Market Risk And Efficiency

Inflation in 2010 and Beyond — Part Il

July 1, 2010

AQR White Paper

Traditional institutional portfolios with risk characteristics similar to a 60/40 stocks/bonds allocation are not well-positioned for unexpected
inflation. Our conclusion is based on the following findings:

» Stocks are not effective inflation hedges, particularly in the short- and medium-term

+ Traditional institutional allocations resemble a “bet” on moderate inflation
However, while predicting future inflation is challenging, a risk-based approach to strategic asset allocation may generate more balanced
performance across both inflationary and deflationary periods. We also find that:

* Tactical hedging against inflation or deflation can be accomplished more effectively with strategies that have a high beta to unexpected
changes in inflation

» Waiting for a period of high inflation (or inflation uncertainty) to occur may be too late to efficiently hedge against its negative effects

Our analysis examines periods of increasing and decreasing inflation but focuses on unexpected changes which lead to revaluations of
asset prices. One of the main drawbacks of traditional inflation analyses is the limited number of observations, as well as the absence of
data for some assets such as TIPS in stagflation. A benefit t of our focus on unexpected inflation is the ability to observe multiple data
points of asset performance in both inflationary and deflationary periods (160 inflation surprise periods vs. only 22 inflation regime
periods).
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