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Enhancing US Target-Date Funds
Addressing Inflation Risk

Inflation Hedges Can Potentially Make a Meaningful Difference

Value Remaining in $500,000 Portfolio After 20 Years of Retirement Spending
1972–1992

60/40 with Inflation HedgingTraditional 60/40

$151,000

$36,000

This is a hypothetical example and is not representative of any AllianceBernstein product. Individuals cannot invest
directly in an index. Historical analysis is not a guarantee of future results.
Traditional 60/40: 60% stocks, 40% bonds; 60/40 portfolio with inflation protection: 50% stocks, 10% real
assets, 25% bonds, 15% Treasury Inflation-Protected Securities (TIPS). Real spending rate of 5%
Source: AllianceBernstein

Inflation is an important risk to consider for any investor, since it can rapidly erode
the purchasing power of a portfolio. Individuals are particularly vulnerable to this risk
as they enter retirement and must tap into their portfolios to support their spending.
In recent years, target-date funds have become the default vehicle used by many
workers to fund their retirements.1 However, many such funds may not be providing
plan participants with sufficient protection against inflation. In this paper, we seek to
answer some key questions:

n How can we hedge inflation risk, and what type of hedges are available?

n What are the key factors that determine the efficacy of an inflation hedge?

n How should inflation protection be incorporated into a target-date fund?

Target-date funds can be useful vehicles to help investors save for their retirement.
However, the challenge is to continue to improve their architecture, so that they
can effectively meet their aim of providing a prudent default investment option for
savers. We believe that the addition of inflation hedges to target-date funds is an
important step in this evolution (Display).
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1The target date in a fund’s name refers to the approximate year when a participant expects to retire and begin withdrawing from his or her account. Target-date funds
gradually adjust their asset allocation as participants near and enter retirement. Investments in target-date funds are not guaranteed against loss of principal at any time,
account values can be more or less than the original amount invested—including at the time of the fund’s target date. Also, investing in target-date funds does not
guarantee sufficient income in retirement.
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Target-Date Portfolio Investors Need Inflation Protection
Saving for retirement is perhaps the most important financial
decision that individuals must make during their lifetimes. As
workers approach retirement, they become particularly vulnera-
ble to losses in their investment portfolios, since they will
soon need to start tapping into those savings to support their
spending needs. In a keen reminder of this risk, many investors
nearing retirement suffered steep losses in 2008.

But market risk is not the only investment risk faced by retirees.
Among other important risks to consider is inflation. When the
real return on an investment—or the return after adjusting for
inflation—is negative, the compounding effect over time can
cause a significant loss in purchasing power.

In recent years, target-date funds have become a key vehicle for
US individuals to invest their retirement savings. The defining
characteristic of these broadly diversified asset-allocation funds
is the glide path, which gradually lowers exposure to risky assets
such as stocks in lieu of safer assets such as bonds as investors
approach and enter retirement and become less able to weather
portfolio losses.2 However, many of these funds may not be
doing a good enough job of protecting investors from the risk
of inflation.

Why is inflation so pernicious? While major inflation shocks
haven’t been seen in the developed world for 30 years, the
historical record tells us that when inflation does strike, the
impact on investment portfolios can be devastating. Further-
more, history shows that major bouts of inflation often strike
suddenly and without warning. Analysts and forecasters have
studied myriad possible predictors of inflation, but they have
historically almost always failed to predict significant changes
in its trend (Display 1).

The circled blue bars in Display 2 indicate all the 10-year periods
in the US from 1900 to the present when a hypothetical
balanced portfolio—comprising 60% US stocks and 40%
Treasury bonds—suffered negative real returns. Perhaps
surprisingly, inflation-adjusted returns were positive during the
Great Depression. To be sure, portfolio values plummeted
during that period, but so did prices for almost everything else,

2For detailed research on the design of target-date funds, please refer to our research report titled Target-Date Retirement Funds: A Blueprint for Effective Portfolio Construction.
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Changes in Inflation Are Usually Unexpected
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Historical analysis is not a guarantee of future results.
Through December 31, 2010
Source: Federal Reserve Bank of Philadelphia, US Bureau of Labor Statistics (BLS)
and AllianceBernstein

Display 2

Inflation Spikes Devastate Traditional Stock/Bond Portfolios

Inflation and Negative 60/40 Real Returns
Rolling 10-Year Annualized
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Historical analysis is not a guarantee of future results. This is a hypothetical example
and is not representative of any AllianceBernstein product. Individuals cannot invest
directly in an index.
Through December 31, 2010; the portfolio comprises 60% stocks and 40% bonds;
stocks are represented by the S&P 500 (with a Global Financial Data extension) and
bonds by 10-year US Treasuries. Inflation is measured by the US Consumer Price
Index (CPI), US City Average, all items, not seasonally adjusted.
Source: BLS, Global Financial Data (GFD), S&P and AllianceBernstein
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leaving the real purchasing power of a traditional 60/40
portfolio relatively intact. In contrast, during all three major
inflationary periods witnessed over the past century, the real
value of a diversified portfolio dropped sharply. For example,
from 1972 to 1982, a period when soaring oil prices helped
push the annualized inflation rate to 9%, a 60/40 portfolio
would have experienced an annualized real return of –3.5%.

Consider an investor who retired in 1972. If the investor
withdrew 5% of his or her initial retirement savings each year
to fund spending in retirement and adjusted the withdrawal to
keep pace with inflation, three-quarters of the investor’s real
wealth would have been depleted within a decade.

Fortunately, there are ways to help protect investors from the
ravages of inflation. There is also a variety of assets that have
historically performed well during inflationary environments
and can be used to help improve the resilience of portfolios in
periods of rising inflation. Let’s examine the key factors to
consider when selecting assets to hedge inflation, and analyze
how to incorporate inflation protection into a target-date fund.

How to Hedge Inflation
The ability of various asset classes to serve as an inflation hedge
varies significantly across different inflationary cycles. For this
reason, it is critical to understand the key drivers of each asset
and the asset’s fundamental response to changes in inflation.
There are three key factors that can help us determine the
efficacy of any prospective inflation hedge:

n Its sensitivity to inflation

n Its reliability as a hedge

n Its cost-effectiveness

We measure an asset’s inflation sensitivity—or its “inflation
beta”—by quantifying the average impact of an increase in the
inflation rate on the asset’s total return. All else being equal,
the higher an asset’s inflation beta, the better it should perform
in periods of rising inflation, and the greater its appeal as an
inflation hedge. There are generally two opposing forces that
drive an asset’s sensitivity to inflation (Display 3). On the one
hand, inflation can have a positive impact on an asset’s value

when rising prices result in rising cash flows. But rising inflation
also means that the future cash flows generated by an asset are
worth less in today’s money, lowering the asset’s present value.

The “discount rate” is the factor by which an asset’s future cash
flows are discounted to calculate its value today, and it incorpo-
rates risks such as future inflation expectations. So the higher
the rate of expected inflation, the higher the discount rate
applied and the more the market will lower the price of an asset
today. The further out in time any fixed cash flows extend, the
greater the asset’s sensitivity to discount-rate fluctuations. It’s
the net impact of these two phenomena—greater expected
cash flows and higher discount rates—that determines an
asset’s behavior in an environment of rising inflation.

Inflation sensitivity varies greatly across assets. For equities, the
negative impact of a rising discount rate generally dominates;
as a result, for a given 1% increase in the year-over-year
inflation rate, historically the S&P 500 total return was nega-
tively impacted by as much as 2.4 times the rise in inflation.
Nominal bonds have fared even worse. In the US, for example,
20-year Treasury bonds have historically delivered returns 3.1%
lower than would have been expected had the inflation rate
remained unchanged. So which assets have displayed a positive
inflation sensitivity? Not surprisingly, inflation-linked bonds
(ILBs) such as US Treasury Inflation-Protected Securities (TIPS)

Display 3

Rising Inflation Has a Dual Impact on Asset Returns
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For illustrative purposes only
Source: AllianceBernstein
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Target-Date Portfolio Investors Need Inflation Protection
Saving for retirement is perhaps the most important financial
decision that individuals must make during their lifetimes. As
workers approach retirement, they become particularly vulnera-
ble to losses in their investment portfolios, since they will
soon need to start tapping into those savings to support their
spending needs. In a keen reminder of this risk, many investors
nearing retirement suffered steep losses in 2008.

But market risk is not the only investment risk faced by retirees.
Among other important risks to consider is inflation. When the
real return on an investment—or the return after adjusting for
inflation—is negative, the compounding effect over time can
cause a significant loss in purchasing power.

In recent years, target-date funds have become a key vehicle for
US individuals to invest their retirement savings. The defining
characteristic of these broadly diversified asset-allocation funds
is the glide path, which gradually lowers exposure to risky assets
such as stocks in lieu of safer assets such as bonds as investors
approach and enter retirement and become less able to weather
portfolio losses.2 However, many of these funds may not be
doing a good enough job of protecting investors from the risk
of inflation.

Why is inflation so pernicious? While major inflation shocks
haven’t been seen in the developed world for 30 years, the
historical record tells us that when inflation does strike, the
impact on investment portfolios can be devastating. Further-
more, history shows that major bouts of inflation often strike
suddenly and without warning. Analysts and forecasters have
studied myriad possible predictors of inflation, but they have
historically almost always failed to predict significant changes
in its trend (Display 1).

The circled blue bars in Display 2 indicate all the 10-year periods
in the US from 1900 to the present when a hypothetical
balanced portfolio—comprising 60% US stocks and 40%
Treasury bonds—suffered negative real returns. Perhaps
surprisingly, inflation-adjusted returns were positive during the
Great Depression. To be sure, portfolio values plummeted
during that period, but so did prices for almost everything else,

2For detailed research on the design of target-date funds, please refer to our research report titled Target-Date Retirement Funds: A Blueprint for Effective Portfolio Construction.
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Historical analysis is not a guarantee of future results. This is a hypothetical example
and is not representative of any AllianceBernstein product. Individuals cannot invest
directly in an index.
Through December 31, 2010; the portfolio comprises 60% stocks and 40% bonds;
stocks are represented by the S&P 500 (with a Global Financial Data extension) and
bonds by 10-year US Treasuries. Inflation is measured by the US Consumer Price
Index (CPI), US City Average, all items, not seasonally adjusted.
Source: BLS, Global Financial Data (GFD), S&P and AllianceBernstein
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leaving the real purchasing power of a traditional 60/40
portfolio relatively intact. In contrast, during all three major
inflationary periods witnessed over the past century, the real
value of a diversified portfolio dropped sharply. For example,
from 1972 to 1982, a period when soaring oil prices helped
push the annualized inflation rate to 9%, a 60/40 portfolio
would have experienced an annualized real return of –3.5%.

Consider an investor who retired in 1972. If the investor
withdrew 5% of his or her initial retirement savings each year
to fund spending in retirement and adjusted the withdrawal to
keep pace with inflation, three-quarters of the investor’s real
wealth would have been depleted within a decade.

Fortunately, there are ways to help protect investors from the
ravages of inflation. There is also a variety of assets that have
historically performed well during inflationary environments
and can be used to help improve the resilience of portfolios in
periods of rising inflation. Let’s examine the key factors to
consider when selecting assets to hedge inflation, and analyze
how to incorporate inflation protection into a target-date fund.

How to Hedge Inflation
The ability of various asset classes to serve as an inflation hedge
varies significantly across different inflationary cycles. For this
reason, it is critical to understand the key drivers of each asset
and the asset’s fundamental response to changes in inflation.
There are three key factors that can help us determine the
efficacy of any prospective inflation hedge:

n Its sensitivity to inflation

n Its reliability as a hedge

n Its cost-effectiveness

We measure an asset’s inflation sensitivity—or its “inflation
beta”—by quantifying the average impact of an increase in the
inflation rate on the asset’s total return. All else being equal,
the higher an asset’s inflation beta, the better it should perform
in periods of rising inflation, and the greater its appeal as an
inflation hedge. There are generally two opposing forces that
drive an asset’s sensitivity to inflation (Display 3). On the one
hand, inflation can have a positive impact on an asset’s value

when rising prices result in rising cash flows. But rising inflation
also means that the future cash flows generated by an asset are
worth less in today’s money, lowering the asset’s present value.

The “discount rate” is the factor by which an asset’s future cash
flows are discounted to calculate its value today, and it incorpo-
rates risks such as future inflation expectations. So the higher
the rate of expected inflation, the higher the discount rate
applied and the more the market will lower the price of an asset
today. The further out in time any fixed cash flows extend, the
greater the asset’s sensitivity to discount-rate fluctuations. It’s
the net impact of these two phenomena—greater expected
cash flows and higher discount rates—that determines an
asset’s behavior in an environment of rising inflation.

Inflation sensitivity varies greatly across assets. For equities, the
negative impact of a rising discount rate generally dominates;
as a result, for a given 1% increase in the year-over-year
inflation rate, historically the S&P 500 total return was nega-
tively impacted by as much as 2.4 times the rise in inflation.
Nominal bonds have fared even worse. In the US, for example,
20-year Treasury bonds have historically delivered returns 3.1%
lower than would have been expected had the inflation rate
remained unchanged. So which assets have displayed a positive
inflation sensitivity? Not surprisingly, inflation-linked bonds
(ILBs) such as US Treasury Inflation-Protected Securities (TIPS)
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fall into this category. And on the end of the scale, commodity
futures are the most sensitive, rising 6.5 times more than
inflation (Display 4).

However, the sensitivity of an inflation hedge only tells part of
the story. The reliability of a prospective hedge is also crucial,
since a high inflation beta is of limited value if the prospective
benefit works only some of the time. Display 5 shows the
percent of “rising inflation” years since 1965 when various
inflation-hedging assets posted positive returns. Short- and
intermediate-duration TIPS have provided the greatest consisten-
cy, our research suggests: even though their inflation sensitivity
was lower than for other asset classes, they were very reliable in
terms of delivering positive returns during inflationary periods.

Real estate investment trusts (REITs) and commodity-related
equities were less reliable, but still delivered positive returns
during periods of rising inflation more than three-quarters of the
time. The highest inflation-beta groups, such as commodity and
precious metals futures, were not much more reliable than a coin
flip. When they worked, they worked exceptionally well, but
they failed nearly as often.

Finally, inflation hedges do not come free. Although all the
inflation hedges may contain no greater direct costs than
traditional assets, they often have an opportunity cost, since in
many cases they require giving up higher long-term potential
returns in order to mitigate short-term inflation risks.

Display 4

Inflation Sensitivity Varies by Asset Class

Asset-Class Inflation Betas
1965–2009
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Historical analysis is not a guarantee of future results. Individuals cannot invest directly
in an index. Total return beta to one-year inflation rate change in multivariate
regression, including lagged inflation rate. 10-year TIPS are calculated from synthetic
AllianceBernstein real yields. Synthetic real yields are estimated by subtracting inflation
expectations and the estimated inflation risk premium from nominal yields before 1999
and from US Federal Reserve real yields thereafter. Farmland is the national average
value per acre as determined by the US Department of Agriculture (USDA).
Commodity futures prior to 1990 are on a US consumption–weighted basis and are
sourced from AllianceBernstein series prior to 1970 and from the MJK Commodity
Futures Database from 1970 to 1990; they are represented by the Dow Jones-UBS
Commodity Futures Index (DJ-UBS) thereafter. All futures returns are fully
collateralized by T-bills unless otherwise indicated.
Source: CME, GFD, the London Times, MJK Associates, The New York Times,
USDA, US Federal Reserve, The Wall Street Journal and AllianceBernstein
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The Reliability of Inflation Hedges Varies
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Historical analysis is not a guarantee of future results. Individuals cannot invest directly in
an index. TIPS are calculated from synthetic AllianceBernstein real yields estimated from
actual inflation and nominal yield-curve variables before 1999, and sourced from US
Federal Reserve real yields thereafter; commodity stocks and precious metals futures are
sourced from the Kenneth R. French Data Library; and REITs are represented by the
FTSE NAREIT US Real Estate Index. Commodity futures prior to 1990 are on a
US consumption–weighted basis and are sourced from the AllianceBernstein series prior
to 1970 and from the MJK Commodity Futures Database from 1970 to 1990; they
are represented by DJ-UBS thereafter. Commodity futures and precious metals futures
are fully collateralized by three-month T-bills.
Source: BLS, CME, Commodity Research Bureau (CRB), FTSE, GFD,
International Monetary Fund, Kenneth R. French, the London Times, MJK
Associates, National Bureau of Economic Research, The New York Times,
USDA, US Federal Reserve, US Geological Survey, The Wall Street Journal and
AllianceBernstein
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In fixed income, for example, there can be an opportunity cost
for investing in ILBs such as US TIPS, rather than in comparable
nominal bonds. Nominal bonds do not offer inflation protection,
so they must offer a risk premium to attract investors. The net
cost of the inflation risk premium of nominal bonds is between
one-quarter and one-half of a percentage point annually over
the long term, after adjusting for a premium on ILBs that
compensates for their lower liquidity, our research suggests.

One way to dimension the cost of insuring against inflation is
to compare the historical reduction in returns an investor would
have experienced owning “traditional” versus “real” invest-
ments. Display 6 shows the relative performance of a hypotheti-
cal real-asset portfolio compared with a traditional equity
portfolio over time. The real-asset portfolio would have
significantly outperformed its traditional counterpart during
periods of inflation. However, during “normal” periods of

moderate or declining inflation, the portfolio of real assets
would have modestly underperformed. Finally, as the bar on
the right shows, in the rare case of a deflationary environment,
inflation hedges can detract significantly from a portfolio’s
overall return. Effectively managing these costs should be a part
of any sensible inflation-hedging strategy.

Traditional portfolio construction involves allocations to cash,
bonds and riskier assets, such as stocks. When considering the
addition of inflation hedges, a key challenge is how to add it in
a way that does not disturb the broader risk and return
objectives of the portfolio. Mirroring the construction of
traditional portfolios, we can divide potential inflation hedges
into three corresponding categories: real cash, real bonds and
real assets (Display 7). Real cash and real bonds are well
represented by short-term and longer-term ILBs, respectively.
These are reliable hedges, since their returns are structurally
linked to inflation.

Display 6

Inflation-Hedged Suite Has Cost and Deflationary Downside
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Historical analysis is not a guarantee of future results. Rising inflation references 10-year
periods when inflation was 3% (or more) higher than in the prior 10 years; deflation
includes the 10-year periods with price declines; and normal includes all other periods.
Real assets represent the relative return of a real-asset portfolio (comprising one-third
US commodity stocks, one-third US REITs and one-third commodity futures fully
collateralized by 10-year TIPS) versus the S&P 500. (All futures are US consump-
tion–weighted; commodity stocks are market capitalization–weighted.) Commodity
futures prior to 1990 are sourced from the AllianceBernstein series prior to 1970 and
from the MJK Commodity Futures Database from 1970 to 1990; they are
represented by DJ-UBS thereafter.
Source: BLS, CME, CRB, GFD, Kenneth R. French, the London Times, The
New York Times, USDA, The Wall Street Journal and AllianceBernstein
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fall into this category. And on the end of the scale, commodity
futures are the most sensitive, rising 6.5 times more than
inflation (Display 4).

However, the sensitivity of an inflation hedge only tells part of
the story. The reliability of a prospective hedge is also crucial,
since a high inflation beta is of limited value if the prospective
benefit works only some of the time. Display 5 shows the
percent of “rising inflation” years since 1965 when various
inflation-hedging assets posted positive returns. Short- and
intermediate-duration TIPS have provided the greatest consisten-
cy, our research suggests: even though their inflation sensitivity
was lower than for other asset classes, they were very reliable in
terms of delivering positive returns during inflationary periods.

Real estate investment trusts (REITs) and commodity-related
equities were less reliable, but still delivered positive returns
during periods of rising inflation more than three-quarters of the
time. The highest inflation-beta groups, such as commodity and
precious metals futures, were not much more reliable than a coin
flip. When they worked, they worked exceptionally well, but
they failed nearly as often.

Finally, inflation hedges do not come free. Although all the
inflation hedges may contain no greater direct costs than
traditional assets, they often have an opportunity cost, since in
many cases they require giving up higher long-term potential
returns in order to mitigate short-term inflation risks.
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In fixed income, for example, there can be an opportunity cost
for investing in ILBs such as US TIPS, rather than in comparable
nominal bonds. Nominal bonds do not offer inflation protection,
so they must offer a risk premium to attract investors. The net
cost of the inflation risk premium of nominal bonds is between
one-quarter and one-half of a percentage point annually over
the long term, after adjusting for a premium on ILBs that
compensates for their lower liquidity, our research suggests.

One way to dimension the cost of insuring against inflation is
to compare the historical reduction in returns an investor would
have experienced owning “traditional” versus “real” invest-
ments. Display 6 shows the relative performance of a hypotheti-
cal real-asset portfolio compared with a traditional equity
portfolio over time. The real-asset portfolio would have
significantly outperformed its traditional counterpart during
periods of inflation. However, during “normal” periods of

moderate or declining inflation, the portfolio of real assets
would have modestly underperformed. Finally, as the bar on
the right shows, in the rare case of a deflationary environment,
inflation hedges can detract significantly from a portfolio’s
overall return. Effectively managing these costs should be a part
of any sensible inflation-hedging strategy.

Traditional portfolio construction involves allocations to cash,
bonds and riskier assets, such as stocks. When considering the
addition of inflation hedges, a key challenge is how to add it in
a way that does not disturb the broader risk and return
objectives of the portfolio. Mirroring the construction of
traditional portfolios, we can divide potential inflation hedges
into three corresponding categories: real cash, real bonds and
real assets (Display 7). Real cash and real bonds are well
represented by short-term and longer-term ILBs, respectively.
These are reliable hedges, since their returns are structurally
linked to inflation.

Display 6

Inflation-Hedged Suite Has Cost and Deflationary Downside
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Real Investments Complement Traditional Counterparts
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beta. Furthermore, for most types of residential and
commercial properties, rents take the form of fixed lease
payments, so, in general, the shorter the lease term, the
greater the inflation sensitivity. While direct real estate—the
purchase of privately traded real estate assets such as office,
retail, apartment or industrial properties—can serve as a
good inflation hedge, its lack of liquidity is a drawback. For
this reason, we believe that securitized real estate—which
is traded on major stock exchanges and is more readily
convertible to cash—is a suitable liquid proxy for direct real
estate ownership that can help investors hedge inflation.

Gold
Gold, which has been synonymous with money for centuries,
is often viewed as an inflation hedge. Gold, in fact, is unique
in that it generally provides protection in both inflationary and
deflationary environments. Why? First, increases in demand
are often met by explosive price increases, rather than by
increased production. Second, gold has a long history of
serving as a safe haven in times of crisis; investors therefore
flock to it in times of deflation, too.

Holding gold, however, has a steep opportunity cost. The
expected long-term price appreciation of gold is equal to
the expected increase in the marginal cost of production,
which, for hundreds of years, has roughly equaled broader
measures of inflation. In other words, while gold can
appreciate rapidly at times, its long-term expected return
equals inflation less storage costs. That’s far below the
long-term expected returns on stocks or even bonds.

Nominal Bonds
Nominal bonds typically perform poorly in inflationary
environments. Their future cash flows, including both
coupon and return of principal, are fixed, so a rising
discount rate (due to higher inflation expectations) damages

their current value. All else being equal, the longer the bond’s
maturity, the more vulnerable it will be to expectations of high
or rising inflation. Short-maturity bills, however, generally
perform better relative to longer-term debt in periods of rising
inflation because the yields of new bills will rise to reflect
higher inflation expectations, and there’s not much time for
inflation to erode the principal value. In other words, the
shorter the maturity of the bond, the more quickly an investor
will be able to reinvest the proceeds in new instruments that
have priced in the change in inflation expectations.

Inflation-Linked Bonds
ILBs, such as US TIPS, are designed to seek protection against
inflation by passing through changes in broad price indices
such as the Consumer Price Index (CPI). The principal of such
bonds generally increases with inflation. The bonds pay
interest at a fixed rate, which is applied to the adjusted
principal, so that the interest payments, like the principal, rise
and fall in line with inflation or deflation. When TIPS mature,
the holder receives the adjusted principal or original principal,
whichever is greater.

ILBs, we believe, would have delivered inflation betas of
nearly 1.0 over time—but they are not a perfect hedge in all
circumstances. In periods when a rise in inflation coincides
with a rise in real interest rates—such as during the late 1970s
and early 1980s in the US—ILBs can produce negative returns.
In such periods, however, nominal bonds do even worse. So,
in these periods, we would still expect ILBs to provide better
inflation-adjusted returns than nominal bonds.

For a more in-depth analysis of the ability of various asset
classes to serve as inflation hedges, please refer to our
research report titled Deflating Inflation—Redefining the
Inflation-Resistant Portfolio.
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Asset classes vary widely in their inflation sensitivity and
reliability as inflation hedges. Quantifying this sensitivity and
reliability is challenging because long-term performance
records across different inflationary cycles do not exist for
many asset classes. While the first ILB was issued more than
two centuries ago, the US government has only been issuing
TIPS since 1997. Similarly, commodity futures have existed
for centuries, but broad commodity indices are a far more
recent innovation.

To develop more robust estimates of inflation sensitivity and
reliability, we created a hypothetical return series for TIPS
stretching back more than a century, based on the known
drivers of the performance of these bonds. We have also
built a proprietary historical data series for commodity
returns. This additional data help us to analyze allocation
decisions under different economic conditions.

Let’s look at each asset class in turn.

Equities
Stocks are often considered a relatively robust inflation
hedge over the long run. This makes intuitive sense, since
common stocks represent claims on future income produced
by the real assets of a business—including factories and
equipment—which should rise with overall prices. But stocks
have historically performed poorly as a hedge against
accelerating inflation over the short to medium term.

While inflation tends to boost companies’ cash flows, the
market will generally apply a higher discount rate to those
cash flows. Which effect dominates valuations: the positive
impact of higher expected cash flows or the negative impact
of a higher discount rate? History suggests that it is the latter.
Rising inflation causes a lot of uncertainties, not the least of
which are the various possible responses from government

central banks to combat price pressures. To account for such
uncertainties, risk premiums on stocks tend to increase when
inflation is rising sharply, sending stock prices lower.

Certain types of equities react better than others to rising
inflation. Our research suggests that many stocks in the
natural resources and real estate sectors—which possess a
potent combination of high capital intensity and inflation-
sensitive revenues—have positive inflation betas, for reasons
discussed below.

Commodities
The asset with the highest inflation beta is commodity
futures. That’s because the returns of commodity futures
generally can be highly sensitive to shorter-term supply-
and-demand economics. When aggregate demand in the
economy is strong, the price of commodities—agricultural
goods, metals, energy and other inputs for finished
goods—tends to increase. And in such environments,
commodity prices tend to rise at a faster rate than prices
overall, because the ability to add capacity in these
industries is much more constrained than for most consum-
er goods. Furthermore, it is more difficult to substitute
away from commodities, which are often basic resources,
than from later-staged goods. This lack of flexibility, or
inelasticity, in the supply and demand of commodities
means that price appreciation can be particularly acute
during economic booms.

Real Estate
Real estate has long been recognized as a valuable hedge
against inflation. The cash-flow sensitivity of real estate
stems from both the proportion of value tied up in land (i.e.,
the proportion of fixed costs) and the sensitivity of rents to
inflation. Generally speaking, the higher the proportion of
land in a real estate asset’s value, the higher its inflation

A Variety of Inflation-Hedging Assets Is Available
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beta. Furthermore, for most types of residential and
commercial properties, rents take the form of fixed lease
payments, so, in general, the shorter the lease term, the
greater the inflation sensitivity. While direct real estate—the
purchase of privately traded real estate assets such as office,
retail, apartment or industrial properties—can serve as a
good inflation hedge, its lack of liquidity is a drawback. For
this reason, we believe that securitized real estate—which
is traded on major stock exchanges and is more readily
convertible to cash—is a suitable liquid proxy for direct real
estate ownership that can help investors hedge inflation.

Gold
Gold, which has been synonymous with money for centuries,
is often viewed as an inflation hedge. Gold, in fact, is unique
in that it generally provides protection in both inflationary and
deflationary environments. Why? First, increases in demand
are often met by explosive price increases, rather than by
increased production. Second, gold has a long history of
serving as a safe haven in times of crisis; investors therefore
flock to it in times of deflation, too.

Holding gold, however, has a steep opportunity cost. The
expected long-term price appreciation of gold is equal to
the expected increase in the marginal cost of production,
which, for hundreds of years, has roughly equaled broader
measures of inflation. In other words, while gold can
appreciate rapidly at times, its long-term expected return
equals inflation less storage costs. That’s far below the
long-term expected returns on stocks or even bonds.

Nominal Bonds
Nominal bonds typically perform poorly in inflationary
environments. Their future cash flows, including both
coupon and return of principal, are fixed, so a rising
discount rate (due to higher inflation expectations) damages

their current value. All else being equal, the longer the bond’s
maturity, the more vulnerable it will be to expectations of high
or rising inflation. Short-maturity bills, however, generally
perform better relative to longer-term debt in periods of rising
inflation because the yields of new bills will rise to reflect
higher inflation expectations, and there’s not much time for
inflation to erode the principal value. In other words, the
shorter the maturity of the bond, the more quickly an investor
will be able to reinvest the proceeds in new instruments that
have priced in the change in inflation expectations.

Inflation-Linked Bonds
ILBs, such as US TIPS, are designed to seek protection against
inflation by passing through changes in broad price indices
such as the Consumer Price Index (CPI). The principal of such
bonds generally increases with inflation. The bonds pay
interest at a fixed rate, which is applied to the adjusted
principal, so that the interest payments, like the principal, rise
and fall in line with inflation or deflation. When TIPS mature,
the holder receives the adjusted principal or original principal,
whichever is greater.

ILBs, we believe, would have delivered inflation betas of
nearly 1.0 over time—but they are not a perfect hedge in all
circumstances. In periods when a rise in inflation coincides
with a rise in real interest rates—such as during the late 1970s
and early 1980s in the US—ILBs can produce negative returns.
In such periods, however, nominal bonds do even worse. So,
in these periods, we would still expect ILBs to provide better
inflation-adjusted returns than nominal bonds.

For a more in-depth analysis of the ability of various asset
classes to serve as inflation hedges, please refer to our
research report titled Deflating Inflation—Redefining the
Inflation-Resistant Portfolio.
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Asset classes vary widely in their inflation sensitivity and
reliability as inflation hedges. Quantifying this sensitivity and
reliability is challenging because long-term performance
records across different inflationary cycles do not exist for
many asset classes. While the first ILB was issued more than
two centuries ago, the US government has only been issuing
TIPS since 1997. Similarly, commodity futures have existed
for centuries, but broad commodity indices are a far more
recent innovation.

To develop more robust estimates of inflation sensitivity and
reliability, we created a hypothetical return series for TIPS
stretching back more than a century, based on the known
drivers of the performance of these bonds. We have also
built a proprietary historical data series for commodity
returns. This additional data help us to analyze allocation
decisions under different economic conditions.

Let’s look at each asset class in turn.

Equities
Stocks are often considered a relatively robust inflation
hedge over the long run. This makes intuitive sense, since
common stocks represent claims on future income produced
by the real assets of a business—including factories and
equipment—which should rise with overall prices. But stocks
have historically performed poorly as a hedge against
accelerating inflation over the short to medium term.

While inflation tends to boost companies’ cash flows, the
market will generally apply a higher discount rate to those
cash flows. Which effect dominates valuations: the positive
impact of higher expected cash flows or the negative impact
of a higher discount rate? History suggests that it is the latter.
Rising inflation causes a lot of uncertainties, not the least of
which are the various possible responses from government

central banks to combat price pressures. To account for such
uncertainties, risk premiums on stocks tend to increase when
inflation is rising sharply, sending stock prices lower.

Certain types of equities react better than others to rising
inflation. Our research suggests that many stocks in the
natural resources and real estate sectors—which possess a
potent combination of high capital intensity and inflation-
sensitive revenues—have positive inflation betas, for reasons
discussed below.

Commodities
The asset with the highest inflation beta is commodity
futures. That’s because the returns of commodity futures
generally can be highly sensitive to shorter-term supply-
and-demand economics. When aggregate demand in the
economy is strong, the price of commodities—agricultural
goods, metals, energy and other inputs for finished
goods—tends to increase. And in such environments,
commodity prices tend to rise at a faster rate than prices
overall, because the ability to add capacity in these
industries is much more constrained than for most consum-
er goods. Furthermore, it is more difficult to substitute
away from commodities, which are often basic resources,
than from later-staged goods. This lack of flexibility, or
inelasticity, in the supply and demand of commodities
means that price appreciation can be particularly acute
during economic booms.

Real Estate
Real estate has long been recognized as a valuable hedge
against inflation. The cash-flow sensitivity of real estate
stems from both the proportion of value tied up in land (i.e.,
the proportion of fixed costs) and the sensitivity of rents to
inflation. Generally speaking, the higher the proportion of
land in a real estate asset’s value, the higher its inflation

A Variety of Inflation-Hedging Assets Is Available
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The larger challenge, however, comes in selecting investments
to form the real-asset portion of a portfolio. These higher-risk/
higher-return investments, with no direct structural link to
inflation, generally have different inflation-hedging strengths
and weaknesses. Commodity futures and gold, for example,
have the highest inflation betas but come up short in reliability.
Furthermore, gold carries a high opportunity cost: its returns
over the long term are expected to be in line with inflation,
resulting in real returns near zero. Real estate equities and
commodity-related equities sacrifice less return relative to their
traditional counterparts—in this case, diversified equities—and
score fairly well in terms of reliability. And while direct real
estate has attractive sensitivity and reliability, it is somewhat less
cost-effective than REITs and has far less liquidity, undermining
its usefulness in portfolios that require high degrees of liquidity.

One additional consideration is that some inflation hedges,
including commodity futures, respond primarily to global
supply-and-demand factors and may be less effective if inflation
is the product of local- or country-specific factors. We believe
that foreign currency exposure, from international investments,
for example, can be an effective inflation hedge when domestic
inflation shocks deviate significantly from global trends.
Currency forwards, whose returns are implicitly embedded in
unhedged foreign investments via short-term rates, price in
the expected inflation differential between two countries. If

domestic inflation rises by more than foreign inflation, then—all
else being equal—the domestic currency will tend to weaken to
maintain the relative purchasing power of the currencies. This
weakening provides investors with positive returns to foreign
currency exposure, thus serving as a hedge against spikes in
domestic inflation.

We can strive to overcome the trade-offs between sensitivity,
reliability and cost-effectiveness in these potential inflation
hedges—while also potentially improving risk-adjusted re-
turns—by combining them in a diversified portfolio of real
assets. In our view, a strategic real-asset portfolio should include
a mix of commodity futures, commodity-related equities and
real estate equities, along with meaningful exposure to foreign
currency. This diversified mix may provide a far better balance
of sensitivity, reliability and cost-effectiveness than any of the
individual components alone (Display 8). Since some of the
inflation hedges can be expected to be more effective under
certain market conditions, actively managing this portfolio by
dynamically tilting toward specific real assets based on prevail-
ing market conditions may further improve performance.

In addition to their inflation-hedging benefits, real-asset exposures
can provide diversification in a traditional portfolio, potentially
improving its risk-adjusted returns. But how much real-asset and
real-bond exposure should be included in a target-date fund?

Display 8

Finding the Best Combination of Inflation-Hedging Characteristics

Inflation Sensitivity Reliability Cost-Effectiveness
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Incorporating Inflation Hedges in the
Target-Date Portfolio
To understand how much inflation protection an individual
might need, it is useful to consider a hypothetical investor’s
“balance sheet” of assets and liabilities. After all, it is the level
of an investor’s assets and liabilities—and their relationship to
inflation—that determine the individual’s vulnerability to
inflation spikes.

As the left-hand bar of Display 9 shows, an investor’s assets
include both traditional financial assets (such as stocks, bonds
and cash) and income-related or nonfinancial assets (such as an
individual’s future wages or Social Security income). Income-
related assets often benefit from rising inflation—wages usually
keep pace with consumer prices over time—so they are a key
consideration in the inflation-hedging decision. Because
income-related assets tend to provide a natural inflation hedge,
investors with a higher percentage of their overall wealth in
income-related assets will likely need less explicit inflation
protection in their “financial asset” portfolio.

On the liabilities side of the balance sheet, inflation vulnerability
is largely a function of how “real” the investor’s liabilities are
expected to be. Some liabilities are fixed in nominal terms, while
others, such as the retirement spending needs of an individual,
are exposed to inflation risk. In general, the more an investor’s
liabilities rise with inflation (and the lower the investor’s risk
tolerance), the more detrimental a potential inflation shock can
be and the more protection will be needed (Display 10).

Why not simply allocate the investor’s whole portfolio to real
bonds and real assets? As we examined earlier, while such a
strategy could mitigate inflation risk, it would come at the cost
of lower expected returns. This cost may be acceptable for
investors with a very short time horizon, but it is likely unaccept-
able for most target-date investors—including new retirees who
are likely to have a two- or three-decade investment horizon. To
determine the appropriate real-asset and real-bond allocations
in a target-date fund, it is useful to consider the circumstances
of typical investors at different stages of life.

Display 9

Investor Balance Sheet Incorporates Inflation-Sensitive
Income Assets and Liabilities

Comprehensive Investor Balance Sheet

LiabilitiesAssets

Income
Assets

Financial
Assets  Lifestyle Spending

 Bequest Goals

 Mortgage Payments

 Investment Portfolio

 Cash Reserves

 Human Capital

For illustrative purposes only
Source: AllianceBernstein

Display 10

Inflation Hedging Needs Depend on Net Liabilities and
Risk Tolerance

Less
Protection
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For illustrative purposes only
Source: AllianceBernstein
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The larger challenge, however, comes in selecting investments
to form the real-asset portion of a portfolio. These higher-risk/
higher-return investments, with no direct structural link to
inflation, generally have different inflation-hedging strengths
and weaknesses. Commodity futures and gold, for example,
have the highest inflation betas but come up short in reliability.
Furthermore, gold carries a high opportunity cost: its returns
over the long term are expected to be in line with inflation,
resulting in real returns near zero. Real estate equities and
commodity-related equities sacrifice less return relative to their
traditional counterparts—in this case, diversified equities—and
score fairly well in terms of reliability. And while direct real
estate has attractive sensitivity and reliability, it is somewhat less
cost-effective than REITs and has far less liquidity, undermining
its usefulness in portfolios that require high degrees of liquidity.

One additional consideration is that some inflation hedges,
including commodity futures, respond primarily to global
supply-and-demand factors and may be less effective if inflation
is the product of local- or country-specific factors. We believe
that foreign currency exposure, from international investments,
for example, can be an effective inflation hedge when domestic
inflation shocks deviate significantly from global trends.
Currency forwards, whose returns are implicitly embedded in
unhedged foreign investments via short-term rates, price in
the expected inflation differential between two countries. If

domestic inflation rises by more than foreign inflation, then—all
else being equal—the domestic currency will tend to weaken to
maintain the relative purchasing power of the currencies. This
weakening provides investors with positive returns to foreign
currency exposure, thus serving as a hedge against spikes in
domestic inflation.

We can strive to overcome the trade-offs between sensitivity,
reliability and cost-effectiveness in these potential inflation
hedges—while also potentially improving risk-adjusted re-
turns—by combining them in a diversified portfolio of real
assets. In our view, a strategic real-asset portfolio should include
a mix of commodity futures, commodity-related equities and
real estate equities, along with meaningful exposure to foreign
currency. This diversified mix may provide a far better balance
of sensitivity, reliability and cost-effectiveness than any of the
individual components alone (Display 8). Since some of the
inflation hedges can be expected to be more effective under
certain market conditions, actively managing this portfolio by
dynamically tilting toward specific real assets based on prevail-
ing market conditions may further improve performance.

In addition to their inflation-hedging benefits, real-asset exposures
can provide diversification in a traditional portfolio, potentially
improving its risk-adjusted returns. But how much real-asset and
real-bond exposure should be included in a target-date fund?

Display 8

Finding the Best Combination of Inflation-Hedging Characteristics

Inflation Sensitivity Reliability Cost-Effectiveness

Intermediate TIPS
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Incorporating Inflation Hedges in the
Target-Date Portfolio
To understand how much inflation protection an individual
might need, it is useful to consider a hypothetical investor’s
“balance sheet” of assets and liabilities. After all, it is the level
of an investor’s assets and liabilities—and their relationship to
inflation—that determine the individual’s vulnerability to
inflation spikes.

As the left-hand bar of Display 9 shows, an investor’s assets
include both traditional financial assets (such as stocks, bonds
and cash) and income-related or nonfinancial assets (such as an
individual’s future wages or Social Security income). Income-
related assets often benefit from rising inflation—wages usually
keep pace with consumer prices over time—so they are a key
consideration in the inflation-hedging decision. Because
income-related assets tend to provide a natural inflation hedge,
investors with a higher percentage of their overall wealth in
income-related assets will likely need less explicit inflation
protection in their “financial asset” portfolio.

On the liabilities side of the balance sheet, inflation vulnerability
is largely a function of how “real” the investor’s liabilities are
expected to be. Some liabilities are fixed in nominal terms, while
others, such as the retirement spending needs of an individual,
are exposed to inflation risk. In general, the more an investor’s
liabilities rise with inflation (and the lower the investor’s risk
tolerance), the more detrimental a potential inflation shock can
be and the more protection will be needed (Display 10).

Why not simply allocate the investor’s whole portfolio to real
bonds and real assets? As we examined earlier, while such a
strategy could mitigate inflation risk, it would come at the cost
of lower expected returns. This cost may be acceptable for
investors with a very short time horizon, but it is likely unaccept-
able for most target-date investors—including new retirees who
are likely to have a two- or three-decade investment horizon. To
determine the appropriate real-asset and real-bond allocations
in a target-date fund, it is useful to consider the circumstances
of typical investors at different stages of life.

Display 9
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Income Assets and Liabilities

Comprehensive Investor Balance Sheet

LiabilitiesAssets

Income
Assets

Financial
Assets  Lifestyle Spending

 Bequest Goals

 Mortgage Payments

 Investment Portfolio

 Cash Reserves

 Human Capital

For illustrative purposes only
Source: AllianceBernstein

Display 10

Inflation Hedging Needs Depend on Net Liabilities and
Risk Tolerance

Less
Protection

More
Real

More
Nominal

Higher Lower
Risk Tolerance

N
et

 L
ia

bi
lit

ie
s

More
Protection

How Much?

For illustrative purposes only
Source: AllianceBernstein

For financial representative, qualified retirement plan sponsor and institutional investor use only. Not for inspection by, distribution or quotation to, the general public.



For financial representative use only. Not for inspection by, distribution or quotation to, the general public.10 Enhancing US Target-Date Funds

Young savers invested in a target-date fund have limited financial
assets. Their greatest asset is their human capital, their ability
to work and generate future labor income. Thus, they have
significant income-related assets. Their retirement liabilities are far
off, and their current liabilities are likely to be more than offset by
their current income. Given their long-time horizon and ongoing
retirement-plan contributions, young savers are able to harness
the long-term growth potential of equities; the compounded
returns of their diversified stock holdings over time should help
their portfolios outpace inflation. Thus, young savers’ target-date
portfolios typically do not need explicit inflation protection.
Nevertheless, a modest exposure to real assets could benefit their
portfolios for the diversification potential.

Midlife savers are more likely than young savers to have accumu-
lated significant retirement savings. As a result, they tend to have
a higher ratio of financial assets to income assets than do young
savers. This ratio generally continues to increase as workers move
toward retirement: their future income potential is diminishing
while the value of their investment portfolio is likely increasing
due to ongoing contributions and market appreciation. Mean-
while, their retirement liabilities, which are sensitive to inflation,
are drawing nearer. Simply put, investors need an increasing
amount of inflation protection within target-date funds as they
move from midlife to retirement.

Retirees have little or no remaining human capital, but if they’ve
planned well, they have significant financial capital. While
retirees may receive income from traditional pensions or Social
Security, most will need to draw down their financial portfolios
in order to maintain their standard of living. Since investors are
likely to have their greatest amount of financial capital at or
near their retirement age, the need for direct inflation hedges
within a target-date fund is greatest at that point in time.

Senior retirees, or those who are a decade or more into retire-
ment, have often depleted a substantial portion of their financial
savings. These retirees are actually less likely to be damaged by
inflation spikes than new retirees are, since their assets are likely
to largely comprise inflation-adjusting Social Security income.
Meanwhile, the financial assets of senior retirees should be
invested more conservatively than those of new retirees in order
to better protect against capital loss. This includes significant
exposure to short-duration bonds and/or cash, both of which are
relatively sensitive to inflation changes.

Thus, although the need for inflation hedging tends to rise as an
investor ages, the appropriate allocation to real assets and real
bonds within a target-date fund does not always increase
similarly. Instead, the allocation varies with age along the glide
path, depending on an assessment of the risks and of the assets
and liabilities. Display 11 shows the appropriate ranges of
inflation protection—including allocations to real assets and real
bonds, as well as short-duration bonds and/or cash—along the
glide path for a typical target-date fund. Ideally, the allocation to
inflation protection along the glide path would be customized
for a specific plan based on the plan’s employee demographics.

It may seem that typical allocations to real assets and real bonds
of 10%–40% of an investment portfolio are unlikely to provide
much protection in the event of an inflationary spike. After all,
with 60%–90% of a portfolio still invested in vulnerable stocks
and traditional bonds, can real investments have anything more
than a marginal impact on outcomes?

As it turns out, even seemingly modest exposures to real assets
can make a big difference. Display 12 shows the outcomes for
two hypothetical US-based investors who had initial portfolio
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values of $100,000 in mid-1972. Let us also assume that the
investors withdraw 5% of their initial portfolio amount each
year—adjusted for inflation—in order to maintain their spending.

The time period under consideration includes the so-called
Great Inflation of the 1970s. The blue line at the bottom of the
display illustrates changes in the portfolio value of an investor
in a traditional 60/40 stock/bond portfolio. The green line
shows the results for a hypothetical investor who has a similar
portfolio, but opts to shift 10% of the stock allocation to real
assets and 15% of the fixed-income allocation to ILBs. Over
time, the inflation-hedged portfolio is worth substantially more
than the traditional portfolio—and this is after supporting
a fast-growing stream of cash outlays. The difference is so
impactful that the portfolio with inflation hedging would have
supported withdrawals for another eight years after the
traditional portfolio ran out of money.

Conclusion
While major inflationary spikes are rare, when they do strike, they
usually come as a surprise, devastating investment portfolios.
Once inflation takes hold, it is often too late to guard portfolios
against its effects, since the cost of hedges is likely to have sharply

risen. For this reason, we believe that inflation defenses need to be
a long-term consideration: portfolios should be designed to cope
with a range of possible inflationary environments.

A variety of different assets can be used to hedge inflation risk,
but the selection of these assets involves a number of trade-
offs. A well-balanced combination of real assets can minimize
these trade-offs while providing a significant defense against
the risk of inflation. In addition, real assets and real bonds can
be diversifying to traditional portfolio investments, potentially
enhancing risk-adjusted returns.

The expected sensitivity of an investor’s assets and liabilities to
inflation guides the appropriate allocation to real assets and real
bonds. In a target-date fund, the need for inflation defense
varies along the glide path, increasing in the period approaching
retirement and during retirement, when inflation can be the
most damaging. When compared with a traditional portfolio, a
portfolio that includes inflation hedges can produce comparable
long-term performance while helping investors guard against
shorter-term inflationary spikes.

We believe that a well-researched allocation to real assets and
real bonds in a target-date portfolio may serve as an effective
inflation hedge and a useful diversifier, helping target-date
funds live up to their aim of providing a reliable vehicle for
individuals to fund their retirements.

Summary Points
n Inflation is a key risk to address for investors approaching

and in retirement, when accumulated savings are nearing
their peak and participants are the most vulnerable to a loss
of purchasing power.

n Inflationary shocks almost always come as a surprise, and
once inflation has taken hold, it is often too late to attempt
to protect portfolios. Hence, a strategic allocation to assets
that provide inflation protection is prudent.

n Target-date retirement funds may be able to obtain reliable
and cost-effective inflation hedges with an allocation to real
assets combining REITs, commodity stocks and commodity
futures, in addition to the use of ILBs, short-duration bonds
and/or cash. n
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Young savers invested in a target-date fund have limited financial
assets. Their greatest asset is their human capital, their ability
to work and generate future labor income. Thus, they have
significant income-related assets. Their retirement liabilities are far
off, and their current liabilities are likely to be more than offset by
their current income. Given their long-time horizon and ongoing
retirement-plan contributions, young savers are able to harness
the long-term growth potential of equities; the compounded
returns of their diversified stock holdings over time should help
their portfolios outpace inflation. Thus, young savers’ target-date
portfolios typically do not need explicit inflation protection.
Nevertheless, a modest exposure to real assets could benefit their
portfolios for the diversification potential.

Midlife savers are more likely than young savers to have accumu-
lated significant retirement savings. As a result, they tend to have
a higher ratio of financial assets to income assets than do young
savers. This ratio generally continues to increase as workers move
toward retirement: their future income potential is diminishing
while the value of their investment portfolio is likely increasing
due to ongoing contributions and market appreciation. Mean-
while, their retirement liabilities, which are sensitive to inflation,
are drawing nearer. Simply put, investors need an increasing
amount of inflation protection within target-date funds as they
move from midlife to retirement.

Retirees have little or no remaining human capital, but if they’ve
planned well, they have significant financial capital. While
retirees may receive income from traditional pensions or Social
Security, most will need to draw down their financial portfolios
in order to maintain their standard of living. Since investors are
likely to have their greatest amount of financial capital at or
near their retirement age, the need for direct inflation hedges
within a target-date fund is greatest at that point in time.

Senior retirees, or those who are a decade or more into retire-
ment, have often depleted a substantial portion of their financial
savings. These retirees are actually less likely to be damaged by
inflation spikes than new retirees are, since their assets are likely
to largely comprise inflation-adjusting Social Security income.
Meanwhile, the financial assets of senior retirees should be
invested more conservatively than those of new retirees in order
to better protect against capital loss. This includes significant
exposure to short-duration bonds and/or cash, both of which are
relatively sensitive to inflation changes.

Thus, although the need for inflation hedging tends to rise as an
investor ages, the appropriate allocation to real assets and real
bonds within a target-date fund does not always increase
similarly. Instead, the allocation varies with age along the glide
path, depending on an assessment of the risks and of the assets
and liabilities. Display 11 shows the appropriate ranges of
inflation protection—including allocations to real assets and real
bonds, as well as short-duration bonds and/or cash—along the
glide path for a typical target-date fund. Ideally, the allocation to
inflation protection along the glide path would be customized
for a specific plan based on the plan’s employee demographics.

It may seem that typical allocations to real assets and real bonds
of 10%–40% of an investment portfolio are unlikely to provide
much protection in the event of an inflationary spike. After all,
with 60%–90% of a portfolio still invested in vulnerable stocks
and traditional bonds, can real investments have anything more
than a marginal impact on outcomes?

As it turns out, even seemingly modest exposures to real assets
can make a big difference. Display 12 shows the outcomes for
two hypothetical US-based investors who had initial portfolio
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values of $100,000 in mid-1972. Let us also assume that the
investors withdraw 5% of their initial portfolio amount each
year—adjusted for inflation—in order to maintain their spending.

The time period under consideration includes the so-called
Great Inflation of the 1970s. The blue line at the bottom of the
display illustrates changes in the portfolio value of an investor
in a traditional 60/40 stock/bond portfolio. The green line
shows the results for a hypothetical investor who has a similar
portfolio, but opts to shift 10% of the stock allocation to real
assets and 15% of the fixed-income allocation to ILBs. Over
time, the inflation-hedged portfolio is worth substantially more
than the traditional portfolio—and this is after supporting
a fast-growing stream of cash outlays. The difference is so
impactful that the portfolio with inflation hedging would have
supported withdrawals for another eight years after the
traditional portfolio ran out of money.

Conclusion
While major inflationary spikes are rare, when they do strike, they
usually come as a surprise, devastating investment portfolios.
Once inflation takes hold, it is often too late to guard portfolios
against its effects, since the cost of hedges is likely to have sharply

risen. For this reason, we believe that inflation defenses need to be
a long-term consideration: portfolios should be designed to cope
with a range of possible inflationary environments.

A variety of different assets can be used to hedge inflation risk,
but the selection of these assets involves a number of trade-
offs. A well-balanced combination of real assets can minimize
these trade-offs while providing a significant defense against
the risk of inflation. In addition, real assets and real bonds can
be diversifying to traditional portfolio investments, potentially
enhancing risk-adjusted returns.

The expected sensitivity of an investor’s assets and liabilities to
inflation guides the appropriate allocation to real assets and real
bonds. In a target-date fund, the need for inflation defense
varies along the glide path, increasing in the period approaching
retirement and during retirement, when inflation can be the
most damaging. When compared with a traditional portfolio, a
portfolio that includes inflation hedges can produce comparable
long-term performance while helping investors guard against
shorter-term inflationary spikes.

We believe that a well-researched allocation to real assets and
real bonds in a target-date portfolio may serve as an effective
inflation hedge and a useful diversifier, helping target-date
funds live up to their aim of providing a reliable vehicle for
individuals to fund their retirements.

Summary Points
n Inflation is a key risk to address for investors approaching

and in retirement, when accumulated savings are nearing
their peak and participants are the most vulnerable to a loss
of purchasing power.

n Inflationary shocks almost always come as a surprise, and
once inflation has taken hold, it is often too late to attempt
to protect portfolios. Hence, a strategic allocation to assets
that provide inflation protection is prudent.

n Target-date retirement funds may be able to obtain reliable
and cost-effective inflation hedges with an allocation to real
assets combining REITs, commodity stocks and commodity
futures, in addition to the use of ILBs, short-duration bonds
and/or cash. n
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