GPA~SOLUTIONS

GOVERNMENT
G PA PORTFOLIO
Weekly Economic Update—October 237, 2023 « ADVISORS

With the 10-year Treasury yield edging closer to 5 percent this week, the highest since 2007, the Fed’s
transmission mechanism is clearly working. As Fed Chair Powell reiterated at a speech before the
Economic Club of New York on Thursday, monetary policy works through the financial markets. At times,
the markets do not cooperate, as was the case between 2003 and 2005 when long-term yields refused to
budge despite 150 basis points of Fed-induced rate increases that the then Fed chair Greenspan
famously referred to as a “conundrum”. Of course, times were much different then, as core inflation had
been hovering around 2 percent for almost a decade and the unemployment rate ranged between 5 and 6
percent since coming out of the 2001 recession. Against that backdrop, investors felt little urgency to
demand a higher yield premium to tie their funds up for a long period. Indeed, the 150 basis points of rate
increases the Fed put into place was mainly designed to prevent inflation from rising, as the economy
was growing at a brisk pace.

But the transmission mechanism is fully lubricated this time, as bond yields have surged in recent months
against a much higher inflation and stronger employment backdrop than prevailed in the 2003-05
tightening cycle. Whether the climb continues and overcomes a potential safe-have bid in the face of
escalating geopolitical tensions remains to be seen. Yields slipped on Friday morning amid signs of a
broadening of the Israel-Gaza war. It's also unclear what has been driving the yield upturn; Powell does
not believe that rising inflation expectations are behind the move, as price and wage gains have receded
markedly over the past year. He may be right, but the 10-year inflation breakeven rate spiked over the
last week, reaching a seven-month high of 2.49 percent at the close of trading on Thursday.

Whatever the reasons, Powell acknowledged that the sharp rise in long-term yields is contributing to the
desired tightening of financial conditions that makes the Fed’s job of curbing demand easier. Simply put,
there is no conundrum for the central bank to ponder over now. At the margin, it lessens the need for the
Fed to hike rates again at the next policy meeting that concludes on November 1, although it remains a
live possibility at the December 13 meeting if there is no softening in economic and labor market
conditions by then. That means incoming economic data would need to downshift considerably from the
trends seen so far this month, which featured stronger jobs, inflation and retail sales reports than
expected.

The one outlier, of course, is housing, which is one of the most interest-rate sensitive sector of the
economy. Not surprisingly, with mortgage rates surging to the highest level in more than 20 years,
averaging 7.63 percent this week, the demand side of the housing ledger is feeling more pain than the
supply side, where shortages are spurring builders to fill a void in the market for existing homes. But
potential buyers need a median household income of $115 thousand to afford a median priced home,
which is well above the actual median household income of $74.5 thousand. That affordability gap
pushes a broad swath of the adult population out of the housing market, which is strikingly revealed in the
latest sales data.

In September, sales of existing homes fell for the fourth consecutive month, slipping to just under a 4-
million-unit annual pace, a level not since the tail-end of the housing collapse in 2010. The slide in home
sales is far from over. Keep in mind that recorded sales of previously owned homes are based on
contracts signed a month or two earlier. Since those contract signings, mortgage rates are up another
half-percentage point and it's doubtful that the squeeze on affordability from higher rates has been offset
by declines in home prices. According to the Mortgage Bankers Association, mortgage applications for
home purchase have plunged to the lowest level since 1995 in mid-October.
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While home sales do not directly impact GDP — they are basically a transfer of assets and do not
contribute to new output — they do have indirect effects, most notably on ancillary purchases linked to a
home sale. Hence, sales of home furnishings, appliances, building materials and moving services among
other home sales-related items have languished in recent months. But the pullback in this group has
hardly derailed overall spending, as consumers are binging out on other things that is more than offsetting
the drag from weak home-related purchases. This is strikingly revealed in the latest retail sales report,
which, like the key jobs report released earlier this month, staged a far stronger increase than expected.

Overall, retail sales leaped by 0.7 percent in September, following upward revisions to July and August,
resulting in a blistering 8.4 percent annual increase over the last three months. Although the retail report
mainly covers purchases of goods, it does include sales at restaurants and bars, where spending rose by
a sturdy 0.9 percent, suggesting that revenge spending on services remained alive and well throughout
the third quarter. Importantly, the control group of sales that feed directly into the GDP calculations rose
by a solid 0.6 percent in September, lifting the growth rate for the third quarter to 6.4 percent from 2.4
percent in the second quarter. With consumer spending accounting for about 70 percent of GDP, it’s clear
that the economic engine revved up last quarter and headed into the fourth quarter with more momentum
than thought.

The question is, will the momentum be sustained and prod the Fed into another rate hike to stave off a
rebound in inflation? Powell noted in his New York comments on Thursday that he doesn’t believe
financial conditions are overly restrictive, given the ongoing strength of the economy. Some interpreted
that as a signal another rate increase is more likely than not. However, the Fed chair also noted that there
is still plenty of tightening in the pipeline that has yet to ripple through to the economy. He understandably
refused to speculate when the “long and variable lags” from monetary tightening have their full effects on
economic activity. But he clearly believes that they are steadily taking a toll, which justifies a more careful
approach going forward.

We agree with that assessment and look for the growth engine to downshift in the fourth quarter, although
the risk of it stalling out completely has diminished. Even as the tightening in the pipeline is wending its
way through the system, the economy is facing headwinds that are poised to get stronger. The robust
data for September is now in the rearview mirror and long-term interest rates have climbed by another 50-
75 basis points since the beginning of that month. That will take a toll on consumer borrowing, particularly
for big-ticket purchases like autos, as well on corporate borrowing. Credit card delinquencies are starting
to rise, banks are tightening credit, student debt repayments have restarted, the savings rate has declined
below pre-pandemic levels, and wage growth is slowing. The last shoe to drop, a meaningful softening in
the job market, has yet to occur. Whether or not it does before the December FOMC meeting may
determine if another rate hike is taken before the end of the year. Even so, the prospect of the Fed
keeping rates elevated for the foreseeable future aligns with other forces that should underpin a
meaningful slowdown in job growth in coming months.
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FINANCIAL INDICATORS
Month
INTEREST RATES Oct 20 Week Ago Ago Year Ago
3-month Treasury bill 5.46 5.50 5.48 3.99
6-month Treasury bill 5.53 5.56 5.53 4.44
2-year Treasury note 5.1 5.01 5.1 4.50
5-year Treasury note 4.87 4.65 4.58 4.35
10-year Treasury note 4.93 4.63 4.45 4.23
30-year Treasury bond 5.09 4.77 4.53 4.34
30-year fixed mortgage rate 7.63 7.57 7.19 6.94
15-year fixed mortgage rate 6.92 6.89 6.54 6.23

STOCK MARKET

Dow Jones Industrial Index 33,127.28 33,620.29 33,963.84 31,082.56
S&P 500 4,224.16 4,327.78 4,320.06 3,752.75
NASDAQ 12,983.81 13,407.23 13,211.81 10,859.72

COMMODITIES

Gold ($ per troy ounce) 1,993.10 1,945.80 1,945.20 1,662.50
Qil ($ per barrel) - Crude Futures (WTI) 89.02 87.69 90.34 85.14
Average-
Past Six
Previous Two- Months
Latest Month/ Months/ or
ECONOMIC INDICATOR Month/Quarter  Quarter Qtrs Ago  Quarters
Retail Sales (September) - % change 0.7 0.8 0.6 0.6
Industrial Production (September) - % change 0.3 0.0 1.0 0.2
Existing Home Sales (September) - mins 3.96 4.04 4.07 4.04
Housing Starts (September) - 000s 1,358 1,269 1,451 1,405
Building Permits (September) - 000s 1,473 1,541 1,443 1,469

DISCLAIMER: This communication has been prepared by Government Portfolio Advisors LLC solely for informational
purposes for institutional clients. Sources for this commentary include Bloomberg and Oxford Economic/SMRA. It is
not an offer, recommendation, or solicitation to buy or sell, nor is it an official confirmation of terms. It is based on
information generally available to the public from sources believed to be reliable. No representation is made that it is
accurate or complete or that any returns indicated will be achieved. Changes to assumptions may have a material
impact on any returns detailed. Past performance is not indicative of future returns. Price and availability are subject to
change without notice. Additional information is available upon request.
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