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WEEKLY ECONOMIC COMMENTARY -- WEEK OF APRIL 7, 2006

First the numbers, then the story

FINAHCIAL INDICATORS
Mlonth
IMTEREST RATES April 7 Week Ago Ago Fear &g
3-month Treasury bill 4.68% 4.60% 4.61% 2.77%
A-month Treasury bill 4268 431 474 312
Z-year Treasury note 4.90 452 475 375
S-year Treasury note 491 421 477 4.14
10-vear Treasury note 498 485 476 4 48
30-wear Treasury botud 5.06 450 475 4.7
T ax-Exempt Revenue Bonds (Triple-4)
S-Year 3.76 368 364 3.34
10-Year 4.10 403 3.09 3.97
30-Year 4.59 4.56 4.49 4.63
30-yrear fived mottzage rate 6.43 635 6.37 593
15-wear fived mortgage rate .10 .00 .00 548
l-wear adjustable rate 557 551 545 423
S TOCK MAREET
Diow Jones Industrials 1112004 1110932 1107634 10481 .34
S&F 500 1285 .50 1284 83 1281 58 118120
NAZDAQ 2339.02 2339.79 2362.04 1999 55
Comimodities
Cold ($- 100 02 593.00 58200 542 50 428 a0
Odl (% er barrel) - Crude Futures (H¥ W ere) 6741 .41 58.94 53.32
EEYECONOMIC INDICATORS
Twro-
Cutrent Prewious |Months! Asverage-Pasté
INDICATOR (Latest Month/Quatter) M otath/ Ot Month/Otr Otrs Ago MMonths or Otes.
150 Manufacturing Index (MW arch) 5532 567 548 563
IEM Non-manafacturing Index (March) 605 a0.1 568 505
Construction Spending (March) - % change | 0.8 0.4 19 0o
Honfarm Payrolls (MWarch) - 0005 211 225 134 188
Unemployment Fate (hWarch) - Percent 4.7 48 4.7 48

With the Bush administration's poll numbers sinking as fast as Barry Bonds' fan base, the latest news on the employment
front may be just the juice needed to pump up spirits in the White House. To be sure, it will be difficult, if not impossible, to
deflect the public's attention away from the woes in Iraq, a divisive immigration bill, the skullduggery of lobbyists, sky-high
gasoline prices and other matters that Americans associate with the administration shortcomings. But if there is one potent
steroid that can lift public opinion about the government, it is a positive reading on the job market. This week, the Labor
Department stepped up to the plate in a timely fashion.

In its latest reading, delivered on Friday morning, the department reported that the economy generated a muscular 211
thousand net new jobs in March, a reading that was in line with expectations but notable for several reasons. First, it builds
on the healthy job-creation numbers reported for January and February, bringing the increase for the first quarter to 590
thousand. That's up from 536 thousand in the fourth quarter of last year, and is the strongest first-quarter gain since 2000.
Second, it belies that notion that the economy is losing momentum after receiving a jolt of energy from a weather-related
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boost in January and from transitory post-hurricane rebuilding activity. While the March gain in hiring was marginally less
than the 225 thousand increase in February, it was comfortably ahead of the 175 thousand average gain over the past twelve
months.

Healthy Jobh Growth
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Nor was hiring activity concentrated in a few industries that might have bloated the overall number. In March, 57.2 percent
of private industries expanded payrolls. Again, that was marginally less than the 61.9 percent of industries reporting gains in
February, but the two-month average is among the highest reading in the past two years. Simply put, job gains were widely
spread among virtually all broad sectors, with few, if any, outsized increases that could be attributed to unusual factors, such
as the weather. True, the one sector that continues to lose jobs, manufacturing, did so again in March, as factories shed
another 5000 workers during the month, bringing to 50 thousand the job losses over the past year. That will only inflame
tensions in the debate over immigration policy and, perhaps, heighten protectionist sentiment on the trade front. Even so, the
manufacturing weakness in March was not as bad as it seemed, as 6200 striking workers dragged down factory payrolls
during the month.

If employment growth continues to hold up at the current pace in coming months, the fears associated with the cooling
housing market may well be defused. Keep in mind that the economy's growth engine throughout the expansion has relied
heavily on the wealth-generating fuel provided by appreciating real estate values, which households have tapped into
extensively to support their consumption habits. Conspicuously absent has been the usual income gains that accompany
cyclical upturns and usually drive consumer spending. For a variety of reasons, including a late start to the jobs recovery
following the 2001 recession and a much-subdued rebound in wages, personal incomes are far below where they would
ordinarily be at this stage of an expansion. As a result, consumers were forced to rely on assets, most notably housing equity,
to offset the income shortfall needed to sustain living standards. Fortunately, the torrid appreciation in housing and other
assets, including stock holdings, has admirably filled the void.

But with the housing market turning from red-hot to only a degree or so from cool, the wealth effect on economic growth is
poised to diminish, if not evaporate completely. Given housing's mighty contribution to the expansion thus far, many pundits
believe that the economy is heading towards a cliff, just steps away from plunging into a recession by a real-estate collapse.
More than ever, therefore, it is imperative that households have something else to replenish the purchasing power they may
no longer have through appreciating house prices, and the biggest alternative is their paycheck. Fortunately, the strengthening
job market is just what the doctor ordered. Although incomes are still far below where they should be at this stage of the
expansion, they are slowly making up lost ground.

In March, for example, average hourly earnings increased by 0.2 percent, building on a more robust 0.4 percent gain in
February. On top of a 0.2 percent rise in total hours worked in the economy, the pay increase will translate into a sturdy gain
in aggregate wages for the month, a figure that won't be known until the last few days of April. As the chart shows, the
increase in hourly pay still lags far behind the gains recorded during the halcyon days of the late 1990s. But the gap is
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closing. The latest month's increase brings the 12-month gain to 3.4 percent, just a tad below February's 3.5 percent increase,
which was the peak for the cycle. It should be noted, moreover, that these initial estimates are often revised; February's 0.4
percent increase was originally reported to be 0.3 percent last month, so the March advance may turn out to be higher as well
when the April employment figures are reported next month.
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That's particularly the case since the job market is as tight as it's been in more than four and a half years. In March, the
unemployment rate slid to 4.7 percent from 4.8 percent in February, marking the lowest level of joblessness since August
2001. Actually, the rate is a smidgen lower due to rounding. Taken to its third decimal, unemployment actually stood at 4.654
percent of the labor force, just five-thousandths of a point away from being reported as 4.6 percent. Had that been the case,
the psychological impact of the employment report on the financial markets might have been considerably greater, as a drop
in the jobless rate from 4.8 percent to 4.6 percent would convey the impression that businesses are frantically snatching
workers out of the woodworks -- and willing to bid up wages to meet staffing needs.

As it is, the markets did not take too kindly to the inflation message behind the latest employment report. After initially
trading up on Friday morning, stock prices abruptly changed course and moved sharply lower heading into the weekend.
Likewise, the inflation-phobic bond market did a double-take after the numbers were released, pushing long-term yields up to
the highest level in nearly four years. At the close of trading on Friday, the 10-year Treasury bond yield stood just a sliver
below 5 percent, a threshold last exceeded on June 11, 2002. In other words, following a prolonged period of resistance to the
Fed's persistent rate hikes, the unwinding of the "conundrum" in the bond market seems to be finally underway.

No doubt, fears of higher inflation and continued Federal Reserve rate hikes -- fueled by the latest jobs report -- are the
primary forces behind the climb in bond yields. But they are not the only forces. Just as strong foreign purchases of Treasury
securities have been instrumental in keeping rates down in recent years, the opposite may be taking place now. Overseas
purchases of Treasury coupons decelerated late last year to $18.3 billion in December from a $29 billion monthly average in
2005. These purchases then dropped abruptly in January to $4.4 billion and, so, the combined activity in December and
January represents a precipitous decline from trend. If overseas investors continue to back away from the Treasury coupon
market or, even worse, liquidate Treasury holdings, the conundrum will quickly fade from memory, and be replaced by much
more profound worries.

That said, barring large-scale foreign liquidations, which do not seem likely, domestic considerations will be the primary
movers in the financial markets, and the interplay between growth and inflation expectations will take center stage in coming
months. Clearly, the latest employment report tilts perceptions towards the higher inflation camp. For one, it provides more
ammunition for the policy hawks who now expect the Fed to definitely hike rates for the 16™ consecutive time on May 10
and are giving higher odds of another increase -- to 5 1/4 percent -- at the June meeting. For another, it gives more credibility
to the inflation worriers, who understandably are deeply influenced by the resource utilization argument cited by numerous
Federal Reserve officials, including chairman Bernanke.
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What the argument posits is simply that as more workers are absorbed into the ranks of the employed, companies are forced
to bid up wages to attract new employees amidst a shrinking pool of available labor. What's more, they may find it necessary
to give existing workers higher pay just to prevent them from leaving for more attractive jobs elsewhere. As wages are bid
up, the inclination to lift prices becomes greater, as companies strive to protect profit margins. Just when this wage-based
increase in inflation pressure gains traction is not easy to identify. But the Fed has a notion of what it considers to be the non-
accelerating inflation rate of unemployment (NAIRU), i.e. a range that is consistent with a stable inflation rate. Currently, it
deems this range to be 4.75 - 5 percent, which means that the March unemployment rate has already pierced the lower
acceptable band of the range.
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As always, however, the devil is in the details. Despite the persistent drop in the jobless rate, most inflation measures remain
benign. Some, in fact, even reveal a deceleration of inflation pressures. As the chart also shows, the jobless rate fell
significantly below NAIRU in the 1990s without spurring a meaningful inflation pickup. The Fed, nonetheless, moved to
tighten policy when the rate fell to 4.3 percent in mid-1999, eventually sliding all the way to 3.8 percent in early 2000. By
May of that year, the funds rate had been ratcheted up to 6.5 percent from 4.75 percent ten months earlier and, less than a
year later, the economy had fallen into a recession. While history does not always repeat, it usually rhymes. With a new poet
laureate at the helm of the Fed, the next few verses will not be easy to write.
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