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Treasury Inflation Protected Securities (or “TIPS”) provide investors with a useful tool to manage 
inflation risk and preserve purchasing power. The unique properties of TIPS can make them an attractive 
investment; however, there are important considerations in determining if they are appropriate for a 
given investor. This paper examines the advantages and drawbacks of TIPS and assesses the potential 
for use today and in the future.  

BOND BASICS 

The coupon received from a fixed income security is a function of multiple risks for which the investor 
is compensated. Investors face credit, duration, reinvestment, and inflation risk when holding a bond 
and each risk commands additional compensation or yield. Credit risk is debtor-specific, referring to the 
risk of not receiving timely interest or principal payments. Duration and reinvestment risks can be 
bundled together to represent a “term premium,” or added compensation for the increased uncertainty 
of investing in a longer-maturity bond. Duration risk refers to the impact changes in market interest 
rates can have on the value of a security, while reinvestment risk highlights the uncertainty of 
reinvesting coupon income at changing interest rates over time. Inflation risk is a product of the 
economy and describes how an increase in the prices of day-to-day living expenses can reduce the real 
value of returns or purchasing power of income.  

By investing in different types of fixed income securities, investors can choose which risk to which they 
are exposed. For instance, if an investor does not want to take credit risk, one option includes investing 
in a U.S. Treasury, which is considered “risk-free.” Additionally, if this investor also does not want to 
take inflation risk, TIPS, or Treasury Inflation Protected Securities, provide a unique opportunity to 
forgo inflation risk as well. However, because of this advantage, TIPS bonds will yield less than their 
traditional Treasury counterparts, assuming investors expect inflation over the life of the bond.  

Another important aspect of bond investing is to recognize the difference between real and nominal 
yields. Nominal yield represents the annualized return of a bond without accounting for inflation. Real 
yield is the nominal yield minus inflation, which reflects the purchasing power of this return. Said 
another way, a nominal yield may pay 2% annually, but if inflation is 3% over the life of the bond, the 
investor has a real return of -1%. 
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TIPS BASICS 

HOW TIPS WORK 
TIPS protect investors against inflation risk by linking the principal amount of the bond to inflation, as 
measured by the Consumer Price Index for Urban Consumers (CPI-U). See Appendix A for components of 
inflation. As inflation changes, the principal amount of a TIPS bond will adjust by the rate of inflation. 
Since TIPS pay a fixed percentage coupon based on this principal amount, this will generate a larger 
payment when inflation rises, which preserves the purchasing power of the income. Additionally, at 
maturity, the investor will be paid the higher of par or the adjusted principal value, ensuring protection 
of the principal as well. The counter to this trait is that in the event of deflation, the principal amount 
will decline, reducing the income received. However, if held to maturity, the principal amount returned 
cannot be less than the original par value.  

This structure differs from traditional (or “nominal”) Treasuries which provide a fixed nominal coupon 
payment, meaning that the coupon payments are the same throughout the life of the bond. TIPS, on the 
other hand, are designed to provide a fixed real coupon payment, meaning that the actual nominal cash 
flows received will likely change from period to period based on changes in inflation but the purchasing 
power of those coupons will remain the same throughout the life of the bond.  

CASH FLOW  
The cash flow patterns also differ for TIPS compared to nominal Treasuries. Assuming positive inflation, 
TIPS will have a lower yield than nominal Treasuries, meaning actual periodic income received is lower. 
However, the principal value of TIPS will increase with inflation, which results in a larger principal 
payment at maturity.  
  
For example, assume two notes: 1) a par value U.S. Treasury 5-Year Note with a coupon of 2.51% and 2) 
a 5-Year par value TIPS note with a coupon of 0.5%. If the inflation rate over the next 5 years is 2.0%, 
the real yield over that time period on the nominal Treasury note and the TIPS note would be 0.5%. With 
the TIPS note, the coupon is calculated off a principal amount that is adjusted higher each period by the 
rate of inflation, so the extra income received each year would compensate for the rising inflation. On 
the other hand, the Treasury bond would pay the same amount every period and the real purchasing 
power of this income would decrease. However, the actual value of each bond to an investor today is the 
same as the higher nominal coupon throughout the life of the bond compensates for this 2.0% inflation 
risk and deterioration of purchasing power.  
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* Cumulative return is calculated as total cash flows received divided by purchase price. Despite the different return figures, 
the two securities have identical yields to maturity due to the timing of cash flows. 

 
TAX IMPLICATIONS 
From a tax perspective, the gain on the principal of TIPS due to the inflation adjustment is considered 
ordinary income when it is adjusted, even if the security is not sold. This results in the investor paying 
tax on the coupon payment and on the gain of the TIPS (also known as phantom income). In a low 
interest rate environment with high inflation, this could mean that the taxes paid in a given year may 
be higher than the actual income received. The relief for the investor comes upon the sale of TIPS at a 
later date or when the principal is received at maturity as the tax has already been paid on the majority 
of the principal gain. Using the same bonds from the example above with an investor in the highest tax 
bracket (43.4%), the following table depicts the tax consequences of holding TIPS versus a Treasury.  
 

  Year 1 Year 2 Year 3 Year 4 Year 5 
Total TIPS Income   $2.51 $2.56 $2.61 $2.66 $2.72 
Tax on Income  $1.09 $1.11 $1.13 $1.16 $1.18 
Actual Income/Gain Received   $0.51 $0.52 $0.53 $0.54 $10.96 
After-Tax Net Cash Flow   -$0.58 -$0.59 -$0.60 -$0.61 $9.78 

       
Total Treasury Income   $2.51 $2.51 $2.51 $2.51 $2.51 
Tax on Income  $1.09 $1.09 $1.09 $1.09 $1.09 
Actual Income/Gain Received   $2.51 $2.51 $2.51 $2.51 $2.51 
After-Tax Net Cash Flow   $1.42 $1.42 $1.42 $1.42 $1.42 

 

While the TIPS note above may appear to be an unattractive investment as no after-tax cash flow is 
received over the life of the bond, the actual present value is the same as the Treasury bond with both 
generating an after-tax yield of 1.42%. This also highlights that it is more advantageous to hold a TIPS 
note or bond in a tax-advantaged account rather than a taxable account.  

Cumulative
Current Year 1 Year 2 Year 3 Year 4 Year 5 Return

Inflation 2.00% 2.00% 2.00% 2.00% 2.00%

TIPS Principal Value $100.00 $102.00 $104.04 $106.12 $108.24 $110.41
TIPS Coupon 0.500% 0.500% 0.500% 0.500% 0.500%
TIPS Total Cash Flow $0.51 $0.52 $0.53 $0.54 $110.96 13.1%

TIPS Real Value $100.00 $100.00 $100.00 $100.00 $100.00 $100.00
TIPS Real Cash Flow $0.50 $0.50 $0.50 $0.50 $100.50

Treasury Principal Value $100.00 $100.00 $100.00 $100.00 $100.00 $100.00
Treasury Coupon 2.510% 2.510% 2.510% 2.510% 2.510%
Treasury Total Cash Flow $2.51 $2.51 $2.51 $2.51 $102.51 12.6%

Treasury Real Value $100.00 $98.04 $96.12 $94.23 $92.38 $90.57
Treasury Real Cash Flow $2.46 $2.41 $2.37 $2.32 $92.85
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OPPORTUNITIES AND RISKS 

Like any investment, certain environments can be better for TIPS than others. The attractiveness of an 
investment in TIPS is often measured relative to nominal Treasuries as the two are interrelated. In the 
event that realized inflation exceeds market expectations, investors holding TIPS will be better off than 
nominal Treasury holders as their income and principal will be protected, whereas nominal Treasury 
investors will see the real value of their income and principal drop. The classic “stagflation” scenario in 
which inflation is higher than expected and growth is low would also represent a good time to invest in 
TIPS. In this scenario, low economic growth prevents real interest rates from rising, and higher coupons 
prevent an erosion of income as prices increase. The reverse scenario, in which economic growth is high 
and inflation is lower than expected, would not benefit TIPS investors. Here, real interest rates will likely 
increase, reducing TIPS prices along with nominal bonds. However, low inflation would prevent TIPS 
from generating a level of income high enough to compensate for the lower yield offered compared to 
nominal Treasuries.  

SCENARIO ANALYSIS 
So given our current yield environment, what inflation scenarios would make sense to invest in TIPS as 
opposed to Treasuries over the next 5 years? The chart below compares realized returns for the two 
hypothetical bonds introduced earlier. 

 

As depicted, TIPS will outperform when actual inflation is greater than expected, and underperform 
when inflation is less than expected.  

TIPS TODAY 
In order to assess the opportunity in TIPS, an investor must compare his or her inflation expectations 
relative to the market. Since TIPS returns incorporate inflation expectations, they are a great tool to 
measure the level of inflation priced into the market. A general approximation of implied inflation is the 
difference between the yield on a nominal Treasury bond and a TIPS bond of equal maturity. This figure 
is sometimes called the “breakeven rate,” as it represents the inflation rate that would make an investor 
indifferent to owning a nominal bond versus a TIPS bond. The breakeven rate generally provides an 
accurate reflection of inflation expectations but can be distorted during “flight to safety” panics where 
investors rush to more liquid nominal Treasuries. Below is a graph of 5-year implied inflation as an 
example. It is displayed as the yield on a constant maturity nominal 5-year Treasury minus the yield on 
a constant maturity 5-year TIPS bond.  

Breakeven

Actual Annualized Inflation -1.00% -0.50% 0.00% 1.00% 1.50% 2.00% 2.50% 3.00% 3.50% 4.00% 4.50%
Real YTM on Nominal Treasury 3.54% 3.02% 2.51% 1.49% 0.99% 0.50% 0.01% -0.48% -0.96% -1.43% -1.90%

Real YTM on TIPS 0.50% 0.50% 0.50% 0.50% 0.50% 0.50% 0.50% 0.50% 0.50% 0.50% 0.50%

Difference in Real Yield -3.04% -2.52% -2.01% -0.99% -0.49% 0.00 0.49% 0.98% 1.46% 1.93% 2.40%

Better to Own Nominal Treasuries Better to Own TIPS
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  Source: Bloomberg 

The chart reveals that the market is currently expecting roughly 1.8% inflation over the next five years. 
This means that if annual inflation over the next five years averages 1.8%, an investor would generate 
the same real return on a nominal Treasury as a TIPS bond. If an investor believes that inflation will be 
greater than 1.8% over the next five years, he would purchase TIPS bonds as they would provide a higher 
real return. If the investor feels the market is pricing in too much inflation, he should own a nominal 
Treasury. 

Looking at the TIPS yield over time shows an interesting trend. In the aftermath of the Financial Crisis 
of 2008, real (TIPS) yields, declined precipitously and ultimately well into negative territory by 2013. 
This was due to the Federal Reserve’s unprecedented easing program that pushed yields to all-time lows 
that were even less than inflation.   

CONCLUSION 

When assessing a potential investment in TIPS, investors must consider more than simply the prospect 
of higher inflation. For one, tax and liquidity considerations must be weighed to determine suitability. 
Secondly, as TIPS and nominal treasuries are interrelated, an investor must not only believe that 
inflation will rise, but that it will be at a rate higher than what is currently priced into the market by 
nominal treasury yields. Similarly, the expected path of interest rates must also be taken into 
consideration as higher rates will negatively impact TIPS the same way as Treasuries or other fixed 
income investments. Perhaps most important in today’s low rate environment, if an investor concludes 
that Treasuries produce an unattractive nominal yield, then TIPS will likely appear no better, even if the 
path of actual inflation favors TIPS. For those who do maintain an allocation to government bonds 
however, TIPS can be a viable alternative and a valuable investment tool. 
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APPENDIX A: COMPONENTS OF INFLATION 

 

Source: BLS. Relative importance of components in the Consumer Price Indexes: U.S. city average, December 2015. 
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