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¢ Amazon.com’s competitive pricing
strategies, along with technological
advances and globalization, have had a
deflationary effect on consumer goods.

» However, consumer goods represent a
small component of the Consumer Price
Index (CPI) relative to services, so the
overall impact on inflation is subdued.

At a higher level, through its
business-to-business services,
Amazon has been able to reduce
costs for customers, furthering its
multi-order effect on inflation.

* Bessemer’s Price Index has slightly
outpaced CPI over the past year,
mainly driven by higher weightings
in childcare and tuition.

“Amazon Effect” and Deflation

Amazon.com’s massive growth is impacting domestic
inflation. Founded in 1994 as an online bookseller
primarily competing against brick-and-mortar
bookstores, Amazon now dominates the e-commerce
market, generating around 50% of total e-commerce
sales in the U.S. and offering an endless number of
products and services — from Amazon Web Services
(AWS) to grocery deliveries to original TV shows. The
company has become such an integral part of our lives
that it is hard to imagine a world without it. Where

would kids buy textbooks? Where would we easily find
a desk to perfectly fit in that alcove? How could we find
the best price on wireless headphones?

A Deeper Dive Into Core Goods

It is nearly impossible to find a single economic data point
that is completely immune to Amazon’s direct and indirect
effects on society. Inflation is certainly not an exception.
U.S. consumers have always been price conscious, and
Amazon has made it easier than ever to do quick price
comparisons for almost every consumer product.
Brick-and-mortar and online retailers have been forced to
compete with Amazon’s competitive pricing strategy. This,
in conjunction with technological advances and the effects
of globalization, has had a deflationary effect on the cost of
consumer products. While we primarily focus on Amazon’s
effect on inflation in this piece, other e-commerce
companies, particularly eBay, and department store
giants like Wal-Mart, Macy’s, and Target have facilitated
or use price-competitive strategies that have also had a
deflationary impact on consumer products (Exhibit 1).

Exhibit 1: U.S. Core CPI Breakdown
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As of December 31, 2017. Core CPI (Consumer Price Index) excludes food and energy.
Source: Bloomberg, U.S. Bureau of Labor Statistics
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While the “Amazon effect,” a term coined to describe
the company’s impact on the retail space and beyond,
is undeniable, the first-order effect of Amazon on
inflation is likely relatively small. Amazon has been and
continues to primarily offer consumer goods (Exhibit 2).
Since the 1990s, consumer goods (excluding food and
energy commodities) have made up less than 25% of
the weight of the CPI and 35% of the core CPI, which
excludes food and energy (Exhibit 3). As a result, the
deflationary trend of core consumer goods depicted

in Exhibit 1 has not had an overwhelming impact on
the overall trend of core consumer prices. Services
have been and continue to be the main driver of both
headline and core inflation.

Moreover, the impact of Amazon is not uniform across
all products within the core goods category. Specifically,
many U.S. consumers still prefer to purchase their
clothing and footwear in stores. Apparel makes up
around 16% of core goods. Price competition for apparel
products has been more heavily driven by globalization
and technological innovation, such as the development
of the modern factory, rather than the Amazon effect
alone. Along a similar vein, other core consumer goods,
like new vehicles (representing around 19% of core
goods) and prescription drugs (7% of core goods) have
been affected by Amazon in indirect ways. Some items,
however, like books and electronics, including computers,
are now mostly purchased online but together account
for less than 15% of core consumer goods.

Exhibit 2: Breakdown of Amazon Sales by Business
Segment for Fiscal Year 2016

Retail Subscription
Services 5%

Other 2%

Amazon Web
Services 9%

Retail Third-Party
Seller Services 17%

Retail Products 67%

As of fiscal year 2016 dated April 12, 2017. Sales totaled $136 billion in FY 2016.
Source: FactSet

Exhibit 3: Product Category Weightings of Consumer
Goods and Services Within CPI for Selected Years
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As of December 31, 2017.
Source: Bloomberg, U.S. Bureau of Labor Statistics

Amazon’s price-competitive behavior will likely
continue to shape consumer behavior as its footprint
expands, but its direct impact on inflation is likely to
remain subdued. A study by Goldman Sachs found that
online shopping is subtracting around 25 basis points
from consumer goods inflation and one basis point for
consumer services inflation measured using Personal
Consumption Expenditure (PCE).

Additionally, as the Federal Reserve highlighted in its
recent commentary, inflation has been relatively soft
despite the U.S. being in the late stages of its current
economic cycle and the labor market nearing or already
at full employment. Core CPI and core PCE are both
below the inflation target rate of 2%. While it might be
easy to blame soft inflation on the deflationary trend of
core consumer goods, the annual growth rate of these
products is in line with pre-recession levels. Core services
inflation, primarily medical care services, however,
remains slightly below its pre-recession average.

Amazon’s impact on inflation and economic data,

as a whole, goes beyond the first-order effect. More
explicitly stated, by utilizing Amazon’s services, many
companies have been able to keep costs lower. For
instance, Amazon’s AWS is a cloud management solution
used by many service-providing companies, including
Netflix, Adobe, Airbnb, Discovery Communications, and
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McDonald’s, as well as goods-producing companies, like
BMW, Ferrara Candy Company, and McCormick. AWS
has helped reduce technology costs for these companies
because a tremendous amount of time and energy goes
into building systems similar to AWS that are necessary
in today’s tech-savvy business environment. In a similar
vein, today’s consumer wants a one-stop shop to find
items online and looks for fast and cheap shipping options
that can be very costly for some businesses to do on their
own and, especially, on a large scale. For this reason, an
increasing number of sellers are now using Amazon as
their online selling platform rather than exclusively selling
the product on their own websites and using Amazon’s
fulfillment centers to ship out their products.

Bessemer Price Inflation Index

The Bessemer Price Inflation Index (BPI) tracks the price
of consumer goods with different weightings compared
to the average CPI for all consumer items, not exclusively
core goods and services (Exhibit 4), with the goal of
better understanding the inflationary environment
experienced by wealthier households. Like the traditional
CPI measure, a very small weight of the index consists
of items that Amazon has had a direct pricing impact
on, like books and electronics. Second- and third-order
effects of Amazon are, of course, felt in BPI much as
they are in CPI.

Regarding BPI's recent trend versus headline CPI and
core CPI, BPT’s year-over-year percentage change has
been slightly higher than CPI by an average of around
15 basis points over the past year. The higher weighting
assigned to tuition and childcare (over 10% more weight
is assigned to this category versus headline CPI) is a
main driver behind BPT’s slightly higher annual growth
rate versus CPI because this product category’s annual
inflation rate is above average, increasing by a range of
2.2% to 2.6% over the past year.

Additionally, as mentioned in previous Inflation
Checkpoints, the lesser weight assigned to the
communications category, which has been deflationary
over the past year, and the greater weight assigned to
hospital services, which increased by an average annual
rate of over 4% in 2017, contributed to BPT’s slightly
greater growth rate versus CPI in 2017.
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Exhibit 4: Bessemer Price Inflation Index versus
Consumer Price Index
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As of December 31, 2017. Core CPI excludes food and energy.
Source: Bessemer, Bloomberg, U.S. Bureau of Labor Statistics

Lastly, the greatest component of both BPT and CPI is
owners’ equivalent rent (around 26% of CPI and 13%

of BPI), which has been providing a sizeable boost to
overall inflation, increasing by over 3.5% year-over-year
each month since June 2015.

Most recently, BPI increased by 2.1% year-over-year,
which is in line with headline CPI and 0.2% higher than
core CPI, as of December 2017.

The Year Ahead

Looking forward to the year ahead, we expect inflation
pressures to rise slightly and core inflation metrics to
come closer to or meet the Federal Reserve’s inflation
objective rate of 2%. Additionally, the market’s
expectations of inflation have risen since December

of last year, when tax reform became a reality, as
evidenced by the 10-year Treasury yield’s breakeven
rate, currently at 2.1% versus a post-financial crisis low
0f 1.2% in February 2016 and post-2016 election low
of 1.7% in June 2017. Moreover, we expect the Federal
Reserve to continue tightening even if inflation remains
relatively soft, though the number of future rate hikes
will likely be fewer if core inflation metrics continue to
be below 2%.
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