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Employment Has Risen, but So Has Inflation

Three weeks ago, I wrote: “The expected consolidation will likely be short-lived because the economy
keeps rolling up. Economists have shaved their 12-month U.S. recession probability to 25% as
economic activity has held up well as both boomers and high-income earners intend to keep on
spending and business capital expenditure plans are sturdy. Indeed, on May 14, the Atlanta Fed
raised its second quarter GDP growth estimate to 4.0%, up from 3.7% on May 8. Meanwhile, the
Citigroup Economic Surprise Index - the difference between actual economic releases and Bloomberg
surveys - confirms that the business performance of the US economy keeps on beating market
expectations. The index has been in positive territory since June 2025 and rising briskly for the past
six weeks.

Goldman Sachs has a Risk Appetite Indicator (RAE) that uses high-frequency data across five
primary headings: bond, equity, liquidity, commodities and credit. It has been a useful contrarian
tool when a sharp fall occurs, as it has lately, suggesting that traders might become too cautious in
the short term, thereby inciting investors to step in, ensuring an eventual resumption of the S&P 500
rally that Wall Street estimates will end the year around 8000 because Al will have expanded the pie
fast and broad enough to beat the earnings beyond the tech sector.”

The week of June 1 brought key pieces of fresh labour data that showed that job openings were
plentiful, new jobs have been created, and hourly compensation matched inflation, while
productivity was keeping unit labour costs in check.

Unfortunately, mounting inflationary pressure, stemming from higher tariff rates and energy prices
has tilted the misery index — which is the addition of the yearly increase in the consumer prices to
3.8% and the current unemployment rate to 4.3% — to an inflation content of 47%. That is too much
for any responsible central banker to accept, if the growth path of the economy is to remain intact.
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In this connection, the likelihood of a Fed rate hike rose significantly, which in turn finally brought
about the widely anticipated valuation adjustment. The S&P 500 booked a plummet for the week of
3.0% to 7485.

I realize that a price drop of such magnitude is nerve-racking, in part because President Trump said
that he did not care about the mid-term elections even though his popularity has consistently and
considerably declined. However, investors should not despair because economic conditions are still
promising. First, the True Inflation Index, a measure of price changes in real time, is below the
annual rate of 2.0% and trending down. Second, the Fed’s NowCasting economic models (New York
and Atlanta) are pointing toward more than a 2.5% annual growth rate for both Q1 and Q2. Third,
commercial energy producers are betting robustly that contract oil prices are heading to $75 a barrel.
Fourth, the profit picture is appealing, consumer spending is holding up, business capital formation
is booming, and energy export is growing. Fifth, the recent increase in bond yields has been caused
mostly by higher real growth rather than inflation expectations. Sixth, the surge in initial public
offerings (IPOs) has forced a reallocation of portfolio positions to the detriment of chipmakers; and
seventh, the non-tech sector is doing reasonably well.

Put simply, the market will continue to be choppy, as it always is, but it should travel north to 8000
by year-end given that the US government may take equity stakes in forthcoming giant IPOs:
OpenAl, Anthropic, SpaceX and others. In the meantime, in light of this week’s sell-off, investors
should have some perspective: nothing keeps going up every single day, as Bernstein analyst Stacy
Rasgon rightly says.
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Disclosure:

This publication is the property of Palos Wealth Management Inc. (“Palos”) and no part of its contents may be copied, downloaded,
stored in a retrieval system, further transmitted, or otherwise reproduced, disseminated, or transferred, in any form or by any
means without the prior written consent of Palos. The views and opinions expressed herein are solely those of the author(s) and
do not constitute investment advice, and they should not be relied upon as such. The information presented is current as of the
date of publication and is subject to change without notice.

This publication may contain certain forward-looking statements that are not guarantees of future performance and future results
could be materially different. Commissions, trailing commissions, management fees and expenses all may be associated with
mutual fund investments. Please read the offering documents before investing. The indicated rates of return are the historical
annual compounded total returns including changes in unit value and reinvestment of all distributions and do not take into account
sales, redemption, distribution or optional charges or income taxes payable by any unitholder that would have reduced returns.
Mutual funds are not guaranteed, their values change frequently and past performance may not be repeated. Palos Funds are not
available for non-Canadian residents.

Palos Funds and certain separately managed account advised by Palos may have investments in the securities discussed or
referenced in this publication. These investments are made based on the funds and managed account’s investment policies and
may change over time as market conditions evolve.

L'infolettre Palos Perspective est un apercu hebdomadaire de la situation macroéconomique disponible uniquement en anglais. Si
vous avez des questions sur l'infolettre ou des demandes générales sur Palos, veuillez nous contacter a

Page 3/3 www.palos.ca



mailto:info@palos.ca

