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' Room to run:

"'

The GDP view




Our staff’s tracking estimate has moved sharply lower over

the past two months.

Evolution of Atlanta Fed GDPNow real

GDP forecast for 2016: Q3
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The difference between GDPNow and other Q3 forecasts is
primarily due to net exports.

Real GDP Component Tracking Forecast For 2016:Q3

Change in GDP Component (annualized MA Action Econ.
% change) Q2 GDPNow (Oct 18) (Oct 18) (Oct 18)
Consumption 4.3 2.6 2.5 2.7
Business Fixed Investment e 3.0 1.3 0.9
-2.1 5.1 5.6 2.2
Structures
Equipment -2.9 0.0 -1.8 -1.8
Intellectual
Property 9.0 5.9 3.0 4.0
Products
Residential Investment 07 7.0 6.6 -3.0
Exports 1.8 6.6 7.2 8.4
Imports 0.2 6.4 2.6 2.9
Change in Net Exports (billions +8 -9 +20 +24
$2009)
Government -1.7 0.3 -0.4 0.8
Annualized Final Sales Growth e e 2 2.6
Change in inventory investment -50 +10 +20 -4

(billions $2009)

Annualized Real GDP Growth 1.4 2.0 2.5 2.5



Figures 14 and 15 from Pistaferri Boston Fed Conference paper on
consumption. The recovery in per-capita real PCE has been weaker in this
expansion than past ones (excepting durables to some extent) ...
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Household leverage has declined to mid-2002 levels. The pace of deleveraging has slowed since 2012 though its not clear if it’s
stopped entirely. Measures of consumer attitudes have been fairly stable over the last several years at levels similar to their pre
2007-09 recession readings.

Leverage ratio: Household liabilities to.disposable personal income** Measures of consumer attitudes
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**Note: Household-sector includes non-profits. Disposable personal income expressed at annualized rate.



Consumer spending has grown more slowly than his permanent income model projected. The top-
right and bottom-left charts add household leverage and the Consumer Sentiment Index, respectively,
to the model. When both are added, however, the model explains the subdued growth in consumer

spending quite well.
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The smoking gun: Business fixed investment has been

slow in this recovery...

Business Fixed Investment: Business Cycle Graph
Index=100 at business cycle peak
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... and extraordinarily slow compared to past U.S.

recessions.

Business Fixed Investment: Business Cycle Graph

Index=100 at business cycle peak
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An exceptional shortfall: Labor productivity growth.

Real Output Per Hour
Nonfarm business, year-over-year percent change
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Source: Bureau of Labor Statistics through Q2 2016 10



Investment is the smoking gun when it comes to slow

productivity growth.

Contributions to growth in U.S. output per hour

Business sector, percent change, annual rate Percent
59

Labor quality

41 3

Capital deepening 41 25
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81

0
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Source: Fernald (2014a). Quarterly; samples end in Q4 of years shown except 1973 (end Q1) and 2016 (end Q2). Capital
deepening is contribution of capital relative to quality-adjusted hours. Total factor productivity measured as a residual.
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An Example — Political Uncertainty and

Investment.
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Source: ”Political Uncertainty and Corporate Investment Cycles,” Brandon Julio and Youngsuk Yook, 2010.
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A significant number of firms (nearly 30%) across two

separate surveys indicate that election uncertainty is
influencing their business decisions.

Measures of Firms’ Uncertainty

standard deviation, 3-month mov. Avg.
55 0.66

—Capital investment growth uncertainty (left axis)

==Employment growth uncertainty

53 “Is uncertainty related to the upcoming
presidential election materially affecting
5.1 your current business decisions?”
4.9 Uncertainty? Maker Panel Total
102 73 175
| percent [EPLYS 313 277
47 ]
[No  EEEEPTY 160 457
45 0.55 74.4 68.7 723
*BIE survey was Sept. 12-16", DM survey was Sept 26-Oct 7t"
4.3
41
0.54
3.9
3.7
3.5 0.5

Jun-15  Aug-15  Oct-15 Dec-15 Feb-16  Apr-16  Jun-16  Aug-16

Data through September 2016, responses weighted by firm size (# of employees)
Source: Federal Reserve Bank of Atlanta, Stanford, UChicago, Decision Maker’s Survey 13



Room to run:

A view from
the labor
market

14



A gradual slowing in jobs growth is consistent with the view

that the economy may be approaching full employment.
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Payroll Employment Changes
thousands of jobs, SA

Monthly change Avg. monthly change in nonfarm payrolls over the last:
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Range of estimates for the number of jobs the economy needs to add each

month to hold the unemployment rate constant based on different paths for

population growth and labor force participation. Labor force participation maintains current downward trend
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Source: Bureau of Labor Statistics. staff calculations
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Mandate met? Pretty darn close if the official

unemployment rate is your metric.

Unemployment rate (U-3)

11 percent
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9
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4
Central tendency of FOMC participants’ long-
3 run unemployment rate estimate (September
. 2016)
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Sources: Bureau of Labor Statistics; FOMC, Sept. 2016 Summary Economic Projections data through September 2016 16



The BLS’ broadest measure of labor resource utilization

has not returned to its pre-crisis level relative to “U3”.

Unemployment (U-3) and Underemployment (U-6) Rates

percent
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Labor Force Participation Rate
Percent, Seasonally Adjusted
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What puts upward pressure on the unemployment rate?

We can count the ways.

Employment

Unemployment s Don’t want a job

Want a job, but

don’t have one Both of these
flows raise the
participation
rate
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The reason the labor force participation rate has risen 0.5 percentage points over the past year isn’t

because more people are entering the labor force. It’s primarily due to labor force participants
dropping out at a lower rate

Transition probabilities into and out of the labor force
Percentage points, 3-month moving average

Percentage points, 3-month moving average
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The labor force dropout rates of both employed and unemployed workers have
falling considerably over the past 12 months.

Transition probabilities into and out of the labor force
Percentage points, 3-month moving average

Percentage points, 3-month moving average
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The dropout rates for those unemployed 27 to 52 weeks and, especially, those
unemployed 53 weeks or longer have fallen to early 2014 levels.

Transition probabilities from unemployed to out of the labor force

Percentage points, 3-month moving average
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A variety of metrics are consistent with an economy

nearing (or at) “full employment.

Number of Workers per Job Opening
(# of unemployed persons + # marginally attached / total # of
job openings)

Number of Unemployed Leaving the Labor Force
less Number Finding Work
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Source: Bureau of Labor Statistics 08-06 08-08 08-10 08-12 08-14 08-16
through September 2016 Source: Job Openings and Labor Turnover Survey, BLS through August 2016

23



"'

Room to run:

The inflation
view
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Wage growth over the past year and a half appears to be

accelerating moderately.

Measures of Wage Growth

percent
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Inflation continues to trend a bit below the FOMC’s explicit

price objective.

Consumer Price Index
year-over-year percent change, monthly
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Room to run:

The policy
robot view
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Most of us judged that
the case for the case
for an immediate
increase in the federal
funds is stronger, but
that it would be
sensible, given the
finding of a bit more
running room, to wait
to see some continued
progress — evidence
that we continue to
progress toward our
objectives...

Transcript of Chair Yellen’s press conference, September 21, 2016,
Federal Reserve Board of Governors



The building blocks of a simple policy rule

 How far are we from the inflation objective?
 How far are we from maximimum
sustainable employment?

* Where is neutral?
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The “neutral rate” (or, in jargon, “r-star’) — We

may be a long way from the long run.

N

3.0

2.5 ————
\_aubach-Williams r* Estimate
2.0
1.5 \
1.0
Implied SEP r* \
0.5

through Q2 2016

93 95 97 99 01 03 05 07 09 11 13 15
Source: Federal Reserve Bank of San Francisco, September 2016 Summary of Economic Projections Median
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What would a robot do? The policy prescription from a

simple rule.

Fed funds rate prescriptions
Percent, quarterly average

3.5
30 U3-based
4t quarter average ——> -base
resource gap
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1.0 that the current “neutral” funds rate
is about 2.2 percent.
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What would a robot do? The policy prescription from a

simple rule.

Fed funds rate prescriptions
Percent, quarterly average
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2.0
1.65
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1.0 that the current “neutral” funds rate

' is about 2.2 percent.
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Beyond the robot.

According to Chair Yellen:

“[1]t might be possible to reverse these adverse supply-side effects by
temporarily running a "high-pressure economy,” with robust aggregate
demand and a tight labor market.”

This would lead to:

1) Increased business sales, which would raise the productive capacity of
the economy and encourage additional capital spending.

2) Atight labor market that would draw in potential workers and
encourage more job-to-job transitions.

3) Lead to significant productivity gains by prompting higher R&D and
increasing incentives to start new businesses.

Takeaway for policymakers: If severe recessions and sluggish recoveries
lower potential GDP, policymakers would want to more aggressively
respond during a recession and be more accommodative during recoveries.

(adapted from Chair Yellen’s speech on Oct. 14t)
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