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Why should an investor need to worry about inflation?

Let’s start with a simply definition of inflation, which is the general rise in the price of goods and services over time.  If we have a 3% inflation level, then what costs a dollar today will cost $1.03 in a year, or $1.06 if inflation is 6%.  It is important that our investments, at a minimum, keep up with this change in the cost of goods and services over time.  When inflation is relatively low for long periods of time, we might be lulled into a sense that it is not important, but it is always wise to consider the impact of a rise in inflation on the value of our investments. 

OK, so I realize I should be concerned about inflation, but what should I do about it, in terms of investing?

There are different investments that have helped keep pace with inflation over time.  Gold and real estate are two investments that come to mind.  Over the years, each has provided a reasonable offset to inflation, but of course, not in every cycle.  The value of either gold or real estate is driven by a variety of factors, not just inflation.  So while many investors have used them to combat inflation as a part of their portfolio, they have not always worked.  

I should also mention that a portfolio of stocks, over long periods of time, has also tended to outpace inflation, but again not a perfect hedge.

Is there a perfect hedge?

I suppose nothing is perfect, but Treasury Inflation Protected Securities, or TIPS, are a very good hedge for inflation and they are easily available to investors.  

Can you help us understand how these securities work?
Sure.  Let me start by explaining that TIPS are a type of a Treasury bond.  They do not carry credit risk, assuming the U.S. Government continues to meet its obligations.  TIPS are issued in $1000 denominations, as are other Treasury bonds.  And, the Treasury is obligated to pay periodic interest payments on them, as with the any bond.  

However, there is one critical difference between TIPS and regular bonds.  With TIPS, the principal (that $1000 denomination) is adjusted over time based on the general inflation rate in the U.S.

Can you give us an example of how the inflation adjustment works?
Let’s start with a TIPS bond that has a stated maturity of 10 years and a fixed stated coupon of 3%.  As I mentioned, the bond is issued with a principal amount of $1000.   This means that each year, the investor will receive 3% or $30 dollars from the Treasury.  Since it is paid semi-annually, each payment will be $15.
If there is no inflation over the next 10 years, this bond will pay interest at a rate of 3% each year and at the end of the 10 years, the Treasury will pay back to the investor their original principal of $1000.

And if there is inflation in the next 10 years?

If we faced high inflation in the first year, say 10%, this is when the inflation adjustment would kick in.  Here’s how it works:

With inflation going up 10%, the principal of the TIPS bond will rise from $1000 to $1100.  The coupon, which is still 3% of the principal, will now be calculated based on this new principal amount, so the interest payment will rise to 3.3% in this example.  Furthermore, assuming no additional inflation for the balance of the life of the bond, at maturity, the investor will receive $1100, which is more than the original $1000 denomination.

Alternatively, the standard non-TIPS Treasury bond would continue to pay its coupon amount and would return the original $1000 principal in 10 years regardless of inflation.  The investor would not be particularly happy with that investment because their money is not worth as much when it is paid back.

These TIPS sound like the perfect investment, is there any downside?

First, TIPS are bonds, so they lack the general growth potential of stocks.  Second, they are protecting you from inflation, not attempting to maximize nominal yield or interest.  It is very possible and probable that standard Treasury bonds or other bonds will pay a higher amount of interest (or have a higher nominal yield) as a way to help compensate the investor for the lack of inflation protection.  TIPS can be a very good investment if inflation rises above expectations, but not necessarily as good if there is no inflation or if deflation occurs.

How would I decide to buy a TIPS bond over a non-TIPS bond?

The easiest way to compare a TIPS bond to a regular Treasury bond of similar maturity, is to look at the difference in yield to maturity.  

Back to the earlier example, let’s start with a 10-year TIPS bond with a 3% coupon.  Assuming the principal value is $1000, the yield would be 3%.  Now compare that yield to the yield on a non-TIPs bond, let’s say a 10-year Treasury with a 5% coupon, also trading at par, or $1000.  

The spread, or difference in the yields, is 2%.  If your expectation is that inflation will be less than 2% over the next 10 years, the non-TIPS bond will be the better investment.  If inflation turns out to be greater than 2%, the TIPS bond will provide a better return.
Why do you say above expectations?  Wouldn’t TIPS work any time inflation rises?

Yes, the built-in inflation component will work at all times, but if higher inflation is expected, then the price of a TIPS bond (and non-TIPS bonds) will, at least theoretically, already reflect the higher expected inflation rate.  Therefore, theoretically, the price of the TIPS bond only rises on a relative basis versus the non-TIPS bond when there is an unexpected increase in inflation.

What about deflation?

In deflation, you would expect the value of a TIPS bond to decline, however, it is important to note that there is a floor of par.  In other words, TIPS are issued at $1000 face value and are guaranteed by the Treasury to retain that value at maturity.   They can mature with a value greater than $1000 per bond, but not less than that amount.

Even with the value known at maturity, is there much risk of price change while an investor holds TIPS?

Yes, contrary to some popular belief, TIPS can change in price quite a bit, depending on maturity and market conditions.  TIPS are bonds and subject to some of the same market forces as any bond.   When you include TIPS in a portfolio for diversification, that volatility can work to your advantage as a potential way to offset the volatility of other parts of the portfolio, such as stocks.

How good is the inflation adjustment?  Can I be sure that TIPS will keep up with inflation?

The inflation adjustment component of TIPS is based on the Price Index for Urban Consumers or CPI-U for short.  It is measured and published by the Bureau of Labor Statistics.  It is a reliable, standardized index, but that does not mean that there isn’t some controversy regarding the ability of the CPI-U to gauge the actual inflation that we observe.  As any standardized measure, it has its strengths and weaknesses.  One of the more important considerations is that a lag exists between observed inflation and its eventual measurement and reporting.  It means that TIPS will adjust to inflation some number of months after it occurs.

What is the best way to buy TIPS?

Probably the least expensive way to invest in TIPS is to buy them directly from the U.S. Treasury.  TIPS are sold at auction by the Treasury several times during the year in a variety of maturities. If an investor buys them directly from the Treasury, it is without a fee.  Outside of the auction process, the bonds can be purchased from a broker, although there is usually a fee involved.

TIPS are also available in the form of an ETF (exchange traded fund) from a broker, which might prove to be better way own them relative to buying the individual bonds.  A particular advantage of the ETF is that it provides diversification that can be harder to achieve in buying individual bonds.  TIPS are also available in regular mutual funds, which is probably the most convenient way to hold them, but again there is a management fee involved.  Mutual funds also provide diversification and there are some fairly low fee funds available.

How about taxes?  Should the investor be aware of how taxes work?

Yes.  TIPS can create complications with taxes in taxable portfolios.  Although they are generally exempt from state and local taxes, they are not exempt from Federal taxes.  As you would expect, interest paid is considered ordinary income.  But, any inflation adjustment to the principal is also considered ordinary income when the adjustment occurs, even though it is not paid until maturity.  It is advisable to speak with a tax professional when investing in TIPS to assure that the tax implications are dealt with appropriately.  Alternatively, holding TIPS in a non-taxable or tax-deferred account (such as a IRA) can make a lot of sense.  

One advantage of buying TIPS through a reputable mutual fund is that there is someone helping to sort out the tax issues for you.

In conclusion, how should the investor think about TIPS in Asset Allocation?

TIPS are an important consideration for a diversified portfolio, particularly one that includes a reasonable allocation to bonds.  As the allocation to bonds increases, say for a person in retirement, the need to consider TIPS increases.   As the equity allocation of a portfolio drops, so does a portfolio’s ability to grow at least at the rate of inflation, so it makes sense to consider an option like TIPS.  Further, TIPS in any portfolio provides diversification benefits that should reduce overall risks.  The correlation between TIPS and stocks tends to be quite low over time and can be negative at times, providing very good diversification.  

