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Investors got some positive news on Tuesday after one popular measure of inflation fell sharply to two-year lows.
The Labor Department reported the  (CPI) rose 4% year-over-year in May. That’s well off the 4.9% gain in April and a touch below the 4.1% figure economists were expecting.
This is only the latest sign that the Federal Reserve is making solid progress in its ongoing battle against inflation. CPI inflation hit a 40-year high of 9.1% in June 2022, and it has been steadily falling over the past 12 months.
The Fed is holding its regularly scheduled policy meeting this week, and investors are ever more confident that the central bank will pause its campaign of rate hikes now that inflation is on the mend.
CPI by the Numbers
A combination of higher interest rates, easing supply chain constraints and tighter credit has helped tame inflation in 2023. As of May, the annualized rate of CPI inflation has declined for 11 months straight.
In May, core inflation—which excludes volatile food and energy prices—was up 0.4% on a monthly basis and 5.3% from a year ago.
Food prices were up 0.2% month-over-month and 6.7% compared to a year ago. Energy prices were down 3.6% on a monthly basis and are down 11.7% over the past 12 months. Shelter costs continue to rise, gaining 0.6% compared to April and 8% compared to May 2022.
The latest CPI numbers arrive after the Labor Department reported the U.S. economy added 339,000 jobs in May, showing that the jobs market remains incredibly strong. Wages were up 4.3% year-over-year in May, while the unemployment rate ticked higher to 3.7%—figures that further underline the unflagging strength of the U.S. labor market.
The May inflation reading is only the latest data showing meaningful progress on inflation. In May, the Commerce Department reported the core  (PCE) price index was up 4.7% in April, a slight increase from a 4.6% year-over-year gain in March.
Core PCE is the Fed’s preferred inflation measure.
The Fed Is Winning the War on Inflation
 has been the Fed’s enemy No. 1 since early 2022, and the Federal Open Market Committee has made aggressive changes to U.S. monetary policy in an attempt to lower inflation to its long-term target of 2%.
In May, the FOMC raised its target  by one quarter of a percentage point, its tenth consecutive interest rate hike. Since March of last year, the Fed has raised fed funds by 5% to its current range of between 5% and 5.25%.
The FOMC is also allowing up to $60 billion in Treasury securities and $35 billion in agency mortgage-backed securities (MBS) to mature and roll off its more than $8.3 trillion balance sheet per month.
In May, Fed Chair Jerome Powell said a U.S. banking crisis that included the collapses of Silicon Valley Bank, Signature Bank and First Republic Bank has tightened credit markets.
Thanks to the crisis, Powell noted, “our policy rate may not need to rise as much as it would have otherwise to achieve our goals.” The May CPI reading likely increases the chances the Fed will announce a pause to rate hikes at the conclusion of its meeting on Wednesday, June 14.
According to CME Group, markets are currently pricing in a 93% chance of a pause in rate hikes this week and just a 7% chance of a rate hike. However, the market is also pricing in a 74.3% chance the Fed will raise rates by at least another quarter of a percentage point by the end of July.
Markets Believe Inflation Is on the Mend
David Bahnsen, chief investment officer at The Bahnsen Group, says Tuesday’s CPI report is a clear sign the Fed has won its battle against inflation.
“Tuesday’s CPI suggests that inflation has been defeated,” Bahnsen says. “:Most of the inflation we are seeing is coming from housing, but it takes time for home price declines to show up in the CPI data, so today’s 4% inflation rate is actually much closer to the 2% Fed target.”
Economic gains have stabilized inflation
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WASHINGTON, June 7 (Reuters) - The U.S. economy is strong amid robust consumer spending but some areas are slowing down, U.S. Treasury Secretary Janet Yellen said on Wednesday, adding that she expects continued progress in bringing inflation down over the next two years with a strong labor market.
Yellen, in a CNBC interview, also said that while banks may struggle with commercial real estate and face some consolidation, there is ample liquidity in the system and banks should generally be able to withstand any strain.
Yellen said that inflation can subside while maintaining a strong labor market, with unemployment in the 4% range, up slightly from the 3.7% reading in May.
"We've always thought an unemployment rate with four as the first digit is a very strong labor market," Yellen said. "Clearly, Americans feel good about their job prospects. They're finding work quickly."
She said the economy has slowed somewhat, easing pressures in the labor market, but "we still have a very healthy labor market, wage gains are significant."
Yellen said that legislation to lift the debt ceiling and reduce U.S. deficits by more than $1 trillion over a decade would support the Federal Reserve's efforts to bring down inflation.
Asked about former Richmond Federal Reserve President Jeffrey Lacker's view that the federal funds rate, at 5.0-5.25% now, will have to rise to 6% to tame inflation, Yellen said that was a decision for the Fed.
"Consumer spending has continued to grow in a pretty robust way, but you're also seeing areas of the economy that are slowing down," Yellen said. "And this is a judgment that my former colleagues at the Fed are very capable of making. As I said, I think what's important is to try to bring inflation down. That's a top priority."
REAL ESTATE STRESS
She said that banks would face some difficulties related to commercial real estate because of higher interest rates and remote work arrangements that have reduced demand for office space, but stress tests have shown that banks have adequate capital, and banking supervisors are looking closely at the situation.
"My overall read is that the level of capital and liquidity in the banking system is strong and while there will be some pain associated with this, that banks should be able to handle the strain," she said.
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