
WEEKLY ECONOMIC COMMENTARY -- WEEK OF MARCH 4, 2005 

First the numbers, then the story 

 

The job market lit a fire under the financial markets on Friday, as companies ramped up hiring on a broader scale than 
expected in February. For stock investors, the employment report was indeed good news, as it reflected economic strength 
and continued healthy growth in profits. Bond investors also saw encouraging signs in the report, as the increase in jobs, 
while impressive, hardly put a strain on the labor force and, hence, did little to stir up inflation fears. Simply put, the Labor 
Department could not have provided the markets with a better way to end a trying week.  

Indeed, with oil prices briefly surging past $55 a barrel, signs of topping out in housing activity and a warning by Fed 
chairman Greenspan that the huge budget deficits could lead to economic stagnation, the week had sounded a mostly 
downbeat note until Friday. That all changed with news that the economy generated 262 thousand new jobs last month, the 
strongest increase since last October and about 40 thousand more than what had been expected on Wall Street. To be sure, 
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the economy is hardly in the midst of a frenzied hiring binge. Keep in mind that the February reading comes after a 
disappointing January jobs report, and the average monthly gain of 197 thousand over the first two months of the year is 
barely ahead of last year's average monthly increase of 183 thousand, itself below normal cyclical yardsticks. In the third and 
fourth years of the so-called "jobless recovery" of the early 1990s, for example, the economy was generating close to 300 
thousand jobs a month.  

 

Still, the February tally contained a number of positive elements that portends more strength in coming months. For one, the 
gains were broadly based, with most private companies (57.4 percent) posting increases in payrolls. Leading the way was the 
business service sector, which added a whopping 81 thousand workers to the employment rolls in February, three times the 
average gain over the prior three month. This sector includes temporary-help agencies, which is usually an advance indicator 
of employment trends. Both the manufacturing and construction industries also stepped up hiring relative to recent months, 
but this strength may reflect mostly temporary forces, such as the recall of laid-off auto workers and a weather-related bounce 
in construction activity. Conversely, a big pickup in state and local government hiring appears to be more fundamental in 
nature, as states and municipalities are enjoying much improved fiscal conditions.  

There were other encouraging portents in the latest jobs report as well. Workers are apparently sensing that demand for their 
services is improving. One sign of this is that the number of jobholders voluntarily leaving their positions jumped by an eye-
opening 146 thousand in February, one of the biggest monthly increases on record. This series, admittedly very volatile, is 
frequently cited by Greenspan as a barometer of employment strength because it indicates how abundant job opportunities 
are -- the greater the opportunity, the more likely are workers to quit their jobs. In the same vein, the number of previously 
discouraged workers -- those who had given up seeking a job -- dropped by 30 thousand in February. Indeed, the return of 
these workers to the labor force combined with new entrants and job "quitters" were mainly responsible for pushing up the 
unemployed rate to 5.4 percent from 5.2 percent. However, that increase would have a much different meaning if it was 
caused mainly by job losers, which was decidedly not the case in February.  

Clearly, fixed income investors did not react in a typical knee-jerk fashion to the strong jobs report by pushing up interest 
rates. In fact, the bellwether 10-year Treasury yield fell by about 8 basis points after the release of the report on Friday 
morning. It is too early to tell if that reversal of an upward trend was more a technical than a fundamental move. Some 
professional traders were apparently speculating on an even stronger jobs increase and had to unwind short positions when 
that "blowout" didn't materialize, imparting some strength to the Treasury market. However, there were enough elements in 
the report to support a positive interest-rate outlook, at least over the near term. For one, it gives little if any substance to the 
notion that the Fed may have to step up its rate-hiking campaign because of a tightening job market. The February gain in 
employment fell far short of the threshold that would have precipitated a change in Fed thinking.  

What's more, the increase in the jobless rate, while not a sign of weakness as noted earlier, is nonetheless a good indication of 
the considerable amount of slack that still exists in the labor force. Indeed, the ratio of employment to the adult population --
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the employment rate -- actually slipped to a 12-year low of 62.3 percent in February. What this means, of course, is that the 
labor market is hardly tight enough to encourage larger pay demands by workers, something that would likely ignite fears of 
a wage-price spiral. In point of fact, the sturdy gain in jobs last month produced virtually no incremental pay raises, as 
average hourly earnings remained unchanged from January's level of $15.90. While that follows a respectable 0.3 percent 
increase in January, the 12-month increase in hourly earnings slipped back to 2.5 percent from 2.7 percent, just barely 
keeping up with inflation and hardly enough to provoke the Fed into a more aggressive response.  

A legitimate question, therefore, is where will the purchasing power to support consumption come from if wages are being 
held in check? To answer that question, it is important to distinguish between the growth in aggregate versus individual 
paychecks. While it is true that the compensation of average workers is growing only grudgingly, more workers are drawing 
paychecks thanks to the pickup in job creation. Hence, total wages and salaries of all workers combined are rising at an 
accelerating rate, underpinning the purchasing power of households. For example, in the summer of 2003, just before the 
economy started generating new jobs, wages and salaries were growing at a 3 percent pace. By January of this year, the pace 
had nearly doubled to 5.8 percent.  

Simply put, the February jobs report supplements other recent indicators that depict an economy with a good deal of 
momentum so far this year. Consumers are playing a big role in sustaining this momentum. Although auto sales in February 
turned out to be disappointing, that followed a robust selling rate in January. Significantly, retailers are reporting sizeable 
revenue gains during the month, building on the previous month's healthy performance. All told, households are on track to 
boost real outlays by close to 4 percent during the first quarter, which would impart a solid contribution to GDP growth. Nor 
are businesses lagging behind consumers. As noted last week, capital spending is increasing at the fastest pace since the late 
1990s, with investments in structures and old-line equipment joining high-tech gear in the advance. The opening up of capital 
budgets as well as the increased hiring pace is consistent with the optimism being expressed by corporate chieftains, 
something that clearly showed up in the latest Business Roundtable survey of CEOs.  

If there is one looming soft spot, however, it is in the red-hot housing sector, where some cracks are starting to materialize. 
New home sales in January tumbled by a sharp 9.2 percent, pushing them 15.4 percent below the peak sales pace set last 
October. By itself, this would not be too worrisome, as sales remain lofty by historical standards. But the astonishing runup in 
real estate prices seem to be ebbing, fueling the debate about whether a bubbly housing market is about to be punctured. The 
new home sales report, for example, revealed that the median price of homes sold had plunged by 13 percent in January to 
the lowest level in more than two years.  

 

To be sure, this is a fickle number, and a one-month drop does not make a trend. But other disturbing indicators cannot be 
overlooked. The OFHEO also reported this week that the rate of home price appreciation slowed considerably in the fourth 
quarter of last year -- to an annual rate of 6.77 percent from 19.17 percent in the third period. Additionally, builders are 
seeing a sizeable pickup in unsold homes, hinting that some construction setback may be in the offing. In January, the 
inventory of homes awaiting sale rose by 15 thousand to a new record high of 438 thousand. If this overhang remains for a 
period of time, further downward pressure on selling prices can be expected. Keep in mind that that it is not just 
homebuilders that would suffer if the remarkable strength in the real estate sector evaporates. The appreciation in home 
values in recent years has made a powerful contribution to the increase in household net worth. Needless to say, it has also 
been a major source of support to consumer spending. 
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Still, the housing market at most is exhibiting some cracks, not fissures that threaten to shake the foundation down to its core. 
By all accounts, some regions are overstocked with pricey homes that will undoubtedly suffer some correction. But a 
widespread meltdown does not appear likely, given the still low level of mortgage rates, the easy access to mortgage credit 
and the improving job market that is nurturing stronger income growth. Unless these fundamental influences deteriorate 
abruptly, the probable scenario is that home prices will rust, not bust. In other words, households may not enjoy the kind of 
appreciation in home values that has played such an important role in their improving net worth position in recent years. But 
a wealth destruction brought on by a collapse in real estate values does not seem to be in the cards.  

What's more, if the recent strength in the stock market continues, household net worth will receive a sizable lift from equity 
portfolios, thus compensating for the leveling off in housing appreciation. In our monthly roundup of relative asset 
performance, stock holders enjoyed the best total return last month, as rising yields in the investment-grade bond market 
resulted in negative returns for bond investors. The strong performance of stocks in February did not compensate for the 
weakness in January, and, hence, equity returns were negative over the first two months of the year. However, with the broad 
stock indices hitting multi-year highs at the end of this week, helped by the positive jobs report, equity returns are taking the 
leadership mantle for the year. If the cyclical forces play out as they normally do -- with profits deriving strength from a 
maturing expansion and interest rates rising in response to inflationary expectations as well as a tighter Fed policy -- the 
current pattern of asset performance should continue. But as we have seen, this cycle has been anything but normal, which 
argues against making big bets on any single asset class.  
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