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Inflation Protected Securities 

The U.S. Treasury has recently introduced two new highly attractive fixed income investment vehicles — the Treasury Inflation Protected Security (TIP) and the I Bond. Both offer inflation protection not present in traditional bonds or bond funds. 

The TIP

A TIP is a bond, sold at auction and available in 10- or 30-year maturities. It receives a fixed, stated rate of return. But it also increases its principal by the changes in the CPI-U (the non-seasonally adjusted US city average all items consumer price index for all urban consumers, published by the Bureau of Labor Statistics). The TIP’s fixed interest payment is calculated on the inflated principal, which is eventually repaid at maturity. For example, if a $1,000 TIP had a stated (real) interest rate of four percent and the CPI-U rose two percent during the year, the investor would receive $40 in interest ($1,000 x four percent) while the principal of the note would increase from $1,000 to $1,020. The next year, the investor would receive $40.80 ($1,020 x four percent) interest. 

Such an approach enables an investor to protect against inflation while receiving a certain “real” return over a pre-determined investment horizon. Interest is paid (the real rate) and accrued (the inflation adjustment) semiannually. At maturity, the bondholder receives the greater of the inflation-adjusted value or par. A further benefit of TIPS is that they are exempt from state and local taxes (except when held in tax-deferred accounts, since states tax any distributions).


Investors should note that TIPS, like most fixed income instruments with long maturities, are subject to price risk. The following is a good example. In April 1999, the 30-year TIP (maturity 2029) was trading at par (100) and yielding 3.9 percent. By January 2000, the real yield had risen to 4.4 percent. This caused the price of the 2029 TIP to fall from 100 to 92. Of course, the reverse is true. Using the same example, by March 2000, the real yield on the 2029 TIP had fallen back to almost 4 percent, and the price of the TIP had risen to about 97. 

Another potential negative for TIP investors is the vehicle’s relative lower liquidity, which increases trading costs. TIPs’ volatility and the relatively lower liquidity may make them inappropriate instrument for investors with short investment horizons (not able to hold to maturity) or investors unwilling to accept significant principal risk.


Finally, it is important to note that an investor must pay annual federal income tax on both the real and the “unrealized” income (the amount of each year’s inflated principal). Thus, despite the loss of state-tax exemption, we believe the best place to hold a TIP is in a tax-deferred account. 


The I Bond

The other new inflation-protected vehicle is called an I Bond. An I Bond works like a TIP, in that it provides a fixed real rate of return and an inflation protection component. There are, however, significant differences. 

The fixed rate over the entire life of an I Bond is announced by the US Treasury in May and November, and it applies to all I Bonds issued during the following six months. Like zero-coupon bonds, they do not pay current interest but rather their value accrues by their total return (fixed rate plus inflation adjustment). I Bonds increase in value on the first of each month, and compound semiannually. They pay interest for up to 30 years. (An interesting side note is that it is best to purchase I Bonds at the end of the month, because the investor is then rewarded with a value increase based on returns for the entire month in which the instrument was purchased.) 

An important feature of I Bonds is that they can never decrease in value, while the value of the TIP, as described above, varies. Further, all income is deferred for tax purposes until the investor withdraws funds from the account holding the bond. The tax-deferral feature makes the I Bond a more attractive candidate than a TIP for a taxable account. As with TIPS, a further benefit of I Bonds is that they are exempt from state and local taxes (again with the exception that all distributions from tax-deferred accounts are state-taxed).


The maximum value of I Bonds that can be purchased annually is $30,000 per individual and $60,000 per married couple. They can be bought in denominations of $50, $75, $100, $200, $500, $1000 and $10,000. Although they can be redeemed at any time after six months of issue, they are intended to serve as long-term investments. Therefore, there is a prepayment penalty of three months’ interest if not held for a minimum of five years.


It is important to note that the fixed (or real) rate of return on both TIPS and I Bonds changes regularly. Investors should, therefore, evaluate which is the preferred vehicle based on current rates, the investor’s current tax situation, and whether the investment is for a taxable or tax-deferred account. These investments should be compared to the yields on short-term fixed income choices as well. While traditional short-term fixed income vehicles do not contain a specific inflation protection component, their short-term nature offers similar protection. If inflation picks up, interest rates will rise, and a short maturity structure allows the investor to quickly capture the new higher rates. 

Source: Bureau of the Public Debt Web site — http://www.savingsbonds.gov/ 
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