
Economic Update

NOVEMBER 7, 2014

LOS ANGELES | BOSTON | LONDON | PARIS

333 South Grand Avenue, Los Angeles, CA 90071 | payden.com

THOUGHTS FROM OUR ECONOMICS TEAM

BUT...WHERE’S THE INFLATION?

The US labor market has put in its best performance in terms of job 
growth since the mid-1990s. Counting October’s 214,000 jobs added 
(announced this morning), the US has enjoyed 9 consecutive months 
where nonfarm payroll employment exceeded the 200,000 mark. In 
fact, the labor market is better on almost every metric we track. The 
unemployment rate is lower at 5.8%. The employment-to-population 
ratio is 0.2% higher to 59.2%. While many labor market metrics are still 
not back to their pre-crisis levels or to levels we consider “normal,” it’s 
hard to see the progress in the US labor market as anything but positive.

Yet, despite the positives, something still gives us—and we think the 
Fed—pause.

Where’s the inflation?

The most obvious example from the jobs report is wage growth. Average 
hourly earnings rose just 2.0% since last year, a far cry from the 3.5% 
wage growth characteristic of historical recoveries. Traditionally, many 
forecasters would say, “Well, with the unemployment rate falling closer 
to the NAIRU (full employment), we should expect inflation to pick up.”

Since most estimates of NAIRU are between 5.2% and 5.5%, at 5.8% 
we are getting close. But, then again, there are reasons to believe this 
mechanical relationship between the unemployment rate and inflation 
has lost some of its forecasting prowess in recent years. Despite a 
steady decline in the unemployment rate, wage growth as measured 
by average hourly earnings has hovered around 2% for the past three 
years.

And this is problematic for the central bank. The FOMC has an explicit 
2% inflation target. Yet last Friday we learned that overall prices rose 
just 1.5% versus a year ago on the key metric of inflation the Fed 
targets, the core personal consumption expenditures (PCE) price index.

What’s more, inflation (as measured by core PCE on a year-over-year 
basis) has been below the 2% target for 69 of the last 72 months 
dating back to the Lehman collapse. If the Fed had maintained 2% 
annual inflation since Bernanke took office in 2006, the index would be 
3 percentage points higher than it is today. So just to return to trend, 
we would need to see inflation run consistently above 2% for a time.
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INFLATION HAS BEEN RUNNING WELL BELOW THE FOMC’S 2% TARGET SINCE THE RECOVERY BEGAN IN 2009
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Now, you might say, “Inflation is a lagging indicator. It should pick-
up as wages rise—and wages are slowly rising.” But other indicators 
of future inflation point the way lower. Import prices, for example, are 
keeping a lid on prices due in part to a strong US dollar. Private sector 
measures of inflation, including an index of millions of prices collected 
from the internet, forebodes a drop in headline inflation. 

In the latest FOMC statement, policymakers acknowledged that “inflation 
has continued to run below the Committee’s longer-run objective” and 
that “market-based measures of inflation compensation have declined 
somewhat.” But, the Committee maintained that ”although inflation in 
the near term will likely be held down by lower energy prices and other 
factors, the Committee judges that the likelihood of inflation running 
persistently below 2 percent has diminished somewhat since early this 
year.” 

Interestingly, Fed policymakers have repeatedly forecasted a return to 
2% inflation. Looking back to 2010, policymakers expected prices to 
revert to 2% by end of 2012. In 2011, forecasters pegged end of 2013 
as the date. In 2012, the prediction was moved out to 2014. And by 
2013, the FOMC had predicted a return by 2015.

The almost faith-based assumption drives the stance of monetary 
policy. Based on the latest inflation forecast, many FOMC members and 
market participants expect a mid-2015 rate rise.

We would like to call that assumption into question.

Assuming the PCE index rises at a modest 0.12% per month rate until 
next summer (consistent with the average monthly rise over the last 12 
and 24 months), on a year-over-year basis core PCE would be up just 
1.3% on the eve of the June 2015 FOMC meeting—the date on which 
many forecasters expect the first rate hike. Assuming a more aggressive 
0.15% monthly pace until next summer, the index arrives at just 1.7% 
year-over-year, still below target.

So can the Fed hit its 2% target or will inflation miss to the downside over 
the next 4-6 months? We continue to believe that this underappreciated 
issue will stay the Fed’s hand.

As the FOMC statement warns, “…if incoming information indicates 
faster progress toward the Committee’s employment and inflation 
objectives than the Committee now expects, then increases in the target 
range for the federal funds rate are likely to occur sooner than currently 
anticipated. Conversely, if progress proves slower than expected, then 
increases in the target range are likely to occur later than currently 
anticipated.”

 


