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Steve Weisman:	 At his first press conference as chairman of the Federal Reserve, Ben Bernanke said the Fed 
would remain vigilant on inflation. But he didn’t seem to worry that rising food and oil and 
commodity prices posed a risk to inflation in the immediate future. This is Steve Weisman 
at the Peterson Institute for International Economics with William Cline and Joseph 
Gagnon to discuss the chairman’s comments. 

	
	 Joe, how do you assess the chairman’s outlook on inflation?

Joseph Gagnon:	 I think he stated what has been the long standing practice of the Federal Reserve, which 
is that they focus on their concern about overall inflation.  But they know that food and 
energy prices--in particular commodity prices--are very volatile and there’s little that the 
Fed can do about them. And by the time that the price at the gas pump has risen, it’s kind 
of too late for monetary policy to affect it. So they try to look through that and look at 
more sticky prices, more stable prices, which are most of the prices.

Steve Weisman:	 Bill Cline, is the correct policy to ignore or downplay these volatile price swings?

William Cline:	 There’s a problem. Food and fuel prices have two components of information. One is 
volatility, and that’s disinformation. The other is the long-term trend. That’s information 
that you throw out if you just use so-called “core inflation.” I was taking a look at this and 
was surprised to see that in eight out of the nine last years, the rate of “headline inflation” 
[which includes food, energy and commodity prices] has been higher than the rate of core 
inflation. That can happen one or two years in a row. But not when it’s up to eight out of 
nine in a row. The chances of that happening on a random basis are 1 out of 60.

	 So something is going on that suggests there is more than a random volatility involved 
here. It seems to me it’s consistent with growing concern about resource scarcity, about the 
fact that countries like China and India are growing very rapidly. They are a larger fraction 
of the world GDP and they are more resource-intensive in their growth than we are. Or 
concerns about things like erratic weather from global warming, causing commodity 
disruptions. So I think that we should start thinking about giving more weight to headline 
inflation, especially after a number of years have passed when there’s been a persistent excess 
of headline inflation over core inflation.

	 This can get mischievous. I happen to think now that the low interest rate policy in 2003-06, 
which I think contributed to the Great Recession and the financial crisis, was aided and abided 
by looking at core inflation instead of headline inflation. The average headline inflation in that 
period was 2.9 percent; the average core inflation was 2 percent. Two percent is fine, so it’s 
justifiable to continue to have lax monetary policy. So I don’t think this is totally innocuous.
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Steve Weisman:	 Innocuous? Joe?

Joseph Gagnon:	 I totally agree with Bill on the distinction between volatility and average level. If we had 
good reason to expect that headline inflation was going to continue to grow more rapidly 
than core inflation persistently for many years, we should rethink. But if that were the case, 
I think that we could spend a whole other interview on that issue. I would say we might 
want to reconsider what the headline inflation target should be then, because I actually 
would not be comfortable if core inflation had to be much lower than two to make room 
for headline inflation to be two.

	 I would rather have headline inflation a target of three, so we can have a core target of two 
and a half. Because I think it’s just not good to have inflation so low. The labor market 
just doesn’t work well when inflation is that low. You’d have to have a lot more people 
unemployed. I don’t think that throwing people out of work is really the right answer for 
this issue. People are upset about gas prices. They think that the Fed can control them, but 
it can’t. The way that it can control them is by throwing them out of work, which I don’t 
think they would like.

Steve Weisman:	 If I could rephrase it, you don’t disagree that the headline inflation numbers may be higher 
than some people think. But you don’t think it’s worrisome?

Joseph Gagnon:	 It is border line. I think Bill’s point is an important one to for us to understand going 
forward. I’m not saying I know what the answer is and would be happy to hear more from 
Bill on what he thinks will happen. If I were to agree with him that going forward we 
would expect commodity prices on average to be rising faster than core, the conclusion I 
might draw from that would be, well, let’s raise the target for headline inflation a little bit 
to two and a half or three.

Steve Weisman:	 With what consequences in terms of interest rates?

Joseph Gagnon:	 Over time, slightly higher interest rates actually. But the main point would be not to force 
more people to be unemployed to live with a lower core inflation.

Steve Weisman:	 Bill, Joe suggested that the problem with headline inflation is that it’s so volatile that 
interest rates and other policies can’t keep up. What might the Fed consider doing in the 
coming months, given the trend that you’ve described?

William Cline:	 It seems to me you can have an approach that said, you take a weighted average of the 
headline inflation and the core inflation to make a judgment about what’s true inflation. 
And if it’s been two years that headline has been above core, you say, “OK, we’re sticking 
with core.” But if it’s three years, then you give a fifth weight to headline. If it’s four years, 
you give two-fifths weight. If it’s eight years, if it’s 100 years, you give a 100 percent weight. 
Basically you can’t ignore reality. I agree with Joe that recognizing reality and seeing the 
emperor has no clothes and that inflation is higher than core for a sustained period -- which 
I think is where we’re at -- it may totally reverse next year. Let’s see.

	 But if that’s where we’re at, it doesn’t automatically mean that the Fed should really tighten 
up. Think about what the higher inflation means. It means we’ve got to pay for more oil; 
we’ve got to pay more for coffee. That’s a loss. There’s an income loss there that has to be 
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absorbed. Now do you adjust to that by putting a lot of people out in unemployment? 
That’s sort of an inefficient way to try to halt that. And in some sense having the real 
income erode by having the price of what they have to purchase go up, without it 
translating into a feedback mechanism where they demand higher wages, or get higher 
wages, you get an endogenous process of honest-to-goodness inflation.

	 You don’t want to jump immediately to the conclusion that you’ve got to tighten 
up monetary policy. You’ve got to look at the state of the economy. Is it close to full 
employment? But in your judgment of, say, the so-called Taylor rule, you put some 
weight on inflation; you put some weight on unemployment. And in making that kind 
of judgment, you don’t just turn the blind eye to cumulative evidence on higher headline 
inflation, but you do take it into account.

Steve Weisman:	 Do you think that Fed is turning a blind eye?

William Cline:	 I think we can test that, because apparently the FOMC [Federal Open Markets Commit-
tee] said that headline inflation is going to fall next year to 1.4 to 2 percent. So if it doesn’t, 
then let’s have them stick to their guns. If it doesn’t, let’s have them acknowledge it and not 
at that point say, “Well, core’s only 0 point or 1.1, so core is just fine, and headline, yeah, 
we missed that, but that doesn’t count.

Steve Weisman:	 Joe, we’ve been hearing warnings about inflation for a couple years from the inflation 
hawks, but until now, in terms of these headline numbers, it didn’t materialize. How much 
credibility should we assign to people who are always seem to be worrying that we’re on the 
verge of an inflationary spiral?

Joseph Gagnon:	 Well, it’s a very good question. It’s a slight digression, I think, but…

William Cline:	 Just to sort of correct you. The most recent CPI is 2.7 percent. That’s March over March -- 
it’s 2.7. You can’t say that there’s absolutely no scintilla of information about an inflation on 
the horizon.

Joseph Gagnon:	 Yes. So two things: One, Bill is right. But it’s important in these eight of nine years to 
remember that the one counter of the year was 2009 which is not that far ago, where we 
had negative headline inflation because of massive decline of commodity prices. And I 
think the Federal Reserve was actually very relieved that they had not tightened in 2008 
before the crisis.  I think that Bill’s point was seeping through to them. At that point in 
2008 they were recognizing that, “Well you know, it’s unusual.” I seem to recall it was only 
five years in a row. Bill says it was seven years in a row. Whatever. 

	 Several years in a row of headline being above core was unusual and people were starting to 
worry about it. And then the very next year – blam, it goes the opposite way big time. And 
then in 2010 it’s come back. That’s why Bill’s says, “No, headline’s 2.7.” I think clearly the 
Fed is worried about this and they’re wondering what to do.

	 As far as hawks versus doves, well, in terms of core inflation, the hawks clearly have been 
wrong. They were predicting an increase in core inflation. It hasn’t happened, hasn’t 
happened. I think they -- if pushed to defend themselves -- would say, “Ah, but headline 
inflation’s going up and that’s because commodity prices are going up and that’s because, 
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that’s a warning sign that overall inflation is going up soon.” They would say, “We were 
wrong, but we won’t be wrong for much longer. And you better watch out.”

Steve Weisman:	 Have these increased energy commodity and food prices had an effect on economic 
growth? Some new numbers out today suggest that growth in the first quarter was lower 
than perhaps anticipated. Bill?

William Cline:	 I’m not sure I’m the best one to answer. Maybe Joe has a view. I would not have thought 
so quite this soon. My impression is that the real killer in growth continues to be the weak 
housing sector and the fact that the big amount of investment and employment that we 
used to have in building new homes just hasn’t come back yet, or taken longer to come 
back than people anticipated. I think that’s a much more tangible reason. OK, will there 
be some growth drag from sticker price shock at the gas pump? Probably. But that’s a 
somewhat recent phenomenon, having to do with the Middle Eastern political upheavals, 
so probably a little early to say for that.

Steve Weisman:	 Joe, a final thought?

Joseph Gagnon:	 I think, back to the main topic, it’s going to be very interesting. I think central banks 
are focusing on this issue. It is a break in behavior that the headline inflation rate should 
persistently deviate in the same direction from core. That didn’t used to be true. Bill points 
out correctly that in the past decade it’s been true. But that’s the first time. And how 
reliable is that going forward I mean? It clearly isn’t a random event. There is information 
there, but how do we best use it?

William Cline:	 Let me put this in an abstract or theoretical context. There is this guy called Harold 
Hotelling who decades ago said that the price of a scarce natural resource should rise at the 
rate of interest. Well, the interest rate equals inflation plus the real interest rate. So if the real 
interest rate is like 2- 3 percent, we’d tend to think by definition -- if the resource is really 
scarce -- its price should rise faster than general inflation year after year. And that kind of a 
concept would make you think if you had a smart, undergraduate who is asked about core 
inflation and headline inflation, his answer should be that because of Hotelling, headline 
inflation should always be higher than core inflation. So you’ll be fooling yourself if you 
think that core inflation is going to give the best picture. What we found out over decades 
was, instead of ever-rising commodity prices, they seem to be ever falling. After 1973 or 
so, you had basically this gradual decline in real commodity prices. But I think there’s 
considerable concern that we’re back in a period where the perception of limited resources 
and something more like a Hotelling mechanism, certainly for oil, might be more relevant.

Steve Weisman:	 Bill, Joe, thank you.

Joseph Gagnon:	 Thank you.

William Cline:	 Thank you.

                                       


