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US Inflation on the Wrong Trajectory

US core inflation is re-accelerating
« Fed will have to work harder to slow growth

e Longer dated US government bonds closer to fair value — but only if year-
end inflation forecasts are correct

« The market has been very poor at forecasting inflation

« Equity markets have downside risk
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You might also like our The Markets’ Head Has Turned and Investment Strategy Click here to
read them for free.

If there ever was a salutary lesson to be learnt from not basing an investment strategy on one
economic data, it would be what we are seeing at present. The markets’ reaction last month
to the December inflation report that showed a slight month-on-month drop in inflation and a
marked decline in the annual rate was rather upbeat. In the subsequent days, the US 10-year
government bond yield dropped to around 3.35% from 3.60%. However, there was a bit of a
reality check for the markets last week when the previous month's “encouraging” month-on-

month inflation number was quietly revised up to +0.1% from -0.1%.

Unlike what many had thought, the revision showed that US core inflation is no longer on the
comfortable downward trajectory. JP Morgan pointed out late last week that the path of US
CPl is very different from what the market previously assumed. As the charts below show, US
core inflation is now thought to be accelerating after the upward revisions to the November
and December numbers and the January data point, which cooled slightly but not as much

as expectations.
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After January’s inflation report the US 10-year is inching towards 3.90%. Also, it is worth
noting here that the 6-month treasury has already hit 5.0%.

The higher yields in the bond market have attracted some strong inflows into bond funds. In
January there were $26 bn of flows into high grade bond ETFs, well above the average of $17
bn per month in 2022.

At this point, investors shouldn’t bet strongly on any particular peak in the US Fed funds
rate because the situation remains very fluid. If we go back to August/September last year,
the market was pricing a cut in the policy rate after what it assumed to a peak in rates of
3.25%. Barely five months later, the market is now pricing a peak of 5.25%, and, as mentioned
last week, there is an increasing market positioning for a 6% peak in rates.

To make a big commitment to buying bonds, one needs to convince oneself that the level of
yields is providing sufficient return for the risks that still lurk. When an asset is volatile
investors typically eye greater return. Chart 1 shows us that the volatility in bonds (as a
measure of risk) is down from the peak in the fourth quarter of last year but remains elevated
relative to history. The MOVE index, a measure of bond volatility, is still at a level of 110,
compared with the average of 55 seen between 2017 and 2021.

Chart 1: MOVE Index of bond volatility down from its peak but still high
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One pragmatic way to look at the valuation of the bond market is to analyse the level of real
yields. Chart 2 shows the real level of the Fed funds rate and the real US 10-year bond yield.
Each data series is adjusted for the level of US consumer price inflation.

A few points to note:

1. Both the real fed funds rate and US 10-year yield are still negative. Neither interest
rates yet compensate investors for inflation. A real level of -2% is towards the lower
end of the historical range.

2. The real 10-year bond yield is still an extraordinary 50bps below the real fed funds
rate. Typically, real US 10-year yields are 100-200 bps above the real fed funds rate.

3. The Bloomberg consensus forecast for Q2 US inflation is approximately 4%. If we
believe that forecast and try to solve for where the 10-year might be, historically,
one might expect a yield of 100bps above the inflation rate and hence a 10-year yield
of 5% would seem more plausible, and not the 4% that we see today.

For the current 3.8% US 10-year yield to offer 'value' would require the inflation rate to
move back below 3% by the end of the year. The consensus so far is that inflation will indeed
be at or around 3% by the end of the year. But the consensus has often been wrong, and too
optimistic.

Chart 2: Real Fed funds rate and real US 10-year government bond yield still low by
historical standards
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We would conclude that the US 10-year yield is priced around fair value, but our analysis is
only based on the assumption that the consensus forecast for US inflation is correct. However,
there is little risk premium in yields for the wrong consensus. Over the past 12 months, the
consensus forecasts for inflation have fallen way off the mark.

As an indication of more pipeline inflation ahead, Nestle, the world’s biggest food group,
commented that it still needed to be done on raising prices to offset some of the increases in
input prices it has not been able to pass on to consumers. While it promised not to lift prices
as aggressively as it did in 2022, it did warn that consumers would have to absorb a further
round of price increases. Food and beverage companies have admitted that they have been
forced to raise prices even at the cost of market share. It is worth noting here that last week's
US producer price inflation was markedly ahead of expectations. US producer price inflation
ex-food and energy hit 5.4% against the consensus estimate of 4.9%. Clearly, companies may
be facing an accelerating rise in input prices, which is alarming.

Gary Dugan
Johan Jooste
Bill O’Neill (Consultant)

Disclaimer & Important Notice
FOR THE INTENDED RECIPIENT’S USE ONLY
The Global CIO Office operates under Purple Asset Management. This document has been prepared by Purple Asset Management Limited (“PAM” or the “Company”).

The document has been prepared on the basis of accounting and non-accounting grade information extracted from within the Company and its affiliates; and of publicly available economic
and market data sources. This information has not been verified by an independent third party and should be treated accordingly. It is furnished to you solely for your information, should
not be treated as giving investment advice and is to be kept confidential and may not be copied, reproduced, distributed, published, in whole or in part, or otherwise made available to any
other person by any recipient.

The facts and information contained herein are as up to date as is reasonably possible and are subject to revision in the future. Neither PAM nor any of its directors, officers, employees or
advisors nor any other person makes any representation or warranty, express or implied, as to the accuracy or completeness of the information contained in this document or undertakes
any obligation to provide recipients with any additional information. Neither PAM nor any of its directors, officers, employees and advisors nor any other person shall have any liability
whatsoever for losses howsoever arising, directly or indirectly, from any use of this document.

Whilst all reasonable care has been taken to ensure that the facts stated herein are accurate and that the opinions contained herein are fair and reasonable, this document is selective in
nature and is intended to provide an introduction to, and overview of, the business of PAM. Any opinions expressed in this document are subject to change without notice and neither PAM
nor any other person is under any obligation to update or keep current the information contained herein.

Such information contains “forward-looking statements” which are not historical facts and include expressions about management’s confidence and strategies and management’s
expectations about future revenues, new and existing clients, business opportunities, economic and market conditions. These statements are made on the basis of current knowledge and
assumptions. Various factors could cause actual future results, performance or events to differ materially from those described in these statements. These statements may not be regarded
as a representation that anticipated events will occur or that expected objectives will be achieved. The forward-looking statements in this document are only valid until the date of this
document and ISI does not undertake to update any forward-looking statement to reflect events or circumstances after the date hereof or to reflect the occurrence of unanticipated events.
This document is not an offer to sell securities or the solicitation of an offer to buy securities, nor shall there be any offer or sale of securities in any jurisdiction in which such offer or sale
would be unlawful prior to registration or qualification under the securities laws of such jurisdiction.
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