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In previous Market Views, we reviewed strategies that may help diversify core bond allocations, includ-
ing ultra-short strategies, short-duration credit, and bank loans, with the latter asset class in particular 
drawing increased attention as interest rates have been rising. This week, we revisit a related topic: With 
U.S. economic growth continuing at a steady pace, and the labor market strengthening, how can fixed-
income investors prepare for a potential increase in inflation?

Inflation in the United States has been well contained in recent years, with the U.S. Federal Reserve’s 
(Fed) preferred inflation measure, the Core Personal Consumption Expenditures Price Index, remaining 
below 2.0% for most of the past six years. However, as the U.S. economy continues to grow, that may 
change. For example, the latest U.S. employment report indicated that the unemployment rate dropped, 
to 3.8%, the lowest level since 2000, and near its lowest reading in 50 years. 

To be sure, despite tight labor markets, wage pressures have been relatively modest to date. But 
Giulio Martini, Lord Abbett director of strategic asset allocation, notes that very strong labor demand, 
reflected in record-high data on U.S. job openings, is consistent with a much tighter labor market than 
the current unemployment rate indicates. “If headline indicators of labor market slack suddenly tighten 
from already low levels, it could trigger a sharp increase in inflation expectations,” he says. 

And while inflation has remained at or below the Fed’s 2% target, recent reports have shown an 
uptrend in as-reported consumer prices. (See Chart 1.) This, coupled with a rise in inflation expectations 
to multiyear highs (as depicted in Chart 2), makes it clear that a potential sustained upturn in inflation is 
increasingly on the market’s radar.

Investors who want to protect their portfolios (particularly fixed-income holdings) from the negative 
effects of rising prices for goods and services typically turn to inflation-protection strategies. However, as 
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CPI swaps, combined with a strategic allocation of short-term bonds, represent a more direct approach 
to targeting inflation—without the interest-rate risk of Treasury inflation-protected securities.
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CHART 1. TWO KEY MEASURES SHOW AS-REPORTED INFLATION TRENDING UPWARD 
IN RECENT MONTHS
HEADLINE CONSUMER PRICE INDEX (CPI) AND CORE CPI (BOTH IN PERCENT), APRIL 30, 2014–APRIL 30, 2018
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we have highlighted before, the most common inflation-hedging 
strategies are focused on Treasury inflation-protected securities 
(TIPS), which might not provide the protection that investors expect.

TIPS are a type of U.S. Treasury security that is indexed to infla-
tion: the principal of a TIP is adjusted based on the change in the 
U.S. Consumer Price Index (CPI). While the inflation adjustment can 
help combat the impacts of inflation, TIPS do have a duration com-
ponent. In fact, the largest exchange-traded fund (ETF) that tracks 
the most commonly used TIPS benchmark, the Bloomberg Barclays 
U.S. TIPS Index, now has an effective duration of 7.6 years. Given that 
the TIPS index is comprised of longer-duration, government-related 
securities, the performance of these inflation-protection securities 
historically has been highly correlated with U.S. Treasuries and 
other high-quality fixed-income securities. As a result, during 
periods of rising interest rates, investors in TIPS have been disap-
pointed with their experience, realizing the negative effects of 
greater interest-rate sensitivity just when they were expecting pro-
tection. In one well-known example, in the wake of a sharp increase 
in interest rates in 2013, the Bloomberg Barclays U.S. TIPS Index 
posted a return of -8.6% for that calendar year. 

Table 1 summarizes how rising rates have affected returns across 
several fixed-income indexes year to date (through June 8, 2018). 
Duration has been a major driver of fixed-income returns this year, 
with the broad bond-market benchmark, the Bloomberg Barclays 
U.S. Aggregate Bond Index, down more than 2.0%. Bonds with low 
duration, such as short-term corporates, are basically flat, while 
floating-rate securities, which have little to no duration exposure, 
have had positive returns. Investment-grade corporate floating-rate 
notes are up 1.1%, while below-investment-grade bank loans are 
higher by 2.5%, as limited duration has limited the impact of rising 
rates, and their current income has led to positive total returns.

Is there, then, a way for bond investors to mitigate the harmful 
effects of rising inflation on portfolio returns without taking on undue 
interest-rate risk? One strategy they might consider employs a port-
folio of professionally managed swaps tied to the CPI. By capturing 
movements in inflation expectations and changes in headline CPI, 
the value of CPI swaps is more directly targeted toward inflation, 
without the interest-rate exposure of a traditional TIPS strategy. 
[Note: Both CPI swaps and the CPI adjustment for TIPS are based on 
headline CPI, which includes food and energy, not the core CPI mea-
surement.] Unlike TIPS, CPI swaps historically have a negative cor-
relation with Treasuries (see Chart 3), which may lead to more effi-
cient diversification for investors’ fixed-income holdings.

One way to achieve this could be by combining a diversified port-
folio of short-term bonds with an overlay of CPI swaps. Here’s how it 
might work: If actual inflation matches the expected level per the 
swap agreement, the CPI swap will have no impact on returns. In 
this case, the strategy will earn the returns of the underlying bond 
portfolio. As inflation and inflation expectations increase, the value 
of the CPI swap will increase and add to the returns of the underlying 
bond portfolio. Conversely, if inflation expectations decrease, the 
value of the swap will detract from the underlying bond portfolio. It is 
important to note that in certain environments when inflation expec-
tations are falling sharply, CPI swaps may generate negative returns. 
However, periods of falling inflation expectations and interest rates 
are generally very positive for high-quality bonds.

Given the potential duration risk in TIPS, many investors have 
looked to shorter-duration TIPS to get inflation protection without 
the interest-rate risk of the broader TIPS category (as represented 
by the Bloomberg Barclays U.S. TIPS Index). While this approach 
limits duration exposure (the largest ETF tracking a short-term TIPS 
index now has an effective duration of 2.7 years), it offers little oppor-

CHART 2.  INFLATION EXPECTATIONS HAVE BEEN RISING
FIVE-YEAR CPI SWAP BREAKEVEN RATES (IN PERCENT), JUNE 7, 2013–JUNE 1, 2018

Source: Bloomberg. Five-year inflation expectation is represented by the five-year zero coupon inflation swap rate.
The historical data are for illustrative purposes only, do not represent the performance of any specific portfolio managed by Lord Abbett or any particular investment, and are not intended to predict or depict future results. Investors may 
experience different results. Returns during other times may vary. Due to market volatility, the market may not perform in a similar manner in the future. Like all investments, inflation derivatives involve specific risks that should be care-
fully evaluated. Although these securities are more complex than typical stock and bond investments, they entail similar liquidity and potential default considerations.
Past performance is no guarantee of future results.  
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tunity for income. For example, while the real (inflation-adjusted) yield on the benchmark five-year TIPS security recently was 0.7% (a big 
increase from the yield of -0.5% in mid-2016), a strategy combining CPI swaps with a short-duration bond portfolio may provide more attrac-
tive income, while maintaining a low-duration exposure to limit rate risk, and offer the potential to benefit from rising inflation. 

TABLE 1. DURATION HAS BEEN A HEADWIND TO U.S. FIXED-INCOME RETURNS IN 2018
TOTAL RETURN, YEAR TO DATE THROUGH JUNE 8, 2018 

INDEX RETURN

Bloomberg Barclays Aggregate -2.1%

U.S. Treasuries -1.7%

U.S. TIPS -0.9%

Short-Term Corporates 0.0%

High Yield 0.2%

Investment Grade Floating Rate Notes 1.1%

Bank Loans 2.5%

Longer-duration securities have posted negative 
returns amid rising interest rates.

Source: Bloomberg. “Bloomberg Barclays Aggregate” refers to the Bloomberg Barclays U.S. Aggregate Bond Index. U.S. Treasuries are represented by the Bloomberg Barclays U.S. Treasury Index. U.S. TIPS are represented by the  
Bloomberg Barclays U.S. TIPS Index. Short-term corporates represented by the ICE BofAML 1-3 Year U.S. Corporate Index. High yield is represented by the ICE BofAML High Yield Index. Investment-grade floating-rate notes are  
represented by the Bloomberg Barclays Investment-Grade Floating-Rate Note Index. Bank loans are represented by the Credit Suisse Leveraged Loan Index. 
Past performance is not a reliable indicator or guarantee of future results. For illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or any particular investment. Indexes are unmanaged  
and are not available for direct investment. Investing in the bond market is subject to risks, including market, interest rate, issuer, credit, inflation risk, and liquidity risk. While U.S. Treasury or government-agency securities provide  
substantial protection against credit risk, they do not protect investors against price changes due to changing interest rates.  Diversification does not ensure a profit or protect against a loss in a declining market.

CHART 3: DIVERSIFICATION CONSIDERATION: CPI SWAPS ZIG WHEN TREASURIES AND CORE BONDS ZAG
FIVE-YEAR CORRELATION COEFFICIENTS WITH INDICATED BENCHMARKS, AS OF MAY 31, 2018
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Source: Morningstar and Bloomberg.
CPI swaps represented by the Bloomberg Inflation Swap USD 5-Year Zero Coupon Index. TIPS (Treasury inflation-protected securities) are represented by the Bloomberg Barclays U.S. TIPS Index. “Bloomberg Barclays Aggregate”  
refers to the Bloomberg Barclays U.S. Aggregate Bond Index.  U.S. government bonds are represented by the Bloomberg Barclays U.S. Government Index.
With CPI swaps, TIPS, or as with any other securities, investors should remember that past performance is not a reliable indicator or guarantee of future results. For illustrative purposes only and does not represent any specific  
portfolio managed by Lord Abbett or any particular investment. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment. Diversification does not ensure a profit or protect  
against a loss in a declining market.

Summing Up

The qualities of CPI swaps discussed above could make them an important part of an alternative inflation-protection strategy. CPI swaps 
represent more of a “pure play” on inflation protection, especially compared to traditional hedges such as real estate and commodities. By 
combining a portfolio of short-term, credit-sensitive bonds with an overlay of CPI swaps, asset managers have the potential to create a 
portfolio with a higher yield and lower duration than a traditional TIPS strategy. This strategy may provide the inflation protection that inves-
tors want without the potential duration risk of TIPS.
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A Note about Risk:  The value of investments in fixed-income securities will change as interest rates 
fluctuate and in response to market movements. As interest rates fall, the prices of debt securities tend to 
rise, and as interest rates rise, the prices of debt securities tend to fall. Bonds may also be subject to other 
types of risk, such as call, credit, liquidity, interest-rate, and general market risks. Moreover, the specific 
collateral used to secure a loan may decline in value or become illiquid, which would adversely affect the 
loan’s value. Longer-term debt securities are usually more sensitive to interest-rate changes. The longer 
the maturity date of a security, the greater the effect a change in interest rates is likely to have on its price. 
U.S. Treasuries are debt obligations issued and backed by the full faith and credit of the U.S. government. 
Income from Treasury securities is exempt from state and local taxes. Although Treasuries are considered to 
have low credit risk, they are affected by other types of risk—mainly interest rate risk (when interest rates 
rise, the market value of debt obligations tends to drop) and inflation risk. 
TIPS (Treasury inflation-protected securities) are U.S. Treasury securities indexed to inflation in order 
to protect investors from the negative effects of inflation. The principal of a TIP is adjusted according to 
the CPI-U. With a rise in the index, or inflation, the principal increases. With a fall in the index, or deflation, 
the principal decreases. Though the rate is fixed and paid semiannually, interest payments vary because the 
rate is applied to the adjusted principal. Specifically, the amount of each interest payment is determined 
by multiplying the adjusted principal by one-half the interest rate. Upon maturity, TIPS pay the original or 
adjusted principal amount, whichever is greater. Because TIPS are adjusted for inflation, a change in real 
interest rates (but not nominal interest rates) will affect the value of TIPS. When real interest rates rise, the 
value of TIPS will decline, and when real interest rates fall, the value of TIPS will rise.
This Market View may contain assumptions that are “forward-looking statements,” which are based on cer-
tain assumptions of future events. Actual events are difficult to predict and may differ from those assumed. 
There can be no assurance that forward-looking statements will materialize or that actual returns or results 
will not be materially different from those described here. Statements concerning financial market trends 
are based on current market conditions, which will fluctuate. There is no guarantee that markets will 
perform in a similar manner under similar conditions in the future.
The coupon is the rate of interest stated on a fixed-income security. It is expressed as a percentage of the 
principal or face value of the security.
The Consumer Price Index (CPI) measures the price changes for each item in a predetermined basket of 
goods and services, and the inputs are weighted according to their importance to consumers.
Correlation is a statistical measure that describes the strength of relationship between two variables. It 
can vary from 1.0 to -1.0.
CPI swaps are a type of interest-rate swap in which the fixed payment is based on the current, expected 
rate of inflation, while the variable payment is based on the actual rate of inflation. The actual rate of infla-
tion is measured by the cumulative change in the headline Consumer Price Index (CPI), which includes food 
and energy. The most common type of CPI swap is a zero-coupon swap, so called because the only payment 
occurs when the contract matures. Thus, there is no cash commitment when a party enters a zero-coupon 
swap agreement or during the life of the contract.
Duration is a measure of the sensitivity of the price of a fixed-income asset to a change in interest rates 
and is expressed in years.
The Bloomberg Barclays U.S. Aggregate Bond Index represents securities that are SEC-registered, 
taxable, and dollar denominated. The Index covers the U.S. investment-grade fixed-rate bond market, with 

index components for government and corporate securities, mortgage pass-through securities, and asset-
backed securities. Total return comprises price appreciation/depreciation and income as a percentage of the 
original investment.
The Bloomberg Barclays U.S. Treasury Index is the U.S. Treasury component of the U.S. Government Index. 
The index includes public obligations of the U.S. Treasury with a remaining maturity of one year or more.
The Bloomberg Barclays U.S. TIPS Index is an unmanaged index comprised of U.S. Treasury Inflation 
Protected Securities with at least $1 billion in outstanding face value.
The Bloomberg Inflation Swap USD 5-Year Zero Coupon Index is a tradable index designed to replicate 
the performance of investing in five-year inflation swaps. The index maintains a constant maturity from 
month to month. A zero-coupon inflation swap is an exchange of inflation-linked cash flow and a fixed cash 
flow at maturity.
The Credit Suisse Leveraged Loan Index is designed to mirror the investable universe of the U.S. dollar-
denominated leveraged loan market. 
The ICE BofAML 1-3 Year U.S. Corporate Index is an unmanaged index comprised of U.S. dollar denomi-
nated investment grade corporate debt securities publicly issued in the U.S. domestic market with between 
one and three year remaining to final maturity.
The ICE BofAML U.S. High Yield Index tracks the performance of U.S. dollar denominated below invest-
ment grade corporate debt publicly issued in the US domestic market.
Source ICE Data Indices, LLC (“ICE”), used with permission. ICE PERMITS USE OF THE ICE BofAML 
INDICES AND RELATED DATA ON AN “AS IS” BASIS, MAKES NO WARRANTIES REGARDING SAME, DOES NOT 
GUARANTEE THE SUITABILITY, QUALITY, ACCURACY, TIMELINESS, AND/OR COMPLETENESS OF THE ICE BofAML 
INDICES OR ANY DATA INCLUDED IN, RELATED TO, OR DERIVED THEREFROM, ASSUMES NO LIABILITY IN CON-
NECTION WITH THE USE OF THE FOREGOING, AND DOES NOT SPONSOR, ENDORSE, OR RECOMMEND LORD 
ABBETT, OR ANY OF ITS PRODUCTS OR SERVICES.
Indexes are unmanaged, do not reflect the deduction or expenses, and are not available for direct investment.
The information provided is not directed at any investor or category of investors and is provided solely as 
general information about Lord Abbett’s products and services and to otherwise provide general investment 
education. None of the information provided should be regarded as a suggestion to engage in or refrain from 
any investment-related course of action as neither Lord Abbett nor its affiliates are undertaking to provide 
impartial investment advice, act as an impartial adviser, or give advice in a fiduciary capacity. If you are 
an individual retirement investor, contact your financial advisor or other fiduciary about whether any given 
investment idea, strategy, product or service may be appropriate for your circumstances.
The opinions in Market View are as of the date of publication, are subject to change based on subsequent develop-
ments, and may not reflect the views of the firm as a whole. The material is not intended to be relied upon as a 
forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt 
any investment strategy, and is not intended to predict or depict the performance of any investment. Readers should 
not assume that investments in companies, securities, sectors, and/or markets described were or will be profitable. 
Investing involves risk, including possible loss of principal. This document is prepared based on the information  
Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the informa-
tion. Investors should consult with a financial advisor prior to making an investment decision.
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Investors should carefully consider the investment objectives, risks, charges, and expenses of the Lord Abbett funds. This and other important information is 
contained in each fund’s summary prospectus and/or prospectus. To obtain a prospectus or summary prospectus on any Lord Abbett mutual fund, contact your 
investment professional or Lord Abbett Distributor LLC at 888-522-2388, or visit us at lordabbett.com. Read the prospectus carefully before you invest.
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