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Are higher timber and metal prices pushing up inflation?
Dr Ralph Solveen
Tel: +49 69 136 22322

The strong upturn in the global economy has caused many intermediate products to
become scarce and their prices to rise significantly. This upward trend in producer
prices is likely to continue for some time. However, this will only have a small impact
on consumer prices. This is because the respective goods have only a relatively small
weight in the CPI basket, and the correlation between producer prices and the sales
prices of these products has recently been rather loose. Consumer prices are likely to
rise more strongly on a sustained basis only if wages increase more strongly, but this
is not expected for several years.

Strong push in producer prices ...
Is inflation about to pick up in Germany? Many investors are at least seeing the first signs of
this. In March, producer prices for industrial products in Germany were 3.7% higher than a year
earlier (title chart).
Companies expect this strong price increase to continue for the time being. The share of
manufacturing companies that expected rising sales prices in the Ifo survey has reached a
record high for the past 30 years. These price expectations have so far been a good leading
indicator for the development of producer prices in the following months.

... because of more expensive intermediate goods, ...
Producer prices are rising significantly, mainly because the global economy has recovered
surprisingly strongly. This, together with some special factors, has made many intermediate
goods scarce. In the last Ifo survey, for example, 45% of German manufacturing companies
said that a shortage of intermediate products was holding back their production; this is by far
the highest figure in the past 30 years (Chart 1). Some short-term factors such as the temporary
closure of the Suez Canal or extreme weather events may have contributed to this. For many
products, however, there is a risk that this shortage will continue for much of this year.
Chart 1 - Almost half of manufacturing companies reporting supply chain problems
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A closer look at the PPI data confirms that, in addition to energy, it is primarily intermediate
products that have recently become more expensive (Chart 2). However, at least so far there
has not been a broad price increase, but it is concentrated on some basic materials such as
timber and other building materials, metals and chemical products. If this shortage persists –
as we suspect they will – these prices are likely to rise further.

... but soon also stronger inflation for final products
The rise in input prices has not yet had an impact on the producer prices of final products
(excluding food); their year-on-year rate is still much lower than before the Corona crisis.
However, this is likely to change soon. In the past, more expensive intermediate products were
almost always the harbingers of rising prices of final products. We assume that these will also
increase noticeably in the coming months and thus strengthen the rise in overall producer
prices.
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Chart 2 - Prices increasing stronger only for intermediate goods so far
Subcomponents of PPI, change on year in percent
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Only limited effect on consumer prices, ...
However, this is not necessarily a harbinger of a noticeably stronger increase in consumer
prices. In the last 20 years, there has been no stable correlation between the producer prices
of final products and the prices of the goods included in the CPI, even if the prices of capital
goods – which are not relevant for the CPI – are excluded and only the prices of goods and
consumer goods (including motor vehicles) are considered (Chart 3). Rather, phases of quite
close correlation, as in the period around the financial crisis, alternate with phases in which,
as between 2015 and 2019, at best a very loose correlation between the two series can be
discerned.
One reason for this is probably that the weights of the individual goods in the PPI differ
significantly from those in the CPI, even if only the subgroups for consumer goods (including
motor vehicles) are considered in both indices. For example motor vehicles have a share of
about half in this subgroup at the producer level, while they account for less than 15% in
the respective subgroup of the CPI. However, it is probably even more important that many
consumer goods are imported to a considerable extent and therefore domestic producer prices
play only a subordinate role for their sales prices.
Chart 3 - Only weak correlation between goods' prices on the producer and the consumer
level
Prices of consumer goods (incl. motor vehicles, but excluding energy and food on the PPI and the CPI
level, change on year in percent
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... especially since only a small part of the basket of goods is affected
But even if the rising producer prices were to have a noticeable impact on the prices of
consumer goods in the coming months, the effect on the overall CPI would probably be limited.
After all, the share of goods (excluding energy and food) in the consumer price index basket is
less than 1/4 (Chart 4). Rather, the CPI is dominated by services, which, including rents, account
for well over half of the basket of goods. This applies all the more to the core index excluding
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energy and food, which is usually the focus of attention, where the share of services is just
under 70%.
Admittedly, some services such as taxi rides could also become more expensive due to the
recent higher energy prices, and other services such as package tours could also see a sharp
rise in prices due to strong demand after the end of the pandemic. However, there should only
be a sustained increase in inflation if wages rise noticeably. So far, however, this is not the case.
On the contrary, wage growth has weakened noticeably under the impact of the pandemic; the
recently agreed, moderate wage agreements argue against a rapid change in the trend.
Chart 4 - Share of goods in CPI basket at less then 1/4
Weights in the German CPI, in percent
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Inflation fears on the markets are not confirmed for the time being, ...
A similar development as in Germany is also expected for the euro area. Here, too, the increase
in PPI, which is largely limited to intermediate products, is likely to become broader, but will also
only have a limited impact on consumer prices. This is why the stronger rise in producer prices
is unlikely to trigger a reaction from the ECB. Rather, the ECB will continue its asset purchase
programmes and resolutely counter any speculation of a change in policy. For this reason, the
emerging somewhat higher inflation rates at the producer level are unlikely to prevent Bund
yields from falling again somewhat in the second half of the year.

... but stronger inflation in the longer term
Even though we do not yet see a real inflation problem for this year and next, despite higher
producer prices, there are considerable inflation risks in the longer term (in perhaps four or five
years). This is because after the pandemic subsides, the economy will recover strongly and
the labour market situation will gradually improve. If the labour market is very tight again in
a few years, wages should also rise faster with a certain delay, especially as labour tends to
become scarcer in the coming years due to demographic developments both in Germany and
worldwide. Since monetary and fiscal policy should continue to boost the economy for some
time, companies will probably also be able to pass on these higher costs to their customers,
especially since the inflation-dampening effect of globalisation will diminish in the face of
increasing protectionism. Together with the costs of the fight against climate change, these
factors will noticeably increase the upward pressure on prices in the longer term.
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Forecast meeting – stronger growth
Dr Jörg Krämer
Tel: +49 69 136 23650

At our monthly forecast meeting, we raised our growth forecasts for the euro area, the
USA and China. We have also raised our inflation forecasts somewhat, mainly due to a
higher oil price forecast. We still do not expect any real inflation problem in 2021 beyond
special and base effects. The Fed is likely to start tapering its bond purchases in the
first quarter of 2022 - one quarter earlier than previously assumed.

Stonger growth in the euro area...
At our monthly forecast meeting, we raised our growth forecasts slightly across the board.
For Germany, we expect 4.0% instead of 3.5% this year. The Federal Statistical Office had
revised the past quarters slightly upward; in addition, at 1.7%, GDP in the first quarter had not
fallen quite as sharply as originally feared. We continue to expect a strong economic recovery,
because as the peak of infection is passed, more and more counties are showing a 7-day
index of below 100 and corona restrictions can be relaxed there. This is also supported by
the rapidly progressing vaccinations (30% of Germans have been vaccinated at least once).
All these arguments apply more or less to the remaining countries of the euro zone, for which
we now expect growth of 4.5% (previously: 4.0%). Nevertheless, we have not had to raise our
forecasts for core inflation in the euro area, mainly because the rise in labor costs has slowed
further. The sharp rise in prices for individual intermediate products at the producer price index
level is unlikely to have a noticeable impact on the consumer price index. We have raised the
2021 headline inflation forecast slightly by 0.2 percentage points to 1.9% because we now see
oil prices at $70 at year-end (previously: 60).

... but nevertheless an €250bn increase in the PEPP volume
We have not changed our ECB forecast. According to this forecast, the ECB is likely to reaffirm
its expectation in the fall that it will phase out its purchases under the PEPP program "by spring".
As a tribute to the many doves in the Governing Council, it is likely to announce at the same time
that it will increase the total PEPP volume once again (by 250 billion, half of the last increase). It
would then have enough ammunition to reactivate PEPP purchases in the event of unexpected
setbacks throughout 2022. This would be a hedge against the risk scenario of undesirable
developments, especially in the government bond markets.

USA: Higher growth, tapering not quite so late
For the USA, we have further raised our 2021 growth forecast from 6.5% to 6.8%. Rapidly rising
government spending and rapid progress on vaccines argue for somewhat higher growth. We
have discussed at length the outlook for U.S. inflation. Unlike in the euro area, labor cost growth
has accelerated somewhat, even after factoring out the unusually high bonuses in the financial
sector. We have raised our forecast for core inflation based on the personal consumption
expenditure (PCE) deflator for this year slightly by 0.1 percentage points to 1.9%. This takes
into account the fact that inflation will temporarily pick up significantly in the second quarter
due to special and base effects.
The US Federal Reserve is expected to start reducing its bond purchases ("tapering") in the
first quarter of 2022 - one quarter earlier than previously assumed. We continue to expect this
step to take place later than most economists. The idea behind this is that the Fed is subject to
greater political pressure than in the past. In any case, it wants higher employment not only in
general, but also for individual segments of the population. In effect, it is also pursuing social
policy. It is unlikely to raise its key interest rates before 2024.

Market forecasts largely unchanged
We have made few changes to our market forecasts. For example, we have slightly increased
our forecasts for US government bond yields. In the short run, we also expect a somewhat
stronger dollar than previously but continue to forecast a longer-term rise in EUR-USD – mainly
because the overvalued dollar is vulnerable.
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