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Scotiabank Economics continues to forecast the mildest hiking cycle on 
record with the first increase in the Fed funds target rate coming in 
December of this year and ending next year around 1½ %. Chart 1 
compares past cycles starting with the first hike to the dashed black line 
that depicts our forecast for the current cycle through to the end of 2016.  

With quarterly US growth averaging 2.3% from 2014Q1-2015Q3 and 
3.3% if the mystery surrounding persistent Q1 disappointments is 
removed, it’s hardly apparent that growth is so much weaker than past 
cycles as to justify emergency levels of stimulus. That held true in Q3 
because GDP growth excluding a constructive inventory drag would have 
been about 3% as consumer spending grew by over 3% for the second 
consecutive quarter. That emergency stimulus is not needed is further 
reinforced by this cycle’s unprecedented unconventional stimulus and the 
lowest starting point ever for the target rate. Further, we project headline 
and core inflation — using the Fed’s preferred measures — to rise to 
around the 1½% range y/y throughout next year and thus well above 
emergency era lows. As always, our rate call is significantly predicated 
on Fed guidance in addition to our views on how we expect the US and 
global economies, inflation and markets to evolve. 

The main purpose of this note, however, is to emphasize recent 
developments as reasons for treading carefully in projecting rate hikes — 
especially in the near-term.    

1. Policy and markets may have already over-tightened 

The shadow fed funds rate that translates changes in unconventional 
policy such as forward guidance and ending asset purchases has already 
risen by quite a lot (chart 2). We wrote about this on page 10 here. 

Further, the shadow rate doesn’t incorporate the USD that has come on 
stronger than forecast. There was a time when I was writing about how 
the appreciation in the USD wasn’t enough to truly matter but that was 
before the Fed’s broad dollar index climbed to its highest since 2003 
(chart 3) and turned out to be much stronger than most had forecast. 
While the US economy is among the most closed in the world by way of 
its trade dependence as a share of GDP, the magnitude of the USD run-
up can no longer be discounted as a knock on growth and inflation. The 
currency is doing the Fed’s work. 

In addition, credit market conditions have tightened. High-yield debt 
spreads have widened markedly and sit at their widest since 2012 when, 
for example, European contagion risk was a global concern (chart 4). 
The Fed should be worried about aggravating tighter access to financing 
within the context of a moderate exit from crisis-era deleveraging. 
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2. Bucking the herd 

Central bankers run in packs. We've seen that time and again. With the PBOC 
having eased and likely to continue doing so, the ECB and BoJ likely to ease in 
future, and with smaller central banks like the Riksbank, RBA and Bank of Canada 
having been engaged in easing cycles , it may prove difficult for the Fed to hike. 
This may show that these other central banks are getting their own houses in 
order and alleviating Fed worries about international risks, but lumped in with 
those international and market risks is the impact on the greenback. Hike while 
others are loading up on stimulus and you may well wind up with the strongest 
USD since at least the past couple of decades and thus rivalling the strength of the 
USD at the peak of the dot-com bubble. 

The overwhelming bias across central banks around the world is to prefer a softer 
currency as a beggar-thy-neighbour approach to improving their trade 
competitiveness and punting disinflationary pressures to the Federal Reserve. 
This is a currency market straight jacket to the Fed and it punts the aftermath of 
the US-centric crisis right back to the US.   

3. The US inventory cycle is bloated 

The economy-wide inventory-to-sales ratio is at its highest since the depths of the 
crisis in 2009. Not as high, but moving in that direction as per chart 5. Optimism 
about the cycle resulted in a desired inventory build that, well, is not so desired 
now because it simply got carried away. Ergo, softness in industrial readings like 
industrial output and manufacturing surveys in order to work off this excess. A 
period of inventory disinvestment may be upon us and I’m not sure that’s 
something that should be looked through. The magnitude of the run-up bucks the 
trend that was in place until the crisis hit back when just-in-time-inventory 
management systems and technology were putting downward pressure on 
inventories. Note that in the Q3 GDP report, inventories continued to climb at an 
annualized pace of US$57 billion following large gains of about $113 billion in 
each of the prior two quarters. Inventory investment dragged about 1½ percentage 
points off of Q3 GDP growth because the rate of investment slowed, but they still 
continued to climb. Thus, as yet, there has been little to no progress toward 
bringing inventories back in line with sales as purchasing managers simply 
became too optimistic and overshot on their order books. I’ve often quipped that 
the worst thing that can happen to a forecast for a rebounding economy is that too 
many people actually believe it too strongly. 

4. Uncertain job market outlook 

A bloated inventory cycle could result in an extended period of weak job growth 
and that would provide added reason not to look through the inventory cycle. That 
has tended to be the pattern over time. It could well be a coincidence as other 
forces have influenced both the inventory and jobs cycles. But there is information 
in the correlation between the two (chart 6), and it suggests that a downdraft in 
employment growth that began over the past couple of months may have further 
legs to it on a trend basis. We need more information to assess the risks to 
employment growth before pulling the trigger. One might think that if job growth 
unexpectedly slowed and we don’t really have a firm handle on why in all honesty, 
then one should be concerned about possible future trend weakening and perhaps 
even harsher outcomes rather than to stubbornly look through the past two months 
of softer job gains. 
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5. Inflation in 2017 

Headline inflation will rise into next year in terms of the Fed's preferred measure which is the price deflator for personal 
consumption expenditures. That's a function of shaking out the year-ago base effects of lower commodity prices. But then fast 
forward to 2017 — or the second half of next year for that matter — and it's unclear what happens to inflation and yet that’s 
the time frame for lagging influences of monetary policy adjustments that could be entertained later this year or into early next 
year. Scotiabank Economics forecasts 2%+ headline inflation in 2017 with core PCE inflation just a few tenths behind and at a 
non-emergency rate, but as always the inflation forecast that far out is subject to a wide forecast range. A transitory upswing in 
the near-term inflation readings could prove as transitory as the downswing over the past year. How transitory various 
influences may be upon headline and core measures of inflation and over what time frame is being interpreted in varying ways 
by different global central banks and in the context of high uncertainty surrounding inflation projections at the best of times. 

6. A seasonal soft patch may be looming 

As chart 7 demonstrates and as we’ve written about over the years, we’re now going 
into the funky period of growth disappointment and nobody really understands why. 
First quarter economic growth in the US economy has persistently disappointed 
expectations and began to do so long before the global financial crisis, so we’re not 
just talking about fleeting effects of factors like harsher-than-normal winter weather 
in some of those quarters. Some, like economists at the San Francisco Federal 
Reserve, think it’s a seasonal adjustment problem (here) and, if so, the Fed should 
look through such a distortion. They adjust for this by seasonally adjusting 
seasonally adjusted data. We feel your pain in reading that sentence. Others, like 
economists at the Board of Governors of the Federal Reserve itself (here) and the 
NY Fed (here) dispute this reasoning. That suggests the Fed is not likely to fully look 
through potential Q1 growth disappointment. The bottom line?  There remains 
considerable uncertainty over why the first quarter tends to disappoint but facing this 
uncertainty should result in a cautious Fed policy bias. 

7. What bubble? 

There is no pressing overall urgency to act toward tightened policy now from the standpoint of asset price imbalances.  

High-yield spreads are rich as previously alluded to. Sovereign bonds are richly priced 
but higher grade corporate spreads have also widened materially over the past year 
with Moody’s BAA corporate index yield up by about 100bps to 5.3% now. US stock 
markets are around the upper end of fair value by the eight valuation measures we 
use and, in our opinion, not close to the periods of extreme over-valuation like the dot-
com era and 1987. Emerging markets have come well off their past excesses as 
evidenced by equities and currency moves (chart 8). 

In conclusion, nothing about the Federal Reserve is forecast in a rates vacuum. A 
rates forecast is subject to its own risks, but is also heavily dependent upon forecasts 
for US and international growth and inflation, the USD and other currency market 
developments, commodity prices, and broader financial market developments. Each 
is subject to random shocks. It is this interdependence of forecast variables that 
makes the Fed’s job challenging — and along with that the jobs of those forecasting 
the Fed. Reasons cited in this note provide a case for caution and we feel that is 
adequately demonstrated in what amounts to projecting the slowest and most 
plodding path for rate hikes in modern times. In my opinion, the balance of risks as 
understood at this moment is skewed toward being more cautious in projecting the 
first few rate hikes and potentially more bearish than our longer term rate views. 

0

1

2

3

4

5

70-79 80-89 90-99 00-09 10-15

Q1

Q2/Q3/Q4
avg*

Q1 US GDP Has                      
Progressively Disappointed 

average Q/Q saar % change

Source: Scotiabank Economics, BEA.

Chart 7 

-50 -40 -30 -20 -10 0

Russian Ruble

Brazilian Real

Colombian Peso

Turkish Lira

South African Rand

Chilean Peso

Indonesian Rupiah

Mexican Peso

Peruvian New Sol

Indian Rupee

Thai Baht

Singapore Dollar

Philippine Peso

Taiwanese Dollar

South Korean Won

Chinese Renminbi

Source: Bloomberg, Scotiabank Economics.

% change since 
Jan 1, 2013

Weaker EM Currencies

Chart 8  

http://www.frbsf.org/economic-research/publications/economic-letter/2015/may/weak-first-quarter-gdp-residual-seasonality-adjustment/
http://www.federalreserve.gov/econresdata/notes/feds-notes/2015/residual-seasonality-in-gdp-20150514.html
http://libertystreeteconomics.newyorkfed.org/2015/06/the-myth-of-first-quarter-residual-seasonality.html


<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


