future performance. 
The chart shows month‑end, YoY data from January 1978 through August 2021. 
Sources: T. Rowe Price analysis using price earnings (P/Es) ratios (Standard & Poor’s) of the S&P 500 (see Additional Disclosure) and U.S. CPI Urban 
Consumers YoY (U.S. Bureau of Labor Statistics). 

1 The breakeven infation rate is the diference between the yield of a nominal bond and an infation‑linked bond of the same maturity. 
2 Correlation measures the degree to which two securities move in relation to each other. Positive correlations indicate that the variables tended to move 
in the same direction at the same time. 
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A more 
sustained period 
of accelerating 
prices cannot be 
ruled out. 
— Michael Walsh 
Multi‑Asset Solutions Strategist 

For example, a key infationary driver 
on the demand side has been the 
reopening of major economies following 
restrictions during the pandemic. 
Coupled with a rise in household 
savings, thanks to government support 
from employment replacement 
and furlough schemes (and limited 
opportunities to spend), this has 
unleashed a wave of pent‑up demand. 
However, the reopening is likely to only 
occur once: We do not anticipate that 
economies will close and reopen again, 
and we therefore believe that the current 
spending spree will wane with time. 

Disruptions to supply chains due to 
COVID‑19 have also driven infation 
higher. These include factories that 
are not yet producing at capacity, 
shortages of semiconductor chips, 
and rising freight and transportation 
costs. We believe these efects are 
also likely to be transitionary. As life 
returns to normal—or at least a version 
of normality—supply and production 
should return to something close to 
pre‑pandemic levels. 

A third factor behind the infation spike 
has been the base efect. Infation is 
typically measured on a year‑on‑year 
basis—in other words, prices today are 
compared with prices a year ago. Last 
year, the world was engulfed by the 
worst of the pandemic. Demand and 
prices were depressed. It should be no 
surprise, then, that year‑on‑year changes 
in CPI are high when compared with 
such a low base. With time, infation 
should be measured against the higher 
prices seen during the recovery period. 
Base efects are by their nature transitory. 

Uncertainty Over Infation Means 
Caution May Be Required 

However, while the evidence suggests 
that the infation spike is temporary, 
it is impossible to know this for certain. 
A more sustained period of accelerating 
prices cannot be ruled out. As such, 
we are closely monitoring housing 
costs—a signifcant component of 
consumer prices—and wage infation. 
Housing costs have been rising steadily 
for the past decade, a trend heightened by 
increasing work‑from‑home arrangements. 

Three Ways to Help Mitigate Infation Risk in a Portfolio 
Cyclical stocks, index‑linked bonds, and high yield assets can play a role 

Cyclical
Stocks

Inflation-Linked 
Government Bonds

High-Yielding Assets With 
Relatively Low Duration*

Stocks and sectors
that have typically

performed well during
economic expansion.

Principal payments
adjust with inflation—but
cost may be prohibitive

for some investors.

High yield and
emerging market debt

can provide coupons to
add to total return.

For illustrative purposes only. This is not intended to be investment advice or a recommendation to take 
any particular investment action. 

*Duration measures the sensitivity of the price of a bond to a change in interest rates. 
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Meanwhile, higher wages have 
historically led to price hikes as 
employers sought to ofset rising labor 
costs. Durable increases in these 
two components could, in our view, 
generate more sustained infation. 
Furthermore, logistic and supply 
bottlenecks may prove to be stubborn 
as vaccination rollouts difer across 
countries linked via global trade, 
for example, and some sectors may 
be slower to get back to full capacity 
than others. 

As the saying goes, investors should 
hope for the best and prepare for the 
worst. Even if we hope for reasonable 
levels of infation—not too low to be 
defationary, not too high to become 
a headwind to investments—portfolios 
should likely include some protection 
against infation. The key is to strike a 
balance between protecting against 
infation and the cost or opportunity cost 
of such protection. 

Three Ways That Can Help Protect 
Portfolios Against Infation 

Investors may want to consider 
ways to position their portfolios for 
persistent infation. These may include 
investments such as: 

1) Infation‑linked government bonds 
(ILBs), for example, U.S. Treasury 
Infation Protected Securities. 
Designed to help investors to protect 
portfolios from infation, ILBs are 
indexed to the price level so that 
the principal and interest payments 
rise and fall with the rate of infation. 
One challenge with ILBs is their 
price, which is high in many markets. 
This means the after‑infation yield 
they ofer is low or negative, leading 
to potentially negative realized total 
returns in real terms. Moreover, 
ILBs should outperform standard 
nominal government bonds with 
a similar duration (price sensitivity 
to changes in interest rates) only 

if realized infation is higher than the 
breakeven infation rate (refected 
in the diference between the 
yield of nominal bonds and ILBs). 
Now, breakeven rates are quite 
high, setting a high bar for ILBs to 
outperform as infation must beat 
increased market expectations. 

2) Cyclical stocks that are likely to 
perform well in an environment 
of rising prices. Infation typically 
rises during periods of economic 
expansion, when cyclical assets tend 
to fare well. Examples of cyclical 
stocks include value stocks (partially 
due to the large fnancial sectors 
that should beneft from rising rates); 
small capitalization stocks (due to the 
economic expansion); and Japanese, 
European, and emerging market 
stocks (due to having export‑oriented 
economies that should beneft from a 
rebound in global trade). 

3) High‑yielding assets with relatively low 
duration,3 such as global high yield 
bonds and emerging market debt. 
Higher yield means a greater cushion 
from collecting coupons to add to 
total returns. The two main caveats 
with such assets are (1) that they 
are correlated with equity markets, 
so they do not diversify equity risk, 
and (2) that they contain credit 
risk, meaning that credit analysis is 
required to try to mitigate losses. 

The potential advantage of the second 
and third ideas discussed above is that 
they should likely perform well during 
periods of higher and lower infation, not 
necessarily during periods of elevated 
infation. In other words, they should 
provide some protection against infation 
without an explicit cost in terms of 
foregone expected returns. Given that 
it is impossible to be certain about the 
level of infation over the next few years, 
investment strategies such as these may 
prove particularly useful. 

3 Sensitivity to changes in interest rates. 



T. Rowe Price focuses on delivering investment management 
excellence that investors can rely on—now and over the long term. 

To learn more, please visit troweprice.com.

Additional Disclosure 

The S&P 500 is a product of S&P Dow Jones Indices LLC, a division of S&P Global, or its afliates (“SPDJI”) and has been licensed for use by T. Rowe Price. 
Standard & Poor’s® and S&P® are registered trademarks of Standard & Poor’s Financial Services LLC, a division of S&P Global (“S&P”); Dow Jones® is 
a registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”). T. Rowe Price is not sponsored, endorsed, sold or promoted by SPDJI, 
Dow Jones, S&P, their respective afliates, and none of such parties make any representation regarding the advisability of investing in such product(s) nor do 
they have any liability for any errors, omissions, or interruptions of the S&P 500. 

Important Information 

This material is provided for informational purposes only and is not intended to be investment advice or a recommendation to take any particular investment action. 

The views contained herein are those of the authors as of October 2021 and are subject to change without notice; these views may difer from those of other 
T. Rowe Price associates. 

This information is not intended to refect a current or past recommendation concerning investments, investment strategies, or account types, advice of any kind, 
or a solicitation of an ofer to buy or sell any securities or investment services. The opinions and commentary provided do not take into account the investment 
objectives or fnancial situation of any particular investor or class of investor. Please consider your own circumstances before making an investment decision. 

Information contained herein is based upon sources we consider to be reliable; we do not, however, guarantee its accuracy. Actual future outcomes may difer 
materially from expectations and any forward‑looking statements made. 

Past performance is not a reliable indicator of future performance. All investments are subject to market risk, including the possible loss of principal. 
Fixed‑income securities are subject to credit risk, liquidity risk, call risk, and interest‑rate risk. As interest rates rise, bond prices generally fall. Investments in 
high‑yield bonds involve greater risk of price volatility, illiquidity, and default than higher‑rated debt securities. In periods of no or low infation, other types of bonds, 
such as U.S. Treasury Bonds, may perform better than Treasury Infation Protected Securities. Infation‑linked bonds decline in value when real interest rates rise. 
International investments can be riskier than U.S. investments due to the adverse efects of currency exchange rates, diferences in market structure and liquidity, 
as well as specifc country, regional, and economic developments. These risks are generally greater for investments in emerging markets. The value approach 
to investing carries the risk that the market will not recognize a security’s intrinsic value for a long time or that a stock judged to be undervalued may actually 
be appropriately priced. Small‑cap stocks have generally been more volatile in price than the large‑cap stocks. All charts and tables are shown for illustrative 
purposes only. 
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