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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 this report, updating the
report every Friday, along with an accompanying podcast and chart book.
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The pandemic-related expanded benefits for the unemployed are expected to end in September.
States that have ended the booster early have seen a sharper decline in initial claims than states
that haven’t ended them. Although the end of enhanced employment benefits could help resolve
the labor shortage, there is also the likelihood that it could lead to an increase in the
unemployment rate. If this happens, this could force the Fed to rethink its decision regarding
when to reduce its policy accommaodation. In this report, we will discuss the possibility that the
unemployment rate could rise and how it could impact monetary policy.

Currently, the labor market appears to be improving. National continuing jobless claims have
fallen from an all-time high of 23 million in March 2020 to 3.5 million in June 2021.
Additionally, during this time frame, the unemployment rate fell from 14.8% to 5.9%. The labor
market has tightened so quickly over the last few months that firms have struggled to find
workers to fill their open positions. However, this labor tightness is somewhat misleading.
Continuing claims, currently at 3.3 million, remain well above the historical average of 2.8
million. In addition, employment has not recovered to its pre-pandemic peak. Finally, labor
shortages remain especially bad in particular industries, most notably, Leisure and Hospitality
and Transportation and Warehousing.

Since the start of 2020, many firms have been forced to limit their operating capacity to meet
COVID-19 restriction guidelines. Firms, particularly in services, were forced to reduce the
number of customers they could serve, limit their offerings, and, in some cases, temporarily shut
down to comply with restrictions. As a result, there was a huge drop-off in hiring in the services
sector at the start of the pandemic. Although the removal of restrictions led to a resurgence in
hiring, the recovery was uneven.

As the recovery accelerated, firms began to rapidly increase hiring. Services related to tourism
and travel, in particular, saw a spike in sales. Consumer expenditures on travel and airlines have
doubled from the prior year. As a result, firms that found themselves understaffed began raising
wages. When that didn’t work, states voluntarily withdrew from the extended unemployment
benefits program to increase the size of the available workforce. Although somewhat successful,
the initiative highlights the fact that there are still a lot of workers that haven’t committed to
looking for work. Hence, when extended benefits end in September, it could lead to an increase
in the number of unemployed people genuinely looking for work.

WWW.CONFLUENCEINVESTMENT.COM
1


https://www.confluenceinvestment.com/category/podcasts/asset-allocation-weekly-podcast/
https://www.confluenceinvestment.com/research-news/asset-allocation-weekly-chart-book/
https://www.wsj.com/articles/americans-are-leaving-unemployment-rolls-more-quickly-in-states-cutting-off-benefits-11624786202
https://www.cardify.ai/covid-19-index/travel
https://www.cardify.ai/covid-19-index/travel
https://www.axios.com/wages-rising-labor-shortage-b7b6bed0-1113-4428-8765-963fd4ca5051.html
https://www.axios.com/wages-rising-labor-shortage-b7b6bed0-1113-4428-8765-963fd4ca5051.html

Although benefits recipients are technically required to look for work, some states have been
lenient on enforcing it. Therefore, the end of extended benefits could lead to an increase in the
civilian labor force, thus pushing up the unemployment rate. This is because the unemployment
rate is calculated as a ratio of unemployed persons to the civilian labor force. The civilian labor
force is defined as those working plus those who are unemployed but actively seeking
employment. If those who are relying on the expanded benefits decide to join the labor force,
ending expanded benefits may expand the labor force and usual frictional labor market issues
may, at least temporarily, lead to a rise in the unemployment rate.

The timing of the expiration of the expanded benefits may also play a role. Many of the new jobs
that have been added over the last five months have come from industries that are traditionally
seasonal. For example, leisure and hospitality accounted for 60% of the jobs created in that
period. For comparison purposes, the sector has accounted for 20% of the jobs created in the last
decade. This problem becomes more apparent when you consider that a growing share of Leisure
and Hospitality jobs are coming from Arts, Entertainment, and Recreation, a sector known for its
seasonal swings. In other words, ending the expanded benefits could lead people back into the
labor market at a time when firms are starting to slow their hiring.

All Employees: Arts, Entertainment & Recreation Services
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In response to the June jobs report, St. Louis Federal Reserve President James Bullard suggested
that the labor market may be tighter than it looks. Given Federal Reserve Chair Jerome Powell’s
focus on full employment in guiding monetary policy, Bullard’s comments were regarded as
rather hawkish. Thus, if the removal of the expanded benefits proves successful in bringing
people back into the labor force, it could lead to a rise in the unemployment rate. Although we
believe that a rise in the unemployment rate will likely be temporary, it may also slow down the
drive to remove policy accommodation. Therefore, a rise in the unemployment rate could be
favorable for risk assets.
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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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