
MARKET VIEW
U.S. INFLATION EXPECTATIONS TICK UP

U.S. inflation may still be low historically, and certainly below the U.S. Federal Reserve’s target, 
but inflation expectations are ticking up, and the impact on portfolios can be significant.  

MONDAY, MAY 2, 2016

Popular market measures of U.S. inflation expectations, such 
as the Consumer Price Index (CPI), have been climbing higher 
since the beginning of the year, when investors were speculating 
that inflation would average just 1.2% over the next decade, 
according to The Wall Street Journal. Today, also according to the 
newspaper, investors are expecting an inflation rate of 1.6% over 
the next 10 years. Meanwhile, data from Bloomberg show that 
five-year inflation expectations reached 1.7% as of March 31, 2016 
(see Chart 1).

This is a significant shift in investor expectations, an indication 
perhaps that investors may be betting that the U.S. Federal Reserve 
(Fed) would welcome a higher inflation rate than its current target 
of 2%, given the persistently low levels of economic activity (as 
measured by gross domestic product, or GDP) over the past decade. 

The Fed’s recent dovish stance on further interest-rate hikes seems 
to support that hypothesis; the central bank now foresees just two 
quarter-point increases in 2016, compared with four previously, and 
a fed funds rate of 1.9% in 2017, compared with the 2.4% forecast 
made back in December 2015. The latter suggests that the Fed may 
believe that the “natural” interest rate will be much lower than in 
the past. The disappointing GDP reported for the first quarter of 
2016, at 0.5%, makes it clear why the Fed is in no rush to tighten 
monetary policy. 

Of course, expectations of inflation are one thing, while evidence 
of inflation is another. What, then, is the evidence so far that inves-
tors may have something to worry about? We addressed this 
question early in April, when Zane Brown, Lord Abbett Partner and 
Fixed-Income Strategist, identified three factors that could influ-
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Source: Bloomberg.   *As of March 31, 2016, the expected inflation of 1.70% is the five-year breakeven rate.  Breakeven inflation 
expectations are defined as the additional yield provided by nominal debt with respect to the yield on inflation-indexed debt. 
For illustrative purposes only.  

CHART 1: INFLATION EXPECTATIONS ARE RISING 
BREAKEVEN INFLATION RATE (EXPRESSED IN PERCENTAGES) AS OF MARCH 31, 2016
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IMPORTANT INFORMATION
A Note about Risk:  Investing involves risk, including the possible loss of principal. The value of an investment 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. As rates rise, prices tend to fall. Bonds may also be subject to call, credit, liquidity, and general market risks.   Investing in inflation-linked derivatives involves 
the risk that the derivatives are or will become illiquid and that the counterparty may fail to perform its obligations. Because derivatives may involve a small amount of cash relative to the total amount of the transaction, 
the magnitude of losses from derivatives may be greater than the amount originally invested. Investing in commodity-related companies may increase volatility. Price movements may be influenced by weather and 
climate conditions, livestock disease, war, terrorism, political conflicts and economic events, interest rates, currency and exchange rates, government regulation, and taxation.  No investing strategy can overcome all 
market volatility or guarantee future results.

Market forecasts and projections are based on current market conditions and are subject to change without notice. Projections should not be considered a guarantee.

TIPS (Treasury inflation-protected securities) are 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 
Consumer Price Index for All Urban Consumers (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 semian-
nually, 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.

CPI swaps are a type of interest-rate swap in which the fixed payment is based on the current, expected rate of inflation and the variable payment is based on the actual rate of inflation. The actual rate of inflation is 
measured by the cumulative change in the headline Consumer Price Index (CPI), which includes food and energy. The expected rate of inflation, which determines the fixed-payment side of the contract, is estimated 
using TIPS breakeven rates, existing CPI swap rates, or other market data. (The TIPS breakeven rate is the difference between the yield on a TIPS and the yield on Treasury debt of the same maturity.)  The amounts of the 
agreed-upon payment are determined by the fixed or variable rate multiplied by the size, or notional amount, of the contract.

Treasuries are debt securities issued by the U.S. government and secured by its full faith and credit. Income from Treasury securities is exempt from state and local taxes.

ence U.S. inflation reports—and expectations—in coming months: 
reduced U.S. dollar strength, a stabilization and potential improve-
ment in oil prices, and a continuation of recent U.S. wage growth. 
Since mid-March, all three factors have been in play, increasing 
speculation that inflation could rise above the Fed’s inflation target 
over the medium term. And, as we just noted, the Fed just may 
welcome that development.

What does all this mean for investors? First, the prospect of 
inflation that would even exceed expectations—reaching, perhaps, 
2.3%—should not, we believe, cause panic. Investors who are unpre-
pared for such a rise may create some volatility in fixed-income and 
equity markets, but more prudent investors likely will have under-
taken hedges against inflation to protect their portfolios. 

Moreover, this may be the time to consider inflation-protection 
measures, before more evidence of inflation increases the demand 
for, and hence the cost of, such hedges. These measures may 
include the use of CPI swaps, Treasury inflation-protected securi-
ties (TIPS), and possibly even commodities. It’s important to note, 
however, the differing correlations of each with the CPI, a key 
measure of inflation (see Chart 2).

CPI swaps maintain the highest correlation to inflation of the 
hedges we look at here. Their values are purely impacted by metrics 
measuring inflation. Although TIPS and commodities are frequently 
used for inflation protection, their correlations with CPI are lower 
than that of CPI swaps, which means that their values as hedges 
against inflation are diminished in comparison. The correlation of 
commodities to CPI isn’t extremely lower than that of CPI swaps, 
but unforeseen factors like weather and demand-driven events can 
add substantial volatility to commodities that is unrelated to infla-
tion. The correlation of TIPS to CPI is much lower as this hedge also 
entails significant duration. TIPS are often longer-term bonds and 
can experience volatility and negative returns as interest rates rise. 

As history has illustrated, significant increases in inflation, espe-
cially from low levels, can occur quickly. A strategy that incorpo-
rates CPI swaps may be, we believe, the most effective way to 
achieve portfolio protection against a sudden rise in inflation, even 
as it may surprise other investors.
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CHART 2. INFLATION-PROTECTION STRATEGIES DISPLAY 
DIFFERING CORRELATIONS WITH CPI
CORRELATION WITH CONSUMER PRICE INDEX,  
AS OF FEBRUARY 29, 2016  

Source: Morningstar.  

Data represent correlation coefficients of listed asset classes from January 1, 2004–February 29, 2016.  
CPI data have a one-month lag.  CPI swaps are a type of interest-rate swap in which one party pays a fixed 
interest rate based on inflation expectations, and the other party pays a variable rate based on inflation 
expectations.  Inflation swaps are often based on the Consumer Price Index.  1U.S. Treasury represented 
by the Barclays U.S. Treasury Index.  2Gold represented by the S&P GSCI Gold Index. 3TIPS represented by 
the Barclays U.S. Government Inflation-Linked Bond Index.  4Stocks represented by the S&P 500 index. 
5Commodities represented by the S&P GSCI Index.  6Five-year CPI swaps represented by the Deutsche Bank 
U.S. CPI Breakeven Inflation 5-Year Swap indexes.

For illustrated purposes only.    
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IMPORTANT INFORMATION CONTINUED
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 statistic that measures the degree of association between two variables.

The 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 S&P GSCI Gold Index, a sub-index of the S&P GSCI, provides investors with a reliable and publicly available benchmark tracking the COMEX gold future. The index is designed to be tradable, readily accessible to 
market participants, and cost efficient to implement.

The Barclays U.S. Government Inflation-Linked Bond Index (U.S. TIPS) measures the performance of the TIPS market. TIPS form the largest component of the Barclays Global Inflation-Linked Bond Index. Inflation-
linked indexes include only capital indexed bonds with a remaining maturity of one year or more.

The S&P 500® Index is widely regarded as the standard for measuring large cap U.S. stock market performance and includes a representative sample of leading companies in leading industries. 

The widely tracked S&P GSCI® is recognized as a leading measure of general price movements and inflation in the world economy. The index representing market beta is world-production weighted. It is designed to be 
investable by including the most liquid commodity futures, and provides diversification with low correlations to other asset classes.

The Deutsche Bank U.S. CPI Breakeven Inflation 5-Year Swap indexes allow investors to track the performance of five-year inflation swaps. These measure the performance of holding an inflation receiver, break-
even payer swap. The inflation swaps are based on the U.S. CPI Urban Consumers Index.

Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

The opinions in Market View are as of the date of publication, are subject to change based on subsequent developments, 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 information. Investors should consult with a financial advisor prior to making 
an investment decision
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