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ISM Signals Manufacturing Weakness Continued in January

The ISM manufacturing index edged up ever-so-slightly in January, but at 48.2 continues to signal weakness.
Employment and inventories are firmly negative, but new orders suggest some modest relief ahead.

Manufacturing Contraction Continues, but Signs of Moderation

The ISM manufacturing index edged up in January, but at 48.2 continues
to signal declining activity in the manufacturing sector. Annual revisions
showed recent weakness has been a bit more pronounced. Activity is now
reported to have contracted beginning back in October, which makes
January the fourth straight month of sub-50 readings. Still the index
remains above 43.1, the level consistent with a broad contraction in the
economy. The index has previously posted at least a four-month streak of
sub-50 readings without ushering in a recession (most recently 2003 and
1998), but with the headwinds on manufacturing not expected to abate over
the near-term, it highlights the precarious state of the economy.

Details pointed to some modest improvement in the currently weak trend.
Production edged back into positive territory at 50.2. The new orders index,
the most forward-looking component of activity, also turned positive and is
the highest since August. The rebound in production and new orders in the
first month of the year supports our outlook for a modest rise in equipment
spending as the drag from the falloff in energy-related investment eases.

Readings on inventories were unchanged in January. Respondents
indicated inventories continued to contract last month (43.5), while
customer inventories are still too high (51.5).

Employment conditions in manufacturing deteriorated more quickly, with
the index falling to 45.9—the lowest reading this cycle. Only four industries
reported adding workers last month, down from seven in December. At face
value, the sub-50 reading points to manufacturing payrolls having declined
sharply in January and presents downside risk to our forecast for total
payroll growth of 190,000. The non-manufacturing employment
component, due out on Wednesday, however, is more telling of the trend in
job growth.

The prices paid component continues to signal deflation in the industrial
sector and little pricing power for businesses. The price index was
unchanged at 33.5 in January amid another broad decline in commodity
prices. Prices paid have been in negative territory for 15 consecutive
months—the longest streak since 1998-1999.

It is worth reiterating that manufacturing is not the entire U.S. economy.
The factory sector accounts for only 12 percent of output in the economy
and 9 percent of employment. Manufacturing is more exposed to the
predominant challenges currently facing the economy—sluggish global
growth, the strong dollar and falling commodity prices. However, the
longer the pullback in manufacturing drags on, the greater the risk that
weakness spills over into other sectors. For now at least, the ISM indicates
the trend in activity did not worsen in January.
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