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In the early weeks of Kevin Warsh’s start as chair of the U.S. Federal Reserve, there has been renewed 
focus on how “underlying” inflation should be measured to guide decisions on interest rates.

Common inflation measures, including the Fed’s preferred personal consumption expenditures (PCE) 
price index, have been above the central bank’s 2% target for five years. But at least some of this 
reflects higher energy prices and tariffs, which should not in the future be an ongoing source of 
underlying inflation. Neither tariffs nor oil prices can go up forever. And in the case of the latter, the 
futures market signals oil prices are expected to be lower over the next year.

So how should policymakers look at the underlying trend? Many popular measures of this are based 
solely on price data itself. For example, “core” inflation strips out food and energy prices; “trimmed 
mean” measures use statistical methods to strip away outliers in price changes; and “sticky price” 
inflation indices filter out the prices of goods whose prices adjust frequently.

While each of these measures has something to offer, all suffer from the same problem: They ignore 
evidence from the labor market and, in particular, wage gains adjusted for productivity growth.

This is odd. In the U.S., labor compensation adjusted for productivity (referred to as unit labor costs) 
historically accounts for about 60% of value added in the nonfinancial corporate sector. In the postwar 
U.S. data (see Figure 1), all previous episodes of sustained and rising price inflation – including the 
1960s, 1970s, and 2020s – have been accompanied by sustained and rising unit cost inflation. And all 
the times when inflation fell for lengthy periods – including the 1980s, 1990s, and 2020s – have been 
accompanied by falls in unit cost inflation.

This is not a coincidence. Indeed, in the workhorse theoretical models used by many central banks, unit 
cost inflation is a key input along with expected future price inflation. There are of course “shocks” such 
as those on energy or import prices as well as profit margins. Month to month these are important but 
over the medium term – say three to five years – the underlying trend on prices tends to track unit cost 
and expected inflation reasonably closely.

This brings us to today. Using a four-year average to smooth out shocks and noise (see Figure 1 
above), the most recent data, released earlier this month, show that unit cost inflation over the past four 
years has averaged 2% and during the past year is running at 1.5%.

This pace is actually running at or a bit below the measure of underlying inflation in 2018–2019 before 
the pandemic, when measures of rising prices were at or below the Fed’s 2% target.

Importantly, unit cost inflation is falling for two reasons: Wage inflation is reducing and productivity 
growth is rising. Indeed, over the past 12 months, average hourly earnings have risen at the slowest 
pace in seven years and measures of underlying productivity growth are increasing at the fastest pace 
in more than a decade.

Although forecasting is hard – especially about the future – it is reasonable to expect underlying unit 
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cost inflation to continue to run at or below the 2% pace consistent with the Fed’s target.

Employment growth has been sluggish for some time and the unemployment rate has been falling for 
the wrong reason: declining prime-age labor force participation.

If anything, it is plausible to expect productivity growth to rise in coming years as AI is deployed and 
diffused more broadly in the economy. Indeed, the debate among experts is not whether AI will boost 
productivity above the current pace but by how much.

Which brings us back to the Warsh Fed and the focus on underlying inflation. The labor market is not a 
source of underlying inflation today. Actual inflation is running above the 2% target for other reasons, 
which today include increases in computer chip and electricity prices pushed up by the hyperscaler 
investment boom.

Moreover, unlike in previous business cycle expansions when labor’s share of national income has 
tended to rise, in recent years it has been falling.

Inflation remains too high, and the Fed may decide it needs to raise rates – perhaps to keep inflation 
expectations anchored – but not because too many people are working.
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