
It’s getting more expensive…

Is your wallet getting lighter by the month? Does the weekly trip 
to the supermarket leave you reeling with a higher grocery bill and 
not much to show for it? Worse yet, do you feel the pinch of higher 
oil prices every time you stop to pump gas? Well, if it is any 
consolation, you are not alone. Everyone is feeling the shock of 
higher prices these days. The bad news is. “Get used to it”; higher 
prices are here to stay, at least for now.

But there is some good news; few economists anticipate a 
continued surge in prices. The consensus forecast for global 
inflation is to fall from 4.0% this year to 2.9% next year*. Even in 
the US, where stagflation talk is gaining momentum, inflation is 
forecast to fall from 3.8% to 2.4%. So while Joe Average is being 
swept up in a tsunami of rising prices, how can economists remain 
so sanguine? Clearly we live in different worlds! Yet, there is some 
solid logic supporting their view.

The weak US dollar, for example, has exaggerated the picture of 
real underlying demand. Most commodities are priced in US 
dollars; ipso facto, when the dollar falls, commodity prices rise. 
This is evident in oil prices that are trading at record highs of 
US$130 per barrel - a rise of 110% since the start of 2007. If that 
same barrel of oil is priced in Euros, the rise is a more “moderate” 
78% - a large increase still. Clearly, we must look elsewhere for 
factors underpinning the economists’ more relaxed view.

A forecast moderation in world growth plays a major role in this 
belief. After growing at a blistering pace over the past few years, 
global growth is forecast to moderate to around 2¾-3% both this 
year and next. Slower 2008 US growth (the consensus is 1.3%) 
should also restrict the ability of various producers to push 
through price increases to the end consumer.

Clearly this will not be the case in some areas; those crushingly 
high pump prices readily spring to mind. June 2008 But few are 
forecasting price rises that will ripple through the wider economy. 
It seems unlikely that we are returning to 1970’s stagflation era. 
At least that is what the statistics suggest.

“Core” inflation appears contained, Indeed, the 
much-feared feed-through effect of surging import prices is not as 
vicious as it seems.

Yet this fear was a major reason why the US Federal Reserve took 
inflation off the back burner. With US growth risks receding, Mr. 
Bernanke is fully aware of the dangers to consumer spending 
should prices climb further. That US consumer spending accounts 
for 70% of GDP is not insignificant. The cost of getting inflation 
wrong, is high. (Asian central banks are also taking no chances, 
adopting a mix of policies to curb price rises).

The US Federal Reserve Board’s recent moves seem rooted in the 
view “Why take the risk?” Although imported inflation has surged 
to 16%, inflation excluding energy is stable at around 3%. With 
demand slowing, US businesses will have limited ability to push 
through price increases that will “stick”. Where they have no 
choice – such as oil – we are already seeing the effects; sales of 
Hummers are falling as US buyers shift to smaller, more efficient 
Japanese autos. When seen in this light, the paradox facing 
economists becomes apparent.

Shrinking liquidity pool

There, however, is a major constraint “out there” that will likely throttle 
inflation at birth and that is ……..liquidity, or rather a lack of it.

A surge in global liquidity supply has long been cited as one reason for the 
inflationary surge already inherent in the system. Recall the massive 
liquidity build-up in the early 2000s as many central banks, but mainly the 
US Federal Reserve Board and the Bank of Japan, pumped money into their 
banking systems to offset the global economic slowdown. This liquidity not 
only found its way into a number of markets, including credit, housing, 
commodities and oil but also laid the grounds for a future money-induced 
inflationary surge, many feared. In early 2006, the situation changed 
significantly. Although many central banks were still creating liquidity via 
their US dollar exchange rate policies, the ability of the lending banks to 
supply credit became severely restricted. Initially this was as various central 
banks stopped their cash injections, but more recently, bank lending has 
slowed as the US sub-prime issue has morphed into a generalized 
credit-crunch that restricted the ability (and urge) of the banks to lend.

Inflation Bites

Source: Datastream, as at June 6, 2008
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In short, today there is a massive gap between the money needed to finance 
day-to-day activity (including price rises) and the money being provided by 
the world’s banks. This largely unrecognized shortage will likely squeeze 
inflation out of the system.

Even if the larger picture does not spell disaster, the original dilemma 
remains; there will be inflationary “hot spots” especially closer to home in 
Asia. China’s inflation rate hit 8.7% in February, the fastest rise since May 
1996. But the March outcome of 8.3% suggests this rise is slowing 
especially as non-food inflation remains contained. This is a similar picture 
to that being painted in the US – underlying inflation is under control, but 
“hotspots” exist. Nevertheless, runaway inflation in China seems unlikely.

In fact the situation is pretty much the same across Asia, Malaysia being the 
only exception. Due to the government’s fuel and food price subsidies, the 
economy has been relatively insulated from pricing pressures. But it remains 
to be seen how the recent removal of the fuel subsidies will impact the 
economy.

All told, global inflation will likely remain elevated in the near term due to 
high energy prices but eventually begin to ease as supply responses come 
through. Thereafter, inflation should stabilize but at a structurally higher 
level. Nonetheless for our beleaguered shopper, facing the weekly rising 
grocery bill, all of the above will be rather academic. He or she can only find 
comfort in the fact that it really could be a whole lot worse.

Inflation Bites               ...con’t
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Sentiment for equities is expected to remain fragile over the next 
three months. Firstly, regional markets will continued to be 
plagued by uncertainties surrounding inflation fueled by higher 
petrol and food prices in their respective domestic economies. The 
sudden urge in inflation can prompt regional central banks to 
raise interest rates and tighten monetary policies which is 
negative for equities. Weaker economic growth arising from the 
slowdown in domestic consumption, sluggish exports growth, 
and margin compression from higher raw material costs can also 
cause corporate earnings to be downgraded sharply for certain 
sectors. Meanwhile, we can also expect more negative news flow 
on major financial institutions in the US and Euroland on 
subprime and credit writedowns during the third quarter. 
Furthermore, sluggish economic data from the US will continue to 
inflict more volatility equities. July and August in particularly can 
be extremely volatile due to the 2Q
result season in the US and Europe. Potential shocks coming from 
new provisions and writedowns can be expected by the finance 
and banking stocks. Meanwhile, the move by regional central 
banks to up interest rates which will raise borrowing cost and 
reduce domestic consumption, could also hurt the manufacturing 
and services sectors. As for Malaysia, the local bourse will 
inevitably be influenced by the volatile external environment but 
sentiment can be further compounded by uncertainties in 
domestic politics. 

News flow and events that rattles UMNO and the Barisan 
Nasional coalition party will undermine investors’ confidence on 
the Malaysian equity market. Apart from the already uncertain 
political factors, Malaysia may have to grapple with potentially 
higher interest rates to contain inflation (banks with high hire 
purchase and SMEs exposure will be hit), slower domestic 
consumption, uncertainty in policies following the announcement 
of windfall taxes on plantations and IPPs, review of toll charges 
which will impact concessionaires, and possibly higher taxes on 
the sin sectors which could be unveiled in the 2009 Budget in 
September. 

It’s hard to ascertain with any accuracy when all these negative 
factors will be blown away but one should be opportunistic and 
the strategy for investments is to start accumulating in the third 
quarter when valuations are at its lowest. The other plus point is 
that when commodity prices start to fall, the shift in asset 
allocation from commodities back into equities can also spur the 
market. As commodity prices fall, inflationary pressure will wane 
and central banks will no longer need to be in a tightening mode. 

Commodity prices should also start deflating in the third quarter 
as we are beginning to see concerted efforts by regional monetary 
authorities to start wrestle rogue commodity speculators in the 
market place.

Year 2009 should be a year of recovery as all the ill effects of 2008 
would have been discounted by the market. However, the 
strength of the recovery depends critically on the global macro 
environment. Investors also need not worry about valuations as 
current PERs are not excessive to begin with but corporate 
earnings growth. How will earnings pan out after absorbing 
higher raw material costs, slower domestic consumption, higher 
interest rates, write-offs or provisions and capital raising exercise 
on banks remains to be seen. As the UMNO election would have 
been over in December 2008, the political overhanging concern 
can be removed as there will be more clarity to UMNO party’s 
leadership. The potential recovery in the US economy and its 
financial markets can also aid sentiment on regional equities. The 
first half of 2009 should be a very interesting period for equity 
investors.

Market View Over The Next 12 Months (July 08 to June 09)
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Infrastructure assets are the underlying providers of basic and 
necessary services, facilities and institutions upon which the 
growth, development, stability and prosperity of a community 
depend.  The assets of infrastructure companies are essential to 
everyday living in many countries around the world. The services 
provided are typically essential in nature and are defensive in 
nature through the economic cycle.  

Millions of people use electricity provided by their local electric 
utility company, cook on a stove with gas delivered to their home 
by a gas distribution company, rely on their local water company 
to provide fresh water and remove waste water, drive on a toll 
road to avoid alternative congested roads, travel through an 
airport for leisure or business travel and use goods that have been 
imported to their country through a seaport and then transported 
over land via rail. 

In this article, we expand on the inflation hedge characteristics of 
many infrastructure assets. While this has always been one of the 
attractive features of infrastructure from an investor’s 
perspective, it is particularly pertinent in the current environment, 
where inflation is rising globally, led by the high prices of oil, 
metals and agricultural commodities.

Macquarie focuses the investment portfolio of the HwangDBS 
Global Infrastructure Fund on two main types of infrastructure 
assets:
• “Regulated” 
• “User Demand” 

“Regulated” assets include businesses such as electricity and gas 
transmission and distribution (i.e. the poles and wires, or 
suburban gas pipelines) which deliver electricity and gas to 
households, and water companies that provide fresh water and 
remove waste water. As these businesses are not subject to 
competition, the prices they may charge customers are generally 
determined by an independent regulator appointed by the 
government.

In determining the price that may be charged to customers, the 
regulator typically ensures that the regulated company is able to 
earn a return in excess of its cost of capital, including permitting 
the regulated company to raise its tariffs in future years by a level 
linked to the inflation rate. Thus regulated entities are able to 
generate a revenue stream that grows at least in line with 
inflation, in some ways similar to the characteristics of inflation 
linked debt instruments.

This defined and automatic ability to pass through inflation is in 
contrast to the situation faced by companies in competitive 
markets, who may find that as their costs rise with inflation, 
competitive pressures prevent them from raising their prices and 
thus their profit margins are squeezed and earnings may suffer.
“User Demand” assets include assets such as tollroads, airports 
and seaports. These assets are also typically not exposed to 
significant competition and thus may be subject to regulation or a 
concession or other agreement (which sets out the terms on 
which the owner may operate the asset). The concession 
agreement stipulates the extent to which the price charged for 
use of the asset may increase over time. Future price changes may 
be explicitly linked to the inflation rate, thereby providing an 
inflation related revenue stream which is subject only to future 
demand movements (e.g. the number of vehicles using a tollroad, 
the number of passengers travelling through an airport, or the 
volume of shipping containers through a seaport), which in turn 
tend to be predictable through time. 
While global equity markets have been volatile over the last year 
and infrastructure stocks have not been immune, the operational 
performance of the underlying assets has been generally sound.   
As such, there has been a disconnect between operational 
performance and share price performance.
Looking ahead, the Manager believes that over time, the pricing 
of global listed infrastructure securities overall should revert more 
closely to the fundamentals of the underlying infrastructure 
assets.  Investors should select investments based on the quality 
of their assets and their ability to provide sustainable and 
attractive risk-adjusted returns.  
As the inflation linked characteristics of infrastructure assets 
becomes better understood by the market and market 
participants more actively seek out inflation protection, there is 
scope for listed infrastructure securities to become more keenly 
sought.

* The characteristics of infrastructure assets referred to in this 
article are those sought by Macquarie Capital Investment 
Management for its portfolios. Not all infrastructure assets 
necessarily provide these characteristics.

Infrastructure Assets*: A natural hedge for rising inflation?

By Julian Coghlan, Product Specialist, 
Macquarie Capital Investment Management (Australia) Limited
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Commodities as a Hedge for Inflation

Questions and Answers with DWS

1. Commodities have emerged as a distinct asset class. Briefly, 
what are the virtues of investing in the commodity sector?

Commodities have exhibited low historical correlation with most 
other asset classes, making them good candidates for portfolio 
diversification. This chart shows the total-return correlation of a 
number of indices—representing commodities, US stocks, real 
estate investment trusts, international stocks, bonds and cash 
from 12/31/97–12/31/07. Correlation, again, is a measure of the 
degree to which two variables are related. Of course, correlation 
is historical and does not guarantee of future results.

2. Commodity prices have risen sharply. Has the increase been 
driven mainly by fundamental market factors or speculators? 
Are you generally positive on the outlook for the commodity 
sector?

While we do not discount the role that speculators have had in the 
appreciation of commodity prices, we believe the increase has 
been driven mainly by fundamental market factors – rising 
demand and supply constraints are characteristics in many key 
commodities. We continue to be positive on the long-term 
outlook; bull markets in commodities can last a long time. As this 
chart shows, historically, commodity cycles have lasted 18 years. 
Using commodities to contribute to a portfolio has helped 
counteract the effects of stock market volatility. Although 
commodities can be volatile, we believe their lengthy historical 
cycles are an indication that commodities is currently on an 
upward trend.

3. Oil prices have surged to new highs; what has contributed to 
the sharp increase and do you see prices heading much higher 
as some analysts have forecasted?

Put simply, oil prices are up on much higher demand with little 
supply response. Spare capacity has gone from over 2mm bbls a 
day to less than 1mmbbls per day. Critical mass economies like 
China and India have substantially increased demand. IEA 
statistics and Deutsche Bank estimates show that during the 20 - 
year period ending in 2010, China and India’s daily oil demand will 
have grown by 7% and 5% respectively. This compares to about 
1% oil demand growth in the United States during the same 
period. Meanwhile supply has gone through a material shift 
toward national oil companies (NOC) away from integrated oil 
companies. This shift from IOC to NOC has prevented capital 
from flowing into the oil space that would normally be attracted 
by higher oil prices. Consequently, the major oil companies (IOCs) 
are struggling to replace the oil they produce. National oil 
companies like that of Mexico and Venezuela have experienced 
steep declines in output over the past few years. Punitive taxation 
and a lack of legal transparency have worked to slow oil output in 
Russia. Over the next two years, it looks as though Russia’s daily 
output will be slightly less than what it was in 1990. Saudi Arabia, 
is growing their crude oil production by 2% per year, but 
infrastructure investment in the Middle East is causing a 
substantial amount of that incremental production to be 
absorbed at rates similar to those of China and India. While we do 
not ascribe to a peak oil outlook, we continue to believe that the 
cost of extracting oil will continue to rise. Demand for oil, 
especially in the emerging market economies, has been sustained 
through government subsidies and a weak USD. Until either of 
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Until either of these change materially, we believe the long term 
oil price will stay well above its current marginal cost of 
production, which we believe ranges between $70 and $80 per 
barrel. We believe that at $130 per barrel, we’re much closer to 
demand destruction and therefore are more cautious on oil prices 
at this point.

4. The prices of agricultural commodities have done very well, 
and experts like Jim Rogers think that this is only the beginning 
of a super bull-cycle that will last many years. Do you agree 
with this view?

We believe that agricultural commodities will continue to perform 
well. This is inline with the rationale behind the launch of the DWS 
Global Agribusiness fund:

Growing global population
The United Nations estimates global population will grow to 9.3 
billion by 2050, from 6.3 billion in 2004. We now have 80 million 
new mouths to feed every year1. (1Population Reference Bureau 
(PRB) World Population Clock 2006 Datasheet) 

Growing affluence
As incomes rise, particularly in the world’s most populous 
countries in Asia, higher protein foods will be consumed. Meat, 
especially beef, is the most resource-costly form of food. It takes 
100 times more water to produce a pound of beef than a pound of 
wheat2. Simultaneously, we are seeing a rise in demand for higher 
quality and organic foods in developing markets. (2Diet for a New 
America: How Your Food Choices Affect Your Health, Happiness 
and the Future of Life on Earth by John Robbins (1987))

Increased urbanisation
Unplanned urbanisation, increasing pollution and the effects of global 
warming are putting tremendous pressure on our resources such as water, 
energy, biological assets and arable land. 

Currently, arable land is being lost at 30-35 times the historical rate3. (3 
Message from Klaus Toepfer, Executive Director, United Nations 
Environment Program for World Day to Combat Desertification and 
Drought (17 June 2000)

5. What are your views on the prices of precious metals, 
especially gold? Do you see them heading higher from current 
levels? What will be the drivers of further price gains?

We believe the multi-year uptrend and drivers for gold remain 
in-place. The broad outlook in 2008 is for gold to continue to 
consolidate in an 850-950/oz range during the northern summer 
before working higher, possibly back over $1,000/oz. We believe 
inflation remains a key global financial risk and gold will perform 
well as an inflation hedge. The easing of interest rates in key 
markets such as the US and Europe to battle the credit crisis has 
only served to elevate inflation problems. In physical markets, we 
expect investment demand to stay strong and jewelry demand is 
expected to adjust to higher prices as it has done for each major 

up-leg in in the past five years. For Platinum, markets remain firm 
with prices underpinned by South African supply side problems 
and forecasts of a continuing supply deficit.

6. If the U.S. slips into a recession or if China’s economy slows 
down sharply, will this prove to be a dampener on base metal 
prices?

Even if the US slips into a recession or if the Chinese economy 
slows sharply (which we do not anticipate), demand for base 
metal prices will continue to be strong vs. historical trends. The 
fact that the rally in commodity prices has continued in the midst 
of the current U.S. economic slowdown highlights the structural – 
rather than cyclical – nature of the upward move. Constrained 
supply, strong demand, low inventories, industry consolidation 
and higher production costs underpin metals, energy and 
agricultural commodity prices. Of course, there will be an impact 
on the rate of appreciation of commodity prices in the event of a 
cyclical slow down but we believe that the longer-term trend 
remains intact.

7. Some attribute the commodity sector’s gains to the weak 
U.S. dollar. How will commodity markets be affected if the 
greenback regains its luster? Is this a risk that investors need to 
be wary of?

We do not believe the USD is a key driver of oil prices as evidenced 
by the low correlation between the USD and oil prices over the 
long term, as well as the recent sharp rise in oil prices amid USD 
strength. That said, USD weakness and end product (i.e., 
gasoline, diesel, fuel oil, etc.) price subsidization have a similar 
impact on crude oil demand. If the USD is weak, the price of end 
products is lower than it otherwise would be in the strong 
currencies relative to the USD. This underpins demand. If the USD 
strengthens, the reverse would be true over time.

8. What are some of the other key risk factors that investors 
need to bear in mind when investing in the commodity sector?

Commodities are a volatile asset class. In fact, commodities and 
equities have similar – albeit uncorrelated – long term return and 
volatility characteristics. As the secular commodity story unfolds, 
investment flows will magnify short term moves – both upward 
and downward. Given the volatility inherent in commodities as an 
asset class, the best way for investors to gain access to 
commodities is through a broad-based, actively managed 
approach.

Commodities as a Hedge for Inflation          ...con’t 
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