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The big news yesterday was not the labor market report, but the credit market’s reaction to it.  The report 
itself was mildly encouraging as the loss in payrolls was less than expected and the previous months’ 
numbers were revised upward.  Although unemployment surged to 9.4%, this number is routinely 
dismissed by the market as a lagging indicator, unless it is expected to have political significance, as 
before elections or a major vote in Congress.

Equity futures surged on the announcement and the 10 year bond yield jumped to 3.9% before settling 
back.  But the real action was in the short term credit markets.  The Treasury two year bond surged in 
yield from 0.96% to 1.30% and, more importantly, the December Fed funds futures jumped from 0.335% 
to .565%, clearly building in an increase of 25 basis points in the Fed Funds rate by year end.  Fed funds 
futures rarely move by more than a few basis points a day; the standard deviation was 4 basis points over 
the past two years (See graph below). But yesterday’s surge was a huge 6 standard deviations.  Similarly 
the March 2010 funds jumped even higher, from 0.595% to 1.01%.

I think these increases are warranted. Interestingly, at 9 a.m. I delivered an address to about 800 advisors 
at the annual Pershing INSITE Conference in Hollywood, Florida.  In response to a question about the 
Fed’s reaction, I said that the Fed will not be able to hold the Funds rate at the current level into 2010 as 
is the current consensus (some believe the Fed won’t move until December 2010).  One of the reasons for 
the change in policy is that the economy looks to recover in the second half of this year much faster than 
expected.  But more importantly, the surge in commodity prices will force the Fed’s hand.  Over the past 
month when I am asked what I think the greatest threat to the current recovery is, I respond “Commodity 
price rises, in general, and oil prices, in specifi c.”  WTI oil surged past $70 yesterday before settling back 
later in the day.  This is up 40% in just 5 weeks.  It is not yet a direct threat to the economic recovery, but 
increases beyond $80 clearly would be.  Gasoline prices now average $2.59 a gallon, up almost a dollar 
from the December lows.

At this point, the rise in interest rates has only dulled in the increase in equity prices.  Investors are 
understandably more excited by the prospects of increasing profits than by the rate at which these 
profits are discounted.  I think this stance is correct, but if prices continue to rise, the interest rate will 
loom larger.
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