Market Notes by Chris Belchamber, 4/01/03


Treasury Inflation Protected Securities

This week I am going to write only about Treasury Inflation Protected Securities (TIPS). It seems almost no-one has heard of TIPS and those that have don’t appear to fully understand them. Yet in my opinion they offer phenomenal and unique characteristics. It is my own belief that every investor should have at least some allocation to these assets as a key part of their long term investment plan. 

A Short History


Institutional investors found it almost impossible in the 1970s to find investments that would be able to keep up with, let alone beat inflation.  Both the equity market and the property market, which are often regarded as effective hedges against inflation, had experienced very poor returns at various stages during that decade.

The demand for real returns (the return relative to inflation) with the inflation return guaranteed, emerged principally from pension funds. Their liabilities are linked to the earnings of their members which rise with inflation.  If pension fund assets are unable to keep pace with earnings and inflation any resulting deficiency falls on the private sector.  This was seen as a significant threat to the viability of the whole pension fund industry.

The UK government issued the first inflation-linked bonds in 1981, ironically just as inflation was peaking and the equity market was about to launch into maybe the biggest bull market in history.  In the US, the Treasury Department became interested in the UK experience when it became concerned with the high budget deficits of the 1980s. The Treasury wanted to introduce variety into their funding program to help attract further investment. So they produced their own version, TIPS, some years later. 

So what are TIPS?

I’m going to quote directly from the US Treasury Department’s website (www.savingsbonds.gov/sec/seciis.htm).

“Principal

Based on the Consumer Price Index, the leading measurement of inflation, we adjust the principal value of your TIPS. At maturity we redeem the security at its inflation-adjusted principal amount or its original par value, WHICHEVER IS GREATER.”

OK, I put in the capitals. Why? Because what those three words mean is that not only will TIPS protect you from inflation but if you can buy them near par ($100 per $100 nominal value of the bond) they will also protect you from deflation. WOW! I will expand on this later but let’s finish the definition by going back to the Treasurys web site.

“Interest

Like other notes and bonds, TIPS pay a fixed rate of interest. But this fixed rate of interest is applied not to the par amount of this security, but to the inflation-adjusted principal. So, if inflation occurs throughout the life of your security every interest rate will be greater than the previous one. On the other hand, in the rather unusual event of deflation, your interest payments will decrease.”

Example and Stress Test

The most recent TIPS issue, in July 2002, was 3% July 15 2012. As an example, I have calculated the payments that would be received with a constant rate of inflation over a 10 year period, at three different inflation rates 5%, 10% and -5%.  These securities are issued, or can be purchased at the initial auction, near a price of 100 (par).

             5% inflation          10% inflation         -5% inflation

Year 1

1.54                     1.57                        1.46

                          1.57                     1.65                       1.42

Year 2                 1.61                     1.73                       1.39

                          1.65                     1.81                       1.35

Year 3                 1.69                     1.90                       1.32

                          1.74                     2.00                       1.29

Year 4                 1.78                     2.09                       1.25

                          1.83                     2.20                       1.22

Year 5                 1.89                     2.30                       1.19

                          1.91                      2.42                      1.16  

Year 6                 1.96                      2.53                      1.13

                          2.01                      2.66                      1.10 

Year 7                 2.06                      2.79                      1.07 

                          2.11                      2.92                      1.05

Year 8                 2.16                      3.07                      1.02 

                          2.22                      3.22                      1.00

Year 9                 2.27                      3.37                      0.97

                          2.32                      3.54                      0.94  

Year 10               2.38                      3.71                      0.92

                 2.44                       3.89                      0.90

Maturity Value 162.89                   259.37                   100.00

             --------                   --------                  --------

Total               202.04                  310.74                    123.15

Let’s put these returns into perspective for an investor with an initial purchase at 100 who holds on until the bond matures 10 years later:

1. The principal value of your initial investment is secure, no matter what inflation or deflation occurs.

2. You will receive a positive return, both in nominal terms and relative to inflation, no matter what inflation does.

3. In a deflationary environment one would expect equities, property, and most corporate bonds to produce negative returns. So TIPS would outperform all of these assets classes. Fixed income Treasury Bonds would, however, be likely to outperform TIPS.

4. In a moderate inflation environment it is not clear what would perform best. See below for an analysis over the last 6 years.

5. In a high inflation environment, let’s say over 5%, it is likely that TIPS would outperform any other asset class with the possible exception of certain commodities.

Phenomenal Risk/Return Characteristics

Let’s put this all together. TIPS purchased at par are very low risk assets. A positive return on your capital is government guaranteed whatever happens, inflation or deflation. In any extreme macro-economic environment, deflation or high inflation, Tips will outperform almost all other asset classes. 

For an investor who wants to buy and hold an asset and be sure that no matter what happens the principal invested is safe, and is guaranteed to beat inflation, this is clearly a highly attractive vehicle.  If purchased directly at auction and held to maturity, investment costs (commission and management fees) are zero. These assets put backbone into any portfolio and offer genuine diversification.

Given these attractive characteristics I believe that the asset allocation to Tips should be significant. I suggest investors should have around 25% allocated to these assets. My own allocation is much higher.

Performance of TIPS in the last 6 years

The January 3.375% 2007 TIPS was issued in January 1997 at 100. It is now priced at 124.6 and even without calculating the inflation increase on the interest payments it has paid 20.25 in total income. So this security has returned over 45% over the last 6 years. This security now has less than four years until it matures. With the passage of time these securities have increasingly less price volatility, an additional low risk feature. At the beginning of 1997 the S&P 500 stood at 741 and now stands at 863. Assuming an average 2% dividend yield on the S&P 500 this produces a return of around 29% and I think you will agree equities have a much higher risk factor.

So an investor would have beaten the performance of the S&P 500 over a six year period, with no risk to invested capital simply by buying a TIPS issue at auction and holding on! No investment costs, no worries.


Valuation


The real yield on the 10 year TIPS has been in the range of around 1.5% to 4.5%. The current real yield of 1.95% is therefore relatively low on a historical basis. Valuation also depends on the relative attractiveness of alternative long term assets as well as the economic outlook. At the current time I would add exposure to the sector only cautiously or even better, wait until the next auction. 

Current prices and real yields are available at www.bloomberg.com/markets/C13.html.

Some further tips on TIPS 

Please understand that you only get full deflation protection when you buy these assets at par or below. All current issues have appreciated to well above par in the secondary market as inflation has been rising and real yields (the yield assuming zero inflation) have been falling. If real yields rise and/or inflation were to fall you could lose money buying these issues, because they are currently priced well above par. This is why it is better to focus new purchases on the auctions where the initial price is around 100.

For a similar reason it is much more attractive to buy individual issues directly. Mutual funds will not necessarily take full advantage of the benefit of purchasing at or below par. Also, they will charge a fee, which you do not need to incur.  Furthermore, they involve more risk. If you own an individual issue the market exposure of your holding increasingly becomes less volatile as its maturity date gets closer, and it eventually turns back into cash in your account when it matures. A fund will stay invested and never matures, so it will be exposed to much more downside risk. For this reason, I believe that for government bonds, it is usually the case that mutual funds are an unattractive vehicle.

 Prices for these securities are available in normal market hours everyday, for cash settlement the next day. However, for small amounts, and depending on your broker the secondary market prices can be wide.  But long term investors can largely avoid the secondary market. This is achieved by buying these securities at auction and being a long term investor. 

The next auction of a new TIPS security is scheduled for July 9th.  Put the date in your Calendar!

For information about government security auctions go to www.publicdebt.treas.gov/sec/secauc.htm .

Notice

All material presented herein is believed to be reliable but we cannot attest to its accuracy. Investment recommendations may change and readers are urged to check with their investment counselors before making any investment decisions.

Opinions expressed in these reports may change without prior notice. Chris Belchamber (the author) may or may not have investments or positions in any assets or derivatives cited above.

Communications from the author are intended solely for informational purposes. Statements made by various authors, advertisers, sponsors, and other contributors do not necessarily reflect the opinions of the author, and should not be construed as an endorsement by the author, either expressed or implied. The author is not responsible for typographic errors or other inaccuracies in the content. We believe the information contained herein to be accurate and reliable. However, errors may occasionally occur. Therefore, all information and materials are provided “AS IS” without any warranty of any kind
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