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Goodbye Deflation…
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Just a little more than a year ago, deflation chatter was all the rage,
with each of the U.S., Euro Area, Britain and Japan posting zero or
even negative headline inflation at one stage between early 2015
and early 2016 (Table 1). Fast forward a year, and suddenly
inflation concerns are gripping financial markets, with one Wall
Street strategist asserting this week that “inflation is indeed the risk
going forward”. The combination of firmer oil prices, improving
job markets, rising minimum wages, the possibility of stronger U.S.
growth and the threat of tightening trade barriers has swung the
sentiment on inflation dramatically in the past year. However, we
would argue that, just as deflation fears were wildly overblown a
year ago, inflation fears are overdone now.
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Table 1

Inflation on the Up and Up
Total CPI

(y/y % chng)
Dec. 2015

Dec. 2016

Jan. 2017 est.

United States

0.7

2.1

2.4

Euro Area

0.2

1.2

1.8

United Kingdom

0.2

1.6

1.8

Japan

0.1

0.3

0.5

Canada

1.6

1.5

1.9

Sources: BMO Economics, Haver Analytics

Chart 1

Core Inflation Remarkably Steady

Looking beyond the sharp turns in headline inflation among
industrial economies in recent years, underlying, or core, inflation
has been remarkably stable (Chart 1). For instance, for the OECD
economies, headline inflation has bounced from a low of 0.4% y/y
in the summer of 2015 (roughly a year after oil prices began
plunging) to 1.8% now. Meantime, core inflation has remained
almost locked around the 1.8% pace throughout the swings in oil
prices, precisely matching the average core inflation rate over the
past 15 years. We saw similar, if even more dramatic, oil-related
swings in headline inflation before, during, and after the financial
crisis, while core trends remained broadly stable. It is likely that
headline inflation will temporarily move well above core for a spell,
if oil prices firm further, just as it was consistently below core for a
prolonged period from mid-2014 until recently.

OECD Total

Core inflation is still expected to remain very well anchored in
coming years. In the Euro Area, core has barely budged from just
under a 1% clip, even as anxiety has risen in recent months as
headline inflation has rebounded to around 2%. Even more notably,
some measures of core inflation have turned negative in Japan (CPI
excluding food, and ex food & energy). But this is not a big change
for that deflation-plagued economy, as core inflation there has
averaged a microscopic 0.1% annualized over the past 20 years.

Wage Gains Trending Up, Finally

The U.S. is the one potential exception to a generally lacklustre
core inflation outlook globally. Even before the anticipated Trump
bump, the U.S. economy is approaching full capacity and the jobless
rate suggests the labour market is nearing full employment.
Assuming even modestly above-trend growth in the coming
quarters, wage inflation could accelerate after remaining contained
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for the past decade. Wage growth is already showing some initial
signs of picking up, with the Atlanta Fed Index (a median wage
measure) seemingly headed for 4% before December’s setback,
while average hourly earnings grind slowly but surely higher (Chart
2). However, there could be some room for the participation rate to
move higher, helping restrain wage gains for a little while yet.
Despite these risks, note that the core PCE deflator (the Fed’s
preferred inflation measure) has actually lost steam in the past six
months (Chart 3). Thus, even in the economy with arguably the
biggest inflation risk at this stage, underlying pressures have
actually been easing—not building—in recent months.
Markets have clearly taken notice of the upside risks to U.S.
inflation. TIPS breakeven rates have surged since Q4, in line with
the rally in oil prices and expectations of stronger economic growth.
Ten-year breakevens, a proxy for inflation expectations, have
jumped north of 2% for the first time since 2014H2. And, the 5-year
forward, 5-year breakeven rate (inflation expectations for the years
2023 to 2027), which tend to be less influenced by energy price
moves, has risen to 2.2%, close to its long-term average (Chart 4).
So even here, while market inflation expectations have picked up,
they’ve only moved back close to historical averages after plumbing
lows sparked by earlier deflation fears.
Bottom Line: The vast majority of inflation news in recent years,
both on the low side and the high side, has been driven by the sharp
swings in oil prices, and not a fundamental shift in underlying
pressures. In fact, core inflation has remained remarkably stable
across the industrialized world—and it is likely to remain so, even
with some moderate upside pressure on U.S. trends. Ongoing
outsourcing to low-cost options, global slack, relentless automation,
and intense retail competition from e-commerce are factors that are
likely to keep serious inflation at bay.

Canada is Different
Canadian inflation trends are running against the industrial world grain.
After posting one of the highest rates in the world a year ago, Canadian
inflation has steadily slid down the ranks to a below-average pace now.
Notably, Canada was one of the few countries in the world to see its
inflation rate slip lower in 2016—the move was modest, easing from
1.6% at the start of the year to 1.5%, but still counter to a much quicker
pace seen in most of the rest of the OECD. There are at least two major
reasons why Canadian inflation ebbed: 1) the Canadian dollar finally
strengthened moderately last year after a three-year plunge, helping
tame import prices, and 2) the amount of slack in the economy
expanded amid another year of below-trend growth, even as labour
market conditions tightened in most of the rest of the OECD (Chart 5).
For example, Canada was a rarity in another sense last year—it was one
of the few industrial world economies to see its jobless rate rise.
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Chart 3

U.S. Core: Range Bound For Now
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Chart 4
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Chart 5
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