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Asset Returns During High and Low

Inflationary Periods

By Craig L. Israelsen, Ph.D.

Article Highlights

e The median change in the consumer price index since 1970 has been 3.29%, but inflation has been below this level for all but

five years since 1990.

e Large-cap U.S. stocks realized an average real (inflation-adjusted) return of 10.5% during low inflation years, but just 4.4% during

high-inflation years.

e Commodities suffered an average loss of 4.0% during low inflation years, but averaged a 15.0% gain when inflation was high.

Inﬂation comes and goes.

In recent decades, inflation has been
low. But many of us remember the years
of high inflation in the 1970s and eatly
1980s. At some pointinflation will return
and, if the last four and a half decades
are any guide, when it ticks back up, we
will likely see a distinct change in the
performance of several asset classes.

Over the past 46 years (from 1970
through 2015), the average rate of annual
inflation (as an arithmetic mean) has been 4.12%, whereas
the 46-year median change in the consumer price index
(CPI) has been 3.29%. The average annualized growth rate
of inflation has been 4.07%.

In this article, we focus on the median rate of inflation
of 3.29% because it is less affected by the outlier high rates
of inflation during the late 1970s. Plus, using the median rate
of inflation allows us to divide the last 46 years exactly in
half: 23 years with below median inflation and 23 years with
above median inflation. This will facilitate the analysis of
asset class performance during years of low inflation (those
23 years with below-median inflation) and during years of
higher inflation (23 years with above-median inflation). The
median rate of inflation during the “low” years was 2.38%;
during the “high” years, inflation rose at a 4.65% rate as
shown in Table 1.

The last time we experienced a year with inflation above
the median rate of 3.29% was 2007, when the CPI increased
by 4.08%. Since then (from 2008-2015) we have experienced
very modest levels of inflation. In fact, since 1990, there
have only been four years where the annual rate of inflation

was over 3.29%. We have been in a low-
inflation environment for more than two
and a half decades.

Longer Look

We will now review inflation and as-
set performance over the 46-year period
from 1970 through 2015. The perfor-
mance of seven major asset classes—
large-cap U.S. stocks, small-cap U.S. stocks, non-U.S. stock,
U.S. bonds, U.S. cash, real estate and commodities—will be
reviewed during the 23 years of low inflation as well as the
23 years of higher inflation.

The 46-year historical performance of large-cap U.S.
equities is represented by the S&P 500 index, while the
performance of small-cap U.S. equities is captured by using
the Ibbotson Small Companies index from 1970-1978 and
the Russell 2000 index from 1979-2015. The performance
of non-US. equities is represented by the Morgan Stanley
Capital International EAFE (Europe, Australasia, Far Hast)
index. U.S. bonds ate represented by the Ibbotson Interme-
diate Term Bond index from 1970-1975 and the Barclays
Capital Aggregate Bond index from 1976-2015. Cash is
represented by three-month Treasury bills. The performance
of real estate is measured by using the annual returns of the
NAREIT (National Association of Real Estate Investment
Trusts) index from 1970-1977 and the annual returns of the
Dow Jones US. Select REIT index from 1978-2015. Finally,
the historical performance of commodities is measured
by the Goldman Sachs Commodities index (GSCI). As of
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Table 1. Inflation: Low Years and High Years

Annual inflation as measured by the change in the
consumer price index (CPI).
Years With Years With
LOWER Inflation HIGHER Inflation
Inflation Inflation
Rate % Rate %
Year | Teonte | Year | ewencr
2008 0.09 1996 3.32
2015 0.73 2000 3.39
2014 0.76 1972 3.41
1986 1.10 2005 3.42
2010 1.50 1983 3.79
2013 1.50 1985 3.80
2001 1.55 1982 3.83
1998 1.61 1984 3.95
1997 1.70 2007 4.08
2012 1.74 1988 4.42
2003 1.88 1987 4.43
2002 2.38 1989 4.65
1995 2.54 1976 4.86
2006 2.54 1970 5.57
1994 2.67 1990 6.11
1999 2.68 1977 6.70
2009 2.72 1975 6.94
1993 2.75 1973 8.71
1992 2.90 1981 8.92
2011 2.96 1978 9.02
1991 3.06 1974 12.34
2004 3.26 1980 12.52
1971 3.27 1979 13.29
Medi_an Medi:cm

rate During| 238 |rate buring| 465

“Low” Years “High” Years

Overall 46-Year Median Inflation Rate of 3.29%

Data source: Lipper and Steele Systems, calculations by

author.

February 6, 2007, the GSCI
became known as the S&P
GSCL

In addition to the seven
individual asset classes, we
also review the performance
of two portfolios (Figure
1). The first portfolio is
made up of all seven asset
classes in equal allocations
of 14.28% and was rebal-
anced annually. The second
portfolio consists of 60%
large-cap U.S. stocks and
40% U.S. bonds—the classic
60/40 pottfolio. This port-
folio was also rebalanced
annually.

As shown in Table 2,
large-cap U.S. stocks had
an average nominal return
(nominal returns ignore
the impact of inflation) of
12.8% during the 23 years
in which inflation was low.
By comparison, they had
an average real return (real
return takes into account
inflation) of 10.5% during
those same 23 years with
low inflation.

Now, let’s turn the tables
and look at performance
during the 23 years in which
there was higher inflation
(annual inflation rates above
the median rate of 3.29%).
We observe that large-cap
U.S. stocks had an average
nominal return of 10.7%,
but an average real return
of just 4.4%. These results
clearly do not support the
notion that large-cap U.S.
stock has been a standout
performer during inflation-
ary times.

Here is how an average
real return of 4.4% happens.
The nominal return of the
S&P 500 index in 1996 was
23.0%. That same year the
CPI increased by 3.32%.
Thus, the real return of the
S&P 500 index was 19.1%

as calculated by the formula [(1 + 0.23)
+ (1 + 0.033)] — 1. The figures shown
reflect rounding up or down. Doing this
calculation for all 23 years yielded an
average nominal return of 10.7% and an
average real return of 4.4% for large-cap
U.S. stocks. More than one-third of the
real returns for the S&P 500 were nega-
tive during years with higher inflation.
The average rate of inflation during this
23-year period was 6.15% (whereas the
median was 4.65%).

The performance of small-cap U.S.

Figure 1. The Seven-Asset
Portfolio and the 60/40 Portfolio

Seven-Asset Portfolio

Large-Cap

Small-Cap
U.S. Equity g

U.S. Equity

U.S. Cash " Non-U.sS.
my. Equity ‘

U.S. Bonds \
Real Estate /

Commodities

o

60/40 Portfolio

U.S. Bonds
Large-Cap

U.S. Equity

stocks has been somewhat better than
large-cap U.S. stocks during years with
low inflation (shown in Table 2). The
average nominal return for US. small
stocks was 13.5%, whereas the average
real return was 11.1%. When looking at
performance during years with higher
inflation, the superiority of small-cap
versus large-cap U.S. stocks increases.
The average nominal return was 12.4%
for small-cap U.S. stocks compared to
10.7% for U.S. large stocks. Even more
dramatic is the difference in average
real returns during years with higher
inflation rates: 6.0% for small-cap U.S.
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Table 2. Asset Performance

Average nominal and real returns when inflation is low and high. Nominal return ignores inflation, real return takes inflation
into account.
u.s. u.S. Real 7-Asset 60%
Large U.S. | Small U.S. | Non-U.S. Commod- .
4’2_‘\’::?5?05555:157‘::3; StOng (%) | stock (%) | Stock (%) Bonds | Cash | Estate ities (%) Portfolio  stock/40%
ORI SOSRN) (og) | (%) | (%) | "N (%) Bond (%)
Low Inflation | Average Nominal Return 12.8 13.5 11.5 6.8 2.7 134 -1.9 8.4 10.4
Years
Below Mediancpl | Average Real Return 10.5 11.1 9.2 4.6 0.6 11.0 -4.0 6.2 8.1
High Inflation | Average Nominal Return 10.7 12.4 10.5 9.1 7.5 13.2 22.0 12.2 10.0
Years
Above Median CPI Average Real Return 4.4 6.0 4.3 2.9 1.3 6.7 15.0 5.8 3.8

Data source: Lipper and Steele Systems, calculations by author.

stocks versus 4.4% for large-cap U.S.
stocks. If inflation protection is your
goal, US. small-cap stocks have been
a better defender than US. large-cap
stocks in the past.

The real story here is commodities,
as shown in Table 2. Very simply, a
broad-based commodity index such as
the S&P Goldman Sachs Commodity
index (GSCI) suffers when inflation is
low. When inflation is high (very likely
because energy and commodity prices
have gone higher, thus effectively creat-
ing inflation), commodity indexes and
commodity funds perform well. The
average real return for commodities dut-
ing the 23 low inflation years was a 4.0%
loss compared to a 15.0% gain during the
23 years when inflation was higher. The
average real (that is, inflation-adjusted)

performance of commodities complete-
ly dominates any other asset class. The
next closest performer is real estate at
6.7% and small-cap U.S. stocks at 6.0%.
The performance of non-US. stocks
has been comparable to large-cap U.S.
stocks during inflationary times—both
in nominal and real terms. As we have
been in a low-inflation environment in
recent decades, it is not surprising that
commodities have performed relatively
poorly. This will change.

Portfolio Performance

Since investors don’t normally build
one-asset portfolios, it’s important to
consider how multi-asset portfolios
perform during periods of low inflation
and high inflation. Toward that end, I

evaluated two different portfolios: an
equal-weighted seven-asset portfolio
and a two-asset, 60% stock/40% bond
portfolio. The two different models are
depicted in Figure 1.

Figure 2 shows that the equal-
weighted seven-asset portfolio un-
derperformed the 60% stock/40%
“balanced” portfolio during periods of
low inflation. The average real return
for the seven-asset portfolio was 6.2%
during the 23 years with low inflation
(blue bars)—nearly all of those years
being recent years. The two-asset 60/40
portfolio had an average real return of
8.1%. The two-asset model did not have
commodities dragging it down.

Now, let’s turn our attention to the
years of higher inflation (orange bars
on the chart). The seven-asset portfolio

Figure 2: Real Returns When Inflation Is Low and High
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Average Performance of Various Asset Classes & Two Multi-Asset Portfolios During Low and High Inflation

46-Year Period from 1970-2015
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had an average real return of 5.8% com-
pated to 3.8% for the 60/40 portfolio.
Commodities, real estate, U.S. small-cap
stock and non-U.S. stocks—all missing
in the 60/40 portfolio—were helpful
contributors in the seven-asset portfolio
during inflationary years. Commodities,
clearly, were the most helpful.

If you believe that inflation will re-
main low for a very long period of time,
stay with a two-asset, 60/40 portfolio.
However, if you believe that inflation
will rear its ugly head again, it would
be wise to build a portfolio that has
demonstrated an ability to defend itself
against inflation. This would require a

portfolio with a wider variety of asset
classes—including real estate, commodi-
ties and small-cap U.S. stocks. In short,
build a broadly diversified portfolio.

Go to AAIL com to see to return data for
the S&*P 500 during years with high inflation,
as well as a chart showing the year-by-year
trend in inflation. A

Craig L. Israelsen, Ph.D., teaches as an executive-in-residence in the Personal Financial Planning Program at Utah Valley
University in Orem, Utah. He is the developer of the 7Twelve Portfolio (www. 7twelveportfolio.com) and the author of three books,
including “7Twelve: A Diversified Investment Portfolio With a Plan” (John Wiley & Sons, 2010). Find out more at www.aaii.com/

authors/craig-israelsen.

(continued from page 29)
This category is large but includes:

e Tax preparation fees such as tax
preparation software, tax publica-
tions and any fee paid for electronic
filing; and

e Investment fees, custodial fees,
trust administration fees and other
expenses paid for managing your
investments that produce taxable
income.

Accelerating miscellaneous itemized
deductions only benefits taxpayers who
accumulate expenses sufficient enough
to exceed the 2% threshold. If possible,
itmay be advantageous to pay these types
of expenses in one year if, because of
the 2% floor, you would not receive a
benefit of the deduction in each of the
two consecutive years.

Timing Caution for Taxpayers
Subject to AMT

The alternative minimum tax (AMT)
was originally designed to ensure that
everyone would pay his or her fair share
of income taxes. The measure has since
evolved into a separate tax regime that
required a permanent fix in the ATRA
to prevent from it ensnaring millions
of Americans.

The wisdom of conventional tax
planning advice to defer income and ac-
celerate certain types of deductions may
not hold true if an individual expects

to be subject to the AMT. Accordingly,
during the tax planning process, itis criti-
cal that you determine whether you are
subject to the AMT in both the current
year and the following year.

If you are continuously subject to
the AMT, avoid investing in private-
activity (municipal) bonds. Income
from these bonds is taxable for AMT
purposes. (There are exceptions, includ-
ing qualified 501(c)(3) bonds, New York
Liberty bonds and Gulf Opportunity
Zone bonds. Also, the interest on quali-
fied bonds issued in 2009 and 2010 is
not subject to the alternative minimum
tax. Check with the bond issuer for the
bond’s tax status.) Furthermore, you
should be aware that unusual combina-
tions of income and deductions might
require AMT planning that runs contrary
to conventional tax-planning advice.

Although the exercise of an incen-
tive stock option (ISO) does not give
rise to regular taxable income for the
employee, the difference between the
exercise price and the market price of
a stock must be recognized for AMT
purposes for the year in which the option
is exercised. Accordingly, the exercise
of incentive stock options with a large
bargain element often causes a tax li-
ability under the alternative minimum
tax regime.

The AMT arena is extremely com-
plex, so generalizations are difficult to

make. If you think you may be subject
to the alternative minimum tax, you
should consult with a tax professional
to determine how best to minimize your
exposure to it.

Year-End Estate and Gift
Tax Planning

Year-end planning from an estate
planning perspective typically involves
ensuring that “annual exclusion” gifts are
completed by the end of a calendar year.

Under the federal gift tax system,
each donor is permitted to make non-
taxable gifts of a certain amount each
year to any donee. These gifts are called
“annual exclusion” gifts and do not
count against the donor’s lifetime gifts
exemption. The annual gift tax exclusion
level is $14,000 for 2016 and will stay at
this level in 2017. To the extent that it
is not used, the annual exclusion evapo-
rates at the end of each calendar year.

Annual transfers that take advantage
of this exclusion can both diminish the
donor’s estate tax liability and improve
the lives of the recipients. These gifts
can take many forms (cash, stocks, real
estate, partnership interests) and can
be given outright through Uniform
Transfers to Minors accounts, and even
through a trust—provided it contains
special provisions designed to allow the
gift to qualify for the annual exclusion. &

AAIl staff Charles Rotblut, CFA, Jean Henrich, Kate Peltz and Annie Prada contributed to this guide.
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