
1 1 1 

Economic Outlook  
and Monetary Policy 

Federal Reserve Bank of Chicago 
Academic Advisory Council Meeting 
October 19, 2018 

Spencer Krane 
Senior Vice President 
Federal Reserve Bank of Chicago 

 
 
 
 
 

The views I express here are my own and do not necessarily reflect the views of the Federal Reserve Bank of Chicago or 
within the Federal Reserve System. 



2 2 2 

3

5

7

9

11

2006 '08 '10 '12 '14 '16 '18 '20
-900

-600

-300

0

300

600

2006 '08 '10 '12 '14 '16 '18

Labor Markets 
Monthly Payroll Employment Change 
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3-Month Average 

Sep-2018 

Unemployment Rate 
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FOMC Projections* 

FOMC Long-run 
Central Tendency 

Sep-2018 

*Median of projections from the September 2018 SEP 
Source: Bureau of Labor Statistics and Federal Reserve Board from Haver Analytics 

Presenter
Presentation Notes
The labor market is strong.   Although employment growth (left panel) slowed to 134,000 last month, Hurricane Florence made landfall during the survey week, likely contributing to the slowdown.  However, even with the hurricane, job gains averaged 190,000 per month in 2018:Q3, well above most estimates for trend (which generally are in the 60,000 to 125,000 range).The unemployment rate (right panel) is currently 3.7 percent.  There is lots of uncertainty over the long-run neutral rate, u*.  The central tendency for u* from the FOMC’s September Summary of Economic Projections (SEP) is 4.3 to 4.6 percent (dashed green lines).  The SEP median forecast (red dots) is for the rate to go down to 3.5 percent in 2019 and 2020 and then edge up to 3.7 percent in 2021.  This projected undershooting of u* is comparable to what was seen at the end of 1991-2000 expansion, but roughly ½ pp larger than prior to the 1980, 1990, and 2007 recessions.
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Presenter
Presentation Notes
The labor force participation rate (left panel) has been flat for about 4-1/2 years – which is a sign of a strong labor market, when compared with the downward trend in this series.  The rate is now above its trend and is near its fitted value from a regression of LFP on current and lagged u – u* (as estimated by FRBC). Other labor market measures (part time for economic reasons, etc) also are generally telling the same story as the unemployment rate (unlike earlier in the expansion, when some measures were pointing to more labor market slack than the unemployment rate).Wage growth (right panel) also appears to be picking up as measured here by average hourly earnings (blue, wages only) or the employment cost index (red, wages and benefits).  It is still below pre-recession levels, however.  A question is to what degree the lower wage growth is a puzzle, or is it largely explained by low productivity trends and modest inflation and inflation expectations.
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Personal Saving Rate 
(% of disposable personal income) 

Revised 
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Source: BEA from Haver Analytics 

July-Aug 

Presenter
Presentation Notes
Now let’s turn to spending indicators.  Consumer spending (left panel) is strong, boosted by the healthy labor market, upbeat household sentiment, wealth gains, and tax cuts.  After some softness in 2018:Q1, it increased at a 4.2 percent annual rate in 2018:Q2 and at a 3.7 percent pace over the first two months of 2018:Q3.  There is an interesting consumption puzzle.  Prior to last July’s benchmark revisions to the national accounts, the personal saving rate (blue line, right panel) was estimated to have increased markedly from 2008 through 2012 and then declined back to pre-recession levels.  This seemed consistent with the story that damaged household balance sheets and precautionary behavior held back consumer spending early in the recovery.  But as the repair process ran its course, consumers returned to their old saving habits, helping to fuel the strong consumption growth in 2015-2018:H1.  Indeed, according to simple cointegrating regressions, the decline in the saving rate restored the long-run relationships between saving and household net worth.However, BEA “found” a good deal more income during the annual revisions (largely proprietors income 2013 on, and labor compensation in 2017).  Spending was revised little.  With the new saving rate (red line, right panel), the old saving rate-swing story isn’t as strong.  Furthermore, by cointegrating relationships, wealth seems high relative to saving.What do we make of this?  Is the current saving rate “too high,” and we could see very robust consumption as it declines back to desired levels?  Or is there a “new normal” level of precautionary behavior and consumption growth can be expected to run closer to longer run income trends? 
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Presenter
Presentation Notes
Housing and motor vehicle sales are two areas where we aren’t seeing large gains in household spending.  Higher mortgage rates and supply constraints have softened housing starts (left panel).  Starts have averaged about 1-1/4 million unit rate so far this year.  Estimates for the underlying trend in starts are in the 1.4 to 1.5 million unit range.Light motor vehicle sales (right panel) recovered more noticeably earlier in the recovery and have been moving sideways for a few years now.  The range this year has been between 16.7 and 17.4 million (annual rate); estimates for trend are in the neighborhood of 16-3/4 million.  Inventories are pretty much in line with sales, and after a downward adjustment in 2017, domestic production has been pretty flat at a bit under 11 million units.
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Presenter
Presentation Notes
Turning to the incoming indicators of business investment:Orders and shipments of nondefense capital good (excluding aircraft, left panel) have been on a solid uptrend since late 2016 and point to continued solid spending on capital equipment.In contrast, new construction of nonresidential buildings (blue line, right panel) has been relatively flat in recent months.Oil and gas drilling (red line, right panel) has been picking up sharply with the increase in energy prices.  (This activity has accounted for between 15 and 30 percent of nonresidential structures spending in recent years.) 
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Presenter
Presentation Notes
In terms of national accounts, investment (left panel) has come back a good deal the past year and a half.  There are lots of positives:  business sentiment, international growth (recent EME concerns aside), corporate tax cuts, and continued strength in the U.S. consumer.  Uncertainty over international trade tensions could be a negative.Note that the weak BFI during the recession and earlier in the recovery means that we weren’t seeing much capital deepening right panel).  According to current estimates (blue line) it’s just crawled back to 2 percent, below the 2.6 percent long run average.   But we think this will be revised up. One change made during the comprehensive revisions of the national accounts was to move firms’ internal expenditures on software and R&D from being estimated on an expenditure basis (essentially, the labor input and depreciation estimate) to a capitalization basis – that is, the sum of labor and capital services (estimated from BLS and BEA estimates of external rates of return, depreciation, investment specific prices, and capital stocks).  BEA also incorporated some improved deflators that better capture quality adjustment.As a result, real BFI was revised up about ¾ pp per year over past 11 years.We don’t have BLS capital deepening data consistent with the revised NIPA data yet.  We ran a simple model and made a guess at the change (red line, right panel).  According to this, capital-deepening is still not robust, but it also is not as bad as we thought (getting back to long-run average).Note, though, that overall business output was not revised much.  Since hours are unchanged, we are not looking for much revision in total labor productivity—we expect higher capital deepening to be largely offset by lower tfp growth. 
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2018 Growth Forecasts 

Q1 Q2 Q3 Q4 Year 

Actual 2.2 4.2 

Macroadvisers 
(Oct 15) 

3.6 2.7 3.2 

Blue Chip 
(Oct 10) 

3.3 2.8 3.1 

GDPNow 
(Oct 15) 

4.0 

Presenter
Presentation Notes
Here are recent forecasts for growth in 2018:Q3 and 2018:Q4.  Pretty solid.
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FOMC Forecasts 

Variable 2018 2019 2020 2021 LR 
GDP1  3.1 2.5 2.0 1.8 1.8 
(central tendency) (3.0-3.2) (2.4-2.7) (1.8-2.1) (1.6-2.0) (1.8-2.0) 

Unemployment2  3.7 3.5 3.5 3.7 4.5 
(central tendency) (3.7) (3.4-3.6) (3.4-3.8) (3.5-4.0) (3.5-4.0) 

 

1. Q4-to-Q4 percent change 
2. Q4 Average 

 

Median forecast, September 2018 Summary of Economic Projections 

Presenter
Presentation Notes
Here are the forecasts for growth and unemployment from the September SEP.  Growth is expected to be strong in the near term and then moderate to trend by 2021 with monetary policy tightening modestly above the median longer-run r* and fiscal impetus diminishing.  The unemployment rate is projected to fall about a percentage point below long-run u* before edging up late in the projection period. 
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Presenter
Presentation Notes
Inflation expectations still bear watching.Household expectations (blue line, left panel) have been bouncing sideways in a low range for a couple of years now—they show no real signs of recovering.  Professional forecasters PCE inflation expectations (red, left) are flat – but that answer is in the back of the book!  In January 2012 we told them we had a 2 percent target, and they are writing that down. Their CPI forecast (yellow) has firmed some since 2016.TIPS inflation compensation (blue, right panel) has also recovered from its 2016 trough.  Of course, TIPS compensation reflects more that expected inflation – it also includes any differential risk and liquidity premia between real and nominal securities.  Using our FRBC term structure model to separate out 3-year-ahead inflation expectations from the nominal treasury yield curve (yellow, right hand) shows some partially recovery in inflation expectations.Note:  Most of these expectations are in terms of CPI, which runs 3 or 4 tenths higher than PCE. 



11 11 11 

0.5

1.0

1.5

2.0

2.5

2006 '08 '10 '12 '14 '16 '18 '20

Inflation Forecast 
Core PCE Inflation 
(year-over-year percentage change) 

Q2-2018 

FOMC projections are the median values for core PCE inflation as reported from the September 2018 release of the 
SEP. 

FOMC Projection 

FOMC Forecast 2018 2019 2020 2021 
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Presenter
Presentation Notes
September SEP median forecast had core inflation rising to 2.1 percent in 2019 – 2021 —so some overshooting of the 2 percent target.
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Source: Federal Reserve Board from Haver Analytics 

Presenter
Presentation Notes
Long-term interest rates have risen about 25 bps since early September.  Market commentary has focused on strong economic data and some easing of trade tensions (e.g. US-Mexico-Canada trade deal).  Market pricing for the fed funds rate in late 2019 and 2020 increased about 10 bps over this period and rates further out rose by less, so much of the rise in the 10-year rate reflects higher term premia. 
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Presenter
Presentation Notes
The stock market experienced a couple of large declines last week.  These erased about half of the gain that occurred between March and September.
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Presenter
Presentation Notes
Here is the dot plot from the September Summary of Economic Projections.The current target rate range is 2 to 2-1/4 percent.  The median forecast (red dots) has one more rate increase this year, 3 in 2019 (to 3.1 percent), and 1 in 2020 (to 3.4 percent).  The median rate stays at 3.4 percent in 2021.  So policy in 2020 and 2021 is modestly restrictive when compares the median long-run neutral rate of 3 percent.
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August 1, 2018  
Consistent with its statutory mandate, the Committee 
seeks to foster maximum employment and price stability. 
The Committee expects that further gradual increases in 
the target range for the federal funds rate will be 
consistent with sustained expansion of economic activity, 
strong labor market conditions, and inflation near the 
Committee's symmetric 2 percent objective over the 
medium term. Risks to the economic outlook appear 
roughly balanced.  
 
In view of realized and expected labor market conditions 
and inflation, the Committee decided to maintain the 
target range for the federal funds rate at 1-3/4 to 2 
percent. The stance of monetary policy remains 
accommodative, thereby supporting strong labor market 
conditions and a sustained return to 2 percent inflation.  
 
In determining the timing and size of future adjustments 
to the target range for the federal funds rate, the 
Committee will assess realized and expected economic 
conditions relative to its maximum employment objective 
and its symmetric 2 percent inflation objective. This 
assessment will take into account a wide range of 
information, including measures of labor market 
conditions, indicators of inflation pressures and inflation 
expectations, and readings on financial and international 
developments.  
 
 

September 26, 2018  
Consistent with its statutory mandate, the Committee 
seeks to foster maximum employment and price stability. 
The Committee expects that further gradual increases in 
the target range for the federal funds rate will be 
consistent with sustained expansion of economic activity, 
strong labor market conditions, and inflation near the 
Committee's symmetric 2 percent objective over the 
medium term. Risks to the economic outlook appear 
roughly balanced.  
 
In view of realized and expected labor market conditions 
and inflation, the Committee decided to raise the target 
range for the federal funds rate to 2 to 2-1/4 percent.  
 
 
 
 
In determining the timing and size of future adjustments 
to the target range for the federal funds rate, the 
Committee will assess realized and expected economic 
conditions relative to its maximum employment objective 
and its symmetric 2 percent inflation objective. This 
assessment will take into account a wide range of 
information, including measures of labor market 
conditions, indicators of inflation pressures and inflation 
expectations, and readings on financial and international 
developments.  
 

FOMC Statements – “Accommodative” Gone 

Presenter
Presentation Notes
The FOMC policy statement from the September removed the characterization of policy as “accommodative.”  In describing this change, Chairman Powell noted:“I think the point with “accommodative” was that its useful life was over. You know, we put that in the statement in 2015, just when we lifted off, and the idea was to provide assurance that we weren’t trying to slow down the economy, but, in fact, we were still—interest rates were still going to be pushing to support economic activity. Well, that—you know, that purpose has been well served, and the language now doesn’t really say anything that’s important to the way the Committee is thinking about policy going forward... …. we don’t want to suggest either that we have this precise understanding of where “accommodative” stops or suggest that that’s a really important point in our thinking. You know, what we’re going to be doing, assuming we stay on this path, is, we’re going to be carefully monitoring incoming data from the financial markets and from the economy and asking ourselves whether our policy is achieving the goals we want to achieve—you know, sustain the economy, maximum employment, stable prices. That’s the way we’re thinking about it, and that does kind of amount to thinking less about one’s precise point estimate of the neutral rate.”  
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Presenter
Presentation Notes
Markets currently see little chance of a rate change at the November FOMC meeting, but see the odds of a 25 bps move in December at about 80 percent (left panel).  Markets then see about equal odds of 2 or 3 more moves by the October 2019 meeting (furthest dated contract calculation available, right panel); another move in December 2019 would leave the distribution closely aligned with the SEP median. 
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Scenario Reserves ($ bil) Normalization Currency ($ bil) 

Large 750 2020:Q1 2,400 

Medium 600 2021:Q1 2,200 

Small 400 2022:Q3 1,900 

Memo: Current 1,838 1,686 

Presenter
Presentation Notes
The Federal reserve stopped reinvesting assets that were maturing on its balance sheet (subject to caps) about a year ago.  So far our balance sheet has come down from 4-1/2 trillion to 4-1/4 trillion.  Reserves down from 2-1/4 to 1.84 trillion.Where are we going?   Certainly not back to the $800 billion balance sheet (with $10 billion of reserves) that we had pre crisis.  Currency is up from $800 billion pre-crisis to $1.7 trillion today.  And we haven’t decided how many reserves we supply in the long run.  Pre-crisis, we ran a scarce reserves operating framework. Since the crisis we’ve been running a floor system with abundant reserves and administered rates to provide a floor on interest rates.  A decision has to be made about how many reserves we will hold in the future.The graph depicts three scenarios for what the balance sheet might look like at normalization; $3.3, $3.0, and $2.5 trillion.  After reaching those levels, the balance sheet then grows in pace with currency.  The three scenarios were chosen from FRBNY survey of market participant median, 75th, and 25th percentile responses to a question asking where they thought the level of reserves would be at normalization—the answers were $600, $750; $400 billion reserves, respectively.(Note, these figures are from a survey taken late last year.  Since then, those responses have changed to $660, $1000, $550 billion, respectively.) 



18 18 18 

 “A couple of participants commented on issues related 

to the operating framework for the implementation of 

monetary policy, including … the demand for reserves 

and for the size and composition of the Federal 

Reserve’s balance sheet….  

 The Chairman suggested that the Committee would 

likely resume a discussion of operating frameworks in 

the fall.” 

 

 

 

Policy Implementation: August FOMC Minutes 

Presenter
Presentation Notes
When will we stop drawing down reserves?  How big will the normalized balance sheet be? These questions are begin studied.  From the August FOMC minutes:“A couple of participants commented on issues related to the operating framework for the implementation of monetary policy, including, among other things, the implications of changes in financial market regulations for the demand for reserves and for the size and composition of the Federal Reserve’s balance sheet. These participants judged that it would be important for the Committee to resume its discussion of operating frameworks before too long. The Chairman suggested that the Committee would likely resume a discussion of operating frameworks in the fall.” 
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