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October 11, 2017 
 

Fed probing for full employment 
 
Main Points 
 

• During the past several years, it has paid investors in risk assets to focus on the Fed’s pro-growth 
objectives for the economy, rather than on specific policy instruments, such as QE or formal rates 
guidance. 

 
• However, with the approach and (perhaps) achievement of full employment, the Fed’s objectives 

for the economy are evolving in a less-dovish direction. And at some point, we will have to be less 
dismissive of medium-term recession risk.  

 
• The Fed is no longer targeting decisively above-trend demand growth, but is instead trying guide 

growth gently lower, so that the labor market approaches slightly-above full employment on a 
tangent.  The Fed wants to avoid a destabilizing and self-defeating major overshoot of 
employment. 

  
• If the Fed did not have a formal inflation objective, or if underlying inflation were at target, then the 

central bank would already be trying to limit growth to potential, which appears to be just under 
2%. 

 
• Given the current inflation backdrop, however, the Fed is probably willing to tolerate growth 

running slightly above trend and the labor market continuing to tighten slowly, as it probes for a 
price response to full employment.  

 
• This should change over the coming year, as core inflation begins to recover. But the Fed seems 

unlikely to shift to outright hawkishness – in the sense of stopping the decline of unemployment --
on the basis of an inflation forecast. So, inflation data watching should remain useful. 

 
• As the outlook for Fed policy has progressively become less dovish, it has also become more 

complex.  Managing this trade-off between labor market overshooting and returning inflation to 
target will be tricky. So too will be trying to anticipate the process. 

 
• There is probably some value, then, in identifying elements of the debate that we can reasonably 

ignore, at least when considering the impact of monetary policy on risk asset prices.  We might 
put on the list: the QE exit, the idea that the Fed will fight an equity bubble, and rates guidance.  
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The September 20 FOMC meeting contained an irony.  The Fed buried in the final paragraph of the press 
release its announcement that the QE unwind would begin in October and cast the decision as already 
having been “described” in an addendum to the June release.  There could not have been less fanfare, 
and markets reacted accordingly. 
 
This is remarkable considering the drama that was supposed – for many years -- to attend even a hint 
that the Fed might slow its rate of QE-related purchases, let alone actually exit the program.  In the event, 
markets greeted the announcement with equities on their highs, term premiums near their lows and 
volatility still depressed. 1  The main discussion on Fed day was focused on minor changes to the Fed’s 
forecast, including their guess that the neutral nominal interest rate might be just 2 ¾%. 
 
 

 
 

Data are month-end, with exception of last (October) which is last daily observation. Source: Federal Reserve, CBOE, Bloomberg and author’s 
calculations. 
 

 
There may be a lesson here that can be applied going forward.  Investors, particularly those in risk 
assets, should focus more on the Fed’s objectives for the economy, which have evolved only slowly over 
the years since the crisis, and less on the mechanics of the day, such as QE or even formal rates 
guidance. 
 
In this note I assess how the Fed’s priorities are likely to change over the coming year, as the labor 
market tightens further and core inflation presumably recovers.  The main conclusion is that the Fed 
seems likely to favor / tolerate slightly-above-trend demand growth until core (PCE) inflation has actually 
begun a clear recovery towards target.  At some risk of false precision, let’s call that a 12-month rate 
above 1 2/3 %. 2 
 
Once that recovery has been achieved, we may expect the Fed to turn more hawkish and to aim – a year 
out -- at containing growth to its estimated trend of just under 2% a year. At that point, we might have to 
be a bit less dismissive of medium-term recession risk.  
 
The funds rate path consistent with this transition seems likely to be a bit steeper than markets currently 
project. The January 2019 fed funds future implies a rate just 50 bps above the current target, which 
maps to just one rate hike next year if we pencil in a tightening this December.   
 
																																																								
1 The low term premium seems to be most directly a function of low bond yield volatility and the tendency of duration risk to diversify 
equity risk.  The question is what role QE has played in depressing volatility. It is possible that the Fed’s activity in the mortgage 
market has made (negative) convexity scarce and contributed to lower volatility through that channel. But the deeper fundamentals 
would seem to be low growth and inflation volatility, and the low level of bond yields, which in conjunction with the lower bound 
truncates much of the distribution of prospective yield change.  That is probably the subject for another report, but the role of QE has 
until recently been overstated, by analysts if not markets.   
 
2 The Fed is probably ok with inflation going above 2% in the late cycle. Inflation oughtn’t always be below the desired average.  
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The Fed’s objective for growth is probably still marginally friendly to risk assets, although much less 
forcefully than it has been in recent years.  Not only does less-generous valuation create a higher hurdle, 
but – more to the point – the Fed is no longer pushing unambiguously for strong demand growth. It is now 
trying to stick the landing.   
 
The Fed’s approach will probably toughen further when core inflation achieves the recovery mentioned 
above.  Lower unemployment also the potential to make the Fed nervous but it is hard to see them 
turning outright hawkish on the basis of that alone.  Rather, they will need some confirmation from the 
inflation side that the economy has moved past (what they call) full employment.  
 
A key risk to this view relates to the question of who will be Fed Chair after Yellen’s current term expires 
in February.  Betting markets are moving around but at this writing imply just under a one in three chance 
that Warsh will get the nod, and nicely better than even odds that the status quo will be retained in the 
form of either Jerome Powell or Janet Yellen.  
 
The status quo result is obviously the easier one to assess and would have little effect on the argument I 
present here. Warsh is trickier because he has occasionally sounded more hawkish and more anxious to 
reverse unconventional policy.  But he is also a tougher read, at least to me, because his views seem 
eclectic and not so clearly honestly held. So, for now it may be prudent to withhold judgment and to 
describe his candidacy as a risk that might arise in stages over the next several months.   
 
What not to worry about 
 
There is plenty complexity in how the Fed will manage the tricky trade-off between overshooting on 
employment and tolerating an even more extended undershoot on inflation.  It is probably worthwhile, 
then, to simplify the discussion so far as possible by eliminating additional elements of the debate that are 
mostly a distraction.  Let me just quickly go through three of those, being as brief as possible even at the 
risk of just making bald assertions here. I will be happy to follow up with anyone who wants to discuss 
these. In my blogging days, I covered all of these in gory detail. 
 
QE 
 
Investors can probably extrapolate the idea that obsessing over QE is mostly a waste of time.  
Operationally, QE is equivalent to the Fed shortening the average maturity of the federal debt, acting as 
an agent for the Treasury, which incidentally has been going in the opposite direction. In the presence of 
the large federal deficit and the Treasury’s maturity extension policy, it did not actually make default-free 
rates duration scarce and it has seemingly not been an important reason for the decline of term 
premiums.  It appears on occasion to have generated a temporary lift to breakevens, mostly by raising the 
inflation risk premium, with dubious benefits. And it did not even have transitory effects on inflation 
expectations in the real economy.   At one point, QE was an indirect interest rate signal, but even that 
effect was eventually displaced by the Fed offering explicit rates guidance.  
 
For equities, the symbolic effect may have initially been to speed the rally, but in recent years it has 
probably actually slowed it, because investors became nervous about the exit. In any event, QE does not 
seem to be required to explain the cumulative rise of equities from early-20009 to date. 
 
With QE now being unwound, net Treasury supply to be taken down by the market will exceed what is 
implied by the deficit and the Treasury’s maturity strategy.  But that alone is not likely to put much upward 
pressure on the term premium or bond yields because the market for US rates risk is global and not 
segmented.  The term premium seems obviously to be driven much more by economic fundamentals than 
by marginal efforts at net supply manipulation. 
 
If I am wrong about that and we get a tailwind from a supply-driven rise of the term premium, then the Fed 
will adjust its rate strategy in order to stay focused on its economic objectives, which are the primary 
drivers here.  Importantly, the Fed’s objectives are exogenous to the technical effects of QE.  In all of this, 
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I am expressing myself with more confidence than I have, in the interest of brevity. But that would seem 
to be the base case. 
 
 
Bubble fighting 
 
We can also extrapolate the idea that the Fed is not going to use monetary policy to go after a suspected 
bubble in risk assets, specifically equities, these days.  The Global Financial Crisis (GFC) proved that a 
policy of benign indifference to bubbles was misguided, and certainly had a searing influence on public 
perceptions. But the Fed alone cannot solve all problems, particularly with monetary policy, and so it does 
not follow that rates policy will be guided at all by this consideration.   
 
Because of its lingering embarrassment over what it said and did heading into the GFC, the Fed 
leadership is not free to be perfectly plain about its continuing policy of effective indifference to asset 
prices. They will continue their old saw from the past five years (at least), which goes that under certain 
unlikely-to-hold conditions they might have to veer policy towards bubble fighting. And of course, as 
traditional economic objectives justify rate hikes, there will be no cost in throwing out the idea that rate 
hikes are probably also good for financial stability. But if the economy were to weaken relative to base 
case, rate hikes would come off the table, even if the equity market were on its highs, just like every other 
time.  
 
In a moment of unusual candor a few years ago, Chair Yellen mentioned that even in retrospect she 
would not have changed monetary policy during the mid-2000s to stop the housing bubble, which was far 
more toxic than an equity bubble. It is possible that Kevin Warsh might have a different take.  But it 
seems too early to act on the assumption we know what his effect on policy, if any, might be. For now, 
bubble fighting remains a no go. It is something the Fed will talk about, but not act on, except at the very 
margin. 
 
Rates guidance 
 
Rates guidance seems a lesser distraction, as investors and analysts seem comfortable with the idea that 
the Fed’s rate guesses are likely to be wrong and are not a major source of anchoring within the FOMC.  
Looking beyond a meeting or two ahead, the Fed is not going to raise rates simply because it had earlier 
penciled in doing so. 
 
But in the interest of completeness, let me make a quick comment.  Rates guidance is probably most 
appropriate when the Fed is stuck at the zero bound and looking for alternate ways of providing stimulus, 
in this case by pushing down forward rates.  It is no coincidence that guidance was first formally 
implemented with the arrival of the zero bound and was effectively abandoned when tightening came into 
view and the logic of the zero bound went away. 
 
We should probably view the rates forecast as a vestige of an earlier era, then, and something that the 
Fed would prefer to do away with if that could be accomplished without notice.  For the past couple years, 
Yellen has been keen to emphasize that the rates forecasts do not involve a commitment and are 
conditional on the data.  At the last press conference, she seemed to go a bit further and to describe the 
helpfulness of the forecasts in the past tense. The Fed “thought” they would be helpful, she said.  
 
Dealing with “full employment” 
 
What the Fed does seem to be focused on is managing a trade-off between potentially overshooting on 
employment and further lengthening the period over which it has chronically undershot on inflation.   
 
The employment side of this trade-off is fairly novel, as it was clear until about a year ago that there was 
still some excess capacity in the labor market, and that both sides of the mandate warranted a dovish / 
pro-growth approach.  However, the labor market seems now to be within measurement error of full 
employment, at least as conventionally understood.  
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The September employment report delivered an interesting coincidence that nicely captures this idea. 
The broad measure unemployment, U6, dipped to 8.3%. That number is unremarkable in its own right, 
but it just happens to line up with the CBO’s estimate of U3 NAIRU, based on the pre-crisis correlation 
between the two unemployment measures.  Another way to put this is that the undershoot on U3 is now 
fully offsetting the influence of the still slightly elevated number of discouraged and marginally attached 
workers contained in U6. 
  
At the same time, my simulation of Blanchflower and Levin’s (B&L) 3 estimate of the employment gap 
switched signs to indicate that the labor market is now marginally above full employment for the first time 
in a decade. The precise timing of the sign change is a fluke, but it is nevertheless interesting because 
the B&L approach measures (roughly) discouraged workers indirectly, as the gap between the 
participation rate and its estimated natural level, rather than through a survey recording how respondents 
report their labor force status. 
 
Just because the two approaches line up does not necessarily confirm the economy is now at full 
employment. Both approaches depend on the CBO having the correct estimate of the NAIRU and on that 
concept even being relevant, a point on which reasonable people disagree.  But on conventional grounds, 
at least, we might say that the labor market is now indistinguishable from having achieved full 
employment.  
 
In a speech to the National Association of Business Economists delivered in late September, Chair Yellen 
emphasized that there is a lot of uncertainty around the concept and measurement of full employment.  
And she seemed to highlight the risk that full employment has not yet been achieved over the risk that the 
labor market has already overshot. 4  However, her central case interpretation is that the labor market 
“has returned to pre-crisis levels.”  That is pretty consistent with the message from the chart immediately 
below: that the burden of proof has shifted to those who would claim there is still meaningful slack.  
 
 

 
 

Data are monthly through September. Source: BLS and authors calculations. 
 

																																																								
3 Blanchflower and Levin’s approach is described in Labor Market Slack and Monetary Policy, written in 2015. Their employment 
gap measure includes those working part time for economic reasons, and it measures what is essentially a discouraged-worker 
effect as the gap between the prevailing participation rate and the CBO’s estimate of its natural level.  When they wrote this 
academic paper, that particular model was delivering a strong dovish signal, but that is no longer the case. The authors’ own views 
on policy are not fully determined by this one indicator. 
 
4 See Figure 7 in Yellen’s chart presentation, the link to which is at the bottom of her text.  On the dovish side, she highlighted that 
the number of marginally attached workers remains slightly elevated and noted that the Fed’s estimate of the natural rate is 4 ½%, 
which – I would add – is about 25 bps lower than estimated by CBO and incorporated in the B&L employment gap measure.  But 
she also pointed to several other gauges on her dashboard that taken in isolation imply the labor market may already have slightly 
overshot full employment. These include voluntary quits, hard data on job openings and survey measures of perceived jobs 
availability and difficulty hiring.   



6	
	

 
 
The approach of full employment and the now-likely prospect of an employment overshoot are the main 
reasons that tightening is even on the agenda. The Fed would prefer not to go roaring through full 
employment, but to approach trough unemployment on a tangent, with demand growth ratcheting down 
gradually towards potential.  
 

 
 

All data are quarterly. The headline PCE deflator is actual to Q2 with no Q3 estimate.  Source: BEA, Federal Reserve and author’s calculations. 
 
If the Fed did not have a formal long-run objective for headline inflation, then it would probably already 
have turned more hawkish in the sense of already having attempted to force growth down to trend. 5  But 
they have missed on headline inflation by about 50 bps to the downside during this entire expansion and 
core inflation seems still to be pinned to the lows for the cycle.  This seems to be making the Fed quite 
nervous, not only about their estimate of the NAIRU and the relative importance of other indicators on the 
labor market dashboard, but also about the logic of the Phillips Curve itself. 
 
Some hawks and peacocks, including Kevin Warsh, have suggested that the Fed just abandon its formal 
inflation target or – more precisely – ratify the recent trend of actual inflation by changing that target to a 
range of 1 to 2 percent.  Others have suggested that a fixation on inflation targeting has proven unhelpful 
in the sense of forcing the Fed to commit to a labor market overheating that will ultimately prove self-
defeating, for growth and even perhaps for the inflation objective. 6  
 
We can debate the value of those perspectives, but the practical point here is that the current Fed is not 
ready to give up on its inflation objective, as is obvious from reading just the top third of Yellen’s most 
recent speech.  They seem to view that choice as defeatist.  
 
For now, the Fed seems willing to target / tolerate above-trend growth and a falling unemployment rate, 
hoping that this will eventually force inflation higher, on the logic of the Phillips Curve.  
 
The Fed’s actual forecast is that core inflation will reach just under 2% in about two years, as indicated in 
the right panel of the chart above. 7  The Fed has actually become marginally more confident in the idea 
of a medium-term achievement of its inflation objective, which is no surprise to those who think they take 

																																																								
5 We would probably have the same result if the Fed merely had as much faith in the concept of the Phillips Curve as it has until 
recently professed and thought their estimate of the NAIRU was approximately accurate.  
 
6 There are other more radical perspectives circulating as well. Neo-Fisherians claim that the conventional Phillips Curve 
perspective is actually at odds with even conventional New Keynesian macro and that the path to higher inflation is to raise the fed 
funds rate.  Post Keynesians claim that monetary policy – or, specifically, interest rate targeting -- is probably the wrong tool for 
managing inflation anyway. But these perspectives do not seem to have a following among members of the Fed leadership.  
 
7 The 4- and 8-quarter ahead forecasts are calculated as a calendar-weighted moving average of year end forecasts, similar to the 
way equity strategists calculate forward earnings. The key difference is that here the calendar weighting reflects the Fed’s estimates 
are year-end rather than full-year.  
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the Phillips Curve seriously, at least as their base case. But, as mentioned, they have missed on headline 
inflation by about 50 bps over this entire expansion. And Yellen’s recent expressions of humility about the 
reliability of these guesses are probably telling of a view they have had for a while. 
 
There is a good chance that core inflation will recover by 20 to 40 basis points over the coming year, 
merely on the basis of the reversal (weaker) in the path of the trade-weighted dollar and an unwind of 
idiosyncratic weakness in individual services prices, such as those for telecommunications. Regarding the 
latter, note in the left panel of the chart below that the Dallas Fed’s trimmed mean deflator has shown less 
weakness, particularly in rate of change terms, than has the overall core.  As core inflation turns higher, 
the case for rate hikes (to contain growth to trend) should strengthen a bit. 
  
 

 
 

Data in left panel are monthly through August. Data in right panel are quarterly, with the core services deflator estimated for September. Source: BEA, 
BLS authors calculations.  

 
 
However, the Fed seems unlikely to turn more hawkish on the basis of this forecast alone, because it is 
justifiably quite insecure about the underlying inflation dynamic.  One way to see the basic source of this 
insecurity is to look at the weakness of the correlation in recent years between the B&L summary 
measure of labor market slack and the behavior of core services inflation, which is much less sensitive to 
the dollar than is core goods inflation. 8   
 
Showing the data only over thirteen years is admittedly a cheat, although one whose admission actually 
reinforces my point that this relationship is not tight.  Our confidence in the idea that core inflation will turn 
sustainably higher cannot be particularly high, although it seems the reasonable base case. 
  
The implication is that the Fed seems likely to insist on some confirmation in the price data before making 
the “final” transition to insisting that growth be contained to trend.   
 

																																																								
8 Until recently, analysts seem to have made too much of minor differences in how labor market slack is measured and not enough 
of the validity of the overall concept. Debates about where the participation rate should be or where the NAIRU is precisely have 
been small beer compared with the volatility of the unemployment rate itself. Related, a chart comparing the U3 unemployment rate 
with core services inflation looks very different from what I show.  


