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TIPS: A “Vanity Mirror” for the Fed?

Many economists think inflation is not a problem
because Treasury yields are low and the spread between
inflation-indexed Treasury securities (known at TIPS) and
regular Treasury securities is also low. The Fed likes to
watch the “implied 5-year forward inflation rate” which
uses 10-year and 5-year TIPS yields, compared to 10-year
and 5-year nominal Treasury yields, to estimate what the
market thinks the 5-year inflation rate will be starting five
years from now.

Right now the implied 5-year forward inflation rate is
about 2.6% (estimating inflation between 2012 and 2017).
While still low, this is the highest in more than a year.
The implied forward inflation rate has widened about 20
basis points since the Fed cut rates last Tuesday,
coinciding with a sharp rise in gold prices and a drop in
the dollar. Despite al of this, and even though a long-
term inflation forecast of 2.6% is nothing to be
comfortable about, many economists still argue that
inflation remains anchored.

But this is a stretch. The TIPS market has a very
limited track record. Although TIPS were introduced in
the late 1990s they were thinly traded until about five
years ago. This means that we have no way of knowing
whether these 5year forward inflation forecasts are any
good. Thereisjust no actual data available to test.

A more straight-forward test of the TIPS market,
using the simple 5-year implied inflation forecast, shows
TIPS spreads have underestimated inflation. Using the
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spread between TIPS yields and nominal Treasury yields
in January 2003 shows that the market was forecasting
average annual inflation of 1.4% between January 2003
and January 2008. So far, with less than six months until
the full results are in, inflation has averaged 2.9%.

This was not a one-year fluke. In January 2004 the
Treasury market was forecasting average annua inflation
of 2% through January 2009. More than 70% of the way
through that 5-year period, inflation has averaged 3.1%.
In January 2005 the Treasury market forecast an inflation
rate of 2.6% for the next five years. Half way through this
five-year period, inflation has averaged 3.2%.

While many forecasters have decided the bond market
is smart, thisisnot at al clear. Bond yields were slow to
react in the late 1960s and 1970s. Bond investors got
killed by 15 years of unexpectedly high inflation. And in
the 1980s, bond yields remained stubbornly high even
though inflation fell sharply in the early 1980s after Paul
Volcker’ stightening and then stayed low for decades.

Finally, a decade-old analysis by economists Christina
and David Romer found that the actions of the private
sector show that it believes the Fed is the best forecaster
of inflation. So if the Fed looks to the Treasury market as
a window to assess investors inflation expectations, it is
really not looking at a window at all. Instead, because
investors decisions reflect confidence in the central bank,
the Fed ends up looking in a mirror, in this case a vanity
mirror, which offers no firm guide for monetary policy.
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