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On Powell, Inflation & Home Prices

Check out the accompanying chart collection.

Executive Summary: After Fed Chair Powell’s press conference today, investors are bound to see
more light at the end of the tightening tunnel. We’re hoping he’ll suggest that just two more 75bps
turns of the federal-funds-rate screw—one announced today and another in December—may be tight
enough. ... Also: We assess the latest persistently high inflation data with an eye toward assessing
whether our inflation forecast for the rest of this year is overly optimistic. ... And: Housing prices are
falling in the wake of rising mortgage rates. But we don’t see the market crashing as in 2007, Melissa
explains. The downward drivers then and now are nothing alike.

The Fed: What Will Powell Say? This afternoon, the FOMC is widely expected to
increase the federal funds rate by 75bps to a range of 3.75%-4.00%. There is much
less certainty about what Fed Chair Jerome Powell will say at his press conference at
2:30 p.m. after the meeting. The bulls, including yours truly, are hoping to hear that
after another rate hike of 75bps next month to 4.50%-4.75%, the Fed is likely to pause
rate-hiking to assess the economic impact of raising the federal funds rate by a
whopping 450bps during the 10 months since March of this year. That’s probably
asking for more than Powell is likely to deliver.

More likely, Powell will say that inflation remains persistent. It seems to be moderating
in the goods sector, though food inflation remains troublesome as does energy
inflation. If the Russians terminate their agreement with Ukraine over grain shipments,
that could push global grain prices higher. The drought in the US could continue to put
upward pressure on US food prices (Fig. 7). A shortage of diesel fuel in the US could
boost its price significantly, raising the costs of transporting food and lots of other
goods (Fig. 2). Powell may not get that far down into the weeds, but he certainly will
mention that the inflation pandemic has spread more broadly into services prices, not
just rents (Fig. 3).

Nevertheless, Powell is likely to acknowledge that the federal funds rate at 3.75%-
4.00% is more restrictive and getting closer to the median forecast of 4.40% shown in
September's FOMC Summary of Economic Projections. A 50bps rate hike in
December would match this forecast. A 75bps hike would frontload the committee’s
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4.60% projection for 2023.

Powell undoubtedly will reiterate that the Fed remains data dependent. Any pause in
rate-hiking won'’t last very long if inflation remains stubbornly high. In any event, any
pause at a sufficiently restrictive level will be maintained for quite a while even while
inflation subsides. The FOMC wants to be certain that inflation has been subdued
before lowering interest rates again.

While there is more talk about a 5.00% (or higher) terminal federal funds rate, the 2-
year US Treasury note yield remains around 4.50% (Fig. 4). Also suggesting that the
federal funds rate will be sufficiently restrictive just below 5.00% is the ongoing
inversion of the 10-year versus 2-year Treasury yield spread (Fig. 5).

Inflation: Not There Yet. Now let’s drill down into the latest batch of inflation data to
assess whether we need to change our inflation forecast. We’ve been expecting the
headline PCED inflation rate to moderate from a range of 6%-7% during the first half
of this year to 4%-5% during the second half of this year and 3%-4% next year (Fig.
6). The FOMC'’s projection is that the headline PCED will end up this year at 5.4%
and next year at 2.8%. We may be too optimistic about the rest of this year, while the
Fed is probably too optimistic about next year.

In any case, inflation remains persistently high. It might have peaked at 7.0% y/y
during June, but it was 6.2% during September. So it remains in the 6.0%-7.0%
range. The core PCED peaked this year at 5.4% during February and March, but it
was still 5.1% during September, basically fluctuating around 5.0% since the start of
this year. Let’s see where inflation is moderating and where it isn’t:

(1) Commodity prices. Both the CRB all commodities index and the CRB raw
industrials spot price index have been falling since they peaked this summer (Fig. 7).
The S&P-GS commodity index also peaked this summer; it has stopped falling
recently, as both its agricultural & livestock and energy indexes have edged up (Fig. 8
and Fig. 9). The US national pump price of gasoline also edged up during October, as
the crack spread has widened again (Fig. 10 and Fig. 11). On the other hand, natural
gas prices have been coming down.

(2) Business surveys. The prices-paid index included in October’s survey of
manufacturing purchasing managers (the M-PMI) dropped to 46.6 during October
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(Fig. 12). That's down from a recent peak of 87.1 during March 2022 and the first
reading below 50.0 since the pandemic lockdown ended.

Less encouraging is the average of the prices-paid indexes of the regional business
surveys conducted by five of the 12 Federal Reserve Banks. It has declined sharply
this year but remained elevated in October. The same can be said about the average
of the regional prices-received indexes (Fig. 13).

(3) PCED nondurable goods accounts for 21.5% of the headline PCED. Food and
energy account for 11.8% and 55.9% of this component. As of September, the
headline and core nondurable goods inflation rates rose 9.5% and 3.8% yly (Fig. 14).

Food inflation might have peaked during August at 12.3% yl/y; it edged down to 11.9%
in September (Fig. 15). Energy inflation peaked at 43.6% during June and fell to
20.3% in September.

(4) PCED durable goods accounts for 12.5% of the PCED. This category was inflated
by the demand shock for goods following the end of the pandemic lockdowns. It
overwhelmed the supply chains, resulting in shortages and rapidly rising prices. The
PCED durable goods inflation rate peaked at 10.6% y/y during February 2022 (Fig.
16). It was down to 5.7% during September. On a three-month annualized basis, it
was only 2.8% through September (Fig. 17).

Housing-related durable goods inflation rates are moderating because new and
existing home sales are in a recession. Used car prices turned negative on a y/y basis
during October, falling 10.4% (Fig. 18).

(5) PCED services accounts for 66.0% of the PCED. Rent of primary residence and
owners’ equivalent rent account for 5.4% and 16.7% of the services PCED. Both
inflation rates continued to move higher during September, to 7.2% and 6.7%. Their
comparable three-month annualized rates were even higher at 9.2% and 8.7%. As is
widely recognized, the rent component reflects all currently active leases. The Zillow
observed rent index, reflecting new leases, peaked at 17.1% y/y during February. It is
down to 10.7% as of September (Fig. 19).

There are lots of other services components with smaller weights than rent in the
PCED, and they are also showing more signs of inflating than disinflating: motor


https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VXjRHc2HnK2zW1sh1ZM6NBpz4W7CpFKy4RTdZHN8pR4BZ3q8_QV1-WJV7CgJr0W88_PJT1xF8THW3TQgD05Z8fSpW355Pc65cMW2gVFkV719m0fDxW4mjl9t8G6d1xW9cb_jZ22sCKyW99hSzC3_kKgRN4xnzh0s7m5gW4M4-Nr4hJpSMVx-l5859KMmVW4VVNRR7H225qVpqjKg4mDvt9N1cfdgPSQn4ZW3DQ3Ll6yLgLkW6rxP4B7KPj5PW80vyXl3lbTY2N21J6qHSyK_yW4Qh7jy4XNkdlN8Y-3VljRNDXW99JHYX2BPK3qW1xbsZz1F9q4zN5JrwsX2f0NW3gsD1
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VXjRHc2HnK2zW1sh1ZM6NBpz4W7CpFKy4RTdZHN8pR4BZ3q8_QV1-WJV7CgL27N4c3zkJDNv1cW5f_J6r7MdGn-W8lKNt654wLrNVVP6hP3wb3psW8ksxF641dqNlW4sXw8d7MFTk-W5pxZqK5Z31_BW6vwRVP66pZDkVcT4SY2tGGBKW5fgHwB2-cXY-W3TPqVy8LQgzHW69jjwF8M86hcW8T1dTm5pLj2FW7GKM_q6P0NKSVjxvXz1d5XxGW2HXb4s8tSCJTW8Wbdr-5BJT4kW2CqFBm8SdLNKN9fdWm-qnVS4W6ngzxX3fDfHrW4cvLwx2T7ZVYW8tWkdV3lJPn83jgP1
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VXjRHc2HnK2zW1sh1ZM6NBpz4W7CpFKy4RTdZHN8pR4BZ3q8_QV1-WJV7CgQQwVFXhmY6CZTCfV3pgKh13nZD1VqVh157JYWtyN4rVYS9GR_k0W6fz56M4_lKGlN2k2WxYg-rLxW3JN4p54KbnKkW6YWFhh3yPj10N1ZxsnrH8g-kW1Q-rNW2qtzRGW1RQ_1X7HpZ5CW95WtkM569LLgW2HlRDb16jqZmW5RHpKg3zcdS5W3zZtnJ8mzrH8Vq8PwF6Ks6ZMN3NsfP-PG2dqW1ky3786vmM1wN1V3mj57-zBBW6Cm33V8LjSntW5pCG5X5yzgw9W7zksNB6skyw13lWz1
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VXjRHc2HnK2zW1sh1ZM6NBpz4W7CpFKy4RTdZHN8pR4BZ3q8_QV1-WJV7CgHbGW9dGkm36WCnRPW5wvr3d2kfj8qW34hLr08MXc6BW8vQv7-6qMGDzW7ytnjz62z9z1W2SlVjT6Pg-HdW2GntmG2FJcjxW2B2PRL1b3-XYW5ZcR_k5V6TqQW1GqNhN1BpWl_W3K-5jK2q60cfW6MkZ4R2pmyPgW4qDqVW3vFpY9W1Wh4564K9XQVW8bz7B87MTNxMDWjB-Yt8XBW62shjC8kRvT8W2DlKFt6VpM5qW95BnZ848Lc01W2v0lnd2W90NYW6GNBNk1kC3hPN696g8mtRqM33q0t1
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VXjRHc2HnK2zW1sh1ZM6NBpz4W7CpFKy4RTdZHN8pR4BZ3q8_QV1-WJV7CgBFVV_CVT49kxCc6THW9D5vzbHdVWV2qn7Cv04kW2T30n12DnSr5VXTFtX5JsLnmW6Gw88X1GdVypW474_zd6PHwdjW6FTb4g3hmjlnW54w2Sz1RTQrRW8G_KPJ3WDwv_W8xD8Qq1xHS-FVYS3qK28LlS3W3FHGv81cBZM-W8_Vv-72pr0gwW3m-fw64DlHysW28dN456YVrm-N56WPlFS8dMcW3tM5j05Vv-q1W34lD7x49w0WQW8z5Jy75N0hDgW8qCWdM22ZxwwW3WhNbL24hdHr3kps1
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VXjRHc2HnK2zW1sh1ZM6NBpz4W7CpFKy4RTdZHN8pR4BZ3q8_QV1-WJV7CgBFVV_CVT49kxCc6THW9D5vzbHdVWV2qn7Cv04kW2T30n12DnSr5VXTFtX5JsLnmW6Gw88X1GdVypW474_zd6PHwdjW6FTb4g3hmjlnW54w2Sz1RTQrRW8G_KPJ3WDwv_W8xD8Qq1xHS-FVYS3qK28LlS3W3FHGv81cBZM-W8_Vv-72pr0gwW3m-fw64DlHysW28dN456YVrm-N56WPlFS8dMcW3tM5j05Vv-q1W34lD7x49w0WQW8z5Jy75N0hDgW8qCWdM22ZxwwW3WhNbL24hdHr3kps1
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VXjRHc2HnK2zW1sh1ZM6NBpz4W7CpFKy4RTdZHN8pR4BZ3q8_QV1-WJV7CgMwyW7fnhPq7MQDJtW3-TGRg88Jsr0W8DqRXc8MRsj_W6dcgYz8k_GMFVyHYxj7GnDFMW4ZtTfJ5sqsw-N4vH9vt-r8FPW28WNTg5gZZ0WW3HCl3q5NyJkjW8H7lpv1lqxbHW2bqM2j7vY9yXW6wmmTQ3pTmRQW654-f928twPGW8R59d58sZrRSW4gtWyM1WdjyBW7FlCPV1YlzPFN4Nyb5cpBNNvW7n2xs31Y9s9rW7bhMd552-wfGW8hhVFd3Rh7LdW7fcTwG2B3yqyV4k6gf5qsDCM3fHJ1
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vehicle maintenance (11.1% yl/y), motor vehicle insurance (3.9), airline fares (32.9),
pet services including veterinary (11.0), day care & preschool (5.1), and delivery
services (16.4).

(6) Bottom line. Inflation may have peaked, but it remains too high. Progress has been
made in bringing down goods inflation, though food inflation remains troublesome.
The problem is that the inflation in services is no longer just about the funky measure
of owners’ equivalent rent. We will wait until October’s CPI is released on November
10 to reassess our outlook for inflation.

The question is whether a persistently high federal funds rate of 4.50%-5.00% will be
restrictive enough to bring inflation down in 2023. We think it could bring inflation
down to our target range of 3.0%-4.0%. We doubt it will bring inflation down below
3.0% as the FOMC projected in September.

US Housing: Now & Then. With mortgage rates rising to the highest levels since the
early 2000s, it is no surprise that home prices are starting to fall. The question is: How
low will housing prices go? Most housing market analysts are not expecting a crash
as was seen during 2007 when the housing bubble burst. Melissa and | agree.
Consider the following:

(1) This time is different. Mortgage rates are causing prices to drop this time around.
Last time, mortgage rates were on the way down when home prices dropped. The
2007-09 housing crisis instead was driven by poor lending standards, which led to lots
of foreclosures. Now lending standards are much tighter, and household balance
sheets are strong.

(2) Mortgage rates weighing on home prices. The S&P/Case-Shiller US National
Home Price Index (HPI), released last week, showed that home prices fell 1.1% m/m
in August, the biggest monthly decline since 2010. But on a y/y basis, the HPI was
13.0% higher than in August 2021, down from July’s 15.6% increase (Fig. 20). During
August 2021, the index was 19.9% above the prior year. Since then, the 30-year fixed
mortgage rate has risen from 2.87% to 5.50% through this August. The latest
mortgage rate was above 7.0% this October, the highest in 20 years (Fig. 21).

(3) More downside. Pending and existing home sales are at their lowest levels since
June 2010 and September 2012, respectively, excluding a brief drop at the start of the


https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VXjRHc2HnK2zW1sh1ZM6NBpz4W7CpFKy4RTdZHN8pR4BZ3q8_QV1-WJV7CgW60W8qNvrW1J10pnW8Cy42y6cp5q3TdF3J8VdNm-W4MdDn699l234W1bQLQc1-04W1V23SnM1R8pvSW1m80lg17GYTwW112gXz1_q7qfW7tmNg-5Y7vmDW1yKg7N2q489qW4KNrpx7zYYMwW6kWxBl4JL7-wW1zkftb5VKn9rW44wgrQ4plGvbW7Kcl4v3rknDTW77xLk77J4CDbW8PwYhX66yL22V98D7D3drzRMW8SNWvv735wFPW4TcZgW8L9vLYW6CcZCH3M8KJ4W8LgNb52NdGsK3kFS1
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VXjRHc2HnK2zW1sh1ZM6NBpz4W7CpFKy4RTdZHN8pR4BZ3q8_QV1-WJV7Cg-0gW6ZqbrY5HW2FHW7G9mY77jYKSTW5ZVyfX5W9t25W2tswpw4kmdn5N6ZNrR3x2HgBW5N-4rd5ywpcvW5ZMlxj8QVTW2W6LQslw31MqCvW8W9W4T1H-vG9W8Sn0mn8y2GR2W3xjwmh3JR_S0N2KsRG53YmvMW3WFPrd7g6JLyVjNk6z7s0RHBW410kzc2W7NZCW7-Gv7w4-sG05W6V34406VBn4cW8C1jKM14kCJ0N1x2B-XcgFcZW91DYPy7MRVRlW8sr3Pb1QYjQYW6qHNbD4SZYgt3mD71

pandemic (Fig. 22). Traffic of prospective homebuyers fell 64% from January of this
year through October to the slowest pace since the lockdown recession (Fig. 23).

(4) Supply shortage persists. Supply dynamics continue to favor higher prices despite
the rise in mortgage rates. Housing prices are still expected to be up 11% for 2022,
followed by 2% in 2023, according to the National Association of Realtors’ (NAR)
most recent forecast. “Inventory will remain tight in the coming months and even for
the next couple of years,” Lawrence Yun, NAR'’s Chief Economist, recently said.
“Some homeowners are unwilling to trade up or trade down after locking in historically
low mortgage rates in recent years, increasing the need for more new-home
construction to boost supply.”

The months’ supply of existing homes on the market remained puny at 3.2 months
during September 2022 (Fig. 24). Back in 2010, the supply was over 10 months.
Compared to existing homes, there is a notable divergence in the supply of new
homes, which are up to around nine months from a pandemic low near three months.
However, the market is much more heavily weighted toward existing homes, with 1.3
million existing homes currently available for sale versus 462,000 new homes (Fig.
29).

(5) Lending standards/foreclosures. Foreclosures are near record lows, so they’re
unlikely to pressure housing prices downward as happened during the GFC (Fig. 26).
High prices—buoyed by inventory shortages and a pandemic-driven surge in demand
for suburban homes—are unlikely to pop owing to nonpayment of mortgages by
distressed homeowners because there’s not much evidence of their financial stress.

During the GFC, many buyers lacking evidence of sufficient income were approved
for mortgages, artificially propping up home prices. That would be highly unlikely to
happen today. Data from the Federal Reserve Bank of New York recently showed that
the typical credit score for newly originated mortgage debt during Q2 was above 700
(Fig. 27). The share of mortgage balances 90+ days past due remained at 0.5%, near
a historical low, Fed data show (Fig. 28).

(6) Demographics. Millennial homebuyers would likely swoop into the market en
masse if home prices fell further from here (assuming that mortgage rates don’t rise
too much further), providing a floor of sorts. Millennials finally are aging into the
housing market—Dbuying their first homes but later in life than their Baby Boom
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parents did; that’s primarily because many have had difficulty saving for a down
payment while burdened with huge student loan debt.

Millennials’ main hurdles to homeownership now are affordability and qualifying for a
loan. But they do now make up the largest share of home buyers, at 43%, according
to the NAR'’s 2022 Home Buyers and Sellers Generational Trends report.

Gen Zers, right behind Millennials in age, also have begun to enter the housing
market, currently composing 2% of home buyers.

(7) Institutional investors. Not only Millennials but institutional investors as well would
swoop in to provide a floor for housing prices if they began to tank—as these
investors did for the asset fire sales during the GFC. That’s especially true as
institutional ownership represents a growing, though small, share of the real estate
market.

(8) Money supply. By the way, in recent years, a close correlation between the
monetary aggregate M2 and the S&P/Case-Shiller Home Price Index has emerged
(Fig. 29). The monetary aggregate represents the liquid dollars floating around and
available to buy up other assets. M2 would have to fall a lot further for the correlation
to imply declining housing prices too, all else being equal, because currently there’s
still a lot of money in circulation chasing scarce housing assets.

Calendars

US: Wed: ADP Nonfarm Employment 193k; MBA Mortgage Applications; Crude Oil
Inventories & Gasoline Production; FOMC Interest Rate Decision 4.00%; FOMC
Press Conference. Thurs: Trade Balance -$72.1b; Factory Orders 0.3%; Initial &
Continuous Jobless Claims 220k/1.45m; Productivity & Unit Labor Costs 0.6%/4.1%;
ISM NM-PMR 55.5; Natural Gas Storage. (Bloomberg estimates)

Global: Wed: Eurozone, Germany, France, Italy, and Spain M-PMlIs
46.6/45.7/47.4/46.9/47.5; Germany Unemployment Employment Change &
Unemployment Rate 15k/5.5%; Germany Trade Balance €0.7b; China NM-PMI 49.2;
Wuermeling; Nagel. Thurs: Eurozone Unemployment Rate 6.6%; Italy Unemployment
Rate 7.8%; UK C-PMI & NM-PMI 47.2/47.5; BOE Interest Rate Decision 3.00%; RBA


https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VXjRHc2HnK2zW1sh1ZM6NBpz4W7CpFKy4RTdZHN8pR4D73q90_V1-WJV7CgNq8W3tvZJ55frxbpW1DQ4Xc5TsmbWW7N-v4w1ngPxGN16TnhLTSs2mVJQdJm49jp5WVmzZFX6Tf03FW8pSSf25B1pZ-W8PkByt5g3_KcW6kcxbL6JHxZPW2SRsX12rTdzzW5SLSgg4pd45BW3_xp6f6-R2p4W8ptKpZ2_7V4YW5mSTLZ501YY0N8VyXH8G3Qm_N7tW7B6rv32cW3lym4x5CztrxN8XLxxh_CpRTW1jH1BD7CrLYTV5Rxlf2ZMJSzW322mRP1_xQ4hW70YNgs60HR4mW8FG6wB8ltb-PW34TQwY2xt7tDW20HjNR1vhhHrVgknJk5LS-83W3M66y61yVp9SW3FrG6l8709hvW7qNHc98bkstFW6L9Rjy2mh7TD37fX1
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VXjRHc2HnK2zW1sh1ZM6NBpz4W7CpFKy4RTdZHN8pR4BZ3q8_QV1-WJV7CgHppW7DY7Pv2cZzwKW213pwv4v5N1lW7wG3jR2P0l70TxzSt2V2pDrW5qDs5D105xqFVcRZlM6SbTg-W7-3HF11TpXwrN8LVkmnthqTSW6QJTWV8RH5LpW3vJVgs2wcVJyN8sG4ctp-K8vVpTytF7lM8Y-W5BcJlb10BpVDW37bSsR2_f2tQV7hrLM2Bqk-WW2Zm-ND79MMPbVxx-DW1jr0xXW1PNyX02RqpR6Vtpzfb65myf0W5YVJ9W2RKf8SN2WHjXHxzDdpW1RFpY27JQ6mL3krQ1

Monetary Policy Statement; Lagarde; Panetta; Elderson; McCaul; Bailey; Mann;
Nagel. (Bloomberg estimates)

Strategy Indicators

S&P 500 Growth vs Value (link): As of Monday’s close, the S&P 500 Value index
was a whisker out of a 10% correction while the S&P 500 Growth price index was still
in a deep 28.8% bear market. Growth’s underperformance relative to Value began on
November 30, 2021 when its price index peaked at a record high. Since then, Value’s
price index has dropped 2.4%, while Growth’s is down 26.1%. Growth made a new
low for the year on October 12, while Value remained above its September 30 bottom.
At that October 12 low, Growth was down 20.1% from its recent high on August 15 to
32.8% below its December 27 record high. Value was down a lesser 14.6% on
September 30 from its August 16 high to 19.2% below its January 12 record high.
Looking at their ytd performances through Monday’s close, Growth has tumbled
27.8% ytd, well behind the 8.7% decline for the S&P 500 Value index. Looking at the
fundamentals, Growth is expected to deliver stronger revenue growth (STRG) than
Value over the next 12 months, but their earnings growth (STEG) is not far apart.
Growth has 7.1% forecasted for both STRG and STEG, while Value has forecasted
STRG and STEG of 4.1% and 6.3%, respectively. Growth’s forward P/E peaked at a
20-year high of 30.4 on January 26, 2021, and tumbled 40% to a 27-month low of
18.4 on June 16. After rebounding to 23.3 in mid-August, it tested the June with its
18.5 reading on October 12. It was back up to 19.8 on Monday. Value’s forward P/E
fell 24% from 17.6 in January 2021 to 13.4 on June 16. It made a new 30-month low
of 13.0 on September 30, and has since risen to 14.6 as of Monday’s close.
Regarding NERI, Growth’s and Value’s were negative for a fourth straight month in
October following 26 positive monthly readings. Growth’s dropped to a 28-month low
of -13.4% in October from -9.9% in September, and Value’s was down to a 27-month
low of -12.2% from -9.1%. Growth’s forward profit margin of 18.0% is down 1.1ppts
from its record high of 19.1% in mid-February and compares to its prior pre-Covid
record high of 16.7% during September 2018. Value’s has held up better, dropping to
0.5ppt to 10.9% from its record high of 11.4% in December.

S&P 500 Q3 Earnings Season Monitor (/ink): The Q3-2022 earnings season is off to
the poorest start of a quarterly reporting season since Q1-2020, assessed by the four
surprise metrics we measure for both earnings and revenues. With over 55% of S&P
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500 companies finished reporting revenues and earnings for Q3, revenues are ahead
of the consensus forecast by just 1.4%, and earnings have exceeded estimates by
only 3.9%. At the same point during the Q2 season, revenues were 1.8% above
forecast and earnings had beaten estimates by 5.4%. For the 277 companies that
have reported Q3 earnings through mid-day Tuesday, the aggregate y/y revenue and
earnings growth rates have slowed from their readings from Q2-2021 to Q2-2022. The
277 reporters so far collectively has a y/y revenue gain of 11.3% but an earnings gain
of only 3.2%, as higher costs are pressuring profit margins. Excluding Energy, S&P
500 revenue growth falls to 8.0% y/y from 11.3% and earnings growth drops to -3.9%
from 3.2%. Just 68% of the Q3 reporters so far has reported a positive revenue
surprise, and 72% has beaten earnings forecasts. Furthermore, significantly fewer
companies have reported positive y/y earnings growth in Q3 (60%) than positive y/y
revenue growth (79%). These figures will change markedly as more Q3-2022 results
are reported in the coming weeks, particularly from non-Financial firms with greater
exposure to the strong dollar. While we expect y/y growth rates to remain positive in
Q3, we think the revenue and earnings surprises will deteriorate g/q due to the
slowing economy, missed deliveries, higher costs, and currency translation.

US Economic Indicators

JOLTS (link): Job openings in September rose 437,000 to 10.72 million after dropping
four of the five prior months, by 1.58 million to a 14-month low of 10.28 million; this
compares with a record high of 11.86 million in March. There were 5.75 million
unemployed in September, so there were 1.9 available jobs for each unemployed
person that month, up from August’s 1.7—which was the lowest since the start of the
year—moving back toward July’s 2.0. By industry, the largest gains in openings were
in accommodations & food services (215,000), health care & social assistance
(115,000), and transportation, warehousing, & utilities (111,000). Industries showing
the largest declines: wholesale trade (-104,000), finance & insurance (-83,000), and
durable goods manufacturing (-41,000). Hirings fell for the sixth time in seven months,
by 252,000 in September and 750,000 over the period, to 19-month low of 6.08
million. Meanwhile, the number of quits continued to move lower, dropping 449,000 to
4.06 million in September, since reaching a record-high 4.51 million last November.

Construction Spending (/ink): Construction spending in September ticked up 0.2%,
soaring 10.9% yly to a level fractionally below July’s record high; that result followed
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its first decline since last September in August (-0.6%). Private construction spending
climbed 0.4% m/m and 11.9% yl/y to within 0.3% of July’s record high, while public
construction spending fell for the second month, dropping 0.7% over the period, after
rising six of the prior seven months by 6.1%. Within private construction spending,
residential investment was unchanged after declining the prior three months by 2.9%,
after not posting a decline since May 2020; September’s level is 2.9% below May’s
record high. The recent weakness in residential investment was driven by single-
family construction spending, which hasn’t recorded a gain since April, plunging
11.9% during the five months through September. Multi-family construction remained
in a volatile flat trend just below last May’s record high. Meanwhile, home
improvement spending hasn’t posted a decline since September 2020, soaring 62.7%
over the two-year period to yet another new record high. Private nonresidential
spending has increased in four of the past five months, by 1.0% m/m and 6.6% over
the period to a new record high.

US Manufacturing PMI (/ink): ISM’s October M-PMI showed manufacturing activity
continued to drop closer to the demarcation line between expansion and contraction,
while the price measure dropped below 50.0 for the first time since May 2020. Since
peaking at 63.7 last March, the M-PMI has dropped to 50.2 this October, the lowest
since May 2020 during the height of the pandemic. The new orders (to 49.2 from
47.1) measure moved back up closer to the 50.0 breakeven point; it had a brief trip
into expansionary territory in August (51.3), while the production (52.3 from 50.6)
gauge climbed further above 50.0. In the meantime, the employment (50.0 from 48.7)
measure was back up at 50.0 after falling below in September and rising above in
August. (This index is a poor predictor of BLS manufacturing payrolls data.) The
inventories measure remains in a volatile flat trend, falling to 52.5 last month after
rising from 53.1 to 55.5 in September. Supply chains are functioning more normally,
with the supplier deliveries measure continuing its retreat from last May’s 78.8 to 46.8
this October—the best since March 2009. The backlog of orders subindex dropped to
45.3 last month from a recent high of 70.6 last May. Meanwhile, ISM’s prices-paid
measure dropped below 50.0 last month, led by declines in commaodity prices, sinking
from a recent high of 87.1 in March to 46.6 in October; it was at 92.1 in mid-2021—
which was the fastest since the summer of 1979.
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