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Help Wanted: Why Inflation Fears Might Actually Be Right This Time
For a long time after the financial crisis, a large pool of unemployed and underemployed workers — and corresponding
weak wage growth — kept US inflation in check. However, as the unemployment rate has declined to historically low
levels, consumer prices have been slow to rise, puzzling many economists. Some market commentators have highlighted
the role of the decline in labor force participation as a factor. They argue that even though unemployment is near all-time
lows, a large number of people who are not part of the labor force might consider entering, and their presence is enough
to keep inflation low for the foreseeable future.
We do not believe this is the case.
The key to our analysis is simple: We think that only a small percentage of Americans not currently looking for a job, on a
net basis, will rejoin the labor force. Individuals come and go, but — as a group — people out of the labor force today are
unlikely to fill jobs tomorrow.
As a result, by sometime in 2019, based on our calculations, the labor market could hit levels of tightness last seen in the
late-1960s, just before the beginning of the 1970s inflationary spiral. In other words, the kind of pressures that could
cause inflation to accelerate are starting to build. This raises the risk that the US Federal Reserve (Fed) will either be too
complacent (allowing inflation expectations to rise) or too aggressive (causing a recession). In either case, it could cause
significant disruptions in financial markets.

The Shadow Labor Pool Myth
The US labor force is quite dynamic. As an example, over the past year more than 64 million people left or lost their
job, and more than 66 million were hired to replace them or to accommodate new job creation resulting from economic
growth. People are temporarily leaving the labor market (to deal with an illness or care for family members) or joining
(students working during their summer break, seniors picking up extra income around the holidays) all the time, and
particularly with the growth of the gig economy there is a wide spectrum of full- and part-time workers. The responsibility
of tracking these inflows and outflows and measuring these various classifications of workers falls to the US Bureau of
Labor Statistics (BLS). Suffice it to say, for investors it takes work to get past the surface turbulence to what’s really going
on in the data.
As of July 2018, there were about 156 million people employed in the US and another 6.3 million actively seeking work
(Figure 1). The number of jobs in the US has grown by 11 million since 2013, cutting the pool of unemployed in half.
Besides the unemployed finding jobs, population growth has added about another 6 million jobs, as young people leave
some level of schooling and join the labor force for some sustained period.
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At the same time, the labor force participation rate (the labor force as a percent of the civilian non-institutionalized
population, per the BLS) has been dropping over the past decade (Figure 2). This has led some to conclude that there
remains a large pool of available workers who could rejoin the labor force if they wanted to. If the participation rate rose
to the level it was before the financial crisis in 2008, for example, about 5 million additional people would re-enter the
labor force. According to this line of thought, real wage growth has been weak because there is a shadow pool of workers
fighting for available jobs, keeping wage growth contained.
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But, based on our analysis of the most recent BLS data, the shadow pool is largely a myth. Most of the drop in labor
force participation since 2000 is due to the aging of the Baby Boomers. Digging into the BLS stats, over 94% of those
outside the labor force do not want a job, primarily because they have retired, or, to a lesser extent, because they are
raising a child or are in school. Even of those who say they want a job, half say they are not available to work now. Figure
3 shows the breakdown of the US population, including the categories provided by the BLS for those outside the labor
force. The small sliver on the far right-hand side represents those willing and available to start working again, about 1.5
million people today, down from 2.5 million in 2009. In addition, the total of those who say they do not want a job, mostly
retirees, has been steadily climbing, up almost 10 million in the same time frame.
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Hire and Higher
According to the July jobs report, published August 3, 2018, the economy added 224,000 jobs on average per month
over the last three months, an annualized rate of 2.7 million. That’s up from a rate of 2.2 million added in 2017, before
the December 2017 Republican tax cuts, and starting to be more in line with the yearly job gains seen earlier in the cycle
(Figure 4).
4/ Job Gains Heading Back Up Again? (Seasonally Adjusted)
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This job growth will reduce unemployment, despite the fact a growing population will add about 1.3 million persons to
the labor force by mid-2019. We estimate that the number of unemployed will shrink by about 1.4 million in the next year.
That could bring the unemployment rate down to about 3.3% by the summer of 2019 and potentially below 3% by the
end of 2019 (Figure 5), even allowing for a like number of net new people coming off the sidelines (about 200,000 a year)
who have been rejoining the labor force over the past five years.
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The Federal Reserve forecasts unemployment will average around 4.5% over the long-run, modestly above the current
3.9% rate. If our forecasts are correct, the unemployment rate will fall below the Fed’s long-run forecast by 1.5% by the
end of 2019. As Figure 6 shows, a labor shortfall in the 1960s of 1.5 – 2% led to a rapid increase in inflationary pressures.
Granted, other factors (LBJ’s Great Society and Vietnam War spending, chief among them) had also come into play, but
the increasingly negative unemployment gap was a major catalyst.
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The Connection to Stocks
Recall that the correction in stock prices in February 2018 was triggered by high valuations in combination with a hot
wage number. Subsequent reports have been less worrisome, and markets are again around all-time highs. If our analysis
is correct, higher wage numbers might become pretty common sometime over the next 18 months or so.
American workers have been coping with weak real wage growth for a long time. Rising wages would be a welcome relief
for Main Street, at least until they translated into more rapid price increases at the checkout line.
However, rising wages could cause problems for Wall Street and for the Fed. Wall Street would see the historically high
profit margins that have recently provided support to valuations begin to compress, unless companies are able to pass on
the cost increases to consumers. The Fed might have to choose between letting wages and inflation run a bit hot, risking
rising inflation expectations, or tightening monetary policy more rapidly than planned, potentially causing a recession.
We do not think this threat is imminent; we remain overweight stocks in our multi-asset portfolios. We are reasonably
optimistic that rising productivity could support higher wages without inflation (see our recent note inside our Q3
2018 Outlook and Review “Productivity: Still the Wild Card”). But we also think that markets might have become too
complacent on inflation, which, in the manner of the boy who cried wolf, has been oft-predicted but not seen in any kind
of truly destructive fashion for many, many years. We will be watching the dynamics of the labor market quite closely for
signs that the tipping point for wages might be closer than the consensus thinks.
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NOTES TO DISCLOSURE
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This is intended for Professional Investors only. All investments involve risk, including the possible loss of capital. Past performance is not a guarantee or a reliable
indicator of future results.
These materials represent the views, opinions and recommendations of the author(s) regarding economic conditions, asset classes, and strategies. Distribution of this
information to any person other than the person to whom it was originally delivered is unauthorized, and any reproduction of these materials, in whole or in part, or the
divulgence of any of the contents hereof, without prior consent of Quantitative Management Associates LLC (“QMA”) is prohibited. Certain information contained herein
has been obtained from sources that QMA believes to be reliable as of the date presented; however, QMA cannot guarantee the accuracy of such information, assure its
completeness, or warrant that such information will not be changed. These materials are not intended as an offer or solicitation with respect to the purchase or sale
of any security or other financial instrument or any investment management services and should not be used as the basis for any investment decision. No liability
whatsoever is accepted for any loss (whether direct, indirect, or consequential) that may arise from any use of the information contained in or derived from this report. QMA
and its affiliates may make investment decisions that are inconsistent with the views expressed herein, including for proprietary accounts of QMA or its affiliates.
These materials are for informational or educational purposes only. The information is not intended as investment advice and is not a recommendation about managing or
investing assets. In providing these materials, QMA is not acting as your fiduciary as defined by the Department of Labor.
In Europe, certain regulated activities are carried out by representatives of PGIM Limited, which is authorized and regulated by the Financial Conduct Authority
(Registration Number 193418), and duly passported in various jurisdictions in the European Economic Area. Quantitative Management Associates LLC, which is an affiliate
to PGIM Limited, is an SEC-registered investment adviser, and a limited liability company. PGIM Limited’s Registered Office, Grand Buildings, 1-3 Strand, Trafalgar Square,
London WC2N 5HR. In Japan, investment management services are made available by PGIM Japan, Co. Ltd., (“PGIM Japan”), a registered Financial Instruments Business
Operator with the Financial Services Agency of Japan. In Hong Kong, information is presented by representatives of PGIM (Hong Kong) Limited, a regulated entity with
the Securities and Futures Commission in Hong Kong to professional investors as defined in Part 1 of Schedule 1 of the Securities and Futures Ordinance. In Singapore,
information is issued by PGIM (Singapore) Pte. Ltd. (“PGIM Singapore”), a Singapore investment manager that is licensed as a capital markets service license holder by
the Monetary Authority of Singapore and an exempt financial adviser. These materials are issued by PGIM Singapore for the general information of “institutional investors”
pursuant to Section 304 of the Securities and Futures Act, Chapter 289 of Singapore (the “SFA”) and “accredited investors” and other relevant persons in accordance
with the conditions specified in Sections 305 of the SFA. In South Korea, information is issued by QMA, which is licensed to provide discretionary investment management
services directly to South Korean qualified institutional investors.
The opinions expressed herein do not take into account individual client circumstances, objectives, or needs and are therefore are not intended to serve as investment
recommendations. No determination has been made regarding the suitability of particular strategies to particular clients or prospects. The financial indices referenced
herein is provided for informational purposes only. You cannot invest directly in an index. The statistical data regarding such indices has been obtained from sources
believed to be reliable but has not been independently verified.
Certain information contained herein may constitute “forward-looking statements,” (including observations about markets and industry and regulatory trends as of the
original date of this document). Due to various risks and uncertainties, actual events or results may differ materially from those reflected or contemplated in such forwardlooking statements. As a result, you should not rely on such forward-looking statements in making any decisions. No representation or warranty is made as to future
performance or such forward-looking statements.

SPECIAL RISKS
Foreign investments may be volatile and involve additional expenses and special risks, including currency fluctuations, foreign taxes and political and economic
uncertainties. Emerging and developing market investments may be especially volatile. Investments in securities of growth companies may be especially volatile. Due
to the recent global economic crisis that caused financial difficulties for many European Union countries, Eurozone investments may be subject to volatility and liquidity
issues. Value investing involves the risk that undervalued securities may not appreciate as anticipated. Small and mid-sized company stock is typically more volatile than
that of larger, more established businesses, as these stocks tend to be more sensitive to changes in earnings expectations and tend to have lower trading volumes than
large-cap securities, creating potential for more erratic price movements. It may take a substantial period of time to realize a gain on an investment in a small or midsized company, if any gain is realized at all. Diversification does not guarantee profit or protect against loss.
Emerging markets are countries that are beginning to emerge with increased consumer potential driven by rapid industrial expansion and economic growth. Investing
in emerging markets is very risky due to the additional political, economic and currency risks associated with these underdeveloped geographic areas. Fixed-income
investments are subject to interest rate risk, and their value will decline as interest rates rise. Unlike other investment vehicles, U.S. government securities and U.S.
Treasury bills are backed by the full faith and credit of the U.S. government, are less volatile than equity investments, and provide a guaranteed return of principal
at maturity. Treasury Inflation-Protected Securities (TIPS) are inflation-index bonds that may experience greater losses than other fixed income securities with similar
durations and are more likely to cause fluctuations in a Portfolio’s income distribution. Investing in real estate poses risks related to an individual property, credit risk
and interest rate fluctuations. High yield bonds, commonly known as junk bonds, are subject to a high level of credit and market risks. Investing involves risks. Some
investments are riskier than others. The investment return and principal value will fluctuate and when sold may be worth more or less than the original cost.
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