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US inflation may trend lower than the Fed
would like

All this year the Federal Open Market Committee (FOMC) has been confidently stating that the US
economy was strengthening and that any inflation weakness was “transitory,” but it is now starting to
look more than simply transitory.
Persistently slowing inflation
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The headline consumer price index (CPI), a major measure of inflation, peaked at 2.8% year-on-year in
February this year, but by June it had slowed to 1.6%. The core CPI (eliminating the volatile food and
energy components) was 2.3% year-on-year in January, and had slowed to 1.7% by June. A similar
trend was observed for personal consumption expenditure (PCE) deflator too.
This matters because expectations about future interest rate hikes by the Fed and plans for balance
sheet shrinkage could be deferred if the nominal growth of GDP slows persistently. While growth itself is
not yet in doubt, inflation could well be trending lower than the Fed would like.
If we concentrate on different measures of core inflation, the problem remains. The Trimmed Mean CPI
produced by the Cleveland Fed, the Atlanta Fed’s Core Sticky CPI measure and the Trimmed Mean PCE
calculated by the Dallas Fed all slowed down in May or June from a peak at the beginning of the year.
A break with past patterns of inflation
The fact that all five measures of core inflation have now been declining for five or six months creates a
problem for FOMC members. Continued growth of the US economy over the past eight years since the
Global Financial Crisis has gradually raised employment, lowering unemployment to 4.3% in July, below
traditional measures of “full employment.” But this has not been accompanied by the rise in wages and
prices that the Phillips curve - adhered to by the Fed's chairperson Janet Yellen, most central banks and
many academic economists - had predicted, which is also the rationale behind the FOMC's “transitory”
comment.
In the current business cycle expansion since mid-2009 and continuing to the present, the wage and
price Phillips curves have become almost flat despite a big decline in unemployment (from 9.9% in
2009 Q4 to 4.3% in July 2017). Wage growth has broadly remained stable between 1.8% and 2.2%,
though with brief spikes in 2015 Q1 and 2017 Q1. However, these “spikes” hardly constitute sufficient
upward movements to threaten a general outbreak of inflation. Consequently, core PCE inflation has
remained subdued, well below the Fed’s target rate of 2%, and mostly in the range 1.3% to 1.7% since
2012 Q3.
Phillips curve: not a reliable predictor
The problem with the Phillips curve as a model for predicting inflation is that both the tightness of the
labor market and the growth of wages are symptoms of deeper, underlying forces driving the economy.
The Phillips curve relation is not really a theory of inflation, but rather an empirical observation –
that wage acceleration due to tightness in the labor market has in the past been associated with an
acceleration of inflation. But this needs not always be the case.
The key point is that wages are a relative price, whereas inflation of the overall price level is ultimately
a monetary phenomenon. In my view wages are being driven by more fundamental factors such as
globalization of the labor market since the 1990s and slow money and credit growth. Currently not
only is M2 (money supply) growth still in the mid-single digit range, but wider measures of credit such
as shadow bank credit growth remain in negative territory. In this environment it is no surprise that the
Phillips curve is failing to follow past norms. Given the continuation of globalization and slow money and
credit growth, I expect US real GDP growth to fluctuate around 1.5%-2% while inflation remains at or
below the Fed’s target for much of the next two years.
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Important information
This document is produced by Invesco Hong Kong Limited ( 景順投資管理有限公司 ). All information is sourced from Invesco as at 17 August 2017, unless
otherwise stated. All data are in pound sterling, unless otherwise stated.
This document has been prepared only for those persons to whom Invesco has provided it for informational purposes only. This document is not an offering of
a financial product and is not intended for and should not be distributed to retail clients who are resident in jurisdiction where its distribution is not authorized
or is unlawful. Circulation, disclosure, or dissemination of all or any part of this document to any person without the consent of Invesco is prohibited.
This document may contain statements that are not purely historical in nature but are “forward-looking statements”, which are based on certain assumptions
of future events. Forward-looking statements are based on information available on the date hereof, and Invesco does not assume any duty to update any
forward-looking statement. Actual events may differ from those assumed. There can be no assurance that forward-looking statements, including any projected
returns, will materialize or that actual market conditions and/or performance results will not be materially different or worse than those presented.
The information in this document has been prepared without taking into account any investor’s investment objectives, financial situation or particular needs.
Before acting on the information the investor should consider its appropriateness having regard to their investment objectives, financial situation and needs.
You should note that this information:
•

may contain references to amounts which are not in local currencies;

•

may contain financial information which is not prepared in accordance with the laws or practices of your country of residence;

•

may not address risks associated with investment in foreign currency denominated investments; and

•

does not address local tax issues.

All material presented is compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed. Investment involves risk. Please review
all financial material carefully before investing. The opinions expressed are based on current market conditions and are subject to change without notice. These
opinions may differ from those of other Invesco investment professionals.
The distribution and offering of this document in certain jurisdictions may be restricted by law. Persons into whose possession this marketing material may
come are required to inform themselves about and to comply with any relevant restrictions. This does not constitute an offer or solicitation by anyone in any
jurisdiction in which such an offer is not authorised or to any person to whom it is unlawful to make such an offer or solicitation.
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