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Inflation Rate and Typical Spread
Suggest Higher Interest Rates Ahead
Given that the U.S. Federal Reserve is stepping back
some of its maneuvers to keep interest rates low,
interest rates are expected to increase to more normal
levels. Normal means that interest rates are generally
dictated by the rate of inflation plus a spread. In the
case of the U.S. 10-year Treasury bond, the spread has
averaged about 2.4%, though that level has been quite
volatile. If one puts that 2.4% spread on top of the
current inflation rate of 1.5% (as of Apr. 2014), one
could expect an interest rate of 3.9% (compared with
1.8% at the end of 2012 and 2.9% at the end of 2013).
Yet, it might take some time to get there. Higher rates
are generally bad news for the economy as they tend to
slow both housing and auto activity.
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Monthly Market Commentary
Economic data from the past month revealed some
positive trends, with upbeat employment numbers for
June being the biggest headline. In addition, weekly
shopping center data from the ICSC have now broken
out to new highs; auto sales exceeded all expectations
in June despite some strong headwinds, and pending
home sales made one of their biggest jumps in the
history of the now 5-year-old recovery.
GDP: The last GDP revision was a huge bomb, now
showing a massive and unexpected first-quarter
decline of 2.9%, from a previously estimated rate of
decline of just 1.0% and the original estimate of 0.1%
growth. Two thirds of the revision was due to negative
revision to the effects of the Affordable Care Act, and
a third was due to an expected revision in net exports.
Based on the nature and size of this revision, plus a
poor consumption report for April and May, economic
growth of 2% in 2014 is now starting to look
aggressive even to the most optimistic. Because of the
consumption data in April and May, it looks like the
best-case scenario for the second quarter is now
somewhere around 3% GDP growth.
Employment: The June employment report was strong
as the economy added 288,000 total jobs compared
with the 12-month average of 208,000. Professional
and business services, which tend to be higher-paying
jobs, were the strongest sector with a gain of 67,000
versus a 12-month average of 53,000. Despite all the
positive news, the longer-term private payroll growth
rate, using an average of three months of data
compared year over year, ticked up to 2.1%, which is
right in line with the slow and steady pace we have
experienced over the past two years.
The unemployment rate decreased by 0.2%, to 6.1%.
The labor force participation rate was unchanged at
62.8%, which is a positive because it means that the
unemployment rate went down because of increased
employment and not workers leaving the job force.
Over the past year, the unemployment rate has
dropped 1.4%.
Housing: Both new homes and existing homes moved
nicely higher in May than in April and were
considerably above expectations. This may be a sign
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that interest in housing in general is improving. With
the labor market growth continuing, weather
improving, mortgage rates down again, and home
price growth slowing, the picture looks good over the
next several months, and housing may be a bright spot
in the second-quarter GDP report after negative
results in the fourth quarter of 2013 and the first
quarter of 2014.
Home price growth, however, continues to slow. Some
of the more drastic slowing in growth rates has been
on the West Coast where annually growth rates that
may have soared as much as 30% at one point have
now moderated to 20% or less, according to CaseShiller. The rest of the nation in general has seen a
slowing in price increases, but not nearly as dramatic.
Remember, we are talking about slowing growth rates
and not price declines. For the full year, Morningstar
economists are expecting 5%–6% increases in home
prices, a much more palatable level for homebuyers.
Consumption and Personal Income: The poor GDP
report for the first quarter was followed by even more
disappointing consumption data, which now showed
consumption expenditures slumped 0.2% in April and
0.1% in May. (The May data had a lot of quirks
including a large drop in food spending and a massive
swing in utility bills.) However, the month-to-month
data has proven to be exceptionally volatile, while year
-over-year data averaged over three months has shown
almost rulerlike growth at around 2.0%. The income
report provided at least a small antidote to the GDP
and consumption reports, notching its fourth
consecutive month of growth. Income growth for May
was 0.2% (or 2.4% annualized), which should have
fueled more spending growth than it did.
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Fight or Flight?
The market turmoil of 2008 has caused panicked
investors to flee to safety, from stocks and mutual
funds to risk-free investments like Treasuries and
savings accounts. However, a risk-free portfolio might
carry a high price. With their low returns and limited
growth potential, some fixed-income investments may
leave investors with little return after inflation.
Further, by dumping stocks and investing solely in
fixed income, investors are not only losing out to
inflation, but they are also missing out on an eventual
market recovery and growth. Although Treasuries at
times provided investors with a safe haven from
market volatility, they didn’t provide much protection
against inflation over the time period analyzed. The
image illustrates the current rates for fixed-income
instruments with varying maturities, as well as the
average inflation rate over the last 10 years. The yields
for intermediate- and short-term instruments
examined are currently below the average inflation.
Locking investments in Treasuries’ current yields
might not provide a long-term real return, especially
with expectations of a high inflationary environment
on the horizon. Too much allocation to conservative
investments can cause investors to forfeit long-term
growth. An allocation to equity and longer-term
bonds could position portfolios to capitalize on an
eventual rebound.
Average inflation is annual, from 2004 to 2013.
Current yields are for the month of April 2014. Past
performance is no guarantee of future results. This is
for illustrative purposes only and not indicative of any
investment. An investment cannot be made directly in
an index. Diversification does not eliminate the risk of
experiencing investment losses. Government bonds
and Treasury bills are guaranteed by the full faith and
credit of the United States government as to the
timely payment of principal and interest.
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Inflation, not Rising Rates, Biggest
Bond Threat in the Long Term
Since the beginning of 2013 when rates started to rise,
investors have been concerned about a potential
decline in bond performance. In general, bonds tend
to perform poorly in times of rising interest rates, but
by worrying about rates investors may lose sight of an
even bigger long-term threat: inflation.
Over the long term (since 1926) investors have lost
3.2% (the difference between 5.3% nominal and 2.1%
inflation-adjusted) in return every year to inflation.
Compounded over almost 89 years, the difference in
ending wealth values is astounding: A $94 nominal
value becomes only $7 when adjusted for inflation.
Investors may be well advised not to neglect inflation
risk while focusing on interest-rate risk.
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