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Preparing for inflation 
 

Rising inflation and unprecedented macroeconomic uncertainty 
make for tough decisions in portfolio construction. While past 
episodes of inflation provide no single blueprint, our research 
shows there are ways to build portfolios able to withstand a 
range of inflation scenarios. In this paper, we show how equities 
and bonds – the anchor to many portfolios – could be impacted by 
inflation. 

 

Key takeaways 

• Rising inflation has repeatedly weakened equity and bond returns 
over the short term. To help smooth returns, investors can 
increase the contribution of income and shorten duration across 
equities and bonds, with active management potentially offering 
further protection.  

• Investors who take the long view, however, could benefit from the 
drivers behind real return generation. For equities, this is 
earnings growth and dividend reinvestment, the dominance of 
which varies by the type of equity. For bonds, this is coupon 
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reinvestment where risk exposures can be adapted by fixed 
income sector. 

• Putting this all into practice, investors can help build portfolio 
resilience through increasing the breadth of real return drivers 
within portfolio construction. For example, within equity allocations, 
pursuing strategies with high or quality earnings growth, 
sustainable dividend growth and shorter duration. Within bond 
allocations, seeking higher income from corporate bonds and 
credit strategies higher up the risk spectrum, as well as active 
duration management, may be effective strategies. These measures 
are prudent, whether inflation is transitory or here to stay. 

 

Inflation lessons from the 1940s and 1970s 

After a long hiatus, inflation is well and truly back in developed markets: the US 
Consumer Price Index (CPI) hit 8.5% in March, its highest level since 1981, and in 
Europe (including the UK) it reached a 30-year high.1 This resurgence of inflation 
has become an unexpected source of investor tension over the past year. As we 
look ahead, an unprecedented macroeconomic environment along with inflation 
uncertainty make for tough decisions in portfolio construction. Can history offer 
us a guide to the path ahead? 

The US experience could be helpful here given its global significance. Since the 
Second World War (WWII), there have been six inflation episodes when US CPI 
surpassed 5%. Out of these six, White House economists2 drew close parallels 
between the post-WWII episode in 1946-48 and the current environment given 
both began with demand-pull factors (“too much money chasing too few 
goods”). At the time, pent-up demand led to higher goods consumption 
following wartime rationing but once it waned, so did inflation. This example of 
‘transitory’ inflation lasted a couple of years and ended in poor returns for both 
equities and bonds. Today there is much debate about whether current inflation 
is transitory, and it remains unclear if the reversal of cyclical drivers, such as the 
demand for durable goods spurred on by the pandemic, will indeed tame 
inflation3. 

New inflation dynamics continue to unfold. The deeply distressing Russia-
Ukraine crisis has sparked a disruption to commodities’ supply. The associated 
price shocks combined with weaker economic growth prospects bring to mind 
the 1970s stagflation episode (when slow economic growth accompanied rising 
prices). However, the 1970s were intensified by special factors such as the end of 
Nixon price controls and the double energy price shocks. All of which meant 
almost a decade of elevated inflation. The severity and effects of this period are 
captured well by former vice chairman of the Federal Reserve, Alan Blinder’s 
anatomy of the period4. For example, in the run-up to double-digit inflation, 
used car prices were significantly volatile because of energy price shocks4 and 
the unwinding of price controls within the auto industry. Surging commodity 
prices can quickly become visible elsewhere. Today, global dependence on 
Russia and Ukraine’s commodities5 is causing stress in already fragile supply 
chains. All of which illustrate the unpredictable nature of inflation and its effects. 
With no single blueprint to fall back on and an uncertain outlook, investors may 
need to consider building portfolios that can withstand a range of inflation 
scenarios. 



3 

 

capitalgroup.com/europe 

Figure 1: Summary of past inflation episodes (when US CPI exceeded 5% p.a.)6 
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Dates   
Jul 46 to  

Oct 48 
Dec 50 to 

Dec 51 
Mar 69 to 

Jan 71 
Apr 73 to  

Oct 82 
Apr 89 to 

May 91 
Jul 08 to  
Aug 08 

Jun 21 to? 

Severity Duration (months) 27 12 22 114 25 1 8 (to date) 

  CPI range (p.a., %) 6.1 to 19.7 5.8 to 9.6 5.2 to 6.4 4.9 to 14.6 4.4 to 6.4 5.3 to 5.5 5.2 to 7.9 

CPI picture Food (average p.a., %) 18.9 11.1 5.4 8.9 5.4 6.1 5.2 

  Energy (average p.a., %) n/a n/a 2.9 14.8 7.3 28.3 27.0 

  Durable goods (average p.a., %) n/a n/a 4.3 7.5 1.3 -1.1 15.0 

  Services (average p.a., %) n/a n/a 7.7 9.9 5.4 4.1 3.7 

Market 
conditions 

Economic growth (p.a., %) 9.6 11.3 5.4 9.9 4.8 0.2 5.6 

  Bear market or recession? 2 bear 
markets 

No Bear 
markets, 

recession 

2 bear 
markets, 

3 recessions 

Recession Bear 
market, 

recession 

No 

Asset returns 
during period 

Equities (p.a., %) 1.4 24.4 0.4 7.2 15.8 1.4 2.7 

  Long bonds (p.a., %) -0.1 -3.9 7.2 5.9 11.7 2.4 -2.4 

Past results are not a guarantee of future results. 
Monthly data as at 28 February 2022. Asset returns shown are for US equities and US long bonds given their long-term track record captures 
multiples inflation episodes. Long bonds have been used given their role as a diversifier to equities. 

 

Short-term pain 

To demonstrate the short-term effects of inflation, we analysed the one-year real 
returns of equities and long bonds over different inflation regimes: deflation 
(less than 0%), moderate (0-3%), high (3-5%) and higher (above 5%). Figure 2 
shows that over the short term, higher inflation (above 5%) and deflation (less 
than 0%) bring on turbulent returns for equities and bonds. The sweet spot, 
however, is moderate inflation (0-3%). 

In a deflationary environment (when prices decrease over time), equity returns 
have had the widest ranging outcomes and the potential for deeper losses over 
other regimes. Deflation has often led to economic hardship given delayed 
consumer spending creates a negative feedback loop. Bonds on the other hand 
have been positive in this environment due to the flight to quality effect. 

A moderate inflation environment (0-3%) is supportive for equities. Under this 
regime, interest rates are usually lower and consumer spending higher, leading 
to price gains. In addition, companies with pricing power have a greater ability 
to pass rising costs onto their consumers, leading to greater margins and 
cashflows. From a bond perspective, low inflation risk increases the 
attractiveness of fixed cashflows, which in turn increases demand and valuations. 

Once inflation climbs above 5%, however, both assets suffer capital losses, 
driving negative real returns in the short term. Equities weaken in anticipation of 
tightening cycles because rising discount rates is bad news for the present value 
of a stock’s cashflows. But not all stocks react the same way given differences in 
earnings and cashflow characteristics. For example, long duration stocks (those 
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expected to deliver a higher proportion of future cashflows and earnings in the 
distant future, such as growth stocks) can be particularly vulnerable if growth 
prospects deteriorate. In contrast, dividend-payers and value stocks could 
benefit from inflation given their shorter dated, ongoing cashflows. However, as 
MSCI’s research7 shows, economic growth conditions can bring nuances to 
returns. For instance, in a heated economy, value stocks have held up better 
than growth but not during stagflation. This is because value stocks have a 
higher proportion of fixed assets and costs relative to growth stocks. Dividend 
payers, however, have held up during stagflation given their defensive 
characteristics. Unsurprisingly, quality stocks have thrived irrespective of the 
economic growth environment. These companies tend to have a greater ability 
to pass on higher costs and exhibit higher profitability. Inflation can have mixed 
impact at industry level as well as by stock characteristics though. For example, 
commodity producers have historically benefitted over consumer services and IT 
when inflation has risen, given the latter industries are more adversely exposed 
to changing consumer preferences8. Put simply, selectivity by company, industry, 
and style can offer investors different ways to enhance inflation resilience. 

 

Figure 2: High inflation hurts equities and bonds in the short term 
Equities:                                                                                       Long bonds: 

  

Past results are not a guarantee of future results. Investors cannot invest directly in an index. 
Real returns from 31 January 1928 to 28 February 2022 in US$. Real returns are nominal returns less US CPI for all items. Equities represented by 
S&P 500, bonds by Ibbotson® SBBI® US Long-term (20-Year) Government Bonds Total Return Index. Sources: Capital Group, Standard & Poor’s, 
Robert Shiller, Morningstar Direct 

In a heated economy, rising inflation drives rising bond yields, diminishing bond 
returns. While this is much more painful for long duration bonds, care should be 
taken with short duration bonds given their lower real yields can erode 
purchasing power. In other words, starting yields matter as inflation dampens the 
attractiveness of coupons. This doesn’t detract the role of bonds in a portfolio, 
but it could warrant a re-evaluation of the building blocks. For instance, the role 
of high-quality bonds (such as government and investment-grade corporate 
bonds) as a potential stabiliser to equity volatility is still important. This is no 
more evident than through the outcomes of the 60/40 portfolio (60% equities, 
40% bonds) since the pandemic began. However, a global approach to high-
quality bonds could be advantageous over select domestic bonds. Beyond the 
diversification benefits of going global, there can often be a yield advantage, 
potentially enhancing its stabiliser role. Increasing the role of income through 
higher yielding strategies could also help smooth short-term returns given the 
lower duration and higher coupons of these assets. In a stagflation scenario 
though, the combination of principal erosion from inflation and higher default 
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risk from corporate weakness could become headwinds for investment-grade 
and high-yield corporate bond returns. 

 

The difference a long-term perspective makes 

The measures discussed so far have focused on mitigating short-term pain but 
what about long-term real return generation, which is central to many investors’ 
objectives? Revisiting the drivers of long-term returns can be a helpful starting 
place. In this regard, the century-old track record for equities has demonstrated 
its effective role as a long-term inflation hedge (see Figure 3a). Consistent 
positive real returns have been powered by earnings growth and dividend 
reinvestment. Of these, earnings growth has been the heavyweight and dividend 
reinvestment the stabilising force within broad equities. This is illustrated over 
the past few decades where dividend reinvestment has offset inflation, but the 
addition of earnings growth has uplifted real returns into positive territory. The 
composition of return drivers does change for different types of equities 
though9. For example, value stocks, high dividend yielders, dividend growers 
and global ex-US stocks each have experienced a higher proportion of total 
return coming from dividend reinvestment relative to broad equities. At the 
same time, broad, growth and quality stocks have had a higher proportion of 
return from earnings growth over dividend payers. Small and midcaps, on the 
other hand, have experienced a higher earnings growth contribution (to total 
return) over all the mentioned equities. This highlights the breadth of equity 
return drivers that an investor can benefit from. 

Long bonds have also demonstrated positive long-term real returns in recent 
decades. The driving force behind this has been the reinvestment of coupons 
since the secular decline in interest rates that flattened capital appreciation (see 
Figure 3b). The same applies to higher yielding bonds such as corporate high 
yield where higher coupon reinvestment has outpaced capital losses and 
inflation, although these bonds come with higher credit risk. As interest rates 
begin to rise, coupon reinvestment will become even more important to help 
offset the impact to capital. 
 

Figure 3a: Earnings growth and dividend reinvestment has driven long-term equity real returns 
Long-term equity returns broken down by earnings growth and dividend reinvestment 

 

Past results are not a guarantee of future results. 
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Figure 3b: Coupon reinvestment has driven long-term bond real returns 
Long-term bond returns broken down by income and capital appreciation 

 

Past results are not a guarantee of future results. 
Real returns from 31 January 1938 to 28 February 2022 in US$. Equities represented by S&P 500, bonds by Ibbotson® SBBI® US Long-term 
(20-Year) Government Bonds Total Return Index. Sources: Capital Group, Standard & Poor’s, Robert Shiller, Morningstar Direct, FactSet 

 

While keeping a long-term perspective is not easy in volatile markets, it has the 
potential to generate consistent positive real returns. For those seeking inflation 
protection across cycles, incorporating real earnings growth and real income 
within equity and bond allocations could increase portfolio resilience. 

 

Building resilience  

To put the above into practice for global investors, in Figure 4 we take the classic 
60:40 portfolio (60% global equity, 40% global bonds) and assess which 
strategies could provide resilience over a range of inflation scenarios. We review 
the portfolio’s response over one-year periods and the next 10 years. In the 
equity section, we hold the fixed income allocation constant and adapt the 
equity position to that labelled. In the fixed income section, we hold the equity 
allocation constant but adapt the fixed income allocation. The analysis shown 
reflects the total portfolio result. 

The outcomes on Figure 4 demonstrate that for equities, strategies that have 
offered high or quality earnings growth and shorter duration have been additive 
to long-term real returns. For bonds, strategies that have offered higher income 
and active duration management have been additive to long-term real returns. 
Investors can apply this in different ways.   

For example, a sustainable dividend growth strategy could offer dividend and 
quality earnings growth, as well as shorter duration. This is because companies 
that generate a stream of cash flows that grow dividends over time often 
requires them to have strong and sustainable business models. Characteristics of 
this can include high profitability and low leverage. Therefore, we believe 
examining a company’s commitment to pay and grow dividends is just as 
important as its capacity, which warrants an investment framework beyond 
dividends to help unlock return generation.  
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Figure 4a: Equity insights10: 
Deflation (<0%)                      Low/moderate inflation (0-3%) 

  

 

High inflation (>3%) 

 

 

Meanwhile, a bond example could include higher yielding bonds (such as 
corporate high yield and EM debt) given higher coupon reinvestment helps 
drive long-term real returns. These asset classes also benefit from lower 
sensitivity to interest rates (shorter duration). While yield spreads for some areas 
of the market are tight relative to historical standards (such as corporate high 
yield although its credit quality has improved), fundamental research, as it 
relates to sector allocation, country allocation and security selection, can be a 
potentially key source of returns. 
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Equities with robust earnings growth, sustainable 
dividend growth or both characteristics could lead to 
stronger inflation protection within equities. Example 
applications include: 

• Quality earnings growth: quality and  
dividend growers  

• High earnings growth: small/mid cap, growth 

• Stocks with shorter duration cashflows: dividend-
focused stocks, value (based on a longer history 
of data11) 
 
 

Past results are not a guarantee of future results. 
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Bonds with higher income, active duration 
management or both characteristics could lead to 
stronger inflation protection within fixed income. 
Example applications include: 

• Higher income: corporate bonds, long duration 
Treasuries, corporate high yield, EMD (blended) 

• Duration management: intermediate Treasuries 

• Inflation-linked bonds:  TIPS 

 

 

 

         

 

Figure 4b: Fixed income insights12 
Deflation (<0%)                     Low/moderate inflation (0-3%) 

 
  

High inflation (>3%) 

 

 

A way forward 

Current inflation dynamics are creating much uncertainty; however, investors can 
potentially benefit from taking the long view. Our analysis shows that by 
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bonds, inflation protection could be enhanced across cycles.  

For equities, these drivers are the combination of earnings growth and dividend 
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example, quality stocks and dividend growers help capture quality earnings 
growth, small/mid cap and growth stocks could offer high earnings growth, and 
value as well as dividend growers may increase the contribution of dividend 
reinvestment and shorten duration. 

For bonds, higher income helps drive long-term real returns. This can be 
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flexible strategies could be effective alongside inflation-linked bonds. These 
measures can help investors build portfolios that withstand a range of inflation 
scenarios, whether inflation is transitory or here to stay. 
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