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As the Federal Reserve continues to ratchet up the pressure with higher interest rates,
Cracks are beginning to appear beneath the surface of the U.S. economy. Labor market
data reveal a widening gap between companies' strong employment numbers and less-
healthy household reports on the number of people actually in work—a divergence

suggesting job seekers could face tougher times ahead.

While that's not great for workers, it would represent a victory for the Federal Reserve's
battle against inflation. The most interest-rate-sensitive areas of the economy, such as
housing, have already slowed. A rising dollar could also help lower inflation, as a strong

currency tends to make imports cheaper and slow exports.

Meanwhile, a global recession likely started during the third quarter, although it appears
to be mild so far. Parts of the global economy and some countries are growing,

offsetting others that are contracting.

U.S. stocks and economy: Labor cracks widen

On the surface, the labor market continues to look relatively strong—the economy
added 261,000 jobs in October, and September's number was revised upward to
315,000. At 3.7%, the unemployment rate remains quite low, while wage growth is
slowing, suggesting the Fed's efforts to tamp down the job market and reduce

inflationary wage pressures are working.

However, the positives may obscure significant weakness. The household survey—from

which the unemployment rate is calculated—indicates much more anemic job growth



over the past seven months than the payroll survey (which tends to get more attention).
The former showed net gain of just 150,000 jobs during the period, while the latter
showed a jump of nearly 2.5 million. The household survey has historically revealed
turning points in the job market before the payroll survey, suggesting the rate of job

creation could slow soon.

Survey divergence

Recessions
—Household survey (millions, rolling 7-month sum)
——Nonfarm payrolls (millions, rolling 7-month sum)
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Source: Charles Schwab, Bloomberg, as of 10/31/2022.

Y-axis truncated at 5 million and -5 million. The rolling seven-month sum is the total
number of jobs for the preceding seven-month period; rolling returns can be useful
because they smooth past performance to account for multiple time periods, not just a
single instance.



Workers are also working fewer hours. Despite compressed profit margins and weak
productivity, companies have been opting for hours cuts over layoffs. That has resulted
in a notable slowdown in average weekly wage growth, but the still-high nominal level of
wage growth could still be a red flag to the Fed insofar as it adds to inflation
expectations. More aggressive action by the Fed could further erode wages in turn. As
for what level of wage growth the Fed might prefer, we address that in the fixed income

section below.

The market has found itself in the counterintuitive position of cheering any evidence that
the economy may be weakening this year. The hope is that slowing growth could tempt
the Fed to ease up on rates. Investor sentiment—as reflected by SentimenTrader's
Smart Money Confidence and Dumb Money Confidence indexes in the chart below—
has closely tracked hopes for a less aggressive Fed. Yet Dumb Money Confidence has
been caught wrongfooted several times, consistent with reversals in the equity market—

be it from Fed pushback and/or hotter inflation readings.

Confidence stuck in a rut
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Source: Charles Schwab, SentimenTrader, as of 11/4/2022.

SentimenTrader's Smart Money Confidence and Dumb Money Confidence Indexes are
used to see what the "good" market timers are doing with their money compared to
what the "bad" market timers are doing and are presented on a scale of 0% to

100%. When the Smart Money Confidence Index is at 100%, it means that those most
correct on market direction are 100% confident of a rising market. When it is at 0%, it
means good market timers are 0% confident in a rally. The Dumb Money Confidence
Index works in the opposite manner.

Given the rapid pace with which rates have increased and leading economic indicators
(such as housing data) have deteriorated, there will be a point at which investors
shouldn't hope for weaker economic data. The Fed is indeed looking for continued
evidence of a less-hot economy, but the unfortunate reality is that several indicators—

especially within the labor market—already show things are getting worse each month.



What we're looking for is a trough in leading indicators and hard evidence that the labor

market has weakened.

Fixed income: Higher for longer?

Investors may be wondering how high interest rates will go and how long they will stay
elevated. At its latest meeting, the Federal Open Market Committee (FOMC) delivered
another 75-basis-point rate hike, bringing the upper band of the federal funds rate to
4%, its highest level since 2008. In the post-meeting press conference, Fed Chair
Jerome Powell indicated that he would favor smaller incremental rate hikes going
forward, but that there is still "a ways to go" before we reach the peak rate. He also

suggested rates could stay high until the Fed is certain inflation is moving lower.

In response to these comments, the futures markets are now pricing in a rise in the
federal funds rate to the 5%-10-5.25% region in the second quarter of 2023, with the rate
staying above 5% until late 2023.

The futures market is discounting a higher peak fed funds rate and slower
decline
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Source: Bloomberg.

Market estimate of the federal funds rate using Fed Funds Futures Implied Rate (FFM2
COMB Comdty). As of 11/1/2022 and 11/7/2022, respectively. For illustrative purposes
only. Please read the Risk Disclosure for Futures and Options prior to trading futures
products. Futures accounts are not protected by SIPC.

Short-term rates moved up to new highs to reflect Powell's guidance. Long-term rates
did not, with Treasury yields for maturities longer than five years below recent highs,
resulting in a steeply inverted yield curve. The 2-year/10-year Treasury yield spread fell
to its lowest level since 1981 before settling in at about -44 basis points. Historically, an
inverted yield curve has been a reliable indicator of recession within about a year, which

would imply that the Fed would be cutting rates before the end of 2023.

The yield curve flattened to its lowest level since 1981



2-year/10-year yield spread (basis points)
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Source: Bloomberg. Market Matrix US Sell 2 Year & Buy 10 Year Bond Yield Spread
(USCY2Y10 INDEX). Daily data as of 11/7/2022.

Note: The rates are comprised of Market Matrix U.S. Generic spread rates
(USYC2Y10). This spread is a calculated Bloomberg yield spread that replicates selling
the current 2 year U.S. Treasury Note and buying the current 10 year U.S. Treasury
Note, then factoring the differences by 100.

Inflation trends will determine the direction of rates, and we see the potential for inflation
pressures to ebb in 2023. Because of how long it takes changes in monetary policy to
work their way through the economy, the Fed's rapid tightening moves this year are

likely just beginning to have an impact and should mean lower inflation on the horizon.

The most interest-rate-sensitive areas of the economy, such as housing, have felt the
impact, with sales slowing and prices edging lower. Lower house prices tend to reduce
spending on durable goods such as appliances and furniture and will likely mean lower

rental costs, a key factor in the inflation outlook.

In addition, the dollar's 13% appreciation over the past year will likely help lower
inflation. A strong dollar tends to reduce the cost of imports because each dollar buys

more goods and services from abroad. At the same time, it tends to slow export growth



as U.S. goods become less competitive. The strong dollar has also forced foreign
central banks to tighten policy rapidly to support their currencies even in the face of
slowing growth. The result has been a rapid global tightening cycle which potentially

should help bring down inflation.

The U.S. dollar has strengthened over the past year
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Source: Bloomberg, using daily data as of 11/7/2022. Bloomberg Dollar Spot Index
(BBDXY Index).

Notes: Merrill Option Volatility Estimate (MOVE) is a yield curve weighted index of the
normalized implied volatility on 1-month Treasury options. *2022 YTD average as of
10/5/2022.

Perhaps most importantly for the Fed, the trend in wage growth is beginning to slow
after rising sharply over the past few years. Several Fed officials have expressed
concerns about a potential "wage-price spiral" due to a tight labor market. However, the
imbalance between the supply and demand for workers that emerged from the
pandemic is beginning to ease. Over the past few months, average hourly earnings

have fallen to a 4.7% year/year rate from over 5% for most of 2022. The annualized



three-month rate of change has fallen to 4.1% in the goods-producing sector and 3.9%
in the service sector. A reversion to a 3% growth rate would likely alleviate concerns at

the Fed about inflation.

Average hourly earnings growth is slowing down
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Source: Bloomberg, using monthly data as of 10/31/2022.

US Average Hourly Earnings All Employees Total Private Yearly Percent Change SA
(AHE YOY% Index).

Global stocks and economy: Global recession?

Third-quarter economic growth was better than expected for many major countries in
North America, Europe and Asia, despite the effects of the war in Ukraine and China's
rolling COVID lockdowns.



= North America: After two quarters of decline, the U.S. economy grew at an
annualized rate of 2.6% in the third quarter, slightly above what economists
tracked by Bloomberg were expecting. Mexico's economy rose a solid 1.0%,

above the consensus forecast of 0.8%.

= Europe: The eurozone economy is now 2.1% above its pre-pandemic level, and
in the third quarter grew at an annualized rate of 0.7%, slightly above the
consensus expectation. All but three eurozone countries reported economic
growth, led by upward surprises in Germany and ltaly. The German economy
grew at an annualized rate of 1.2%, which was well above economists' consensus

expectation for a decline.

= Asia: China's economy was reported to have grown 3.9%, exceeding estimates.
Although China's government-reported data is often viewed with skepticism, here
it broadly aligns with what private-sector economic indicators have shown. In
Taiwan, real gross domestic product grew at an annualized rate of 6.4% in the
third quarter—well above expectations, with consumer spending and net exports

leading a robust recovery.

Despite all this promising news, a global recession likely began sometime during the
third quarter. A drop below 99 in an index produced by the Organization for Economic
Co-operation and Development (OECD) tends to happen right around the start of a
global recession, as shown in the chart below. Today, the indicator is below 99 and may

be signaling another recessionary period.

Global leading indicators point to global recession
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Source: Charles Schwab, Organization for Economic Cooperation and Development,
Bloomberg data as of 11/3/2022.

Past performance is no guarantee of future results.

Another important and widely watched indicator of recession is also signaling a possible
recession: the global purchasing managers' index (PMI), which slipped below 50—the
threshold between expansion and contraction—during the third quarter. The global
composite PMI is compiled from surveys of business leaders for around 27,000

companies in over 40 countries accounting for 89% of global GDP.

Global PMI slipped into recession territory in Q3
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Source: Charles Schwab, S&P Global, Bloomberg data as of 11/3/2022.

Chart shows history of 13-member OPEC production. A larger group called OPEC+ was
formed in late 2016 to have more control on the global crude oil market.

This potential recession appears to be mild so far. Parts of the global economy and
some countries are growing, partially offsetting others that are contracting. For example,
while services (such as travel and leisure) remain strong, the demand for and
manufacture of goods has been weakening (evidenced by rising inventories and slowing
product sales). The likely recession is rolling through different parts of the global
economy at different times, in contrast to the everything-everywhere-all-at-once
recessions of 2020 and 2008-09.

Kevin Gordon, Senior Investment Research Manager, contributed to this report.







