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The Day Ahead: Another Look at Inflation
as The Enemy

It's too easy and too common for experts and casual observers alike to
discuss bond markets through the lens of inflation. It's easy and common
because inflation is always a consideration for bonds. To understand exactly
why this is, consider an example where you give me $100 today and | agree to
pay you 11 payments of $10 dollars this year. That's a 10% return in dollars,
butit's only a 10% return in value if there's no inflation. For instance, if the
$110 you'll ultimately get back would buy a new pair of shoes today, if
inflation rises, those same shoes might cost $140 next year. So you're $10
return would be more like a $30 loss if inflation were completely out of
control.

Those numbers aren't realistic when it comes to overall inflation metrics, but
it helps illustrate the point. All other things being equal, bond yields are
generally higher than inflation, because absent artificial boosts (like Fed
buying), investors wouldn't make money if yields were lower than inflation.

TIPS (Treasury inflation-protected securities) offer investors a Treasury yield
that's protected from inflation fluctuations (based on the mainstream
inflation reported via CPI). This lets us see the "non-inflation-related
component" of 10yr yields. Subtracting that from the 10yr yields leaves us
with implied inflation expectations. All of the above can be seen in the chart
below (expressed in "change from 1/1/2018").
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Inflation hasn't been helping bonds, but

it's responsible for less than half of the

damage seen so far in 2018. The

non-inflation-related component of

10yr yields has exclusively driven

this week's move.
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MBS & Treasury Market Data

Price/Yield  Change
MBS UMBS 6.0 100.61 +0.22
MBS GNMA 6.0 100.74 +0.21
10 YR Treasury 42818 -0.0784
30 YR Treasury 44857 -0.0440

Pricing as of: 7/5 5:59PM EST
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Average Mortgage Rates

Rate Change Points
Mortgage News Daily
30 Yr. Fixed 7.03% -0.05 0.00
15 Yr. Fixed 6.44% -0.01 0.00
30 Yr. FHA 6.50% -0.05 0.00
30 Yr. Jumbo 7.24% -0.01 0.00
5/1 ARM 7.05% -0.02 0.00
Freddie Mac
30 Yr. Fixed 6.95% +0.09 0.00
15 Yr. Fixed 6.25% +0.09 0.00
Mortgage Bankers Assoc.
30 Yr. Fixed 7.03% +0.09 0.62
15 Yr. Fixed 6.56% +0.09 0.54
30 Yr. FHA 6.90% +0.11 0.95
30 Yr. Jumbo 7.11% -0.01 0.50
5/1 ARM 6.38% +0.11 0.54

Rates as of: 7/5

The interest rates provided in this newsletter are national averages from independent data sources. Rate/APR terms may differ from those listed above based on the
creditworthiness of the borrower. All information provided "as is" for informational purposes only, not intended for trading purposes or financial advice.

Read or subscribe to my newsletter online at: http://housingnewsletters.com/richhomeloans
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Bottom line, inflation isn't helping, but the non-inflation-related component is doing much more damage--especially
recently. This has to do with factors like growth, monetary policy (i.e. Fed hikes and bond-buying plans), and fiscal policy (i.e.
more Treasury supply/issuance to pay for stuff like the tax bill and infrastructure plans).

In the bigger picture, bonds remain in bad shape as the yield curve is making a serious move back toward higher/steeper
levels. That means 10 and 2yr yields are getting farther apart after massive amounts of tightening in recent years. There's
likely a limit as to how much the curve will re-steepen (2yr yields aren't likely to fall and 10yr yields can only go so high
before doing damage to the economy), but until that limit is realized, the steepening trade will continue adding to outright
weakness in longer-term bonds like 10yr Treasuries and MBS.
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