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EXAMINING THE CRB INDEX AS AN INDICATOR FOR U.S. INFLATION 
 

Ram N. Acharya, Paul F. Gentle, Ashok K. Mishra, Krishna P. Paudel 
 

Abstract 
This paper analyzes historical movements in the commodity futures market and the 
relationship to inflation. Specifically, the relationship between the Commodity Research 
Board (CRB) Index and United States inflation is investigated. It was found that the 
relationship between the CRB index and the U.S. inflation rate was greater in the past 
than in more recent times. This is probably due to a change in the composition of the 
United States economy, as the service sector has grown as larger proportion of the 
economy. The service sector uses less commodities than the manufacturing and 
agricultural sectors use.   
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I. Introduction  

   The area of economic inquiry into the interrelationship between commodity prices and 

inflation is a timely topic. The CRB index is intended to measure anticipated inflation. 

(CRB Yearbook, 2004; Rogers, 2007) Many economists and publications have somewhat 

accepted the CRB index as a bell weather indicator of future inflation (Angell, 1992; 

Bianco, 1993; Kuhn, 1994; Liscio, 1991; Nusbaum 1993; Hess, 2003; Compton, 2005; 

Rogers, 2007). The CRB index in October 2000 provides a good example of how the 

high prices of some commodities (oil and natural gas) can be offset by the prices of other 

commodities, such as agricultural ones and gold. All of these commodity prices are of 

course in the CRB index (Palavi, 2000). However in recent years, the effectiveness of the 

CRB index to predict future inflation rates has diminished (Bloomberg and Harris, 1995; 

Kudyba and Diwan, 1998). 

 Knowing if the inflation rate is going to change is very helpful to many economic 

agents. Let�s use the example that there is going to be an increase in the inflation rate. This 

would make holders of debt lose real wealth due to being paid back in cheaper dollars. 

Conversely, debtors would stand to gain because their debts would be less in real terms. 

This assumes that the nominal interest rate on those loans is fixed. Salary and wage 

agreements would also be affected with the employer coming out on the winning end. Real 

asset values increase in times of inflation include land and precious metals. Governments, 

among the largest issuers of debt, are keen to note that inflation lessens the real burden of 

their debt. Businesses, with all the many inputs that they use and the selling of the many 

outputs of goods and services, must predict the accurate prices of everything. So there is no 

doubt that a precise as possible measure of inflation is a worthy goal.  



 A popular measure of inflation is the Consumer Price Index (CPI). We know this 

measurement is based on a basket of goods and services that are sold at the retail level. 

What about looking at the pries of some inputs at the very beginning of the production 

process? One such measurement is the Commodity Research Bureau Index (CRB Index) 

which is currently based on 17 commodities. Commodities are differently prices than retail 

items. Commodities are priced using an auction market, where supply and demand 

constantly change and constantly use those changes to determine new prices for those 

commodities. That means that even during the course of just one day, the price of a 

commodity may change many times. In considering the retail goods and services that you 

purchase, one does not often see the price tag changing up and down, over the course of a 

day or even between just two days. So clearly commodity market or retail market, has the 

most volatile prices.  

 Of importance, the commodity market is composed of items that are not finished 

goods. For example, gasoline is not on the commodity market; oil is. Some agricultural 

products are also in the commodity market before they have been processed and packaged, 

ready to be sold consumers. Economists place a great deal of importance on lag time 

because there can be an effect felt in one part of the economy that is not felt in the other 

part of the economy immediately, because of the lag time. For example, a price increase 

being seen in commodity prices, it may not be felt until the lag elapses and then it is felt in 

the consumer price index. But what about services? They have no commodities as raw 

materials. And countries like the United States now have economies based more on 

services then those countries did before. Still commodities are important to America. So 

the CRB Index is only somewhat as good a predictor of inflation as it once was, due to the 



changing composition of the United States economy.  The remaining sections of this paper 

include a literature review, a model section, a review of the results and then a summary and 

conclusion.  

 

II. Literature Review  

Products which tend to be heterogeneous and have longer contract periods have a slower 

price response to monetary changes than homogenous commodities. Because agricultural 

products have well-developed auction markets and tend to be more homogeneous than 

industrial products, there is "a faster price response by agricultural products than by 

industrial products" (Bordo, 1980).  Bordo's study of 14 industries, including a farm 

product sector, showed that prices for agricultural and other crude products responded 

more rapidly than prices of manufactured goods, when there was a change in monetary 

policy. Yet it was found that there was still a lag effect before price increases occurred in 

the agricultural sector, after an unanticipated increase in the money supply (Bordo, 1980; 

Saunders, 1988). However, Tweeten (1980) states that it has long been found that the 

total effect of inflation on agricultural commodities take place in a year or less.  

 

Effectiveness of the CRB Index as a Leading Inflation Indicator 

   The Fed has acknowledged internal research on the use of commodity prices in 

monitoring inflation. (Tanzy, 1987) Aside from only trading futures contracts on physical 

commodities, there are exchanges that also trade futures based on commodity indexes 

(Cantania, 1994).  A respected "overall index of commodity prices" has been calculated 

by the Commodity Research Bureau, since September 1956 (Kaufman, 1984).  The 



current CRB index is an equally weighted average of the commodities (Bloomberg and 

Harris, 1995; Gorton and Rouwenhorst, 2006). Because the CRB index is updated 

continuously throughout the business day as commodity futures prices fluctuate, the CRB 

index is monitored widely by financial market participants (Garner, 1995). There is an 

advantage in having a broad index of commodity prices that might act as a leading 

indicator of inflation. For instance like gold, these commodities can be held as stores of 

value when the general inflation rate is expected to rise. Also, the prices of these 

commodities can adjust quickly to a change in general inflation expectations. This is 

because commodity futures trade in highly efficient auction markets. On the other hand, 

measures of consumer price inflation adjust more slowly (Garner, 1995). 

 In contrast to the price of gold, the diversified CRB index may be a better leading 

indicator for two reasons. Firstly, the commodities in the CRB index play a more 

important role than gold in the current productivity of the economy. Since the CRB index 

is more likely to represent an increase in production costs that must ultimately be passed 

on to consumers. Secondly, a diversified commodity price index may also be less likely 

to give false signals of somewhat universal inflationary pressures because of factors 

affecting a particular commodity market. Similar to the price of gold, other commodity 

prices also fluctuate because of market-specific disturbances to supply or demand having 

nothing to do with the overall inflation rate. These type market-specific disturbances may 

average out across a broad range of commodities. This however leaves movements in the 

commodity index that more closely reflect changes in general inflation expectations. 

Although the CRB futures index may be a better leading indicator of inflation than the 



price of gold, many analysts believe the components of the index are not diversified 

enough to be an extremely reliable leading indicator (Feder, 1994).  

Most points of view for a signaling role for commodities rest on the fact that 

commodity prices are set in auction or flexi-price markets. Because of this, these 

commodity prices can dash ahead quickly in response to actual or expected changes in 

supply or demand. By contrast, prices of most final goods services are restrained by 

contractual arrangements and other frictions. So they respond gradually and steadily to 

supply and demand pressures, only slowly gaining ground on commodity prices 

(Bloomberg and Harris, 1995). An interesting quote from Bloomberg and Harris (1995) 

states, "Like the hare in Aesop�s famous fable, commodity prices tend to take a quick, 

early lead in inflation cycles, but ultimately lose the race, falling in real terms. � 

Furthermore, Bloomberg and Harris point at the classic exchange rate model developed 

in Dornbusch (1976). This model is commonly referred to as the �overshooting model� 

(Rogoff, 2001; Romer, 2003). According to this model, prices on goods maybe �sticky� 

in the short run. However, in the short run the financial markets may adjust to 

disturbances very quickly. Now let�s take the case of an increase in the money supply. 

Then the market will need to move to a new equilibrium between quantities and prices. 

This will be achieved through changes in financial market prices. Only later on will the 

prices of goods become less sticky. Then they will shift towards new equilibrium points. 

At that time, the financial market prices will shift down but not all the way down to the 

original level. Then a new equilibrium will be obtained for money, the supply of goods 

and the financial markets. This initial over reaction and then settling back down is what is 

meant by the overshooting model (Dornbush, 1976; Rogoff, 2001; Romer, 2003). In 



addition, Bloomberg and Harris (1995) state that Boughton and Branson (1991) and 

Furhrer and Moore (1992) employ models that show commodity prices increasing faster, 

with final goods prices, only responding, with a lag, when there is an unexpected increase 

in the money supply.  The empirical literature on �commodities expands on this simple 

theoretical framework and presents three different accounts of the linkages between 

commodity prices and broad inflation� (Bloomberg and Harris, 1995).  

First, as illustrated by the tortoise-and-hare fable, commodity prices may give 

forewarning signals of an inflationary swell in aggregate demand. Higher demand for 

final goods increases the demand for commodity inputs and, even though the inflation 

momentum may start in final goods markets, the first visible increase in prices may be in 

the flexi-price commodity markets. Because commodities are widely traded 

internationally, this aggregate demand signal would most likely occur when strong 

domestic demand is not counterbalanced by weak foreign demand. Certainly, in empirical 

models commodity prices are often modeled as a function of global economic activity. 

These demand-induced commodity price run-ups most probably will be concentrated in 

industrial materials (Bloomberg and Harris, 1995). Second, commodity prices and broad 

inflation may be directly connected because commodities are an important input into 

production, representing about one-tenth of the value of output in the United States. Thus, 

all else being equal, an increase in commodity prices should sooner or later be passed 

through to final goods prices. Historically, large direct input price effects have tended to 

be concentrated in food and energy commodities (Bloomberg and Harris, 1995). 

The third connection between commodity prices and future inflation stems from 

the first two. Because commodity prices respond quickly to wide-ranging inflation 



pressures, investors may see them as a useful inflation hedge. This view tends to be self-

fulfilling: the more that commodities are seen as an effective hedge, the more likely 

investors are to turn to them in anticipation of inflation. Usually, precious metals have 

been signaled out as the most convenient commodities for hedging inflation (Bloomberg 

and Harris, 1995). One such principle is the notion that rising commodity prices cause an 

acceleration in the rate of inflation. A popular application of this idea is to sell 

government securities to �price in� possible monetary contraction by the Federal Reserve 

Board because the Commodity Research Bureau (CRB) index is in an uptrend. Such 

methods no longer may be valid. It is correct that this commodity-inflation link thrived 

from 1975 to the mid-1980s. Yet, much to the disappointment of inflation hawks and 

market letter writers, it appears momentary (Kudyba and Diwan, 1998). 

The fourth and most prevailing hypothesis that commodities are leading indicators 

for changes in the CPI is based on the idea that the prices of widely traded commodities 

reflect immediate information about expected changes in supply and demand in the 

economy. These forces can in the form of weakening or strengthening economic activity 

supply shocks or persons using precious metals to hedge against expected inflation. 

While commodity prices may react immediately, final consumer goods lag because 

producers are restricted by lengthy contractural agreements and other rigidities (Kudyba 

and Diwan, 1998).  

 

Some Ineffectiveness of the CRB Index as a Leading Indicator of Inflation  

 There has been work that has concluded that the CRB and similar futures indices 

lose their ability to forecast inflation past a few months into the future.(Eugeni, Evans 



and Strongin, 1993; Eugeni and Krueger, 1994). There is no long-run connection between 

the level of commodity prices and the level of consumer prices. Yet there is a link 

between the level of commodity prices and the rate of consumer price inflation 

(Bloomberg and Harris, 1995).  During an examination of a full sample period which was 

1970-94, all of the traditional commodity indexes had some ability to predict short-run 

changes in core CPI inflation. However, this relationship weakened greatly initially in the 

mid-1980s (Bloomsberg and Harris, 1995). The breakdown extends further than the 

commodity prices (Bloomsberg and Harris, 1995). Indeed the finished goods PPI cannot 

help forecast changes in core CPI inflation in the latter part of the of the sample period 

(Bloomberg and Harris, 1995).  Adding monetary variables and the dollar exchange rate 

to the models aids in eliminating some contrary findings, suggesting that some inflation 

signals from commodities are being hidden by offsetting changes in exchange rates and 

monetary policy� (Bloomberg and Harris, 1995).  In spite of any empirical agreement, the 

commodity-CPI connection may have weakened since the mid-1980s (Bloomberg and 

Harris, 1995). First, with commodities playing a smaller role in U.S. production, and in 

the lack of major food and oil price shocks, recent commodity fluctuations may not have 

been big enough to be passed through to consumer prices (Bloomberg and Harris, 1995). 

Second, the theoretical writing on commodity prices suggests that the current attention of 

monetary authorities to commodity prices may have established commodities� signaling 

role. This would occur if monetary authorities eased or tightened policy in response to the 

inflationary signals of commodity prices and thus mitigated the real inflation outcome 

(Bloomberg and Harris, 1995). Third, since commodity investments have yielded a poor 

return in recent years, they have lost some attraction as inflation hedges, making them 



less responsive to inflation expectations. Finally, recent commodity movements may have 

little to do with causal inflation pressures and instead may reflect a rebound in very 

depressed markets and the contact of movements in dollar exchange rates (Bloomberg 

and Harris, 1995). 

A different category of explanation for the weaker prognostic power of 

commodities is that this may be an example of Goodhart�s law. Such a view is derived 

from Wojnilower (1980). This is a corollary of the Lucas critique (1976). Goodhart�s law 

states that �any statistical regularity will tend to collapse once pressure is placed on it for 

control purposes.� Consequently, if investors accept as true that monetary authorities are 

reacting to the inflation signals from commodity prices, then the commodity price 

movements will begin to mirror market expectations of monetary policy rather than 

independent information on the economy (Bloomberg and Harris, 1995). The final � and 

almost certainly most important � factor in the diminished commodity � CPI connection 

is the pointed decline in the commodity composition of U.S. output (Bloomberg and 

Harris, 1995). This diminished role seems to be a sign of a great downward shift in 

demand for commodities and the increase in quantity consumed. Final demand has 

moved steadily away from goods with high commodity content. These include food, 

furniture and textiles. Instead final demand has gone towards sectors with low 

commodity content such as electronics, engineering products, plastics, and services. As 

an example, from 1948 to 1994, the share of services in consumer spending almost 

doubled from 32 percent to 57 percent. Also, though commodity price inflation has 

exceeded CPI inflation for brief periods, for the 1970-94 period all together , 

commodities have lost more than half their value relative to consumer prices (Bloomberg 



and Harris, 1995). This reduced role for commodities means that they are a less 

dependable inflation indication. That is because price pass-through effects are weakened, 

as more parts of the economy become independent of commodity markets, an increase in 

commodity prices is more likely to reflect an increase in a narrow part of final demand 

than an increase in economy�wide demand (Bloomberg and Harris, 1995).  

Commodities should stay continue to be an indicator of global excess demand. 

Therefore, even if they do poorly in predicting inflation in individual countries, they 

should continue to retain some role as global inflation predictors (Bloomberg and Harris, 

1995).  With the swift progress of technology and globalization, many earlier accepted 

relationships have changed. Enhancements in production effectiveness, structural shifts 

toward the service sector and the enlargement of the multinational corporate business all 

have assailed traditional market theory (Kudyba and Diwan, 1998) Financial traders in 

the investment sector need to avoid financial damage and advance in order to survive. 

One such principle is the idea that rising commodity prices cause an acceleration in the 

rate of inflation. A popular use of this idea is to sell government securities to �price in� 

possible monetary tightening by the Federal Reserve Board since the Commodity 

Research Bureau (CRB) index is in an uptrend (Kudyba and Diwan, 1998). Such 

techniques no longer may be suitable. It�s true this commodity-inflation link worked well 

from 1975 to the mid-1980s . Altough much to the disappointment of inflation hawks and 

market letter writers, it appears fleeting (Kudyba and Diwan, 1998).  

  Through the use of ordinary least squares regression analysis, Kudyba and Diwan 

(1998) test this theory by considering the  theories of cost-push and demand-pull 

inflation, with references to the influence of commodity prices on the U.S. Consumer 



Price Index (CPI). They try to determine if accepted beliefs regarding commodities and 

inflation last in today�s global, computerized, service�oriented society (Kudyba and 

Diwan, 1998). OLS regression analysis by Kuyba and Diwan (1998) is used to look at 

two periods of time � 1975 � 1986 and 1986 � 1996 yielded two important different 

results.  During the period from 1975 through 1986, the assorted independent commodity 

variables explain a realistic amount of change in the CPI. In order of being influential 

independent variables were crude oil, followed by spot gold, thirdly the grains index, 

fourthly the industrials index, with the CRB index of all commodities in the index being 

fifth. With the broader CRB index, the effect of more important subcomponents (for 

example crude oil) may be subdued by adverse price movements of less-influential 

components. Kudyba and Diwan (1998) posit that the CRB index may incorporate too 

many commodities to be a reliable inflation indicator. They say this because in looking at 

he period from 1986 to 1996, �all correlation coefficients and corresponding t-statistics of 

non-oil commodity groups fall to insignificant levels� (Kudyba and Diwan, 1998). Indeed 

with the stronger independent variable of crude petroleum, �it can be argued its influence 

on inflation was negligible � (Kudyba and Diwan, 1998). The reason for the loss in 

ability for commodities to provide a reliable inflation indicator is the fact that the U.S. 

economy�s output has experienced a strong decline in commodity composition (Kudyba 

and Diwan, 1998).  

While the index is diversified across several commodity groups, the majority of 

the index represents agricultural commodities and livestock. The CRB index, therefore, is 

not representative of the broad mix of goods and services purchased by U.S consumers 

since the index gives too much weight to agricultural products. Moreover, agricultural 



products sometimes experience major supply shocks, such as a bad harvest caused by 

drought or crop disease. Therefore, the CRB index might give misleading signals about 

inflation if agricultural prices were to rise sharply because of a supply shock at a time 

when other consumer prices were decreasing or stable (Garner, 1995).      

Since economies evolve, investors must continually evaluate various market links, 

whether economic or political in nature. Common examples that exemplify this idea are 

the weakening influence of U.S. money supply and merchandise trade figures on shorter-

term trade volatility in the foreign exchange and interest rate markets. During the early 

1980s, money market players paid attention to money supply figures dominating the 

landscape. Even though these series continue to be fundamental economic indicators, 

they have lost much of their market-moving clout (Kudyba and Diwan, 1998). The high 

technology, information and service characteristics of today�s U.S. economy in reality 

vary from those of the 1950s and the 1960s. Larger numbers of more accessible 

international capital markets, increased trade and high-tech information systems have 

enlarged globalization and productivity, altering attributes of domestic 

economies(Kudyba and Diwan, 1998). "This new U.S. economy has helped alter the 

cause-and-effect relationship between commodity prices and the rate of inflation � 

(Kudyba and Diwan, 1998).  Should commodities be disregarded when looking for 

leading indicators for changes in the CPI? Certainly not. Yet we should look at their price 

movements in context of the larger picture, and bear in mind more prolonged and 

extreme trends in select commodities or commodity indexes (Kudyba and Diwan, 1998).   

Then again, to be a dependable leading indicator of a targeted variable, a logical 

cause and-effect relationship must exist between the commodities and the final products. 



The CPI comprises an array of commodity inputs, so a cause-and-effect relationship 

should exist, thus rendering commodities a possible leading indicator for changes in the 

inflation gauge (Kudyba and Diwan, 1998).  Only indirect associations can be drawn 

between the CPI and most commodity prices, such as grains as feed inputs to livestock, 

or as part of the manufacturing process of final goods, such as cereal and other 

foods(Kudyba and Diwan, 1998). 

Furlong (1989) This paper determines if the Commodity Research Bureau Index 

contains information helpful to policy further than that contained in the intermediate 

targets such as M1 and M2 (Furlong, 1989). The data on both interest rates and exchange 

rates could also provide information to policymakers, and are accessible on as frequent 

and as timely a basis as are commodity prices (Furlong, 1989). Secondly, the features of 

commodity price indexes that make them potentially helpful for monetary policy purpose 

in reality may limit their usefulness. For instance, the flexibility and quick adjustment of 

commodity prices may perhaps increase the �noise-to-information� content of a 

commodity price index. Certainly, commodity prices are apt to be quite volatile 

compared with prices in general (Furlong, 1989).  This instability makes it not easy to 

differentiate between short-run movements in commodity prices the implications for 

overall inflation. Certainly, simple correlations for monthly data on CPI inflation and 

changes in commodity prices may be quite low. Therefore, month-to-month changes in 

commodity prices offer little information about overall inflation. Conversely, short-run 

movements in the monetary aggregates do not provide much information, either. The 

correlations for CPI inflation and month-to-month changes in M1 and M2 are only a little 



higher than those for the commodity price indexes , and those for the commodity price 

indexes. Also, those for the monetary aggregate have the wrong sign (Furlong, 1989).  

Furlong (1989) states that the more important question is whether movements in 

commodity prices over longer periods precede movements in overall prices in both a 

reliable and predictable manner. He plots 12-month moving average growth rates 

between February, 1979 and April, 1988, inclusive. What Furlong (1989) found was that 

movements in the commodity indexes did tend to precede movements in overall inflation. 

This lends support of the usefulness of commodity indexes. Nevertheless, the usefulness 

of the commodity indexes is limited for several reasons. The price indexes preceded 

turning points in CPI inflation varied randomly when Furlong examined this over a 28 

year period of time from 1960 to 1988. Firstly, the number of months by which changes 

in the commodity Ranges are wide for the CRB index.  

 Therefore, we have reviewed some of the literature that supports and counters the 

view that the CRB index is a useful leading indicator of inflation. Now we shall describe 

our model and estimation results.   

Model and Estimation 
 

A number of studies have examined the role of commodity prices as early 

indicators of inflation (Adams and Ichino, 1995; Tutterow, 1995; Furlong and Ingenito, 

1996; Mahdavi and Zhou, 1997; Moosa, 1998; Bloch et al., 2004; Bloch et al., 2006; 

Bloch et al., 2007). Furlong examines the role of commodity price indices as monetary 

policy indicators. He observes that commodity prices should satisfy two conditions to 

become effective monetary policy indicator. First, it should have strong and stable 

relationship with the macro variables of interest such as economic growth or inflation. 



Second, any movement in commodity prices should precede the movements in ultimate 

macro variables. Mahdavi and Zhou examined the effectiveness of gold and commodity 

prices as leading indicators of inflation. Among these two indicators, commodity price 

index outperformed gold price.  

The relationship between commodity prices and the policy variables of interest 

such as economic growth, distribution of income, wage rate, and inflation is generally 

examined using vector autoregressive (VAR) models. In general, a VAR model is a 

system of equations, i.e.,    

εβν ++= yLy )(         (1) 

where y is a (k*1) vector of endogenous variables and the ν is a (k*1) vector of 

intercepts that account for the possibility of observing nonzero means. β(L) is a (k*k) 

matrix of polynomials in the lag operator (L) and ε is a (k*1) vector of error terms, which 

are often referred as white noise or innovation processes (Lütkepohl, 2005). The system 

has k equations, each containing p lags on all k variables. If these lag operators are 

identical, the system is estimated using an ordinary least square method without any loss 

of efficiency. However, if different lag lengths are involved, a more generalized 

estimation procedure is required (Hafer and Sheehan 1989; Lütkepohl 2005). 

 Using pth order VAR system, the relationship between commodity prices 

and inflation can be specified as: 
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where CRBt is Reuters/Jefferies CRB Index (CCI), Inft is US inflation rate, Trend 

is a trend variable expected to measure production capacity/technological innovation (), 

GDPg is US GDP growth rate, and M2 is a measure of money supply (M2) in the US 

economy. A number of empirical and statistical procedures are involved in deriving the 

final estimating equation from the pth order VAR system in equation (2). First, a number 

of statistical tests such as final prediction error (FPE) criteria, Hannan-Quinn criterion 

(HQ), Akaike information criteria (AIC), and Schwarz criteria (SC) can be used to 

determine the order of the VAR system. Second, unit root tests are conducted to 

determine the stability of the selected equation system. Third, a VAR Granger Causality 

test is conducted to determine the direction of causality. In this study, we are interested to 

know whether there is one-way causality from commodity prices to inflation. Finally, 

variable exogeneity tests are conducted to determine whether the variables included in the 

model are exogenous to the system. 

Results and Discussion 

We adopt an empirical approach in determining the order of the VAR system, 

stability of the selected model, the direction of causality between commodity prices and 

inflation, and the exogeneity of other variables used in the VAR system. All five lag 

order selection tests indicate that the relationship between commodity price index and 

inflation rate can be closely approximated by a second order VAR system (table 1). 

Given these results, a second order VAR system is used in all subsequent estimations.  

The unit root test results indicate that all four roots of characteristic polynomials 

lie inside the unit circle implying that the selected VAR system satisfies the stability 

condition (results not reported but available on request). Moreover, the Granger causality 



test results show that movements in commodity prices indeed induce changes in inflation 

rate but not the other way around (table 2). This implies that changes in commodity price 

index precede changes in inflation. The variable exogeneity tests indicate that money 

supply and GDP growth rates are exogenous to the VAR system under consideration 

(results not reported but available on request). 

As a second test to examine whether there is a two-way relationship between 

commodity price index and inflation, a second order VAR system with trend, GDP 

growth rate and money supply as exogenous variable was estimated (table 3). As 

expected, both of the coefficients associated with the lagged inflation variables in CRB 

Index equation (column 1) are not significant. On the other hand, the coefficients 

associated with the lagged CRB Index in Inflation equation (column 2) are highly 

significant implying that commodity prices affect inflation but inflation does not affect 

commodity prices.  

Summary and Conclusion 
 
Based on a series of empirical test, a second order empirical VAR system was estimated to 

examine whether the aggregate Reuters/Jeffrey CRB Index can be used an early warning 

indicator for inflation. Although earlier studies have shown that the impact of commodity 

prices on inflation has been declining as the share of service sector in overall US economy 

has been increasing, the results reported in this study show that the relationship between 

commodity price and inflation is still significant. In particular, the model results show that 

there is one-way relationship between commodity price index and inflation. For instance, 

an increase in commodity price index by one standard deviation would increase inflation 

nearly by one unit in the second year and its impact is likely to disappear by the end of the 



fifth year (figure 1). This implies that commodity price index can still be used as an early 

warning indicator of inflation. One of the possible reasons for the divergence of our results 

from earlier studies may stem from the fact that we are using annual data rather than the 

monthly series, which has been the norm in most studies. Since commodity prices are 

prone to short term idiosyncratic movements (Furlong, 1989), use of annual data should 

provide a better measure of commodity price-inflation relationship than the models based 

on higher frequencies. 
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Table 1. VAR Lag Order Selection Test Results  
 Lag LogL LR FPE AIC SC HQ 

0 -284.7369 NA   5460.729  14.27985  14.61420  14.40160 
1 -259.4819  43.11819  1942.050  13.24302  13.74455  13.42565 
2 -243.3670  25.94114*  1081.853*  12.65205*  13.32076*  12.89555* 
3 -240.2907  4.651859  1143.012  12.69711  13.53300  13.00149 
4 -236.2392  5.731460  1157.596  12.69459  13.69766  13.05986 

Note: The model used in testing VAR order includes CRB Index and inflation as the 
Endogenous variables and a constant, trend, US GDP growth rate, and money supply as 
exogenous variables. 
 
* indicates lag order selected by the criterion     
 LR: sequential modified LR test statistic (each test at 5% level)     
 FPE: Final prediction error     
 AIC: Akaike information criterion     
 SC: Schwarz information criterion     
 HQ: Hannan-Quinn information criterion     
 



Table 2. Granger Causality/Block Exogeneity Wald Test Results 
Dependent variable: CRBINDX  
Excluded Chi-sq Df Prob. 

INFLN  2.513082 2  0.2846 
All  2.513082 2  0.2846 

 
Dependent variable: INFLN 
Excluded Chi-sq Df Prob. 

CRBINDX  22.29831 2  0.0000 
All  22.29831 2  0.0000 

 



Table 3. Estimated Parameters for the Second Order VAR System 

Variable CRB Index Inflation 
CRBINDX(-1) 0.9987** 0.0421** 
 (5.08) (4.45) 
   
CRBINDX(-2) -0.2911 -0.0397** 
 (-1.50) (-4.25) 
   
INFLN(-1) 0.7804 0.7681** 
 ( 0.22) ( 4.51) 
   
INFLN(-2) 2.774 -0.1994** 
 ( 0.97) (-1.45) 
   
C 14.5171 1.8490* 
 ( 0.74) ( 1.97) 
   
@TREND -0.0258 0.1069 
 (-0.01) ( 1.23) 
   
GDPG 2.5670 -0.1284 
 ( 0.96) (-0.99) 
   
M2 0.0095 -0.0010* 
 ( 0.84) (-1.92) 

**, * Denote significance at 1 and 5 percent level.  
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Figure 1. Impact of One Standard Deviation CRB Index Innovation on Inflation 
 


