Tim Duy’s

Fed Watch

Employment Report Keeps
the Fed on Track for December and Beyond

The US economy hit it out of the park in
October. Rapid economic growth continues
to fuel a labor market that delivers the enviable combination of job growth, labor force
growth, and now faster wage growth. So far,
this also continues in a low inflation environment. The Fed, however, doesn’t believe that
situation will continue forever in the absence
of tighter monetary policy. Expect the rate
hikes to continue. Furthermore, I think
you can make an argument that the labor
market is close to the point where inflationary pressures will intensify. Something
that everyone seems to think can’t happen
anymore.
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All Employees Average Wages
Annualized Wage Growth

8

5.0

2018:10 values:
1 month change = 2.22
3 month change = 3.44
12 month change = 3.14

6

4.5
4.0

4

Nonfarm payrolls rose 250k, a solid
above-consensus pace of job growth. Both
the three- and twelve-month moving averages are above 200k. Fairly impressive growth
for an expansion that is over nine years old.
The pace still exceeds the Fed’s estimate of
sustainable growth after the cyclical forces
driving labor force growth give way to demographics.
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That day, however, is not yet at hand. Labor force participation ticked up, which helped hold the unemployment
rate at 3.7%. Remember, the Fed anticipates this rate to
hold through the end of the year, a bet that looks better
this month than last. At least in the near-term, central
bankers are labor force optimists.
The labor market does not look likely to sputter anytime
soon either. The leading indicator of temporary help
employment maintains steady growth, and we all know

that initial unemployment claims are not sending out any
warnings.
Wages grew 3.1% over the past year; over the past three
months, the pace of gains has been 3.4% annualized. It
would seem that wage growth appears to be kicking in,
albeit at a low unemployment rate than the previous expansion.
In contrast, real wage growth has been trending sideways
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around 1% since the unemployment rate hit
roughly 5.5%. This number is fairly consistent with productivity growth. Recall Federal
Reserve Vice Chair Richard Clarida:

Over the past year, nominal wage growth
has been creeping up in tandem with
underlying inflation to hold real wage
growth around 1%. In other words, I think
you can make an argument that we are at
or beyond full employment with enough
pressure on the economy that we see
both faster wage growth and faster inflation. In other words, what I am seeing is
that the world pretty much works out as
you might expect.
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Unemployment and Nominal Wages

U-3 Unemployment, All Employee Average Wages
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Of course, this time may be different,
and as with growth, the job market could
perform better or worse than the baseline
outlook. However, for now, the increase in
wages has been broadly consistent with
the pickup in productivity growth that I
have just discussed, and a rise in the stilllow rate of labor force participation among
the prime-age population provides scope
for the job market to strengthen further
without generating inflationary pressures.
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Unemployment and Real Wages

U-3 Unemployment, All Employee Average Wages Deﬂated by Core-PCE
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A sustained rise in inflation-adjusted, or
“real,” wages at or above the pace of
productivity growth is typical in an economy operating in the vicinity of full employment, and we are starting to see some
evidence of this. I certainly hope it continues. Now, some might see a rise in wages
as leading to upside inflationary pressures,
but here, again, the experience of earlier
cycles is instructive. In the past two U.S.
expansions, gains in real wages in excess
of productivity growth were not accompanied by a material rise in price inflation.
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the increase will need to be felt somewhere
in the data – either faster inflation, faster
productivity, or tighter profit margins. This is
to estimate the natural rate of unemployment and are now
the space to watch. Obviously, the worst-case scenario is
defaulting to a dovish scenario that allows them to mainhigher inflation, the best is higher productivity growth, and tain a gradual pace of rate hikes despite fairly hot growth.
tighter profits margins fall somwhere in between dependThere don’t appear to be many skeptics left among central
ing on who you are in the economy.
bankers. My experience is that when everyone believes
the same story, it’s time to get a new story.
I don’t know yet how this will play out. What I do know
is that central bankers are very comfortable with the flat
Bottom Line: Jobs data gives no reason for the Fed to
Phillips Curve story, almost complacent. Essentially, they
think their job is done; rate hikes will continue.
have been surprised so many times by how low they can
push unemployment that they don’t really trust their ability
© 2017 University of Oregon; Tim Duy. All rights reserved.
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US Labor Market Indicators
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Washington, D.C. for the United States Department
of Treasury as an economist in the International Affairs
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Tim has published in the Journal of Economics and Business
and is currently a member of the Oregon Governor’s
Council of Economic Advisors and the State Debt Policy
Advisory Commission. Tim is a prominent commentator on
the Federal Reserve. MarketWatch describes his blog as
“influential.” The Huffington Post identified him has one
of the top 26 economists to follow on Twitter, and he is
listed on StreetEye as one of the top 100 people to follow
to discover finance news on Twitter. Major national and
international news outlets frequently quote him, including
the New York Times, the Washington Post, the Financial
Times, the Wall Street Journal, and Bloomberg. He also
writes a regular column for Bloomberg Prophets.
Notice: This newsletter is commentary, not investment advice.
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@TimDuy
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