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This Dip's For You.....To Avoid Like The Plague!

By David Stockman. Posted On Friday, September 7th, 2018

We heard a bubblevision bobble-head early this morning predicting a good jobs report because the US economy purportedly remains "white hot".

Sure enough, the BLS report hit at 8:30 AM and 10 minutes later Investor's Business Daily trumpeted the white hot news:

Wage Growth Hits 9-Year High As Economy Adds 201,000 Jobs 
Not quite so fast. What actually happened is that real wage growth ground to a halt in August---as in nichts, nada, nothing.
That's right. The year-over-year CPI is running at 2.89% and the wage increase for private non-supervisory workers came in at 2.80%.

In fact, the real news is that since December 2015, nominal wages (blue bars) have slowly crept higher, inching up from 2.5% to 2.8% over prior year, while the CPI (orange bars) has been racing higher---from under 1% to nearly 3%. So inflation has gobbled up every bit of the recent wage gains.

We present this inconvenient wage and price math for a simple reason: You don't get zero real wage growth in a white hot economy; the very proposition defies the laws of supply and demand.
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Indeed, the idea that the junk data contained in the BLS' antiquated head-count based labor reporting system actually measures a white hot economy---or any kind of economy at all--- is a bad joke.
That is, it is built on the flawed notion that labor inputs can be accurately measured by a unit called a "job" and that an economic trend in motion tends to stay in motion.

To the contrary, in today's world labor is procured by the hour and by the gig---meaning that the "job" units counted in both the establishment and household surveys are a case of apples, oranges and cumquats. The household survey, for example, would count as equally "employed" a person holding:

·  a 10-hour per week gig with no benefits;

·  a worker holding three part-time jobs adding to less than 36 hours per week with some benefits; and

·  a 50-hour per week manufacturing job (with overtime) providing a cadillac style benefit package.

Beyond that, the underlying monthly surveys are tiny, primitive and utterly lacking in quality control among respondents. As a result, the statistical wizards at the BLS smooth it all over with ad hoc adjustments and guesstimates (e.g. the notorious birth-death model) and trend-cycle statistical models that essentially project into the current month the statistical trend line then underway.

So if you really want to know why about 20o,000 jobs were reported in August it's because [a]  200,000  jobs per month [rate of change in total U.S. jobs] have been reported on average for the last three years!
To wit, for August 2015 the BLS reported 142.288 million jobs and this morning the number for August 2018 was 149.279 million. Hit "divide" by 36 months in between and you get, well, 198,000 per month.

Yet despite the continuing cornucopia of alleged "new jobs", there is no labor shortage as would be signaled by robustly rising real wage rates. As the astute Jeff Snider put it:

There continues to be, unequivocally, absolutely no evidence whatsoever that there is a labor shortage to even the smallest degree. None. According to yet another labor force data point, Unit Labor Costs, wage pressures for still another quarter/year remain historically subdued.
In fact, since Q3 2017, Unit Labor Costs have been decelerating on a year-over-year basis. In Q2 2018, they rose by less than 2%. It doesn’t matter how low the "unemployment rate" goes, there is no relationship with wages, pay, therefore income and economic recovery. NONE.
Indeed, the following chart makes clear why the BLS numbers are not worth the dead trees they are printed on. Last time the U-3 unemployment rate was under 4% at the turn of the century, the labor force participation rate was 67.3%
Now, however, the same ultra-low U-3 unemployment rate was accompanied by a 62.7% labor force participation rate. So as Snider appropriately asks, where are the missing 16.5 million workers?
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Needless to say, we think there is a far more insightful and accurate way to look at labor utilization and to assess whether or not the awesome state of affair heralded by the talking heads this morning has actually been achieved.

To wit, back in December 2000 (the last time U-3 hit 3.9%) what we consider to be the comprehensive unemployment rate was 34.6%. Today it stands at 40.0%.

Needless to say, that's not awesome---even in the abstract. That is, there are 47 billion more unemployed labor hours than there were in December 2000, as we demonstrate below.

Yet under the precise conditions of August 2018 that surge of unutilized labor is an especial disaster because we are on the cusp of the Baby Boom retirement wave. During the next 40 years, the  population 65 and older will double from 50 million to 100 million.

That means, in turn, the cost of the retirement based Welfare State is fixing to explode. Accordingly, every available man-hour that can be mobilized to generate output and pay taxes will be needed to prevent the nation's fiscal accounts from collapsing, thereby exposing both the political system and US economy to withering disruption.
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Our point is that the phony white hot economy is no reason to be buying the vastly over-priced stock market in the first place. But that the real economic facts of life---an aging, tepid, impaired business cycle on the eve of the Baby Boom retirement wave---make buying the dip virtually suicidal.

That's because rising taxes, normalizing bond yields and drastically intensifying political conflict and disorder will absolutely clobber the long-term growth of corporate profits. For example, the Federal tax take today is about 16.5% of GDP----a non-recession year low----but within a decade it will have to rise to 20-25% to have any hope of forestalling national insolvency.

Likewise, today's allegedly "awesome" earnings are sitting on top of an epic aberration in the carry cost of corporate debt owing to the Fed's foolish---but now ending---experiment with ZIRP and QE. Thus, in 2007 when debt carried by the S&P 500 was less than $5 trillion, the after-tax cost of interest on corporate debt was $51 per share.

Fast forward to 2017 and aggregate debt of the S&P 500 was pushing $7 trillion, but after-tax interest expense had plunged to only $19 per share. Of course, that seeming anomaly was owing to the Fed's massive repression of interest rates.

Yet what that really amounted to was about $30 per share of Fake Earnings. As shown below, the spread between the AAA bond yield and the CPI was 5.4% at the turn of the century and about 3.3% during the pre-crisis peak in  2007.

By the end of 2017, however, the spread had narrowed to an aberrantly low1.7%, meaning that after taxes there was virtually no yield at all on prime corporate debt.

Needless to say, the relentlessly narrowing spread (i.e. shrinking real yield) shown in the chart below will soon be in the rearview mirror. By the time interest rates fully normalize, the spread could easily revert to the 2007 level (3.1%), thereby pushing after-tax interest expense back toward $50 per share, and probably well beyond.

That's because corporate America blew the phony 9-year recovery---raising balance sheet debt by upwards of 40% to fund stock buybacks and other financial engineering maneuvers. Going forward therefore, it will be servicing far higher debt at much higher normalized interest rates--- where the after-tax value of the interest expense deduction has also been slashed owing to the new 21% corporate tax rate.
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In any event, higher interest expenses and taxes aren't the half of it. The ultimate headwind against long-term profit growth from current levels is that the underlying US economy is steadily slumping toward the flat-line in terms of its trend rate of growth; and a key aspect of that decline has been on the labor front.

Contrary to today's typical Jobs Friday ballyhoo, there has been enormous deterioration in the US economy's use of its potential labor supply since the turn of the century. That is, the US has essentially wasted a crucial decade in front of the retirement bow-wave---continuing to peddle backwards with regard to its underlying capacity for economic growth and rising real incomes.

That means the growth and taxes needed to prevent the US Welfare/Warfare State from fiscally capsizing in the decades ahead won't be there; and that the chart-point Ping Pong being played by the robo-machines at today's 24Xnosebleed multiples is an exercise in folly.

That is, nothing in economic logic or history says you can you capitalize endlessly growing earnings (which is what 24X current profits does) when an economy is heading for 
1. the flat-line or worse on the growth front and 
2. a generational fiscal crisis that will bring down the whole $69 trillion house of debt cards on which the US economy currently teeters.

One – Flat Line or Worse

As to the growth rate decaying toward the flat-line, we think the last 18 years are dispositive. For the purposes of analysis we measure the potential labor force as the US population 20-69 years of age and assume that in theory every adult could work 2000 hours per year in the monetized labor market.

That avoids the obvious problem in the BLS statistics that count three jobsfor a two-earner family which hires a full-time housekeeper, but just one job for the same family where one spouse works in the monetized economy, one-stays home and neither hires a third person to do the home chores.

The same logic applies to the 30-year old still in graduate school living on Uncle Sam's student loans versus holding a job in the monetized economy; or the former office worker on disability who got a bad back and corporal tunnel bending over a typewriter; or the 60% of able-bodied recipients on foods stamps who do not currently hold a job; or the millions of millennials in mom and pops basement who sell empty beer bottles on eBay.

Many factors drive whether potential labor hours get sequestered outside of the monetized economy in housework, studentdom, on the welfare rolls or in moms basement. But the Fed's manipulation of interest rates on overnight funds is surely the least of them.

In any event, all things equal under today's demographic and fiscal circumstances requires that the comprehensive unemployment rate needs to be dropping---so that Uncle Sam can find the tax receipts needed to prevent a complete societal civil war a few years down the road.

But it's not happening. In December 2000, there were 175.5 million adults aged 20-69---meaning that the implied potential labor force amounted to 351 billion labor hours per annum. During that same month, the BLS measured 229.5 billion hours actually employed in the non-farm economy at an annual rate.

Accordingly, unemployment amounted to 121.5 billion hours or 34.6% of the potential available hours.

By contrast, the adult population 20-69 years of age is now 210.2 millionand available hours total 420.5 billion per annum. Against that, the BLS' most recent measure shows 252.5 billion hours actually employed---implying 168 billion unemployed labor hours and a 40.0% comprehensive unemployment rate.

Stated differently, between the two 3.9% anchor points on the U-3 unemployment during the last 18 years, the level of unemployed US labor has increased by the aforementioned 47 billion hours per annum, and the rate has risen commensurately.

More importantly, potential labor grew by 70 billion hours or at a 1.05% per annum rate during that period, while actually employed hours rose by only 23 billion and 0.55% per year.

And that's exactly the skunk in the woodpile. By contrast, during the 1980 to 2000 peak periods, the potential labor force grew by 2.2% per annum, and labor hours actually utilized rose by nearly an identical 1.9% annualized rate.

So we are now at the opposite end of Awesome. In 1980, the Baby Boom was just beginning to flood into the labor force, and female participation rates in the monetized economy were rising rapidly; and those hours were put to work.

By contrast, employed hours have grown at only one-quarter that rate since December 2000 and the unemployment rate has steadily risen.

The reason for that is not hard to find. Fed policy has badly damaged the main street economy via its massive inflationary incentive for off-shoring of high value production and jobs while turning the C-suites of corporate America into predatory dens of financial engineering.

Two – A Generational Fiscal Crisis

At the same time, Welfare State policy has further drained labor resources from the monetized economy with massive increases in food stamp, disability, Medicaid and other welfare programs.

So –

So the US economy is not white hot. Even this much is evident in the BLS data if viewed from the hours series and on a long-term trend basis after it has been revised over the years by payroll tax based data in lieu of the initial guesstimates and modeled numbers in the monthly reports.

Thus, Breadwinner jobs posted at 73.9 million in today's report----a level that barely exceeds the peaks of 2001 and 2007.
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In Part 2, we will look at the balance of the August jobs report in more detail. But suffice here to say that if the economy were actually "white hot" business would be building capacity at a robust pace.

In fact, private nonresidential construction for all purposes----factories, warehouses, retail, office buildings, health facilities, hotels etc.---are only modestly higher than they were 10 years ago in nominal dollars; and when you factor in construction inflation (blue line) they have not increased at all.

What we really have, in fact, is stasis, not a boom, and a dip to be avoided like the plague.
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