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when frequency dependency in the regression is statistically
accounted for, suggesting nonlinear dynamics between the vari-
ables. We also test whether commodity prices can be used to
K‘?J’W"rds;' ) forecast inflation. Again relying on frequency domain methods, we
Commodities indeed find support for long term causality from commodities to
Inflation . inflation. Moreover, the information content of commodity futures
Frequency domain . . . .

prices is robust to the effects of several financial and economic
variables.
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1. Introduction

The commodity price-inflation connection is important for at least two reasons. First, commodities
are frequently touted as inflation hedges, which can be used to motivate commodity investments.
For example, Gorton and Rouwenhorst (2006) argue that an index of commodity futures is linked
with consumer price inflation, implying that commodity investments protect real purchasing power
of market participants, while Bloomberg and Harris (1995) and Verheyen (2010) do not support a
positive relation.

Secondly, if commodity prices precede general inflation in the economy they can be utilized by
monetary authorities in policy decisions. This argument is motivated by the understanding that com-
modity prices are determined in efficient auction markets and should quickly reflect all available
supply and demand shocks in the economy. Furthermore, commodities tend to be important inputs in
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production and thus, increases in their costs could precede inflationary pressures, see Garner (1989)
and Marquis and Cunningham (1990) among others.

Our goal in this article is to conduct an empirical investigation of the link between commodity
prices and inflationary dynamics. We provide evidence on both contemporaneous and causal dynam-
ics between the variables. As discussed in greater detail below, our main contribution stems from
the fact that we rely on frequency domain methods to characterize the commodity price-inflation
connection. The statistical techniques used in this paper permit a decomposition of the connection
between the variables into short-term and long-term components, which prove to be critical in our
empirical results.

Bloomberg and Harris (1995) note that interest in commodity price-inflation linkage ebbs and flows
with investment returns in commodity markets. True to this comment, several recent papers exist in
this area, following significant rises in commodity prices. For instance, Cheung (2009) examines the
causal link between commodity indexes and inflation in several industrialized economies and argues
that commodities tend to signal changes in inflation at long horizons. A similar conclusion is reached
by Bhar and Hamori (2008) using the US data and a different statistical method.

Browne and Cronin (2010) also find causality from commodities to inflation; however, these
authors suggest that the observed causality is a result of commodities overshooting and moving away
from equilibrium, as a response to monetary conditions. Hence, including monetary variables in the
modeling is important in their framework. On the other hand, Verheyen (2010) states that while the
link between commodities and inflation was strong in the 1970s, it is nonexistent in more recent data,
similar to Cecchetti and Moessner (2008).! In a noteworthy paper in regard to the methodology used
in the present study, Kyrtsou and Labys (2006) show that the relation between commodities and infla-
tion is in fact chaotic and nonlinear. They find comovement between the series once these empirics
have been accounted for.

In prior literature that focuses on the 1970s and 1980s, Garner (1989) and Cody and Mills (1991)
find support for causality from commodities to inflation, especially in the 1970s. However, studies by
Furlong and Ingenito (1996), Bloomberg and Harris (1995) and Garner (1995) focus on the mid-1980s
and early 1990s and show that the link between commodities and inflation weakens considerably.
These studies suggest that commodity markets started reflecting idiosyncratic shocks, rather than the
general, economy-wide shocks and hence, could not be useful in the conduct of monetary policy.

In the empirical analysis of the present study, we investigate the period between 1983 and 2010
and report on both contemporaneous and causal linkages between commodity prices and consumer
inflation. The novel contribution of the paper is that we present new findings to the literature using
frequency domain statistical methods, relative to conventional time domain analyses used in prior
work.

Specifically, we first focus on contemporaneous relations and examine the sensitivity of inflation to
commodity price changes. We conduct a nonlinear analysis utilizing the frequency dependent regres-
sion approach by Ashley and Verbrugge (2009). As explained in greater detail below, in this framework
the relation between the variables is allowed to vary across the frequency components and hence,
high frequency (short term) and low frequency (long term) dynamics can be examined separately.
Indeed, while a conventional time series regression detects no significant relation between commod-
ity prices and inflation, our frequency decomposition analysis shows that there is actually a positive
and significant link between the rate of inflation and long term commodity price shocks.

We proceed to examine Granger causality relations, which can be conducted within the context of
vector autoregression models. We decompose the conventional, time domain causality tests to exam-
ine both short term and long term causality using the method introduced by Breitung and Candelon
(2006).2 We show that, similar to the regression results, causality from commodities to inflation
obtains only in the long term as no causality is detected at high frequencies. Hence, the analysis

! In examinations of individual commodities and inflation, Masso and Staeher (2005) show that oil price shocks have short-
lived impact on inflation. However, in gold markets, Tully and Lucey (2007) argue that inflation does not figure in the gold
volatility equation.

2 It is noteworthy that researchers have long recognized that summary measures produced by time domain methods are
unlikely to capture all aspects of the relation between the variables, see the original article by Granger (1969). However, the
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