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Perspectives

With the COVID vaccine’s worldwide distribution and adoption 
starting last week, many investors are aiming to project an 
inflation outlook driven by the return of furloughed workers 
and impending economic recovery and adjust portfolios with 
inflation protection in mind. 
Marquette monitors inflation expectations on a monthly basis. Exhibit 1 shows 
where inflation is versus where the market expects it to go. Currently, inflation is 
still shy of the Federal Reserve’s targeted 2%. The market-implied inflation has 
historically led actual inflation with actual inflation eventually converging with 
market-implied inflation. More recently, actual inflation has persisted in being 
slightly above market expectations.
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Exhibit 1:  Inflation Still Shy of Federal Reserve’s Targeted 2%

Note: Market-implied based on 10-year breakeven inflation rate minus 50bp, as Core PCE is typically 50bp lower than 
CPI, and the 10-year breakeven inflation is based on CPI.
Source: Federal Reserve, latest data available as of November 30, 2020.
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While a recovery from the pandemic may drive short-term inflation higher, the longer-term expected 
trajectory for inflation remains low given the overabundance of oil and the flexibility of oil producers to turn 
oil rigs on and off as well as the growth of the services and technology sectors that rely less on commodities. 
Furthermore, last month’s election results (assuming at least a split in the Georgia Senate run-off elections 
on January 5th) likely equate to a lower inflationary environment than one had the Democrats swept the 
White House and Congress.

Nonetheless, we examined how the key asset classes in institutional portfolios behave in rising or declining 
inflation environments, and ultimately determined the best asset classes that serve as inflation hedges 
while also providing strong total return and efficiency ratios. In particular, we investigated if TIPS1 offer 
superior inflation protection compared to other common portfolio constituents. Ultimately, we conclude 
that TIPS represent a suboptimal asset class in which to hold exposure and there are a number of asset 
classes that provide better inflation protection, total return, downside protection, and stronger efficiency 
than TIPS.

ASSESSMENT
As shown in Exhibit 2 on the following page, we profiled the longest common annual returns of the key 
asset classes ranging from the Bloomberg Barclays Aggregate index representing core bonds to the FTSE/
NAREIT All Equity REITs index representing real estate. TIPS were represented by the Bloomberg Barclays 
U.S. TIPS index. While not profiled, private equity could ultimately be viewed as an extension of public 
equity; likewise, private credit an extension of public credit.

Hypothetical diversified portfolios comprised of each of the above key asset classes were analyzed in 
order to compare the effect of TIPS on an overall diversified portfolio:

 � The “Portfolio w/o TIPS” holds a 60/40 portfolio of 25% core bonds, 5% bank loans, 5% high yield, 
5% emerging markets debt (“EMD”), 30% U.S. equities, 20% non-U.S. equities, and 10% real estate; 

 � The “Portfolio w/ TIPS from Core Bonds” takes 5% from core bonds to put into a 5% TIPS allocation; 

 � The “Portfolio w/ TIPS from U.S. Equities” takes 5% from U.S. equities to put into a 5% TIPS allocation; 

 � The “Portfolio w/ TIPS from Real Estate” takes 5% from real estate to put into a 5% TIPS allocation.

The bottom rows of the upper table show CPI at the end of each year, the change in CPI per year, and 
the CPI movement, whether up or down that year based on the change in CPI. The lower table takes 
the average return of the CPI up years and CPI down years for each index and hypothetical diversified 
portfolio, along with their volatility measured as standard deviation and modified Sharpe ratio (taken as 
the average return divided by average standard deviation) as a measure of efficiency.
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Exhibit 2:  Annual Returns & Average Returns During Accelerating/Decelerating Inflation Years (%) 

Sources: Federal Reserve, eVestment.

ANNUAL 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

Bloomberg 
Barclays Agg

8.7 -0.8 11.6 8.4 10.3 4.1 4.3 2.4 4.3 7.0 5.2 5.9 6.5 7.8 4.2 -2.0 6.0 0.5 2.6 3.5 0.0 8.7

CS Leveraged 
Loan

5.3 4.7 4.9 2.6 1.1 11.0 5.6 5.7 7.3 1.9 -28.8 44.9 10.0 1.8 9.4 6.2 2.1 -0.4 9.9 4.2 1.1 8.2

Bloomberg 
Barclays HY

1.9 2.4 -5.9 5.3 -1.4 29.0 11.1 2.7 11.8 1.9 -26.2 58.2 15.1 5.0 15.8 7.4 2.5 -4.5 17.1 7.5 -2.1 14.3

JPM EMBI Global 
Diversified

-8.1 19.6 12.7 9.7 13.7 22.2 11.6 10.2 9.9 6.2 -12.0 29.8 12.2 7.3 17.4 -5.3 7.4 1.2 10.2 10.3 -4.3 15.0

S&P 500 28.6 21.0 -9.1 -11.9 -22.1 28.7 10.9 4.9 15.8 5.5 -37.0 26.5 15.1 2.1 16.0 32.4 13.7 1.4 12.0 21.8 -4.4 31.5

MSCI EAFE 20.0 27.0 -14.2 -21.4 -15.9 38.6 20.2 13.5 26.3 11.2 -43.4 31.8 7.8 -12.1 17.3 22.8 -4.9 -0.8 1.0 25.0 -13.8 22.0

FTSE/NAREIT All 
Equity REITs

-17.5 -4.6 26.4 13.9 3.8 37.1 31.6 12.2 35.1 -15.7 -37.7 28.0 28.0 8.3 19.7 2.9 28.0 2.8 8.6 8.7 -4.0 28.7

Bloomberg 
Barclays U.S. TIPS

3.9 2.4 13.2 7.9 16.6 8.4 8.5 2.8 0.4 11.6 -2.4 11.4 6.3 13.6 7.0 -8.6 3.6 -1.4 4.7 3.0 -1.3 8.4

Portfolio w/o TIPS 12.9 12.4 0.6 -3.5 -6.2 24.2 13.0 6.9 16.0 4.6 -25.6 25.2 12.4 1.7 13.4 14.5 8.0 0.5 7.2 14.4 -4.7 20.8

Portfolio w/ TIPS 
from Core Bonds

12.7 12.5 0.6 -3.5 -5.9 24.4 13.2 7.0 15.9 4.8 -26.0 25.5 12.4 2.0 13.6 14.1 7.9 0.4 7.3 14.4 -4.8 20.8

Portfolio w/ TIPS 
from U.S. Equities

11.7 11.4 1.7 -2.5 -4.3 23.2 12.9 6.8 15.3 4.9 -23.9 24.5 11.9 2.3 13.0 12.4 7.5 0.3 6.8 13.5 -4.6 19.6

Portfolio w/ TIPS 
from Real Estate

14.0 12.7 -0.1 -3.8 -5.6 22.7 11.8 6.5 14.3 5.9 -23.8 24.4 11.3 2.0 12.8 13.9 6.8 0.3 7.0 14.1 -4.6 19.8

CPI 1.6 2.7 3.4 1.6 2.5 2.0 3.3 3.3 2.5 4.1 0.0 2.8 1.4 3.1 1.8 1.5 0.7 0.6 2.1 2.1 1.9 2.3

Change in CPI -0.8 1.1 0.8 -1.8 0.9 -0.4 1.3 0.0 -0.8 1.6 -4.1 2.8 -1.4 1.6 -1.3 -0.2 -0.9 0.0 1.4 0.0 -0.2 0.4

CPI Movement                      

AVERAGE Up Years 
Return

Up Years 
Volatility

Up Years 
Sharpe

Down Years 
Return

Down Years 
Volatility

Down Years 
Sharpe

All Years 
Return

All Years 
Volatility

All Years 
Sharpe

Bloomberg Barclays 
Aggregate

6.1 3.8 1.6 4.0 3.3 1.2 5.0 3.6 1.4

CS Leveraged Loan 8.7 13.0 0.7 2.6 10.5 0.3 5.4 11.8 0.5

Bloomberg Barclays 
High Yield

11.0 18.0 0.6 4.9 13.4 0.4 7.7 15.6 0.5

JPM EMBI Global 
Diversified

13.6 6.9 2.0 5.1 10.7 0.5 9.0 9.9 0.9

S&P 500 10.0 16.6 0.6 8.6 19.7 0.4 9.2 17.9 0.5

MSCI EAFE 9.6 18.5 0.5 5.2 23.1 0.2 7.2 20.8 0.3

FTSE/NAREIT All 
Equity REITs

12.4 15.9 0.8 10.0 22.3 0.5 11.1 19.2 0.6

Bloomberg Barclays 
U.S. TIPS

9.3 4.8 2.0 2.2 5.1 0.4 5.5 6.0 0.9

Portfolio w/o TIPS 9.4 9.6 1.0 6.3 13.1 0.5 7.7 11.5 0.7

Portfolio w/ TIPS 
from Core Bonds

9.5 9.6 1.0 6.2 13.2 0.5 7.7 11.5 0.7

Portfolio w/ TIPS 
from U.S. Equities

9.3 8.7 1.1 5.9 12.2 0.5 7.5 10.7 0.7

Portfolio w/ TIPS 
from Real Estate

9.2 9.2 1.0 5.9 12.4 0.5 7.4 10.9 0.7

CPI 2.8 0.7 4.4 1.6 0.9 1.8 2.2 1.0 2.2

Change in CPI 1.2 0.8 1.5 -1.0 1.1 -0.9 0.0 1.5 0.0

Equities, real estate, high yield, 
and EMD are excellent inflation 
hedges. 

TIPS do not provide as much downside 
protection as core bonds in unexpected 
spread-widening or taper tantrum events.

Portfolio provides roughly the same 
efficiency with or without TIPS.
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FINDINGS
We determined several key takeaways:

1. Equities, real estate — and perhaps surprisingly — high yield and EMD2 appear to be effective inflation 
hedges as they provided returns as high as 13.6% in years with rising (i.e., accelerating, an upwards 
move in) inflation. Highlighted in the far left of the lower table, equities, real estate, high yield, and EMD 
provide the most attractive returns — and therefore stronger inflation protection — in up years (years 
when inflation as measured by CPI rose, or accelerated). TIPS do hedge against inflation but slightly lag 
these four asset classes, as TIPS provided returns of 9.3% in years with rising inflation. Shown in the very 
bottom of the lower table, CPI rose an average of 2.8% in these “up” years, while CPI’s acceleration, 
or pace of change, was 1.2% in an upwards direction. In contrast, the “Down Years Return” column 
shows that CPI rose only an average of 1.6% and had a deceleration of 1.0% in “down” years, when CPI 
fell. In these down years, TIPS provided only 2.2% in average annual return, while equities, real estate, 
high yield, and EMD provided returns of 5.1% to 10.0%. This result is not entirely surprising given that 
TIPS are designed to keep pace during periods of inflation, and due to their design will predictably 
underperform when inflation is negative.

2. Collectively across all time periods, TIPS provide inferior total return vs. equities, real estate, high 
yield, and EMD.3 Highlighted in the middle right of the lower table, the average long-term return for 
TIPS was only 5.5% versus 9.2% for U.S. equities and 11.1% for real estate, the two other key inflation-
protecting asset classes. Moreover, TIPS do not provide as much downside protection as core bonds 
in unexpected spread-widening or taper tantrum events. Highlighted in the upper table, core bonds 
offered much stronger protection than TIPS during the major spread-widening of the 2008 housing 
crisis as well as the taper tantrum — prospect of higher rates — of 2013. TIPS are Treasury bonds after 
all and therefore highly interest rate sensitive, more so than a diversified portfolio of Agg bonds, as 
shown by the data.

3. A portfolio provides roughly the same efficiency, i.e., same modified Sharpe ratio, with or without TIPS. 
In other words, adding TIPS is not accretive to a portfolio. Highlighted in the bottom right of the lower 
table, the four hypothetical diversified portfolios with or without TIPS all provide the same efficiency as 
measured by the modified Sharpe ratio. As such, an investor may be better served by obtaining volume 
pricing discounts with an equity, real estate, and bond portfolio, without TIPS.

CONCLUSION
In conclusion, we would recommend a diversified portfolio that includes equities, real estate, high yield, 
and EMD as inflation protection asset classes. Based on the data analyzed, an allocation to TIPS does 
not appear to be particularly efficient compared to other asset classes. It is worth noting that since the 
inception of TIPS, we have not seen a cycle of high inflation. However, over the course of the 21-year history 
of TIPS other asset classes have provided stronger returns not only when inflation is moving higher, but 
across entire market cycles as well. At the end of the day, a diversified portfolio of equities, real estate, and 
fixed income without TIPS should have just as much efficiency as one with TIPS, but the portfolio without 
TIPS may benefit from volume pricing discounts from its equities, real estate, and fixed income due to 
larger allocations in the absence of TIPS.
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NOTES
1 Treasury Inflation-Protected Securities are issued by the U.S. Treasury with the aim of providing protection against inflation. The 
principal of a TIPS increases with inflation and decreases with deflation, as measured by the Consumer Price Index. When a TIPS 
matures, the holder is paid the adjusted principal or original principal, whichever is greater.
2 High yield bonds and emerging markets debt, while technically classified as fixed income, qualify as strong inflation protectors in 
our analysis here because they very much have equity beta. They are strongly correlated with equities. This is because of their higher 
credit risk. In the case of high yield bonds and sub-investment grade EMD, they are lower in the capital stack of the liabilities side of a 
corporate or sovereign issuer’s balance sheet, and therefore closer to being an equity issuance. High yield bonds are not secured by 
the assets of the issuer, and EMD is typically issued by lower-rated emerging market countries or corporate issuers. This intrinsic 
higher risk and equity beta are factored into both their higher yield and wider spreads, which then tighten in during inflationary 
periods resulting in capital appreciation, thus providing for the inflation hedge.
3 The data goes back to 1998, providing us 21 years of documented performance, because the TIPS index did not begin until January 
1997 when the first TIPs were auctioned. 1998 was used as the first year wherein a full year of data was available for all indices. 
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