§
FEDEKZ Recent Developments in U.S.

RESERVE

BANK of Monetary Policy

James Bullard
President and CEO

Association for Corporate Growth—Monthly Breakfast Meeting

Olin Business School, Washington University in St. Louis
May 19, 2017

St. Louis, Mo.

Any opinions expressed here are my own and do not necessarily reflect those of the
Federal Open Market Committee.

CENTRAL TO
AMERICA'S ECONOMY®



Introduction

FEDERAL RESERVE BANK ofST. LOUIS | James Bullard



Key themes in this talk

* On balance, the U.S. macroeconomic data have been
relatively weak since the March FOMC meeting.

* U.S. inflation and inflation expectations have surprised to
the downside in recent months.

* Labor market improvement has slowed over the last two
years.

* Low unemployment readings are probably not an indicator
of meaningfully higher inflation over the forecast horizon.
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Recent Economic Growth in the U.S.
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Real GDP growth around 2 percent

* Real GDP growth measured from one year earlier has
averaged just 2.1 percent over the last seven years.

* The last two years have shown very little change 1n year-
over-year real GDP growth.

o 2015-Q4: 1.9 percent; 2016-Q4: 2.0 percent.

* A natural conclusion 1s that the economy has converged
upon a growth rate of about 2 percent.

* Is the U.S. economy likely to move meaningfully off of
this trend 1n 20177

o The short answer 1s no.
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Real GDP growth in 2017

® The current estimate for real GDP growth 1n the first
quarter of 2017 1s 0.7 percent at an annual rate.

® The current estimate for the year-over-year growth rate
through the first quarter 1s 1.9 percent.

* Tracking estimates for second-quarter real GDP growth
suggest some improvement from the first quarter, but not
enough to move the U.S. economy away from a regime
characterized by 2 percent trend growth.
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Tracking estimates for 2017-Q2 real

GDP growth

Blue Chip Consensus May 10 3.1% 1.9%
St. Louis Fed Economic News Index May 12 2.8% 1.8%
FRBNY Staff Nowcast May 12 1.9% 1.3%
Atlanta Fed GDPNow May 16 4.1% 2.4%
CNBC Moody’s Consensus (median) May 16 3.4% 2.1%
Macroeconomic Advisers May 18 3.9% 2.3%
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Residual seasonality?

* In recent years, first-quarter real GDP growth 1n the U.S.
has generally been lower than in other quarters, despite the
deseasonalization process used to assemble the data.

* The magnitude of this effect 1s debatable.

* It may be better to use real GDP growth measured from
one year earlier to gauge performance.

* If residual seasonality is the 1ssue, then second-quarter real
GDP growth should be discounted appropriately.
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Q1 vs. Q2 real U.S. GDP growth

Real GDP Growth Rates
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The Financial Market Reaction to the
March Increase in the Policy Rate
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The March FOMC decision

* The FOMC increased the policy rate at the March meeting.

* This was viewed 1n financial markets as suggesting a
policy rate increase at the June meeting as well.

* Ordinarily, when the policy rate 1s on an increasing path:
o longer-term interest rates are expected to rise in tandem,

o both inflation and inflation expectations are expected to
remain consistent with the FOMC’s 2 percent inflation
target, and

o financial market expectations of the policy rate path should
remain consistent with the Committee’s projections.
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The financial market reaction

* Financial market readings since the March decision have
moved 1n the opposite direction:

o longer-term yields have declined,

o 1nflation expectations have weakened, and

o market expectations of the policy rate path have declined.
* This may suggest that the FOMC’s contemplated policy

rate path 1s overly aggressive relative to actual incoming
data on U.S. macroeconomic performance.
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Long-term yields have declined
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Inflation expectations have weakened

Inflation Expectations
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Inflation readings are lower

Inflation Rates
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Market expectations of the policy rate
path have declined
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Labor Market Improvement Slowing
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Labor market improvement is slowing

* Growth 1n the labor input has slowed over the last two
years.

* Nonfarm payroll employment growth measured from one
year earlier was 2.3 percent in February 2015 and has
slowed to 1.6 percent today.

® Private hours growth measured from one year earlier was
3.4 percent in February 2015 and has slowed to 1.7 percent
today.

* Bottom line: Labor market improvement has been slowing,
perhaps close to a trend pace, given the current labor
productivity growth regime.
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Employment growth has slowed
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Hours growth has slowed

Aggregate Weekly Hours Growth,
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Labor productivity growth is low

Labor Productivity Growth
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Does the Low Unemployment Rate Signal
a Meaningful Rise in Inflation?
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Unemployment is low

® The U.S. unemployment rate declined to 4.4 percent in the
April reading.

®* Does this mean that inflation i1s about to increase
substantially?

* The short answer 1s no, based on current estimates of the
relationship between unemployment and inflation.
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Unemployment and inflation

Unemployment and Core PCE Inflation
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The estimated influence of
unemployment on inflation

* Let’s consider one study, Blanchard (2016), which
estimates a Phillips curve relationship for the U.S.

* Let’s suppose the unemployment rate continued to fall
from current levels.

* How much would the inflation rate increase according to
these estimates?
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The estimated influence of
unemployment on inflation

Unemployment rate Core PCE inflation rate

4.4% " 1.6% °
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* Bottom line: Even if the U.S. unemployment rate declines
substantially further, the effects on inflation are likely to be
small.
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Conclusion
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Conclusion

* On balance, the U.S. macroeconomic data have been
relatively weak since the March FOMC meeting.

* U.S. inflation and inflation expectations have surprised to
the downside in recent months.

* Labor market improvement has slowed over the last two
years.

* Low unemployment readings are probably not an indicator
of meaningfully higher inflation over the forecast horizon.
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