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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.   
 

October 5, 2018 
 

As the unemployment rate declines, there is a worry that wage growth may accelerate and lead to 
a wage-price spiral, forcing the FOMC to raise rates rapidly.  Although possible, the key issue is 

slack in the labor market.  Based on the unemployment rate, there would appear to be little; 
based on the employment/population ratio, employers should still be able to find workers without 

having to raise wages to attract them. 
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This chart shows yearly wage growth for non-supervisory workers.  We forecast the results from 
two models of wages, one using the unemployment rate and the other using the 

employment/population ratio.  Until the latest recovery, both models worked reasonably well; 
however, in the current recovery, there is a significant divergence.  The model using the 

unemployment rate suggests wage growth should be closer to 4%.  Using the 
employment/population ratio, wages should be growing around 2.5%, which is about in line with 
actual wage growth.  This analysis would suggest there is probably more slack in the economy 

than the unemployment rate would indicate. 
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However, just because this pattern has been in place for several years doesn’t mean it will 
continue.  One potential signal that the labor market is “running short of workers” would be if 

the unemployment rate remains low while non-farm payroll growth slows.  To see if slowing 
payrolls occurs when the unemployment rate is low, we compared five periods since the 1950s 

when the unemployment rate was under 4.5% for an extended period.  We compared payrolls to 
their maximum to see if payrolls turn down while unemployment is low.   
 

There were four periods in the past that met this criteria. 
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The 1950-53, the 1955-57 and the 1998-2001 periods all had payrolls decline from their 

maximum even with low unemployment.  However, it should also be noted that in all cases the 
unemployment rate began to rise as well.  In other words, a decline in payrolls doesn’t 

necessarily offer any better signal than simply watching the unemployment rate.  In the 1966-70 
period, payrolls continued to rise even though the unemployment rate began to rise.   Of course, 
we have the current event, which still shows rising payrolls. 

 
So, what does this mean for markets?  This analysis shows that slowing payrolls won’t 
necessarily offer a better signal for weakening labor markets than rising unemployment.  And, 

for now, the employment/population ratio is a superior measure of slack.  Based on this analysis, 
there is probably more room for additional increases in the labor force before wage growth 

accelerates.     
 
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. 


