Weekly Economic Recap & Comment
Week Ended December 7, 2018

As usual, the monthly employment report was this week’s
key data. November nonfarm payrolls grew rather
tepidly by a seasonally-adjusted 155,000, compared with
a revised rise of 237,000 in October and an average
monthly gain of 203,600 over the last year. Payrolls
were still up a healthy 1.6% from one year earlier,
beating the average annual rise of 0.9% over the last
two decades, but it appears job losses in some sectors
are starting to weigh on overall growth. Fortunately, the
muted job growth was matched by weakness in the
number of people entering the labor market, so the
November unemployment rate stayed at a 49-year
low of 3.7%. It also looks like the paucity of new
workers helped keep wage growth relatively high.
November average hourly earnings rose to $27.35,
up a relatively strong 3.1% year-over-year. In sum, the
report was consistent with our view that the economy
remains in a “virtuous cycle,” where strong labor demand
and rising wages beget more consumer spending, which
prompts more production, which in turn leads to more
hiring and wage increases. That should create more
profit growth and an eventual rebound in stock prices, so
we are maintaining a significant exposure to equities for
the time being (in our strategies that include them). The
problem is that demand has been rising faster than
supply in a wide range of industries, putting upward
pressure on prices and interest rates. We still think
broad, long-standing factors such as population aging
and new technologies will ultimately limit how bad
inflation will get, and recent data suggest inflation could
already be cooling. All the same, excess demand has
created a risk that the Federal Reserve might hike
interest rates more aggressively than investors expect, or
that rising costs could eventually hurt corporate profits
and short-circuit the economic expansion. There are also
yellow flags in the government policy environment, such
as risky posturing in national security and international
trade disputes.
Finally, stocks are trading at high
valuations, making them vulnerable to selling.
We
responded to those risks by modestly cutting our
exposure to stocks and other volatile assets in August,
which helped protect our portfolios from the recent
market correction. If the data keeps coming in like it has
been, we expect to further cut risk in the coming months.
As if to confirm that the strong labor market has really
boosted optimism, the University of Michigan said its

preliminary December consumer sentiment index

was unchanged at a historically high 97.5. That’s not
quite as good as the recent readings above 100.0, but it’s
high enough to suggest consumer demand will keep
rising and boosting the economy in the near term.
As mentioned above, we are seeing some early signs of
weaker labor demand. In the latest data, initial jobless
claims in the week ended December 1 fell by a
seasonally-adjusted 4,000 to 231,000, but because of a
string of increases since mid-September, the four-week
moving average of claims rose to a nearly eight-month
high of 228,000. Some of the recent rise in initial claims
for unemployment benefits could reflect damage from the
early autumn hurricanes, or perhaps problems with the
seasonal adjustment process. However, we think they
can also be traced to longer-lasting problems, like a fall in
home construction as interest rates rise, declining oil well
development in the face of low petroleum prices, and
reduced store hiring as retailers deal with competition
from on-line sellers. We fear that protectionist trade
policies and more costly labor could also be prompting
some layoffs.
For businesses, a big question is whether today’s rise in
compensation costs can be offset by increased
productivity, i.e., the average value of output per hour
worked. After stripping out seasonal impacts and price
changes,
revised
third-quarter
nonfarm
productivity increased moderately at an annualized rate
of 2.3%, compared with an initial estimate of 2.2%.
However, the revised figure was still weaker than the
robust growth rate of 3.0% in the second quarter, and it
wasn’t nearly enough to offset the weak readings in early
2018 and late 2017. Productivity in the third quarter was
up just 1.3% from a year earlier, compared with an
average annual increase of 2.0% over the last couple of
decades. Since output rose slower than compensation
costs, revised third-quarter unit labor costs
increased at an annualized rate of 0.9%, after falling at a
rate of 2.8% in the previous quarter. Unit labor costs
were also up 0.9% from a year earlier, which at first
glance seems much better than the annual increases of
2.0% or more that were common over the last two years.
However, the damage from those earlier cost increases
could still be on the minds of corporate managers, and
even a rise of 0.9% could be painful in an era when firms
have limited pricing power and are already struggling
with increased costs for other inputs.
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The Institute for Supply Management this week released
two reports specifically on the business sector. The
November ISM manufacturing index rebounded to a
seasonally-adjusted 59.3 from 57.7 in October, but that
was still a bit below its 18-year high of 61.3 in August.
The November ISM nonmanufacturing index rose to
60.7 from 60.3 in the previous month, but that was off its
recent high of 61.6 in September. The ISM indexes are
designed so that readings over 50 point to expanding
activity, so the figures suggest the manufacturing and
services sectors are still growing quite broadly. All the
same, the recent pullbacks may be a sign of softer
activity in the coming months.
There was also some further softening in the building
industry. October construction spending fell by a
seasonally-adjusted 0.1%, matching its decline in
September and marking the fourth decrease in the last
five months. Overall construction outlays in October
were up a moderate 4.5% from a year earlier, with
spending on public works up 9.4% and outlays on
commercial construction up 6.4%. The problem was that
spending on homebuilding was up just 0.2%.
In a report that helped ease our concern about excess
energy supplies, commercial crude oil inventories in
the week ended December 1 fell by 7.323 million
barrels, after ten straight weekly increases.
Total
stockpiles, at 450.485 million barrels, stood a modest

2.5% above their five-year moving average (an industry
benchmark that suggests supply and demand are in
balance). The report also said domestic crude oil

production in the week ended December 1

remained at 11.700 million barrels per day for the fourth
straight week. That’s still a record high, but it looks like
producers are having lots of trouble ramping production
up even further.
Against a backdrop of continued
economic growth, rising usage around the world, and
reduced exports from big producers (such as Iran and
Venezuela), we think stagnating U.S. production will help
keep inventories in check and support global prices, so
we are maintaining our exposure to broad commodity
funds in our more aggressive portfolios for now.
However, we may well change tack if U.S. production and
stockpiles start rising again in the near term.
Finally, in a report that seemed to show the negative
impact of the new protectionism in international
commerce, the October trade balance showed a
seasonally-adjusted deficit of $55.5 billion, widening from
a revised deficit of $54.6 billion in September. In
October, U.S. exports were up a relatively muted 6.3%
year-over-year, in part reflecting retaliatory tariffs by
foreign countries. Imports were up 8.5% on the year, as
strong demand offset the impact of increased U.S. tariffs.
Patrick Fearon, CFA
Chief Investment Officer
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Release
JOLTS - Job Openings
NFIB Small Business Optimism Index
PPI
Core PPI
MBA Mortgage Applications Index
CPI
Core CPI
EIA Crude Inventories
Treasury Budget
Export Prices
Export Prices ex-ag.
Import Prices
Import Prices ex-oil
Initial Claims
Continuing Claims
Natural Gas Inventories
Retail Sales
Retail Sales ex-auto
Industrial Production
Capacity Utilization
Business Inventories
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Consensus
Forecast
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA

Prior
7.009M
107.4
0.60%
0.50%
2.00%
0.30%
0.20%
-7.3M
-$138.5B
0.40%
0.50%
0.50%
0.20%
231K
1631K
-63 bcf
0.80%
0.70%
0.10%
78.40%
0.30%
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