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Slower Faster

Friday’s employment report suggests the US economy may
be slowing down faster than most investors think.

Nonfarm payrolls increased 142,000 in August, but
revisions to June and July brought the net gain down to a modest
56,000. And the details were worse. We like to follow payrolls
excluding three sectors: government, education & health
services, and leisure & hospitality, all of which are heavily
influenced by government spending and regulation (that includes
COVID lockdowns and reopenings for leisure & hospitality).
That “core” measure of payrolls rose only 25,000 in August and
is up only 31,000 total in the past three months.

In particular, government plus education & health care jobs
have made up 37% of all the net payroll increases since the pre-
COVID peak in February 2020, an unusually large share.

For August itself, things looked better if you focus on
civilian employment, an alternative measure of jobs that includes
small-business start-ups, which rose 168,000 for the month.
However, it’s hard to make a strong case for the US economy if
you stick with that civilian employment measure. The August
gain was the largest in five months but civilian employment is
down compared to a year ago, with a loss of 66,000 jobs. Even
worse, full-time employment is down one million from a year
ago while part-time employment is up 1.1 million over the same
timeframe.

Another recent report from the Labor Department revised
down the payroll increase in the year ending in March 2024 by
818,000. That makes sense given that payrolls had been
previously estimated to have grown 2.9 million during this period
while civilian employment was estimated to have grown
642,000. But even after reducing payroll growth by 818,000 that
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still leaves a large gap. One way to close that remaining gap is
an upward revision to population numbers due to high
immigration, which would lift civilian employment, as well. But
another way would be an even larger downward revision to
payrolls.

This week the Labor Department will report on inflation
and we — and the consensus — expect a moderate 0.2% increase
in consumer prices for the month of August. In turn, that would
mean that CPI prices were up around 2.5% from a year ago,
which should translate into PCE inflation (the Federal Reserve’s
preferred measure) of 2.3%. That’s a big drop from the 3.3%
gain in PCE prices in the year ending in August 2023 and
suggests that by the early part of next year inflation may
temporarily hit or go under the Fed’s 2.0% target.

Why is this happening? Why is the economy slowing and
inflation decelerating? Because monetary policy has been tight.
After surging in 2020-21, the M2 measure of the money supply
peaked in early 2022. Although it’s been rising gradually since
October, it’s still down 3.1% from the peak in April 2022.

The Fed obviously realizes this, hence all the talk about
cutting short-term interest rates. For now, our base case is that
the Fed will cut rates by a quarter percentage point at each of the
three remaining meetings this year (starting next week) and
continue that pattern well into 2025.

The problem is that the Fed still thinks its focus should be
on rates, not the money supply. If growth in M2 picks back up
quickly, we risk a return to higher inflation, like we did multiple
times in the 1970s. If growth in M2 remains lackluster in spite
of rate cuts, the landing could get harder than anyone thinks.
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