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The official start of summer is still a bit more than two weeks away, but if the season mirrors
recent economic data, it will be hotter than usual. All significant economic reports this week
came in stronger than expected, punctuated by another blockbuster jobs report on Friday.
Nonfarm businesses added 172 thousand workers to payrolls in May, more than double
expectations and building on upwardly revised gains in March and April. Over the past three
months, job growth averaged 188 thousand, a pace not seen in more than two years. For
context, payroll increases averaged 42 thousand a month over the past year.
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The eye-opening increase in job growth follows two surveys of purchasing managers this week
that also depicted stronger than expected activity in both the manufacturing and services
sectors last month. On the surface, therefore, it appears that that the Teflon U.S. economy is
sloughing off the headwinds from the U.S./Israel war with Iran and is thriving despite the doom
and gloom sentiment among households. Economists always warn that a single month does not
make a trend. But a three-month stretch of stronger-than-expected data belies the notion that
the job market is poised to fall off a cliff, which the dismal expectations of job and income
prospects revealed in recent University of Michigan household surveys suggest.
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The robust jobs data also call into question the headline-grabbing reports that Al is displacing
workers in droves. Sifting through the data, only a glimpse of that impact appears to be
unfolding, confined mostly to the finance sector, which was one of the few to see job losses last
month. Overall, 54.4 percent of industries expanded headcount last month, the fourth
consecutive month that more sectors were adding than subtracting payrolls. The broadening
out of job gains is finally pulling in the manufacturing sector, where the percentage of
expanding payrolls jumped to 53.4 percent. That is the first time more than half of factories
increased headcount since February 2024, and the gain was the broadest going back to August
2023.

Indeed, there are signs that Al may be adding more jobs than it is displacing if hardhat workers
are included with tech workers in the overall headcount. Construction payrolls increased for the
third consecutive month, growing by 17 thousand in May. Unsurprisingly, given the moribund
condition of the housing market, all of the increase and then some has been in nonresidential
construction, which includes the booming demand for data centers. We note, however, that it
takes many workers to build a data center, but only a few to run it when it’s fully operational.
Hence, the longer-term prospects for these workers are questionable. Meanwhile, the
displacement impact may be showing up elsewhere, shutting out wide swaths of job seekers
from entering or reentering the workforce, particularly for entry level positions that are being
automated.

That impact is being overshadowed by the low unemployment rate, which remained at 4.3
percent in May. That rate is consistent with a fully employed economy, one that suggests
anyone looking for a job can find one. But it conflicts with the boots on the ground around
unemployment offices, where the long wait for jobless applicants to land a paycheck is reaching
historic proportions. Last month, nearly 2 million workers were out of jobs for six months or
longer, accounting for 25.7 percent of unemployed workers. That’s the highest share since the
pandemic. Before that aberrational episode, you would have to go back ten years to find a
larger share of job seekers unemployed for that long a period. What’s more, the ranks of the
long-term unemployed may swell further as the share of workers out of a job for more than 15
weeks is rising just as dramatically, reaching 42.4 percent last month.
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Us: Unemployed for at least 27 weeks
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It is hard to reconcile the contradiction between the torrid payroll gains and the growing
difficulty of unemployed workers finding a job. The most benign explanation is that it reflects a
growing share of frictional unemployment, a time-honored occurrence when new technology is
rapidly adopted by businesses and automates the functions of workers. Historically, those
workers are retrained, relocated or find positions with other emerging industries, and that
churn is likely to repeat this time as well. The question is how long it takes and how deep is the
interim pain inflicted on the workforce before the transition is completed.

Simply put, the headlines of the jobs report — the blow-out increase in payrolls and the
persistent low unemployment rate — paint a strong picture of the job market. Under the hood,
however, an array of discrepancies describes more weakness than strength. Along with the
lengthening time of unemployment for job seekers, existing workers are receiving slower wage
gains. The annual increase in average hourly earnings slipped to 3.4 percent in May from 3.6
percent the previous month and are up by an annual rate of 2.8 percent over the past three
months. A year ago, worker pay increased by a heftier 4 percent. Despite the strong payroll
increase and low unemployment rate, worker bargaining power is not strengthening. Nor is
their purchasing power. The consumer price report for May is not out till next week, but if the
April year-over-year 3.8 percent increase holds, real earnings will once again have declined.
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US: Average hourly earnings
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That’s bad news for workers, but good news for the Federal Reserve as it confirms that wages
are not a source of inflationary pressures, which continue to stem mainly from higher energy
prices and supply disruptions tied to the Mideast conflict. There is no reason to believe that the
knock-on effects from that conflict will feed on themselves and fuel a sustained increase in
inflation. Hence, the increasing odds, priced into the financial markets, that the Fed will increase
interest rates this year are overblown in our view. But considering the ongoing strength in job
creation and uncertainty over when the oil spigot will reopen, prompting a retreat in energy
prices, there is little pressure on the Fed to cut rates. From our lens, the Fed will keep rates on
hold at least through the end of the year, when presumably a more languid geopolitical
landscape will emerge and leave the Fed in a better position to assess the balance of risks facing
the economy.
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FINANCIAL INDICATORS

INTEREST RATES June 5 Week Ago Month Ago Year Ago
3-month Treasury bill 3.72 3.68 3.69 4.34
6-month Treasury bill 3.80 3.75 3.71 4.30
2-year Treasury note 4.16 4.01 3.90 4.05
5-year Treasury note 4.28 4.14 4.02 4.13
10-year Treasury note 4.53 4.44 4.36 4.51
30-year Treasury bond 5.00 4.97 4.94 4.97
30-year fixed mortgage rate 6.48 6.53 6.37 6.85
15-year fixed mortgage rate 5.79 5.87 5.72 5.99
Dow Jones Industrial Index 50,866.78 51,032.46 49,609.16 42,762.87
S&P 500 7,383.74 7,580.06 7,398.93 6,000.36
NASDAQ 25,709.43 26,972.62 26,247.08 19,529.95
Gold ($ per troy ounce) 4,353.80 4,575.6 4,723.7 3,334.0
Qil ($ per barrel) - Crude Futures (WTI) 90.23 88.00 94.68 64.78

Previous Two- Average-Past

Latest Month/ Months/ Six Months

ECONOMIC INDICATOR Month/Quarter Quarter Qtrs Ago or Quarters
Nonfarm Payrolls (May) - 000s 172.0 179.0 214.0 92.0
Unemployment Rate (May) - Percent 4.3 4.3 4.4 4.3
Average Hourly Earnings (May) - % change 0.3 0.2 0.2 0.2
ISM Manufacturing Index (May) 54.5 53.6 54.0 54.3
Non-Manufacturing Index (May) 54.0 52.7 52.7 521

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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