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Previous
Date Indicator For Estimate Consensus* Period
27-October -2014 Pending Home Sales MoM SEP -0.2% 1.0% -1.0%
28-October -2014 Durable Goods Orders SEP -0.5% 0.4% -18.4%
28-October -2014 Durables Ex. Transportation SEP 0.2% 0.6% 0.4%
28-October -2014 S&P/Case Shiller 20 City MoM AUG -0.10% 0.15% -0.50%
28-October -2014 Consumer Confidence Index OoCT 86.5 87.2 86.0
29-October -2014 FED QES3 Pace OoCT $0B $0B $15B
29-October -2014 FOMC Rate Decision 10/29 0.25% 0.25% 0.25%
30-October -2014 Initial Jobless Claims 10/24 278K N/A 283K
29-October -2014 GDP Annualized QoQ —Adv. Q3 3.1% 3.0% 4.6%
30-October -2014 Personal Consumption —Adv. Q3 1.8% 2.0% 2.5%
30-October -2014 GDP Price Index —Adv. Q3 1.5% 1.4% 2.1%
31-October -2014 Employment Cost Index Q3 0.5% 0.5% 0.7%
31-October -2014 Personal Income SEP 0.3% 0.3% 0.3%
31-October -2014 Personal Spending SEP 0.0% 0.1% 0.5%
31-October -2014 PCE Deflator MoM SEP 0.0% 0.0% 0.0%
31-October -2014 PCE Core MoM SEP 0.1% 0.1% 0.1%
31-October -2014 Chicago Purchasing Manager’s Index OCT 61.5 61.0 60.5
31-October -2014 Univ. of Michigan Confidence Index-Final OoCT 86.0 86.4 86.4

*Consensus from Bloomberg

Disinflation - What do the Tea Leaves Say?

Last week we lowered our consumer price inflation
forecast for 2015 by a half a percentage point to 1.2
percent. A strengthening U.S. dollar combined with large
declines in oil and other commaodity prices are expected to
add to deflationary pressures in the months ahead. Over
the last two week’'s we have received a fresh batch of
producer price index (PPI) and consumer price index
(CPI) prices for September, so we thought now would be
a good time to review in more detail what the latest tea
leaves are saying about the direction of future U.S. prices.

First let's turn to the dollar. The U.S. dollar has
appreciated 8.4 percent against the Euro over the past six
months and has appreciated 6.0 percent against a
broader cross-section of our major trading partners. This
will put more downward pressure on U.S. import prices
and will hurt domestic producers’ ability to pass along
price increases as well, as foreign price competition
intensifies. Import prices fell 0.5 percent in September
and are already down 0.9 percent from a year ago.

U.S. Import Prices Contracting Again

Import Price Index: All commodities
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The producer price readings for September weren’t any
more encouraging. The headline U.S. PPI for September
declined 0.1 percent month-over-month. This figure was
below the consensus forecast looking for a positive 0.1
percent increase. Excluding volatile food and energy,
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producer prices were flat. The year-on-year increase for
both core and headline PPI slipped to just 1.6 percent -
two tenths lower than the month before and further away
from the Fed’'s goal on inflation. The crude goods PPI,
often a leading indicator of the future direction of
intermediate and finished goods producer prices, has
been contracting now year-on-year over the past two
months.

What matters most to the Fed right now is what this all
means for future consumer price inflation. For now
consumer inflation remains steady. The consumer price
index and Core-CPI (excluding food and energy) both
increased a modest 0.1 percent in September and 1.7
percent from a year ago. This is still well below the Fed’s
target of 2.0 percent plus for this indicator. Moreover,
market based inflation expectations appear to be
forecasting far slower inflation in the near-future.
Disinflation, or the slowing of price increases, at the
consumer level is more likely to keep Fed rate hikes at
bay until Q3 2015.

Consumer Inflation Still Lower than Fed’s Target

Consumer Inflation Trends
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So where are consumer prices rising, and where are they
falling? The spending categories with the highest price
increases over the past 12 months include food and
beverages (+2.9%), housing (+2.6%), and services
(+2.5%), while prices for apparel (+0.5%) and recreation
(+0.1%) have seriously lagged and prices for
transportation (-0.8%) and energy (-0.6%) have actually
declined from last September. Together transportation
and energy comprise about 26 percent of the overall CPI
index. Including apparel and recreation bumps up the
weight to about 35.1 percent of the overall CPI index. A
significant chunk of the index for sure, probably large
enough for disinflation to emerge, but probably not
enough of a chunk on its own for outright deflation to take
hold without another recession or more severe deflation
from abroad. On the flip side, food and beverages and
housing together comprise about 56.6 percent of the
overall CPl index. But with inflation in these sectors

already running well ahead of overall inflation, it is hard to
envision a significant pickup in inflation here.

Transportation & Energy Prices Lower Than a Year Ago

CPI by Component, Sep 2014
YoY % Change
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TIPS Spreads Signal More Disinflation Ahead
Bond investors appear to agree that disinflation is in our
near future. Market based inflation expectations including
the 5-year TIPS spread, the difference between the 5-
year U.S. Treasury yield and 5-year Treasury Inflation
Protected Securities- a measure of inflation expectations
over the next five years, sank to 1.4 percent its lowest
level since October 2010.

The spread of these two vyields is the annual average
inflation premium that bond investors attach to these
bonds over their five year maturity. The wider the TIPS
spread the higher the inflation expectation in the market,
and vice versa.

Disinflation Already Priced Into the Bond Market
TIPS Spread with 5-year Maturity
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Clearly, deflationary pressures are building in the U.S.
despite on-going monetary accommodation. With that
said, the current deflation scare is not even close to the
deflation-scare in November 2008. At the very least over
the near-term, the Fed will need to be more vigilant
against falling prices than they are against rising prices.
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Major Economic Indicators

History Forecast Yr/Yr % chg or Annual Avg.
Economic Data 2013.1 2013.2 2013.3 2013.4 |2014.1 2014.2 |2014.3 2014.4 |[2015.1 2015.2 2015.3 2015.4 2012 2013 2014 2015
Real GDP* 2.7 1.8 4.5 3.5 2.1 4.6 3.1 2.9 3.0 3.0 2.9 2.9 2.3 2.2 2.2 3.1
Personal Consumption Expenditures* 3.6 1.8 2.0 3.7 1.2 2.5 1.8 2.8 2.9 2.8 2.7 2.7 1.8 2.4 2.2 2.7
Non-residential Fixed Investment* 15 1.6 5.5 10.4 1.6 9.7 7.1 5.6 4.9 4.9 4.9 4.9 7.2 3.0 6.2 5.7
Private Housing Starts (000s units) 947 865 882 1,025 925 985 1,023 1,040 1,096 1,100 1,121 1,143 784 930 993 1,115
Vehicle Sales (mill. Units, annualized) 15.3 15.5 15.7 15.6 15.6 16.5 16.7 16.8 17.0 17.1 17.2 17.3 14.4 155 16.4 17.2
Industrial Production* 4.2 1.9 25 4.9 3.9 5.5 2.7 4.5 3.5 3.3 3.3 3.2 3.8 2.9 4.0 3.7
Nonfarm Payroll Employment (mil.) 135.5 136.1 136.6 137.2 137.8 138.5 139.1 139.7 140.4 141.4 141.7 142.3 134.1 136.4 138.8 141.4
Unemployment rate 7.7 7.5 7.2 7.0 6.7 6.2 6.1 5.8 5.7 5.6 55 5.5 8.1 7.4 6.2 5.6
Consumer Price Index* (percent) 1.2 0.4 2.2 1.1 1.9 3.0 0.5 0.9 0.5 1.7 1.9 1.9 2.1 1.5 1.7 1.2
"Core" CPI* (percent) 2.0 1.4 1.8 1.6 1.6 2.5 0.9 11 1.6 1.7 1.7 1.8 21 1.8 1.7 1.5
PPI (finished goods)* (percent) 0.8 -1.0 2.3 1.2 3.9 3.7 -0.3 -0.1 0.0 0.3 1.0 1.1 2.0 1.2 2.0 0.4
Trade Weighted Dollar (Fed BOG, major) 74.8 76.6 76.8 76.0 77.1 76.6 77.0 80.5 82.0 82.5 83.2 83.8 73.6 76.1 77.8 82.9
Crude Qil Prices -WTI ($ per barrel) 94 94 106 98 99 103 98 85 87 87 89 90 94 98 96 88

*Quarterly Data Percent Change At Annual Rate; Annual Data Year-on-Year % Chg, or Annual Average.

History Forecast Annual Average

Financial Data 2013.1 2013.2 2013.3 2013.4 |2014.1 2014.2 |2014.3 2014.4 |[2015.1 2015.2 2015.3 2015.4 2012 2013 2014 2015
S & P 500 1,514 1,610 1,675 1,769 1,835 1,900 1,976 1,379 1,644

Dow Jones Industrial Average 13,994 14,959 15,286 15,736 | 16,177 16,604 | 16,954 12,965 15,010

Federal Funds Rate (effective) 0.15 0.12 0.09 0.09 0.07 0.09 0.09 0.08 0.10 0.13 0.34 0.60 0.14 0.11 0.08 0.29
Treasury-3 Month Bills (yield) 0.09 0.05 0.03 0.06 0.05 0.03 0.03 0.03 0.03 0.11 0.34 0.66 0.09 0.06 0.04 0.29
Treasury-2 Year Notes (yield) 0.26 0.27 0.37 0.33 0.37 0.42 0.52 0.46 0.74 0.90 1.13 1.43 0.28 0.31 0.44 1.05
Treasury-5 Year Notes (yield) 0.82 0.91 1.50 1.44 1.60 1.66 1.70 1.64 1.70 191 2.12 2.40 0.76 1.17 1.65 2.03
Treasury-10 Year Notes (yield) 1.95 1.99 2.71 2.74 2.77 2.62 2.50 2.40 2.60 2.82 3.06 3.21 1.80 2.35 2.57 2.92
Treasury-30 Year Notes (yield) 3.13 3.14 3.71 3.79 3.68 3.44 3.27 3.12 3.43 3.63 3.73 3.83 2.92 3.44 3.38 3.66
Prime Rate 3.25 3.25 3.25 3.25 3.25 3.25 3.25 3.25 3.25 3.25 3.38 3.87 3.25 3.25 3.25 3.44
Libor 3-Mo. U.S. Dollar 0.29 0.28 0.28 0.28 0.26 0.25 0.24 0.24 0.25 0.28 0.49 0.75 0.42 0.28 0.25 0.44
Mortgage-30 Year (yield) 3.50 3.67 4.44 4.29 4.36 4.23 4.14 4.07 4.27 4.46 4.70 4.84 3.66 3.98 4.20 4.57
BAA Corporate (yield) 4.81 4.82 5.40 5.36 5.12 4.82 4.74 4.73 4,78 4.94 5.16 5.32 4.94 5.10 4.85 5.05

Source: Bank of the West Economics, Bloomberg, Federal Reserve



