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Factors driving inflation

The global economic recovery, rising commodity prices, highly 

accommodating monetary policy and the extremely poor state of 

public finances in developed countries all contribute to inflation. 

During the global recession, inflation rates in developed and 

emerging countries hit historical lows, falling to 1.1% y/y in July 

20091. With economic recovery, global inflation accelerated to 3% 

y/y in December 2009 and continued to climb in 2010, as both 

developed and emerging countries experienced increases in prices 

and pursued growth-based economic policies. 

The prospects for UK inflation

In the UK, the inflation story is particularly compelling as despite 

sluggish activity, inflation accelerated to 2.8% during the fourth 

quarter of 2009 and hit a 17-month high of 3.7% in April 2010, 

which was higher than predicted. Given the renewed weakness of 

sterling, the VAT increase and the end of negative base effects from 

the previous rally in oil prices, HSBC forecasts that RPI inflation will 

probably rise further, to exceed 4% in Q2 20102.

Additionally, swelling government deficits are likely to prompt a 

degree of discipline and fiscal reform that can have inflationary 

consequences. Already there is speculation that the new UK 

government will increase VAT further to tackle the deficit and it is 

possible that other taxes will be increased or introduced that will 

have an inflationary effect. For this reason, forecasts anticipate a 

further rise above 4.0% in 201121. 

After a period of deflationary concerns, the spectre of inflation is rising again, both domestically and globally. In the UK, 

expectations of inflation increases are at their highest for nearly a year. This has an adverse effect on investment and 

creates uncertainty, particularly for liability driven investors, such as pension funds and insurance companies.

Inflation: a sustained increase in the level of prices 

over a specific period of time that results in a 

reduction in the purchasing power of money, most 

commonly measured by a nation’s consumer price 

index. 

Inflation and investment: The rate of inflation is 

important as it represents the rate at which the real 

value of an investment is eroded. Inflation informs 

investors exactly how much of a return (%) their 

investments need to rise by to maintain their intrinsic 

value.

1Source: Sinopia Asset Management
2 Source: Sinopia Tactik ILB, Q1 2010 ; HSBC Global Research, Real ideas: don’t chase breakevens, 

9 March 2010



Why should inflation concern investors?

Inflation creates uncertainty about future prices, interest rates and 

exchange rates. From an investment perspective, it erodes the 

underlying value of an investment and makes it difficult to predict 

and plan against future returns. This is problematic for institutional 

investors, particularly those trying to plan for future liabilities, 

such as pension funds. In final salary schemes, most payments to 

members are inflation-linked so an increase in inflation expectations 

results in an increase in expected liabilities.  These in turn create 

deficits that have to be remedied. According to Aon Consulting 

in October 2009, pension scheme deficits on the UK’s top 200 

schemes rose in October from £15bn to £77bn, purely as a result of 

increased inflation expectations.

Understandably, investors are looking for ways to safeguard their 

assets from inflation and investment options which achieve this are 

more popular than ever as a hedge against an uncertain future.

What are inflation linked bonds?

Inflation-linked bonds (ILBs) are financial instruments, whose rate 

of return is linked to the corresponding inflation rate and therefore 

offer investors the safeguard that returns will not be eroded by 

inflation. 

Unlike a nominal bond, an ILB generates a return that is adjusted 

according to the inflation rate: the principal and coupons rise 

with realised inflation. ILBs therefore provide an inflation-

hedged cashflow for matching liabilities in real terms. They offer 

investors better protection against other traditional anti-inflationary 

instruments such as property or gold, with less volatility. The 

real rate of return is unambiguous and although yields are 

generally lower than for conventional bonds due to their inherent 

characteristics, the return upon maturity is higher. For this reason, 

they are widely used by liability-driven investors such as pension 

funds and insurance companies.

The inflation-linked market primarily consists of government 

bonds, with privately issued inflation-linked bonds constituting a 

small portion of the market. Long maturity inflation-linked notes 

are issued by government guaranteed entities.  ILBs are available 

individually as domestic ILBs or can be combined to reflect a 

regional or global universe.

Why invest in inflation linked bonds?

u	  As an effective safeguard against inflation 

 Inflation-linked bonds are specifically designed to eliminate the 

inflation risk of an investment. They are the only asset class 

offering a pure inflation hedge. In comparison to nominal bonds, 

ILBs respond to changes in real interest rates, which provide a 

safeguard against losses when both nominal interest rates and 

inflation are rising. However they have a higher duration than 

traditional bonds and therefore come under strong pressure 

during periods when real interest rates are rising. 

u  As an instrument for portfolio diversification

 The defensive approach afforded by inflation-linked bonds also 

provides conservative investors with an interesting investment 

instrument, offering a further opportunity for diversification. Real 

yields from inflation-linked bonds are 30% less volatile than that 

of traditional bonds. They also exhibit lower correlations, both 

among each other and in comparison to other asset classes, 

which reduces risk within the portfolio. 

 Thus the risk associated with equity/fixed income portfolios can 

be reduced by adding inflation-linked bonds as they perform 

particularly well in the market conditions when traditional bonds 

would demonstrate their shortcomings.

u  As a strategic or a tactical investment in any institutional 

portfolio

 Inflation-linked bonds can be key instruments in asset allocation 

and depending on the proportion included, ILBs can be used to:

 - diversify a global portfolio over the medium/long term

 - reduce the risk in the fixed income portion 

 - cushion the negative impact of rising bond yields

u  A global investment universe, hedged against currency risk, 

provides effective protection against domestic inflation and 

additional investment opportunities over the long term

 The benefits of asset diversification can be reinforced further by 

geographical diversification within a large investment universe. 

As international diversification offers less risk than a pure 

domestic investment, a global allocation generates additional 

investment and performance opportunities while protecting 

investors against inflationary risk.



u  A mature asset class with proven defensive qualities

 The developed ILB market has more than doubled in size since 

the end of 2003 and totals €1,298 billion worldwide3, as at 

the end of March 2010. Created in 1997, the US ILB market is 

the largest by volume, with outstanding issues worth €418.4 

billion2. The UK market is the oldest, dating back to 1981 and 

the most recent developed ILB market is Japan, which launched 

its first ILB in 2004. Due to governments’ growing financing 

requirements and low real yields it is anticipated that the total 

ILB supply will increase by over 40% in 20104 compared to 

2009. 

 The emerging ILB market has expanded rapidly in the last five 

years and reached $170 billion2 at the end of December 2009. It 

comprises nine major emerging markets with a large proportion 

in Brazil. Most of these countries have seen their credit ratings 

improve over recent years.

Figure 1: Inflation-linked bonds – a rapidly growing market
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Euro zone �€292.7

United States �€418.4

United Kingdom �€248.7

Sweden �€25.3
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Japan �€46.0

Canada �€33.9

Australia ��8.9

Source: Barclays Capital, Bloomberg as at 31 March 2001

Global vs domestic ILBs

In general, global and domestic inflation follow similar trends and 

hedging against currency risk further increases the link between 

domestic and global inflation. A global universe provides additional 

investment opportunities given the wider country and security 

choices when compared to a domestic inflation-linked bond 

benchmark. The primary benefit of investing in global ILBs is that 

they can provide additional opportunities to capture performance 

above those expected from domestic ILBs, while maintaining 

the hedge against domestic inflation. An additional benefit is that 

international diversification offers less risk than a pure domestic 

investment as figure 2 demonstrates. Therefore investors can 

effectively protect their assets against domestic inflation and could 

benefit from a higher expected return and an improved information 

ratio.

Figure 2: International diversification offers less risk than a 

pure domestic investment

 

0.93%

 

0.60%

 

0.66%

 

0.51%

 

0.57%

 0.50%

 

1.09%

 

0.50%

 

10 - year real yield volatility*

United 

States

Euro

zone

United 

Kingdom Canada Australia Sweden Japan World**

Source: Bloomberg - * Data from 31 December 1998 to 31 December 2009 - ** 

The global basket consist of equally-weighted average of real domestic rates

The decision whether or not to invest globally, and the choice of 

the underlying universe, should to be tailored to the investor’s 

requirements:

u  As a hedge against inflation: invest in domestic ILBs

u  For bond portfolio diversification: as ILB markets show low 

correlation with each other, an active allocation between these 

markets helps decrease the portfolio risk compared to a purely 

domestic investment and increases investment opportunities

u  To access to a new asset class: invest in a global ILB universe 

or emerging ILBs

u  To gain all of the benefits above plus potentially enhanced 

performance opportunities: invest in a global ILB universe

3Source: Barclays Capital, Bloomberg. All data as at 31 March 2010, unless stated otherwise 
4Source Sinopia Tactik, Q1 2010



In conclusion

Inflation-linked bonds are a unique form of security and provide a 

safeguard for investors worried about inflation-induced depreciation 

of their assets. They provide an ideal solution to investors’ uncertain 

market expectations and their increased desire for security. 

Additionally in general, the markets for inflation-linked bonds are 

less efficient than those for government bonds. This provides good, 

active managers with an opportunity to generate higher returns. 

Although investors must also balance the potential disadvantages 

of this type of investment, inflation-linked bonds provide a suitable 

instrument for optimal portfolio diversification.

Why now? Market conditions are converging to provide an optimal 

time for institutional investors to embrace inflation-linked bonds. 

Selecting an active manager with the global knowledge and broad 

capability to execute is a critical step for investors entering this 

asset class for the first time.

HSBC Global Asset Management offers a leading global inflation-

linked bond capability. Sinopia, the quantitative specialist investment 

management division of HSBC, is a pioneer in inflation-linked bond 

management. It uses a model-driven approach and a disciplined 

three step investment process, within an environment of strict risk 

management controls. Sinopia has managed inflation-linked bonds 

since 1998 and has �1.9 billion under management in ILB strategies, 

as at the end of March 2010 with a global client base. Sinopia 

launched its 100% global ILB fund in April 2003 and as at 31 March 

2010 has �213.8 million assets under management in the strategy. 

For more information, please contact Kathleen Broekhof, Director, 

Institutional Sales, HSBC Global Asset Management (UK) Ltd on 

020 7024 0493.  Email:  kathleen.broekhof@hsbc.com
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