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The US Phillips Curve is Still Alive  

 Our re-estimated Phillips curve captures well broad movements in core 

PCE inflation once temporary idiosyncratic factors are taken into 

account. The output gap remains an important driver of US inflation. 

 We expect a very gradual increase in inflation due to offsetting cross-currents 

from weak cost inflation and the remaining accumulated excess demand. 

 The Federal Reserve can achieve higher inflation by lowering rates. The 

key is identifying to what level it wants to bring inflation, and how fast it 

wants to achieve that.  

 Rate cuts of 50 bps are required to bring inflation to target gradually, 

and cuts of up to 150 bps are required to bring inflation above 2 and 

achieve the inflation overshoot some members of the Board of 

Governors might find desirable.  

WHAT DRIVES INFLATION? A NEWLY ESTIMATED PHILLIPS CURVE 

The debate about inflation determinants continues to rage due to the seemingly 

incongruous behaviour of inflation compared to available measures of economic 

slack. On the basis of most such measures—the unemployment rate, or the 

broader measure of the output gap—the US economy is in significant excess 

demand, partly induced by the expansionary fiscal policy. In this context inflation 

should be pushing higher, but the total PCE inflation — the focus of the Federal 

Reserve — is currently languishing far below 2.0%. 

The reasons for low inflation can include temporary factors, but weak cost 

inflation, in particular on the labour side, is part of the explanation as well. To 

conduct our policy experiments in the next section we estimated a Phillips Curve 

that takes into account various drivers of inflation: from the output gap and unit 

labour cost inflation, to oil prices and the US dollar, to some of the temporary 

factors that helped inflation undershoot in 2017 and 2019. 

Table 1 shows the specification 

of our newly estimated Phillips 

Curve, which fits the actual 

inflation behaviour relatively 

well since 2016 (see chart 1). 

The dynamic simulation shows 

that the fall of inflation in 2017 

and the subsequent rise are 

explained by the temporary 

impact of a one-off fall in the 

telephone services prices, 

while the most recent 

deceleration is due to both the temporary factors and weaker fundamentals such 

as a weak unit labour cost inflation (see chart 2 which shows the decomposition of 

the dynamic simulation coming from the new Phillips Curve). Note that the only 

factor that has a positive effect on inflation is the output gap. 

Chart 1 

 

Estimated coefficient

Core PCE, lag 0.537

Core PCE, lead 0.345

Target, 2% (rule of thumb) 0.118

Output gap 0.035

Real WTI oil price 0.003

Trade-weighted real exchange rate 0.003

Unit labour cost 0.020

Phone services price inflation 0.016

Transportation services price inflation 0.020

Source: Scotiabank Economics.

Table 1. Core PCE determinants, Phillips Curve
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HOW CAN THE FED ACHIEVE OR OVERSHOOT ITS INFLATION TARGET? 

Using our new Phillips Curve and the Scotiabank Global Macroeconomic Model 

(SGMM) we generated three scenarios of policy rates going forward. In each of the 

scenarios the Fed Funds rate is lower until the end of 2021. Since this path is fully 

expected by households and firms, there is an element of forward guidance built into 

the scenario.  

SCENARIO 1: The first scenario assumes that the Fed will drop the Fed Funds 

rate by 50bps by the end of 2019 and holds it at that level until the end of 2021 (chart 

3). Therefore, the policy rate stays at 2.0% from 2019Q4 until 2021Q4. Since the 

market is expecting around 100bps in cuts and the Fed only delivers 50bps, we 

assume that it will generate a 2% appreciation of the US effective exchange rate. This 

exchange rate shock slightly decreases the effect of the cuts on inflation. 

SCENARIO 2: The second scenario assumes that the Fed will cut interest rates 

by 100bps by the end of 2019. Since the profile of real GDP is stronger in the 

scenario than in scenario 1 above, we assume that the stock market will react 

somewhat positively. Given that the market expects around 100bps, which is exactly 

the hypothesis of this scenario, we assume no additional shock on the US effective 

exchange rate.  

SCENARIO 3: The last scenario is very aggressive and assumes that the Fed 

Funds rate will fall by 150bps by year end. Since the profile of real GDP in Scenario 3 

is stronger compared to Scenario 2, we assume a positive stock market reaction. 

Since the market is expecting around 100bps and the Fed cuts more, we assume that 

it will generate a 2% depreciation of the US effective exchange rate. This exchange 

rate shock slightly increases the effect of the cuts on inflation. 

Charts 3, 4 and 5 show the profiles of the Fed Funds rate, the output gap and the core 

PCE inflation rate (Y/Y%) for the 3 scenarios. Despite the fact that the Phillips curve is 

relatively flat (the effect of the output gap on inflation is small), as the Fed moves its 

policy rate lower and lower it generates a larger and more persistent excess demand in 

the economy, which feeds inflation expectations and moves inflation upward. In 

Scenario 1 the inflation rate reaches the 2% target only in 2021Q3. For comparison, in 

Scenario 2 the core PCE inflation rate reaches its target one year earlier than Scenario 

1. Finally, in the very aggressive Scenario 3 the target is reached in 2020Q2 and the 

Fed is able to overshoot slightly its target by 0.1 percentage points for more than 2 

years.  

Consequently: 

i) In all scenarios the inflation target is reached, but if the Fed drops the policy rate 

by only 50bps for about 2 years the core PCE inflation rate only hits the target in 

2021Q3. 

ii) If the Fed wants to achieve the target faster and not overshoot the target it should 

drop the Fed Funds rate by 100bps for 2 years. 

iii) If the Fed wants to overshoot the inflation target for a persistent period, rates 

need to fall to 1% for 2 years. 

iv) Finally, the faster the Fed acts, the more efficient it will be in reaching or 

overshooting the inflation target. 

Chart 3 

Chart 5 

Chart 4 

0.0

0.5

1.0

1.5

2.0

2.5

3.0

18 19 20 21 22 23

Source: Scotiabank Economics.

%

Federal Funds Rate

FFR at 1.0%

FFR at 1.5%

FFR at 2.0%

-0.2

0.0

0.2

0.4

0.6

0.8

1.0

18 19 20 21 22 23

Source: Scotiabank Economics.

%

Output Gap

FFR at 1.0%

FFR at 1.5%

FFR at 2.0%

1.5

1.6

1.7

1.8

1.9

2.0

2.1

2.2

18 19 20 21 22 23

Source: Scotiabank Economics.

y/y%

Core PCE Inflation

FFR at 1.0%
FFR at 1.5%

FFR at 2.0%

https://www.scotiabank.com/ca/en/about/global-economics/economics-publications.html
https://twitter.com/ScotiaEconomics


July 4, 2019 

GLOBAL ECONOMICS 

|  INSIGHTS & VIEWS 

This report has been prepared by Scotiabank Economics as a resource for the clients of Scotiabank. Opinions, estimates and projections 

contained herein are our own as of the date hereof and are subject to change without notice. The information and opinions contained herein 

have been compiled or arrived at from sources believed reliable but no representation or warranty, express or implied, is made as to their 

accuracy or completeness. Neither Scotiabank nor any of its officers, directors, partners, employees or affiliates accepts any liability whatsoever 

for any direct or consequential loss arising from any use of this report or its contents. 

These reports are provided to you for informational purposes only. This report is not, and is not constructed as, an offer to sell or solicitation of 

any offer to buy any financial instrument, nor shall this report be construed as an opinion as to whether you should enter into any swap or 

trading strategy involving a swap or any other transaction. The information contained in this report is not intended to be, and does not 

constitute, a recommendation of a swap or trading strategy involving a swap within the meaning of U.S. Commodity Futures Trading 

Commission Regulation 23.434 and Appendix A thereto. This material is not intended to be individually tailored to your needs or characteristics 

and should not be viewed as a “call to action” or suggestion that you enter into a swap or trading strategy involving a swap or any other 

transaction. Scotiabank may engage in transactions in a manner inconsistent with the views discussed this report and may have positions, or 

be in the process of acquiring or disposing of positions, referred to in this report. 

Scotiabank, its affiliates and any of their respective officers, directors and employees may from time to time take positions in currencies, act as 

managers, co-managers or underwriters of a public offering or act as principals or agents, deal in, own or act as market makers or advisors, 

brokers or commercial and/or investment bankers in relation to securities or related derivatives. As a result of these actions, Scotiabank may 

receive remuneration. All Scotiabank products and services are subject to the terms of applicable agreements and local regulations. Officers, 

directors and employees of Scotiabank and its affiliates may serve as directors of corporations. 

Any securities discussed in this report may not be suitable for all investors. Scotiabank recommends that investors independently evaluate any 

issuer and security discussed in this report, and consult with any advisors they deem necessary prior to making any investment. 

This report and all information, opinions and conclusions contained in it are protected by copyright. This information may not be 

reproduced without the prior express written consent of Scotiabank. 

™ Trademark of The Bank of Nova Scotia. Used under license, where applicable.  

Scotiabank, together with “Global Banking and Markets”, is a marketing name for the global corporate and investment banking and capital 

markets businesses of The Bank of Nova Scotia and certain of its affiliates in the countries where they operate, including, Scotiabanc Inc.; 

Citadel Hill Advisors L.L.C.; The Bank of Nova Scotia Trust Company of New York; Scotiabank Europe plc; Scotiabank (Ireland) Limited; 

Scotiabank Inverlat S.A., Institución de Banca Múltiple, Scotia Inverlat Casa de Bolsa S.A. de C.V., Scotia Inverlat Derivados S.A. de C.V. – all 

members of the Scotiabank group and authorized users of the Scotiabank mark. The Bank of Nova Scotia is incorporated in Canada with 

limited liability and is authorised and regulated by the Office of the Superintendent of Financial Institutions Canada. The Bank of Nova Scotia is 

authorised by the UK Prudential Regulation Authority and is subject to regulation by the UK Financial Conduct Authority and l imited regulation 

by the UK Prudential Regulation Authority. Details about the extent of The Bank of Nova Scotia's regulation by the UK Prudential Regulation 

Authority are available from us on request. Scotiabank Europe plc is authorised by the UK Prudential Regulation Authority and regulated by the 

UK Financial Conduct Authority and the UK Prudential Regulation Authority.  

Scotiabank Inverlat, S.A., Scotia Inverlat Casa de Bolsa, S.A. de C.V., and Scotia Derivados, S.A. de C.V., are each authorized and regulated 

by the Mexican financial authorities.  

Not all products and services are offered in all jurisdictions. Services described are available in jurisdictions where permitted by law. 

Visit our website at scotiabank.com/economics | Follow us on Twitter at @ScotiaEconomics | Contact us by email at scotia.economics@scotiabank.com 

https://www.scotiabank.com/ca/en/about/global-economics/economics-publications.html
https://twitter.com/ScotiaEconomics

