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The Fed Has Done an Amazing Job!

o Assisted by fiscal authorities, of
course

e Employment fell by 14%
because of the plague & knock-
on aggregate-demand ettects

e Half of that we got back more-
or-less immediately

e But then we had to reknit the
division of labor

e Something that took four years
in the 2010s took 15 months in
the 2020s

<https://www.icloud.com/keynote/0dc7DiT vPOff-s3dM--D5gxg>

How this recession compares with previous ones

Percent change in employment since the most recent peak.
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But What Happens Next? We Have Inflation!

FRED AANJ = Consumer Price Index for All Urban Consumers: All Items Less Food and Energy in U.S. City Average

7

Percent Change from Year Ago

2002 2004 2006 2008 2010 2012 2014 2016 2018 2020 2022



The Bond Market Thinks: Well-Anchored Inflation

OUt-Year Breakevens FRED ,/:/,‘/J — 5-Year, 5-Year Forward Inflation Expectation Rate

They look very good

Yes, bottlenecks, o1l shocks,
wheat shocks, and China-
lockdowns

Short-term 1nflation 1s dicey

But the bond market 1s still
very happy with the
medium- and long-term
inflation outlook
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One Reason | Do Not Think the Fed Is (Far) Behind the Curve

Goldman Sachs US Financial Conditions Index YoY% vs. ISM Manufacturing Index

Financial Conditions

e They tell us that at least the -4
manutacturing component of the 65
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e And that 1s with what the Fed has
already done.
!
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e |.e., one rate rise, and some
jawboning about what it is "! -
expected to do. 2 !

e Would one want more slowing :
than the FC index tells us is 4 55
already baking in the cake? I S B R
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e If you think so, why?
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Six Episodes of U.S. Inflation Above 5%/Year in the 1900s

The top 1s the CPI inflation rate

he bottom are overlapping graphs of the
Federal Reserve’s discount rate

Counting 1974 and 1979 as two
episodes, there were six times the
annual inflation rate got above 5%.

World War II inflation—cut off by price
controls.

Post-WWII structural-rebalancing-and-
pent up demand
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Korean War structural-rebalancing
inflation

Before those came the World War 1
episode.

Then came the 1970s—the Yom Kippur
War o1l shock

Then came the 1970s—the Iranian
Revolution o1l shock control inflation;
then, after inflation peaked, 1t lowered

What does macroeconomic theory tell
us that the Federal Reserve should do
now, 1n the spring of 20227
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Six Cases of Above-5%
Inflation

Which of these Is analogous to today?

19207 Not 1942 (price controls). 19487
19517 19747 19807?



Olivier Blanchard is very

P2P99°9099°9°9°9°9°9°7?

The last time the Fed fell this far behind the curve on inflation
was in 1975 and it took 9 years to bring under control

worried

He 1s very, very sharp indeed...

But I do not see why he finds the
analogy to 1975 convincing...

1975 came after a 15-year runup
of inflation, interrupted by a half-
hearted Nixon-administration
attempt to control it

(Half-hearted because Nixon did
not want higher unemployment
ever; and Arthur Burns believed
that Congress would not stand for
disinflation)

We have a generation of stability

Core inflation and the real policy interest rate, percent
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17% gap ! 12% gap !
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5i plIE Note: Core inflation is consumer price index inflation excluding food and energy. The real policy

-af : Interest rate is the federal funds interest rate minus core inflation over the previous 12 months.

Sources: US Bureau of Labor Statistics and Board of Governors of the Federal Reserve System,

retrieved from Federal Reserve Bank of St. Louis (FRED).



What Do We Make of the Current Employment Shortfall?

Figure 5: Employment shortfall relative to pre-pandemic trend

Larry Summers is very worried —
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e He too is very, very sharp indeed. .. ol — shortfall of
¢ Domash & Summers: How Tight Are U.S. .

Labor Markets? s
e | think we are going to get vaccinations, = e

incentives, health concerns, and excess

retirements back 1n the labor force
e That leaves us with population aging and Do Peczore | gememe Poczon?

. . . . ) . Figure 6: Estimated shortfall in labor facing employers in 2022, relative to Feb 2020

immigration restrictions —2.7 million people
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e That means we still have a 4.6 million i
employment shortfall
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¢ The labor market looks very tight now; I do not

Millions ot workers

think 1t will look very tight next year .
e [ still see a likely and probable path to a soft . , —
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Source: Authors’ calculations.



