February 2, 2016

WELLS
FARGO

Economics Group

Special Commentary

Sam Bullard, Senior Economist
sam.bullard@wellsfargo.com e (704) 410-3280
Sarah House, Economist
sarah.house@wellsfargo.com e (704) 410-3282
Julianne Causey, Economic Analyst
julianne.causey@wellsfargo.com e (704) 410-3281

Inflation to Support Fed Pause in March

Inflation Chartbook: February 2016

When the FOMC raised interest rates last December, the committee made clear further rate
increases would need to be preceded by continued progress on the price-stability side of its dual
mandate. Since then, inflation dynamics have shown no clear signs of additional improvement.
The further slide in commodity prices has set the return to the Fed’s 2 percent target back again,

while long-term inflation expectations have edged lower. Recent readings on core inflation have The further slide
been mixed, with core PCE inflation slowing over Q4 compared to a pickup in core CPI. Both n _commodlty
measures, however, have moved up on a year-ago basis. This is not going to be enough, in our prices has set
view, for the Fed to move ahead with another rate increase in March, particularly as the outlook the return to the
for growth has deteriorated relative to a few months ago. Fed’s 2 percent

. . . . . . . . . target back
Commodity prices have once again dominated inflation readings in recent months as the rout in again.

energy and industrial metals has resumed. Oil prices hit a 12-year low in mid-January, while
prices for industrial metals, including copper and iron ore, hit fresh cycle lows. Accordingly, input
prices have continued to fall for U.S. producers and have left little impetus for firms to test pricing
power. The prices paid component of the ISM manufacturing index has been in contraction
territory for 15 consecutive months, while even non-manufacturing firms have reported prices
paid falling in three of the past four months.

The further descent in commaodity prices have come amid renewed concerns about global demand
as growth in China continues to slow. Although growth in China slowed in line with expectations
in Q4, markets remain leery that policymakers can navigate a soft landing. Meanwhile, the
recessions underway in Brazil and Russia look to be deeper than thought only a few months ago.
We anticipate global growth to rise just 3.0 percent in 2016, little better than the 2.9 percent rate
likely registered for 2015 and still below its long-term trend.
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The slide in
inflation
expectations
raises the
difficulty level in
bringing
inflation back
up to more
desirable levels.

The ongoing weakness in the global economy has prompted further easing by many of the world’s
central banks, just as the Fed took its first step in normalizing policy. Even as the Fed’s move was
largely anticipated, the dollar has proceeded to edge higher. As a result, the deflationary effect of
the strong dollar on import prices has continued. That said, the dollar’s rate of appreciation has
slowed since the summer and is expected to moderate further in the year ahead. The more modest
rate of appreciation alongside the slower pace of declines in commodity prices means that
inflation is still set to rise in the coming quarter when viewed on a year-ago basis.

Beyond more favorable base effects, gradual firming in core components continues to support
underlying inflation. The core CPI index has exhibited the clearest pickup over the past quarter
and is up 2.1 percent over the past year. The strength reflects the tight housing market, in terms of
rental housing and for-sale inventory, which has led to heavily weighted shelter costs outpacing
other components. However, excluding shelter, core inflation has also turned higher.

The pickup is only recently being mirrored in the Fed’s preferred measure of core inflation, the
PCE deflator. After being stuck at 1.3 percent for nearly the past year, the core PCE deflator has
edged up to 1.4 percent year over year in the fourth quarter. The uptick masks the fact that core
PCE inflation actually slowed a bit over the quarter. Nevertheless, core PCE inflation still looks
mild when compared to the rise in core CPI inflation (even allowing for the fact that CPI runs
higher) and alternative measures of core inflation (Figure 3).

Supporting the case for firmer readings on core inflation is further improvement in the labor
market. Signs of labor market tightening are broadening in the wage data. Average hourly
earnings and wages & salaries for non-incentive paid workers have clearly trended up over the
past year (Figure 4). Momentum is expected to continue with the share of small businesses
planning to raise compensation now greater than at any point in the past expansion.

As reaffirmed in the Jan. 27 statement, the Fed continues to view the effects of energy and the
dollar as transitory. Inflation is still expected to rise in the medium term, helped by further
improvement in the labor market. Yet, the lingering low-inflation environment is taking a toll on
some measures of long-term inflation expectations. Longer-term TIPS spreads have continued to
move down alongside oil, but consumer expectations for inflation 5-10 years out has also edged
lower in recent months. The slide in inflation expectations raises the difficulty level in bringing
inflation back up to more desirable levels, as the sluggish growth environment drags on.

In our view, the already cautious Fed will need to see more improvement on the inflation front in
light of the renewed concerns about global growth and the ability of the U.S. expansion to
withstand the slowdown intact. We expect headline inflation to rebound over the coming quarters
as energy prices stabilize, but slow progress in core PCE inflation will leave the Fed on hold in
March.
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Demand and Slack in the Economy Unemployment Rates
| casonally Adjuste
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= Labor market figures suggest that conditions in
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Commodity Prices CRB Commodities Index
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|
= Global demand concerns continue to be the
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Import and Export Prices Import Prices
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Producer Prices PPI Final Demand
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. . 8% 8%
® Producer prices for goods and services fell
more slowly over the course of Q4, but still left 6% 1 1 6%
the producer price index (PPl) for final
demand down 1.1 percent from a year earlier in 4% T ,\/7\ T 4%
December. Declining food and commodity
. . . : 2% + \ a T 2%
prices were the main culprit applying \f—\\/\_/
downward pressure on PPI, but the pace has o \—\ oo
eased somewhat. 0 N ’
® The PPl for personal consumption, which 2% + Va! 2%
closely traces the PCE deflator was down
1.4 percent on a three-month annualized basis A earovervear Des @ 11% T 4%
in December and down 0.7 percent on a year- 3-Month Annualized Rate: Dec @ -1.1%
ago basis. The weakness offers further evidence o 1 s . s “o%
that consumer inflation continues to run well )
below the Fed’s desired levels. PPI Personal Consumption vs. PCE
Year-over-Year Percent Change, NSA
®  Food prices softened further in Q4 as prices for o o Personal Consurmtion Dec @ o 6ve 1|
chicken, eggs, beef and veal and dairy products oo | PCE Deflator: Dec @ 0.6% 1 e
tumbled. Year over year, PPI final demand for
food was down 5.2 percent. 206 | 1 20

ending in December. Removing food, energy 7 T
and trade services, our preferred measure of
core produce price inflation, rose at a
0.4 percent annualized rate in Q4. 1% 1 1 1%

0% 0%

®™ Trades services, which are based on margins,
had a lackluster quarter, only increasing at a 21 \\/\/\,\ /\/\ 1%
0.4 percent annualized rate the three months Vi 7
\ A

®  Further back in the production pipeline, prices
for processed and unprocessed intermediate '2%2011 } 2812 } 22)13 } 2814 } 2315 T o
goods continued to fall. The decline offers some
support to margins but suggests little need for
businesses’ to raise final selling prices.

-2%

PPI Intermediate Demand by Commodity

Year-over-Year Percent Change, SA

40% 40%
i i i 30% + + 30%

PPI Services: Intermediate vs. Final Demand
Year-over-Year Percent Change, NSA 20% 1 1 200

3.5% 3.5%

10% + /_\’/\ + 10%

3.0% + 1 3.0%

° ’ 0% f o "

2.5% —+ /_\ 4 2.5% -10% ”\,/ -+ -10%
‘ -20% 1 1 -20%

2.0% /\ T 2.0%
) -30% - + -30%

1.5% T 1.5%
\ -40% —Processed Intermediate Goods: Dec @ -6.5% T -40%

Unprocessed Intermediate Goods: Dec @ -24.8%
+ 1.0% -50% + t + t + t + t + t t t t + -50%
2009 2010 2011 2012 2013 2014 2015 2016

1.0% -

0.5% + A+ 0.5%
—Services for Intermediate Demand: Dec @ 0.5%
Services for Final Demand: Dec @ 0.4%
0.0% t t t t t t t t
2011 2012 2013 2014 2015 2016

0.0% Source: U.S. Department of Labor and
Wells Fargo Securities, LLC




Inflation Chartbook: February 2016
February 2, 2016

WELLS FARGO SECURITIES, LLC
ECONOMICS GROUP

Employment Costs

25%

The pace of growth in employment costs was
unchanged in Q4. Compensation rose
0.6 percent over the quarter, keeping the year-
over-year gain steady at 2.0 percent.

The trend in wage and salary costs was little
changed last quarter. Wages and salaries for
private sector workers continues to outpace
earnings for government workers, but the pace
of gains in both sectors was little changed from
that registered a year earlier.

Benefit costs rose 0.7 percent in Q4, driven in
large part by a jump in public sector benefits.
Employer costs for private sector benefits
remained muted at just 0.4 percent last
quarter. In 2015, private sector benefits rose
1.9 percent, which was the smallest increase
since 2009.

Outside of the ECI, there are some signs wage
growth is picking up. Average hourly earnings
data from the monthly payroll survey showed
wages rose 2.4 percent year over year in Q4,
compared to 2.0 percent the prior year.
Meanwhile, the share of small businesses
planning to raise compensation in the next
six months rose to 19 percent, which was
higher than at any point in the past expansion.
We expect wage growth to continue to advance
around 0.6 percent per quarter, which should
push up the year-over-year rate beginning in
Q2. The pickup in compensation costs is likely
to remain fairly muted, however, given
weakness in labor productivity.

ECI Wage Growth

vs. Small Business Plans to Raise Compensation and Avg. Hourly Earnings
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Consumer Prices
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The Consumer Price Index (CPI) showed
inflation firming in Q3, as the drag from lower
energy prices faded. Although energy prices
again fell over the quarter, the decline was
more moderate than the same period last year.
Looking ahead, as oil prices begin to stabilize,
headline inflation is expected to rise at a faster
rate.

Declining prices for agricultural commodities
weighed on food prices in Q4. Prices for food at
home fell each of the past three months and in
December was down from a year ago. Prices for
food away from home, on the other hand,
continued to rise, albeit at a slower rate.

Core inflation strengthened over the quarter,
rising at the fastest pace since July 2012. Much
of the upward pressure has been due to ever-
increasing shelter costs, which make up around
40 percent of core CPI. The rise in rental costs
reflects increased demand as household
formation has surged following stronger
employment conditions.

That said, core inflation excluding the sizeable
shelter component has also picked up in recent
months, helped by stronger growth in
transportation services and education and
communication services.

Rising medical care costs also boosted core
inflation in Q4. The uptick in health care
inflation was led by rising costs for medical
services, while consumers’ out of pocket costs
for prescription drugs rose more slowly.

CPI Medical Care

Year-over-Year Percent Change
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U.S Headline CPI vs. Core CPI
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Inflation Expectations

40%

Inflation expectations have  generally
deteriorated in recent months. While the
FOMC continues to characterize the declines in
energy and import prices as “transitory,” the
dip in longer-term expectations suggests that
the effects on inflation may be longer lasting if
not reversed soon.

Short-term consumer inflation expectations
continue to fall alongside gasoline prices, but
expectations for inflation 5-10 years out have
also begun to move lower. In the three months
ending in January, consumers’ long-term
inflation expectations fell to their lowest rate
on record.

Market based inflation expectations, measured
by TIPS spreads, have moved nearly tick-for-
tick with oil prices in recent months, including
long-term TIPS spreads that should be less
influenced by commodity prices movements.
Using the five-year five years forward, long-
term market implied inflation expectations fell
to their lowest level since TIPS began trading.
Not all market participants are expecting lower
inflation over the long term. In the New York
Fed’'s Survey of Primary Dealers, the median
forecast for CPI inflation 5-10 years ahead was
2.25 percent in December, up slightly from
2.20 percent a year earlier.

Businesses’ views of future selling prices
remain at multi-year lows, indicating the soft
backdrop for inflation is set to continue, as
firms are reluctant to test pricing power.
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