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WHAT IS MAXIMUM EMPLOYMENT?

The maximum level of employment is a broad-based and inclusive goal that is
not directly measurable and changes over time owing largely to nonmonetary
factors that affect the structure and dynamics of the labor market. Consequently,
it would not be appropriate to specify a fixed goal for employment; rather, the
Committee’s policy decisions must be informed by assessments of the shortfalls
of employment from its maximum level, recognizing that such assessments are
necessarily uncertain and subject to revision. The Committee considers a wide
range of indicators in making these assessments.
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A FLOW APPROACH

Flow approach provides a more accurate picture of the labor market and the additional
richness it delivers captures important implications of labor market mechanisms for
macroeconomics. Blanchard & Diamond (1990)

▸ Provides a unified framework to link a wide range of indicators.

▸ Connects directly to the underlying labor market dynamics.

▸ Helps identify nonmonetary factors.

▸ Distinguishes mechanisms that support a broad-based and inclusive goal.
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CONNECTING MAXIMUM EMPLOYMENT TO EPOP

Maximum employment is shaped by both unemployment and participation rates:

∆EPOPt = −LFPRt∆ut
´¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¸¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¶

unemployment term

+ (1 − ut)∆LFPRt
´¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¸¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¶

participation term
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Changes in the LFPR have ≈ 1.6 times larger effect than changes in the unemployment.
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When ∆LFPRt ≈ 0, unemployment fluctuations drive movements in employment.
Full-employment unemployment rate
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Trends in participation make it harder to evaluate cyclical progress in EPOP.
Recoveries following the Great recession and the pandemic
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CONNECTING MAXIMUM EMPLOYMENT TO EPOP

Maximum employment is shaped by both unemployment and participation rates:

∆EPOPt = −LFPRt∆ut
´¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¸¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¶
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Prevailing narrative: Participation is mildly procylical driven by discouraged workers leav-
ing the labor force during recessions and re-entering as the labor market recovers.

Perry (1971) and Okun (1973)
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UNEMPLOYMENT AND PARTICIPATION DRIVEN BY THE SAME FLOWS

E 60.0

U 2.6

N37.4

LF

1.0 25.7

2.7

4.5

23.3

1.9

Monthly observations; seasonally adjusted; percent of population (stock) and of origin (flow)
Flow Origins of the Participation Cycle: Apr 2025

Source: Bureau of Labor Statistics and authors' calculations based on Elsby et al. (2015)

▸ Flows >> Net changes in
stocks

- Large flows in and out
of labor force

▸ Unemployed are less
attached than the
employed

- Attachment wedge:
2.8% vs. 25%

Key Intuition: When someone moves from U to E, they are more likely to remain in the
labor force going forward. This simple mechanism (the participation cycle) is the sources
of procyclicality of participation, not labor force entry and exit.
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PARTICIPATION CYCLE DRIVEN BY JOB LOSS/FINDING

1980 1985 1990 1995 2000 2005 2010 2015 2020 2025

3

2

1

0

1

2

3

Pe
rc

en
ta

ge
 p

oi
nt

s

Apr

-1.05
-0.72

0.34

Monthly observations; seasonally adjusted; cumulative change since unemployment trough; Total

Change in LFPR
Job finding and job loss
Labor force entry and exit
Initial state

Trough to trough LFPR changes decomposed

Source: BLS, CPS, and FRBC staff based on Hobijn and Sahin (2022)

▸ Participation cycle procyclical
▸ Entry/exit countercyclical

Note: Seasonally adjusted monthly data. Cumulative effect on LFPR from every trough in the unemployment rate.
Entry is contribution from PN,U and PN,E , exit is contribution from PU,N and PE,N , and cycle from flows between U and E , i.e. PE,U and PU,E .
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UNEMPLOYMENT CYCLE REINFORCED BY ENTRY/EXIT
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UNEMPLOYMENT AND PARTICIPATION CYCLES

The cyclical change in the employment-to-population ratio is the sum of unemployment
and participation cycles:

∆EPOPc
t = −LFPRt∆ut

´¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¸¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¶
unemployment cycle

+ (1 − ut)∆LFPRc
t

´¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¸¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¶
participation cycle
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EFFECT OF UNEMPLOYMENT AND PARTICIPATION CYCLES ON EPOP
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Monthly observations; seasonally adjusted; contribution to change in EPOP since unemployment trough; Total
Unemployment cycle
Participation cycle

Unemployment and participation cycles in EPOP ratio

Source: BLS, CPS, and authors' based on Hobijn and ahin (2022)

▸ Participation cycle bound to lag recovery in unemployment

▸ Even during brisk recoveries▸ Same mechanism applies for all groups
▸ Shifts focus from entry of marginalized groups to

employment stability for all workers

Note: Unemployment cycle is cumulative sum of −LFPRt∆ut and LFPR cycle is cumulative sum of (1 − ūt )∆LFPRc
t . Projections
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MAXIMUM EMPLOYMENT AND PRICE STABILITY

The maximum level of employment is a broad-based and inclusive goal that is
not directly measurable and changes over time owing largely to nonmonetary
factors that affect the structure and dynamics of the labor market. Consequently,
it would not be appropriate to specify a fixed goal for employment; rather, the
Committee’s policy decisions must be informed by assessments of the shortfalls
of employment from its maximum level, recognizing that such assessments
are necessarily uncertain and subject to revision. The Committee considers a
wide range of indicators in making these assessments.
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NATURAL RATE OF UNEMPLOYMENT A LÀ FRIEDMAN (1968)

Natural rate of unemployment:
u∗t = ūt + ũt

▸ Consistent with stable level of inflation

▸ Driven by non-monetary factors and time varying
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Natural rate of unemployment:
u∗t = ūt + ũt

▸ ūt : secular trends—such as demographics, female labor force participation

▸ ũt : temporary labor market shifts—such as mismatch, on-the-job search intensity

Unemployment gap:
xt = ut − u∗t

▸ Captures degree of inflationary pressures

▸ Affected by business cycle conditions and monetary policy
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NEW KEYNESIAN PHILLIPS CURVE

Nominal wages are ‘sticky’ and inflation reflects current and future labor market conditions
as measured by the unemployment gap. Galı́ (2011)

πt = π∗t − κxt − κβEt

∞

∑
T=t

βT−txT+1

´¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¸¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¶
Underlying inflation

+ Et

∞

∑
s=t

βs−tga,t

´¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¸¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¶
Temporary ‘supply shocks’
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πt : inflation

π∗t : long-run inflation expectations

ga,t : productivity and markups
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Estimate u∗t :

1. Unemployment rate ut and flows to estimate ūt

3. Federal Reserve Bank of Cleveland’s median CPI inflation (πt )

4. Five measures of labor compensation

5. Inflation expectations: Five-to-ten years ahead (π∗t ) and six-months ahead
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NATURAL RATE OF UNEMPLOYMENT u∗t
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RECENT INFLATION SURGE

Underlying inflation, CPI and π∗t Supply shocks
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Large and persistent negative unemployment gaps contributed to recent surge in inflation
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SOFT LANDING: DISINFLATION WITH LITTLE INCREASE IN U

CPI and Underlying inflation Wage Inflation measures
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Bulk of the decline in price and wage inflation occurred between 2022Q2 and 2024Q2.
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SOFT LANDING: THE ROLE OF EXPECTATIONS

BCEI forecast and unemployment SCE/Michigan forecasts and unemployment
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▸ Increase in unemployment expectations of forecasters and households....
▸ ...while the unemployment rate remained low.
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Underlying inflation = π∗t − κxt°
slack

−κβEt

∞

∑
T=t

βT−txT+1

´¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¸¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¹¶
expected slack
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SOFT LANDING AND VACANCIES

Employment evolves as workers separate and vacancy positions get filled:

Et+1 = Et − stEt±
separations

+ qtVt±
hires

Vacancy rate depends on employment growth gt , separations st and the job-filling rate qt :

vt = 1
1+ qt

gt+st

With gt ≈ 0.067% and st ≈ 3.6%, vacancy rate predominantly determined by how quickly
separations are replaced, st/qt .
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VACANCIES ARE DRIVEN BY JOB FILLING AND SEPARATIONS
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Source: Bureau of Labor Statistic and authors' calculations

A FLOW-BASED APPROACH 18 / 24



VACANCIES ARE DRIVEN BY JOB FILLING AND SEPARATIONS

2000 2004 2008 2012 2016 2020 2024
1

2

3

4

5

6

7

8

Pe
rc

en
t

Mar

3.0
4.3
4.7

Monthly observations; seasonally adjusted; share of available jobs
Actual
Counterfactual - constant separation rate
Counterfactual - constant job filling rate

Job Openings Rate: Actual and Two Counterfactuals

Source: Bureau of Labor Statistic and authors' calculations

A FLOW-BASED APPROACH 18 / 24



JOB-FILLING RATE AND UNDERLYING INFLATION
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KEY TAKEAWAYS

The flow approach offers a unified framework for interpreting a wide range of labor
market indicators.

▸ Highlights employment stability across all groups to support the broad-based and
inclusive goal.

▸ Offers two real-time indicators—the unemployment cycle and the participation cycle
to assess shortfalls from maximum employment.

The flow approach also creates a bridge to understanding price stability.

▸ Connects to nonmonetary factors and underlying economic mechanisms.
▸ Helps identify the natural rate of unemployment.
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UNEMPLOYMENT PROJECTIONS
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UNEMPLOYMENT AND PARTICIPATION CYCLES
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IS THE MODEL USEFUL? INFLATION FORECAST SINCE 2022

CPI and model forecast
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▸ Forecasts taken in 2022Q2, 2023Q3 and 2024Q4 respectively

▸ Model forecast predicts sluggish inflation adjustment since 2022
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