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A confusing economic backdrop got a bit more muddled on Thursday, thanks to a jobs report
that featured topline strength overlaying a softer underbelly. For a data-dependent Fed, the
task of navigating the economy through the statistical crosscurrents did not get any easier.
About the only decision that is no longer in doubt is whether a July rate cut is on the table. That
prospect had slim odds before the jobs report was released; now they are even slimmer and
most likely off the table completely. If nothing else, the jobs report validates the Fed’s wait-
and-see strategy retained at the June 17-18 policy meeting. A rate reduction is still coming, but
there is no compelling reason to pull the trigger this month.

The economy generated 147 thousand net new jobs in June, well above the expected gain of
roundly 100 thousand. What’s more, in contrast to the downward revisions of previous
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However, a look under the hood indicates that the headline increase in payrolls overstates the
underlying strength in the job market. For one, a surprisingly big chunk of the gain occurred in
the government sector, where a 73 thousand increase in jobs contributed an outsize 49.7 to the
overall increase. That includes a 7 thousand contraction in Federal workers, which extends the
total job losses for that cohort to 69 thousand since DOGE started cutting the government
headcount in January. The contraction in the Federal workforce will only increase in coming
months. The biggest fallout will take place in the fall when some 75 thousand workers on paid
leave, who are still counted as employed, lose their paychecks.
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It's unclear why state and local governments took on 80 thousand workers last month. Most of
the gain was for teachers and support staff in education, which probably reflects more
statistical noise than reality. The Labor Department always has a difficult time trying to correct
through seasonal adjustments the significant -- and variable — numbers of educators who leave
their jobs for the summer in June. That said, changes in the government workforce are far less
sensitive to cyclical forces than is the case in the private sector, where employers fill staffing
needs based on current and expected economic conditions.

On this score, conditions look far less bright. Jobs in the private sector grew by only 74
thousand in June, the smallest increase since last October. And most of that came from a sector
that is least sensitive to business conditions — health and social services — where payrolls
increased by 59 thousand workers. The demand for these workers is influenced more by long-
term trends in demographics, notably an ageing population, than by short-term changes in
economic activity. The decline in the diffusion index compiled by the Labor Department — which
measures the percentage of industries that are expanding or contracting their workforces —to
under 50 in June underscores the narrowing base of support propelling job growth.

Just as the headline growth in total payrolls overstates the strength in the job market, so too
does the surprising 0.1 percent drop in the unemployment rate to 4.1 percent in June overstate
the tightness in labor conditions.
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At least one respected study by the
Brookings Institution estimates that the breakeven rate of hiring to maintain a steady
unemployment rate will be as low as 10 thousand later this year and 2026.

While the jobs report delivered enough strength to keep the Fed from cutting rates sooner
rather than later — as President Trump has urged It to do — it also kept the door wide open for a
rate cut later in the year. Simply put, there was nothing in the report that signals more inflation
down the road. That’s because wage gains remained subdued. Average hourly earnings
increased by a tame 0.2 percent during the month and by 3.7 percent from a year ago, the
slowest annual gain since last July. Before that, you would have to go back to May 2021 to find
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later in the year, as the lagged impact of tariffs seeps into prices and cuts into disposable
income. But the passthrough to prices is still unknown as is the demand destruction that tariffs
will cause. All the reason for the Fed to stay on the sidelines and stick to its wait-and-see
approach.

Simply put, the June employment report doesn't change our outlook for Fed policy. While some
of the underlying details were softer than the headlines, the report paints a picture of a labor
market that's healthy enough to tolerate the Fed remaining on hold as it assesses the impact of
changes in tariff and fiscal policy on inflation and growth. We expect the Fed to keep rates
steady at least until September and more likely until December. By that time, we expect the hit
to inflation from tariffs will be receding, allowing the central bank to focus more on the labor
market side of its dual mandate. That said, the Fed will cut rates sooner if the next couple of job
reports show a significant deterioration in labor market conditions. In that case, However, we
think the Fed will not only pull the rate trigger, but it kicks off the next rate cutting cycle with a
larger than the normal quarter point reduction, starting with a catch-up cut of half point.
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FINANCIAL INDICATORS

INTEREST RATES July 3 Week Ago Month Ago Year Ago
3-month Treasury bill 4.35 4.30 4.34 5.37
6-month Treasury bill 4.30 4.24 4.30 5.29
2-year Treasury note 3.89 3.75 4.05 4.62
5-year Treasury note 3.94 3.84 4.13 4.23
10-year Treasury note 4.35 4.29 4.51 4.28
30-year Treasury bond 4.87 4.83 4.97 4.48
30-year fixed mortgage rate 5.67 6.77 6.85 6.95
15-year fixed mortgage rate 5.80 5.89 5.99 6.25
Dow Jones Industrial Index 44,828.50 43,819.27 42,762.87 39,375.87
S&P 500 6,279.40 6,173.07 6,000.36 5,567.19
NASDAQ 20,601.10 20,273.46 19,529.95 18,352.76
Gold ($ per troy ounce) 3,338.80 3,286.10 3,334.00 2,397.60
Oil ($ per barrel) - Crude Futures
(WTI) 67.11 65.08 64.78 83.28

Average-Past

Latest Previous Two-Months/ Six Months or
ECONOMIC INDICATOR Month/Quarter Month/ Quarter Qtrs Ago Quarters

Nonfarm Payrolls (June) - 000s 147 144 158 130
Unemployment Rate (June) -

Percent 4.1 4.2 4.2 4.1
Average Hourly Earnings (June) - %

change 0.2 04 0.2 0.3

ISM Manufacturing Index (June) 49.0 48.5 48.7 491

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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