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Confluence Investment Management offers various asset allocation products which are managed using
“top down,” or macro, analysis. \We publish asset allocation thoughts on a weekly basis in a special
section within our Daily Comment report, updating the piece every Friday.
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One of the mysteries of this expansion has been the slow pace of wage growth. Despite the
plethora of evidence that labor markets are tight, including hires-to-openings ratio below one,
low unemployment, low initial claims and a low unemployment rate, wage growth has remained
stunted. The chart below is one we have used often in the past; it suggests with unemployment
at current levels, previous episodes would have brought wage growth closer to 4% compared to

the current growth of 2.3%.
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One of our thoughts was that, perhaps, the national unemployment rate was masking pockets of
high regional unemployment. In other words, if there was a wide dispersion of labor market
activity, the weak regions of the country could be holding down wage growth.

To test this, we looked at the level of state unemployment relative to the Congressional Budget
Office’s calculation of the natural rate of unemployment.® We calculated the number of states

1 This rate is sometimes called the Non-Accelerating Inflation Rate of Unemployment, or NAIRU. The idea is to
determine what level of unemployment is the lowest rate attainable before higher inflation is triggered.
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with unemployment below the natural rate. What we found is consistent with the above graph.
In other words, it doesn’t appear that regional issues were holding down wages.
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Since 1987, average wage growth is 2.98%; in the periods where the percentage of state
unemployment rates below the natural rate exceeds 65%, wage growth was 3.89%. The current
combination is unusually low.

However, as part of this research, we did find another interesting factor. There has been
speculation that low inflation rates may be affecting wage growth. To test that thesis, we
subtracted annual wage growth for non-supervisory workers against the three-year average of the
yearly change in CPI. Our reason for using the average is that businesses and workers tend to
react to the recent trend in inflation and not necessarily the most current number. We found
results that were more consistent with this theory.
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THE % OF STATES WITH UNEMPLOYMENT BELOW THE
NATURAL RATE AND REAL WAGE GROWTH
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Over the same time frame, real wage growth was 0.26%, but when the percentage of states with
unemployment below the natural rate exceeds 65%, real wage growth is 1.04%. As the chart
shows, real wage growth is consistent with tight labor markets as defined by the percentage of
state unemployment rates below the national natural rate.

So, the puzzle of why wage growth is slow may simply be due to low inflation. The three-year
average of inflation may act as an anchor in the wage bargaining process and wage growth will
probably remain stalled without rising inflation. A cursory glance at the annual rate of inflation
relative to the three-year average suggests that the average rate will likely remain stable for the
foreseeable future. Thus, wage growth will probably remain stable, increasing the risk that
tightening monetary policy will have an adverse impact on the economy and markets. Of course,
the wage issue is a matter of debate within the FOMC which could mean that the path of
tightening is slow and measured, more in line with the financial market’s expectations
surrounding future policy.

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based
upon sources and data believed to be accurate and reliable. Opinions and forward looking statements expressed are subject to
change. This is not a solicitation or an offer to buy or sell any security.
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