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The Fed's inflation target is within reach

Rampant inflation is unlikely despite policy rhetoric

There have been false dawns
before, but a combination of
solid economic momentum, a
tight labour market, higher
commaodity prices and a stable
dollar should help the Fed to
finally reach its inflation target
after falling short for most of
the past decade. Politics could
add an additional boost to
inflation, but the Fed has
hinted that it would be willing
to tolerate inflation
overshooting the target
temporarily.
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“We are not trying to engineer an overshoot of
inflation, not to compensate for past
undershoots. Two percent is our objective but it
is a symmetric objective.”

Janet Yellen

The headline inflation rate in the US
accelerated to 2.7% YoY in February, the
highest level since 2012. With the oil price
more than 40% higher than a year ago, the
annual rate was boosted by a low base

comparison as energy prices bottomed in
February 2016. Transportation represents
about 15% of the basket that forms the
basis of the US Consumer Price Index (CPI)
and is highly correlated with the oil price,
which usually makes it the most volatile part
of headline inflation. Having been a drag on
inflation until September last year,
transportation has increasingly added to the
overall price pressure in recent months and
became the second largest contributor to
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inflation in February, adding 1 percentage
point. However, with the energy price base
effect peaking in February, the contribution
from transportation and other energy-
related items to inflation is expected to fade
if oil prices remain close to their current
levels. Headline inflation should therefore
moderate over the course of the year.

Housing lifts core inflation

While the energy boost to the inflation rate
is expected to disappear relatively soon,
core components will continue to push
prices up. Service inflation, representing the
lion’s share in core inflation measures, has
steadily been grinding higher in recent
years. Housing and healthcare are key
components of both Core CPI and the Core
PCE price index, with the latter putting
more weight on healthcare costs while
housing is the single most important basket
item to measure CPI.

Housing, which represents more than 40%

of the CPI basket and has a significant
weight in the PCE Core price index as well,
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Housing and transport are the biggest CPI contributors (% YoY)
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has been a relatively constant and steady
source of rising inflation in the past few
years. An improving economy with solid
employment growth and rising wages has
continuously lifted the demand for housing.
At the same time, supply has been lagging.
The resulting mismatch has been driving up
shelter costs, the most significant factor in
the housing basket, to an annual rate of
3.5% at the beginning of this year. As
housing supply is only gradually picking up,
shelter costs are expected to rise further in
the near term, adding to inflationary
pressure for both headline and core
inflation. However, historically shelter costs
and housing inflation have been correlated
with house prices. Given that a number of
national house price indicators have started
to moderate recently, housing inflation may
soon be peaking.

Medical care, representing roughly 8% of
the CPI basket, but more than double that
in the PCE Core index, constantly added
between 0.2 and 0.4 percentage points to
headline CPI inflation over the last decade.
While the annual growth rate of medical
care costs has slowed down from its recent
multi-year high, the underlying
demographic trend and the constantly
increasing demand for healthcare services
will keep pushing medical care costs higher.

Fed may tolerate inflation to overshoot
Housing and healthcare cost will keep
supporting core inflation measures. The PCE
Core price index, the Fed’s preferred
inflation measure, slowly climbed to 1.7%
YoY in January and is thus still some way off
the Fed's target of 2%. Given the solid pace
of service inflation and the recent pickup in

both durables and non-durables prices, the
PCE Core price index is expected to slowly
rise over the course of the year.
Nevertheless, the Fed is in no hurry to
tighten monetary policy aggressively. Its
latest statement contained a newly
introduced emphasis on the symmetry of
the inflation goal. This seems to imply that
the Fed could live with a short period of
inflation overshooting the 2%-target, in
particular if wages keep rising at a relatively
moderate pace in response to higher
inflation. In fact, the Fed recently lowered
its longer run expectation for the
equilibrium unemployment rate to 4.7 %,
indicating that it thinks the labour market
can tighten further before it leads to a
significant acceleration of inflation rates.

Inflation expectations are receding
While the Fed is right to watch wage
developments, a number of research papers
show that the relationship between wage
growth and inflation is broken. If anything,
the causality seems to go from higher

inflation to rising wages rather than the
other way round. Despite the weaker
relationship, the Fed will keep a close eye on
wage growth to avoid any resurrection of a
wage-price spiral. It is therefore reassuring
for the Fed that wage growth is not excessive
so far. Interestingly, the latest NFIB small
business survey signals a lower willingness to
increase wages despite increasing challenges
to fill open positions.

While a wage-price spiral seems a distant
threat so far, the Fed will closely watch
inflation expectations for any signs of a
potential de-anchoring. However, survey-
based measures have not yet picked up
markedly. Quite the contrary, the University
of Michigan’s longer-term inflation
expectations survey has fallen to the lowest
level on record in March, underlining that
rising prices are not a major worry for
households.

Market-based inflation expectations have
soared in the aftermath of Trump'’s election
victory, bringing them back in line with
survey-based measures. Investors are
anticipating growth-enhancing and
potentially inflationary policies by the new
administration. Although market-based
inflation measures have a relatively poor
track record of forecasting actual inflation,
politics may indeed have a significant impact
on inflation in coming quarters.

The Trump effect: taxes and tariffs
could lift inflation

While currently still short on details, Trump
announced plans for more fiscal spending,
infrastructure investment and tax cuts for
both households and companies during his
election campaign and after taking office. A
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A stronger dollar would dampen the impact of a border tax
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fiscal stimulus when the output gap is
already small would push inflation rates
higher and would most likely be countered
by more aggressive Fed tightening.
However, as fiscal measures have not yet
been debated in Congress, let alone
implemented, any meaningful effect is more
likely to be felt in 2018 and later.

Import tariffs or a transition to some form
of a destination-based tax system with
border-adjustment (BTA) as presented in
Paul Ryan’s corporate tax reform plan would
have a direct impact on inflation. Switching
to a BTA system would disallow the
deduction of the cost of imported goods
when calculating tax payments.
Economically, the impact would be similar
to imposing a tax on imports as the after-
tax cost for imports would rise.

Both import tariffs and border taxes would
therefore lead to higher inflation rates,
although the effect would be only
transitory. The amount by which inflation
would rise depends on the degree of pass-
through of the higher import costs, which
will vary a lot between different industries.
Firms in sectors with less price-sensitive
customers or little substitution will find it
easier to pass through the higher cost.

The total import content of the Core PCE
index is estimated to be about 13%, once
import costs of intermediate goods that
contribute to final goods produced in the
United States are taken into account.
Assuming a pass-through of 70-80%,
import tariffs or border taxes would have a

substantial near-term effect on inflation.
However, broad-based import tariffs or a
complete transition to a destination-based
tax system with border adjustment seems
unlikely given strong opposition from
different interest groups. Any import tariffs
would target specific industries. In the case
of a border tax, there would most likely be
sector-specific exemptions designed to
mitigate the detrimental impact on the US
economy.

Stronger USD would soften the impact
A key feature of a destination-based tax
with border-adjustment would be to
exempt export revenues from taxation.
Compared to the current situation this
would lead to lower input costs for US
companies selling their products abroad,
making them more competitive and
potentially increasing the demand for US
products. As the price elasticity of US
imports is larger than the one for US

exports, the US trade deficit would narrow. In
fact, this would be one of the Trump
administration’s key objectives to impose
import tariffs or introduce a border tax.

An increasing demand for US products and a
narrowing US trade deficit would lead to an
appreciation of the dollar. A stronger dollar
dampens the inflationary impact of a border
tax. But again, the pass-through of a rising
dollar would only partially compensate the
border tax and would come with a lag.
Therefore, the overall effect of import tariffs
or a border tax on inflation would be positive
but transitory.

Conclusion

The Fed has failed to reach its inflation target
of 2% for almost every single month since
the end of the recession in 2009. While
economic momentum went through ebbs
and flows, a strengthening dollar and a steep
fall in energy prices have been headwinds for
inflation. These headwinds have now faded
while the economic outlook remains solid
and the unemployment rate is close to its
equilibrium rate. Headline inflation was
boosted by the energy base effect and is
likely to peak soon. Meanwhile, core inflation
is expected to slowly grind higher going
forward. Inflation could be further lifted by
fiscal policy or new import tariffs. However,
these effects would be transitory and the Fed
seems willing to tolerate inflation to
temporarily overshoot its target. The link
between wages and inflation has been weak
in recent years but the Fed will keep a close
eye on the relationship as it will want to
prevent the potential ignition of a wage-price
spiral.

A loose relationship between wages and inflation
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Disclaimer and cautionary statement

This publication has been prepared by Zurich Insurance Group Ltd
and the opinions expressed therein are those of Zurich Insurance
Group Ltd as of the date of writing and are subject to change
without notice.

This publication has been produced solely for informational
purposes. The analysis contained and opinions expressed herein
are based on numerous assumptions concerning anticipated
results that are inherently subject to significant economic,
competitive, and other uncertainties and contingencies. Different
assumptions could result in materially different conclusions. All
information contained in this publication have been compiled
and obtained from sources believed to be reliable and credible
but no representation or warranty, express or implied, is made by
Zurich Insurance Group Ltd or any of its subsidiaries (the ‘Group’)
as to their accuracy or completeness.

Opinions expressed and analyses contained herein might differ
from or be contrary to those expressed by other Group functions
or contained in other documents of the Group, as a result of
using different assumptions and/or criteria.

The Group may buy, sell, cover or otherwise change the nature,
form or amount of its investments, including any investments
identified in this publication, without further notice for any
reason.

This publication is not intended to be legal, underwriting,
financial investment or any other type of professional advice. No
content in this publication constitutes a recommendation that any
particular investment, security, transaction or investment strategy
is suitable for any specific person. The content in this publication
is not designed to meet any one’s personal situation. The Group
hereby disclaims any duty to update any information in this
publication.

Persons requiring advice should consult an independent adviser
(the Group does not provide investment or personalized advice).

The Group disclaims any and all liability whatsoever resulting
from the use of or reliance upon publication. Certain statements
in this publication are forward-looking statements, including, but
not limited to, statements that are predictions of or indicate
future events, trends, plans, developments or objectives. Undue
reliance should not be placed on such statements because, by
their nature, they are subject to known and unknown risks and
uncertainties and can be affected by other factors that could
cause actual results, developments and plans and objectives to
differ materially from those expressed or implied in the forward-
looking statements.

The subject matter of this publication is also not tied to any
specific insurance product nor will it ensure coverage under any
insurance policy.

This publication may not be reproduced either in whole, or in
part, without prior written permission of Zurich Insurance Group
Ltd, Mythenquai 2, 8002 Zurich, Switzerland. Zurich Insurance
Group Ltd expressly prohibits the distribution of this publication
to third parties for any reason. Neither Zurich Insurance Group
Ltd nor any of its subsidiaries accept liability for any loss arising
from the use or distribution of publication. This publication is for
distribution only under such circumstances as may be permitted
by applicable law and regulations. This publication does not
constitute an offer or an invitation for the sale or purchase of
securities in any jurisdiction.
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