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•
•
•

The prospect of higher inflation has become a key area of focus for investors amid unprecedented levels of
fiscal and monetary stimulus and the reopening of economies around the world.
While inflation is traditionally seen as negative for bonds, we look at a number of fixed income strategies
that we believe could offer protection or potentially even benefit during a period of rising inflation.
Alongside traditional inflation-linked bonds, we outline several other fixed income assets which we feel
could offset the negative impact of rising inflation.

The value and income from the fund's assets will go down as well as up. This will cause the value of your investment to fall as
well as rise. There is no guarantee that the fund will achieve its objective and you may get back less than you originally invested.

Is inflation finally coming back?
The prospect of higher inflation and what this means
for financial markets has become a key area of focus
for investors in recent months. Some factors could
indeed push inflation higher, in our view, in particular
the unprecedented levels of fiscal and monetary
stimulus, combined with the release of pent-up
demand as the global economy reopens. Against this,
we believe that some longer-term factors such as the
potential long-term economic damage caused by the
pandemic could see inflationary pressures subside as
stimulus packages unwind.

•

•

While inflation is traditionally seen as negative for bonds,
we outline a number of fixed income strategies and
instruments that we believe could offer protection or
potentially even benefit during a period of rising inflation.

The case for inflation
•

•

Unprecedented levels of stimulus from governments
and central banks around the world. Importantly, we
are now seeing combined monetary and fiscal
stimulus. This is in contrast to the decade following
the financial crisis, when we saw expansionary
monetary policy, but restrictive fiscal policy as
governments pursued policies of austerity.
The likelihood of a strong economic rebound as
COVID lockdown measures are withdrawn. The
recovery could be further fuelled by the release of
pent-up demand, with household savings standing at
record levels in many parts of the world. The

possibility of bottlenecks in the global supply chain as
producers struggle to meet demand could be another
source of inflationary pressure.
In the shorter-term, there are several other factors
that could push inflation higher, such as base effects
from low commodity prices in 2020 and higher
shipping costs due to container shortages (see Figure
1). Looking ahead, we would also highlight the
prospect of increases in the US minimum wage and a
further rise in global food prices.
On a longer-term view, the need to tackle the huge
levels of government debt may incentivise central
banks to allow inflation to run slightly hot without
tightening interest rate policy in the way we are used
to. We have already seen the Federal Reserve move
from targeting 2% inflation to targeting a long-run
average, giving it the freedom to allow inflation to
run a little high following a period of lower inflation.

The case against inflation
•

•

The powerful forces that have kept inflation low for
the past few decades – such as globalisation, ageing
populations and technology -- are unlikely to reverse
overnight. You would therefore have to be pretty
confident that something has fundamentally changed
in the way the global economy functions before
becoming too concerned about a sustained rise in
inflation.
The potential long-term economic damage caused
by the pandemic could also have a deflationary
impact. It is far from certain that unemployed and
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furloughed workers will walk straight back into their
jobs, while certain sectors (most obviously high street
retail) may never fully recover. Meanwhile, if the shift
to working more from home becomes permanent, we
could see significant downward pressure on city
centre rental markets.
With so many inflationary and deflationary forces to
consider, the future path of inflation will remain as
unpredictable as ever. Nevertheless, we must
acknowledge that this is the first time for many years that
we have seen the emergence of several forces that are
likely to put upward pressure on inflation, at least in the
near term. Given these uncertainties, we think it would be
prudent to include at least some inflation-linked
protection within a well-balanced portfolio.
Investments in bonds are affected by interest rates,
inflation and credit ratings. It is possible that bond
issuers will not pay interest or return the capital. All of
these events can reduce the value of bonds held by the
fund. High yield bonds usually carry greater risk that the
bond issuers may not be able to pay interest or return
the capital.
Figure 1. Shipping costs have more than tripled from a
year ago

However, there are a number of fixed income instruments
and strategies that we believe could help to offset the
negative impact of inflation, or potentially even benefit
from a period of higher inflation. The following are some
of the key strategies we may implement across our fixed
income funds in a reflationary environment.

Inflation-linked government bonds
Inflation-linked bonds provide the most conventional
means of inflation protection, since their payments are
automatically adjusted in line with an official measure of
inflation. The inflation-linked government bond market
covers a wide range of sovereign issuers across different
maturities. When investing in these assets, we assess the
level of inflation that is being priced into a particular
instrument, and compare this to our own inflation
expectations. Based on this analysis, we will seek to gain
inflation protection in what we consider to be the most
attractively valued part of the market.

Inflation-linked corporate bonds
While this is a much smaller market than the government
linkers market, there are also a number of companies that
issue inflation-linked bonds. Corporate linkers can offer
an attractive source of additional yield compared to what
is available on index-linked government bonds. To expand
this universe, it is also possible to use derivatives to
create synthetic inflation-linked corporate bonds. This
would typically be done by selling protection on a credit
default swap (CDS) contract to gain exposure to the
corporate bond, and pairing this with inflation-linked
government bonds to obtain the inflation-linked element.

Duration hedging

Source: Bloomberg, shipping cost data 10 February 2021

Fixed income investing in a rising
inflation environment
Inflation is usually seen as negative for bonds as the real
value of their fixed payments is eroded, with longer-dated
bonds especially exposed to a prolonged period of high
inflation. In an inflationary environment, bonds may also
be negatively affected by rising interest rates as central
banks start to tighten monetary policy.

Inflation-linked bonds can contain high levels of interest
rate risk and can therefore be vulnerable to rising interest
rates. This is especially the case for index-linked gilts,
which are typically very long-dated. Since interest rates
often rise in a rising inflation environment, it may
therefore be desirable to hedge some or all of a bond’s
interest rate exposure using derivatives, such as futures
or interest rate swaps.

FRNs and short-dated credit
Steady inflation alongside economic growth is often
supportive for credit, so in these periods we may look to
invest in corporate issues with a low sensitivity to
movements in interest rates. For instance, floating rate
notes (FRNs) pay a coupon that is regularly adjusted in
line with short-term interest rates and can therefore
benefit from a higher coupon if interest rates rise. Shortdated corporate bonds should also prove relatively
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resilient in a rising yield environment given their naturally
short duration.

Sector and currency positioning
Allocating to sectors that would be expected to perform
well in an inflationary environment may offer another
way of benefiting from rising inflation. One option could
be to invest in bonds issued by companies that stand to
benefit from rising commodity prices, such as those in the
basic industry or energy sectors. Banks and other
financials also tend to perform well in a more reflationary
environment. Alternatively, some of our flexible fixed
income strategies may be able to invest in currencies that
tend to be positively correlated to commodity prices.

The fund is exposed to different currencies. Derivatives
are used to minimise, but may not always eliminate, the
impact of movements in currency exchange rates.
Figure 2. Rising commodity prices to pose short-term
inflationary pressures

What our fund managers are doing
Wolfgang Bauer, manager of the M&G (Lux)
European Inflation Linked Corporate Bond Fund
“If and when COVID-lockdowns are eventually withdrawn
across Europe, there is reason to believe that the
economic rebound will put upward pressure on inflation.
Base effects and rising commodity prices are also likely to
have a near-term inflationary impact (see Figure 2). While
European breakeven rates have increased in recent
months, I believe they still offer reasonably cheap
protection against the risk of rising inflation. Within the
M&G (Lux) European Inflation Linked Corporate Bond
Fund, I remain focused on inflation-linked government
bonds and high quality credit, while maintaining a short
duration stance to help limit the negative impact of any
future rise in interest rates.”
The fund may use derivatives to profit from an expected
rise or fall in the value of an asset. Should the asset’s
value vary in an unexpected way, the fund will incur a
loss. The fund’s use of derivatives may be extensive and
exceed the value of its assets (leverage). This has the
effect of magnifying the size of losses and gains, resulting
in greater fluctuations in the value of the fund.

Jim Leaviss, manager of the M&G (Lux) Global
Macro Bond Fund
“I currently see good value in US Treasury Inflation
Protected Securities (TIPS), which I believe continue to
offer cheap insurance against the risk of a rise in US
inflation. Within the M&G (Lux) Global Macro Bond Fund I
also have exposure to a number of currencies that I would
expect to benefit from the recent strength in commodity
prices, such as the Norwegian krone or the Australian
dollar.”

Source: Bloomberg, 28 February 2021

Past performance is not a guide to future performance

Matthew Russell, manager of the M&G (Lux) Short
Dated Corporate Bond Fund
“The M&G (Lux) Short Dated Corporate Bond Fund is
mainly focused on short duration corporate bonds and
FRNs, instruments which I would expect to hold up well in
an inflationary environment while offering an attractive
source of yield. I see FRNs, in particular, as offering
skewed upside potential in the current low interest rate
environment. This is because the coupon of an FRN can’t
fall below zero no matter how negative interest rates
become, but there is potentially no limit to how far the
coupon could increase if rates rise”.

James Tomlins, manager of the M&G (Lux) Global
Floating Rate High Yield Fund
“I believe high yield FRNs provide an attractive way to
play the reflation theme and to protect against rising
interest rates. This was demonstrated in February as
concerns over rising inflation triggered a sharp sell-off in
global government bonds. In contrast to many fixed
income assets, high yield FRNs proved resilient during this
period, with their floating rate nature helping to offset
the negative impact of rising bond yields”.
Further key risks associated with the funds mentioned
above can be found in the relevant fund’s Key Investor
Information Document (KIID).
The funds allow for the extensive use of derivatives.
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For M&G (Lux) European Inflation Linked Corporate Bond
Fund, please note:
The fund may invest more than 35% in securities issued
by any one or more of the governments listed in the fund
prospectus. Such exposure may be combined with the use
of derivatives in pursuit of the fund objective. It is
currently envisaged that the fund’s exposure to such
securities may exceed 35% in the German government,
although this may vary subject only to those listed in the
prospectus.

For M&G (Lux) Global Macro Bond Fund, please note:
The fund may invest more than 35% in securities issued
by any one or more of the governments listed in the fund
prospectus. Such exposure may be combined with the use
of derivatives in pursuit of the fund objective. It is
currently envisaged that the fund’s exposure to such
securities may exceed 35% in the governments of
Germany, Japan, UK, USA although these may vary
subject only to those listed in the prospectus.
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rely on any information contained within. Distribution of this document in or from Switzerland is not permissible with the exception of the distribution to Qualified
Investors according to the Swiss Collective Investment Schemes Act, the Swiss Collective Investment Schemes Ordinance and the respective Circular issued by the
Swiss supervisory authority ("Qualified Investors"). Supplied for the use by the initial recipient (provided it is a Qualified Investor) only. In Spain the M&G Investment
Funds are registered for public distribution under Art. 15 of Act 35/2003 on Collective Investment Schemes as follows: M&G (Lux) Investment Funds 1 reg. no
1551. The collective investment schemes referred to in this document (the "Schemes") are open-ended investment companies with variable capital, incorporated
in England and Wales in respect of M&G Investment Funds and in Luxembourg in respect of M&G (Lux) Investment Funds. In the Netherlands, all funds referred
to are UCITS and registered with the Dutch regulator, the AFM. For Hong Kong only: The contents of this document have not been reviewed by any regulatory
authority in Hong Kong. You are advised to exercise caution in relation to the offer of any funds mentioned in it. If you are in any doubt about any of the contents
of this document, you should obtain independent professional advice. Shares, units or other interests in the funds mentioned in this document may only be offered
or sold in Hong Kong to persons who are “professional investors” as defined in the Securities and Futures Ordinance (“Ordinance”) and any rules made under the
Ordinance – or in circumstances which are permitted under the Companies (Winding Up and Miscellaneous Provisions) Ordinance. In addition, distribution of this
document in Hong Kong is restricted. It may not be issued or possessed for the purposes of issue, whether in Hong Kong or elsewhere, and shares, units or other
interests in the funds mentioned may not be disposed of to any person unless such person is a “professional investor” as defined in the Ordinance and any rules
made under the Ordinance or as otherwise may be permitted under Hong Kong law. For Singapore only: For “accredited investors” and “institutional investors” as
defined under the Securities and Futures Act (Cap. 289) of Singapore (“SFA”) only. This document forms part of, and should be read in conjunction with, the
Information Memorandum of the Fund and other communications permitted for offers made in reliance of prospectus exemptions under the SFA. All forms of
investments carry risks. Such investments may not be suitable for everyone. M&G Investments (Hong Kong) Limited, M&G Investments (Singapore) Pte. Ltd. (Co.
Reg. No. 201131425R), and M&G International Investments S.A. and the funds referred to in this document may not be authorised, recognised or regulated by
the local regulator in your jurisdiction. This information is not an offer or solicitation of an offer for the purchase or sale of investment shares in one of the funds
referred to herein. Purchases of a fund should be based on the current Prospectus. The Instrument of Incorporation Prospectus, Key Investor Information
Document, the, annual or interim Investment Report and Financial Statements, are available free of charge, in paper form, from one of the following: M&G
International Investments S.A., German branch, mainBuilding, Taunusanlage 19, 60325 Frankfurt am Main, the Austrian paying agent Société Générale Vienna
Branch, Zweigniederlassung Wien Prinz Eugen-Strasse, 8-10/5/Top 11 A-1040 Wien, Austria; the Luxembourg paying agent: Société Générale Bank & Trust SA,
Centre operational 28-32, place de la Gare L-1616 Luxembourg; the Danish paying agent: Nordea Bank Danmark A/S Issuer Services, Securities Services, Hermes
Hus, Helgeshøj Allé 33, Postbox 850, DK-0900, Copenhagen C, Denmark; Allfunds Bank, Calle Estafeta, No 6 Complejo Plaza de la Fuente, La Moraleja, 28109,
Alcobendas, Madrid, Spain; M&G International Investments S.A. or its French branch; from the French centralising agent of the fund: RBC Investors Services Bank
France; or from the Swedish paying agent: Nordea Bank AB (publ), Smålandsgatan 17, 105 71 Stockholm, Sweden. For Switzerland, please refer to M&G
International Investments Switzerland AG, Talstrasse 66, 8001 Zurich. For Italy, they can also be obtained on the website: www.mandgitalia.it. For Ireland, they
are available in English language and can also be obtained from the Irish facilities agent, Société Générale SA, Dublin Branch, 3rd Floor IFSC House – The IFSC Dublin
1, Ireland. For Germany and Austria, copies of the Instrument of incorporation, annual or interim Investment Report, Financial Statements and Prospectus are
available in English and the Prospectus and Key Investor Information Document/s are available in German. For Greece, they are available in English, except the Key
Investor Information Document/s which is available in Greek, from the Greek Representative: Eurobank Ergasias S.A. 8, Othonos Street, 10557 Athens. For Taiwan
only: The financial product(s) offered herein has not been reviewed or approved by the competent authorities and is not subject to any filing or reporting
requirement. The financial product(s) offered herein is only permitted to be recommended or introduced to or purchased by customers of an offshore banking
unit of a bank (“OBU”)/offshore securities unit of a securities firm (“OSU”) which customers reside outside the R.O.C. Customers of an OBU/OSU are not eligible
to use the financial consumer dispute resolution mechanism under the Financial Consumer Protection Law. This product(s) may be made available for purchase
by Taiwan OBUs/OSUs acting on behalf of non-Taiwan customers of such units but may not otherwise be offered or sold in Taiwan. Before subscribing investors
should read the Prospectus, which includes a description of the investment risks relating to these funds. The information contained herein is not a substitute for
independent investment advice. In Hong Kong, this financial promotion is issued by M&G Investments (Hong Kong) Limited, Office: Unit 1002, LHT Tower, 31
Queen’s Road Central, Hong Kong; In Singapore, this document is issued by M&G Investments (Singapore) Pte. Ltd. (Co. Reg. No. 201131425R), regulated by the
Monetary Authority of Singapore; and, elsewhere, by M&G International Investments S.A. Registered Office: 16, boulevard Royal, L-2449, Luxembourg. The
Portuguese Securities Market Commission (Comissão do Mercado de Valores Mobiliários, the “CMVM”) has received a passporting notification under Directive
2009/65/EC of the European Parliament and of the Council and the Commission Regulation (EU) 584/2010 enabling the fund to be distributed to the public in
Portugal.
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