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After many years of falling inflation, the second half of 2021 could be
remembered as the time when prices started to rise again. How should bond
market investors respond? Here are two more ideas.

Key takeaways

- Higher-than-expected inflation has surprised markets in the second half of 2021, and it
could be more prolonged than many expect

- As inflation erodes bonds’ real returns, a long-term investment strategy should seek safeguards

— Two possible options are inflation-linked bonds and floating rate notes

2021 could be remembered as the year that
inflation returned. For decades inflation has
stayed low globally, but in the last months of
2021, markets have experienced hotter-than-
expected inflation and inflation surprises
globally are at their highest level in over
20 years (see Exhibit 1).

Is inflation structural or temporary?

The coronavirus pandemic with all its
consequences — like the shutdown of
manufacturing production in early 2020 -
brought inflation to such low levels that
even comparison with the first months of
2021 shows significant variations. This is
the “base effect”, which tends to decrease
over the following months as the terms of
comparison become more homogeneous.

The essential question for financial markets
is whether temporary factors or structural
forces have been more significant in sparking

Exhibit 1: following decades of low inflation,
surprises on the upside are increasing globally
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inflation’s return. Temporary factors are certainly at play.
They include the rising price of key raw materials, primarily
oil; the strong recovery of economic growth that leads to
effects known as output gaps — where the actual output
of the economy may exceed its potential output; and
supply disruptions.

But our economists believe that financial markets may be
underestimating the risk of higher inflation in the medium
term. The consensus view considers the current rise in
inflation to be a transitory phenomenon: a view the Federal
Reserve, European Central Bank and other central banks
firmly support.

In our view, there are good reasons to think that structural
forces — factors that are permanent or sustained — could lead
to stubbornly higher inflation. Changes in the labour market,
especially as globalisation reverses, are pushing up the prices
of goods and services. And, above all, the expansionary
monetary policy of the US Federal Reserve and the European
Central Bank, with their adoption of flexible inflation targets,
implies they may be “behind the curve” — and interest rates
could fail to keep pace with inflation.

That said, it is difficult to predict with certainty whether the
increase in inflation will be structural or more temporary, as
the long-term consequences of the pandemic are still not
clear. While we clearly do not expect inflation rates to return
to the levels seen in the 1970s, we believe that medium-term
inflation risks are higher than currently anticipated by the
market. We expect inflation premiums to rise slightly and
inflation volatility to increase.

Two bond market options for inflationary times

Should higher inflation prove to be structural, there are two
options worth considering when investing in the bond markets.

1. Inflation-linked bonds

Inflation-linked bonds (ILBs) are designed to protect
investors from inflation as the instruments benefit from
rising inflation expectations. Because their principal and
interest payments are contractually linked to a recognised

inflation measure such as the US Consumer Price Index (CPI)
or Europe’s Harmonised Index of Consumer Prices (HICP),
rising prices translate directly into higher coupon rates
and principal values. Exhibit 2 illustrates how principals
and coupon values change, from issuance to maturity.

When to buy ILBs?

To assess the relative attractiveness of ILBs (also known

as “linkers”) against nominal government bonds, we refer
to the so-called break-even inflation rate, which is the
difference between nominal yields and real yields. In other
words, it indicates the inflation expectations priced into the
market, or the rate differential at which holding a nominal
bond and an ILB of the same issuer and the same maturity
would be equivalent.

Therefore, if we expected inflation to be higher over the
life of the bond than the break-even rate, we would earn a
higher return holding ILBs, while at the same time having
lower inflation risk. The opposite would be true if we
expected inflation to be lower than the break-even rate.

This means that the best market environment for investing
in ILBs is when inflation is rising and markets are pricing
higher inflation in the future, as they are today. This explicit
link to changes in inflation makes ILBs an effective way to
incorporate real returns into a portfolio.

A prolonged period of declining prices, or deflation, would
be a less suitable market context for investing in ILBs
because the principle and coupon payments would be
based on the deflationary scenario. However, to mitigate
this risk, more and more ILBs are issued with a deflation
floor. This guarantees that the bond’s principal amount
will not fall below par at maturity, so only the coupons are
affected by the decline in prices.

As with any other bonds, ILBs are affected by interest rate
risk, or duration. Interest rate risk could prove topical if real
yields move higher following a shift by central banks to a
more restrictive monetary policy, as ILBs usually have long
durations. To mitigate this, portfolio managers can deploy
swaps to isolate and manage the pure inflation risk.

Exhibit 2: nominal value and coupon payments during the life cycle of an inflation-linked bond
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2. Floating rate notes

Another area of the bond market that can outperform in
inflationary environments is floating rate notes (FRNSs),
which have their coupons linked to a specified base rate.
Floating rate coupons normally adjust around every three
months: as the cashflows reset in line with interest rates,
the bond price tends to remain stable around par.

Plain vanilla (fixed) bonds

— Fixed coupon until maturity

— Sensitivity to rising interest rates

— Rate risk defined through duration
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Floating rate notes (FRNSs)
— Variable coupons, resetting periodically
— Coupons linked to interest rates
— Protection against rising rates

FRN
coupon:

FRN
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-

An everyday example could be a mortgage with monthly
payments that adjust in line with a central bank’s official rate.
On the other side of the equation, banks and corporations
issue bonds with coupons typically tied to a short-term
market interest rate such as LIBOR (London Interbank
Offered Rate), or the newer interbank indices including
SOFR (Secured Overnight Financing Rate) in the US and
SONIA (Sterling Overnight Indexed Average) in the UK.

One potential benefit of linking floating rate bonds to
market-determined rates is that they tend to be responsive
to inflation risks. By contrast, central bank policy often lags
through inertia or a deliberate desire to support growth
and employment. Exhibit 3 shows that the market rate
often (though not always) moves first and further than the
official central bank rate in response to changes in inflation.
Investors, therefore, benefit from price stability in floating
rate bonds, while gaining additional income if inflation
and short-term market rates do rise.

The floating rate coupon’s premium over and above the
base rate is known as the discount margin; it reflects the
riskiness of the issuer and the bond itself. This margin
ranges from a handful of basis points for a highly rated
issue backed by prime collateral, to several percent for
lower quality corporate bonds.

FRNs therefore contain credit risk, in contrast to ILBs which
are generally government-issued. Also, to simplify a little,
FRN performance can be driven more by market views
on short-term inflation, while ILBs reflect the longer-term
expectations of break-even rates.

As such, the performance of FRNs is linked to the business
cycle and investor sentiment. Individual issues may be
subject to credit downgrades or even defaults in the worst-
case scenario. Conversely, when economic growth and
corporate results are strong, discount margins will shrink
and FRNs will perform well.

Exhibit 3: central bank inflation moves typically follow market rates
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Thinking about the different economic scenarios
presenting themselves, FRNs tend to perform poorly

in times of deflation and contracting growth — the first
quarter of 2020 being a prime example. Strong growth
coupled with rising inflation and short-term market
rates is the best environment for FRNs, as was the case in
2004-6 or 2017-18. Stagflation — high inflation coinciding
with a slowdown in economic growth — would present a
mixed bag; rising rates would benefit FRNs as coupons
adjusted upwards, however only higher rated and
defensive issuers would perform well. More cyclical and
sub-investment grade companies typically require growth
to sustain their debts.

It should be noted that FRNs may reduce, but not
completely eliminate, interest rate risk, as there can be a
lag of a few months before the coupons reset. In the asset/
mortgage-backed sector, the bonds are typically secured
by specific collateral or assets of the issuer (so that holders
of the debt, such as the fund, have a priority claim on those
assets in the event of the issuer’s default or bankruptcy).
The value of collateral may be insufficient to meet the
issuer’s obligations, and the fund'’s access to collateral may
be limited by bankruptcy or other insolvency laws. Our
investment techniques, analyses, and judgments may not
produce the outcome we intend.

A long-term plan to counter inflation

Inflation is one of the most harmful forces that fixed-
income investors face, as it erodes bonds’ real returns.
Consequently, a long-term investment strategy should
consider protection against the risk of inflation.

ILBs do not only offer a natural hedge against a rise

in inflation, they are also an efficient tool for investors
seeking diversification within a broader fixed income
portfolio, as they tend to be less correlated to other
forms of fixed income. Our expertise at Allianz Global
Investors covers not only ILBs, but also a wide range of
performance drivers linked to inflation, such as inflation
swaps, break-even trades and active management of
duration and curve positioning.

Likewise, FRNs can benefit portfolios at times of rising
inflation and rising short-term rates, even if central banks
choose to let the economy “run hot”. Active management
is also called for here, however, given the possibility of
credit risk.

To return to the current macroeconomic environment,
higher inflation is back. And while consensus opinion still
regards the drivers of inflation as transitory, we think it will
be higher than many market-watchers expect. For this
reason, it may well be time for investors to seek safeguards.
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