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CONSUMER PRICE INFLATION—
A TALE OF TWO TRENDS

Consumer Price Inflation
Headline consumer price inflation,
measured on a year-over-year basis, has
been hovering around the break-even point
this year—primarily held in check by
depressed prices for energy products
(Display 1). In fact, the 28% decline in
prices for energy commodities over the
past 12 months sliced 1.9% off the
headline inflation rate. Most of the collapse
in energy prices occurred between
October 2014 and January 2015, a
four-month period when prices fell 35%.
Since then, energy prices have fluctuated a
bit within a narrow and low band.

Apart from energy, underlying inflation has
remained relatively steady, but is finishing
the year with a slight upward bias. Through
October this year, core consumer prices
(which remove the volatile food and energy
components) are running at an annualized
rate of 2.1%, which is up slightly from the
1.8% pace recorded in each of the past
two years.

The uptick in core inflation trends is
probably a bit of a surprise—but also a
welcome development—for the Fed. Earlier

this year, Fed Chair Janet Yellen argued
that the “pass-through of lower energy
costs” could exert a downward influence
on core inflation trends. Now, the modest
uptick in core inflation to around 2%
increases the odds that, once the negative
price effects from energy are washed out,
headline inflation is likely to move close to
the core rate—thereby increasing the Fed’s
confidence level that the economy is on a
path to 2% over the medium term, if not
sooner.

Diverging Inflation Paths
Apart from energy prices, the inflation
story for 2015 has two important trends.
On the one hand, prices for consumer
goods continue to be soft (Display 2).
That’s especially true for categories that
are largely imported, such as apparel,
because they’re influenced by the move-
ment in the US dollar. On the other hand,
prices for consumer services, which are
more sensitive to trends in the domestic
economy and labor markets, have been
increasing at a slightly faster pace.

In the past year, consumer prices, exclud-
ing energy services, have risen 2.8%.

Headline consumer price inflation plummeted in 2015—a direct
result of the sharp fall in energy prices. At the same time, core
consumer prices actually edged up, reflecting the underlying
strength in the domestic economy and rising prices for many
consumer services. The uptrend in core inflation sets the stage for
headline inflation to rebound in 2016, with the risk that the economy
will reach the Fed’s 2% price target much sooner than policymakers
or financial markets expect.

+ Joseph G. Carson, US Economist and Director—Global Economic Research, joe.carson@abglobal.com

Display 2
Service Inflation on the Rise
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Tale of Two Inflation Trends
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That’s the fastest annual advance since
2008. And all the main categories of
consumer services—shelter, medical,
transportation and education—show
accelerating gains in 2015 versus 2014.
But the most pronounced rate of increase
is in medical services.

The rising costs in medical services
(physicians, hospitals, health insurance,
etc.) are an important development
because that category has actually been
on a decelerating growth path over the
past few years. No doubt some of that
price-growth slowdown was tied to weak
economic growth and employment trends
that caused people to postpone medical
procedures during those tough times. And
the implementation of the Affordable Care
Act also contributed to that slowdown.
However, it’s likely that stronger employ-
ment conditions and rising medical
premiums (due to higher insurance fees)
will continue the accelerating trend in
medical service inflation well into 2016, if
not beyond.

The Fed’s 2% Target
Although most inflation-watchers remain
focused on energy, we cannot afford to
ignore or overlook the rising trend in
consumer service inflation. Importantly,
core consumer services account for
roughly 60% of the overall consumer price
index. Consequently, as service prices go,
so goes overall inflation. And once energy

prices stabilize, headline inflation readings
will quickly revert to the underlying core
inflation trend, which is already at 2%.

At this time, the financial markets don’t
think we’ll see the Fed achieving its 2%
inflation target until 2018. But given the
trends in core consumer services, it’s
highly probable that we will see that 2%
target achieved before the end of 2016.

Wild Card in the Inflation Outlook:
Commodity Prices
At present, headline inflation and inflation
expectations are unduly depressed
because of the weakness in commodity
prices. And few investors expect any
reversal in current trends anytime soon.
But a look at the history of business cycles
would caution against that complacency.

As a rule, commodity prices tend to rise
during the latter half of a business cycle.
Certainly, there are some notable excep-
tions. For example, commodity prices
didn’t rise much at all in the 1990s. And
the rise in commodity prices at the
beginning of the current cycle was also
unusual in timing as well as scale.

Nonetheless, long growth cycles, such as
the 1960s and the 1980s, show an
interesting pattern: Commodity prices
tend to increase initially when the growth
cycle starts, then they dip midway through
the cycle and rebound toward the end
(Display 3). So far, the pattern of com-

modity prices in the current business cycle
mirrors that of the 1960s and the 1980s.
Since we expect the current economic
growth cycle to extend several more years
and equal (if not exceed) the length of the
1960s and 1980s cycles, history would
argue that there is another upswing to
commodity prices down the road. Given
today’s low-inflation environment, it
wouldn’t take a big rebound in spot
commodity prices (e.g., up 20% from
today’s levels) to spark a change in
inflation expectations. n

Display 3
Long Growth Cycle Could Lift
Commodity Prices
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