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Although global inflation rates are currently low,
policy moves by central banks around the world to
invigorate their economies may well lead to growth
in longer-term inflation. In fact, the Federal Reserve’s1
announcement in September of its QE32 stimulus plan
immediately raised expectations of an upswing in the
US inflation rate (Figure 1). Meanwhile, even benign
inflation can eat away at purchasing power in today’s
low-return environment. As a result, many investors
are seeking to protect their assets and earn positive
inflation-adjusted (real) returns.
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All investments involve risk, including possible loss of principal.
1
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The Federal Reserve Board (“Fed”) is responsible for the formulation of policies designed
to promote economic growth, full employment, stable prices, and a sustainable pattern
of international trade and payments.
Quantitative easing (QE, QE1, QE2, QE3) refers to a monetary policy implemented by
a central bank in which it increases the excess reserves of the banking system through
the direct purchase of debt securities.
This material is not for public distribution outside the United States of America.
Please refer to the disclosure information on the final page.
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Investment alternatives for
inflation protection

Figure 1: Rising inflation expectations (%)*
Five-year/five-year forward breakeven inflation
3.2
3.0
2.8
2.6
2.4
2.2
2.0
1.8

SEP
11

JAN
12

MAY
12

SEP
12

Source: Bloomberg, 9/30/11-9/28/12. Past performance is no
guarantee of future results. Please note that an investor cannot
invest directly in an index. The graph above is for illustrative
purposes only and is not reflective an actual investment.
*Measures inflation expectations based on the difference between yields
on nominal US Treasuries and inflation-protected Treasuries (TIPS)

For many years, Treasury Inflation Protected
Securities (TIPS) and Series I US Savings Bonds
(I Bonds), whose returns are adjusted for inflation,
have been popular choices for protecting assets.
However, the cost of these vehicles — and all
fixed-income instruments — has been climbing.
Bond prices, which traditionally increase when
interest rates fall, are being driven up even further
by rising demand from risk-averse investors.
At the same time, returns from TIPS and I Bonds
have not kept pace with inflation.
Other inflation-protection strategies often use
a combination of asset classes such as stocks,
bonds, commodities or real assets including gold
or real estate. However, stocks have had a higher
percentage of positive real returns across various
time periods than other investments, including
bonds (Figure 2). They have also delivered higher
real returns and offered inflation protection during
periods of high inflation acceleration (Figure 3).

Figure 2: Frequency of positive real returns (%) 1926-2012*         
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Sources: Ibbotson Associates and Legg Mason Global Asset Allocation, LLC. Past performance is no guarantee of future results. Please note
that an investor cannot invest directly in an index. The graph above is for illustrative purposes only and is not reflective an actual investment.
* Monthly data through June 30, 2012

Figure 3: Average 12-month real returns (%) 1926-2012*
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Sources: Ibbotson Associates and Legg Mason Global Asset Allocation, LLC. Past performance is no guarantee of future results. Please note
that an investor cannot invest directly in an index. The graph above is for illustrative purposes only and is not reflective an actual investment.
* Data through June 30, 2012
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Although equities have typically produced
negative real returns during short-term periods
of inflation, they tend to provide a better inflation
hedge over the longer term since companies
can pass along cost increases by raising prices.

We focused our research on two key areas:
categorizing and predicting inflationary
environments, or regimes, and determining
which sectors and stocks can be expected
to perform well during specific regimes.

Developing an equity-only, inflationsensitive approach

Inflationary regimes

Because of the compelling case of an equity
inflation approach, it may be possible to produce
positive real returns on a consistent basis while
being sensitive to short-term changes in the
inflation rate. The premise behind our research
was that a dynamic process that identified
the optimal times to reposition an investment
approach, based on changes in the path of inflation
would better satisfy investor objectives over time.

We used nearly 70 years of data from the
US Federal Reserve to identify nine historical
inflationary regimes. Each is defined by both
current and expected inflation levels. For example,
one regime has high-and-rising inflation, while
another has low-and-stable levels (Figure 4).

Figure 4: Historical inflationary regimes

Inflation
level

Inflation direction
Falling

Remains constant

Rising

High

High and falling

High and stable

High and rising

Moderate

Moderate and falling

Moderate and stable

Moderate and rising

Low

Low and falling

Low and stable

Low and rising

Sources: Federal Reserve Bank of St. Louis and Batterymarch. Past performance is no guarantee of future results. The graph above is for
illustrative purposes only and is not reflective an actual investment.

Sector exposures
We analyzed the long-term, cap-weighted
performance of 30 US sectors across periods
corresponding to the nine inflationary regimes we
identified. This research enabled us to determine
which sectors can be expected to perform best —
and worst — in specific environments, based on
their historical records (Figure 5).

Several sectors, such as Tobacco Products and
Oil & Natural Gas, performed well across a range
of regimes. Some, including Coal and Metals &
Mining, were top performers in certain regimes
but tended to underperform more frequently
in others. Our analysis showed that even the
worst-performing sectors added value during
some regimes. These results suggest that most
inflationary regimes can offer the potential for
ample opportunity to tilt an investment approach
toward areas that have historically delivered
relatively consistent returns.
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Figure 5: Best- and worst-performing sectors by inflation regime
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Sources: The Center for Research in Security Prices (CRSP) and Batterymarch. Past performance is no guarantee of future results.
The graph above is for illustrative purposes only and is not reflective an actual investment.

Batterymarch’s research also showed that various
inflationary regimes appeared to offer much
different equity return opportunities, as measured
by information ratio. This ratio, which measures
performance volatility, was several times greater
in high-and-stable and high-and-falling inflationary
environments than in regimes with high-and-rising
inflation. A higher information ratio implies more
consistent returns — an important consideration
since consistent performance can be difficult to
achieve during periods of rising inflation and
declining purchasing power.

Global implications
While we performed our research using US
inflation data because of its breadth and history,
additional analysis demonstrated that the
results have wide applicability to global markets,
especially as globalization, currency ties and
greater coordination of government policies

3

lead to more economic linkage, including shared
inflationary regimes. For example, when studying
the correlations between US inflation data and
stock returns within the MSCI All Country World
Index3, we noted that global stocks are already
sensitive to US inflationary moves.
In the face of growing inflation fears, many
investors have begun to consider incorporating
inflation protection into their portfolios. In
Batterymarch’s view, a disciplined, equityonly approach aimed at repositioning in terms
of inflationary regimes, sectors and individual
securities can provide risk-adjusted outperformance
versus a benchmark across a range of markets,
regardless of changing inflation levels. This type
of approach, which is often less expensive than
alternative choices, can be used with the approach
in an integrated inflation-protection product or as
part of an overall real-return asset allocation plan.

The MSCI All Country World Index (ACWI) is a free float-adjusted market capitalization weighted index that is designed to measure
the equity market performance of developed and emerging markets. The MSCI ACWI consists of 45 country indices comprising
24 developed and 21 emerging market country indices.
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What should I know before investing?
All investments involve risk, including possible loss of principal. Past performance is no guarantee of future
results. An investor cannot invest directly in an index.
The opinions and views expressed herein are those of the portfolio managers and may differ from those of
other managers and are not intended to be relied upon as a prediction or forecast of actual future events or
performance, or a guarantee of future results, or investment advice.
Common stocks generally provide an opportunity for more capital appreciation than fixed-income investments
but are subject to greater market fluctuations.
Fixed-income securities involve interest rate, credit, inflation, and reinvestment risks; and possible loss of
principal. As interest rates rise, the value of fixed-income securities falls.
U.S. Treasury Inflation Protected Securities (“TIPS”) are bonds that receive a fixed, stated rate of return, But
they also increase their principal by the changes in the CPI-U (the non-seasonally adjusted U.S. city average
of the all-item consumer price index for all urban consumers, published by the Bureau of Labor Statistics).
TIPS, like most fixed income instruments with long maturities, are subject to price risk.
U.S. Treasuries are direct debt obligations issued and backed by the “full faith and credit” of the U.S.
government. The U.S. government guarantees the principal and interest payments on U.S. Treasuries when
the securities are held to maturity. Unlike U.S. Treasury securities, debt securities issued by the federal agencies
and instrumentalities and related investments may or may not be backed by the full faith and credit of the U.S.
government. Even when the U.S. government guarantees principal and interest payments on securities, this
guarantee does not apply to losses resulting from declines in the market value of these securities.
Real estate Investment Trusts invest in real estate or loans secured by real estate and issue shares in such
investments, which can be illiquid.
Commodities contain heightened risk that include market, political, regulatory, and natural conditions and
may not be suitable for all investors.
Diversification does not assure a profit or protect against market loss.
Asset allocation does not assure a profit or protect against market loss.
Outperformance does not imply positive results.

This document is for information only and does not constitute an invitation to the public to invest. You should be aware that the investment
opportunities described should normally be regarded as longer term investments and they may not be suitable for everyone. The value of
investments and the income from them can go down as well as up and investors may not get back the amounts originally invested, and can
be affected by changes in interest rates, in exchange rates, general market conditions, political, social and economic developments and other
variable factors. Past performance is no guide to future returns and may not be repeated. Investment involves risks including but not limited to,
possible delays in payments and loss of income or capital. Neither Legg Mason nor any of its affiliates guarantees any rate of return or the return of
capital invested. Please note that an investor cannot invest directly in an index. Forward-looking statements are subject to uncertainties that could
cause actual developments and results to differ materially from the expectations expressed. This information has been prepared from sources
believed reliable but the accuracy and completeness of the information cannot be guaranteed and is not a complete summary or statement of all
available data. Individual securities mentioned are intended as examples of portfolio holdings and are not intended as buy or sell recommendations.
Information and opinions expressed by either Legg Mason or its affiliates are current as at the date indicated, are subject to change without
notice, and do not take into account the particular investment objectives, financial situation or needs of individual investors. The information in this
document is confidential and proprietary and may not be used other than by the intended user. Neither Legg Mason nor any officer or employee
of Legg Mason accepts any liability whatsoever for any loss arising from any use of this document or its contents. This document may not be
reproduced, distributed or published without prior written permission from Legg Mason. Distribution of this document may be restricted in certain
jurisdictions. Any persons coming into possession of this document should seek advice for details of, and observe such restrictions (if any).
This document may have been prepared by an advisor or entity affiliated with an entity mentioned below through common control and ownership
by Legg Mason, Inc.

This material is only for distribution in the jurisdictions listed.
Investors in Europe:
Issued and approved by Legg Mason Investments (Europe) Limited, registered office 201 Bishopsgate, London EC2M 3AB. Registered in
England and Wales, Company No. 1732037. Authorized and regulated by the Financial Services Authority. Client Services +44 (0)207 070 7444.
This document is for use by Professional Clients and Eligible Counterparties in EU and EEA countries. In Switzerland this document is only for
use by Qualified Investors. It is not aimed at, or for use by, Retail Clients in any European jurisdictions.
Investors in Hong Kong, Korea, Taiwan and Singapore:
This document is provided by Legg Mason Asset Management Hong Kong Limited in Hong Kong and Korea, Legg Mason Asset Management
Singapore Pte. Limited (Registration Number (UEN): 200007942R) in Singapore and Legg Mason Investments (Taiwan) Limited (Registration
Number: (98) Jin Guan Tou Gu Xin Zi Di 001; Address: Suite E, 55F, Taipei 101 Tower, 7, Xin Yi Road, Section 5, Taipei 110, Taiwan, R.O.C.; Tel: (886)
2-8722 1666) in Taiwan. Legg Mason Investments (Taiwan) Limited operates and manages its business independently. It is intended for distributors
use only in respectively Hong Kong, Korea, Singapore and Taiwan. It is not intended for, nor should it be distributed to, any member of the public
in Hong Kong, Korea, Singapore and Taiwan.
Investors in the Americas:
This document is provided by Legg Mason Investor Services LLC, a U.S. registered Broker-Dealer, which may include Legg Mason International
— Americas Offshore. Legg Mason Investor Services, LLC, Member FINRA/SIPC, and all entities mentioned are subsidiaries of Legg Mason, Inc.
Investors in Canada:
This document is provided by Legg Mason Canada Inc. Address: 220 Bay Street, 4th Floor, Toronto, ON M5J 2W4. Legg Mason Canada Inc.
is affiliated with the Legg Mason companies mentioned above through common control and ownership by Legg Mason, Inc.
Investors in Australia:
This document is issued by Legg Mason Asset Management Australia Limited (ABN 76 004 835 839, AFSL 204827) (“Legg Mason”).
The contents are proprietary and confidential and intended solely for the use of Legg Mason and the clients or prospective clients to whom
it has been delivered. It is not to be reproduced or distributed to any other person except to the client’s professional advisers.
This material is not for public distribution outside the United States of America.
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