
September PMI survey data added 
to signs that the US economy 

continued to expand at a good rate in 
the third quarter, albeit with the pace 
of expansion down on that seen in the 
second quarter.

The latest monthly reports from the 
Institute for Supply Management 

show that the nonmanufacturing and 
manufacturing sectors of the economy 
continued to expand at brisk pace in 
September. Details in both reports were 
positive and suggest strong, broad-
based growth in the economy. But 
that is based on the headline data. The 
finer details paint a slightly troubling 
picture as suggested by the Citi US 
Economic Surprise Index (see 1st chart 
on this page).

The ISM's Non-Manufacturing index 
rose to a reading of 61.6, a new all-

time high for this index which began in 
2008. For this index, 50 is neutral, with 
readings above 50 suggesting expansion 
and readings below 50 suggesting 
contraction. Typically, the NMI ranges 
between 50 and 60, with dips below 50 
during recessions. Historically, readings 
above 49.0 have suggested expansion 
of the overall economy. The September 
result is the 104th consecutive reading 
above 50 (see 2nd chart below).
 

Among the key components of the 
NMI, the business activity index 

(equivalent to the production index 
in the ISM manufacturing report) was 
65.2 in September and is the 110th 
consecutive month above 50. For the 
month of September, all 17 industries 
in the nonmanufacturing survey 
reported growth.

The nonmanufacturing new orders 
index came in at 61.6, up from 60.4 

in August. September was the 92nd 
month of readings above 50. The new 
export orders index, a separate index 
that measures only orders for export, 
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was 61.0 in September and has been 
above 50 for 20 consecutive months.

The one component that raised 
concern in the nonmanufacturing 

report was the prices index. It rose to 
a reading of 64.2 in September versus 
62.8 in August. September was the 31st 
month in a row that the prices index 
has been above 50. This result suggests 
nonmanufacturers are experiencing 
materials cost increases.

The ISM Manufacturing Purchasing 
Managers' Index from the Institute 

for Supply Management registered a 
59.8 reading in September, down from 
61.3 in August. Despite the slight drop in 
the month, that is the 25th month in a 
row above the neutral 50 level. Typically, 
the PMI ranges between 45 and 65. 
Historically, readings above 43.2 suggest 
expansion for the overall economy. 
September is the 113th month in a row 
above 43.2.
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The production index was 63.9 in 
September, up from 63.6 in August 

and the highest since January (see 1st 
chart on this page). September marks the 
25th month in a row above 50. Historically, 
readings above 51.5 are consistent with 
growth in the industrial production 
index from the Fed. In September, 14 
of the 17 industries surveyed reported 
growth, while none reported a decrease 
in production.

However, the PMI manufacturing 
survey will likely fall over the next few 

months as indicated by the difference of 
ISM New Orders and Inventories (see 2nd 
chart on this page). 

As with the nonmanufacturing survey, 
the one component that raises 

concern is the price index. The price 
index fell 5.2 percentage points to 66.9 in 
September from 72.1 in August. Despite 
the ease, the price index has been above 
50 for 31 months. The continuing high 
level of this index suggests manufacturers 
remain under difficult pressure from 
rising input costs.

The combined survey results 
suggest that the pace of economic 

growth continued to run close to a 3% 
annualised rate over the third quarter. 
This would mark a slower rate of 
economic expansion than the second 
quarter, albeit with the economy still 
enjoying robust growth. That would be 
less that the 4.00% plus GDPNowcast 
forecast of the Atlanta Fed (see 3rd 
chart on this page).
 

From a demand perspective, order 
books look encouragingly resilient and 

robust. New order inflows across both 
sectors ‒ the best gauge of changing 
demand conditions ‒ rose to a three-
month high in September, climbing above 
the survey's long run average.

However, that may be not what 
it seems. 

Across the U.S., companies are 
hitting the panic button. The Trump 

administration has levied 10 percent 
tariffs on $200 billion of Chinese goods, 
a charge that is expected to rise to 25 



percent by 2019. This top the tariffs on 
$50 billion of Chinese goods that were 
imposed in August, and is an effective 
tax on U.S. consumers, who will soon 
be paying more for everything from 
cosmetics to clothing to cars if they aren't 
already.

Against that backdrop, it's becoming 
clear that many companies 

are rushing to secure products and 
materials before prices rise regardless 
of current demand. You could say they 
are in panic-buying mode. The upside 
is that this behavior bolsters economic 
growth in the short term. The downside 
is that there is likely to be a nasty 
hangover. 

Evidence that panic buying has set in 
was seen in the September Chicago 

Purchasing Managers Index report, 
which is a bellwether for the broader 
national manufacturing sector. While 
the results "disappointed," with the 
index falling from 63.6 to a still high 
60.4 and the new orders component 
sinking to a six-month low, the inventory 
component surged above the 60 mark. 
(In these diffusion indexes, readings 
above 50 denote expansion.) To put the 
stockpiling in context, inventories have 
only breached 60 twice this year. Such 
nosebleed readings are so rare that 
they rank in the 97th percentile over 
the last 30 years.

As per the Chicago PMI:

Firms continued to add to their stock 
levels, building on August's marked 

rise. The scarce availability of inputs 
continued to encourage stockpiling while 
forecasts of higher future demand also 
contributed to the rise in inventories.

Private payrolls in the US increased 
121,000 in September, well below 

market consensus forecast for a 175,000 
gain. Last month's advance was also 
dramatically weaker than August's 
revised surge of 254,000. Despite the 
surprisingly softer report, the year-over-
year trend ticked up to 2.0%, a two-year 
high. (see 1st chart on this page)
 

The faster annual pace is 
encouraging, on its face. But keep 

in mind that the stronger year-over-
year change for last month reflects an 
unusually weak year-ago comparison. 
In September 2017, private payrolls 
were virtually flat on a monthly basis, 
edging up a slight 16,000 - the smallest 
monthly gain since 2010.

Nonetheless, short of an 
extraordinarily strong surge in 

October employment, it'll be tough 
for next month's year-over-year trend 
to hold at the 2.0% mark as the weak 
September 2017 data falls out of the 
comparison. For now, it's reasonable 
to assume that the labor market is still 
expanding at a healthy pace. Expecting 
a return to 2.0%-plus year-over-year 
gains in the months ahead, however, is 
probably expecting too much.

With strong labor conditions and 
with a variety of survey indications 
suggesting that demand is exceeding 
supply, a rise in price pressures should 
come as no surprise. The PMI surveys 
showed average prices charged for 
goods and services rising in September 
at the steepest rate yet recorded since 
comparable survey data were available 
in 2009.

The combination of strong labor 
conditions and brisk demand is the 

biggest risk to the US economy as the 
Fed threatens to pre-empt subsequent 
expected inflation which could be 
generated by those pressures. 

There is a very specific sequence 
from GDP growth to the Core CPI, 

and the subsequent reaction function 
of the Fed to rising Core CPI inflation 
(see 2nd chart above). Although 
the Fed lags the developments in 
growth and in inflation, the rise of 
the policy rate serves to hobble both 
variables. During all the instances of 
US recessions after World War II, the 
proximate causes were tightening 
of the policy rate which did brought 
inflation lower, but at the cost of 
declining output – a recession (see 
chart on next page). 

All this becomes significant in the 
light of an apparent flip from 

dovish to hawkish in the stance of Fed 
Chair Jerome Powell. In a recent Q&A 
session, he maintained the continued 
“gradual rate hike” mantra. What was 
surprising was when he said “we’re 
a long way from neutral, probably.” 
That seemed like it was a bit of a slip 
to a hawkish stance at that. What 
seems remarkable to us is that we keep 
hearing a dovish interpretation of the 
Fed’s recent disavowal of r-star (neutral 
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rate) and the related demise of forward 
guidance. But what Powell let slip is 
that he clearly still has an estimate of 
neutral and we are nowhere near it. 
That’s hawkish. 

We know that the US economy is 
on a roll, prices are rising, and that 
will induce the Fed to keep adding 
pressure to the brakes. However, the 
history of the Fed has not been stellar 
in this respect, and there is a chance 
that, as in all tightening cycles after 
WW II, we could be headed for a 
difficult 2019 if the Fed goes through 
with what it promised to do with the 
policy rates. 
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