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Ignoring the core can keep inf lation at bay

Figures this week showed the eurozone's
inflation slow slightly during May. But
with recent price rises around the world
fresh in our memory, the importance of
keeping a watchful eye on inflation is as
strong as ever. Yet even as the financial
crisis has pushed ecconomists to
reconsider the methods they use to
interpret and forecast economic trends,
one concept seems difficult to remove:
core inflation.

Corc inflation differs from headline
inflation, given that it is calculated by
excluding food and energy products from
the basket of goods and services that
represent a houschold's typical spending.
Such an exclusion may seem strange,
given that the members of typical
houscholds in Europe and the US are
known to eat, to travel in vehicles that
consume fuel, to use heating systems -
and thus to buy food and -energy
products. Certainly, recent increases in
the prices of these products - which
account for about 30 per cent of the
average basket of goods in Europe -
reduce purchasing power, and therefore it
seems odd to construct a measure that
deliberately ignores them.

The rationale for excluding food and
energy, however, is that they tend to
fluctuate sharply, as we have seen with
recent rises and falls in the price of oil.
This volatility is then passed on into the
general price index, in turn making it
difficult to interpret the overall trend.
Because core inflation data are less
volatile, its advocates claim, it allows a
better extrapolation of future trends.
However, for core inflation to be a good
basis for forecasting headline inflation,
the variations in the prices of agricultural
and energy products have to be
temporary, and should on average not

differ from other prices. If that is not the
case, core inflation is neither a good
estimate of underlying inflation, nor a
good forecast of future inflation. It is
therefore a simple matter of looking to
see if data series relating to the prices of
agricultural and energy products meet
these requirements, and then asking if the
forecasting properties of the core inflation
series arc an improvement on headline
inflation after all.

A check of the data since 1999 shows
that, apart from the 2008-09 recession
and a few months of 2002, headline
inflation is always higher than that of
core inflation, both in Europe and the US,
with a cumulative difference over the past
decade of about 6 per cent in the curo
arca and the US, and 9 per cent in the
UK. The reason is simple. Since 1999,
the global index of energy and raw
materials prices has more than doubled,
as has that of food prices. These increases
have not been short-lived at all, but have
had a lasting effect.

Using statistical analysis to identify the
links between the two, it appears that, in
the past decade, there was no causal link
from core to headline inflation indicators.
Rather, it was the other way round, both
in the euro area and in the US. Put more
simply, core inflation has not been a good
indicator for forecasting headline
inflation. If anything, the opposite has
been true.

Given these results, one may wonder why
core inflation has caught on in recent
years, and continues to be used so
readily. The reason is simple. In the
1980s and 1990s, core inflation met the
requirements above and was therefore a
good way to forecast headline inflation.
But a structural change has taken place
over the past decade, in which strong

growth in emerging countries has
increased global demand for raw
materials in an unprecedented way. In the
absence of an equally rapid increase in
supply, this has produced a lasting
change in the terms of trade.

Looking ahead, if recent trends are
confirmed, prices of food and energy
commodities can be expected to increase
at a rate greater than that of manufactured
goods and scrvices. This means that
headline inflation will tend to be
significantly higher than core inflation,
both in advanced and emerging countries.
For central banks around the world, this
means that core inflation is no longer a
very useful indicator for monetary policy,
and should probably be abandoned. It
may have taken a while to realise this
but, as the Romans used to say, errare
humanum est, perseverare diabolicum - to
err is human, to persist in erring is
diabolical.
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