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US: Deflation on its way
Both headline and core consumer price inflation undershot
expectations as the economy began its slide. The subsequent collapse
in energy prices and surging unemployment means inflation
pressures will evaporate with negative headline CPI soon set to arrive

Energy and apparel feel the squeeze
The US consumer price inflation report showed prices fell 0.4% month on month in March,
dragging the annual rate of inflation down to 1.5%. This was a touch weaker than the -0.3% MoM
figure expected with energy responsible for most of the decline – this component saw price falls of
5.8% MoM as gasoline prices began their long descent. Apparel was also weak (-2% MoM) while
transport costs were also sharply lower (-2.9% MoM).

Outside of these components there was very little upside threat. Tobacco saw the biggest gain, up
1% MoM while medical care rose 0.4%, food rose 0.3% with owners’ equivalent rent also up 0.3%.
Service sector inflation was very benign with a MoM price fall of 0.1% and annual inflation of 2.1%
versus 2.4% in February.

We see further downside risk to inflation over coming months. Huge falls in energy prices will
continue to feed through into lower retail gasoline prices, utilities and other components, which
account for around 8% of the index. Shelter, accounting for 33% of the basket, is also likely to be
weak with reduced activity depressing housing prices and rent inflation with hotel accommodation
prices plunging.
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Then there is services ex shelter (26% of the index), which is typically driven by wage inflation.
With initial claims data showing the economy having lost nearly 17 million jobs in the past three
weeks and with millions more at risk there is unlikely to be much inflation pressure being
generated here. The main threat is likely to come from food prices, particularly if containment
shutdowns result in less production, but we have to remember that food is less than 14% of the
inflation basket.

US CPI & energy prices (YoY%)

Source: Bloomberg, ING

Further price falls are coming
The Federal Reserve also see little inflation threat whether the economy gradually re-opens over
the summer or if lockdowns continue through to early next year. The minutes to the March FOMC
meeting, released on Tuesday, state that “in both scenarios, inflation was projected to weaken,
reflecting both the deterioration in resource utilization and sizable expected declines in consumer
energy prices.”

Of course, we hear the argument that the Federal Reserve "unlimited" quantitative easing is bound
to eventually generate inflation, but we heard that after the Fed’s QE1, QE2 and QE3 programmes.
The key question is will the money find its way into the pockets of consumers, or is it going to stay
in financial assets? Last time round QE certainly contributed to asset price inflation, yet CPI
remained stubbornly low and, at least at this stage, we see little reason for it to be different this
time round.

Our base case is one that sees the economy contract 12% peak to trough before we start to see a
rolling process of re-opening in the US from mid-May. This will involve some form of social
distancing with stricter testing coming into place meaning that a return to “business as usual”
could take many months – we don’t expect the lost output to be fully recovered until mid-2022.
This means new job opportunities for the millions of workers laid-off will be limited, unemployment
will be slow to fall and there will be few wage pressures. Inflation pressures will therefore remain
modest at best with little reason for the Fed to consider interest rates changes within the next
twelve months.
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