
DO YOU BELIEVE IN THE INFLATIONDO YOU BELIEVE IN THE INFLATION
BOGEYMAN?BOGEYMAN?
Kevin Flanagan — Head of Fixed Income Strategy

05/17/2017

One of the lynchpins behind the Federal Reserve’s (Fed) decision-making process thus far

in 2017 has apparently been the altered inflation landscape. The policy makers seem to

be more comfortable that deflationary conditions have passed and that inflation will be

“running close to the Committee’s 2 percent longer-run objective.” Does that mean that

fixed income investors should be fearful of the inflation bogeyman rearing its ugly head

anytime soon?

 

Calendar year 2017 did get off to a somewhat unexpected start on the inflation front.

Indeed, the Consumer Price Index (CPI), perhaps the most widely followed gauge on price

developments, revealed some visible upside during the winter months. According to the

Bureau of Labor Statistics (BLS), overall CPI rose as high as +2.7%1 in February on a

year-over-year basis, the strongest performance in five years. In fact, as recently as

July of last year, the figure came in as low as +0.8%2. The Fed’s preferred measure of

inflation, the price index for personal consumption expenditure (PCE) exhibited a

similar pattern, coming in at a five-year high watermark of +2.1%3 and crossing the

FOMC’s mentioned 2% threshold in the process.

 

U.S. CPI vs. U.S. CPI ex-Food & EnergyU.S. CPI vs. U.S. CPI ex-Food & Energy

Year-over-Year Change from 1/31/2010 to 4/30/2017Year-over-Year Change from 1/31/2010 to 4/30/2017

 

Interestingly, inflation has not exhibited any further upward momentum in the months

that followed. To provide some perspective, the year-over-year gains for CPI and the PCE

price index have since dropped back to +2.2%4 and +1.8%5, respectively, in the latest

data available. Core inflation, such as the CPI excluding food and energy, is another

closely monitored inflation gauge, as it removes those sometimes-volatile components and

is viewed as a better barometer of demand pressures within the underlying economic

setting. In the most recent BLS report, the 12-month increase for CPI ex-food and energy
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had slowed to +1.9%6, the lowest tally since October 2015.

 

One area of importance when focusing on the potential for higher inflation is wages. The

latest monthly jobs report did not display any further upside on this front, as average

hourly earnings rose at an annual rate of +2.5%7, well within the recent band, since this

time last year. A broader measure of compensation is the Employment Cost Index (ECI),

which includes wages and salaries as well as benefits, and is measured on a quarterly

basis. For the three months ending in March, the ECI posted a 12-month gain of 2.4%8, the

highest reading since 2008, certainly a trend for fixed income investors to keep an eye

on in the months ahead.

 

ConclusionConclusion

Inflation expectations and actual inflation data should continue to be watched closely

by both the Fed and the fixed income markets in the months ahead. Against this backdrop,

the break-even inflation rate, or the difference between the yield on a nominal bond

(such as the U.S. Treasury 10-Year note) and an inflation-linked or real yield bond with

the same maturity (such as the 10-Year U.S. Treasury Inflation-Protected Securities or T

IPS), will serve as a useful guide regarding inflation expectations. As of this writing,

that rate has actually fallen to 1.84%9, as compared to its recent high point of 2.08%10

in January. Even with this pullback in inflation expectations, the path of least

resistance still leads to the Fed implementing another rate hike at its upcoming policy

meeting on June 13/14, a development the money and bond markets have fully discounted at

this point.

 

1Source: Bureau of Labor Statistics, 5/12/2017. 

2Source: Bureau of Labor Statistics, 5/12/2017. 

3Source: Bureau of Economic Analysis, 5/1/2017.

4Source: Bureau of Labor Statistics, 5/12/2017. 

5Source: Bureau of Economic Analysis, 5/1/2017. 

6Source: Bureau of Labor Statistics, 5/12/2017. 

7Source: Bureau of Labor Statistics, 5/5/2017. 

8Source: Bureau of Labor Statistics, 4/28/2017. 

9Source: Bloomberg, as of 5/15/2017. 

10Source: Bloomberg, 5/15/2017.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONSDEFINITIONS

Federal ReserveFederal Reserve  : The Federal Reserve System is the central banking system of the

United States.

InflationInflation  : Characterized by rising price levels.

DeflationDeflation  : The opposite of inflation, characterized by falling price levels.

Consumer Price Index (CPI)Consumer Price Index (CPI)  : A measure that examines the weighted average of prices

of a basket of consumer goods and services, such as transportation, food and medical

care. The CPI is calculated by taking price changes for each item in the predetermined

basket of goods and averaging them; the goods are weighted according to their

importance. Changes in CPI are used to assess price changes associated with the cost of

living.

Personal Consumption Expenditure (PCE) Price IndexPersonal Consumption Expenditure (PCE) Price Index  : measure of price changes in

consumer goods and services in the U.S. economy.

Employment Cost IndexEmployment Cost Index  : Measure of the change in cost of labor, free from the

influence of employment shifts among occupations and industries.

10- Year Treasury10- Year Treasury  : a debt obligation of the U.S. government with an original maturity

of ten years.

TIPSTIPS  : Treasury Inflation Protected Securities.
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