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MARKET VIEW
INFLATION PROTECTION: SEEKING RELIEF FROM THE “SILENT THIEF”

Here, we spotlight a strategy that may help investors counter inflation’s 
negative effects without undue interest-rate risk.

 MONDAY, SEPTEMBER 17, 2018

LORD ABBETT

CHART 1. U.S. WAGE GROWTH HAS BEGUN TO ACCELERATE
AVERAGE HOURLY EARNINGS FOR DESIGNATED CATEGORIES, MARCH 2007–AUGUST 2018

Source: Bloomberg and Lord Abbett.

IN BRIEF

n While U.S. inflation has remained fairly restrained, recent signs of accelerating U.S. wage 
growth have kept the prospect of a notable uptick in inflation on investors’ radar.

n This is an important development to monitor, as even a modest rate of inflation can erode the 
value of investment portfolios significantly over time.

n Investors should weigh inflation-protection strategies carefully. For example, U.S. Treasury 
inflation-protected securities come with significant interest-rate exposure.

n By contrast, managed swaps tied to the U.S. consumer price index may provide the level of 
inflation protection investors desire without unwelcome duration exposure. 

Stephen Hillebrecht, CFA 
Fixed Income Product Strategist

CONTRIBUTING STRATEGIST
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Over the course of the past year, Market View has periodically 
checked in on inflation. The story so far: The U.S. economy has ben-
efitted from an environment of positive economic growth, while 
inflation has remained contained. 

But one reason we’ve been keeping an eye on the topic is the 
strength of the U.S. labor market. Some recent indicators suggest 
that wage pressure could be a potential threat to the current U.S. 
paradigm of strong growth with low inflation. In a recent Economic 
Insights, Lord Abbett Partner and Director of Strategic Asset Allo-
cation Giulio Martini highlighted data showing that the pace of U.S. 
wage growth was quickening (see Chart 1). 

To be sure, wages are only one part of the inflation story. The 
U.S. consumer price index (CPI) rose at a 2.7% annual rate in 
August, 2018, down slightly from the 2.9% pace in July, according to 
the U.S. Bureau of Labor Statistics. Another key inflation measure, 
the U.S. producer price index, posted a small drop in August.  

But while there is as of yet no sign of runaway inflation, even a 
modest rise in the prices of goods and services can prove harmful. 
Inflation has been called “the silent thief” because of its tendency to 
slowly, but steadily erode purchasing power over the longer term.  
For example, while inflation at 2% or 3% might not sound like much 
in the short term, the effect on the value of a dollar over time can be 
quite significant, as Chart 2 illustrates.

For example, even a 3.0% inflation rate over the course of a 
decade would diminish the purchasing power of a dollar to the 
equivalent of only 74 cents.  Over two decades, the value of a dollar 
would be reduced by nearly one-half. This simple fact may be a 
powerful inducement for investors to consider an allocation to some 
form of inflation protection at all times.

But as we have noted in the past, not all forms of inflation pro-
tection are created equal. This is where another threat to investors’ 
portfolios—rising interest rates—becomes a consideration, espe-
cially for those with large fixed-income allocations. In seeking infla-
tion protection with the most popular strategy, Treasury inflation-
protected securities (TIPS), investors may be taking on an 
unwelcome degree of interest-rate risk. In fact, the largest 
exchange-traded fund (ETF) that tracks the TIPS Index now has an 
effective duration of 7.5 years.

One alternative strategy investors might consider employs a 
portfolio of professionally managed swaps tied to the CPI. By cap-
turing movements in inflation expectations and changes in headline 
CPI, the value of CPI swaps is more directly targeted toward infla-
tion, 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 the broader bond market (see Chart 2), which may lead 
to more efficient diversification for investors’ fixed-income holdings.  
For those looking for inflation protection to offset the duration risk 
in their fixed-income portfolios, TIPS might not provide the diversi-
fication that investors need, given this high correlation.

Summing Up

Even at modest rates, inflation carries the potential to erode the 
value of fixed-income portfolios over time. In seeking strategies to 
protect against inflation, investors should carefully weigh the poten-
tial benefits and drawbacks of each approach. We believe that a 
managed portfolio employing short-term, credit-sensitive bonds 
with an overlay of CPI swaps offers the potential to provide higher 
yield—and lower duration—than a traditional TIPS strategy, while 
providing an effective level of inflation protection. 
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Source: Lord Abbett. For the purposes of this chart, purchasing power refers to the value of goods and services that can be purchased with one U.S. dollar. The hypothetical illustrations using 2%, 3%, and 4% rates of inflation are to 
show the effects of inflation over time; actual inflation rates may be greater or lesser. Inflation is typically measured by changes in the consumer price index maintained by the U.S. Bureau of Labor Statistics.

CHART 2. STEADY AND STEALTHY: HOW INFLATION EATS AWAY AT WEALTH
CHANGES IN THE PURCHASING POWER OF ONE DOLLAR TODAY OVER THE INDICATED PERIODS, BASED ON HYPOTHETICAL LONG-TERM 
INFLATION RATES 
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Source: Morningstar and Bloomberg.
CPI swaps represented by the Bloomberg Inflation Swap USD 5-Year Zero Coupon Index. U.S. TIPS (Treasury inflation-protected securities) are represented by the Bloomberg Barclays U.S. TIPS 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.

CHART 3. TIPS ARE HIGHLY CORRELATED WITH CORE BONDS. CPI SWAPS ARE NOT
CORRELATION WITH THE BLOOMBERG BARCLAYS U.S. AGGREGATE BOND INDEX, AS OF AUGUST 31, 2018 
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IMPORTANT INFORMATION
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. 
Inflation-linked bonds (ILBs) issued by a government are fixed income securities whose principal value is 
periodically adjusted according to the rate of inflation; ILBs decline in value when real interest rates rise. 
Treasury inflation-protected securities (TIPS; see below) are ILBs issued by the U.S. government. Investments 
in such securities are not guaranteed and will fluctuate in value. 
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 mul-
tiplying 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 certain 
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 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 inflation 
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, tax-
able, 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. 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.

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

The information provided herein is not directed at any investor or category of investors and is provided 
solely as general information about our products and services and to otherwise provide general investment 
education. No information contained herein should be regarded as a suggestion to engage in or refrain from 
any investment-related course of action as Lord, Abbett & Co LLC (and its affiliates, “Lord Abbett”) is not 
undertaking to provide impartial investment advice, act as an impartial adviser, or give advice in a fiduciary 
capacity with respect to the materials presented herein. If you are an individual retirement investor, contact 
your financial advisor or other non-Lord Abbett fiduciary about whether any given investment idea, strategy, 
product, or service described herein 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 
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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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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OUR FIRM
A singular focus on  
the management of  
money since 1929 

OUR MISSION
Delivering superior long-term 
investment performance  
and a client experience that  
exceeds expectations

OUR DIFFERENTIATORS
n Independent Perspective
n  Commitment to Active Management
n Intelligent Product Design

Want to learn more about our investment strategies?
Contact Lord Abbett at 888-522-2388 or visit us at www.lordabbett.com.


