
MARKET VIEW
INFLATION PROTECTION: THE TROUBLE WITH TIPS

Renewed fears of inflation have led to an increase in demand for U.S. Treasury inflation-protected securities.  
But is that the best approach for inflation protection?

MONDAY, NOVEMBER 21, 2016

The belief that U.S. economic growth will expand following 
Donald Trump’s victory in the U.S. presidential contest has sparked 
fresh concerns about an uptick in inflation. In fact, inflation expec-
tations already had begun to increase in September, based on 
better U.S. economic data and indications from the U.S. Federal 
Reserve (Fed) that policymakers may be more comfortable 
allowing inflation to increase. Trump’s surprise win simply served 
to kick inflation expectations into higher gear.

Unsurprisingly, investor interest in inflation-protection strate-
gies (which already had been strong in the run-up to the election) 
has increased further. Lipper data showed that investors in U.S.-
based mutual funds poured $1 billion into inflation-protected bond 
funds in the week ended November 9 (covering the period leading 
up to the election and its immediate aftermath), marking the 
funds’ second-biggest inflows since records began in October 
2002, according to a Reuters report. An additional $500 million in 
the week ended November 16 added to the inflation-protected cat-
egory’s longest straight run of weekly inflows since the first half of 
2011, according to a cnbc.com report.

A post-election upshift in yields for longer-dated U.S. debt has 
caused the yield curve to steepen. Such a steepening suggests 
markets believe the president-elect could make longer-dated U.S. 
debt a riskier asset. This possibly is due to expectations of fiscal 
policy increasing borrowing or a sharp rise in inflation due to pro-
tectionist trade policies, a primary focus of the Trump campaign. 
“If Trump truly plans on injecting money into infrastructure devel-
opment and growing the economy, that could be inflationary,” 
noted one Lipper researcher in the Reuters article.

Though inflation remains low relative to historical levels, and 
some experts are skeptical of a sustained move higher, investors’ 
expectations of a significant increase in prices for U.S. goods and 
services have been steadily rising in the past few months. (See 
Chart 1.) These expectations have been supported by perceptions 
that the Fed will be tolerant of a modest rise in inflation if it accom-
panies improved U.S. economic growth.

“One lesson learned during [the 1970s] is that inflation expecta-
tions can matter a great deal,” said former U.S. Federal Reserve 
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CHART 1. INFLATION EXPECTATIONS HAVE INCREASED
INFLATION EXPECTATIONS, NOVEMBER 17, 2014–NOVEMBER 17, 2016
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Source: Bloomberg. 
Note: Five-year inflation expectation is represented by the five-year, zero coupon CPI 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. Indexes are unmanaged, do not reflect the deduction or expenses, and are not 
available for direct investment.  Past performance is no guarantee of future results. 



Bank of Philadelphia president Charles Plosser, in a speech in 
2009. “And if [those expectations] become unanchored—that is, if 
the public comes to believe that the Fed will not do what is neces-
sary to preserve price stability—then inflation can rise quickly 
regardless of the amount of so-called slack in the economy.”

One particular beneficiary of higher U.S. inflation expectations 
has been demand for Treasury inflation-protected securities 
(TIPS), which is a type of U.S. Treasury bond that is the corner-
stone of the inflation-protection funds mentioned earlier. (See 
box, “TIPS: A Closer Look.”) But while investors are attracted to 
the inflation-adjustment component of TIPS, they might not be 
interested in having exposure to another aspect of these securi-
ties: their relatively high duration. Essentially, the benchmark 
10-year TIPS is a low-yielding U.S. Treasury security, which now 
has an effective duration of approximately nine years. The typical 
TIPS mutual fund has a duration of 6.7 years, according to  
Morningstar data.

If investors are looking to diversify their bond portfolios, TIPS 
might not be the best solution. Since they are long-duration, gov-
ernment-related securities, they have had high correlation with 
U.S. Treasuries and other high-quality fixed-income securities (as 
represented by the Bloomberg Barclays U.S. Aggregate Bond 
Index [Bloomberg Barclays Aggregate]). As a result, during periods 
of rising interest rates, investors in TIPS have been disappointed 
with their experience, realizing the negative effects of greater 
interest-rate sensitivity just when they were expecting protection.

Those negative qualities became evident in recent days. As 
Table 1 indicates, in the first week following the election, the rep-
resentative Bloomberg Barclays U.S. TIPS Index experienced a 
negative return of 1.79%, while the broad bond-market bench-
mark Bloomberg Barclays Aggregate was down 1.76%. So, while 
investors allocated to TIPS in order to diversify their portfolio and 
protect from an uptick in inflation, their TIPS positions declined as 
much as the broad bond market. (See Table 1.) 

A similar experience occurred in 2013, the year of the market’s 
so-called “taper tantrum,” when interest rates rose on expecta-
tions that the Fed would reduce its quantitative-easing program: 
TIPS declined more than 8%, as TIPS yields increased with nominal 
Treasury yields, leading to large price declines.

What other avenues are available for fixed-income investors 
concerned about the effects of an increase in inflation on their 
investment returns? As we noted earlier, TIPS carry significant 
duration risk and high correlations with U.S. Treasury securities. 
Other traditional inflation-protection strategies come with signifi-
cant drawbacks that may undercut their hedging capability. For 
example, two of the primary vehicles, commodities and real 
estate, are highly volatile and subject to idiosyncratic supply and 
demand factors.

Fortunately, there is an effective alternative to TIPS and com-
modities: a strategy that employs a portfolio of professionally 
managed swaps tied to the U.S. Consumer Price Index (CPI). By 
capturing movements in inflation expectations and changes in 
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CHART 2. TIPS HAVE A HISTORICAL POSITIVE  
CORRELATION WITH U.S. TREASURIES 
CORRELATION COEFFICIENTS OF LISTED ASSET CLASSES,  
JANUARY 1, 2004–OCTOBER 31, 2016
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Source: Bloomberg and Zephyr. 
1Bloomberg Barclays U.S. Treasury Index. 2Bloomberg Barclays U.S. Aggregate Bond Index. 3Bloomberg Barclays U.S. 
TIPS Index. 4Deutsche Bank Breakeven 5-Year CPI Swaps Index. 
Note: Data represent correlation coefficients of listed asset classes from 01/01/2004 - 10/31/2016. For illustrative pur-
poses 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. 

TIPS: A CLOSER LOOK

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), more commonly referred to as 
the consumer price index (CPI). 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 multiply-
ing 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. 

TABLE 1. TIPS AND RELATED INVESTMENTS HAVE  
SUFFERED NEGATIVE RETURNS AMID RISING  
INTEREST RATES
TOTAL RETURN FOR THE LISTED INDEXES AND SECURITIES FOR THE 
INDICATED DATES JANUARY 1, 2004–OCTOBER 31, 2016

1 WEEK
(Through 

11/15/2016)

3 MONTHS
(Through 

11/15/2016)
2013

Bloomberg Barclays U.S. Aggregate Bond Index -1.76% -2.55% -2.02%

Bloomberg Barclays U.S. TIPS Index -1.79% -1.63% -8.60%

iShares TIPS Bond ETF -1.77% -1.64% -8.49%

Source: Morningstar and Bloomberg. 
Past performance is no 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. 
An investor may not experience similar results.
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headline CPI, the value of CPI swaps is more directly targeted 
toward inflation, without the interest-rate exposure of a traditional 
TIPS strategy. (See box, “CPI Swaps: A Closer Look.”) Unlike TIPS, 
CPI swaps have a negative historical correlation (-0.50) with Trea-
suries, which may lead to more efficient diversification for inves-
tors’ fixed-income holdings. 

These qualities make CPI swaps an integral part of an alter-
native inflation-protection strategy investors may wish to 
consider. By combining a portfolio of short-term, credit-sensi-
tive 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 investors want without the 
potential duration risk of TIPS. 

For example, 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. If actual inflation exactly matches what had been 
expected at the initiation of the swap agreement, the CPI swap will 
have no impact on the returns of the underlying bond portfolio. 
Note that in certain environments when inflation expectations are 
falling sharply, CPI swaps may generate negative returns. However, 
such periods of falling inflation expectations and interest rates are 
generally very positive environments for high-quality bond 
holdings. The role of an inflation protection strategy should be to 
perform well during periods of higher inflation and negative 
returns for high-quality bonds—like the environment the U.S. 
fixed-income market has seen had for the past three months.

Given that inflation has, historically, presented a risk to U.S. 
investors, and that there is a possibility of higher inflation in the 
future, hedging that risk in an effective manner is critical. By 
pairing a portfolio of CPI swaps with a short-term bond portfolio, 
investors may get the inflation protection they desire, with the 
potential for higher income and lower duration risk than a typical 
TIPS strategy.

CPI SWAPS: A CLOSER LOOK

Interest-rate swaps consist of a contract between two 
parties that stipulates that one party will make fixed 
payments, while the other will make variable payments. 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.

CPI swaps come in a few varieties, the most common of 
which is a zero-coupon swap. These are called “zero-cou-
pon” 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.

If the actual rate of inflation exactly matches the expected 
rate of inflation at the beginning of the swap agreement,  
the swap expires with no value.  The value of the swap will 
increase or decrease with changes in the actual rate of 
inflation.  Even though the zero-coupon swap has only one 
cash flow at maturity, the swap is marked to market on a 
daily basis, driven by changes in inflation and inflation 
expectations.

IMPORTANT INFORMATION
A Note About Risk: The value of investments in equity securities will fluctuate in response to general economic conditions and to changes in the prospects of particular companies and/or sectors in the economy. 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. 

Market forecasts and projections are based on current market conditions and are subject to change without notice. No investing strategy can overcome all market volatility or guarantee future results.

This commentary 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.

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. Although U.S. government securities are 
guaranteed as to payments of interest and principal, their market prices are not guaranteed and will fluctuate in response to market movements.

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 semi-annually, 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. 

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 f or each item in a predetermined basket of goods and services, and the inputs are weighted according to their importance to consumers.
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IMPORTANT INFORMATION CONTINUED
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 derivative instruments used to hedge inflation risk by transferring inflation risk from one party to another through an exchange of cash flows.

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.

Exchange Traded Fund (ETF) is a security that tracks an index, a commodity or a basket of assets like an index fund, but trades like a stock on an exchange. ETFs experience price changes throughout the day as they 
are bought and sold.

A five-year zero coupon inflation swap enables investors to increase or decrease their exposure to the risk of inflation. An income stream that is tied to the rate of inflation is exchanged for one with a fixed  
interest rate.

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 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 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.

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.
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Lord, Abbett & Co. LLC | 90 Hudson Street | Jersey City, NJ 07302-3973 | T 1.888.522.2388 | lordabbett.com
MV-11-21-16


