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Overview

 The T-bond and TIPS markets are two of the largest and most-
active fixed income markets in the world. 

 Despite this, we find that there is persistent arbitrage on a 
massive scale across these two markets.

 The price of a T-bond can exceed that of an inflation-swapped 
TIPS issue exactly replicating the cash flows of the T-bond by 
more than $20 per $100 notional. Average arb is $2.92.

 T-bonds are almost always rich relative to TIPS.

 To our knowledge, the largest arbitrage ever documented.

 Poses a major puzzle to classical asset-pricing theory.

 Strategy has been successfully implemented by a number of 
hedge funds (FT, NY Times, CNBC, Bloomberg, etc. articles.)



Asset Pricing Implications

 Why study arbitrage?
 We explore determinants via regression.

 Driven by Treasury issuance.
 Driven by disruptions in the financial markets.
 Supply factors seem to dominate.

 Recent theory stresses role of capital; Duffie (2010), 
Brunnermeier and Pedersen (2009), Ashcraft, Garleanu, and 
Pedersen (2010), etc.
 Implies that arbitrages may be correlated across markets.

 We test this by examining relation between TIPS arb, 
CDS/corporate arb, and CDX Index/components arb. We also 
examine the relation between TIPS arb and arb-oriented hedge 
fund returns.
 Results provide partial support for the theory, but can’t fully explain 

the results.



Policy Implications  

 Should the Treasury issue TIPS? Two arguments against.

 Issuance of TIPS is very costly. Mispricing has exceeded $56 
billion, or 8% of amount of TIPS outstanding.

 By issuing indexed debt, Treasury gives up fiscal hedging 
option.

 Results imply that T-bond/TIPS spreads provide biased 
estimates of market’s inflation expectations.















Additional Factors

 Tax differences.

 Credit risk.

 Bid-ask spreads.

 Deflation floor.

 Repo financing.

 Collateral value.

 Eligibility for STRIPS.

 Futures.

 Foreign ownership.

 Institutional ownership.

 Microstructure.

 Supply.

 TIPS liquidity.

 Costs of shorting.

 Counterparty credit risk.

 Mispricing in inflation swaps market—The corporate axe.













Conclusion

 Large and persistent arbitrage in two of our largest and most 
active markets.

 Arbitrage driven by supply flows and liquidity in the fixed 
income markets.

 Slow-moving capital may explain some portion, but arbitrages 
that don’t involve balance sheet are related to those that do. 


