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The labor market is still strong as the Fed plans more 
rate hikes
Job growth remained above trend and the unemployment rate fell back to historic lows in
September. The tight labor market (and rising wages) has kept consumer demand in decent
shape despite high inflation. And growth appears to have picked up in the third quarter, with an
expected boost from trade.

5
Financial Markets

Markets take a beating as Fed tightening continues
S&P 500 index lost almost 10 percent of its value in September as analysts chopped earnings
estimates and interest rates climbed. The retreat of expectations clobbered investors’ sentiment
after optimism reigned in the first two months of the third quarter. Fixed-income investors
suffered the same fate as an unexpectedly high core inflation reading lifted forecasts for a more
severe Fed tightening cycle.

6
The Outlook

The tightening cycle’s endgame is approaching
Asset prices reeled in the wake of the Federal Open Market Committee meeting in late
September, as policymakers once again lifted the benchmark overnight rate by 75 basis points
and telegraphed further hikes in the months ahead. Specifically, the FOMC now anticipates that
the federal funds target will end 2022 at 4.4 percent, implying a cumulative increase of 125 basis
points over the final two meetings of the year.
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The Fed has responded to strong
inflationary pressures with a significant
tightening of financial conditions this
year. Sharply rising inflation and interest
rates, along with Fed tightening, are
usually later-cycle phenomena. While
overall growth has slowed, we do not
expect this expansion to end this year —
but the odds of a downturn in 2023
have risen significantly.

One of the best predictors of an economic downturn is a fully inverted yield curve, when
short-term interest rates are above long-term rates for a sustained period.

The spread between 10- and 1-year Treasury note yields remained inverted into October —
flashing a yellow warning light for continued growth. But the entire yield curve has not
inverted yet, with federal funds rate still lower than longer duration Treasuries. A further 75
basis point rate hike by the Fed in early November would likely cause a full inversion of the
yield curve, although historically the curve would need to be inverted for several months in
order to be a clear recession signal.
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The labor market is still strong 
as the Fed plans more rate hikes

Job growth remained above trend and the unemployment rate fell
back to historic lows in September. The tight labor market (and
rising wages) has kept consumer demand in decent shape despite
high inflation. And growth appears to have picked up in the third
quarter, with an expected boost from trade.

Job growth solid, but downward trend continues
Nonfarm payrolls grew by 263,000 in September, in line with
expectations. While still above the long-run average, September’s
gain was the slowest job growth since April 2021 as hiring
gradually decelerates this year. Hiring remains strong in leisure
and hospitality and health care on the services side, as well as for
manufacturing on the goods side.

The unemployment rate fell back to 3.5 percent to match its
lowest level in over 50 years, aided by a small dip in the labor
force participation rate. This highlights the persistent imbalance
between labor demand and labor supply which is driving up wages
for workers. Labor demand has retreated somewhat but is still
quite strong with job openings above 10 million in August. Labor
supply, however, remains highly constrained as the civilian labor
force only recently surpassed its pre-pandemic peak.

The latest projections from the Fed suggest additional rate hikes
totaling 125 basis points over the last two FOMC meetings of
2022. With the unemployment rate again at a cycle low and
employer demand still solid, it’s unlikely that the Fed will pivot
away from its aggressive inflation-fighting moves in early
November — further increasing the odds of a recession over 2023.

Trade should help economic growth in third quarter
While the first half of 2022 featured two quarters with negative
real GDP growth, trade and inventories acted as significant
headwinds, offsetting modest expansion for spending and
business investment. Third quarter growth (released in late
October) is likely to show an inverse of these trends, with weaker
underlying growth pulled up by a much narrower international
trade balance.

Retail spending in dollar terms has been decent in recent months,
but much of the growth can be attributed to rising prices. After
adjusting for inflation, personal consumption expenditures (PCE)
are expected to be slightly positive in the third quarter. Business
fixed investment has been equally mixed as businesses look for
areas to cut back on expenses, especially on structures.

Net exports are likely to be the largest contributor to third-quarter
real GDP growth as the trade deficit is estimated to have shrunk
significantly over the period. There should be some offset to these
positives from further inventory drawdowns and the sharp decline
in residential construction. In total, we expect annualized real GDP
growth of about 2.0 percent — not particularly strong, but better
than the negatives from the first half of the year.

ISM surveys show easing price pressures
Although still in expansion, the ISM manufacturing index fell to a
28-month low in September, while the services index was only
down slightly for the month. Both showed signs of weakening new
order demand, with the main difference between the two being
employment — which fell into contraction for manufacturing but
increased again for the service sector.

The most positive news — consistent across the two surveys —
were reduced supply chain pressures, driving lower input prices
for producers. The prices index for services remained higher but
slowed for a fifth consecutive month. Prices paid by
manufacturers are now only modestly above the expansion-
contraction line and below the long-run average. Improved supply
conditions for the business sector can also be seen in fewer
supplier delays; the supplier deliveries index for manufacturing fell
to its lowest level since December 2019, and since February 2020
for services. Anecdotally, however, respondents in both surveys
continued to note supply chain disruptions as some commodities
remain difficult to source.

Source: Institute for Supply Management

ISM Manufacturing Prices Index
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Markets take a beating as Fed tightening continues

S&P 500 index lost almost 10 percent of its value in September as
analysts chopped earnings estimates and interest rates climbed.
The retreat of expectations clobbered investors’ sentiment after
optimism reigned in the first two months of the third quarter.
Fixed-income investors suffered the same fate as an unexpectedly
high core inflation reading lifted forecasts for a more severe Fed
tightening cycle. Not helping was a persistently healthy labor
market and news of a cut in oil production. Still, commodity prices
are falling, and supply chains are healing. The fourth quarter
beckons, with earnings likely to be above forecasts and inflation
likely to underperform compared with 2021’s sizable uptick.

Earnings estimates take down stocks
Third-quarter earnings estimates for the S&P 500 have fallen by
more than six percent over the last three months. The drop is
significantly below the 10-year average of two percent over the
preceding 90 days before the end of a quarter. A leading
contributor to the decline was the strength of the U.S. dollar. The
seven percent increase in the trade-weighted value of the dollar in
the third quarter and the 40 percent international revenue
exposure for S&P 500 companies have made this season
vulnerable to reduced expectations.

Year-over-year earnings growth for the S&P 500 in the third
quarter is forecasted to be nearly three percent. If achieved, the
annual change in profits would be the slowest since 2020.
However, analysts have undershot the actual results in recent
quarters. For the second quarter, late estimates showed less than
four percent growth while the S&P achieved a nearly seven
percent gain. A series of upside surprises could be a catalyst for
the market to pare its 2022 losses as the end of the year
approaches.

The real impact
Real interest rates hit a 12-year high at the end of September, with
the yield on the 10-year U.S. Treasury Inflation-Protect note
exceeding 1.5 percent. The more than two-and-a-half percent
increase in real rates since the beginning of 2022 showed the
Fed’s efforts to limit the money supply in its fight against inflation.
Success in slowing demand has been less successful, fueling the
sharp upturn in rates.

The firm grip of inflation on the economy has harmed fixed-
income investors. Forecasts for moderate inflation by the end of
this year have dissipated, driving longer durations yields higher.
The yield on the U.S. Treasury 10-year note approached 4.0
percent again in mid-October. The last day that security traded
above four percent was October 14, 2008 — less than one month
after the government-sponsored mortgage giants were placed in
conservatorship.

Even more shocking is that the yield on the 10-year note has
climbed by more than three percentage points over the last 21
months and sits four times higher than the late 2020 level. The
rapid move has caused portfolio managers to sell bonds to keep
their portfolios at a constant level. The need to reduce their
holdings only accelerates the rise in rates, and the associated
increase in mortgage rates — unwelcomed by potential home
purchases and underwater mortgage debt holders.

The 2-year U.S. Treasury note yield at the end of September was
400 basis points above its reading last year. The most comparable
move over the last 30 years was the 350-point rise from
December 1993 to 1994. At that time, financial firms struggled as
deposits were withdrawn for short-term funds, impairing firms
with long-dated assets. The “run on the bank” problem is another
illustration of issues that arise from dramatic changes in interest
rates over a short period.

International markets have not been immune to higher interest
rates. The sharp rise in energy costs has led to a wave of central
bank tightening regimes and calls for political changes. The dollar
has been a beneficiary of fears of a global slowdown and higher oil
prices. A victim of the greenback’s move is corporate profits
which thrive on cheap imports and healthy exports.

A decline in the price of raw materials over September offers hope
of a moderation in inflation, while positive employment news
postpones imminent recession fears. But the Fed is not backing
away from its inflation fight in the near-term with further sharp
tightening expected over the final two FOMC meetings of the
year.

Sources: Bloomberg

1-month 6-months 12-months

S&P Composite 500 Index -9.21% -20.20% -15.47%

S&P Midcap 400 Index -9.19% -17.50% -15.25%

S&P Smallcap 600 Index -9.88% -18.58% -18.83%

EAFE1 -9.73% -23.84% -27.17%

U.S. Dollar Index2 3.14% 14.04% 18.98%

CRB Commodity Index3 -7.62% -9.11% 17.20%

Intermediate Treasuries4 -2.40% -4.69% -9.23%

Long Treasuries5 -7.90% -20.41% -26.65%

Investment-grade Corporate Bonds6 -5.26% -11.95% -18.53%

1 Index measuring equity 
performance of developed 
markets outside of the U.S. and 
Canada

2 Federal Reserve trade-weighted 
broad currency index

3 Commodity Research Bureau; 
CRB spot index

4 Index of 1-year to 10-year 
Treasury notes

5 Index of 10-year and longer 
Treasury notes and bonds

6 Index of U.S. investment-grade 
corporate bonds

Total returns represented 
as of 9/30/22

Asset Class 
Performance
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The tightening cycle’s endgame is approaching

Asset prices reeled in the wake of the Federal Open Market
Committee meeting in late September, as policymakers once
again lifted the benchmark overnight rate by 75 basis points and
telegraphed further hikes in the months ahead. Specifically, the
FOMC now anticipates that the federal funds target will end 2022
at 4.4 percent, implying a cumulative increase of 125 basis points
over the final two meetings of the year.

Endgame is in sight
At the same time, Fed officials also expected fed funds to stand at
4.6 percent at the end of 2023. This would mean just one 25 basis
point rate hike across the entirety of next year. Moreover, it is a
safe assumption given the prevailing trajectory and the recent
rhetoric that policymakers are planning the move for early in the
year, likely as soon as the January 31-February 1 meeting. The rate
hike cycle, then, could well be at its terminus before next spring.

A short, aggressive cycle
If the Fed’s forecast comes to fruition, this rate hike cycle will go
into the books as both one of the shortest and most aggressive in
recent history. Specifically, the 450 basis points in cumulative
tightening that the Fed now anticipates for the cycle would be the
most in more than four decades even though it would have
unfolded in less than a year (dating back to the early 1970s,
monetary tightening cycles have lasted for an average of more
than two years).

Economy to cool further
The periods between tightening and easing cycles have
historically been marked by slowing, but positive economic
growth. On average, the annual real GDP growth rate has
decelerated by one full percentage point from the last hike of a
tightening cycle to the first cut of an easing cycle, as the lagged
effects of the Fed’s more restrictive policies begin to take hold.
The economy is generally still expanding when the Fed begins
lowering the fed funds target, however, as there hasn’t been an
easing cycle launched in a recession since the mid-1970s. In the
current environment, the positive spread between the overnight
benchmark and long-term Treasury yields and the healthy
feedback loops still working through the labor market suggest
that this expansion can be similarly sustained for a time even as it
is buffeted by the rate hikes to date.

That said, those policy moves, as well as those still to come in the
months ahead, will drive a further downshift in an economy that
has already felt some of the impact. It is to be expected that the
labor market will continue to slowly loosen after the last rate hike
in early 2023 and that both spending and investment will follow
suit. This has been an unusual cycle in many ways, but, in big
picture terms, it is playing out quite normally; tighter monetary
policy is moderating GDP growth and tempering inflation
expectations, gradually offsetting the virtuous cycles that were
spurred by earlier Fed easing.

Source: Federal Reserve Board of Governors
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Job growth remains solid in most parts of 
the country

• 23 states had 12-month job 
growth rates of at least 3.0 
percent as of August as demand 
for workers remains strong 
across many local economies.

• Job gains have been relatively 
slower in the middle of the 
country and in the Northeast 
where unemployment rates are 
extremely low and available 
workers are scarce. 

Most state labor markets are very tight
• The unemployment rates in 18 

states were below 3.0 percent in 
August — a very low level which 
is placing strong upward 
pressure on wages as employers 
compete for the few unemployed 
workers. 

• 13 states (including Alaska, not 
shown) have unemployment 
rates above 4.0 percent — led by 
New York at 4.7 percent — a few 
more than in previous months. 

Sources: Bureau of Labor Statistics; Haver Analytics
Twelve-month growth rate in nonfarm payroll employment, August 2022

Sources: Bureau of Labor Statistics; Haver Analytics
Civilian unemployment rate, August 2022
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Sources: Bureau of Economic Analysis; Haver Analytics
Four-quarter change in real gross domestic product by state, 2022Q2

Sources: National Drought Mitigation Center
U.S. Drought Monitor; October 6, 2022

October 2022

Real GDP growth is slowing in most states
• Eight states (including Alaska 

not shown) contracted modestly 
from 2021Q2 to 2022Q2 as 
growth conditions slow across 
the country in response to high 
inflation and rising interest rates.  

• Several states still posted well 
above-trend real GDP growth 
rates over the past year — led by 
Idaho, Tennessee, and Florida, 
among others.  

Drought conditions remain widespread but 
have reduced in intensity

• Almost the entire western half of 
the country remains under at 
least moderate drought 
conditions, but areas with 
extreme readings have declined 
substantially over the past two 
months due to monsoon rains.

• The megadrought continues to 
disrupt the supply of water for 
residential and agricultural uses 
in many key crop production 
states, reducing yields while 
helping to support crop prices. 
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Further solid hiring for September
• Nonfarm payrolls rose by 

263,000 for September, below 
the recent trend but still solid as 
demand for workers remains 
strong in most industries. The 
economy has added nearly 3.8 
million jobs so far in 2022. 

• The U-3 unemployment rate 
declined back to 3.5 percent. 
Low labor supply continues to be 
a top concern for firms as job 
openings far surpass the number 
of unemployed workers.

Mortgage rates spike to highest levels since 2007

• According to survey data from 
Freddie Mac, 30-year fixed 
mortgage rates jumped to 6.70 
percent at the end of September 
— nearly 4.0 percentage points 
higher than in July. 

• Home sales activity has plunged 
in response to the much higher 
costs for a mortgage, shifting 
market demand back to 
multifamily units and apartments 
with homeownership now out of 
reach for many potential buyers. 

Sources: Bureau of Labor Statistics; Haver Analytics
Monthly change in nonfarm payroll employment; level of the civilian U-3 unemployment rate, September 2022
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Shipping costs nearly back to normal 
as supply chains heal

• The cost to ship a container from 
China to the U.S., which spiked 
above $20,000 in 2021, had 
dropped below $3,000 by early 
October as ports steadily return 
to normal operations. 

• The decline in transportation 
costs is another sign that global 
supply chains are healing with 
input costs falling for 
manufacturers and service 
companies — eventually leading 
to lower prices for consumers.

Household balance sheets are still in good shape
• The financial obligations ratio 

(household debt versus 
disposable income) rose in the 
first half of 2022 but remains 
solidly below pre-Covid levels as 
most households can afford to 
pay their mortgages, auto loans, 
and other primary debts. 

• This suggests that should a 
recession occur over the next 
year; the number of defaults and 
foreclosures should be low —
reducing the expected depth of 
a potential downturn. 

Sources: Freightos; Bloomberg
Cost to ship a 40-foot container from China to the U.S. west coast; October 2, 2022
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Sources: Federal Reserve Board; Haver Analytics
Financial obligations ratio, 2022Q2
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Actual Estimate Forecast
2020 2021 2022 2023 2024 2025 2026

Real GDP 1 -3.4% 5.7% 1.7% -0.6% 1.4% 1.9% 2.0%

Unemployment Rate 2,7 8.1% 5.4% 3.7% 4.8% 5.2% 4.8% 4.6%

Inflation (CPI) 5 1.2% 6.7% 7.2% 3.8% 2.6% 2.5% 2.4%

Total Home Sales 3,7 6.47 6.89 5.75 4.90 5.15 5.50 6.00

S&P/Case-Shiller Home Price Index 9 10.3% 18.8% 8.0% 1.0% 2.5% 3.0% 3.5%

Light Vehicle Sales 3,7 14.5 14.9 13.6 14.8 15.5 16.0 16.2

Federal Funds Rate 2,4,6 0.00% 0.00% 4.25% 4.50% 3.00% 2.50% 2.50%

5-Year Treasury Note 2,4 0.36% 1.26% 4.00% 3.90% 3.05% 2.80% 2.75%

10-Year Treasury Note 2,4 0.93% 1.52% 3.50% 3.20% 3.10% 3.00% 2.90%

30-Year Fixed-Rate Mortgage 2,4 2.67% 3.11% 6.30% 5.35% 4.75% 4.30% 4.10%

Money Market Funds 2,8 0.47% 0.14% 2.27% 4.53% 3.59% 2.59% 2.53%

Major forecast changes from last month
 Further rate increases of at least 50 basis points are expected from the Fed at the final two FOMC meetings of 2022 — lifting the

federal funds rate to the 4.25-4.50 percent range by year-end. One final smaller rate hike is likely to occur in early 2023 with the
Fed keeping rates at that level throughout the next year. With inflation still moderately above-trend at the end of 2023 due to
sticky costs for housing and services, the Fed is not expected to ease monetary policy back to neutral until 2024.

 We now expect a recession to occur over 2023 as the Fed should remain aggressive with rate hikes. While the depth of the
downturn should be modest, real GDP growth is projected to be weak into 2024 with the Fed unlikely to ease quickly in order to
prevent renewed inflation. The unemployment rate should climb in coming years, although not close to the peaks seen over the
past two recessions.

 Long-term interest rates should peak in the fourth quarter of 2022 before gradually declining over 2023 in response to
recessionary conditions and falling inflation expectations. The yield curve should fully invert soon and remain inverted into 2024
with the Fed not expected to ease until then. Even at the end of 2024, the yield curve is projected to be nearly flat.

1 Percent change year-to-year
2 Percent
3 Million units
4 Year end

5 Percent change Q4-to-Q4
6 Target rate, lower limit
7 Year average
8 Annual return

9 Percent change Dec-to-Dec

Sources: Haver Analytics (actuals); Nationwide Economics (estimates and forecasts); except Money Market Funds (all data from Nationwide Economics)

As of October 2022
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