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ABSTRACT 

The general objective of this study is to comparatively analyse the inflation hedging 

characteristics of real estate and financial asset in Colombo. Three specific objectives 

were stated to achieve the above objective. First objective is to examine the inflation 

hedging ability of the real estate against actual, expected and unexpected inflation. 

Second is to examine the inflation hedging ability of the financial assets against 

actual, expected and unexpected inflation. Finally compare the inflation hedging 

ability of real and financial assets. Residential and commercial properties are taken 

for real estate and treasury bill and stock are used to represent the financial assets. 

Farna and Schewert 1977 framework and regression analysis is employed to analyse 

the data. The results support that residential properties are performed as good hedgers 

than commercial properties against actual inflation. Among the financial assets t-bills 

are performed as good hedgers than stocks against actual inflation. Since regression 

coefficients of all assets except stocks are less than 1, all assets are partially hedge 

against actual inflation. When expected and unexpected inflation are concerned t-bills 

are performed good hedgers against expected inflation while residential property 

plays best against unexpected inflation. Stocks are not hedgers against both expected 

and unexpected inflation. 
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A Comparative Analysis of Inflation Hedging Characteristics of 	 Chapter 01 
Real Estate and Financial Assets in Colombo 

CHAPTER ONE 

Introduction 

1.1. Background of the Study 

One of the objectives of holding an investment portfolio is to protect the 

purchasing power of investors and provide investors with a continuous positive 

real rate-of-return. However, it has been observed that during inflationary 

periods certain financial instruments not only protect the investor, but actually 

perform as a perverse hedge, i.e., decrease in value as inflation increases (Rubens 

et al, 1989) hence the need for both individual and institutional investors to 

determine the hedging potential of an asset before investing their money on 

assets. 

According to the above paragraph, in an inflationary time periods long term 

investors face a regular problem about how to maintain the purchasing power of 

their assets over the investment time period and how to produce the maximum 

real return to achieve the investment objectives. 

Barkham et at (1996) stated that the ability of an investment to protect against 

the erosion of real return due to increase in prices is vital in many ways. Further 

they are explaining that, for an individual, maintaining the real value of savings 

is important in order to protect the purchasing power for future needs. In a 

related way, it is important for investment managers to understand the ability of 

investments to hedge against inflation. 

Maintaining economic and price stability of country has become one of the core 

objectives of Central Bank of Sri Lanka as in many other developing countries. 



A Comparative Analysis of Intlation hedging Characteristics of 	 Chapter 01 

Kcal Estate and Financial Assets in Colombo 

The concern with maintaining price stability stems not only from the need to 

maintain overall macroeconomic stability, but also from the fact that price stability 

forms a better environment for investment, output, and employment etc. Over the 

decades, experience of many countries suggests that price stability promotes 

economic growth. Therefore policy makers believe, when inflation crosses a 

reasonable limit in the economy that can adversely affect other macroeconomic 

variables and in turn undermines its steady level of the economy (Kesavarajah, 

2011). 

Further Kesavaraj ah (2011) stated that recent years, experiences in both developed 

and developing countries have shown that rise in the price of essential commodities; 

particularly food and oil items affected almost all the countries in the world. Hence 

every country was under pressure to control the inflation level and the Central Banks 

of these countries have taken various measures to maintain the price stability. Sri 

Lanka's economy is not exceptional with respect to this issue since it heavily 

depends on these two items. Following the economic liberalization, the 

expansionary economic policies followed by the government and the Central Bank 

of Sri Lanka resulted in improvements in various macroeconomic indicators 

including economic growth, which remained above five percent. At the same time, 

continuous rise in the general price level in the economy has emerged an important 

macroeconomic problem all over the country. 

It is evidenced that the short-run effects of price increases may seem small and 

negligible, but the long-run effects of inflation can be substantial. Long-term 

investors therefore prefer to invest in assets that provide some protection against 

increases in the general price level 	especially pension funds, whose liabilities 

usually rise with inflation. To circumvent this financial catastrophe, regulators and 

policy makers experimented with unconventional tools, such as quantitative easing 

and stimulus packages, which might help overcome the recession but also are likely 

to instigate inflation. 


