
US Economic Update 29 June 2017 
 

 1 

US UPDATE - INFLATION WATCH JUNE 2017 
The course of true inflation never did run smooth  

 

Inflation has slowed recently even allowing for ‘one-offs’. However, producer price inflation and 
wages growth do not show similar weakness, and the currency drag is fading. History warns 
against simply extrapolating recent inflation numbers into the future. However, we have made a 
downward adjustment to our inflation forecasts, which suggests there is downside risk to our 
current view of one more Fed rate hike at the end of 2017 and three more in 2018. 
 

U.S. inflation has slowed noticeably in recent months. 
Annual CPI inflation in February was running at 2.8% 
yoy, but by May it had fallen to 1.9% yoy. Similarly, 
the Fed’s preferred inflation measure – the personal 
consumption expenditure (PCE) price index – 
dropped from 2.1% in February to 1.7% yoy in April.  

In part this reflects the recent easing in oil prices. As 
energy costs, and commodity prices more generally, 
can be very volatile the Federal Reserve (the Fed) 
places more emphasis on measures of underlying or 
‘core’ inflation. The most commonly used measure of 
core inflation is the CPI (or PCE) ex energy and food. 
However, even this has slowed noticeably.  

Core inflation slowing

 

A factor behind the fall in core inflation has been 
falling wireless (mobile) phone service prices. Mobile 
phone service prices fell by of 7% in March alone, and 
by May were 12% lower than a year ago. This does 
not fully explain slowing core inflation – other 
measures of core inflation such median or trimmed 
mean (which removes the fastest and slowest growth 
items) have also both slowed down, albeit by about 
half the drop in CPI ex food and energy inflation. 

Rather, the weakness in core inflation also reflects a 
broad-based slowing in many of the major CPI 
categories. In some cases this is a continuation of the 

trend (education inflation has been slowing for a 
while) or follows a recent acceleration (transport ex 
energy, recreation, shelter, and medical care). 

Not just ‘one-offs’ - inflation slowdown broad based 

 

Shelter services is the single most important 
component in the CPI. The major component of 
shelter costs is owner-occupied ‘equivalent rent’ (the 
‘rent’ home owners implicitly pay themselves). It 
tends to move closely with the cost of actual rentals. 
However, with the rental vacancy rate; still at low 
levels, there is no reason to expect a sustained 
downward trend in shelter services inflation.  

Shelter inflation may have plateaued 

 

Medical care is another important item, particularly 
in the Fed’s preferred PCE inflation measure. The PCE 

0.0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

4.0

Jan-04 Jan-07 Jan-10 Jan-13 Jan-16 Jun-05 Jun-08 Jun-11 Jun-14 Jun-17

CPI PCE price index

Core

Core

trimmed mean 

Median

Consumer inflation measures (yoy%)

Sources: Cleveland Federal Reserve (median,core, trimmed mean CPI), Atlanta Federal Reserve 
(Trimmed mean PCE), BEA, NAB

trimmed mean 

-14

-12

-10

-8

-6

-4

-2

0

2

-2

-1

0

1

2

3

4

5

May-14 May-15 May-16 May-17 Mar-15 Mar-16 Mar-17

core CPI - selected components (yoy%)

Wireless (rhs)

Total medical  (lhs)

Commodities (goods) ex 
food & energy (lhs)

education/child care

shelter

transport ex energy

recreation

Sources: BLS, NAB

4

5

6

7

8

9

10

11

12-1.0

0.0

1.0

2.0

3.0

4.0

5.0

Jan-93 Jan-97 Jan-01 Jan-05 Jan-09 Jan-13 Jan-17

Shelter (yoy%) and vacancy rates (%)

shelter CPI yoy%
(lhs)

apartment vancancy %  - (REIS) (rhs, inverted)

rental vancancy %  - (Census Bureau) 
(rhs, inverted)

NAB Group Economics 



US Economic Update 29 June 2017 

 2 

indicator is conceptually different to that in the CPI (it 
measures the total costs of medical services while the 
CPI only captures households’ out-of-pocket 
expenses). As a result, the two measures do not 
always track each closely and this has been the case 
of late – while CPI medical cost inflation remains 
higher than the PCE measure, it has been slowing 
while the PCE measure has been accelerating. 

CPI doesn’t always translate to PCE inflation 

 

A factor that has been constraining inflation for a 
while – particularly for goods which are more heavily 
traded than services - has been US dollar 
appreciation. The US dollar appreciated significantly 
between the second half of 2014 through to early 
2016. It then eased a little before moving back above 
its January 2016 high following the November 2017 
elections. However, in recent months, the dollar has 
largely given up its post-election gains. As currency 
changes take a while to pass through to retail prices, 
dollar appreciation has probably been exerting 
downward pressure on inflation for almost three 
years, but this will soon have run its course. 

Dollar has been a drag but it is fading 

 

One component of the CPI that has recorded a large 
fall in annual price growth recently is apparel. 
Apparel includes clothing, footwear and jewellery, 
with clothing the most important. As a result, while 
not the only factor, big swings in cotton prices tend 
to be reflected, with a delay, in apparel inflation. 
Given this, the recent drop in apparel CPI looks likely 
to be reversed as cotton prices have been rising. 

Commodity prices still affect parts of core CPI

 

Producer price inflation holding up 

Producer prices provide a measure of upstream 
prices, and are currently running at around their 
highest level for several years. At most annual growth 
may have plateaued but they do not point to a 
downturn in broader inflation. 

Core producer price inflation not falling 

 

Wages do not corroborate CPI slowdown 

The price of labour – i.e. wages – is also relevant to 
discussions of prices, partly through its potential to 
influence broader prices (through rising costs) but 
also because it provides another measure of 
underlying inflationary pressures that the low – and 
still declining - unemployment rate may cause. 

Wages growth holding up better than CPI 

 
 
There are many measures of wages growth in the U.S. 
and they rarely all move in the same direction at the 
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same time. A clear message is that wages growth has 
strengthened from where it was a few years back. 
Less clear is whether it is further accelerating. Growth 
in the hourly wage measure – which gets a lot of 
attention – has slipped a little recently. However, the 
employment cost index (ECI) excluding incentives 
paid occupations, which abstracts from compositional 
changes, is indicating that there is a gradual uptrend 
in regular wages underway.  

Don’t forget statistical volatility 

Most economic statistics are ‘noisy’, showing short 
term moves that go against, or exaggerate, the 
underlying trend. This can reflect sampling error or 
transient factors. The CPI is no exception. 

There have been many sharp swings in inflation in 
the past, with the current one at the high end of 
historical experience. As a result, the most recent 
reading on inflation is not always a good guide to 
what will happen next. On a 3-month on previous 3-
month basis, core CPI inflation in May was at its 
lowest point since the GFC period. However, as 
recently as February 2017, on the same basis, core CPI 
inflation was at its highest level in over five years.  

Even core inflation is volatile 

 

What is clear from historical experience is that 
against trend short-term swings can happen when 
inflation is on the way up (mid-2000s) as well as on 
the way down (post GFC). This suggests that we 
should be careful about simply extrapolating recent 
monthly data into the future. 

Reflecting on our inflation forecasts 

In summary, the recent weakness in inflation is 
substantial and not just due to one or two one-off 
factors. However, producer price and wage growth 
do not show similar weakness, currency effects are 
waning and history tells us not to extrapolate recent 
inflation readings out to the future. 

Nevertheless, we have reviewed our forecast track in 
light of the recent data – while a large part may be 
‘noise’ or other transient factors, it can’t be ignored 
completely.  

We forecast PCE inflation using a top-down model 
based on inflation expectations, the output gap 

(based on the unemployment rate), import prices, oil 
& food prices. Non-oil import prices are modelled 
using overseas inflation and the dollar. The model’s 
output gap term is not strong – consistent with 
observed flattening of the Phillip’s curve.  

Over time inflation expectations anchor the model. 
We had assumed that inflation expectations would 
come back up as oil prices recovered and the 
economy tightened. However, not all expectations 
measures have improved and some that did see gains 
have fallen back again. As a result, we have 
moderated both the extent and the pace of recovery 
in inflation expectations built into our forecasts.  

Inflation expectations still on low side 

 

The result of these changes is that annual core 
inflation is not only lower in coming quarters 
(reflecting the weak June quarter data so far), but 
also moves back to the Fed’s 2% target more slowly 
than we previously were projecting. 

Revised core PCE inflation forecast

 

The chart below illustrates our outlook for headline 
inflation out to end 2018. The output gap is turning 
into a small positive consistent with an economy 
growing above trend and a falling unemployment 
rate. At the same time the drag from past dollar 
appreciation is coming off and, despite some recent 
falls, we still expect oil prices to trend up gradually 
over time. The ‘other’ component in the chart 
includes inflation expectations (but also picks up 
model error in history) moves higher over time but 
not unrealistically so given recent past experience. 
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Decomposition of PCE inflation forecast

 

There are of course upside and downside risks 
around this outlook. On the upside, rather than 
quarterly inflation returning to levels seen prior to 
the June quarter, it is possible that the inflation data 
bounce back more rapidly (i.e. a correction) or it is 
possible that the tightening labour market, and 
economy more generally, leads to greater price 
pressures than expected.  

On the downside, however, it is possible that the 
recent weak data do indicate a sudden downshift in 
inflationary pressures. It is also possible that inflation 
expectations have moved permanently lower or that 
changes in business practices and technologies – e.g. 
as is occurring in the retail sector with Amazon’s 
acquisition of Whole Foods – will lead to margin 
compression and downwards price pressures. 

What does this mean for monetary policy 

In its June meeting, the Fed essentially left its 
(median) fed funds rate track unchanged. The likely 
rationale for this was that lower than expected 
inflation was offset by lower than expected 
unemployment. 

Comments by Fed members suggest that while many 
view that the slowdown in inflation is likely to be 
temporary, some are more cautious and would like to 
see evidence that inflation remains on track to get 
back towards target.  

Our current projection for the fed’s fund rate is one 
more hike in 2017, the same as the median Fed view. 
However, this isn’t expected until the December 
meeting. In the interim we expect they will start 
balance sheet normalisation in Q3 –the bar for this is 
pretty low – the Fed has already announced how it 
will do it and the Fed Chair indicated it might occur 
relatively soon. We think it is unlikely that the Fed 
will raise rates and start balance sheet normalisation 
in the same meeting. So as a result, there is likely to 
be a six month gap between the last hike and the 
next likely one; plenty of time for the Fed to see 
whether the recent weakness in inflation is an 
aberration or not.  

For 2018 we have been expecting three rate hikes 
(March, June, December). One way to gauge whether 

this is still appropriate is to compare our economic 
forecasts with that of the Fed (whose median 
member projection is also for three rate hikes).  

The main takeaways are that while, like the Fed, we 
expect inflation to rise over time, we expect it to do it 
somewhat more slowly. At the same time, we expect 
greater falls in the unemployment rate.  

While unemployment surprises can offset the impact 
on monetary policy of inflation surprises for a while, 
ultimately inflation is likely to be the more important 
factor. The Fed’s focus is not the unemployment rate 
itself, but the extent to which it is below (or above) 
the Fed’s view of its long-run level. However, not only 
does the Fed not have a fixed view of the long-run 
level, its view is dependent on what happens to 
inflation (the long-run level unemployment is the 
level consistent with stable inflation when there is no 
output gap). We saw this dynamic at play in the June 
meeting where the median Fed view on the long-run 
unemployment rate moved down 0.1ppt. 

NAB and Fed forecasts 

 

As we are forecasting a slower return to target than 
the Fed, this suggests that there is downside risk to 
our current fed funds rate projections. However, the 
difference in the forecasts is not particularly large 
(about 0.15ppt) so at this stage we are staying with 
our call of a rate hike in December 2017, and three 
rate hikes in 2018. Like the Fed, however, we will be 
closely watching the inflation data in coming months.  
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U.S. ECONOMIC & FINANCIAL FORECASTS 

 

  

Year Average Chng % Quarterly Chng %
2016 2017 2018

 2015 2016 2017 2018 2019Q Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
US GDP and Components
  Household consumption 3.2 2.7 2.4 2.4 2.0 0.7 0.9 0.2 0.7 0.6 0.6 0.6 0.6 0.6 0.5
  Private fixed investment 4.0 0.7 4.7 3.4 2.5 0.0 0.7 2.9 0.9 0.9 0.8 0.9 0.8 0.8 0.7
  Government spending 1.8 0.8 0.0 1.3 1.6 0.2 0.0 -0.3 0.2 0.3 0.3 0.3 0.4 0.4 0.4
  Inventories* 0.2 -0.4 0.0 0.1 0.0 0.1 0.3 -0.3 0.1 0.0 0.0 0.0 0.0 0.0 0.0
  Net exports* -0.7 -0.1 -0.3 -0.1 -0.1 0.2 -0.5 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
 Real GDP 2.6 1.6 2.1 2.3 2.0 0.9 0.5 0.3 0.7 0.6 0.5 0.6 0.6 0.6 0.5

Note: GDP (annualised rate) 3.5 2.1 1.2 2.7 2.3 2.2 2.4 2.4 2.3 2.1

US Other Key Indicators (end of period)
PCE deflator-headline 

Headline 0.4 1.4 1.5 1.9 2.0 0.4 0.5 0.6 0.1 0.4 0.4 0.4 0.5 0.5 0.5
Core 1.4 1.7 1.6 1.8 2.0 0.4 0.3 0.5 0.2 0.4 0.4 0.4 0.5 0.5 0.5

Unemployment rate - qtly average (%) 5.0 4.7 4.2 4.0 4.1 4.9 4.7 4.7 4.3 4.3 4.2 4.1 4.1 4.1 4.0

US Key Interest Rates (end of period)
  Fed funds rate (top of target range) 0.50 0.75 1.50 2.25 2.50 0.50 0.75 1.00 1.25 1.50 1.50 1.75 2.00 2.00 2.25
  10-year bond rate 2.27 2.45 2.75 3.00 3.00 1.6 2.4 2.4 2.5 2.8 2.8 3.0 3.0 3.0 3.0
   Source: NAB Group Economics
*Contribution to real GDP
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