
For many years, especially during the rampant inflation of the 1970s and early 1980s, 

investors looked for a way to protect their portfolios from rising inflation. While some other 

countries were quicker to act, the U.S. Treasury responded by issuing the first Treasury 

Inflation-Protected Security (TIPS) in January 1997. Inflation expectations in the United States 

have risen over the past few months and, as a result, investors have begun evaluating how to 

position their portfolios for an inflationary environment. Although inflation remains much 

more subdued in developed markets than in emerging markets, hedging against rising 

inflationary pressures still makes sense as part of a broader asset allocation strategy.

TIPS are now one of the most popular ways for investors to hedge against the threat of 

inflation. However, after a 30-year bull market in fixed income, and large-scale asset 

purchases by the Federal Reserve (Fed) in the form of two rounds of quantitative easing, 

bonds in general, and U.S. Treasuries in particular, look expensive. In addition, many investors 

do not understand how TIPS actually work, failing to realize that they simply neutralize the 

impact of unexpected inflation, rather than take advantage of it to enhance returns. As a 

result, we believe that there are a number of better options that investors should consider in 

an effort to protect their portfolios in a rising inflation and interest rate environment.

What are TIPS?

Treasury Inflation-Protected Securities, or TIPS, are marketable Treasury securities whose 

principal is adjusted according to changes in the non-seasonally adjusted Consumer Price 

Index for all urban consumers (CPI-U). TIPS are auctioned in 5-, 10- and 30-year maturities and 

offered in multiples of $100. The Treasury provides daily TIPS Inflation Index Ratios, which 

allow investors to calculate the change in principal resulting from changes in CPI. In an 

inflationary environment, the principal is adjusted upward, and in a deflationary environment, 

the principal is adjusted downward, resulting in an increase or decrease in interest payments, 

respectively. However, TIPS have one safeguard against deflation: If the adjusted principal is 

less than the security’s original principal at maturity, investors will receive the original 

principal amount.

Treasuries, TIPS and QE2

Since the Treasury first issued TIPS in 1997, the massive increase in supply has helped 

generate growing demand for these securities. There were approximately $7.4 billion in 
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outstanding TIPS in February 1997 (the first month the 

Treasury reported this statistic); however, investors were 

initially unwilling to hold these securities, as they were “new” 

securities and the market for them was relatively illiquid. 

Consequently, TIPS were originally a good deal, as they 

offered an attractive yield and inflation protection1. Today, 

the TIPS market is over 85 times larger than it was in 1997, 

with approximately $641 billion of TIPS outstanding as of 

March 31, 20112. The chart below highlights the massive 

growth in the TIPS market over the past 10 years, as 

measured by TIPS held by the public.

Chart 1: The TIPS Market Has Grown Significantly
TIPS held by the public, $ bn

Sources: U.S. Treasury, FactSet, J.P. Morgan Asset Management

By creating a more liquid market, the increase in supply has 

led to an increase in demand for TIPS, which has pushed real 

yields lower over the past few years. In addition, the Fed’s 

Treasury purchases during the second round of quantitative 

easing, or QE2, also have contributed to higher prices and 

lower yields and, although the majority of its asset purchases 

were concentrated in 5- to 10-year nominal Treasuries, some 

included TIPS. In fact, as of March 31, 2011, the Fed had
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1 Monthly Statement of the Public Debt. U.S. Treasury. February 1997.
2 Monthly Statement of the Public Debt. U.S. Treasury. March 2011.
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The TIPS market has grown 
by over $500bn since 

January 2001

purchased just over $14 billion of the proposed $18 billion in 

TIPS purchases, and approximately 87% of the TIPS that have 

been issued since QE2 began3.

TIPS: The great neutralizer

A combination of stronger growth, a rising stock market and 

higher interest rates have all caused concerns about 

deflation to abate and inflation expectations to increase. As a 

result, some investors have invested in TIPS with the belief 

that they are one of the best ways to protect their portfolios 

in an environment of rising inflation. What they have failed to 

realize, however, is that while TIPS will provide inflation 

protection, they simply neutralize inflation, as opposed to 

other strategies that can capitalize on it.

TIPS will adjust their value to compensate investors for any 

increase in inflation, but, as shown in the chart below, their 

real yields are currently extremely low. This suggests that 

TIPS may not be the best investment, especially for those in 

search of income.

Chart 2: 10-year TIPS Yields Are Extremely Low

Sources: U.S. Treasury, Federal Reserve, J.P. Morgan Asset Management
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3 H.4.1 – Factors Affecting Reserve Balances. Federal Reserve. March 
2011.
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Interestingly, changes in TIPS yields tend to track movements 

in nominal Treasury yields fairly closely, and the two have 

had a strong correlation of 0.68 since 19974, as shown in the 

chart below.

Chart 3: 10-year TIPS Yields Track 10-year Nominal Treasury 
Yields Closely

Sources: U.S. Treasury, FactSet, J.P. Morgan Asset Management

Given this dynamic, a sell-off in nominal Treasuries would 

likely affect the TIPS market, sending prices lower and yields 

higher, as TIPS only provide protection against unexpected 

inflation. For example, because inflation is only one of the 

drivers of interest rates, TIPS can still lose value if one of the 

other drivers of interest rates – the real risk-free rate or 

credit premium – are pushing rates higher. While the 

creditworthiness of the U.S. seems stable in the immediate 

future, the increasing federal debt and deficit should remind 

investors of the continued need to monitor the U.S. fiscal 

situation, as any decline in creditworthiness could result in 

higher interest rates and lower prices on U.S. Treasuries, 

including TIPS, going forward.

Last week, Fed Chairman Ben Bernanke stated that QE2 will 

be completed on schedule at the end of June 2011. Given the 

large role that the Fed has played in the Treasury market 

over the past year and a half, its removal as one of the major 

buyers of Treasuries could cause Treasury prices to fall. 

Thus, with interest rates likely set to rise, TIPS will only 

provide moderate protection in a rising rate environment, as 

inflation is not the only factor that affects interest rates. 

Furthermore, given their lack of yield, ability to only 

neutralize inflation and sensitivity to rising real rates, we 

believe there are a number of other investments that make 

as much, if not more, sense in a rising inflation environment.

The charts below and on the following page look at the 

performance of five asset classes during different inflation 

scenarios, with the “Low and Rising” environment being the 

closest to the environment that we are in today.
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Chart 4:  High and Rising Inflation
Occurred 13 times since 1971

Chart 5:  High and Falling Inflation
Occurred 7 times since 1971
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Chart 6:  Low and Falling Inflation
Occurred 13 times since 1971

Chart 7:  Low and Rising Inflation
Occurred 7 times since 1971

environment like the present, as their prices will rise along 

with inflation, helping to compensate investors for any 

erosion in purchasing power. In addition, investors can utilize 

synthetic investments, like CPI swaps, where one party pays a 

fixed rate and the other party pays a floating rate linked to 

an inflation index, to hedge inflation risk. CPI swaps can be 

used either as a stand-alone investment to take advantage of 

rising inflation, or attached to more attractively priced 

securities to hedge against inflation and possibly enhance 

returns. 

The bottom line is that there are a number of investments 

available that can actually benefit from inflation, rather than 

simply take it out of the equation. For this reason, we believe 

that investors may be better served in the current 

environment by increasing their allocation to these asset 

classes and strategies, rather than by purchasing TIPS.

Investment Implications

With inflationary pressures likely to rise going forward, 

balanced and diversified investing will remain essential. As a 

result, investors should have exposure to a variety of 

different asset classes and investment strategies. 

Specifically, despite the fact that inflation is inherently bad 

for bonds, investors should maintain some exposure to fixed 

income, as it will help reduce volatility if markets become 

choppy. Within fixed income, we prefer high-yield bonds, as 

their prices are less sensitive to rising interest rates due to 

their low duration. Additionally, high-yield bonds tend to fare 

better in a strengthening economy than other areas of fixed 

income, which should aid their performance if the economy 

continues to accelerate this year. Looking beyond fixed 

income, investors should benefit from holding stocks, 

commodities and real estate as inflationary pressures 

increase, as history suggests that these are the best 

performing asset classes in a low but rising inflation 

environment, much like the one we are in today.

However, given that the future is inherently uncertain, the 

importance of employing a balanced and diversified 

approach to investing cannot be overstated. Investors 

currently have approximately $641 billion invested in TIPS, 
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Since TIPS were not introduced until 1997, it is difficult to 

gauge how they would have performed in these different 

inflation scenarios. However, given how closely they have 

historically tracked Treasury bonds, TIPS would likely 

underperform other asset classes in a low but rising inflation 

environment. On the other hand, stocks, commodities and 

real estate historically have been the best investments in an 

Sources:  BLS, Barclay’s Capital, Robert Shiller, Federal Reserve, 
Strategas/Ibbotson, Standard and Poor’s, FactSet, NCREIF, J.P. Morgan, J.P. 
Morgan Asset Management.

High or low inflation distinction is relative to median CPI-U inflation for the period 
1971 to 2010.  Rising or falling inflation distinction is relative to previous year CPI-U 
inflation rate. Bond returns are based on the Barclays U.S. Aggregate index since its 
inception in 1976 and a composite bond index prior to that. Equity returns based on 
S&P 500 price return and annual dividend yield. Cash returns are based on the 
Barclays 1-3 Month T-Bill index since its inception in 1992 and 3-month T-Bill rates 
prior to that. Commodities returns based on GSCI. Real Estate returns are based on 
NCREIF ODCE back to 1978 and the JPMorgan Real Estate Fund prior to that.

For illustrative purposes only. Past performance is not indicative of comparable future 
returns. Data reflect most recently available as of 4/30/11.
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Contact JPMorgan Distribution Services, Inc. at 1-800-480-4111 for a fund prospectus. You can also visit us at 
www.jpmorganfunds.com. Investors should carefully consider the investment objectives and risks as well as charges and 
expenses of the mutual fund before investing. The prospectus contains this and other information about the mutual fund. Read the
prospectus carefully before investing.

Any performance quoted is past performance and is not a guarantee of future results.

Diversification does not guarantee investment returns and does not eliminate risk of loss. 

Opinions and estimates offered constitute our judgment and are subject to change without notice, as are statements of financial market 
trends, which are based on current market conditions. We believe the information provided here is reliable, but do not warrant its accuracy or 
completeness. This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. The views and 
strategies described may not be suitable for all investors. This material has been prepared for informational purposes only, and is not 
intended to provide, and should not be relied on for, accounting, legal or tax advice. References to future returns are not promises or even 
estimates of actual returns a client portfolio may achieve. Any forecasts contained herein are for illustrative purposes only and are not to be 
relied upon as advice or interpreted as a recommendation.

The price of equity securities may rise, or fall because of changes in the broad market or changes in a company's financial condition, sometimes rapidly or 
unpredictably.  Equity securities are subject to “stock market risk” meaning that stock prices in general may decline over short or extended periods of time. 

Real estate investments may be subject to a higher degree of market risk because of concentration in a specific industry, sector or geographical sector. Real 
estate investments may be subject to risks including, but not limited to, declines in the value of real estate, risks related to general and economic conditions, 
changes in the value of the underlying property owned by the trust and defaults by borrower.

Investments in commodities may have greater volatility than investments in traditional securities, particularly if the instruments involve leverage. The value of 
commodity-linked derivative instruments may be affected by changes in overall market movements, commodity index volatility, changes in interest rates, or 
factors affecting a particular industry or commodity, such as drought, floods, weather, livestock disease, embargoes, tariffs and international economic, 
political and regulatory developments. Use of leveraged commodity-linked derivatives creates an opportunity for increased return but, at the same time, 
creates the possibility for greater loss.

The S&P 500 Index is widely regarded as the best single gauge of the U.S. equities market. This world-renowned index includes a representative sample of 
500 leading companies in leading industries of the U.S. economy. Although the S&P 500 Index focuses on the large-cap segment of the market, with 
approximately 75% coverage of U.S. equities, it is also an ideal proxy for the total market. An investor cannot invest directly in an index. 

The NCREIF-ODCE, short for NCREIF Fund Index - Open End Diversified Core Equity, is the first of the NCREIF Fund Database products and is an index of 
investment returns reporting on both a historical and current basis the results of 26 open-end commingled funds pursuing a core investment strategy, some of 
which have performance histories dating back to the 1970s. The NFI-ODCE Index is capitalization-weighted and is reported gross of fees. Measurement is 
time-weighted. NCREIF will calculate the overall aggregated Index return. 

The Barclays Capital U.S. Aggregate Index represents securities that are SEC-registered, taxable, and dollar denominated. The index covers the U.S. 
investment grade fixed rate bond market, with index components for government and corporate securities, mortgage pass-through securities, and asset-
backed securities. These major sectors are subdivided into more specific indexes that are calculated and reported on a regular basis. 

The Barclays Capital 1-3 Month U.S. Treasury Bill Index includes all publicly issued zero-coupon U.S. Treasury Bills that have a remaining maturity of less 
than 3 months and more than 1 month, are rated investment grade, and have $250 million or more of outstanding face value. In addition, the securities must 
be denominated in U.S. dollars and must be fixed rate and non convertible. 

The S&P GSCI Index is a composite index of commodity sector returns representing an unleveraged, long-only investment in commodity futures that is 
broadly diversified across the spectrum of commodities. The returns are calculated on a fully collateralized basis with full reinvestment. Individual components 
qualify for inclusion in the index on the basis of liquidity and are weighted by their respective world production quantities.

J.P. Morgan Asset Management is the marketing name for the asset management businesses of JPMorgan Chase & Co. Those businesses 
include, but are not limited to, J.P. Morgan Investment Management Inc., Security Capital Research & Management Incorporated and J.P. 
Morgan Alternative Asset Management, Inc. 

JPMorgan Distribution Services, Inc., member FINRA/SIPC
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which may be $641 billion invested in the wrong place, given that the inflation protection gained from TIPS appears to be inferior 

to other available options. Thus, as actual inflation and inflation expectations increase, it will be important for investors to

understand that there are a number of ways, other than purchasing TIPS, that they can protect their portfolios and generate 

attractive returns in a rising inflation and interest rate environment.


