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The Lord Abbett Inflation Focused Strategy:  
A Targeted Approach to Inflation Protection

The opportunities in TIPS may be fading, however. The secu-
lar trend of declining interest rates has pushed TIPS yields into 
negative territory, and the securities’ lengthy durations could 
pose notable risks should interest rates rise from their current, 
historically low levels. 

In contrast, the Lord Abbett Inflation Focused Strategy can 
provide a targeted approach to inflation protection with a total 
return that seeks to exceed the rate of inflation over a full 
economic cycle with reduced interest-rate risk. Using a com-
bination of short-duration credit securities and swaps based 
on the Consumer Price Index (CPI),1 the Strategy seeks a 
positive level of real income and capital appreciation during 
periods of accelerating inflation.

is inflation protection needed? 
It could be said that there are a couple of constants in the U.S. 
economy. The first is that its composition is always changing 
as certain industries become more prominent while others 
fade. The second is the consistent trend of rising inflation. 

Since 1945, for example, the CPI has increased at an average 
annual rate of about 4.0%, with only three years of declines, of 
which each was less than 1.2%. The annual level of the CPI 
reflects the long-term trend for inflation (see Chart 1), and the 
notable increase that occurred in the early 1970s coincides 
with the United States’ departure from the gold standard. 

While the consistency of the CPI trend suggests further 
price increases, the trend could also accelerate from its recent 
trajectory, considering that the root of inflation “is always and 
everywhere a monetary phenomenon,” as the economist  
Milton Friedman explained. After all, since the onset of the 
financial crisis of 2008–09, there has been an unprecedented 
loosening of global monetary policies.

This monetary accommodation has not only been reflected 
by an environment of historically low interest rates but it also 
has been apparent in the significant expansion of central bank 
balance sheets as they pumped liquidity into the financial  
system. In the case of the U.S. Federal Reserve, its balance 
sheet has nearly tripled in size since 2008, to nearly $2.9 trillion 
(see Chart 2).

Considering the deluge of liquidity supplied by the central 
banks, an increase in the demand for money could eventually 
lead to faster inflation. And after a steep decline during the 
recession, bank lending for real estate and commercial and 
industrial loans has recently rebounded (see Chart 3). Further 
increases in bank lending could indicate that the velocity of the 
money supply is accelerating, thus raising the risk of faster 
inflation. At some point, an increase in inflation would con-
ceivably be addressed by policymakers and the markets with 
higher interest rates. 

 Other factors that could influence inflation over the long 
run include how further development in emerging market 
economies might affect the demand for goods and services 
and how future technological advances might affect produc-
tivity levels. 

Although TIPS breakevens2 recently reflected moderate 
long-term inflation expectations of around 2%, the combina-
tion of several factors reflects that the threat of accelerating 
inflation is present. This presence may make it a suitable time 
to consider inflation protection for a portfolio of fixed-income 
investments, because once the rate of inflation accelerates, the 
cost of buying protection will likely increase accordingly, thus 
possibly limiting its potential effectiveness. 

W
hile the recent pace of inflation has been tame, the ingredients exist for an 
inflationary environment that could erode the returns on fixed-income 
investments. In the past, investors wary of this prospect may have found 

opportunities in Treasury Inflation-Protected Securities (TIPS). 

NOT FDIC INSURED–NO BANK GUARANTEE–MAY LOSE VALUE



the headwinds facing tips
The events of the past several years may have increased inves-
tors’ exposure to the risks of faster inflation in a couple of ways. 

First, since the financial crisis of 2008–09, investors have 
significantly increased their fixed-income holdings at the 
expense of their equity exposure. Their goal may have been to 
achieve greater portfolio stability, but this transition has 
increased their exposure to assets that are particularly sensitive 
to rising interest rates and inflation. Meanwhile, investors’ 
reduced holdings of assets that experienced the greatest vola-
tility during the financial crisis, such as stocks, real estate, and 
commodities, are also those that historically have provided a 
hedge against rising interest rates and inflation. 

Second, there may be mounting headwinds affecting the 
ability of TIPS to adequately protect against faster inflation 
and higher interest rates. TIPS reflect real yields—or nominal 
Treasury yields minus inflation expectations—and TIPS with 
maturities as long as 10 years recently have been issued with 
negative yields, as inflation expectations have exceeded nomi-
nal interest rates. Investors buying TIPS with negative yields 
are essentially forgoing income for the potential of principal 
appreciation at maturity.

Principal appreciation on a TIPS issue could occur, for 
example, if the CPI were to rise by 2% in a given year, thus 
increasing the principal of a TIPS issue from 100 to 102. The 
mechanics of a TIPS principal adjustment is an important 
aspect for income-sensitive investors to comprehend because 
it does not necessarily translate into meaningfully higher 
income as well. 

Indeed, with 10-year TIPS recently issued with a coupon of 
0.125%, this theoretical increase in the principal would only 
increase the annual interest payment by slightly more than one 
cent. (See Chart 4 for details on a recent 10-year TIPS issue 
and the long-term trend of 10-year TIPS yields.)

 The minimal income provided by TIPS can also affect their 
market performance. During periods of rising interest rates, 
the minimal income from TIPS provides investors with very 
little to reinvest in newly issued securities with higher cou-
pons. This aspect contributes to the duration risk from TIPS 
and underscores their positive correlation with nominal Trea-
sury securities. 

For example, the yield on the 10-year nominal Treasury note 
jumped from 2.52% to 3.70% during the period of October 
14, 2010, through February 10, 2011, leading to a loss of 4.45% 
on a benchmark index of Treasury securities.3 During the same 
period, a benchmark TIPS index posted a loss of 5.27%.4

The sensitivity of TIPS to movements in interest rates is 
reflected by an average duration5 of about 6.7 years within 
Morningstar’s inflation-protected bond category6 as of late 
May 2012, meaning that for a 1% increase in interest rates, the 
category could post an average market decline of 6.7%. 
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Chart 1. A Consistent March Higher  
for the CPI

Year-end level for CPI-U, 1945–2011 

Chart 2. The Vast Expansion in the Size of  
the Federal Reserve’s Balance Sheet

From week of September 12, 2007–July 18, 2012

Chart 3. Bank Lending Picks Up
Monthly bank loan data, 01/01/2009–06/01/2012

Source: Bureau of Labor Statistics.

Source: Federal Reserve.

Source: St. Louis Federal Reserve. Most recent data available.  
Note: C&I represents commercial and industrial loans. 



Taxable investors also need to consider the tax implications 
when the principal of a TIPS issue adjusts for inflation. When 
this adjustment occurs due to an increase in the CPI, it generates 
a tax liability because the increase in the principal is considered 
ordinary income, which currently has a top tax rate of 35%. By 
contrast, the tax rate on long-term capital gains is 15%. 

merits of a targeted approach
In contrast to the potential consequences that TIPS can bring 
to a portfolio, the Inflation Focused Strategy seeks to provide 
a targeted approach to protecting purchasing power in terms 
of income generation, capital appreciation, and risk exposure. 

With a portfolio constructed of short-term credit instru-
ments, such as commercial mortgage-backed securities (CMBS) 
and investment-grade and high-yield corporate bonds, the 
Strategy seeks to provide not only a positive level of real 
income, but also one that can keep pace with changes in the  
rate of inflation.

Indeed, as of early June 2012, the Inflation Focused  
Strategy’s portfolio had a dividend yield7 that was similar  
to other short-duration corporate credit portfolios.  
These yields historically have been above the average  
yield on Morningstar’s inflation-protected category. (See 

Lord Abbett’s website for more portfolio characteristics of the 
Inflation Focused Strategy.)

In terms of the other portion of a total return, the Inflation 
Focused Strategy also has the potential for capital appreciation 
when inflation expectations rise. Considering that faster infla-
tion may accompany stronger economic growth, one source of 
capital appreciation could come from the securities within the 
portfolio as their credit spreads tighten. 

Another source of capital appreciation during periods of ris-
ing inflation expectations could come from CPI swaps that 
mirror, or “overlay,” the securities portfolio. These instru-
ments reflect the movement in the headline CPI (including 
food and energy prices) and can appreciate in value if inflation 
expectations have increased since the swap was created and it 
is sold at a profit or there is a payment at maturity. (See sidebar 
for more on CPI swaps.) 

The connection of CPI swaps to actual changes in CPI 
means that the swaps have little correlation to nominal 
Treasuries and TIPS (see Chart 5). Indeed, during the afore-
mentioned period of October 14, 2010, through February 10, 
2011, when long-term interest rates rose, leading to losses on 
both nominal Treasury notes and TIPS, 10-year zero-coupon 
CPI swaps posted a positive return of 4.3%.8

While the Inflation Focused Strategy seeks to generate a 
total return that exceeds the rate of inflation, it does so with a 
relatively short duration, which was 1.6 years as of June 29, 
2012. In addition, the portfolio is managed on a duration-
neutral basis, meaning that its duration is generally close, 
within one-tenth of a year, for example, to that of its bench-
mark index. The duration-neutral approach allows the 
Strategy’s investment professionals to emphasize credit 
research and security selection while removing the challenging 
prospect of needing to forecast movements in interest rates. 
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Chart 4. Details of Recent TIPS Issuance  
Data Reflect the Long-Term Trend  

of Declining Yields

Issue Price as of 
07/20/2012 Coupon Yield as of 

07/20/2012
$15 billion 
10-year of 
07/15/2022

108.08 0.125% -0.62%

Weekly yield data of most recently issued 10-year TIPS  
from 01/31/1997 through 07/20/2012

Source: Bloomberg. The first TIPS issuance occurred on 01/29/1997. 
Past performance is no guarantee of future results.  
For illustrative purposes only and does not reflect any Lord Abbett fund or any  
particular investment. 
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Chart 5. CPI Swaps’ Negative Correlation  
with Treasuries and TIPS

Correlation with Barclays Treasury Bond Index, January 1, 2004–June 30, 2012

Source: Morningstar, Barclays, and Deutsche Bank.  
Past performance is no guarantee of future results.  
For illustrative purposes only and does not reflect any Lord Abbett fund or any  
particular investment. 



commodities and real estate introduce  
a host of additional factors
Investors may also look to commodities or real estate to hedge 
against rising prices, yet these asset classes require additional 
analysis beyond their historical correlations to inflation. 

Commodities are often regarded as an inflation hedge, but 
investors face the prospect of having to choose which specific 
commodities might provide their desired level of inflation pro-
tection. Would gold, silver, copper, oil, natural gas, lumber, 
wheat, or cotton provide the specific inflation protection that 
investors are seeking? The choice can be difficult, especially 
considering that each of those commodities trades on its own 
market and is subject to different fundamental factors affecting 
supply and demand. 

For example, moderating economic growth in China could 
influence the prices on a variety of commodities, regardless of the 
direction and pace of inflation within the United States. A similar 
dynamic could occur with real estate, as it would be subject to 
the whims of the housing and commercial property markets, 
which would not necessarily be tied to the rate of inflation. 

The various factors that can influence the supply and 
demand for commodities and real estate-related securities have 
also led to price swings that, historically, have been far more 
volatile than changes in the rate of inflation. Indeed, the stan-
dard deviations9 on indexes tracking real estate investment 
trusts and commodities were several times higher than those 
tracking inflation and five-year CPI swaps from January 2004 
through June 30, 2012 (see Chart 6).

conclusion
While the Inflation Focused Strategy’s role in a portfolio is to 
provide a total return that potentially outpaces the rate of 
inflation, investors should also consider how the Strategy’s 
combination of short-term credit securities and CPI swaps 
might perform if inflation slows down. 

An environment where the rate of inflation cools would 
probably coincide with weaker economic activity and, there-
fore, lower interest rates and losses on CPI swaps. But what 
would happen to the other fixed-income holdings within a 
portfolio? These holdings would likely gain in value during  
a theoretical period of decelerating inflation. 

The sensitivity of the Inflation Focused Strategy to changes 
in inflation is why it can provide a targeted approach to  
protecting against rising prices. Slower inflation would con-
ceivably benefit the broader fixed-income holdings within a 
portfolio, but if inflation accelerates, the Strategy may provide 
targeted protection for a portfolio against market losses and 
lost purchasing power. n
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Chart 6. A Look at the Historical Volatility  
of Certain Asset Classes

Standard deviation of returns: 01/01/2004–06/30/2012

Source: Ibbotson, Morningstar, Bureau of Labor Statistics (CPI), Barclays, Standard & Poor’s, 
and Deutsche Bank.  
Past performance is no guarantee of future results.  
For illustrative purposes only and does not reflect any Lord Abbett fund or any  
particular investment. 
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In CPI swaps, one party has agreed to make a payment at a 
fixed interest rate, which is based on the current, expected 
rate of inflation and is compounded over the life of the 
contract. The other party in the CPI swap contract has 
agreed to make a payment at a variable interest rate, which 
is based on the actual rate of inflation over the life of the 
contract. The actual rate of inflation is measured by the 
cumulative change in the headline Consumer Price Index—
including food and energy—over the life of the contract. 

The amount of the agreed-upon payment in a CPI swap 
is determined by the fixed or variable interest rate multi-
plied by the size, or notional amount, of the contract.

There are different types of CPI swaps, and the most 
prevalent of these instruments are zero coupon CPI 
swaps. These contracts are similar to zero coupon bonds, 
in that there are no payments made during the life of the 
contract and that the only payment made is when the con-
tract matures. Thus, there is no cash commitment when a 
party enters a zero coupon swap agreement or during the 
life of the contract. Therefore, an investment strategy 
using swaps can enter a notional amount of swaps con-
tracts that mirrors, or overlays, the size of an underlying 
portfolio of securities that were purchased with cash. 

In addition, there is no income accrual in a zero coupon 
swap contract, thus it will not generate an ordinary income 
tax liability. The tax obligation from a zero coupon CPI 
swap is generated when the contract terminates, and if 
there is a gain from the contract, it is taxed as a capital gain. 

The expected rate of inflation on a CPI swap, which 
determines the fixed payment side of the contract, is set 
between the two parties when the contract is created. 
TIPS breakeven rates or secondary CPI swap quotes could 

be two reference points for the expected rate of inflation, 
among others. 

from creation to maturity:  
a hypothetical example
Suppose inflation is currently expected to average 2.5% 
over the next five years. A party interested in paying the 
expected rate and receiving the actual rate of inflation 
could enter a five-year zero-coupon CPI swap contract, 
where the party agrees to pay 2.5% compounded over the 
life of the contract. In exchange, the party agrees to 
receive the actual, cumulative change in CPI-U (All 
Urban Consumers) over the next five years.

Once it has been created, the market value of the con-
tract may change daily when it is marked to market. If 
inflation expectations increase, the swap will likely gain in 
value; but if inflation expectations decrease, the swap will 
likely decline in value. The secondary market for zero-
coupon CPI swaps is considered to be liquid, with about 
$100–150 million in average daily trading volume, thus a 
portfolio of about $300 million could sell 100% of its 
swaps exposure in two to three days. 

In an environment of low volatility, the average bid/ask 
spread19 on a CPI swap trade of up to $25 million is about 
two basis points, which is about what one would expect 
on a trade of investment-grade corporate bonds. The 
bid/ask spread on both CPI swaps and investment-grade 
corporate bonds can widen during periods of volatility, 
however. 

CPI swaps with tenors of 10 years or less trade with 
strong liquidity, and an inflation cycle historically is about 
seven to eight years. In terms of longer maturities, CPI 
swaps with maturities of 15 years, 20 years, and 30 years 
trade with liquidity. 

Under the Hood of CPI Swaps
Swaps are financial products consisting of a contract between two parties. In most cases, the contract  

stipulates that one party will make fixed payments, while the other will make variable payments.

Notional (contract) amount

x

Variable payment

(actual, cumulative change in CPI over the life of the contract)

Notional (contract) amount

x

Fixed payment

(inflation expectations compounded over the life of the contract)

Party A Party B

Notional value of the fixed  
(current, expected rate of inflation) portion:

= ($10 million) * (2.5%) * (5 years)
= ($10 million) * (1.025) = $11,314,082

In exchange for: actual change in CPI
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When the zero-coupon CPI swap reaches maturity, there are three potential outcomes. If the actual change in the CPI 
is 2.5%, which is the rate that was expected when the contract was created, then no money changes hands. Otherwise:

If the actual change in CPI has accelerated to 3.5%: If the actual change in CPI has decelerated to 1.5%:

Value of the floating (actual change in CPI) portion:
= ($10 million) * (3.5%) * (5 years)
= ($10 million) * (1.035) = $11,876,863
Value of the swap contract = (value of the floating) – 
(value of the fixed)
= (11,876,863) – (11,314,082)
= a gain of $562,781, or 5.6%

Value of the floating portion:
= ($10 million) * (1.5%) * (5 years)
= ($10 million) * (1.015) = $10,772,840
Value of the swap contract = (value of the floating) – 
(value of the fixed)
= (10,772,840) – (11,314,082)
= a loss of $541,241, (-5.4%)

1 The Consumer Price Index (CPI) measures the price changes for each item in a predetermined basket of goods and services, and the inputs are weighted according to their importance to consumers.
2 The breakeven rate on Treasury Inflation-Protected Securities is often regarded as a proxy for future inflation expectations. It is calculated by subtracting the yield on a TIPS issue from the yield on a nominal 

Treasury issue with a similar maturity. 
3 Source: Barclays. The Barclays U.S. Treasury Index measures the performance of the U.S. Treasury bond market. Using market capitalization weighting and a standard rule-based inclusion methodology, the 

index accurately reflects the performance and characteristics of the Treasury market.
4 Source: Barclays. The Barclays U.S. Government Inflation-Linked Bond Index (U.S. TIPS) measures the performance of the TIPS market. TIPS form the largest component of the Barclays Global Inflation-Linked 

Bond Index. Inflation-linked indexes include only capital-indexed bonds with a remaining maturity of one year or more. 
5 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. The average duration comprises the mean duration of the 10 largest mutual 

funds within the Morningstar Inflation Protected Bond category. 
6 The Morningstar Inflation-Protected Bond Category comprises strategies designed to provide protection against inflation. All information referencing Morningstar data is from Morningstar. 
7 Dividend yield is a financial ratio that shows how much a mutual fund pays out in dividends each year relative to its net asset value or maximum offering price.
8 CPI swap return data are from Bloomberg. 
9 Standard deviation is a statistical measurement of the range of an asset’s total return. In general, a higher standard deviation means greater volatility.
10 Barclays Government/Credit Aaa 1-3 Year Index is designed to represent a combination of the Government Bond Index and the Corporate Bond Index and includes U.S. government Treasury and agency 

securities, corporate bonds, and Yankee bonds. 
11 The Ibbotson Associates: SBBI—U.S. Inflation Index is designed to track the U.S. rate of inflation. 
12 The Deutsche Bank 5-Year CPI Swaps Index is provided by Deutsche Bank AG and is based in U.S. dollars, provides intraday price frequency, and is subject to a one-day lag. It is designed to track the perfor-

mance of five-year CPI swaps.
13 The Barclays U.S. Treasury Index is defined in footnote 3. 
14 The Barclays U.S. TIPS Index is defined in footnote 4.
15 The S&P 500 Index is widely regarded as the standard for measuring large cap U.S. stock market performance and includes a representative sample of leading companies in leading industries.
16 The S&P GSCI Gold Index is a subindex of the S&P GSCI and provides a benchmark for tracking COMEX gold futures.
17 The S&P GSCI is calculated primarily on a world production weighted basis and comprises the principal physical commodities that are the subject of active, liquid futures markets.
18 The S&P U.S. REIT Index measures the securitized U.S. real estate investment trust market. The index covers about 89% of the U.S. REIT market capitalization, and maintains a constituency that reflects 

the market’s overall composition. 
19 The bid/ask spread is the amount by which the ask price exceeds the bid price. It is a measure of the difference in price between the highest price that a buyer might be willing to pay for an asset and the 

lowest price at which a seller might be willing to sell an asset. 
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Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

Past performance is no guarantee of future results. 

A Note about Risk: Although the Strategy invests in inflation-linked investments, there is no guarantee that it will generate returns that exceed the rate of inflation 
in the U.S. over time. Among the inflation-linked investments used by the Strategy are inflation-indexed derivatives, including Consumer Price Index (CPI) swaps. The 
success of the investment strategies will largely depend on the extent to which the Strategy’s portfolio management team correctly forecasts inflationary trends and 
expectations. During periods of deflation or when inflation is lower than anticipated, the Strategy is likely to underperform strategies that hold fixed-income securi-
ties similar to those held by the Strategy but do not hold inflation-linked investments. The Strategy defines inflation by reference to the Consumer Price Index for 
All Urban Consumers, which is a national average. Individual investors may have higher increases in the goods and services they consume, and the Strategy may 
fail to provide returns that meet or exceed these increases. The Strategy may invest substantially in inflation-linked derivatives and is exposed to the risk that the 
value of a derivative instrument moves in an opposite direction than anticipated by the Strategy. Investing in derivatives also involves the risk that the derivatives 
are or will become illiquid and that the counterparty may fail to perform its obligations. Because derivatives may involve a small amount of cash relative to the total 
amount of the transaction, the magnitude of losses from derivatives may be greater than the amount originally invested by the Strategy. Whether the Strategy’s 
use of derivatives is successful will depend on, among other things, its ability to correctly forecast market movements and other factors. If the Strategy incorrectly 
forecasts these and other factors, its performance could suffer. The Strategy also is subject to risks associated with fixed-income investments, such as credit risk, 
interest-rate risk, counterparty risk. The Strategy is newly organized, and there can be no assurance that it will reach or maintain a sufficient asset size to effectively 
implement its investment strategy.

Additional Risks to Consider: The value of investments in equity securities will fluctuate in response to general economic conditions and to changes in the pros-
pects of particular companies and/or sectors in the economy. Investing in international securities generally poses greater risk than investing in domestic securities, 
including greater price fluctuations and higher transaction costs. Special risks are inherent to international investing, including those related to currency fluctuations 
and foreign, political, and economic events. These risks can be greater in the case of emerging country securities. High-yield securities, sometimes called junk bonds, 
carry increased risks of price volatility, illiquidity, and the possibility of default in the timely payment of interest and principal.

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. 
Traditional Treasury securities represent nominal yields, while Treasury Inflation-Protected Securities represent real yields, or nominal yields minus inflation expectations. 

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 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 semiannually, 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 opinions in the preceding commentary are as of the date of publication and subject to change based on subsequent developments and may not reflect the views of 
the firm as a whole. This material is not intended to be legal or tax advice and is not intended to be relied upon as a forecast, or research or investment advice regarding 
a particular investment or the markets in general, nor is it intended to predict or depict performance of any investment. Investors should not assume that investments 
in the securities and/or sectors described were or will be profitable. This document is prepared based on information Lord Abbett deems reliable; however, Lord Abbett 
does not warrant the accuracy or completeness of the information. Investors should consult with a financial advisor prior to making an investment decision. 

Investors should carefully consider the investment objectives, risks, charges, and expenses of the Lord Abbett 
funds. This and other important information is contained in each fund’s summary prospectus and/or prospectus. 
To obtain a prospectus or summary prospectus on any Lord Abbett mutual fund, contact your investment professional 
or Lord Abbett Distributor LLC at 888-522-2388 or visit us at www.lordabbett.com. Read the prospectus carefully 
before you invest.

Shares of Lord Abbett mutual funds are not deposits or obligations of any bank, are not guaranteed by any bank, are not insured by the FDIC or any other agency, 
and involve investment risks, including the possible loss of the principal amount invested.
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