Insights

Inflation-linked bonds

What are inflation-linked bonds?
Inflation-linked bonds are bonds whose interest payments and principal (the
payment made by the issuer at maturity) are linked to an index of inflation.
By contrast, the interest payments and principal value of conventional bonds are
fixed in nominal (money) terms.

Investors in inflation-linked bonds
Inflation-linked bonds appeal to a wide range of investors. They are a natural asset
class for those with inflation-linked liabilities, such as defined benefit pension
funds, endowments, charities and foundations. They may also attract interest
from investors concerned about unexpected increases in inflation and looking for a
natural hedge against such an outcome.
According to the UK’s National Association of Pension Funds (NAPF), UK defined
benefit pension schemes whose future liability profile is fixed (i.e., those that are
closed to new members) invested 21% of their portfolios in index-linked gilts in
2012, up from 7% in 20081.
While other asset classes, such as equities, commodities and property, may also
act as an inflation hedge over time, their return streams are usually more volatile
than those of inflation-linked bonds. Some investors may therefore prefer the
certain post-inflation return offered by inflation-linked bonds.
Inflation-linked bonds are also used by fixed income investors seeking
diversification within a broader bond portfolio.
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How do inflation-linked bonds work?
The difference between inflation-linked and conventional bonds is illustrated in the
table and chart below, in which we compare two bonds for illustrative purposes.
One, a conventional bond, has a fixed nominal value of 100 at maturity and a 5%
annual interest payment (or “coupon”) and the other, an inflation-linked bond, has
a principal value and a 2% annual coupon that are both indexed to inflation.
Both bonds cost 100 at issue (represented by time Y0) and produce cash flows
in the ten subsequent years (Y1-Y10). The annual interest payments (5% a year)
and the principal value at maturity of the conventional bond (100) are fixed at the
time of issue. But the interest payments and the principal value at maturity of the
inflation-linked bonds increase with inflation over the life of the bond.
Cash flows on conventional and inflation-linked bonds
Conventional bond with 5%
annual coupon

Inflation-linked bond with 2%
annual coupon, 2% inflation

Y0

-100

-100

Y1

5

2.04

Y2

5

2.08

Y3

5

2.12

Y4

5

2.16

Y5

5

2.21

Y6

5

2.25

Y7

5

2.30

Y8

5

2.34

Y9

5

2.39

105

124.34

Time

Y10
150

100

50

0
t0

t1

t2

t3

t4

t5

t6

t7

t8

t9

t10

-50

-100

Conventional Bond

Inﬂation-linked Bond

Source: FTSE Russell, for illustrative purposes only. Inflation is assumed to be constant and indexation
lag is ignored.
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So the purchaser of a conventional bond knows with certainty what cash flows to
expect in nominal terms, but not what the real (post-inflation) value of those cash
flows will be (since future inflation levels are unknown). By contrast, the purchaser
of the inflation-linked bond knows what real return to expect, but not what the
cash flows will be in nominal terms.
Real and nominal returns from conventional and inflation-linked bonds
Type of bond

Real return

Nominal return

Conventional

Known ex post

Known ex ante

Inflation-linked

Known ex ante

Known ex post

For positive expected inflation rates, the real yield on an inflation-linked bond will
always be lower in headline terms than the yield on a conventional bond of the
same issuer and the same maturity. This is because an investor in the conventional
bond requires a higher nominal yield to compensate for future inflation and
inflation risk2.
There is a small lag between the time at which inflation-linked bonds’ cash flows
are made and the reference point for the underlying inflation index. For most
global inflation-linked bond markets the lag is three months (i.e., bonds’ interest
and principal payments are calculated on the basis of the inflation index from three
months earlier). UK index-linked gilts issued before 2005 have an indexation lag of
8 months.
Inflation-linked bonds are issued by a number of sovereign borrowers, including
the US, the UK, Australia, France, Italy, Germany, Canada, Japan, Mexico, Turkey,
Brazil, South Africa, Spain, Sweden, Greece and Israel, as well as by government
agencies, supra-national and corporate issuers.
These issuers use a representative local inflation index for the calculation of
interest and principal payments. For example, cash flows on US Treasury Inflation
Protected Securities (TIPS) and Australian Treasury Indexed Bonds are linked to
the Consumer Price Index (CPI) in the US and Australia, respectively. Cash flows on
UK index-linked gilts are linked to the UK Retail Price Index (RPI).

Break-even inflation rates
The relative attractiveness of conventional and inflation-linked bonds can be
assessed via a measure called the break-even inflation rate.
The break-even inflation rate is the average annual inflation rate at which investors
would be indifferent between holding a conventional bond and an inflation-linked
bond of the same issuer and the same maturity.
If an investor expected inflation to be higher over the period than the break-even
rate, he would prefer to hold the inflation-linked bond. If the investor expected
lower inflation than the break-even rate, he would prefer the conventional bond.
The break-even inflation rate is therefore a useful indicator of the market’s
expectations of future inflation.
In the case of deflation (negative inflation), the real yield on inflation-linked bonds could be expected to exceed the nominal yield on
conventional bonds. However, some issuers of inflation bonds offer a deflation floor, guaranteeing that the principal value of the bonds will not
fall below the initial amount. This provides some protection to investors against falling prices.
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The FTSE Actuaries UK Index-Linked Gilts
Index Series
The UK was one of the first sovereign borrowers to issue inflation-linked
bonds (called “index-linked gilts”) and, as at September 30, 2014, this segment
represented a quarter by nominal value of the UK government bond market 3.
Initially only pension funds and institutions writing pension business were allowed
to own index-linked gilts, although this restriction was removed a year after the
first bond was issued4.
The FTSE Actuaries UK Index-Linked Gilts Index Series is the most widely used
and representative set of benchmarks for UK inflation-linked bonds. The series
includes indexes that measure the performance of the index-linked gilts market as
a whole, as well as the performance of individual maturity segments of the market.
The indexes are calculated on a price or a total return basis, and FTSE also provides
standard analytics such as yield or duration.

FTSE Actuaries UK Index-linked Gilts Indexes
••

All stocks (gilts with all outstanding terms), excluding rump stocks and
convertible gilts

••

Gilts with an outstanding term of up to 5 years

••

Gilts with an outstanding term of over 5 years

••

Gilts with an outstanding term of over 10 years

••

Gilts with an outstanding term of 5 - 15 years

••

Gilts with an outstanding term of up to 15 years

••

Gilts with an outstanding term of over 15 years

••

Gilts with an outstanding term of 15 - 25 years

••

Gilts with an outstanding term of 5 - 25 years

••

Gilts with an outstanding term of over 25 years

EuroMTS Inflation-Linked Bond Indexes
The EuroMTS Inflation-Linked Indexes (eMTX[i]) comprise inflation-linked bonds
issued by eurozone governments of at least €2 billion in nominal size. The index
series includes sub-indexes classifying bonds by their maturity range or by the
underlying inflation reference (for example, the EU Harmonised Index of Consumer
Prices or national inflation indexes.

Real yield indexes
Investors in inflation-linked bonds use bonds’ real yields as a primary valuation
measure. FTSE calculates real yield indexes for each maturity sector of the FTSE
Actuaries UK Index-Linked Gilts Index Series. As the real yield of an index-linked
bond depends upon the rate of inflation over the bond’s life, these indexes are
calculated with assumed future inflation rates of 0%, 3%, 5% and 10%.
3
4

See the FTSE Insight on the FTSE Actuaries UK Gilts Indices.
See http://www.dmo.gov.uk/index.aspx?page=gilts/indexlinked#keyevents for key events in the history of the index-linked gilts market.
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Price sources for inflation-linked bond indexes
Compilers of fixed income indexes use a range of pricing sources, including data feeds
from trading venues, prices contributed by a single dealer or a panel of dealers, and
data from specialist third-party evaluators. The price source chosen for a particular
index series primarily reflects whether trading in the underlying bonds takes place at a
centralized venue or in the bilateral, over-the-counter market5.
In the case of the FTSE Actuaries UK Index-Linked Gilts index series, prices are
sourced directly from the gilt market’s primary dealers (called gilt-edged market
makers or “GEMMs”) and thereby provide a transparent link to trading activity in
the underlying market.
In return for various privileges (participating directly in gilt auctions, dealing
directly with the UK’s Debt Management Office, or “DMO”, in the secondary
market, and having the ability to “strip” gilts), GEMMS sign up to a series of
obligations. These obligations include playing an active role in the issuance,
distribution and marketing of UK government debt and also the provision of
accurate pricing information in gilts.
The EuroMTS Inflation-Linked Indexes are calculated using real-time, executable
quotes from central electronic trading venues, the MTS interdealer platforms.
Similarly to the FTSE Actuaries UK Index-Linked Gilts Index Series, market data,
rather than single-source or theoretical (evaluated) bond prices, create the index
price inputs.
FTSE calculates both end-of-day and mid-day versions of the indexes within the
UK Index-Linked Gilts Index Series. The end-of-day indexes are based on the
reference prices published by the DMO, while mid-day indexes use composite
intraday prices compiled by the DMO.

Performance and yields
The total return performance from March 2004 to December 2014 of the FTSE
Actuaries UK Index-Linked All Stocks Index is illustrated in the chart below. The
total return performance of conventional gilts (in the form of FTSE Actuaries UK
Conventional All Stocks Index) is shown for comparison. Over the period indexlinked gilts have outperformed their conventional counterparts.

5

See the FTSE Insight, “An Introduction to Bond Indices”.
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Total return performance of conventional and index-linked gilts
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FTSE Actuaries UK Conventional All Stocks Index
FTSE Actuaries UK Index-Linked All Stocks Index
Source: FTSE Russell, data as at December 16, 2014. Index values shown are from, March 17, 2004
to December 16, 2014. Index values are rebased to 100 on March 17, 2004. Past performance is no
guarantee of future results.

Over the period from March 2004 to December 2014 longer-dated index-linked
gilts outperformed their shorter-dated counterparts, reflecting a downward shift
in the index-linked market’s real yield curve and the greater duration (sensitivity to
real yield movements) of longer-dated bonds.
In the chart below we show the total return since 2004 of the Under 5 year and over
15 year sub-indexes of the FTSE Actuaries UK Index-Linked All Stocks Index Series.
Total return performance of under 5 year and over 15 year index-linked gilts
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FTSE Actuaries UK Index-Linked Under 5 Years
FTSE Actuaries UK Index-Linked Over 15 Years
Source: FTSE Russell, data as at December 16, 2014. Index values shown are from March 17, 2004
to December 16, 2014. Index values are rebased to 100 on March 17, 2004. Past performance is no
guarantee of future results.
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The real yield of the FTSE Actuaries UK Index-Linked All Stocks Index over the
period from March 2004 to December 2014 is shown in the chart below. Real yields
have fallen steadily during the period, moving into negative territory from 2011
onwards. A negative real yield on an inflation-linked bond means that investors are
willing to accept a below-inflation return on the bond in return for the certainty of
receiving an inflation-indexed future income stream.
Real yield of FTSE Actuaries UK Index-Linked All Stocks Index (at 3% assumed
inflation)
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Index-Linked Gilts Redemption Yield @3% Inﬂation
Source: FTSE Russell, data as at December 16, 2014. Index values shown are from March 17, 2004
to December 16, 2014. Index values are rebased to 100 on March 17, 2004. Past performance is no
guarantee of future results.

Inflation-linked bond indexes
Indexes of inflation-linked bonds, such as the FTSE Actuaries UK Index-Linked
Gilts Index Series and the EuroMTS Inflation-Linked Indexes, provide a transparent
and rules-based benchmark of performance for this sector of the fixed income
market. Inflation-linked bonds are an important asset class for a wide variety of
investors, including those seeking to hedge inflation-linked liabilities and those
seeking diversification effects within a fixed income or balanced portfolio.
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For more information about our indexes, please visit ftserussell.com.
© 2015 London Stock Exchange Group companies.
London Stock Exchange Group companies includes FTSE International Limited (“FTSE”), Frank Russell Company (“Russell”), MTS Next Limited
(“MTS”), and FTSE TMX Global Debt Capital Markets Inc (“FTSE TMX”). All rights reserved.
“FTSE®”, “Russell®”, “MTS®”, “FTSE TMX®” and “FTSE Russell” and other service marks and trademarks related to the FTSE or Russell indexes are
trademarks of the London Stock Exchange Group companies and are used by FTSE, MTS, FTSE TMX and Russell under licence.
All information is provided for information purposes only. Every effort is made to ensure that all information given in this publication is accurate,
but no responsibility or liability can be accepted by the London Stock Exchange Group companies nor its licensors for any errors or for any loss
from use of this publication.
Neither the London Stock Exchange Group companies nor any of their licensors make any claim, prediction, warranty or representation
whatsoever, expressly or impliedly, either as to the results to be obtained from the use of the FTSE Russell Indexes or the fitness or suitability of
the Indexes for any particular purpose to which they might be put.
The London Stock Exchange Group companies do not provide investment advice and nothing in this document should be taken as constituting
financial or investment advice. The London Stock Exchange Group companies make no representation regarding the advisability of investing in
any asset. A decision to invest in any such asset should not be made in reliance on any information herein. Indexes cannot be invested in directly.
Inclusion of an asset in an index is not a recommendation to buy, sell or hold that asset. The general information contained in this publication
should not be acted upon without obtaining specific legal, tax, and investment advice from a licensed professional.
No part of this information may be reproduced, stored in a retrieval system or transmitted in any form or by any means, electronic, mechanical,
photocopying, recording or otherwise, without prior written permission of the London Stock Exchange Group companies. Distribution of the
London Stock Exchange Group companies’ index values and the use of their indexes to create financial products require a licence with FTSE,
FTSE TMX, MTS and/or Russell and/or its licensors.
The Industry Classification Benchmark (“ICB”) is owned by FTSE. FTSE does not accept any liability to any person for any loss or damage arising
out of any error or omission in the ICB.
Past performance is no guarantee of future results. Charts and graphs are provided for illustrative purposes only. Index returns shown may not
represent the results of the actual trading of investable assets. Certain returns shown may reflect back-tested performance. All performance
presented prior to the index inception date is back-tested performance. Back-tested performance is not actual performance, but is hypothetical.
The back-test calculations are based on the same methodology that was in effect when the index was officially launched. However, back-tested
data may reflect the application of the index methodology with the benefit of hindsight, and the historic calculations of an index may change from
month to month based on revisions to the underlying economic data used in the calculation of the index.
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About FTSE Russell
FTSE Russell is a leading global provider of benchmarking, analytics and data
solutions for investors, giving them a precise view of the market relevant to
their investment process. A comprehensive range of reliable and accurate
indexes provides investors worldwide with the tools they require to measure and
benchmark markets across asset classes, styles or strategies.
FTSE Russell index expertise and products are used extensively by institutional
and retail investors globally. For over 30 years, leading asset owners, asset
managers, ETF providers and investment banks have chosen FTSE Russell
indexes to benchmark their investment performance and create ETFs, structured
products and index-based derivatives.
FTSE Russell is focused on applying the highest industry standards in index design
and governance, employing transparent rules-based methodology informed
by independent committees of leading market participants. FTSE Russell fully
embraces the IOSCO Principles and its Statement of Compliance has received
independent assurance. Index innovation is driven by client needs and customer
partnerships, allowing FTSE Russell to continually enhance the breadth, depth and
reach of its offering.
FTSE Russell is wholly owned by London Stock Exchange Group.
For more information, visit www.ftserussell.com.

To learn more, visit www.ftserussell.com; email index@russell.com, info@ftse.com;
or call your regional Client Service Team office:
EMEA
+44 (0) 20 7866 1810

FTSE Russell

North America
+1 877 503 6437

Asia-Pacific
Hong Kong +852 2164 3333
Tokyo +81 3 3581 2764
Sydney +61 (0) 2 8823 3521
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