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Consumer prices increased 0.4% in February for an
annualized rate of increase of 4.8%. But core prices
(excluding food and energy) rose just 1.8% from a year
earlier — about the middle of the range during the past
dozen years.

The unprecedented actions by the Federal Reserve to
deal with the financial crisis and economic downturn have
raised concerns about inflation. The substantial decreases
in prices of houses and commodities amid widespread
deleveraging smack of deflation. Our analysis indicates
near-term deflation followed by a return to inflation.

Many years ago, as | pursued the Holy Grail of economic
indicator forecasting, | was advised by one of the
statisticians in Washington who helped compile the
Consumer Price Index that the month to month
fluctuations were random except for the influence of
energy prices. The discussion led to a simple CPI
forecasting equation that produces the results in the
nearby graph, which shows the year-over-year percent
changes in the monthly price of oil (dotted line; left axis)
and the CPI (solid line; right axis).

Oil and CPI Inflation
12-Month Percent Change

Consumer prices increased 0.4% in
February for an annualized rate of
increase of 4.8%. But core prices
(excluding food and energy) rose just
1.8% from a year earlier — about the
middle of the range during the past
dozen years.

The shaded area is the forecast period, which begins in
March 2009. The forecast for the price of oil is from the
futures market. The forecast for the CPIl is from the
forecasting equation. The equation has been very
accurate in predicting the direction of inflation throughout
the period shown. The equation accurately predicted a
temporary spike in inflation in 2008 in real time, followed
by a sharp reversal. Based on today’s futures prices, the
equation predicts year-over-year CPI deflation of 1% to
2% by mid-year, followed by a return to approximately
3% inflation by early 2010.
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