« January 2005

FRB Cleveland

2

Inflation and Prices

12-month percent change

November Price Statistics 425 ['cPIAND C
400 f~
Percent change, last: 2003 375
1mo.? 3mo.? 12mo. 5yr.a avg. )
350
Consumer prices 205
All items 19 39 36 26 19 3'00
Less food 2‘
and energy 18 27 22 21 1.1 7
Median® 11 16 23 29 21 290
225
Producer prices 2.00
Finishedgoods 6.5 95 51 24 44 175
Less food and 150 =
energy 24 34 19 10 1.1
1.25 =
1.00 ]

PI EXCLUDING FOOD AND ENERGY

CPl excluding
food and energy

12-month percent change

1995 1997 1996 1998 1999 2000 2001 2002 2003 2004

12-month percent change

4.25 ["CORE CPI AND TRIMMED-MEAN MEASURES

50 [HOUSEHOLD INFLATION EXPECTATIONS®

400 —
45
3 Five to 10 years ahead
Median CPIP ive to 10 years ahea
250 edian C 10
3.25
3.00 35
2.75
3.0
2.50
2.25 25
2.00
175 0=
16% trimmed mean®
150 1 One year ahead
. . 5
CPI excluding food and ener
125 = ’ Yy
1.00 | | | | | | | | | 1.0 ] | | | | | | | |
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

a. Annualized.

b. Calculated by the Federal Reserve Bank of Cleveland.
c. Mean expected change in consumer prices as measured by the University of Michigan’s Survey of Consumers.
SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; University of Michigan; and Federal Reserve Bank of Cleveland.

Retail price measures grew modestly
in November. The Consumer Price
Index (CPI) rose at a 1.9% annualized
rate during the month after surging
7.9% in October. Growth in alterna-
tive retail price measures was equally
restrained: The core CPI, which ex-
cludes volatile food and energy
prices, rose 1.8%, whereas the me-
dian CPI, which examines the center
of the monthly price change distribu-
tion, rose a mere 1.1%—its smallest
monthly growth rate in over a year.

The 12-month growth rates in the
core CPI, the 16% trimmed-mean CPI,
and the median CPI continued to hold
steady between 2.0% and 2.5%. How-
ever, although the 12-month growth
rate of the median CPI is roughly the
same as in November 2003, the rates
of the CPI and the core CPI have
about doubled since then.

Meanwhile, survey data indicate
that inflation expectations are hold-
ing steady. The year-ahead inflation
expectations of households included

in the University of Michigan’s Survey
of Consumers ranged between 3.1%
and 3.6% over the past six months,
while five- to 10-year inflation expec-
tations remained constant at around
3.1% over the same period.
Throughout the past several years,
the relatively moderate growth of
core retail prices in the U.S. generally
has mirrored the euro zone, where
the 12-month growth rate of core
retail prices has ranged between
1.0% and 2.5%. In the Organisation
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for Economic Co-operation and De-
velopment’s (OECD) Economic Out-
look, the moderate rise in overall
consumer prices is projected to
continue in 2005. The OECD’s U.S.
inflation forecast predicts that retail
prices will rise 2.4% in 2005; prices in
most European countries are ex-
pected to rise between 1.5% and
2.5%. In contrast, consumer prices in
Japan, which has undergone price
deflation for more than six years,

are expected to remain essentially
unchanged.

One standard economists use to
gauge inflationary pressures is the
amount of slack (underutilized re-
sources) in the economy, called the
output gap. It is intended to mea-
sure the difference between the
economy’s potential output and its
actual output; presumably, as the
amount of slack is used up, inflation
accelerates. Current estimates of the
U.S. output gap, as reported by the

OECD, suggest that U.S. potential
output has exceeded actual output
since 2001 and projects that the gap
will close only gradually over the next
two years. The OECD’s estimate of
economic slack in the euro zone sug-
gests somewhat less inflationary pres-
sure there because their economic
slack remains even more elevated,
whereas for Japan, the OECD fore-
casts that resources will become fully
utilized sometime this year.
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