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Indexed Bonds

The advantages, to either investors or the Treasury itself, of bonds

indexed for price inflation may be less than the officials who are now

proposing to issue them believe. Indexing is a poor substitute for genu-

ine price stability.

Of all the distortions fostered by in-
flating, perhaps the greatest is that it has
forced even the most cautious and con-
servative of investors to become specula-
tors. Inflating has transformed the tradi-
tional haven of the risk-averse, govern-
ment bonds, into a speculation. The specu-
lative elements are: what will the dollar be
worth when the bond matures and how much
of the nominal interest will be taxed away?

Writing over 25 year ago, the late
Arthur Okun observed: “Our financial sys-
tem ought to serve both investors who
want to earn maximum returns (and are
willing to take substantial risks) and hold-
ers of reasonably safe assets who view
their savings largely as deferred consump-
tion. The latter are not accommodated
during inflation...”

In what might be a long overdue
acknowledgement of this, Treasury offi-
cials recently announced that they are
planning to issue bonds that will be “in-
dexed” to some measure of U.S. price in-
flation. Such an issue has been discussed
for many years, but this is the first time
that the officials have indicated that they
intend to go ahead. However, they were
very vague on what the details of such an
issue might be.

Three Possibilities

Three possible ways of indexing a bond
issue come to mind.

The first would be to adjust the nomi-
nal coupon and payment at maturity to
reflect changes in prices. If the issue ini-
tially carried a 3 percent coupon ($30 in-
terest per $1,000 bond per year) and prices
went up 4 percent in the first year, the
second year’s interest would be $31.20,
and its redemption value would become
$1,040. The interest payment and the re-
demption value would be further adjusted
upward for price changes in subsequent years.

This might be attractive to traditional,
risk-averse investors (Okun’s “holders of

reasonably safe assets who view their sav-
ings largely as deferred consumption”).
Many savers and retirees and small en-
dowment funds (churches, schools, librar-
ies, cemeteries, etc.) would no doubt wel-
come the prospect of preserving both the
purchasing power of their principal and
their investment income, without having
to become speculators and traders.

A second possibility would be to ad-
just only the coupon, so that a nominal 3
percent bond would always have the same
$1,000 redemption value, but the interest
payments would be 3 percent plus the rate
of price inflation. If the latter was 4 per-
cent in a given year, the bondholder would
receive $70 interest. This would, in fact,
be little different from what is now avail-
able via a diversified portfolio of fixed
income securities, or even U.S. savings
bonds, where yields are periodically ad-
justed to reflect current market conditions.

As indicated in the chart, long-term
bond yields fluctuated between roughly 3
percent and 5 percent during most of the
Nation’s history, when investors expected
the purchasing power of the dollar to be
stable. But during recent decades, such
yields have included a substantial “infla-
tion premium” to compensate investors
for the loss of the purchasing power of
the principal invested. The amount of the

premium varies according to capital mar-
ket conditions and, more importantly, in-
vestor expectations of future price infla-
tion. Thus the major difference between
an ordinary bond and an indexed bond,
on which the coupon is a base rate plus a
measure of price inflation, would be that
the inflation premium would be deter-
mined by a calculation involving an in-
dex number, rather than the marketplace.

As a third possibility, the Treasury
might issue a “zero coupon” bond with
the redemption payment increased to re-
flect the total increase in prices over the
life of the bond. These would be sold at a
discount that would presumedly be less
than that on an ordinary zero coupon bond
of the same maturity. This possibility
seems to be of great interest to Treasury
and Federal Reserve analysts, because if
there were, say, a 10-year zero coupon
issue on which the eventual payment was
indexed, the price at which such an issue
traded could be compared to the prices
and yields on non-indexed issues to de-
rive a very precise estimate of investor
expectations of price inflation during the
next 10 years (or at least of the expecta-
tions of those who trade Treasury securi-
ties). With some fancy statistical footwork,
the market prices of the other types of
indexed bonds also could be used to de-
rive such an estimate.

Other Imponderables

Not only did the Treasury officials de-
cline to describe the specific terms of an
indexed issue, the officials stated that they
had not decided on what to use as an in-
dex. Given the recent controversy con-
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cerning the Consumer Price Index, which
many analysts have concluded overstates
the “cost of living,” they might use some-
thing else, such as an index of wage costs
or the deflators for Gross Domestic Prod-
uct or Personal Consumption Expendi-
tures. They also did not say how the new
bonds would be affected if the general
price level somehow decreased at some
point in the future.

The officials were unequivocal on one
thing, however. Nominal dollar payments
of interest and/or inflation adjustments on
an “indexed” issue will be taxable income
to the holder when paid, unless the holder
is otherwise tax-exempt or tax-deferred.
They did not state whether the inflation
adjustments would be deemed ordinary
income or capital gains.

This last condition means that, from
an ordinary investor’s point of view, the
advantages of holding an indexed bond
are limited. Taxation of payments that
merely compensate for the decreased pur-
chasing power of the dollar would make
indexed bonds not much of a better deal
than bond investors can get now. The ma-
jor advantage would be that the inflation
premium received will be determined by
the future behavior of an index number
instead of fluctuating with market condi-
tions and investor (and borrower) expec-
tations. Another difference, which could
be significant to some investors, would be
that there would be a clearer distinction
between principal and interest.

Many investors in ordinary bonds are
tempted to treat all the interest as income.
But just because the IRS says it’s income
doesn’t make it so. The purchasing power
of investors who spent rather than re-in-
vested the portion of their interest income
during the high-interest 1980’s that merely
compensated them for the ravages of in-

flating, is now greatly diminished.
In short, changing the nature of the

bondholder’s inflation premium and easier
accounting for inflating would not seem
to be much of an advantage. Yet nearly
all analysts seem to believe that an in-
dexed bond issue would carry, initially at
least, a much lower rate of interest than
standard issues. The level of 3 percent is
frequently mentioned. Only when and if
the Treasury brings such an issue to mar-
ket will we be able to determine the ex-
tent to which this view is warranted.

Why Now?

As we indicate above, the notion of
offering “inflation proof” bonds has been
around for many years. We can only guess
why the Administration is advancing it
now, especially as price inflation has
abated considerably from what it was 10
or 20 years ago and presumably is less of
a concern to investors. Maybe it was the
recent uptick in bond yields that got the
Treasury’s analysts minds going. Maybe
it was the prospect of lower interest costs
in an era when even the smallest changes
in taxes and spending are scrutinized for
their effect on the deficit.

In the latter regard, it should be noted
that it is only the initial interest costs that
can be expected to be lower than conven-
tional financing. Payments on an indexed
bond will become larger over time. But the
current crop of politicians and bureaucrats
will be gone by the time this happens. This
is the sort of reasoning that has brought us
the prospect of a 40 percent payroll tax to
pay old-age benefits in the next century.

But there is another more subtle possi-
bility. We mentioned above that the mar-
ket price of indexed bonds could be used
to derive an estimate of inflationary ex-
pectations. Inasmuch as indexed bonds are

unlikely to comprise a significant portion
of the national debt anytime soon, this
may be their real objective. Why would
officials care about inflationary expecta-
tions? The answer is that inflationary ex-
pectations are vital to the implementation
of Keynesian demand management. In
1982, Paul A. Volker, then Chairman of
the Federal Reserve Board, was quoted as
follows.

I grew up and was educated in a era
when advanced thinkers said a little bit
of inflation was a good thing. People
though they were a little richer each
year, the profits were always a little
higher than expected, it’s nice to have
the price of your house going up —
and, the argument ran, all that will lead
to a good economy.

In fact, I think there is some truth to
that, but it’s got a big catch: there’s only
some truth to it so long as people are
“surprised,” implicitly or explicitly, by
the inflation. Once they begin getting
the sense that it’s a game, and they’re
just trying to get ahead, but can’t, then
you got an entirely different set of
circumstances.

Volker concluded his remarks by stat-
ing “I think that is the watershed we passed
in the 1970’s.” Although the Fed officials
for a time asserted that their policies were
based on limiting the growth of money
and credit, and interest rates soared to pre-
viously unimagined levels during the re-
cessions of the early 1980’s, there is ev-
ery reason to believe that their ultimate
goal was a return to the conditions in
which they could once again “surprise”
people with a “little bit of inflation,” not
genuine price stability. With the official
measures of price inflation having reached
30-year lows, they may have concluded
that such conditions are returning.

In order to surprise people, it is usu-
ally helpful to understand what they ex-
pect. However, even if the Keynesian “de-
mand managers” are provided with an es-
timate of inflationary expectations, there
is little reason to believe that their efforts
would be any more successful, i.e., that
the public will be any slower to perceive
that “it’s a game, and they’re just trying
to get ahead, but can’t.”

More generally, indexing payments of
any kind are a very poor substitute for
price stability. To the extent that some
sectors are more or less (index numbers
are not perfect) “insulated” from the ef-
fects of inflating, the re-distribution of in-
come and wealth inflating fosters is con-
centrated in the unprotected sectors. Of
course, if all money payments and balances
were somehow indexed, then inflating
would be irrelevant and there would be no
incentive for officials to debase the cur-
rency in the first place. ❑

Justice McReynolds was Right
If the Treasury goes ahead with plans to issue indexed bonds, it would

not be the first time that it attempted to guarantee the purchasing power of
its obligations. For many years, some Treasury issues promised payment
“in United States gold coin of or equal to the present standard of weight
and fineness,” or similar language. Reportedly, investors found such
promises of protection from debasement of the currency sufficiently
attractive to accept yields that were roughly 1/4 of 1 percent less than
comparable issues without them. The last such “gold clause” issue was
dated May 3, 1933.

At the behest of the Roosevelt administration, Congress voted to refuse
to honor the gold clause on its bonds and notes, an action that was upheld
in a 5-4 decision by the Supreme Court. Writing for the dissenters, Mr.
Justice McReynolds concluded (Perry vs. the United States), “Under the
challenged statutes it is said that the United States have realized profits
amounting to $2,800,000,000. But this assumes that gain may be
generated by legislative fiat. To such counterfeit profits there would be no
limit; with each new debasement of the dollar they would expand....the
impending legal and moral chaos is appalling.”
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Statistical Indicators of Business-Cycle Changes

Change in Base Data Cyclical Status
Jan. Feb. Mar. Apr. Primary Leading Indicators Mar. Apr. May

- - + M1 money supply - - -?
+ + + M2 money supply + + +
+ -r + Change in sensitive materials prices - -? ?

-r - - New orders for consumer goods ? ? ?
- +r + Contracts and orders for plant and equipment + + +
- + + Index of new housing permits +? +? ?

- + Ratio of manufacturing and trade sales to inventories ? -? ?
- + - Vendor performance - -? ?
- + - - Index of common stock prices (constant purchasing power) + + +

- + - + Average workweek in manufacturing ? ? ?
- - - Initial claims for unemployment insurance (inverted) ? ? -?
- + - Change in consumer installment debt -? ? ?

Percentage expanding cyclically 50 50 60

 Primary Roughly Coincident Indicators
- + + + Nonagricultural employment + + +
- + - + Index of industrial production +? + +
- + - Personal income in manufacturing -? - -

- + Manufacturing and trade sales ? + +
+ + + - Civilian employment to population ratio ? +? +?
+ + + Gross domestic product (quarterly) + + +

Percentage expanding cyclically 75 83 83

 Primary Lagging Indicators
+ - - - Average duration of unemployment (inverted) + +? ?
+ + Manufacturing and trade inventories ? + +
+ - + Commercial and industrial loans + + +

+ + + Ratio of consumer installment debt to personal income + + +
- - + Change in labor cost per unit of output, manufacturing ? ? -?
- - + + Composite of short-term interest rates - - ?

nc No change. r Revised. Percentage expanding cyclically 75 80 75

Under “Change in Base Data,” plus and minus signs indicate increases and decreases from the previous
month or quarter and blank spaces indicate data not yet available. Under “Cyclical Status,” plus and
minus signs indicate expansions or contractions of each series as currently appraised; question marks
indicate doubtful status when shown with another sign and indeterminate status when standing alone.

BUSINESS-CYCLE CONDITIONS

Despite increased uncertainty about the trends of several leading

indicators, our overall assessment of the leaders has improved since

our last report. Although the outlook could swing markedly in either

direction in the next few months, a recession does not seem likely to

occur in the near term.

Among the 12 primary leading indica-
tors of business-cycle changes, only one,
contracts and orders for plant and equip-
ment, is now at its all-time high (this se-
ries and all other dollar-denominated se-
ries are reported in constant dollars). The
2-month moving average of the index of
common stock prices, which began a run
of new highs in February 1995, failed to
reach a new one for the first time since
then, but the 1-month decrease in stock
prices is not as yet sufficient to raise doubt
concerning their upward trend. The M2
money supply increased again in March to
a level that was (in constant dollars) 3 per-
cent higher than its low in May 1995. All
three series remain appraised as clearly
expanding.

The change in sensitive materials
prices increased from the cyclical low
reached last month. The base data sug-
gest that this upturn may persist for at
least the next month or so, but this highly
erratic series will require several months
of sustained growth before it can be ap-
praised as expanding. The latest increase
was judged sufficient to upgrade the se-
ries from probably contracting to cycli-
cally indeterminate.

New orders for consumer goods de-
creased again, but the moving average
continues to drift sideways between a high
reached in December 1994 and a low
reached in May 1995. Last month it ap-
peared that the index of new housing per-
mits might have been expanding, but more
recent data raised enough doubt about the
series’ trend to downgrade it from probably
expanding to indeterminate.

The ratio of manufacturing and trade
sales to inventories was revised, but the
new data do not reveal a clear trend. The
index of vendor performance, which is
the percent of purchasing managers re-
porting slower deliveries from their sup-
pliers, increased this month to 50 percent
despite a slight drop in the base data. With
half the purchasing managers reporting
slower deliveries and half reporting faster
or about the same delivery time, it is not
clear if this series is expanding or con-
tracting.

As expected, the average workweek in
the manufacturing sector rebounded this
month after January’s sharp decrease was
dropped from the calculation of the 3-
month moving average. At 41.5 hours, the

workweek is about as long as it was prior
to January’s dip. Although the series has
recovered from the effects of the January
blizzard, there still is no discernable trend.
The change in consumer installment debt,
which is based on debt that is comprised
mainly of credit card and automobile debt,
also increased this month despite a de-
cline in the base data.

Thus, seven of the 12 indicators have
no apparent trends. Given such statistical
uncertainty among the leaders, the out-
look for business conditions could shift
markedly in either direction in the next
few months.

A one-month increase in the M1 money
supply, the narrowest measure of money
in circulation, was enough to warrant up-
grading the series’ status from clearly con-
tracting to probably contracting. M1 had
been contracting for the past 16 months.

Average weekly initial claims for un-
employment insurance (inverted) de-

creased to 368,000 this month. Although
initial claims have fluctuated in a narrow
range for the past 5 months, the series is
well below the most recent peak reached
in 1994. Appraised as indeterminate last
month, it is now appraised as probably
contracting.

Overall, 60 percent (3 out of 5) of the
leaders with apparent cyclical trends are
expanding. This is an increase of 10 points
from last month. However, the large num-
ber of series without discernable trends
leaves this percentage vulnerable to large
changes if trends begin to emerge. For
example, if we had left initial claims for
unemployment appraised as indeterminate
instead of downgrading the series, the per-
cent of leaders expanding would have
jumped to 75 (3 out of 4) this month.

The cyclical score, AIER’s other mea-
sure of the leading indicators, increased
this month to 58 from a reported score of
49 last month. The increase was due in
large part to the increase in the M1 money
supply series. Although there is a lot of
uncertainty among the leaders, the over-
all trends and recent changes in the data
suggest that a recession is not likely to
occur in the near term.

The biggest news among the six pri-
mary roughly coincident indicators was
the unexpectedly large increase in gross
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To Our Readers

We have changed the publishing schedule of Research Reports, which
will be mailed on the Fridays preceding the second and fourth Mondays of
the month, with those Mondays as publication dates. We have made this
change to provide our monthly analyses of business-cycle conditions in as
timely a fashion as possible. These will be included in the issue dated the
fourth Monday of the month, one week later than our previous schedule.
The delay reflects the current timing of the release of detailed data for the
indicators, since this function was taken over by the Conference Board
from the Department of Commerce. If the Conference Board begins to
release the data earlier in the month, Research Reports will return to its
earlier schedule.

Research Reports (ISSN 0034–5407) (USPS 311–190) is published twice a month at Great Barrington,
Massachusetts 01230 by American Institute for Economic Research, a nonprofit, scientific, educational,
and charitable organization. Periodical class postage paid at Great Barrington, Massachusetts 01230.
Sustaining memberships: $16 per quarter or $59 per year. POSTMASTER: Send address changes to
Research Reports, American Institute for Economic Research, Great Barrington, Massachusetts 01230.
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domestic product (GDP) in the first quar-
ter of 1996. Despite the blizzard, the gov-
ernment shutdown, and the GM strike,
GDP increased at an annual rate of 2.8
percent. This “advance estimate” is based
on incomplete data, and the estimate may
increase or decrease as more complete data
are available. Still, the appraisal of GDP
remains clearly expanding.

Nonagricultural employment increased
slightly by 2,000 jobs in April, and the
index of industrial production rose to
124.5 from 123.4. Both series reached new
highs and are appraised as clearly expand-
ing. Manufacturing and trade sales also
increased and the base data reached a new
high. This series, too, is appraised as
clearly expanding. The ratio of civilian
employment to population increased to
63.06 percent and still appears to be ex-
panding, although it is to soon to assert
that the series is clearly expanding.

Now 14 months from its previous
peak, personal income in manufacturing
continues to decline. It remains the only
coincider appraised as clearly contract-
ing. Because there were no changes in
the appraisals for any of the coincident
indicators, the percent of coinciders that
are expanding remains at 83 percent (5
out of 6).

There were three new cyclical highs
among the six primary lagging indicators.
Consequently, manufacturing and trade
inventories, commercial and industrial
loans, and the ratio of consumer install-
ment debt to personal income all remain
appraised as clearly expanding. The sharp

increase in debt relative to income over
the past year or so raised concerns that
consumers were overburdening them-
selves and that this might choke off their
spending. Presently, this assertion seems
unwarranted. Despite the increase in ratio
of debt to income, consumers are still
spending. According to the latest data,
consumer spending rose 3.5 percent in first

quarter of 1996.
It is taking people longer to find work

now than it did last year. The average
duration of unemployment (inverted)
reached 17.4 weeks in April, the longest
duration since April 1995. Although this
was the third consecutive decrease in the
series, it was not sufficient to clarify the
series’ cyclical trend. It remains appraised
as indeterminate. The composite of short-
term interest rates does not have an iden-
tifiable trend, either. Short-term rates in-
creased slightly to 5.34 percent in April
from 5.30 in March. Prior to this, they
had decreased for over a year. The latest
increases raise doubt that the series still is
contracting but are insufficient to indicate
that it is expanding. The series is now
cyclically indeterminate.

The change in labor cost per unit of
manufacturing output decreased again,
despite an increase in the base data. Al-
though this series has shown no lasting
trend during this business expansion, it
now appears that it may be contracting.
Its cyclical status was downgraded to prob-
ably contracting. Overall, 75 percent (3
out of 4) of the lagging indicators with
apparent cyclical trends are expanding.
This is 5 points lower than last month.

For the past several months, the ques-
tion of whether the business expansion
would continue or a recession would be-
gin was too close to call. Now, we are
cautiously optimistic that the economy
will continue to expand in the months
ahead. ❑


