2

Profile of the Economy

(Office of Macroeconomic Analysis)

November 16, 2022
Introduction

In the third quarter of 2022, U.S. economy continued to show strength and resilience in the face of global headwinds.  A strong rebound in GDP in the third quarter more than recovered the consecutive losses in the first half of 2022, and year-to-date real GDP growth is positive.  Labor markets remained tight—payroll job growth remained strong, unemployment rates were historically low, and high levels of job openings and quits rates pointed to robust demand for labor—with some signs that labor demand and supply are slowly realigning.  Meanwhile, other non-labor indicators also suggested expansion.  Of the six indicators used to determine business cycles, all were at, or near, all-time peaks.  Although inflation remained elevated in the third quarter, price growth was the slowest since the first quarter of 2021 as energy prices fell.  By contrast, food inflation remained brisk while core (excludes energy and food prices) held steady at a strong pace in the third quarter—due to continued strong demand for core goods and high, persistent shelter inflation.
Looking ahead, there are upside and downside risks to the economic outlook.  For potentially favorable developments, supply-chains may continue to recover and relieve upstream price pressures on inflation.  In addition, wage growth is trending to a pace more consistent with the FOMC’s 2-percent inflation target.  For potentially adverse developments, global economic growth is threatened by Russia’s invasion of Ukraine, impending oil production cuts by OPEC+, and financial instability in certain major international economies.  Moreover, Asia could face a resurgence of COVID-19 which could threaten supply-chain disruptions and renew price pressures for core goods.  The International Monetary Fund (IMF) now projects subpar global growth, which may feed back into the U.S. outlook by weakening international demand for U.S. goods and service exports.  Nonetheless, the U.S. economy has exhibited remarkable resilience in the face of headwinds in recent years, and the Administration’s economic policies will promote sustainable and equitable growth.

Economic Growth

Real GDP rose 2.6 percent at an annual rate in the advance estimate of third quarter economic activity.  The quarterly gain returned the economy to positive, year-to-date growth.  Expansion was propelled primarily by a strong contribution from net exports—particularly trade in goods—and, to a lesser extent, private consumption of services.  Over the most recent four quarters, real GDP was up 1.8 percent, matching the pace over the four quarters through the second quarter.
Real private domestic final purchases (PDFP)—the sum of personal consumption, business fixed investment, and residential investment—ticked up 0.1 percent in the third quarter, slowing from a 0.5 percent gain in the second quarter.  This measure—which excludes government spending, international demand for goods and services, and the change in private inventories— is typically a stronger indicator of future GDP increases and represents the private sector’s capacity to generate self-sustaining growth.

Real PCE—the largest component of PDFP and roughly two-thirds of real GDP—rose by 1.4 percent in the third quarter on an annualized basis, slowing from a 2.0 percent pace in the second quarter.  The third quarter reading suggested that households are continuing to rotate consumption patterns toward pre-pandemic patterns, in which services dominate—though the adjustment remains slow.  Although the services share of PCE has ticked up from 65 percent in early 2021 to 66 percent in the third quarter of 2022, it remains below the pre-pandemic average of about 69 percent.  Consumption of services rose 2.8 percent, led by demand for health care services and other services, including financial services, restaurants, and travel-related businesses.  Meanwhile, consumption of goods fell by 1.2 percent, reflecting lower spending on both durable and nondurable goods.  
Business fixed investment (BFI) surged by 3.7 percent at an annual rate in the third quarter, after ticking up by 0.1 percent in the second quarter.  The reading marked the ninth consecutive quarterly increase in BFI.  Third quarter BFI growth was led by a 10.8 percent rebound in equipment investment, which followed a 2.0 percent decline in the previous quarter.  Investment in intellectual property products rose 6.9 percent—strong but somewhat slower than the second quarter’s 8.9 percent pace.  By contrast, investment in structures posed a drag on growth for the sixth consecutive quarter, falling 15.3 percent in the third quarter after dropping 12.7 percent in the second quarter.  

Real residential investment—the third and final component of PDFP—dropped 26.4 percent at an annual rate in the third quarter, after falling 17.8 percent in the second quarter.  The contraction in this sector, which started in the second quarter of 2021, has accelerated, reflecting the ongoing correction in housing markets and tighter monetary policy.  In the third quarter, lower residential investment was led by less new single-family construction.  Single-family structures spending fell 36.3 percent while multi-family structures investment was down 5.5 percent.  Other structures investment—which includes manufactured homes, group housing, and ancillary spending like brokers’ commissions—dropped 21.5 percent in the third quarter.
The remaining components of GDP comprise the change in the buildup or drawdown of private inventories, international demand, and public sector demand.  The change in private inventories (CIPI) continued to pose a drag on the economy’s performance in the third quarter.  Although firms added $61.9 billion (constant 2012 dollars) to inventories in the third quarter, the buildup slowed from a $110.2 billion increase in the second quarter.  As a result, CIPI subtracted 0.7 percentage points from real GDP growth in the third quarter.  Inventories tend to be a volatile component of GDP and became even more so through the pandemic, given changing household consumption patterns and supply-chain disruptions.
On the international side, the narrowing of the trade deficit was the largest driver of GDP growth in the third quarter.  Net exports increased by $156.5 billion to -$1,274.0 billion, adding 2.8 percentage points to third quarter GDP growth.  Total exports of goods and services surged by 14.4 percent at an annual rate, led by exports of industrial supplies and materials (especially petroleum, petroleum products, and other nondurable goods) as well as exports of services (including travel and financial services).  Meanwhile, total imports decreased 6.9 percent.  The increase in net exports was the second consecutive quarter of improvement.

After subtracting from GDP growth in each of the previous five quarters, public-sector demand for goods and services rose by 2.4 percent at an annual rate.  Federal government consumption and investment grew by 3.7 percent, driven by defense spending, while state and local government consumption increased 1.7 percent, mainly reflecting increases in compensation for state and local government workers.
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Labor Markets and Wages

Labor markets have remained very tight in the third quarter, despite some signs of loosening at the margins.  Firms have added 4.1 million jobs in the first ten months of the year—the second-strongest year-to-date gain in 75 years and following record employment gains in 2021.  Notably, during the third quarter, the economy surpassed pre-pandemic employment levels as of August 2022.  In 2021, the headline unemployment rate registered the largest drop on record in a single calendar year, falling from 2.8 percentage points to 3.9 percent; since March, the unemployment rate has fluctuated in a very low range of 3.5 percent to 3.7 percent.  As of October, the unemployment rate stood at 3.7 percent, just 0.2 percentage points above the pre-pandemic five-decade low.  The broadest measure of unemployment—the U-6 rate, a measure of labor underutilization that includes underemployment and discouraged workers in addition to the unemployed—also continued to decline in 2022, falling to 6.7 percent in June and July, the lowest U-6 rate in the history of the series, which dates from January 1994.  As of October, the U-6 rate had ticked up to 6.8 percent.  The long-term (27 or more weeks) unemployment rate, also expressed as a percentage of the labor force, also dropped sharply last year, and stood at 0.65 percent in September, below its level before the pandemic.  As of October, this measure had risen somewhat to 0.71 percent.
By contrast, the recovery in labor force participation seen through the first quarter has stalled thereafter.  Although total labor force participation rate (LFPR) climbed to 62.4 percent in March 2022—just 1.0 percentage point below the pre-pandemic rate, it has fluctuated between 62.1 percent and 62.4 percent since then.  As of October 2022, total LFPR stood at 62.2 percent.  For prime-age (ages 25 to 54) workers, the LFPR climbed to 82.8 in August, just 0.3 percentage points below the nearly twelve-year high of 83.1 percent reached in January 2020, but by October had declined to 82.5 percent.  For those workers aged 55 years or older, the LFPR reached 39.1 in February 2022 but has since trended down to 38.9 percent as of October.  Between 2016 and 2019, the LFPR for those 55 or older averaged 40.1 percent but has averaged 38.8 percent since early 2020, possibly suggesting a downward shift in labor force participation among older adults due to such factors as Covid concerns and rising retirement rates.

Notwithstanding signs of loosening at the margins, the gap between labor supply and demand remains significant.  The demand for labor has hovered near record highs for the past eighteen months.  Before the pandemic, the record for the number of job openings was 7.6 million in November 2018.  Yet vacancies peaked in March 2022 at 11.9 million, or roughly 57 percent above the pre-pandemic high.  Although job openings have declined in the intervening months, they were still at 10.7 million as of the end of September 2022 (latest available data)—or 42 percent above the pre-pandemic peak.  The excess demand for labor has provided workers consequential leverage in terms of job mobility and wage demands.  For example, the quits rate remains exceptionally strong: by the end of September 2022, the number of job quits was at 4.1 million, almost 12 percent above the pre-pandemic high.  Moreover, the official number of unemployed persons per job opening ticked down in September to 0.5 workers, returning to the record low and remaining significantly below the average ratio of 1.0 that prevailed during the three years before the pandemic.

Strong nominal wage growth has been a hallmark of tight labor markets in the United States, although wage growth has slowed at the margin in very recent months.  For production and nonsupervisory workers, nominal average hourly earnings increased 5.5 percent over the year through October 2022—slower than the 6.6 percent average of this metric over the first half of 2022 and slower than the 6.4 percent pace registered over the year through October 2021.  The Employment Cost Index (ECI), which better controls for changes in labor composition and is a more comprehensive measure of total compensation, showed private sector wages increasing 5.2 percent over the twelve months ending in September 2022, decelerating from the twelve-month pace of 5.7 percent through June.  
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Nonfarm Productivity of Labor
Quarterly productivity growth rates have fluctuated markedly over the past several quarters.  In the first two quarters of this year, nonfarm productivity growth rates had back-to-back declines as strong labor markets led to increased hours worked while real output decreased.  In the third quarter, however, productivity growth ticked up by 0.3 percent at an annual rate as a 2.8 percent advance in real output slightly offset a 2.4 percent increase in hours of all persons.  However, on a year-over-year basis, productivity growth was down 1.4 percent through the third quarter of 2022, following a decline of 2.1 percent over the four quarters through the second quarter.  The latter was the largest four-quarter decline since 1974.
Nominal hourly compensation costs in the nonfarm business sector rose 3.8 percent at an annual rate in the third quarter of 2022, after advancing 4.5 percent in the second quarter of the year.  Compensation costs rose at a solid 4.7 percent over the four most recent quarters, slowing from a 5.5 percent, year-earlier pace.  Unit labor costs, defined as the average cost of labor per unit of output, were up 3.5 percent at an annual rate in the third quarter, slowing sharply from rates above 8 percent in the first and second quarters of the year.  These costs were up 6.1 percent over the most recent four quarters, accelerating from the 5.7 percent pace over the four quarters through the third quarter of 2021.  

Industrial Production, Manufacturing, and Services
Total industrial production trended higher in 2021 through April of this year but has leveled off since, despite signals that supply-chain disruptions are easing.  In October, output at factories, mines, and utilities ticked down 0.1 percent.  Although October’s read was the fourth monthly decrease in the past six months, total industrial production still was up 3.3 percent over the previous twelve months, albeit a smaller twelve-month increase than the 4.7 percent gain over the previous twelve months.  

Manufacturing production, which accounts for about 74 percent of all industrial output, has fared better in recent months, after posing a drag on total production growth in the second quarter of 2022.  In October, manufacturing output advanced 0.1 percent—the fourth consecutive monthly increase—and was 2.4 percent higher over the past year.  In contrast to earlier in the year, the automotive sector was supportive of growth in the last two months: production of motor vehicles and parts was up 2.0 percent in October, following a 0.4 percent gain in September.  Moreover, production was 10.7 percent higher over the year ending October 2022, reflecting increased availability of semiconductors.  Nonetheless, other measures of manufacturing decreased in October.  Output at select high-technology factories fell 0.6 percent but was up 2.6 percent over the past year.  Excluding motor vehicles and parts and high-technology industries, manufacturing output was flat in October, but this measure was still 1.8 percent higher over the past year through October.

Output at mines, most of which is crude oil and natural gas extraction and related support activities, accounts for 16 percent of industrial output. As a result, mining activity is sensitive to energy prices; the trend of rising energy prices in 2021 and well into 2022 contributed to strong mining output growth.  Nonetheless, mining activity began to trend somewhat lower in August in the wake of declining energy prices over the summer and decreased 0.4 percent in October.  Monthly oil and gas extraction fell 0.9 percent in October, following a 0.7 percent gain in September, as producers reacted to the decline in oil and gasoline prices over the summer.  Nonetheless, oil and gas extraction was 4.0 percent higher over the year through October 2022, while mining output was up 6.9 percent.

Utilities output, the remaining 10 percent of total industrial output, dropped 1.5 percent in October, the third consecutive monthly decline.  Weather is usually a factor contributing to swings in this sector; unseasonable weather in months often causes sharp swings in output from one month to the next.  Over the 12 months through October, utilities production was up 2.5 percent.

According to survey measures of manufacturing and service-sector businesses, growth has remained positive so far this year, though it has  slowed over the past several months.  The Institute for Supply Management’s (ISM) manufacturing index peaked in March 2021 and has declined on net since As of October 2022, the manufacturing index was at 50.2, the lowest reading since May 2020 but signaling growth for the 29th consecutive month.  Similarly, the ISM’s services index has trended lower since reaching an all-time high of 68.4 in November 2021.  As of October, it had dropped to 54.4—also the lowest level since May 2020but also the 29th consecutive month.
Housing Markets

The correction observed in housing markets earlier this year has deepened in recent months, as rising mortgage rates and high house prices diminished demand.  Since the start of this year, existing and new home sales have trended lower.  In September, existing home sales—which account for 90 percent of all home sales—declined 1.5 percent over the month and were down 23.8 percent on a twelve-month basis.  Similarly, new single-family home sales dropped 10.9 percent in September, declining for the seventh month of the past nine.  New home sales were 17.6 percent lower over the year.  Given falling sales, inventories of homes available for sale have risen from all-time lows.  The months’ supply of existing homes for sale stood at 3.2 months in September, fully double the supply available at the beginning of the year—but still below the average 3.9 months of supply in 2019.  Inventories have also surged for the new homes market.  Months’ supply stood at 9.2 months in September, up from 5.7 months of sales in January.  

Measured with a lag, house prices remain elevated after accelerating sharply over the past two years.  Twelve-month rates have remained in the double-digits for nearly two years.  Nonetheless, those rates have slowed in recent months; on a monthly basis, house price indices have declined outright as demand has declined.  The Case-Shiller national house price index—which measures sales prices of existing homes—declined 1.1 percent in August, yet was up 13.0 percent over the year ending in August 2022.  Twelve-month grow has slowing markedly from the 20.0 percent advance of the year through August 2021.  Similarly, the FHFA house price index declined 07 percent in August but still was up 11.9 percent over the year ending in August (not seasonally adjusted), down from 18.5 percent pace during the previous year through August.

Meanwhile, new construction starts and permits for future starts have weakened further.  Single-family housing starts dropped 6.1 percent in October, the ninth monthly decline in the past twelve months.  Single-family permits were down 3.6 percent in October, the eighth consecutive monthly decline.  Construction also declined the volatile multi-family sector: in October, these starts declined 1.2 percent and multi-family permits decreased 1.0 percent.

Although starts and permits have fallen, activity in the housing sector remains elevated as builders work through construction backlogs.  The number of total homes under construction—both single-family and multi-family—rose to a series’ high of 1.72 million in October (data series begins in 1970).  Despite the large number of projects under way, builders are pessimistic about the conditions of single-housing markets.  The National Association of Home Builders’ housing market index dropped to 38 in October on a preliminary basis, less than half the level of 84 at the end of last year, suggesting that home builder sentiment has deteriorated sharply in the wake of higher mortgage rates and rising materials costs.
Prices
Inflation has remained elevated in 2022, although monthly increases in recent months have been noticeably slower than in the spring and early summer.  In July and August monthly headline consumer price index (CPI) inflation was 0.0 percent and 0.1 percent, respectively, reflecting falling energy prices, which offset still-strong price growth for food and core goods and services.  In September, CPI inflation picked up to 0.4 percent and remained at that pace in October—though this is still at least half the monthly rates seen in the first and second quarters.  The CPI for energy goods and services declined in each month of the third quarter, dropping a cumulative 11.3 percent since June but rebounded 1.8 percent in October.  Food price inflation has trended lower, slowing from 1.2 percent in May to 0.6 percent in October—yet still remains elevated.

Core CPI inflation (which strips out the volatile energy and food components) has been elevated for much of this year, ranging between 0.3 percent and 0.7 percent.  (In October, monthly core inflation was 0.3 percent, half the rate of the previous two months.)  Price growth for services has been the largest driving force behind core CPI inflation in recent months; persistent and strong growth of shelter prices, such as rents and owners’ equivalent rents, has set a high floor for core services inflation.  Core goods prices, meanwhile, have been slowing markedly, helping to contain core inflation readings.  

On a twelve-month basis, inflation readings have been mixed.  Over the year ending October 2022, CPI inflation was 7.7 percent—more than a full percentage point slower than the 9.1 percent pace recorded over the year through June.  Energy price inflation was 17.6 percent over the twelve months ending in October, well-below the 41.6 percent twelve-month growth seen in June—the peak of which followed the Russian invasion of Ukraine.  By contrast, food price inflation continued to increase, rising by 10.9 percent over the year through October, compared with a reading of 10.4 percent over the twelve months through June.  Core inflation also picked up, rising 6.3 percent over the year ending in October, from 5.9 percent over the year through June.  As with monthly inflation, price growth of core services—driven by strong shelter inflation—was the primary driver of faster core inflation.  Core services rose 6.7 percent over the year through October, the fastest rate in forty years, again elevated by shelter inflation—over the twelve months through October, the CPI for rents rose 7.5 percent, while owners’ equivalent rent rose 6.9 percent over the same period.  Over the year through October, core goods inflation was 5.1 percent, much less than one-half the 12.3 percent yearly rate through February 2022.

The Federal Reserves’ preferred measure of inflation is the PCE price index.  The PCE price index assigns different weights for different components than does the CPI and uses a different methodology in its calculation—though the drivers of both measures remain similar.  Inflation as measured by the PCE price index typically runs at a slower pace than CPI inflation due to these methodological and weighting differences—for instance, the PCE price indices have a higher weight for health care services, which have seen more normal rates of price increases.  From 2000 to 2019, headline PCE inflation was 0.3 percentage points slower than CPI inflation on a year-over-year basis, while core PCE inflation was typically 0.3 percentage points slower than core CPI inflation.  Since spring 2021, however, the gaps have widened considerably.  As of September 2022, PCE inflation was 6.2 percent on a year-over-year basis, or 2.0 percentage points below the comparable timeframe for CPI inflation.  The gap between core measures has also widened—though to a lesser extent.  Core PCE inflation was 5.1 percent over the year ending September, compared to 6.6 percent inflation as measured by the core CPI over the same time frame.  (Prior to March 2021, inflation as measured by the PCE price index had held below the FOMC’s target since November 2018, which contributed to the FOMC adopting a new inflation regime.  The flexible average inflation target regime allows for inflation to exceed 2 percent for some period, such that PCE inflation would average 2 percent over time.)  
Consumer Prices
(Percent change from a year earlier)
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Consumer and Business Sentiment
Factors including perceptions of broad inflationary pressures in the economy, rising interest rates, and concerns about impending recession have dampened consumer and business sentiment.  The Reuters/Michigan consumer sentiment index has trended much lower since April 2021, reaching a record low of 50.0 in June 2022 (series debuted in November 1952) before moving steadily higher to 59.9 in October as gasoline prices moved lower.  However, the index declined 5.2 points to 54.7 in the preliminary survey for November.  The index is still more than 17 points below the early-pandemic low reached in April 2020.  The move to a much lower range in 2022 has reflected ongoing concerns about rapid inflation in the economy and the use of tighter monetary policy to contain it as well as about the fallout from Russia’s illegal invasion of Ukraine and its impact on food and energy prices.  Concerns about the impacts from new variants of the COVID-19 virus have stabilized, but there are widespread fears that the economy may enter recession near term.
In The Conference Board’s alternative household survey, consumer confidence index has slowly trended lower since June 2021, though to a lesser extent than the Reuters/Michigan survey.  Nonetheless, between July and September of this year, consumer mood improved on declining gasoline prices, such that the index rose to 107.8 in September – more than 22 points above the early-pandemic low reached in April 2020.  In the most recent survey for October, however, the index dropped 5.3 points to 102.5.
On the business side, the National Federation of Independent Business’s (NFIB) small business optimism index has trended lower since mid-2021.  As of October 2022, the small business optimism index stood at 91.3—or just 0.4 points above the pandemic low.  This marked the tenth consecutive month below the pre-pandemic long-term average of 98.

Federal Budget Deficit and Debt
The federal government’s deficit and debt were trending higher before the pandemic but rose sharply following the multiple fiscal responses to combat the pandemic’s effects on the economy.  At the end of fiscal year 2022, the federal government’s budget deficit was $1.38 trillion (5.5 percent of GDP)—down from $2.78 trillion (12.3 percent of GDP) at the end of fiscal year 2021.  Despite the decline in the deficit of $1.40 trillion in the most recent fiscal year, the deficit was still up from 4.7 percent of GDP in fiscal year 2019, and also higher than the 40-year average of 3.8 percent.  Federal receipts totaled $4.90 trillion in fiscal year 2022, up $850 billion (21.0 percent) from fiscal year 2021.  Net outlays for fiscal year 2021 were $6.27 trillion, down $550 billion (‑8.1 percent) from fiscal year 2021, primarily due to the expiration of temporary programs to contain the pandemic and mitigate the impact on families and businesses. 
The Treasury’s borrowing limit was raised to $31.38 trillion in December 2021.  At the end of fiscal year 2022, gross federal debt was $30.9 trillion, up from $28.4 trillion at the end of fiscal year 2021.  Federal debt held by the public, which includes debt held by the Federal Reserve but excludes federal debt held by government agencies, rose from $22.3 trillion at the end of fiscal year 2021 (98.4% of GDP) to $24.3 trillion by the end of fiscal year 2022 (997.2% of GDP).  
Economic Policy
As the pandemic’s impact on economic activity has waned and inflation has grown as the chief economic concern, fiscal and monetary policy have shifted away from income support measures to policies to ease price pressures.  Early in the pandemic, the objective of policy was to mitigate the impact of COVID on the economy and provide financial support to households and business.  In various bills passed from March 2020 to March 2021, Congress authorized over $4 trillion to support the economy and provide necessary health resources to combat the pandemic.  At the same time, the Federal Open Market Committee (FOMC), the governing board of the Federal Reserve system, dropped the federal funds rate target range to 0.00-0.25 percent and erected several lending facilities to ensure market liquidity.

In late-2021 and early-2022, however, the objective of public policy turned toward addressing inflation, which was being elevated in part by shifts in consumption behavior from services to goods, supply-chain disruptions, and labor force shortages.  Congress’s first bill to address supply-chain vulnerabilities over the long term was the Infrastructure Investment and Jobs Act of 2021, which among its provisions appropriated funds to rebuild deteriorating transportation infrastructure.  Meanwhile, the Administration’s Build Back Better framework was modified into a second bill in 2022 that would address other long-run supply-side vulnerabilities, particularly those arising from climate change.  On August 16, 2022, President Biden signed the Inflation Reduction Act , which included provisions to reduce health care costs for prescription drugs and health care coverage as well as an additional $370 billion for measures to reduce emissions and substantial deficit reduction through improved tax compliance and closing of tax loopholes.

On the monetary policy side, the FOMC began to tighten monetary policy in 2022 in light of the persistence of inflation.  At the March 2022 meeting, the FOMC launched a new cycle of monetary policy tightening, raising the target range by 25 basis points to 0.25 to 0.50 percent.  At subsequent meetings through the most recent meeting in early November, the Committee has hiked the target range by a further 350 basis points, including four separate and consecutive increases of 75 basis points each.  In the accompanying statement for the November meeting, the FOMC noted “modest growth in spending and production” but also observed that “the unemployment rate has remained low.”  The Committee indicated that “Inflation remains elevated, reflecting supply and demand imbalances related to the pandemic, higher food and energy prices, and broader price pressures.”  The statement also continued to observe that “ongoing increases in the target range will be appropriate.”
In addition, the Federal Reserve has been reducing its holdings of long-run assets of Treasury securities and mortgage-backed securities (MBS), putting upward pressure on longer-term interest rates.  The FOMC’s balance sheet runoff—that is, allowing maturity of longer-term assets without reinvestment—began on June 1.  In September, monthly runoff caps were raised as scheduled to $95 billion ($60 billion for Treasuries and $35 billion for MBS).
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