
BOND CONCEPTS

Understanding Treasury Inflation-
Protected Securities (TIPS)
Inflation is the pace at which prices increase throughout the U.S. economy, as measured by the Consumer 
Price Index (CPI). Inflation becomes a problem when there isn’t a corresponding increase in real wages to 
counteract the negative impact of rising prices. For years after the 2008 Financial Crisis, inflation was not 
a primary concern for investors, but the recent resurgence has renewed interest in protection strategies. 
Treasury Inflation-Protected Securities (TIPS) may offer a solution.

What are Treasury Inflation-Protected Securities (TIPS)?
Treasury Inflation-Protected Securities (TIPS) are bonds issued by the U.S. government whose primary feature is an 
adjustable principal that offers a degree of insulation from the effects of inflation. As inflation (the Consumer Price Index) 
rises, the principal amount or value of the bond rises in tandem. The interest rate is then applied to the new principal 
amount, and the investor receives higher interest payments. Conversely, investors will receive lower interest payments if 
deflation occurs.

TIPS are issued with maturities of 5, 10, and 30 years and are considered a low-risk investment because they are backed 

by the U.S. government. At maturity, TIPS return the adjusted principal or the original principal, whichever is greater.

TIPS’ Price Relationship to Inflation
Traditional bonds face inflation risk because the interest rate paid is fixed until maturity. As a result, the bond’s interest 
payments might not keep up with inflation. For example, if prices rise by 3% and an investor’s bond pays 2%, the investor 
has a net loss in real terms.

TIPS are designed to protect investors from the adverse effects of rising prices over the life of the bond. 

While deflation can reduce interim interest payments, investors who hold TIPS to maturity are guaranteed to receive the 
original principal. However, selling before maturity in the secondary market may result in receiving less than the initial 
investment.
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Advantages
	— Inflation protection: Both the TIPS principal and 
interest payments rise with inflation, as interest is 
calculated on the adjusted principal balance.

	— Principal security: At maturity, investors receive either 
their original principal or the higher inflation-adjusted 
amount, ensuring no loss of principal.

	— Low risk: Backed by the U.S. government, TIPS are 
considered nearly risk-free investments.

Disadvantages
	— The inflation adjustments to the principal are taxable in 
the year in which they occur, even though the inflation 
adjustments will not be paid until maturity.

	— TIPS usually pay lower interest rates than other 
government or corporate securities, so they are not 
necessarily optimal for income investors. 

	— If inflation is minimal or nonexistent while TIPS are 
held, their utility decreases. 
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DISCLOSURES
“Madison” and/or “Madison Investments” is the unifying tradename of Madison Investment Holdings, Inc., Madison 
Asset Management, LLC (“MAM”), and Madison Investment Advisors, LLC (“MIA”). MAM and MIA are registered as 
investment advisers with the U.S. Securities and Exchange Commission. Madison Funds are distributed by MFD 
Distributor, LLC. MFD Distributor, LLC is registered with the U.S. Securities and Exchange Commission as a broker-
dealer and is a member firm of the Financial Industry Regulatory Authority. The home office for each firm listed above 
is 550 Science Drive, Madison, WI 53711. Madison’s toll-free number is 800-767-0300.
Non-deposit investment products are not federally insured, involve investment risk, may lose value and are not 
obligations of, or guaranteed by, any financial institution. Investment returns and principal value will fluctuate.
This report is for informational purposes only and is not intended as an offer or solicitation with respect to the 
purchase or sale of any security and is not investment advice.
In addition to the ongoing market risk applicable to portfolio securities, bonds are subject to interest rate risk, credit 
risk and inflation risk. When interest rates rise, bond prices fall; generally, the longer a bond’s maturity, the more 
sensitive it is to this risk. Credit risk is the possibility that the issuer of a security will be unable to make interest 
payments and repay the principal on its debt. Bonds may also be subject to call risk, which allows the issuer to retain 
the right to redeem the debt, fully or partially, before the scheduled maturity date. Proceeds from sales prior to 
maturity may be more or less than originally invested due to changes in market conditions or changes in the credit 
quality of the issuer.
The Consumer Price Index (CPI) is a measure of the average change over time in the prices paid by urban consumers 
for a market basket of consumer goods and services.
Madison and its affiliates do not provide tax or legal advice. Please consult with a qualified professional for questions 
in these areas.
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