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Jonathan Basile ®  October producer prices fell dramatically, with the headline PPl down -1.6%
_ . *1212538 1436 (tying for the largest decline on record) and the core down -0.9%. Many have
onathan basile@credi-suisse.com  asked whether or not the PPl numbers are flagging a similar drop in
Thursday’s CPI report, particularly in the core CPl. A sizeable decline in
headline CPI is very likely, (fcst: -0.3%) with motor fuel prices down sharply.
But we don’t believe the risks around the core CPI result have moved any
lower, and may have even edged higher.

e It was no surprise that falling energy prices dragged the headline PPI lower.
The big surprise came in vehicle prices, which accounted for all of the decline
within the core. Indeed, the 9.7% fall in light trucks was the largest on record.
Passenger car prices also fell a hefty 2.3%. The core PPI excluding cars and
trucks actually increased a rather ordinary 0.1% on the month.

e What could explain the severe drop in truck prices? The PPl measures
the revenue that domestic manufacturers receive. According to our auto
analyst Chris Ceraso, there were large production cuts in October for full-size
pick-up trucks — which typically garner higher per unit revenue than other
models. This decline in output of more expensive models may have caused
automaker revenues to soften, and the PPI truck index along with them.

e The seasonal factors also added fuel to the fire. October is a month when the
seasonal factors anticipate higher prices, as the BLS shifts to the new model
year for their statistical sample every October (the new models usually have
higher prices than the old ones). Indeed, the October seasonal factors
anticipate unadjusted light truck prices to rise 8% in the month. But
unadjusted truck prices fell 1.7% this month - the first such decline in
October truck prices since 1972. The combination of weaker high-priced
truck output and adverse seasonal adjustment produced the whopping 9.7%
seasonally adjusted drop in truck prices.
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Exhibit 1: PPI Light Truck Prices - first October decline since ‘72
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The relationship between CPI new vehicles and PPI car and truck prices is poor on a
month-to-month basis. lllustratively, the correlation between monthly changes on PPI
cars and CPI (new) cars is just .19; for light trucks, it is an imperceptible .01.

A number of technical differences explain the discrepancy between the two:

1) The PPI measures the revenue domestic manufacturers receive, as opposed to
the CPI, which measures the prices consumers pay from the dealer. Changes in
dealer profit margins may (and usually do) cause differences between the two.

2) There are usually lags in price changes from the manufacturer being passed on to
the consumer level.

3) The pricing date for the PPl is on one specific day in the middle of the month (the
14™). The CPI, on the other hand, covers the entire month.

4) Unlike the PPI, the CPI includes imported vehicles.

5) The CPI spreads the model year change in the sample over several months, while
the PPI makes the switch in one month (in October).

6) Changes in financing rate programs are captured in PPI but not CPI.

7) Sales taxes and other taxes on cars would cause the CPI to change but would not
affect the PPI.

So, despite the eye-catching decline in PPI vehicles prices, the implications are
ambiguous for this Thursday’s CPl. But one factor of greater concern — and in the
other direction — is the behavior of PPI residential gas prices.

PPI residential gas prices declined 9.3% on a seasonally adjusted basis in October —
another record on the available data (which goes back to 1991).

Unlike vehicle prices, the PPl and CPI natural gas components are tightly linked —
an .82 correlation (Exhibit 2). We should expect utility prices to fall noticeably in the
CPL

That is important because a decline in utility prices implies upside risk for the Owners’
Equivalent Rent Index (OER) — the largest component within the core CPI (30%
weight). Yes, even a minus can sometimes amount to a plus in the world of
government statistics.
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How does this work? The value of utility costs is subtracted from raw data on rents to
obtain an imputed measure of homeowners’ costs — the OER. As rents adjust much
more gradually than utility costs, simple arithmetic implies a sharp rise in utility costs
tends to suppress the OER, all else equal. Conversely, a sharp decline in utilities
tends to inflate the OER, all else equal. With PPI utility prices down sharply, there
seems to be clear upside risk to the core CPI's Owners’ Equivalent Rent Index. This
does not guarantee a 0.3% surprise in the core CPI, but we think it does shift the
balance of risks around the consensus (and our own forecast) for a 0.2% rise.

Conversely, we would not attach upside risk to the headline CPI, as the decline in
natural gas prices — a headline item — should suppress headline inflation. A minus
does amount to a minus in this case!

Exhibit 2: PPl and CPI natural gas prices
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