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US PCE inflation — Still moderate

US core inflation on track to reach 2% soon, but not much more
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February core PCE inflation rose
0.23% m-o0-m, in line with
expectations. The y-0-y reading was
up to 1.6% from 1.5% in January.

The improvement in US core inflation
remains quite unspectacular when
taking into account full employment
and solid underlying growth (likely to
reach 3% this year).

Core inflation should rise to 2% y-o0-y
in Q2-2018, but it is then likely to be
broadly stagnant for several months.

Rising inflation is unlikely to steer the
Fed off its current routine of one
quarter-point rate hike per quarter. It
would take core inflation to rise above
2.5% y-0-y (and GDP to rise above
3%) for the Fed to consider
accelerating tightening, we think.
That remains quite unlikely in the
near future.
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Core PCE inflation rose 0.23% m-o-m in February ( in line with market
expectations of 0.2%), up from 0.29% in January and 0.16% in December. The
y-0-y reading rose to 1.6% (also in line with market expectations), up from
1.5% in January.

Core inflation is on the rise, but seen from the perspective of full employment
and solid underlying growth of near 3%, it remains quite unspectacular —
especially as much of the price increase is due to rents, up 3.5% y-o-y in
February.

Furthermore, core inflation was in fact more subdued than the February print
suggested, as it was abnormally boosted by another strong gain in clothing
(+1.5% m-o-m). It also looks like there were ‘one-off” spikes in airplane tickets
(+2.6% m-o-m) and healthcare services (dentist +1.3% m-o-m, hospital +0.8%
m-o-m).These categories could give back their gains in the March inflation
print.

While likely to improve further, we think US core inflation will remain
unspectacular going forward. We maintain our annual core PCE inflation
forecast of 1.9%, still a touch above current the Bloomberg consensus of 1.8%.
We have factored in another 0.2% m-o-m gain in core PCE inflation in March,
which should then push up the y-o-y print to 1.9% as a result of base effects
(there was a sharp drop in telecommunications prices last year). After that,
though, the y-o-y print should rise very gradually. We forecast core PCE
inflation at 2.0% y-o-y by June and 2.1% by year end (see chart 1).

Chart 1: Core PCE inflation, % y-0-y (and our forecast)
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Source: Pictet WM-AA&MR, Thomson Reuters.




Among the upside risks to our inflation scenario are a sharp escalation in
trade tensions. For now, we do not think that the recent tariffs announced
against a portion of Chinese imports (25% tariffs on 10% of all Chinese
imports) will materially affect the US inflation outlook.

But they could if the protectionist net on Chinese goods were cast wider and
if it affected all imports from China (in which case core inflation could rise by
a percentage point in our view). In the meantime, imported clothing prices
and household goods, including electronics, have been a structural drag on
US inflation in recent years, and they are likely to remain so in the near
future.

Among the downside risks to inflation are a potential slowdown in rents.
There are signs that apartment vacancy rates are gradually moving up, while
the housing market continues to normalise (especially for first-time buyers).
A surprise for our inflation outlook would be a sharp moderation in rents.
Since housing is contributing 1.3 point to core inflation at the moment, a
slowdown in rents could have a material impact on the inflation outlook.

Federal Reserve still set to hike rates again in June

While core inflation should rise to the Fed’s target in the near term, we think
the Fed is going to remain cool headed about the inflation picture even if
core PCE inflation is set to soon reach the psychologically important level
of 2%. Chairman Jerome Powell emphasised at the March meeting that he
saw no sign of a sudden pickup in inflation, a stance he is unlikely to change.

Two further points are worth noting. First, the Fed has increasingly
emphasised the “symmetric” nature of the 2% inflation target, which means
that it could let core inflation rise a bit above 2% temporarily, given that core
inflation has undershot the target for so many years.

Second, other inflation signals remain tame and do not suggest overheating
is imminent. In particular, both market-based and consumer-based inflation
expectations remain subdued. In other words, there is no sign of a sudden
spiralling out of control of inflation expectations, which could then
reverberate on inflation itself.

We continue to think the Fed will keep its current routine of a quarter-point
rate increase each quarter until at least mid-2019. We think it would take
core inflation to move higher than 2.5% for the Fed to start considering
accelerating the pace of tightening. But even then, the Fed would also
consider whether growth was still looking strong and whether inflation
expectations were moving further up. We see these conditions as quite
unlikely in the next 24 months, even though we see core inflation rising to the
upper end of the 2.0-2.5% range in 2019 due to the lagged impact of growth
that is likely to be strong for the rest of 2018.
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Chart 2 : Selected core PCE inflation sub-indices, % y-o0-y (and 2Y CAGR)
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Chart 3 : Key ‘drags’ on US core inflation include autos, clothing and electronics
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Source: Pictet WM-AA&MR, Thomson Reuters.

Chart 4 : Meanwhile, the big inflation gainers are education, childcare and rents
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