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I
n the June release, the Consumer 

Price Index (CPI) came in at a 

seasonally adjusted 0.3 percent, 

bringing the year-over-year increase 

to 2.1 percent (See Table 1). Energy 

prices comprised a large portion 

of this change, increasing 1.6 

percent for the month. Core CPI, 

which excludes food and energy, 

was up 0.1 percent; this brings the 

year-over-year total to 1.9 percent. 

The import sector was another 

source of very slight upward 

pressure on prices in June. The 

Import Price Index inched upward, 

bringing the 12-month change 

to 1.2 percent. This represents a 

turnaround in import prices, which 

decreased 1.1 percent during 2013. 

The Producer Price Index 

(PPI) increased 0.4 percent for 

June and was up 1.9 percent on 

a year-over-year basis. While PPI 

Final Demand Foods actually fell 

0.2 percent for the month, for the 

last 12 months, the increase in this 

volatile category was 3.5 percent.

DEMAND AND SUPPLY MEASURES 
Retail sales figures for June 

were not outstanding, but the 

12-month change remained a 

robust 4.3 percent (See Table 2). 

Average hourly earnings inched 

upward 0.2 percent, and now 

stand at a 12-month increase of 2 

percent, in line with inflation. 

The biggest driver of consumer 

demand over the last year was a 

6.6 percent increase in consumer 

credit. Banks have ample money 

Inflation forecasts have 

tended to capture the 

general direction and 

perform best in periods 

of economic stability.

Table 1. PRICES ARE INCHING UP

 1-MONTH 12-MONTH 
 CHANGE % CHANGE %
CPI Seasonally Adjusted
June 2014

 CPI 0.3 2.1

 CPI Food 0.1 2.3

 CPI Energy 1.6 3.2

 CPI Core  

  ex. Food & Energy 0.1 1.9

  CPI Core Goods 0.1 -0.2

 CPI Core Services  0.1 2.7

  CPI Shelter 0.2 2.8

  CPI Medical Care  

  Services 0.0 2.6

  CPI Hospital Services 0.2 5.9

PPI Seasonally Adjusted

 PPI Final Demand 0.4 1.9

  Final Demand Foods -0.2 3.5

 Final Demand Energy 2.1 2.9

 Final Demand Goods  

  Less Foods & Energy 0.1 1.5

 Final Demand Services 0.3 1.9

Import Price Index Not Seasonally Adjusted

 Import Price Index 0.1 1.2

  Import Price Index  

  Autos 0.0 -0.4

 Import Price Index 

  Consumer Goods 

  ex. Autos 0.0 0.7

Sources: BLS, Haver Analytics.
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to lend. If consumer borrowing 

continues to accelerate, it could 

contribute to an increase in prices.

TRENDS LOOKING FORWARD 
The modest increases in prices 

are keeping the inflation rate at or 

near the Federal Reserve’s annual 

2 percent target rate, in line with 

the trend since early 2012. 

We find that current forecasts 

point to slowly increasing inflation 

in the near future. While the 

magnitude of the change may be 

unpredictable, there is a general 

expectation among forecasters 

of increasing inflation, which 

Table 2. THE ECONOMY SHOWS SIGNS OF STEADY IMPROVEMENT

    1-MONTH 12-MONTH  
    CHANGE CHANGE
Demand Measures

 Average Hourly Earnings June 2014 0.2% 2.0%

 Nonfarm Payrolls June 2014 288 208 (avg)

 Personal Income May 2014 0.4% 3.5%

 Wages & Salaries May 2014 0.4% 3.8%

 Retail Sales June 2014 0.2% 4.3%

 Unit Auto Sales June 2014 17.0 15.9

 Consumer Credit May 2014 0.6% 6.6%

 Consumer Credit - Revolving May 2014 0.2% 2.2%

Supply Measures

 Industrial Production June 2014 0.2% 4.3%

 IP: Manufacturing June 2014 0.1% 3.4%

 IP: Consumer Goods June 2014 0.0% 3.0%

 Total Business Inventories May 2014 0.5% 5.6%

 Retail Inventories May 2014 0.2% 5.7%

Sources: BLS, BEA, U.S. Census Bureau, Autodata, Federal Reserve Board, Haver Analytics.

Source: BLS, Haver Analytics.

Chart 1. TREND EXTRAPOLATORS

 Survey of Professional Forecasters Expected 1-Year Inflation
 Actual Forward 1-Year CPI Price Inflation
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Sources: Federal Reserve Bank of St. Louis, BLS, Haver Analytics.

Chart 2. BOND MARKETS ARE LITTLE HELP

 Actual Annual CPI Inflation 5-Years Ahead
 Predicted 5-Year Inflation from Breakeven Inflation Rate

fits with our understanding 

of the current economy.

While the odds of predicting 

a precise value 12-, six-, or even 

three-months out, are very small, 

we think it’s possible to use 

economic activity to gain a more 

nuanced picture of future trends 

than provided by forecasts alone. 

Several measures of expectations 

have proven to be reasonable 

predictors of the general trend of 

inflation, even while the magnitude 

may be off. However, inflation 

shocks that occurred during the 

Great Recession and during the 

Volcker era were not well predicted.

PROFESSIONAL FORECASTERS 
To judge the accuracy of 

professional forecasts, we 

look at the quarterly Survey of 

Professional Forecasters since the 

third quarter of 1981. As seen in 

Chart 1, professional forecasters 

have done a reasonable job of 

predicting the general direction 

of inflation in times of normal, 

average inflation. From 1991 

through 1995, for instance, the 

consensus forecast was never 

more than 1 percentage point 

different from actual inflation. 

However, consensus estimates 

tend to miss sharp increases and 

declines. For example, in the third 

quarter of 2007, the Survey of 

Professional Forecasters projected 

one-year forward price inflation 

of 2.2 percent, in line with the 2.3 

percent inflation of the prior 12 

months. The next year, however, 

The modest increases 

in prices are keeping 

the inflation rate at 

or near the Federal 

Reserve’s annual 2 

percent target rate, 

in line with the trend 

since early 2012.

 

 

Year Fed Projected PCE Inflation Actual PCE Inflation Difference 

  From Q4 of the prior year (Q4 / Q4) 

2008 1.95 1.48 0.47

2009 1.65 1.19 0.46

2010 1.45 1.29 0.16

2011 1.40 2.58 -1.18

2012 1.70 1.66 0.04

2013 1.65 0.98 0.67

Source: BEA, Federal Reserve, Haver Analytics.

Table 3. FED MISSES THE MARK WHEN INFLATION DEVIATES FROM TREND
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saw inflation of 5.3 percent.

The Federal Reserve offers a 

forecast of price inflation for fourth 

quarter over fourth quarter from 

the previous year. It updates the 

forecasts each quarter as more 

data become available. It does not 

offer a rolling forward one-year 

projection, which makes it difficult 

to analyze its accuracy. The data in 

Table 3 show fourth-quarter Fed 

projections for the following year 

since the data became available 

in the fourth quarter of 2007. 

These projections were 

generally in the vicinity of actual 

inflation, where the mark was 

overshot by only 0.04 percentage 

points in 2012 in the best case and 

underestimated by 1.18 percentage 

points in 2011. While we have 

data for only six years for this 

period, the Fed projections seem to 

fluctuate little from year to year.

MARKET INDICATORS 
Can market indicators do a better 

job of predicting inflation than the 

pros? We analyze three common 

indicators for their success in 

Sources: Bloomberg, U.S. EIA, BLS, Haver Analytics.

Chart 3. COMMODITIES TOO VOLATILE

 Gold Price, 1-Year Change
 Crude Oil, 1-Year Change
 CPI Inflation, 1-Year Forward Change

Sources: University of Michigan, Conference Board, Haver Analytics.

Chart 4. PAST OR FUTURE INFLATION?

 CPI-U: All Items, One Year Ahead Price Change
 Michigan Survey of Consumers: Year Ahead Inflation Expectations
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expects little need to buy inflation 

protection in the form of TIPS.

Chart 2 shows the comparison 

of the break-even inflation rate 

and actual CPI price inflation 

since the data became available 

in 2003. (Note that five years of 

inflation data are necessary for 

comparison so the data only run 

through mid-2009.) Even during 

this period of relatively stable 

inflation, this market indicator is a 

poor predictor of actual inflation. 

Next we look at two traditional 

measures of expected inflation: 

gold and oil prices. Chart 3 clearly 

shows that gold and oil prices are 

far more volatile than general price 

inflation. For this reason, these 

indicators may be a poor forecast 

of a specific level of inflation. 

But one-year gold returns offer 

a moderate correlation (0.54) with 

inflation one year out. This means 

that gold prices historically have at 

prediction: break-even inflation 

rates, gold prices, and oil prices. 

Break-even inflation is the 

difference between two bonds of 

similar term and quality, where 

one is adjusted for inflation 

and the other is not. Bond 

yields are affected by investor 

expectations of future inflation 

over the life of the bond. So 

comparing yields of traditional 

bonds and inflation-adjusted 

bonds offers one view of market 

expectations of future inflation. 

The most common indicator 

of break-even inflation is the 

difference between the yield on 

five-year Treasury bonds and 

the current Treasury Inflation-

Protected Securities (TIPS), a 

Treasury bond with a yield that is 

adjusted for inflation. When the 

difference is small, it indicates slack 

demand for TIPS over traditional 

Treasuries and that the market 

 

   Predicted Annual Inflation Recent Trend 

   (Most Recent Estimate)

 

Survey of Professional Forecasters 1.96% Mostly Flat

Federal Reserve Projection for 2015 1.75% Flat

Michigan Survey of Consumers 3.30% Slow Increase

5-Year Breakeven Rate  1.97% Slow Increase

1-Year Gold Return  7.52% Increasing

1-Year Oil Return  10.46% Increasing

Last 12 Months CPI Inflation  2.08% Slow Increase

Last 1 Month CPI Inflation (seasonally adjusted) 0.26% Slow Increase

Source: BEA, Federal Reserve, Haver Analytics.

Table 4. TRENDING UP

least trended in the same direction 

as price inflation, albeit at a much 

more volatile rate. Oil prices, on 

the other hand are as volatile as 

gold prices and show no correlation 

(0.00) with inflation one year out.

CONSUMER EXPECTATIONS 
Finally, we turn to the Michigan 

Survey of Consumers for a measure 

of consumers’ expectations for the 

coming year. This survey offers 

monthly data going back to 1978. 

Historically, it has been a good 

predictor of the price increases 

measured by the CPI. (See Chart 4).

This accurate forecast 

may reflect that consumers’ 

expectations of future inflation 

are highly influenced by 

their recent experience. 

Much like professional 

forecasters, consumers seem 

to do a good job of predicting 

price inflation so long as it 

Gold prices historically 

have at least trended 

in the same direction 

as price inflation, 

albeit at a much 

more volatile rate.
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remains stable. In January 1979, 

respondents to the Michigan 

Survey correctly forecasted that 

inflation was on the rise, projecting 

inflation of 7.8 percent. However, 

they missed the magnitude of 

the rise when inflation sored to 

13.9 percent in following year. 

CURRENT PROJECTIONS 
Professional forecasters, surveys, 

and market indicators each 

seem to offer some value when 

it comes to predicting inflation. 

The point estimates they provide 

may be unreliable in identifying 

swings, but these estimates 

tend to perform fairly well in 

periods of economic stability.

Our Business-Cycle 

Conditions report has not seen 

any indication that a recession 

is on the short-term horizon, 

so we can expect inflation 

forecasts to be reasonably 

accurate over the next year. 

At the same time, most current 

projections point to a slow and 

upward trend in future inflation 

(See Table 4). If we expect that 

forecasts generally predict the 

direction of inflation, we should 

be in line for slightly increased 

levels over the next year. 
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Much like professional 

forecasters, consumers 

seem to do a good 

job of predicting price 

inflation so long as 

it remains stable.
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