
U.S. GROWTH: TRICK OR TREAT?
Kevin Flanagan — Head of Fixed Income Strategy

10/31/2018

Following the advanced release of the second-quarter 2018 real GDP report, there were

many questions as to whether that robust performance was sustainable or just another

one-quarter phenomenon. Well, the results are in and growth not only did not disappoint,

but Q3 real GDP actually came in a bit stronger than expected at +3.5%. Interestingly,

these back-to-back rather solid quarterly results did not quell the economic naysayers,

as the conversation shifted more toward, “This is the peak in activity and an eventual

slowdown is looming.” In other words, given that today is Halloween, do you fall in the

“trick” camp or the “treat” camp? 

 

Three months ago, I blogged on this very topic (not Halloween, but the U.S. economy), “U

.S. Econ Watch: Expanding Your Horizons,” so it seems only fitting to explore it yet

again, and hopefully provide the reader with some useful nuggets to help you decide what

you may receive after you ring that doorbell. Last time around, I looked beyond the

headline growth figure and instead turned the focus to the underlying components, or the

five cylinders of the GDP engine: personal consumption expenditures (PCE), gross private

domestic investment, change in private inventories, net exports of goods and services

and government spending and investment.

 

U.S. Real GDP

 

Personal Consumption Expenditures: Once again, PCE was the most noteworthy component

of overall growth. In Q3, the annual growth rate for PCE came in at 4.0%, representing

its best showing since 2014. This cylinder contributed roughly 2.7% to the overall real 

gross domestic product (GDP) increase and reflected solid showings for both goods and

services. Treat.
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Gross Private Domestic Investment:    This category consists of both residential and

nonresidential investment. Nonresidential, or business, investment experienced a

pronounced slowing from Q2, posting a modest increase of only 0.8% versus 8.7% three

months prior. The residential grouping was clearly a disappointment, falling 4.0%, the

third consecutive quarterly contraction. Higher mortgage rates appear to be dampening

housing activity, a development that could linger in the period ahead. Trick.

 

Change in Private Inventories: Remember, this cylinder can act as a wild card in any

given quarter, specifically because in the advanced GDP report, the Bureau of Economic

Analysis (BEA) does not have full data but makes estimates instead. For Q3, inventories

proved to be the pleasant surprise, adding 2.1% to growth after subtracting 1.2% last

quarter. As you can see, visible swings tend to happen in this category on a quarterly

basis, so the verdict for Q4 is open for debate. Trick or Treat.

 

Net Exports of Goods & Services: Another one of the wild-card categories. Once again,

full data for the quarter has not yet been reported, and BEA needs to fill in the

blanks. Net exports came in on the negative side of the ledger in Q3, deleting 1.8% from

real GDP, more than reversing last quarter’s 1.1% contribution. Exports themselves

plunged 3.5%, the first outright decrease since 2016. Given the ongoing uncertainties

surrounding trade in general, it seems more than likely that this cylinder could remain

a headwind going forward. Trick.

 

Government Spending & Investment: Rounding out our list is the grouping that includes

federal, state and local figures. Both areas came in on the plus side of the ledger in

Q3, registering a combined gain of 3.3%. The federal level was boosted by another robust

gain of 4.6% in defense spending. Given the increase of more than $1.0 trillion that was

included in the fiscal year 2018 Omnibus Spending Bill, future support from the federal

government category would appear more than likely, coming in the areas of both defense

and domestic discretionary spending. Treat.

 

Conclusion

 

Through the first three quarters of this year, growth has averaged a 3.3% pace,

appearing to set a nice glide path for a visible improvement from the 2017 tally of

+2.2%. While 2018 is not even in the books yet, the discussion seems to be tilting

toward next year already. If you fall into the trick camp, you will be highlighting the

potential adverse impacts of Federal Reserve (Fed) rate hikes and quantitative tightenin

g, as well as the reduced effects of this year’s tax cuts. Conversely, further PCE

momentum and government spending make you hopeful for that treat getting thrown into

your bag instead. Consensus forecasts look for real GDP to drop back to a 2.5% gain in

2019. If this projection does come to fruition, I’d consider that a treat, certainly not

along the lines of “I got a rock.”

 

Unless otherwise stated, all data sourced is Bureau of Economic Analysis as of       

October 26, 2018.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook
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View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Personal Consumption Expenditure (PCE) Price Index       : measure of price changes in

consumer goods and services in the U.S. economy.

Gross domestic product (GDP)     : The sum total of all goods and services produced

across an economy.

Federal Reserve   : The Federal Reserve System is the central banking system of the

United States.

Rate Hike   : refers to an increase in the policy rate set by a central bank. In the

U.S., this generally refers to the Federal Funds Target Rate.

Quantitative Tightening   : Quantitative easing is a process whereby a central bank

targets lowering longer-term interest rates by purchasing bonds and other securities to

stimulate the economy. Quantitative tightening is the reverse process whereby securities

are either sold or the proceeds of maturing securities are not reinvested with the goal

of tightening economic conditions to prevent the economy from overheating.
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