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The gap between two well-known measures of infla-
tion—the year-over-year percent change in the core
Consumer Price Index (CPI) and the core Personal
Consumption Expenditures (PCE) price index—has
widened recently to a level not seen since the last
recession.

One potential explanation for this widening spread be-
tween the core indexes is low healthcare inflation and
the fact that healthcare is treated differently in each
index. Each core index can be roughly thought of as a
weighted average of the price growth of components
in a basket of goods and services. Healthcare re-
ceives the largest weight of all the basket components
in the calculation of core PCE inflation (about 25
percent) but is weighted at just 10 percent in the core
CPI. This is because the CPI only takes out-of-pocket
consumer healthcare expenditures into account, while
the PCE augments these with purchases that have
been made on behalf of consumers by employer-
provided insurance, Medicare, and Medicaid. Given
this significant weight differential, it is conceivable that
low healthcare inflation could be pushing year-over-
year core PCE growth well below the rate of core CPI
growth.

To investigate this possibility, we construct a com-
posite price index that we can use to measure overall
healthcare inflation. We calculate this index in the
same way as the core PCE index, but use only the
medical goods and services components of the core
PCE basket (see Dolmas 2005 for more details). This
healthcare index shows that since 2012, and espe-
cially since mid-2014, healthcare inflation has been
approximately the same as core PCE inflation. Prior to
then, healthcare inflation consistently exceeded core
PCE inflation.
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Next, we construct a second index by stripping health-
care goods and services from the core PCE index.
Comparing the year-over-year growth in this index to
core PCE allows us to see the contribution of health-
care inflation to core PCE inflation over time. Health-
care inflation pushed up core PCE inflation an aver-
age of 40 basis points from 2000 to 2007. However, it
has had a relatively neutral effect following the shock
of the Great Recession, contributing an average of
zero basis points to core PCE inflation from 2011
onwards.

So, while healthcare inflation has not been pulling
core PCE inflation down more than other components,
it has also not played its historical role of pushing it
higher. Given this, it is not surprising that the recent
gap between core CPI and core PCE inflation is es-
sentially unchanged by excluding healthcare from

the core PCE. And, since higher healthcare inflation
historically tended to pull core PCE inflation up closer
to the level of core CPI inflation, one can argue that
the current absence of significant healthcare inflation
is a key determinant of the positive spread of core CPI
over core PCE inflation.

To see if this trend is likely to continue, we look at
inflation trends in the individual components of our
composite healthcare price index. We condense these
component indexes into six: Hospital services, physi-
cian services, other medical services, prescription
drugs, other medical goods, and health insurance. We
further group these into three broader categories: ser-
vices, goods, and health insurance. Healthcare-servic-
es inflation has recently accounted for 75 percent of
overall healthcare inflation, with goods and healthcare
insurance taking the remaining 25 percent.

Turning first to services, we see a long-term decline
in hospital-services inflation beginning in 2003 and
a similar moderation in physician-services inflation
beginning near the end of the last recession, with
both experiencing sharp declines at the end of 2014
and into 2015. Other-medical-services inflation has
also declined since the recession, though it appears
to have stabilized, averaging just 1.35 percent since
2012.

Turning next to goods and health insurance, we

see other-medical-goods inflation has consistently
trended well below overall healthcare inflation in the
2000s. Meanwhile, year-over-year prescription-drug-
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price growth hit a nadir of —0.2 percent in July 2013
before surging to a post-2000 peak of 6.4 percent in
December 2014, although it has since fallen back to
around 5 percent. However, the effect of the recent
spike in prescription-drug prices is muted by the fact
that prescription-drugs inflation is weighted 15 percent
in the calculation of overall PCE healthcare inflation.
Finally, year-over-year growth in the health-insurance
price index has declined considerably since mid-2010,
with growth falling steadily from a post-recession high
of 4.7 percent in July 2010 to just under 0.5 percent in
four of the first six months of 2015.

On the whole, the downward trend in healthcare infla-
tion appears to be broad-based. Price growth in all
subcategories (save prescription drugs, which has
decelerated recently but remains particularly elevated)
is low, with some subcategories continuing to tumble
to new post-2000 lows while others appear to have
leveled off.

Healthcare inflation is likely to remain subdued if cur-
rent trends continue. However, some have argued
that the slowdown is temporary and that the continued
development and diffusion of high-cost treatments,
procedures, and technology will drive healthcare infla-
tion back up (Chandra, Holmes, and Skinner 2013).

Another possible risk to this outlook is year-over-year
wage growth for healthcare-service workers (recall
healthcare-services inflation represents 75 percent of
overall healthcare inflation). Wages in the healthcare-
services sector have increased strongly over the past
year and could put upward pressure on healthcare-
services inflation. Healthcare services remain very
labor intensive and are difficult to standardize; all else
equal, this makes productivity increases in healthcare
more difficult to achieve. Since wage growth without
commensurate gains in productivity tends to be infla-
tionary, we might expect the effects of higher health-
care-services wages to show up as higher healthcare
inflation with some lag.

After falling steadily in the post-recession period from
an average of 3.1 percent in 2010 to an average of
1.25 percent in 2014, year-over-year healthcare-
services wage growth increased to 2.8 percent in
May 2015, driven by strong, similarly timed jumps in
hospital- and ambulatory-service wages, along with
nursing and residential-care wage growth, which has
gradually climbed back to just over 2 percent in 2015
after bottoming out in 2012. An acceleration in health-
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care prices would once again put upward pressure
on core PCE inflation, as occurred during much of the Change in Nominal Average Hourly Earnings for

period prior to the Great Recession, which would in Healthcare Service Workers
turn gontrlbute to the closing of the gap between the {2-month percent change
core indexes. 7
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