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Global Reflation? Treasury Inflation Protected Bonds vs Regular Bonds

Income in portfolios primarily comes from stock dividends and more stable
and secure coupon interest payments on bonds. Higher inflation, when observed as a
broad and sustained increase in the price level of goods and services, acts as a tax on
money holdings, so the practical reality for individuals receiving an income stream
could be reduced purchasing power under higher inflationary regimes. We are far
from that situation, so there is no need for alarm. Recently, we have seen a slight uptick in levels of consumer inflation not just here in the U.S., but globally, which according to some beliefs is a welcomed development indicating a move from the post
Global Financial Crisis era of low levels of inflation and growth. Below is a graph of
Consumer Price Index (CPI) inflation (top) and levels of 10-year interest rates
(bottom) in the three major developed economies of the U.S., Germany and Japan
from the summer of 2016 to the present. We can see a synchronized reflation characterized by higher levels of inflation and interest rates. A major question for participants is whether or not this reflation truly signals a new and more permanent shift or
whether it is simply a temporary cyclical move from the crisis era lows which will
fade in time as less reflationary optimism creeps back.
Managers have a few tools to help control this uncertainty in regards to the
income requirements of a portfolio. First, the bond portion of the portfolio can hold
varying maturities of regular nominal bonds which mature in short, medium and longterm durations so if a secular shift higher in interest rates occurs, then the lower yielding shorter term bonds will mature and be replaced by new and higher yielding paper
priced off the higher levels of growth and inflation. Second, inflation protection can
be purchased with inflation protected bonds when appropriate. A Treasury inflation
protected bond, mechanically does two things: It adjusts coupon payments and provides an inflation accrual which adjusts principal paid out at maturity according to
prevalent inflation dynamics as measured by the CPI. The subtle but important point
about this instrument is that it may be a useful guard against a higher future inflation
trend that comes into being provided that the higher trend that emerges was not previously expected. The breakeven inflation rate priced into 5-year Treasury inflation
protected bonds at present is around 2% which means investors should be indifferent
to owning a Treasury inflation protected bond vs a nominal bond if the belief is that
the next five years will produce a 2% core CPI inflation rate. If inflation actually
comes in higher than this, then investors will have been better off in the Treasury inflation protected bond.
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Please remember that past performance may not be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or product (including the investments and/or investment strategies recommended or undertaken by Valicenti Advisory Services, Inc., VASI), or any non-investment related content, made reference to directly or indirectly in this newsletter will be profitable,
equal any corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful. Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of current opinions or positions. Moreover, you should not assume that
any discussion or information contained in this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from VASI. To the extent that a
reader has any questions regarding the applicability of any specific issue discussed above to his/her individual situation, he/she is encouraged to consult with the professional advisor of his/her choosing. VASI is neither a law firm nor a certified public accounting firm and no portion of the newsletter content should be construed as legal
or accounting advice. A copy of the VASI’s current written disclosure statement discussing our advisory services and fees is available for review upon request. Please
Note: Fee-Based services. VASI provides investment advisory services on a fee basis. VASI does not receive any transaction/commission-based compensation for its
investment advisory services. Rather, its only compensation is derived from fees paid to it by its clients as discussed on Part 2A of its written disclosure statement. However, because VASI is now affiliated with Valicenti Insurance, a NY insurance agency that is licensed to offer insurance products on a commission compensation basis, then
VASI cannot hold itself out as a "fee-only" advisory firm.

