
https://theleadleft.com/markit-recap-212016/

Markit Recap – 2/1/2016
THE LEAD | February 5, 2016

UK linkers outperform despite falling inflation expectations

Despite the UK’s monetary policy committee highlighting weak inflation today, inflation-linked gilts have
proved to be a strong investment so far this year.

UK inflation-linked gilts have returned 5% so far this year, outperforming gilts by 0.8%
5-yr breakeven inflation rates across the UK, US and Europe are all now below 2%
ETFs tracking inflation linked bonds have seen AUM surpass $30bn for the first time since Q2 2103

Last month the UK’s Office for National Statistic’s (ONS) reported that inflation rose to an 11 month high in
December. The 0.2% month on month change took the market by surprise and investors were quick to react by
snapping up inflation-linked (IL) gilts, propelling returns in the asset class.

IL gilts outperform

According to Markit’s iBoxx indices, IL gilts have returned 5.0% so far in 2016, the best performance among its
developed nation IL peers. What makes the outperformance compelling is that IL gilts have also outperformed
their conventional gilt counterparts, unlike US treasuries and German bunds.

Developed nation’s government bonds have had a strong start to 2016 as investors parked money into safer
assets amid extended global market volatility. The surprise UK inflation number on the upside went further to
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prompt investors to protect against both credit and inflation risk.

Falling expectations

The positive returns among IL government bonds this year however paint a different picture for inflation
expectations, calculated using nominal yields from fixed government bonds and real yields on inflation-linked
equivalents.

According to Markit’s bond pricing service, the UK’s 5-yr breakeven inflation rate (what bonds are implying
inflation will average over the next five years) was 1.97% as of February 3rd. Despite a 4bps widening on the
day of the ONS announcement last month, the breakeven rate has since recessed as oil /commodity price and
global growth fears have resurfaced. In fact, at today’s UK MPC meeting, future rate hike expectations were
moved out further out, as even hawkish members decided to switch stance.

5-yr breakeven inflation in the US remains well below the 2% target, although the recent oil and commodity
price declines have had less of an impact on the downside. In Europe, 5-yr inflation expectations are hovering
close to pre-ECB QE levels of 0.3%, prompting ECB president Mario Draghi to retreat back into his normal
ultra-dovish rhetoric last month.

ETF flows remain strong

Despite dwindling inflation expectations ETFs tracking inflation linked indices have seen continual growth.
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According to Markit’s ETP analytics service, ETFs exposed to inflation linked bonds saw total AUM surpass
$30bn dollars for the first time since Q2 2013. November and December last year particularly saw strong
inflows, $930m and $660m respectively.

The continuous AUM growth in IL bonds over the past few years may be a sign of the growing popularity of the
ETF platform, or simply investors’ faith in central banks, which may be poised to do more to stimulate economic
activity.
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