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Currency Component of M1 (excludes vault cash) Seasonally Adjusted
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Exhibit 1
Overview
Unemployment Rate Core PCE Prices
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Questions

e Have changes been occurring in the economy, over time, that have altered the
inflation process?

*  Why did inflation remain so low in the late 1990s when unemployment was also low?

* Can the recent good performance be repeated in coming years?

Three key factors

1. Changes in monetary policy A relatively small part of the recent story.

2. The pickup of productivity growth ~ Our main explanation for the late 1990s; effects
should diminish over time.

3. Labor market developments Also important; effects likely to persist.
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Exhibit 2

The FRB/US Model of Inflation Dynamics

e 1= fr,t (-0 1°- vy (U - UM + relative price shocks + unit labor costs

b = rate of price inflation

w® = expected rate of price inflation
U = unemployment rate

u" = natural rate of unemployment
By = coefficients

«  m®reflects knowledge of the structure of the economy, including the conduct of
monetary policy.

* How do our factors fit in this model?
» Changes in the conduct of monetary policy alter the influence of U on z°.
» Changes in labor productivity growth affect inflation through unit labor costs.
» Labor market developments shift U ".

* Movements of (U-U" explain about 20 percent of the variation of year-to-year
changes in inflation.
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Exhibit 3

Monetary Policy

Change in Core PCE Inflation vs. Unemployment
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e Since the early 1980s, monetary policy has moved more aggressively to stabilize the

economy than in the 1960s and 1970s.

e In FRB/US, such a change reduces the sensitivity of inflation to unemployment.

» Alters the formation of inflation expectations.
» Low unemployment is no longer as strong a signal of higher future inflation.

» Sensitivity reduced by about a third.

e So, low unemployment in the late 1990s induced less deterioration in inflation

expectations, and thus in actual inflation.

e But policymakers cannot “exploit” this lower sensitivity.

» A reversion to a less-aggressive policy would alter how expectations are formed.
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Exhibit 4

Productivity

159 of 179

Hourly compensation responds only gradually when productivity accelerates.

> Costs of acquiring and processing information.

Unit labor costs rise less rapidly, helping hold down inflation.

> A lower unemployment rate is consistent with stable inflation.

Effect may be long-lived but not permanent.

Effect worked in the opposite direction in the 1970s.

Estimated Effect of Productivity on Hourly Compensation

(percentage points)

Effect on increase in hourly compensation

Structural productivity growth

Percent
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Exhibit 5

Labor Market Developments and the Natural Rate of Unemployment

Impact on the Natural Rate of Unemployment In Recent Years

Lower natural rate Neutral effect Higher natural rate
1. Incarceration 1. Minimum wage 1. Welfare reform
2. Disability insurance 2. Unemployment insurance
3. Help supply 3. Demographics

4. Worker insecurity
5. The Internet

Factors pushing natural rate lower
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— — 3.0 e Demographics aside, the natural
rate may be about 1/2 percentage
- 125 point lower than in the mid-1980s.
B 20 e One reason we don't favor a larger
number:
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| Families on welfare 10 Errors in hourly compensation
models have not been large, on
- o5 average, in recent years.
“fozo  1e80 4990 2000 O
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Exhibit 6

Accounting for Inflation since 1995
(based on dynamic simulations of the FRB/US price-wage sector)

Core PCE Inflation Contributions to the 2002:Q1 Difference
Four-quarter percent change Between the Two Simulations (percent)
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The role of pricing power

. Firms appear to lack “pricing power” in the low-inflation economy.
o This perception may be a natural consequence of accelerating productivity:

> Innovation may create winners and losers; the losers “lack pricing power.”
> A productivity acceleration causes profit share to rise and then decline.

o Greater competition — from globalization, deregulation, and the low-inflation
environment — may also have reduced pricing power.

> Reduced pricing power may spur firms to seek new technologies.

Looking ahead

. If monetary policy remains aggressive, the smaller sensitivity of inflation to
unemployment should continue.

o The productivity effect will fade, but may persist a while longer.

o Labor market developments should have a durable effect.
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Chart 1 .
Forecast Overview
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Chart 2
Near-term Indicators
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Estimated Equilibrium Real Federal Funds Rate
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Chart 3
The Policy Setting
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Chart 4
Financial Conditions: Corporate Sector
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Chart6
Business Investment
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Chart 7
Household Spending
Growth in Real PCE and Residential Investment
(Percent, annual rate)
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Note. Previous cycles include all postwar peaks and troughs through 1991. Trough of current cycle is assumed to
be 2002:Q1.
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Alternative Estimates of Labor Productivity

(Percent change)

Product side:
Establishment hours
Household hours

Income side:
Establishment hours

Household hours

Chart 8

Productivity

-

2001:Q1 2002:Q1

2000:Q1 2001:Q1
2.6 4.2
2.2 3.4
27 5.1
2.3 4.3

Contribution of Private Capital Deepening
Percent change, Q4/Q4

Structural Labor Productivity

2000

1995
1973 1995
Multifactor Productivity

2001

2001

3 —
=) =
-1
0 i
1995 2000 2001 2002 2003 1995 2000
1973 1995 1973 1995
Adjustment Costs and Labor Productivity
(Percent change, Q4/Q4)
1998 1999 2000 2001
1. Measured productivity 29 3.0 2.6 21
Productivity net of adjustment costs:
2a. Low adjustment costs 3.0 3.0 2.7 2.0
2b. High adjustment costs 3.3 3.2 29 1.8
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Labor Markets
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Labor Productivity Effects on Employment
_ Chained 1996 dollars per hour s - _
- = Faster scenario (2.5%) Change Unem-
= = Baseline scenario (1.0%) in Payroll* ployment
- -  Slower scenario (0%) P 5 (‘000s) Rate
B gE s ==m=" - 40 ---average monthly---
Q3 Q4 Q4
Faster -60 40 6.6
P Structural -1 39
Baseline 150 200 5.9
~ — ActualGB | Slower 320 240 55
38
2001 2002 * Private
Initial Claims Current Employment Conditions
= Thousands Percent 60
—— 4-week moving average Conference Board
Jobs hard to get
- 40
June] 5,
Jobs plentiful
1 1 200 DA I S O [ (T (S [ [ [ [ |
2000 2001 2002 1990 1992 1994 1996 1998 2000 2002

Hourly Labor Compensation

—

P&C compensation
per hour

Employment cost index

1 1 I 1 1 1 1

Four-quarter percent change 9

1997 1999



June 25-26, 2002

Unit Labor Costs*
Four-quarter percent change
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Ch_art 10
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Chart 11
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Financial Developments

Nominal Exchange Rates
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Foreign Outlook
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Emerging Market Countries

Asia
Nominal Exchange Rates
Foreign currency/U.S. dollar Index, Jan. 7, 2000 = 100

Thai baht

Korean won

Taiwanese dollar

(Weekly data)

125
120
115
110
105
100

95

2000 2001 2002

Offshore-Dollar Bond Spreads

Thailand
| |
2000 2001 2002
Real GDP Growth
Pﬂcent, SAAR" .
2001 2002 2003
H2 H1 H2
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Chart 14

External Outlook

Recent Developments: Exports and Imports Real Exchange Rate Outlook*
Billions of dollars, SAAR Index, 2000:Q1 = 100 -
2002. Q1 April NEIRUEDS
[ — 120
1. Goods Exports 659 683 Jan. Greenbook
of which: 0 ___.
2. Capital goods 284 290 — — 115
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Chart 15

External Sector
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Chart 16
ECONOMIC PROJECTIONS FOR 2002
FOMC
Range Central Staff
Tendency

----------——-Percentage change, Q4 to Q4------------

Nominal GDP 4% to 5% 4% to 5% 4.7
February 2002 (3% b 5%) (4 to 41%) (4.3)
Real GDP 3to4 3%to3 % 3.5
February 2002 (2 b 3%) (2% to 3) (2.7
PCE Prices 1% to 2 1% to 1% 1.5
February 2002 {(1to2) {About 1%) (1.3)

-------------- Average level, Q4, perce nt---------------

Unemployment rate 5% 1o 6% 5% 1to 6 5.9
February 2002 (5% to 61%) (6 to 6%) (6)

Central tendencies calculated by dropping high and low three from ranges.

ECONOMIC PROJECTIONS FOR 2003

FOMC

Range Central Staff
Tendency

------------- Percentage change, Q4 to Q4------------

Nominal GDP 4% to 6 5to5% 5.6
Real GDP 3% to 4% 3% to4 4.1
PCE Prices 1to2% 1% to 1% 1.4

-=-----——--—-Average level, Q4, perce nt--------=--=---

Unemployment rate 5t0 6 5% to 5% 5.5






