AMERICA’S FADING JOBS MARKET REVERSED
COURSE LAST MONTH, WITH A SURGE OF NEW JOBS
CREATED. WHAT DOES THIS MEAN FOR THE PATH OF
INTEREST RATES?

America’s fading jobs market reversed course last month,
with a surge of new jobs created. What does this mean for
the path of interest rates?

Jobs bounce back

Lessthanamonth ago, arash of poorjobs data fuelled a
pessimistic turnininvestors’ views on the US economy. On
Friday, a punchy rebound in some of those figures painted a
completely different picture.

Rather than a slowing economy and a weakened labour
market, last week’s US nonfarm payrolls release reported
110,000 more jobs were created than expected, at
254,000. The US Bureau of Labor Statistics also increased
its count of the jobs created in the previous two months by
acombined 72,000. The unemployment rate fell slightly to
4.1%, down from a July high of 4.3%. Suddenly, the portrait
of astruggling US economy didn’t seem quite as convincing
asithad been, and we were right to be more optimistic.

The two-year US Treasury yield, which tends to give a
good indication of investors’ expectations for short-term
interest rate movements, leapt from 3.65% to above
4.00% in aweek as the price of the bonds dropped. That
jump inyields erased about a month of gains and reversed
asteady downward trend over the summer from 5.00%.
Essentially, all the hopes of another half-percentage-
point cut to US interest ratesin November evaporated.
Now a quarter-point fall is expected, bringing market rate
expectations for the next year more into line with our own
forecasts. We caninfer from this move that bond markets
are nolonger putting alarge percentage on the probability
of animminent US recession (we had just 30% although
that’s now ‘on watch’). Equity markets were certainly not
priced for arecession and the resolution of this tension
between bond and stock marketsisarelief.

But what we noted last month when the data looked
terrible remains true when the data looks fantastic:
monthly numbers are erratic, often contradict other
measures and are prone to revision. It’s best to try to trace
trends using more than simply the latest numbers.

Big picture, astronger US jobs market means less chance
of recession. Inthe short run at least, that’s good for
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everyone, because recessions are awful, regardless of
whether they are mild or severe.

Where the trade-offs begin, however, is with the strength
of that growth and whetherit’s more than an economy

can handle. Aslong asthere are enough people, factories,
roads, ports, and data centres to deliver what the economy
demands, it’s happy days all round. Society gets richer,
there’s a bigger pie for all to enjoy (at least theoretically)
and inflation doesn’t flare up. If there are notenough
people and infrastructure to deliver what the economy is
demanding, inflation starts to rise and central bankers need
toincreaseinterest rates totamp down that demand and
ensureitreturnsto alevel the system can tolerate.

Many people think of inflation in terms of them paying
higher prices for tomatoes, cars or petrol or whatever.

But that’s just individual product prices that rise and fall
depending oninnumerable market vagaries, such as the
weather, drivers’ inclinations to change cars, or the global
price of oil. Inflation proper - what central bankers are
focusing on - is the amount of economic growth that is
effectively null because it’s just the same as last year except
people have bid the price of it up. This could be because the
demand is higher, orit could be because the economy can’t
supply what's required.

At the moment, American GDP is growing by about 3% a
year. That's higher than trend for many years (barring the
year of post-pandemic reopening), which is why the US
Federal Reserve (Fed) has taken its time before reducing
interest rates. It’s worried that lowering rates too quickly
will encourage greater borrowing, overly boost stock
markets and encourage Americans to increase their
demands on the economy beyond its capacity to bear. That
would send inflation higher and potentially necessitate a
sharp reversal ininterest rates to stem it. Markets would
not take that well - and neither would the people, who tend
to feel miserable when their wealth is shrinking. That could
lead to adrop in spending, reducing society’s demand for
the economy to below its capacity. That’s economic speak
for people, factories and infrastructure are underutilised;
more bluntly, it means people out of work and factories
shuttered: recession.

US CPlinflation, the measure that is most comparable with
other nations’ inflation numbers, is this week forecast to
drop for the sixth consecutive month from 2.5% to 2.3%.
Coreinflation, which strips out volatile food and energy
prices, is expected to remain at 3.2% for the third month
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inarow. Ifinflation continues to fade, that frees up the Fed
to keep reducing interest rates. If US GDP growth stays
strong, all the better - it means America’s economy has
the ability to grow faster than it has for the past couple

of decades. Expect the Fed to proceed cautiously in that
situation though - it’s hard to know whether an economy is
close to overheating or not.

The US election of 5 November is approaching fast. Take a
look at our appraisal of the candidates’ economic proposals
and what they might mean for investors here.

Escalating conflict

It’s a year to the day since Hamas attacked Israel, sparking
the conflict that continues to blight the Middle East. No end
to the hostilities appears likely as the fighting has spread to
Iran, Yemen and Lebanon.

The most direct way that Middle Eastern conflicts affect
global marketsis through the oil price because the regioniis
an oil export powerhouse and a key link in the flow of liquid
energy to all regions of the world. Over the past year, the oil
price has been calmer than we would have expected at the
outset. In fact, it’s significantly lower than where it was in
September last year.

OIL PRICE UNFAZED BY MIDDLE EAST CONFLICT
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Before this tragic turn of events, we had set out what we
felt were the greatest geopolitical risks for investors
and how we would manage them. While the oil price hasn’t
been all that volatile over the past year, it did rise noticeably
last week as direct attacks between Iran and Israel
escalated (one of the red flags from our geopolitical risks
report). Last week, Brent Crude rose from a multi-year

low of $71abarrel to $80. We have monitored the Middle
Eastern conflict with sadness and concern and will continue
to doso. A spike in the price of oil could upend global
economic growth, send inflation rates higher and have
significant effects oninvestors. It’s very hard to predict,
but rest assured, we are prepared.

If you have any questions or comments, or if there’s
anything you would like to see covered here, please getin
touch by emailing review®@®rathbones.com. We'd love to
hear from you.

towhat may happen. They are not guarantees.
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