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Great cyclical news, lousy structural news. And the Fed ditched the Evans Rule just in time.

With this morning's Employment Situation report announcing an
unemployment rate of just 6.3%, it's lucky the Fed abandoned its so-called
"Evans Rule" threshold of 6.5% (see "On the March FOMC" March 19,
2014) -- or there'd be some real explaining to do. The 6.3% print is
problematic, coming as the result of 806,000 persons leaving the labor
force, 91% of them having been unemployed, dropping the labor force
participation rate back to a multi-generational low of 62.8 (see "Data
Insights: Jobs" May 2, 2014). The Bureau of Labor Statistics tried to
explain away the drop in the participation rate, saying it was "due mostly to
fewer people entering the labor force than usual, rather than to more
people exiting the labor force."

e Say what they will, the fact remains that when we adjust for the
participation rate, unemployment actually ticked higher in April
(please see the chart below).

But there was much good news this morning, even beyond the large
upside surprise of 288,000 net payrolls, versus consensus expectations for
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US MACRO: A strong
upside surprise in payrolls
and unemployment,
against the disturbing
backdrop of a falling labor
force participation rate.
Weather effects now seem
to have washed through
the data, leaving payroll
growth on a higher trend
than in either of the two
previous years. With hours
worked now at all-time
highs -- but not much
higher than they were in
2000 -- we see the
paradox of improving
cyclical recovery against
the backdrop of lingering
structural weakness. To
the extent that structural
weakness means no
capacity constraints, it
works to the advantage of
the cyclical improvement at
the margins that drive
earnings and sentiment.
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only 218,000 -- plus upward revisions to March and April of 11,000 and
25,000 respectively.

However much it is being perturbed by the participation rate, it
remains a salient fact that the unemployment rate is falling much
faster than implied by its highly correlated trend from its peak in the
Great Recession. Even including today's surprise in the calculation,
the trend unemployment rate shouldn't have hit even 6.5% until
July (please see the chart below).
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And setting aside how many people are not working, the number of
people who are working is improving. There was a very soft quarter
in the midst of the coldest winter since 1985 (see "On Q1 GDP"
April 30, 2014). But now net payrolls are growing faster than in the
two prior years of the steady-state in the Not So Great Expansion
following the Great Recession (please see the chart below).
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¢ Some of that apparent outperformance could be due to pent up
demand as the weather improves. But there is evidence that winter
effects have washed through the data already. After February's far
greater-than-average share of unemployment explicitly due to
weather, April is now the second month in a row back to just below
the long-term average (please see the chart below).
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All of this highlights the conundrum that faces both policy-makers and
investors -- how to sort out the meaning of improving cyclical behavior
against the backdrop of what increasingly looks like very poor structural
conditions. A data series that speaks volumes on this is hours worked. The
good news is that in April they posted all-time highs (please see the inset
chart below). The bad news is that it took more than six years to beat the
anemic peak in the last expansion -- now, not in much better shape than at
the peak prior to that in 2000 (please see the larger chart below).
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e The structural issues are challenging. But we mustn't let them blind
us to the opportunities created by accelerating cyclical elements.

e The structural challenges form the backdrop, the platform, the
starting point -- the cyclical elements are the changes at the margin
that will drive changes in economics, earnings and sentiment.

o We continue to expect that sometime this year the cyclical
elements will be seen to improve dramatically -- in some sense, all
the more so against the backdrop of a weak structural environment
(see "A Major Upgrade to our Strategic Outlook” September 12,
2013).

Bottom line

A strong upside surprise in payrolls and unemployment, against the
disturbing backdrop of a falling labor force participation rate. Weather
effects now seem to have washed through the data, leaving payroll growth
on a higher trend than in either of the two previous years. With hours
worked now at all-time highs -- but not much higher than they were in 2000
-- we see the paradox of improving cyclical recovery against the backdrop
of lingering structural weakness. To the extent that structural weakness
means no capacity constraints, it works to the advantage of the cyclical
improvement at the margins that drive earnings and sentiment.
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