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Introduction

Inflation-linked bonds (or index—linked, with the index being some inflation
measure) are bonds that offer protection from inflation. These are therefore
excellent instruments to use to match a liability stream that is impacted by
inflation, for example in pension funds where benefit entitlements are often
increased in line with inflation. An investor benefits from a real yield that is
supplemented by compensation for inflation and so even in times of very high
levels of inflation, the value of the assets maintain its spending power (if the
inflation impacting the assets and liabilities is the same). The inflation
compensation taking the form of coupon payments on the bonds increasing
over time (assuming inflation is positive) together with an increasing projected
value of the redemption proceeds.

Growth of dividend payments on UK 2% 2006 index linked bond
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The chart shows the development of dividend payments on the UK 2006
index-linked bond. The bond issued at a price of 86 in 1981 currently trades on
a price above 270 a move largely reflecting the impact of inflation on this type
of bond.

Inflation-linked bond markets have seen a very significant leap forwards in
recent years and now represent a sizable, liquid, global market. The US TIPS
(Treasury Inflation Protected Securities) market now accounts for about 9% of
US Treasury marketable debt (ex T-bills) and France has indicated a desire to
have at least 10% of its debt in inflation-linked form within a few years. The
market has been extending internationally over recent years with most major
economies having established a market. Even Japan with its recent bias
towards deflation has issued inflation-linked bonds.

Throughout this note, we concentrate on Government inflation-linked bonds,
























