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Fog of war clouds inflation

Author: Greg Daco

	� Headline Consumer Price Index (CPI) surged 0.9% month over month (m/m) in March, the largest increase since June 2022, 
pushing headline inflation up 0.9 percentage points (ppt) to 3.3% year over year (y/y). Core CPI rose a more modest 0.2% m/m, 
lifting core inflation 0.1ppt to 2.6% y/y. Recall that, absent the downward bias from the Bureau of Labor Statistics methodology 
used to fill data gaps during the October government shutdown, we estimate CPI inflation would have been 0.3ppt–0.4ppt 
higher.

	� The conflict in the Middle East is adding another layer of inflationary pressure on top of the tariff shock, while increasing 
uncertainty around the inflation outlook. With WTI crude oil prices briefly surpassing $110 per barrel in March and a rapid 
pass-through to gasoline prices, prices at the pump posted their largest monthly increase on record (data back to the late 
1960s). Encouragingly, core inflation remained relatively subdued, with no clear evidence of pass-through at this stage, and 
food prices were contained. Both are likely to face upward pressure in the coming months from higher transportation and 
logistics costs, rising input prices, and increased fertilizer costs.

	� Looking ahead, we expect an energy- and food-driven bump to push headline CPI inflation to 3.6% in April–May, with core CPI 
temporarily rising toward 2.9% in May–June. We have raised our December 2026 forecast to 3.0% y/y for headline CPI inflation 
and now see core inflation around 2.6% y/y.

	� Most Fed policymakers view it as too early to assess the full economic and inflationary impact of the conflict in the Middle East 
and consider it “prudent” to monitor developments before recalibrating policy. While many still see scope for further easing if 
inflation evolves as expected, some participants see a strong case for a two-sided statement explicitly acknowledging that rate 
hikes could be appropriate if inflation remains above target.

	� Overall, officials appear content to defer any meaningful shift in their reaction function until greater clarity emerges on both 
inflation and growth. Against a backdrop of elevated inflation risks and a cautious, “once burned, twice careful” mindset, our 
baseline now incorporates just one 25-basis-points rate cut in 2026, in December. It is entirely plausible that the Fed delivers 
no cuts this year — and that the next policy move could, in fact, be a hike.
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In the details
	� Energy prices surged 10.9% m/m in March, the largest monthly increase since September 2005, with gasoline prices up 21.2%, 

the largest monthly gain since the series began in 1967, and fuel oil prices up 30.7%, the strongest increase since February 
2000. Given current energy commodity price levels, it is likely we will see another, albeit less pronounced, increase in these 
components in April.

	� Energy services prices were more subdued, with electricity prices up 0.8% while utility piped gas prices fell 0.9%. With Henry 
Hub natural gas prices now back to pre-conflict levels, we expect limited additional pressure on US utility gas prices from the 
conflict in the Middle East.

	� Food prices were flat on the month, with grocery prices down 0.2% on lower cereal, meat and dairy prices, while restaurant 
prices rose 0.2%. Looking ahead, higher fertilizer costs are likely to push crop prices, and ultimately food prices, higher in the 
coming months. We expect food inflation to rise from just below 3.0% y/y in March to just above 4% in the near term.

	� Core CPI rose a contained 0.2% m/m, as tariff-induced pressures in select goods categories and some firming in travel-related 
costs were offset by disinflation in housing, easing vehicle prices and flat medical care prices.

	� Core goods prices edged higher, with apparel prices rising 1.0%, likely reflecting ongoing tariff pass-through. Used car prices 
declined 0.4% for a second consecutive month, while new car prices were flat. Recreational goods prices increased 0.5%, led by 
gains in computer prices, while furniture and home furnishing prices fell 0.2%.

	� Shelter costs rose 0.3% m/m, with rent up 0.2% and owners’ equivalent rent (OER) up 0.3%, following post-pandemic low 
monthly increases in February. Housing remains the dominant disinflationary force in CPI, although the magnitude is likely 
overstated due to data collection disruptions from the government shutdown. Some of these distortions should unwind with 
the April data, resulting in somewhat firmer readings.

	� Airfares rose 2.7% m/m, while car rental prices increased 1.3%. As a result, airfares are now up 15% y/y and car rental prices 
are 8% higher. Further upward pressure from the conflict in the Middle East is likely, adding to consumer cost pressures in the 
months ahead.

	� Medical care services prices were flat on the month, as a 1.4% decline in health insurance costs was offset by a 0.5% increase in 
professional medical services and a 0.2% rise in hospital prices.
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