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THOUGHTS FROM OUR ECONOMICS TEAM

Remodel (Your Thinking About the US Labor Market)
The US labor market added 252,000 net, new nonfarm payroll employees in the month of December and the unemployment rate fell to 5.6%. 
December’s data caps off a year in which an additional 3 million Americans found their way onto the payroll. Other parts of the report were 
weaker than expected, including a disappointing deceleration in wage growth and falling labor force participation. In total, today’s report offers up 
important clues about how we ought to think about the US economy in 2015, but doesn’t give the Fed much of a reason to change the trajectory 
of monetary policy.

As we look forward to 2015, we think analysts and investors would do well to heed the lessons learned in 2014. Standard economic models tell 
us that as the labor market strengthens, employers have to pay employees more (driving up wages,), more people are able to find employment (the 
participation rate rises), and the increased aggregate employment brings about rising prices (inflation, particularly as the unemployment rate falls 
below the so-called “natural rate” which was viewed to have moved higher in the aftermath of the recession).

The only problem: none of those things happened. After a year in which Americans saw the strongest growth in nonfarm payroll employment since 
1999, the pace of wage growth slowed, participation remained stable and inflation held at its depressed level (see table below). Throw out those 
models! Job growth arrived without the much-feared inflation.
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December 2013 December 2014 Change

Nonfarm Payrolls (Millions) 137.4 140.3 3.0

Core PCE Inflation (%YoY) 1.3 1.4 0.1

Avg. Hourly Earnings (%YoY) 1.9 1.7 -0.2

Labor Force Participation Rate 63.0 62.7 -0.3

We would just ignore the entire episode and chalk it up to another failure for macroeconomic forecasting, but there’s one problem: investors believed 
the story. Fears that inflation was “just around the corner” inspired forecasts for higher interest rates in 2014 and frightened some fixed income 
investors. As we now know, interest rates in the US rallied throughout the year—the 10-year Treasury began the year with a yield to maturity of 
3.04% and ended the year at 2.17%—in large part because of lackluster inflation.

For the Fed, we do not think today’s report changes much. Yesterday’s minutes from the December FOMC meeting confirmed that Yellen and Co. 
would be comfortable raising interest rates sometime this year even if inflation is below their 2% target (as it has been for 71 of the last 74 months), 
so long as inflation expectations stay anchored. Our suggestion for 2015: watch the survey measures of expected inflation closely. If they begin to 
decline, even despite the improvement in the labor market, the Fed may be more “patient” in hiking interest rates than the market currently expects.


