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Markets rallied after October’'s CPI report showed that inflation slowed more
than expected, but price growth in the services sector is far from trending
downward. Consumption in key spending categories, including medical care,
cannot be substituted away, making inflation more ingrained in the economy.
Worryingly for the Fed, prices in services are often sticky and less responsive
to changes in demand, rendering interest rate increases a less effective tool
to combat inflation in these sectors.

Services are leading price growth

Excluding food and energy prices, inflation for goods and services have trended in
opposite directions starting in early 2022. Now in the fourth quarter of the year, core
services (excluding energy) has overtaken core goods (excluding food and energy) as
the main contributor to inflation. In October, services contributed 3.9 percentage points
to the CPI 12-month growth rate, compared to 1.1 percentage points for goods.

The story thus far has focused on the shelter component of the CPI, which comprises
around 30 percent of the overall index and an even larger share if you look at just
services. Though rent and owners’ equivalent rent in the CPI continue to rise, they are
less worrisome because they follow a relatively predictable path and are directly
impacted by rising interest rates. Private sector measurements of new rents and
housing prices have already begun to drop, and it is only a matter of time before this
gets reflected in the official inflation figures (signs point to around a 12-month lag).

When excluding shelter, price growth for core services is still rising aggressively, and
this will be more difficult for the Fed to control. In October, services less energy and
shelter contributed 1.6 percentage points to the CPl 12-month growth rate, up from 1
percentage point at the start of the year.

UNLIKE GOODS, SERVICES INFLATION IS TRENDING UPWARD
(Contributions to CPI Y/Y change, % points)
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Services prices are stickier and less responsive to interest rate hikes

Services exhibit “sticky” prices and inflation of these spending categories is especially
problematic for the Fed for two reasons: they are less responsive to interest rate hikes
and they may incorporate future inflation expectations.

Sticky price items may be less responsive to interest rate hikes because they have low
substitution and are relatively immune to demand shocks. Demand for many services
is inelastic where prices do not significantly change consumption. Medical care will
always be in demand even when prices rise, as will be the need for car insurance,
haircuts, and cell phone service. And unlike for goods, consumption for many services
cannot be substituted away.

For example, consumers may choose to buy cheaper cuts of beef when prices rise or
choose less expensive clothing materials. Services, on the other hand, have much less
substitution (e.g., an expensive MRI scan cannot be substituted with a cheaper x-ray
scan). The traditional CPI does not account for substitution bias and as a result, may
even overstate the level of inflation.

In 2002, the Bureau of Labor Statistics (BLS) developed the chained CPI which
attempts to account for substitution changes along with small sample biases.
Historically, differences between the CPI and chained CPI have been small, but the
post-COVID inflationary period has highlighted how much substitution really occurs.

Differences between the CPI and chained CPI 12-month growth rate in 2022 show that
substitution plays a much more significant role for goods compared to services,
signalling relatively consistent demand. The Fed’s ability to slow inflation rests on their
ability to shrink demand. But since demand for many services does not significantly
fluctuate, the Fed will be much less effective at controlling inflation for these spending
categories whose price growth is driven by labor costs and supply-side pressures.

SUBSTITUTION PLAYS A KEY ROLE IN WHY SERVICES INFLATION IS STICKY
(Difference in Y/Y growth rate, CPI vs chained-CPI, 2022)
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In addition to having inelastic demand and low rates of substitution, services change
in price much less frequently. Spending categories that infrequently change in price
are problematic because they may incorporate expectations about future inflation.

The Federal Reserve Bank of Atlanta publishes a sticky-price CPlI, utilizing a flexible
basket of goods and services that exhibit infrequent price adjustments. Perhaps not
surprisingly, rent and owners’ equivalent rent are major contributors to the Atlanta
Fed’s sticky-price CPI, but as discussed earlier, the Fed has already been relatively
successful in quelling demand in the housing market. And while future inflation is
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expected for shelter, the composite sticky-price CPI makes it difficult to gauge inflation
expectation for the other individual items.

Indeed, the rest of the basket is largely made up of services including motor vehicle
maintenance and repair, motor vehicle insurance, medical care, communication,
personal care services, and more. Price adjustments range from 6 months to 24
months for the sticky-price services components (compared to an average of about 2.5
months for flexible-price goods).

Changing prices may be costly for an employer so when pricing decisions are made,
expected inflation of input costs, labor, etc. may be accounted for. This fear is
especially potent in services where rising labor costs can impact inflation one year from
now.

INFLATION IS ACCELERATING FOR KEY SERVICE CATEGORIES
(PCE annualized growth rate, 12-month moving average, %)
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Wages will drive inflation in key services sectors

Price “stickiness” is especially true for health care, where prices change infrequently
and there is little to no substitution. So far in 2022, inflation for health care has been
around 2 percent (12-month growth rate), as measure by the PCE Price Index, but
wages are likely to have a lagged effect.

The CPI and PCE differ in their measure of health care costs, with the PCE capturing
the cost incurred by both the consumer and by employers or government. This gives
medical care nearly double the weight in the PCE (the Fed’s preferred measure of
inflation).

Historically, wages of medical care workers have been a leading indicator of health
care inflation, with the 12-month change in the Employment Cost Index (ECI) for wages
and salaries of hospital workers leading the 12-month change in the PCE Price Index
for health care by about one year. Research by the Federal Reserve Bank of Dallas
shows a strong correlation between today’s wage growth and future price growth in
health care.

Using an autoregressive model to forecast health care inflation, the Dallas Fed projects
the 12-month growth rate in PCE health care to rise from 2.1 percent in Q2 2022 to 3.9
percent in Q2 2023, remaining above 3.5 percent through 2024. Given health care’s
significant weight, overall inflation will likely remain above the Fed’s two percent target
for the next couple of years.
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WAGES WILL HAVE A LAGGED EFFECT ON HEALTH CARE INFLATION
(PCE health care, Y/Y change, %)
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What can the Fed do?

The impact of rising interest rates is not linear in many sectors of the economy, but this
is especially true for services. Price “stickiness” where spending categories have low
levels of substitution and the lagged effects of rising wages make controlling service
inflation more difficult for the Fed. Going forward, cooling the labor market will be key
for the Fed.

For services like health care, demand will likely not change, making labor shortages
the driving force behind inflation. For labor shortages to subside in these key sectors,
labor force participation rates must rise, which is unlikely unless the unemployment
rate rises as well. It would be premature for the Fed to halt interest rate increases given
the strength of the labor market.
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