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Rob Valletta, vice president at the Federal Reserve Bank of San Francisco, states his views on the current
economy and the outlook.

e Real GDP declined slightly in the first quarter of 2015, falling 0.2% at an annualized rate, according
to the U.S. Bureau of Economic Analysis (BEA). However, recent San Francisco Fed staff research
suggests that seasonal factors not accounted for in the official BEA figure held down that estimate.
The staff’s alternative estimate of 1.5% growth in the first quarter is consistent with an ongoing
moderate expansion for the U.S. economy.

e Favorable data on consumer spending and the housing market thus far in the second quarter
reinforced expectations for continued growth. We expect a second-quarter rebound to be largely
maintained in coming months, with growth converging back near its 2% long-run trend by late 2016.
Recent fragile conditions overseas, most notably the financial and economic turmoil in Greece and
the stock market decline in China, are unlikely to derail the U.S. expansion.

e Our expectation of a moderate expansion is also supported by continued solid employment growth.
Job gains this year have slowed relative to last year’s torrid pace. Still, averaging slightly above
200,000 per month, they remain well above the minimum needed to sustain improvement in labor
market conditions.

e Sustained employment growth has helped push down the unemployment rate further this year. The
June level of 5.3% is closing in on the long-run normal or natural rate that is generally consistent
with stable inflation, which we estimate at 5.2%. Our forecast calls for the unemployment rate to fall
below the natural rate later this year and remain below it through next year.

¢ Inflation remains well below the Federal Open Market Committee’s 2% objective. This largely
reflects temporary factors, particularly the earlier fall in energy prices and appreciation of the dollar,
that are already showing signs of stabilizing or reversing. Despite the strong influence of energy and
food prices on overall inflation, the core inflation rate that strips out these volatile prices has shown
only a slight decline. The dissipation of temporary factors combined with the elimination of labor
market slack should pull the inflation rate back close to target by the end of next year.

e Our inflation projection is based partially on the reliability of the unemployment rate as an indicator
of labor market slack or underutilization. The Bureau of Labor Statistics provides alternative
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measures of labor underutilization. In their typology, the official unemployment rate is known as U3,
with U4 through U6 capturing broader components of labor underutilization.

U5 incorporates unemployed people who are “marginally attached” to the labor force, who want and
are available to work but are not actively searching for a job. The June 2015 level of U5, 6.4%, is
identical to its level in January 2005, the point in the prior economic expansion when the official
unemployment rate (U3) also matched the June 2015 level of 5.3%. This relationship generally holds
for all comparable months across business cycles dating back to the initial publication of
underutilization series in 1994, which suggests that the unemployment rate is still a reliable measure
of labor market slack relative to the broader U5 measure.

The broadest measure of labor underutilization, U6 incorporates individuals who are working part-
time for economic reasons, also known as involuntary part-time workers, who would like a full-time
job but are unable to find one. In contrast to U5, U6 is currently high relative to its past relationship
with the unemployment rate. Compared with its value in January 2005, the involuntary part-time
employment rate is up about 1.2 percentage points. This may suggest significant labor market slack
beyond that reflected in the unemployment rate.

The degree of slack associated with the unusual elevation of the U6 series depends on the evolution
of the determinants of involuntary part-time work. It varies across industries and age or gender
groups. It also may respond over time to changes in labor costs, such as employers’ health benefit
costs. Such factors may reflect relatively persistent structural changes in the labor market that are
independent of the business cycle and the Federal Reserve’s maximum employment goal.

Separating the cyclical and structural components indicates that cyclical factors account for most of
the overall movement in involuntary part-time work. However, persistent structural factors explain
most of the additional 1.2 percentage point amount of involuntary part-time work that is present at
this stage of the business cycle. This suggests that the U6 series does not reflect additional labor
market slack beyond that reflected in the official unemployment rate (U3) series.

One sign that the labor market is near maximum employment is an increase in upward wage
pressures and observed wage growth. Our standard set of four compensation measures, which
combines earnings and employment costs, are somewhat mixed. On balance, however, they show an
acceleration beginning in mid-2014, most notably for the employment cost index.



First-quarter GDP better than reported

GDP growth: Actual and FRBSF forecast

Quarterly percent change at seasonally adjusted annual rate

B FRBSF
estimate

FRBSF
L forecast A

Actual

Q1 official
estimate

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Source: Bureau of Economic Analysis and FRBSF staff.

Unemployment very near natural rate
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Involuntary part-time work is unusually high

Measures of labor underutilization
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Job growth remains solid
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Inflation expected to return to target

PCE price inflation
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Involuntary part-time: Structural explains gap
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Upward wage pressures increasing
Labor compensation
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