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Watching wages working? 

In this short note, I assess a claim that some monetary policy doves make regarding the presumed 
sluggishness of wages.  The claim is that slow wage growth proves that the labor market has not yet 
achieved full employment and, therefore, that the Fed’s tightening program is either premature or needs 
to proceed very carefully.  Briefly, that seems misleading.  

The most prominent exponent of this view is Minneapolis Fed President Neel Kashkari, who speaks as 
though it is some novel insight that wage growth measures the balance of supply and demand in the labor 
market.  Who knew? 

Not that it matters, but I happen to be a big fan of Kashkari, who has a refreshing ability to avoid getting 
sucked into Wall Street’s various pieties. For example, he has chastised small business managers 
complaining of labor shortages as “whiners.”  If they aren’t raising wages, then how can they really claim 
labor is scarce.  Get over yourselves, and literally stop whining, says Kashkari. 

This is great, because — among other things — it challenges the mantra that small business managers 
have some sort of unique insight into how the economy works.  Nobody believes this, but it is something 
capital market types feel some odd need to chant as tribal identifier.  Not me. I actually am small business 
manager now, and I would never claim to know anything about macroeconomics.  

Another good example of the wages-know-best view can be found in the work of Danny Blanchflower, 
who is currently a professor of economics at Dartmouth and for a while served on the Bank of England’s 
MPC.  He co-authored with Andrew Levin a composite measure of labor market tightness, which I have 
basically stolen and made my own, on the grounds that it makes intuitive sense and seems to be helpful 
in understanding the Fed. 

When that particular metric was developed it showed ample labor market slack and supported the case 
for a dovish approach, which the Fed actually followed. More recently, however, Blanchflower has backed 
away from that metric because it now implies the labor market is at full employment, and yet wage growth 
is sluggish, which must be falsifying (at some risk of my overstating his point).   

This interview from January is a bit dated, but it captures the flavor particularly nicely, not just of 
Blanchflower but of many people with this perspective. 

Seems wrong 

Ok, so I think you will agree that this perspective is out there.  Now I will give a very quick account of why 
I don’t share in it. 

Let’s start with a point on method and then get into the substance. It seems awfully ex post for analysts to 
point out now that their preference is to use wages to measure labor market slack.  If this whole dispute 
could so easily be reduced to the task of observing wage growth, then why did you guys put so much 
effort into developing those measures of labor market slack?   
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I am not sure this criticism applies to Kashkari, because I have not looked up what he was saying back in 
the day, before he joined the Fed.  But this very obviously does apply to other analysts, many of whom 
previously (correctly) heralded labor market slack but have since decided we should now ignore all that, 
even though the Fed clearly isn’t.  

And so? Full employment and normal wage growth 

Source: Blanchflower and Levin, 2015, BLS, FH calculations 

Turning now to the substance, it is not obvious that the evidence supports the wage enthusiasts’ take, 
even if we spot them the benefit of the doubt on method.  As a former colleague has pointed out to me, it 
is somewhat dubious to refer to “the” pace of wage growth, given that there are at least five competing 
measures of it, the differences among which can be as wide as the cyclical variation of any one individual 
measure. 

Fair point.  But let’s take a look at the first measure of wage growth that occurs to me. This is simply 
average hourly earnings (for all workers where available, post-06)  divided by a crude measure of trend 1

labor productivity, which I take to be a trailing two-year moving average.  As a first approximation, you 
might think that this metric would be near the Fed’s inflation objective, if the economy were at full 
employment.  

And, apparently, it is.  This is indicated in the chart above, which traces the relationship between labor 
market slack and wages back to the mid-1990s, which is basically when the Fed declared victory on its 
2% inflation objective and stopped pressing for an ever-lower rate.   

So it is not necessarily obvious that wage growth is contradicting the signal from the standard measures 
of labor market slack.  Of course, both need to be taken with grains of salt, because the relationships 
here are not tight, which is actually part of the point. 

Separately, it is highly misleading to claim that the achievement of full employment is relevant only to the 
extent that it moves wage inflation, outright or relative to some measure of trend productivity.  The link 
from the state of the labor market to the inflation rate is dubious and controversial, which warns that we 
should approach this whole issue with appropriate humility. But among those who believe that there is or 
may be a link, it is not taken as a given that wages have to lead inflation.  The New Keynesian Phillips 
Curve says as much, but seems to be falsified by the data.   

 Prior to 2006, the wage series is that for production and non-supervisory workers.1
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Some believe that a tight labor market can operate directly on goods and services price inflation without 
initially going through wages. For example, former Chair Yellen’s “simple” inflation model has slack 
operating directly on core goods and services inflation.  While I ought not put words in the former Chair’s 
mouth, this approach may imply that if we wait for wages to quicken, it may be too late.   The point here is 
not that we know, but that we don’t. 

What is the question again? 

In any event, managing the inflation path would not necessarily be the only reason the Fed would have 
for  wanting to prevent an undershoot of unemployment — or overshoot of employment, if you would 
prefer to put it that way. Such excesses have historically had a tendency to be destabilizing in their own 
right, irrespective of the subsequent path of inflation. 

Finally, there is the crucial issue of what the benchmark is — or perhaps what the question is.  If you don’t 
ask the right question, then you are unlikely to get the right answer. 

The issue here is certainly not that the Fed is in a panic over an excessively tight labor market.  To the 
extent that moderate wage growth says the Fed is not heavily behind the curve in tightening here, it is 
fully consistent with what the Fed is actually up to.   

The Fed is not raising interest rates with a view to arresting the tightening of the labor market, at least not 
immediately.  They appear to be willing to tolerate a further decline of the unemployment rate in order to 
ensure that the incipient firming of core inflation is actually sustained — probably to the point of delivering 
a modest inflation overshoot in the late cycle, for reasons I have described in earlier notes. 

To achieve this — i.e. to prevent a more significant overheating — they tentatively claim that they plan to 
raise the funds rate by slightly less quickly than 25 bps a quarter in 2018 and a bit more slowly still in 
2019.  If you think the Fed is hell bent on crushing the economy in response to a phantom wage surge, 
then I think there is a good chance you are misstating the issue, maybe even intentionally.  

Not that this is easy. My own view is that the Fed needs to raise rates (still) a bit more than the forward 
points imply.  This may be more something to watch carefully in real time than to be confident or strident 
about. But we can’t just settle for watching wages.  

Gerard MacDonell 
gerard@frontharbor.com 
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