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portfolio’s returns, while market volatility will introduce uncertainty and risk

the portfolio’s real return in what concerns the future levels of the consumer price index (CPI). 

t the portfolio’s real returns, will be eroded by 

uncertainty in future changes in the CPI and in the market’s volatility. 

World War I, the <Great Inflation= of the 1970s and the post

common stocks’ characteristic as inflation hedges. 

examined Gold and Gold’s characteristics as a hedge and as 



investor may get for their investment. Let’s say that the investor has considered to allocate the

where inflation is, above the central bank’s inflation target, but, 

to maintain the investor’s purchasing power levels. 

<bad= uncertainty. 

indicates, it is not the security’s own risk that is important but the impact it makes on 

the portfolio’
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and highlights the GARCH model’s impact on return tails.



’ data was obtained mainly from LSEG Workspace, whilst the S&P 500 data was 



that the EURO was only launched in 1999, that’s why 

the European Central Bank’s approach, of a weighted average of the currencies of the eleven 

’s

which contrasts with other inflation and volatility measures’ data sources used in this paper. 

French’s data library. This includes the Fama

French’s online data library

have data on more than 82% of the period’s months. 
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term, current inflation influences next month’s inflation, 

’ ability
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series’ past values may be able to predict another time series’ future values. 

, if inflation’s past 

<inflation does not Granger cause volatility=

between both <Volatilities=



CPI based rate has also low correlations with most asset’s returns, which may indicate that 

assets’ returns. 
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The <hedge= 
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primarily important to determine the market’s expectations for inflation, i.e., the expected 

expected component is fetched from the VIX Index, which captures the market participants’ 



investor’s current information set. 

anomalies in the portfolios’ excess returns
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βk,t Fk,t

Idiosyncratic risk is the main reason behind investor’s 

Let’s say we have decided to allocate one hundred 

percent of our funds into a single stock. The company’s stock we just bought, has performed 

there is correlation between the assets’ returns, no degree of correlation can change risk. 

and market volatility’s risk, while improving the hedging asset’s risk

portfolio’s



Below is a reminder of the portfolio’s 
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the weighted sum of individual assets’ volatilities to the portfolio volatility. Once 
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proposed a model that followed Markowitz’s mean

case, 0. Variance penalizes both <good= and <bad= volatility, while semivariance will 
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wTµ√(wTβπ-1-1)2+ (wTβGARCH-1)2+λ‖w‖2

 



inflation’s beta is closer to one. The innovation of this framework

max wTµ- λv |wTβv|- λi(wTβi-1)2
 (5)
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µ
weights, represents a matrix multiplication that has as output the portfolio’s expected return. βv

βi, are the vectors of each assets’ beta with respect to volatility and inflation, respectively. 

λv λi are the investor’s risk aversion coefficient to volatility and inflation. A higher value in 

macroeconomic variables, on the assets’ excess 

tfolio’s betas are as close to 1

All portfolios’ effectiveness will be measured out



inflation and volatility rates measure how much the asset’s excess re

<N= 

α



Gold’s returns, similarly, to the already analysed assets, react negatively to expected 

, oil’s returns experience decreases when the market anticipates high 

stock market volatility. However, and in line with the remaining assets, it’s positively sensitive 



investment universe. It’s the only asset that has positive sensitivity to b

that inflation and volatility explain a meaningful but not high portion of the return’s variation. 

conducted tests, indicate that, in general, the model’s predicted values are very close to actual 



run, equities’ returns react on a greater degree to inflation than to volatility. 

Gold’

Similarly, to what was analysed in the past model, gold’s nominal excess returns suffer 

. Still in commodity universe, oil’s coefficients are mostly aligned with 

gold’s results





more than a third of the portfolio’s variance. 



do not change much in terms of hedging capabilities. ESP’s volatility hedging profile 

for a very low share of the variance in this portfolio’s nominal excess returns. 
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RMSE, SE_α and DW test, show that the models fit the data reasonably well in terms of residual 

the inflation rate and that of portfolios’ returns. The only excep



’

results. Not only the ETF’s returns and hedging abilities but also the portfolios construction 

Index. Since VIX measures the market’s expectations of 



dimensional <surface=, incorporating not only expected return but also sensitivity to inflation 

<most



efficient= portfolio

corresponding allocations fail to hedge inflation’s components on the short to medium term. 
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The Naïve Portfolio, hereinafter designated as <EW= is constructed to provide maximum 
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portfolio. Its optimization is based on the sum of the squared differences between each asset’s 
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then computed the IR for the active portfolio and the market’s SR. The optimal mix 
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