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The jobs report on Friday understandably took center stage this week. Aside from it being a key barometer
of the economy’s underlying strength, when viewed alongside previously released data it also highlights a
growing debate that is gripping the financial community. At issue is whether the Fed needs to keep its foot
on the monetary brakes until labor conditions weaken enough to slow wages — and hence inflation — or is
inflation already firmly on the slowing path as the economy continues to normalize. For example, the
anticipated post lockdown shift in consumer spending from goods purchases towards services is having
the predictable effect of easing price pressures on goods. That was brought into stark relief again in the
ISM manufacturing report earlier this week that saw prices paid by goods producers plunge to the lowest
level since April 2020 in December.

Meanwhile, the normalizing of spending is also having a palpable impact on employment trends, as sectors
that enjoyed strong demand from homebound consumers during the height of the pandemic are now
overstaffed and laying off workers. This week’s announcement that Amazon is shedding 18 thousand
workers augments a growing list of companies in the tech sector doing the same, as households are
devoting more of their dollars to experiences, including visiting stores and restaurants instead of relying on
the Internet and computers to satisfy their shopping needs. Wage trends echo this change in spending
behavior, as lower-paid workers, who tend to be more prevalent in services, are enjoying faster wage
increases than those in higher paying sectors.

Importantly, the recalibration of economic activity as the economy normalizes is occurring amid a vibrant
job market that the Fed continues to see as its main obstacle to rein in inflation. Job growth did slow, as
expected, in December, but the 223 thousand increase in nonfarm payrolls is still well above the
prepandemic pace and punctuates a year in which a whopping 4.5 million jobs were created. Not
surprisingly, the service sector is spearheading the increase in jobs, led by education and health services
followed closely by leisure and hospitality companies. The latter added 67 thousand workers last month,
contributing 30 percent to the total gain in payrolls. That's an outsized contribution from a sector that
accounts for only 10 percent of total employment. Still, there’s almost 1 million fewer workers in leisure and
hospitality than before the onset of the pandemic, and employers are paying a premium to get them back.
Average hourly earnings for these workers increased 0.7 percent in December, more than double the 0.3
percent increase for all private-sector workers.

Clearly, there continues to be a wide imbalance between the demand for workers and supply of labor in
some sectors, particularly the lower paying ones, that is putting upward pressure on wages and prompting
employers to either raise prices or sacrifice earnings. But even in these sectors, wage growth is slowing. In
the spring average hourly earnings in leisure and hospitality were increasing by more than 10 percent from
a year-earlier; in December, the annual increase slowed to 6.4 percent. Likewise for the broader workforce,
as earnings growth slowed to 4.6 percent last month from a nearby peak of 5.6 percent in March. And while
wage growth is still stronger among lower paid workers the slowdown here has been just as dramatic. For
all nonmanagement workers, the annual increase in average hourly earnings fell to 5.0 percent in December
from 6.8 percent in March.

The significant point to note is that the slowing wage growth is occurring in a job market that on the surface
is becoming ever tighter. In December the unemployment rate fell to a near historic low of 3.5 percent from
a downward revised 3.6 percent in November and, going into the month, job openings at 10.5 million
remained 1.7 times greater than job seekers. This confluence of events flies in the face of the celebrated
Phillips Curve that posits wage growth should accelerate as the unemployment rate declines. But in an
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environment that is unwinding from historic pandemic-induced imbalances, that linkage may have less
relevance. While the economy has recovered all its recession job losses and then some — total employment
stands 1.25 million above its prepandemic peak — the labor force has been slow to recover and is only
about 250 thousand above its peak reached in December 2019. If the labor force participation rate had
returned to the 63.3 percent in effect prior to the pandemic, the economy would have close to 3 million more
workers available than it currently has. That, in turn, would go a long way towards easing the labor shortage
that is currently keeping the Fed’s foot on the inflation-fighting brake.

The good news is that the labor force staged a healthy 439 thousand increase last month and workers
entering the job market had little trouble landing a position, resulting in the dip in the unemployment rate.
What's more, despite the expanding labor supply workers who were unemployed in November rapidly found
a new position in December, lifting the job-finding rate back to near historic highs. This ease with which
laid-off workers can land a new job may be one reason the headline-grabbing layoffs in the tech sector are
not translating into rising unemployment claims. It also underscores the elevated pace of job quitters, as
workers are confident they have a landing place waiting for them within a short time.

Simply put, the December jobs report does little to resolve the debate regarding how much more pressure
the Fed needs to apply to wring excess inflation out of the economy. The doves can correctly point to the
slowing growth in wages and consumer prices that is clearly underway, despite the still-healthy pace of job
creation. They argue that while labor shortages persist, particularly in specific service sectors, wage
pressures should continue to ease as more supply comes on stream and workers become more concerned
over job security amid growing recession fears, stoked by attention-getting media reports and the
increasingly gloomy outlook of corporate CEOs. It may take longer for organic forces to bring inflation back
to its prepandemic pace, but the wait is worth avoiding the severe economic damage that an overly
aggressive Fed-induced recession would bring about.

For its part, the Fed rejects the notion that an “immaculate disinflation” would unfold as long as a buoyant
job market can drive up wages and keep pressure on employers to jack up prices. It argues,
understandably, that two months of cooling CPI data is not enough evidence that inflation has been stopped
in its tracks and the rise in labor costs, though slowing, is still inconsistent with its 2 percent inflation target.
Getting there will require more than patience; only additional nudges in the form of higher rates to cool off
the economy would do the job. No doubt, the December jobs report provided more cheer for the financial
markets than it did the Fed, as stocks rallied sharply on Friday and bond vyields fell. But investors were
buoyed more by the slowing wage data than the still robust increase in payrolls. We believe the Fed had
just the opposite reaction and the strong increase in jobs will tilt it towards another rate hike at its next
meeting in February and raises the odds of an additional increase in March.

And while the markets rallied on Friday, investor perceptions can change on the dime. That said, one thing
is clear: The proverbial Fed put is officially dead this year. The Fed put is the belief by investors that the
central bank will step in and support markets if equity prices decline too much. However, the minutes from
the December policy meeting released this week dashed these hopes. In it, policymakers expressed
concern that, because monetary policy works importantly through financial markets, an unwarranted easing
in financial conditions, especially if driven by a misperception by the public as to the Fed’s intentions, would
complicate the Committee's effort to tame inflation. In other words, should stocks continue to rally and bond
yields fall, the Fed would be more likely to clamp on the monetary brakes even harder.
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FINANCIAL INDICATORS

Week Month

INTEREST RATES Jan 6 Ago Ago Year Ago
3-month Treasury bill 4.62 4.45 4.30 0.10
6-month Treasury bill 4.84 4.67 4.73 0.12
3-month LIBOR 4.81 4.76 4.73 0.23
2-year Treasury note 4.28 4.38 4.36 0.84
5-year Treasury note 3.9 4.01 3.77 1.50
10-year Treasury note 3.56 3.84 3.58 1.77
30-year Treasury bond 3.69 3.93 3.56 212
30-year fixed mortgage rate 6.48 6.52 6.33 3.23
15-year fixed mortgage rate 5.73 5.68 5.67 2.43

STOCK MARKET

Dow Jones Industrial Index 33,630.61 33,147.25 33,476.46 36,231.66
S&P 500 3,895.08 3,839.50 3,934.38 4,677.03
NASDAQ 10,569.29 10,466.48 11,004.62 14,935.90

COMMODITIES

Gold ($ per troy ounce) 1,871.00 1,829.80 1,809.40 1,796.70
Qil ($ per barrel) - Crude Futures (WTI) 73.76 80.45 71.58 78.95
Average-
Two- Past Six
Previous Months/ Months
Latest Month/ Quarters or
ECONOMIC INDICATOR Month/Quarter Quarter Quarters
ISM Manufacturing Index (December) 48.40 49.00 50.20 50.70
ISM Services Index (December) 49.6 56.5 54.4 55.1
Nonfarm Payrolls (December) - 000s 223 256 263 307
Unemployment Rate (December) - Percent 3.5 3.6 3.7 3.6
Average Hourly Earnings (Dec) - % change 0.3 04 0.3 04
Trade Deficit (November) - $bins 61.5 77.9 741 71.8

DISCLAIMER: This communication has been prepared by Government Portfolio Advisors LLC solely for informational
purposes for institutional clients. Sources for this commentary include Bloomberg and Oxford Economic/SMRA It is not
an offer, recommendation, or solicitation to buy or sell, nor is it an official confirmation of terms. It is based on information
generally available to the public from sources believed to be reliable. No representation is made that it is accurate or
complete or that any returns indicated will be achieved. Changes to assumptions may have a material impact on any
returns detailed. Past performance is not indicative of future returns. Price and availability are subject to change without
notice. Additional information is available upon request.
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