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US GDP growth slowed to a disappointing 1.1% (annualised) in Q1, as household 
consumption growth slowed to its weakest rate of increase in over a year, while 
business investment and net trade subtracted over 0.5% from headline growth (Figure 
1). Over the past 6 months growth has averaged just 1.1%, well below the estimated 
trend rate of growth around 1¾-2%. Much of the weakness over that period can 
be attributed to the fall-out from the sharp decline in oil prices and the previous rise 
in the US dollar. A precipitous fall in mining investment has subtracted around ½% 
from growth in each of the past two quarters, while declines in energy output have 
subtracted roughly another ¼% from both Q4 and Q1. In other words, before even 
considering second-round effects on other industries, the direct negative impact on 
growth of the energy industry has been enough to explain the shortfall in growth 
from trend.

Outside the energy sector, the underlying growth dynamics look more encouraging. 
Household consumption remains the most important driver underlying growth. 
Were that to slow materially, the prospect of a continuation of the long but uneven 
expansion of the last six years would be called into question.  Therefore it is significant 
that the slowdown in Q1 looks to have been temporary, with recent monthly data 
for retail sales and personal spending accelerating. The main drivers of household 
consumption – real disposable income and wealth – remain healthy. The continuing 
improvement in the labour market, a modest increase in earnings growth and low 
inflation are supporting an annual rise in real disposable income growth of around 
3.5%. At the same time net worth (as a percent of disposable income) is close to its 
pre-crisis peak, and while measures of consumer sentiment have eased a little, they 
remain above their long-run average. That said, households have shown some degree 
of increased caution, with the saving rate rising a little over the past year. However, 
with household balance sheets in their best shape in around 15 years, the risk of 
acceleration in the deleveraging process seems remote.

The steady recovery in the housing market has also picked up pace in recent months, 
with builder sentiment at an eight month high (and well above average), permits 
for new houses rising again, existing home sales accelerating and average prices 
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Figure 1: Contributions to GDP growth 
Investment and net trade drag growth down

Figure 2: Business investment 
Mining investment collapses, non-mining soft

Source: MacrobondSource: Macrobond
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back to their pre-crisis peaks. Looking ahead, with most of the necessary key stock 
adjustments post-crisis having taken place (e.g. inventory levels are close to historic 
lows), favourable borrowing conditions (mortgage rates are only marginally above 
their all-time lows) and household formation set to rise, the housing market should be 
a positive source of growth.

The corporate sector has had a more challenging period over the past year. Economy-
wide profit margins had been close to historic highs for much of the previous three 
years, but fell somewhat through 2015. Reflecting the decline in profit margins, non-
financial corporate profits fell at their fastest pace since the Great Recession. Some of 
that reflected the both direct and indirect impact of lower oil prices on energy and 
related industries. But that was not the only factor. The earlier rise in the dollar also 
weighed on profitability, and for the first time in nearly 20 years the labour share of 
income rose, as wage growth slowly picked up pace despite the weakness in revenue 
and profit growth. At the same time, corporates have continued to shift towards 
financing the balance sheet through increased debt issuance or loans. As a result, 
balance sheet metrics such as debt to income have worsened materially. However, 
interest coverage ratios remain near all-time cyclical lows, reflecting the historic low 
cost of finance. A combination of a precipitous fall in investment in the energy sector, 
along with uneven growth in recent quarters and uncertainty around expected future 
demand, has also seen business investment weaken. Instead, many large companies 
have engaged in share buy-backs, rather than seek out opportunities to expand. 
Somewhat concerning has also been the recent tightening in lending standards to 
corporates as measured by the Federal Reserve’s Senior Loan Officer Survey.

While conditions for corporates have become more challenging, overall they remain 
well-placed, with an expectation that profit growth will return in Q3. That said, some 
industries, such as energy and manufacturing have suffered due to external factors; 
although the latter has shown signs of recovery more recently. A key metric we will 
be monitoring over the coming quarters to gauge the health of the corporate sector 
and growth prospects more broadly will be the growth of non-mining investment 
spending (Figure 2). With disappointing productivity growth for several years, a 
resumption in the rise in investment as a share of GDP will be needed to facilitate 
future productivity gains.

The earlier rise in the US dollar, alongside weak global demand, has meant that net 
trade has been a drag on growth. However, it has started to show some signs of 
improvement in recent months, likely reflecting the waning impact of the higher 
dollar. Looking ahead, the risks to global growth remain tilted to the downside, 
limiting the extent to which net trade will be able to boost US growth. However, the 
drag of recent years should be smaller.

Bringing together the latest information available on activity for Q2, the range of 
“nowcast” estimates is between 2-3%  (Figure 3). While those are based on only 
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Figure 3: US Q2 GDP “nowcast” models 
Growth set to rebound

Figure 4: Unemployment and earnings growth 
Wage pressures rising 

Source: MacrobondSource: New York Federal Reserve, Atlanta Federal Reserve, Macrobond
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around half of the full information set for the quarter, they suggest a relatively robust 
rebound. One factor supporting that rebound has been the softening in financial 
conditions since February. Indeed, on some measures financial conditions are less tight 
now than at the time of the Fed rate hike in December. E.g. household mortgage rates 
are around 40bp lower over that period, while the dollar index is around 1% lower.

Throughout the uneven growth recovery of the past seven years, the one area of the 
economy that has surprised with its rate of improvement has been the labour market. 
Most forecasters have underestimated the pace of decline in the unemployment rate, 
which now sits at a cyclical low of 4.7%. Even at the start of this year, when activity 
disappointed, employment growth was remarkably strong. However, the employment 
report for May saw the smallest increase in non-farm payrolls in nearly six years. With 
the accompanying downward revisions to earlier months, it suggested a material 
slowdown in the labour market. But it is important not to place too much weight on 
one observation, particularly with data as noisy as non-farm payrolls. A range of other 
labour market indicators continue to improve, including vacancies, quit rates and long-
term unemployed. That said we will be watching the coming months carefully. The 
June rebound suggested that the US labour market remains in good shape.

As the improvement in the labour market matures, earnings growth should continue 
to rise, particularly as headline inflation also picks up in H2. While the commonly-
cited measure of hourly earnings has risen only modestly, other measures such as 
the Atlanta Fed median wage tracker shows a more robust picture (Figure 4). Recent 
analysis of those data show that wage growth for those changing jobs has picked up 
even more markedly, and is now around its pre-crisis average.

With rising wage growth, and the temporary effects of the decline in oil prices set 
to drop out of the annual comparison in the coming months, we expect headline 
inflation to continue rising (Figure 5). Indeed we expect CPI inflation to be around 
2.6% by the end of the year, while core PCE inflation, the measure the Fed tend to 
focus on is likely to be close to the target of 2%. That should reflect a modest pickup in 
core goods inflation (as the effects of the stronger dollar on import prices wanes), with 
service inflation set to remain around 2¼%.

Looking ahead, the central case remains one of steady growth, around trend, 
tightening labour market conditions and rising wage growth and inflation (Figure 6). 
With policy rates still near all-time lows, that ought to be a backdrop consistent with 
the Fed delivering a gradual increase in interest rates. However, in our central case 
we have reduced the pace at which we think they will raise rates over the coming 
18 months to just two. That reflects the ongoing disappoint in global growth, the 
outcome of the UK’s referendum on leaving the EU, a slower pace of increase in the 
neutral or equilibrium real rate in the US and the sensitivity of financial conditions, in 
particular the US dollar, to the tightening cycle.

Figure 5: Measures of core inflation
Core inflation rising steadily

Figure 6: US economic forecast 

Source: Bloomberg, Aviva InvestorsSource: Macrobond
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