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Inflation,
Anchoring and

Inflation-Linked
Bonds

Summary

o Inflation and expected inflation are high in
the United States and, to a lesser extent, in
the euro area.

While some economists have been warning
for months, central bankers are relatively
calm.

Inflation expectations remain fairly well an-
chored and are not at extreme levels when
adjusted for inflation risk premium and li-
quidity premium. Inflation is expected to re-
main high but to decelerate in mid-2022.

Demand for inflation-linked bonds should re-
main strong due to the ongoing risk, especial-
ly in the US.

However, we have a neutral view on euro-
zone and US inflation-linked bonds as their
upside potential appears limited.

Up and up

Inflation is climbing and becoming more widespread. Fur-
thermore, inflation expectations (measured by opinion
polls or market prices, by households or financial profes-
sionals) are going up too.

Central bankers are scrutinising these inflation expecta-
tions given that a change in perception of inflation can
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lead to shifts in behaviour. For example, if households
anticipate price increases, they will put more pressure on
their employers to obtain a raise in salary. And if compa-
nies expect price increases, they will hike their prices to
cover their costs. So potentially there is a self-fulfilling
aspect to this phenomenon.
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Anchoring

One way to measure this is to assess the extent to which
inflation expectations are anchored, i.e. the extent to
which inflation expectations react to short-term news.
The European Central Bank has a methodology that con-
sists in calculating the 5-year regression coefficient for 5-
year inflation forecasts made by financial professionals
against realised inflation. Thus, a high coefficient indi-
cates that realised inflation powerfully influences infla-
tion expectations, and thus, the anchoring of inflation
expectations is low.

INFLATION EXPECTATIONS ARE FAIRLY WELL AN-
CHORED IN THE EUROZONE AND IN THE US
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The charts show that inflation expectations are still fairly
well anchored, both in the eurozone and in the United
States, thereby explaining the relative serenity of central
bankers (resolve not to raise key rates for the moment)
while some economists have been warning for several
months.

In addition, central bankers are closely monitoring the
inflation expectations derived from market prices. For
example, the 10-year breakeven inflation rate (calculated
as the difference between the yield on a 10-year nominal
bond and the real yield on an indexed bond of the same
maturity) has increased considerably since March 2020. It
shows that the markets expect more inflation on average
over the next 10 years, i.e. 2.6% in the US and 1.6% in the
eurozone.

However, this measure is distorted by other factors and,
in fact, it does not accurately predict actual future infla-
tion. Indeed, breakeven inflation is not a direct measure of
inflation expectations because it has three components: i)
expected inflation, ii) inflation risk premium and iii) li-
quidity premium.

The inflation risk premium reflects the additional remu-
neration that an investor demands as compensation for
the volatility of inflation, for example.

The liquidity premium is linked to the fact that inflation-
linked bonds are less numerous and less liquid than nom-
inal bonds, more or less 5 times less liquid, judging by the
spread between the buying and selling prices of these two
assets over the last 10 years.

The "expected inflation" component is therefore a more
accurate reading of the level of inflation anticipated by
the markets. According to the Fed's DKW model, with
reference to the works of Stefania D’Amico, Don H. Kim,
and Min Wei, 2018, “Tips from TIPS: The Informational
Content of Treasury Inflation-Protected Security Prices”,
the average expected 10-year inflation was not 2.65% as
at 29/10/2021, but rather 1.90% when adjusted for infla-
tion risk and liquidity premia.
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THE EXPECTED INFLATION ADJUSTED FOR INFLA-
TION RISK PREMIUM AND LIQUIDITY PREMIUM IS
CLOSE TO 2% IN THE US

1

0 T T T T
2000 2005 2010 2015 2020

=10y Breakeven inflation rate

— 10y Expected inflation adjusted for inflation risk
premium and liquidity premium

Source : Fed, BNP Paribas Wealth Management

Inflation-linked bonds

Inflation-linked bonds are the best-performing asset class
in the bond universe, with a performance of +6.1% in the
eurozone and +5.3% in the United States since the begin-
ning of the year.

Massive amounts of liquidity flowed into these asset clas-
ses as investors sought to protect themselves against the
risk of inflation. Central banks also massively bought
these assets as part of their monetary easing programmes
during the health crisis. The Fed, in particular, has dis-
proportionately purchased US inflation-linked bonds
(TIPS), which may have led to price distortions, as trade is
usually relatively low in this market. The Fed now ac-
counts for 26% of the TIPS market, doubling its share in
the space of a year.

Demand for inflation-linked bonds remains strong, as
evidenced by the last 10-year US Treasury inflation-
linked issue in mid-November. The latter was very suc-
cessful, especially among foreign investors. Investor at-
traction to inflation-linked bonds should continue in the
coming months as inflation and inflation expectations are
likely to remain high, especially in the US, where wages
are climbing.
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THE FED ACCOUNTS FOR 26% OF THE TIPS MAR-
KET
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The risk is that real rates will rise as inflation-linked bond
prices fall when real rates rise. The risk certainly exists
because real rates have fallen to an all-time low on both
sides of the Atlantic. In addition, real rates generally re-
cover after a crisis, to keep pace with the economy's new
real growth potential. In the United States in particular,
the phasing out of the Fed's asset purchases should allow
real rates to rise, or at least not sink to fresh lows. Histor-
ically, US real rates have risen when the Fed has an-
nounced the end of its asset purchases, such as in 2013
("taper tantrum") and in periods when it has hiked its
policy rates. We expect the Fed to make its first rate in
mid-2022.

In view of this risk, we prefer to keep a neutral recom-
mendation on eurozone and US inflation-linked bonds,
especially as they are already relatively expensive.
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DISCLAIMER

This marketing document is communicated by the Wealth Management
Métier of BNP Paribas, a French Société Anonyme, Head Office 16 boule-
vard des Italiens, 75009 Paris, France, registered under number 662 042
449 RCS Paris, registered in France as a bank with the French Autorité
de Controle Prudentiel et de résolution (ACPR) and regulated by the
French Autorité des Marchés Financiers (AMF). As marketing material, it
has not been prepared in accordance with legal and regulatory require-
ments aimed at ensuring the independence of investment research and
is not subject to any prohibition on dealing ahead of its dissemination. It
has not been submitted to the AMF or any other market authority.

This document is confidential and intended solely for the use of BNP
Paribas SA, BNP Paribas Wealth Management SA or their affiliates (“"BNP
Paribas”) and the persons to whom this document has been delivered. It
may not be distributed, published, reproduced or disclosed by any recipi-
ent to any other person, nor may it be quoted or referred to in any
document, without the prior consent of BNP Paribas.

This document is provided solely for information and shall not constitute
an offer or solicitation in any state or jurisdiction in which such an offer
or solicitation is not authorized, or to any person to whom it is unlawful
to make such offer, solicitation or sale. It is not, and under no circum-
stances is it to be construed as, a prospectus.

Although the information provided herein may have been obtained from
published or unpublished sources considered to be reliable and while all
reasonable care has been taken in the preparation of this document, BNP
Paribas does not make any representation or warranty, express or
implied, as to its accuracy or completeness and does not accept respon-
sibility for any inaccuracy, error or omission. BNP Paribas gives no
warranty, guarantee or representation as to the expected or projected
success, profitability, return, performance, result, effect, consequence or
benefit (either legal, regulatory, tax, financial, accounting or otherwise)
of any product or transaction. Investors should not place undue reliance
on any theoretical historical information regarding such theoretical
historical performance. This document may contain or refer to past
performance; past performance is no guarantee for future performance.
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The information contained in this document has been drafted without
prior knowledge of your personal circumstances, including your finan-
cial position, risk profile and investment objectives.

Prior to entering into a transaction each investor should fully under-
stand the financial risks, including any market risk associated with the
issuer, the merits and the suitability of investing in any product and
consult with his or her own legal, tax, financial and accounting advisors
before making his or her investment. Investors should be in a position to
fully understand the features of the transaction and, in the absence of
any provision to the contrary, be financially able to bear a loss of their
investment and willing to accept such risk. Investors should always
keep in mind that the value of investments and any income from them
may go down as well as up and that past performance should not be
seen as an indication of future performance. Any investment in a prod-
uct described herein is subject to the prior reading and understanding of
the legal documentation concerning the product, and in particular the
one which describes in details the rights and obligations of investors as
well as the risks inherent to an investment in the product. Save as
otherwise expressly agreed in writing, BNP Paribas is not acting as
financial adviser or fiduciary of the investor in any transaction. The
information, opinions and projections expressed herein reflect the opin-
ion of their author at the time of writing; they are not to be relied upon
as authoritative or taken in substitution for the exercise of judgment by
anyone, and are subject to change without notice. Neither BNP Paribas
nor any BNP Paribas Group entity accepts any liability whatsoever for
any consequences that may arise from the use of information, opinions
or projections contained herein.

As distributor of the products described herein, BNP Paribas may receive
distribution fees on which you can obtain more information upon specif-
ic request. BNP Paribas, their employees or administrators may hold
positions in these products or have dealings with their issuers.

By accepting this document, you agree to be bound by the foregoing
limitations.

© BNP Paribas 2021. All rights reserved.
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