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Economy slows and prices spike higher amid signs of capacity constraints

B |HS Markit PMI data point to economy growing at
annualised rate approaching 3% in Q3

® Slower growth compared to earlier in the year
reflects signs of peaking demand and rising capacity
constraints

B Prices charged rise at steepest rate in survey history

= Employment growth highest for over three years as
firms expand capacity

September PMI survey data added to signs that the US
economy continued to expand at a solid rate in the third
quarter, albeit with the pace of expansion down on that seen
in the second quarter.

At least some of the slowdown can be attributed to capacity
constraints limiting growth in many companies, despite firms
stepping up their hiring. A consequence was a further
acceleration in price pressures as demand often exceeded
supply. Average prices charged for goods and service rose
at the fastest rate seen in the survey’s nine-year history.

Slower growth in September

Looking across both manufacturing and services, business
activity growth slowed for a fourth straight month in
September. At 53.9, the final seasonally adjusted IHS Markit
U.S. Composite PMI™ Output Index dipped from 54.7 in
August. The latest reading was the lowest since January.

Service sector business growth has eased considerably
since peaking back in May to reach an eight-month low in
September, more than offsetting an improvement in
manufacturing output growth during the month to the highest
since May.

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.

A key question is to what extent the slowdown represents an
underlying weakening of demand in recent months, or
whether supply-side factors are constraining activity. In this
respect, the survey data suggest that both factors may be at

play.

Continued...
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IHS Markit PMI v US GDP smoothed via moving average
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New order inflows
IHS Markit US PMI, new orders indices
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Peaking demand growth?

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, the rate of growth of new orders has cooled slightly
compared to the highs seen in the first half of the year,
reflecting a moderation of demand growth since the spring
which is apparent in both manufacturing and services.

Capacity indicators hint at supply constraints

Importantly, the overall rate of growth of new business
continued to run ahead of output, with the gap in fact
widening in September. An increasing gap suggests that
companies are failing to build capacity at a sufficient pace to
keep up with growing demand.

Capacity pressures are also being indicated by a rise in the
survey’s backlogs of work index, which reflects the build-up
of uncompleted orders at both manufacturing and service
sector companies. September saw one of the strongest rises
in service sector backlogs over the past three-and-a-half
years, while manufacturers reported the joint-steepest
increase seen over the past three years. Overall backlogs of
work consequently accumulated across the economy at one
of the fastest rates since 2014.

A final indication that the economy is increasingly lacking
spare capacity is provided by average supplier delivery times
lengthening to the greatest extent seen in the survey’s nine-
year history. Longer lead-times simply reflect suppliers
struggling to provide goods due to high demand,
representing a constraint on production capacity at factories
waiting for inputs.

Prices rise at survey record rate

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.

Job creation fastest for over three years

Firms are meanwhile hiring in increasing numbers in order to
expand capacity to meet fuller order books. The composite
employment index from the manufacturing and services
surveys climbed to its highest for over three years in
September, indicative of a further non-farm payroll rise in
excess of 200,000.

Higher employment may eventually help bring demand and
supply into balance, therefore pushing down prices, but
economic theory suggests that the ever-tightening labour
market will exert higher upward pressure on pay.

Business activity and inflows of new work
IHS Markit US PMI (weighted average of manufacturing & services)
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Capacity indicators

New orders - output index Backlogs of work index
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Supplier delivery times and prices

IHS Markit PMI Prices (manufacturing & IHS Markit PMI Suppliers' Delivery Times
services combined) (manufacturing, inverted scale)
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Click here for more PMI and economic commentary.
For further information, please visit www.ihsmarkit.com
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