Deriving euro area inflation expectations from inflation-linked swaps

The most commonly used financial indicators of euro area inflation expectations have thus far been break-even
inflation rates derived from the difference between French nominal bond yields and French index-linked bond
yields (linked to the euro area HICP excluding tobacco) of similar maturities. This box describes new financial
measures of euro area inflation expectations extracted from inflation-linked swaps (I/L swaps) and examines
what these new measures signal with regard to changes in euro area inflation expectations since early 2003.
The main advantage of using I/L swaps to monitor developments in inflation expectations is that they provide
a wider spectrum of maturities than similar bonds, in particular for the short and medium-term horizons and as
such they are useful in the monitoring of inflation expectations.

In an I/L swap agreement, investor A commits to pay investor B a stream of fixed payments in return for a
stream of inflation-linked payments. The payments can take place at the maturity of the swap (zero coupon I/L.
swap) or each year over the life of the swap (multi-payment I/L. swap). From a zero coupon I/L swap it is
possible to extract an indicator of average inflation expectations over the life of the swap.

The underlying inflation indexes used in the most actively traded of such products are the euro area HICP
excluding tobacco and the French CPI excluding tobacco. These are also the two indexes used by Agence
France Trésor for its inflation-linked bonds, which are used in the pricing of I/L swaps and in hedging
positions on the I/L swap market.

The I/L swap market grew rapidly in 2002. In fact, corporations with revenues linked to inflation (including
utilities and retailers) used this market to hedge against the risk of low inflation, while corporations with

liabilities linked to inflation (e.g. pension funds and . . .
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swaps give similar information on inflation ) /iations.

expectations.? As shown in Chart A, the ten-yeareuro 1) A horizon of seven years has been chosen since it
corresponds to the duration of the bonds used to calculate
the ten-year break-even inflation rates.

measure using I/L swaps are extremely close to each  2) The difference between the nominal yield of the French
nominal bond maturing in 2012 and the real yield of the

) French index-linked bond linked to the euro area HICP
higher than the former over the past year. However, maturing in 2012.

area break-even inflation rate and the comparable

other, the latter being on average only 5 basis points

1 For moredetails, seethe box entitled “ Deriving long-term euro area inflation expectations fromindex-linked bondsissued by the
French Treasury” in the February 2002 issue of the Monthly Bulletin.

2 Onthe comparison between break-even inflation rates and inflation expectations extracted from I/L swaps see also the July 2002
edition of the monthly review published by the French bank CDC IXISentitled “ Inflation linked” .
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