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US ECONOMIC SLOWDOWN
HOW TO READ THE MIXED SIGNALS

US economic slowdown: how to read the
mixed signals

US economic data sent mixed signals throughout the first quarter of 2023. Firm real GDP growth in
January-March, estimated at an annualised rate of 1.1% quarter on quarter, masks a lot of month-on-
month variation as well as a months-long slowdown in the manufacturing sector. Consumer confidence
wobbled in March but rose again in April, defying still-high inflation and another rise in interest rates; it
remains noticeably higher than it was in late 2022. Finally, inflationary trends have diverged. Headline
and core inflation shot up in tandem over the first half of 2022; however, while headline inflation has
been falling steadily in annual terms since June 2022, core inflation largely remained steady, and even
ticked up again in March.

These mixed signals suggest that the US economy is at a turning point, coming out of a year
of robust (but unsustainable) growth in 2022 and heading into a slowdown. The Federal Reserve
(Fed, the US central bank) will therefore have to continue to walk a fine line as it seeks to reduce
inflation without unnecessarily deepening the economic slowdown. For now, consumer spending
remains the strong point of the US economy, but the EIU expects this to slow more noticeably in the
second quarter and contract slightly in the third as prices remain high and the full weight of monetary
tightening over the last year comes to bear. We expect the US economy to experience a mild
technical recession in 2023, with two consecutive quarters of contraction, mostly concentrated
in the third quarter. Although downside risks persist, we still expect this to feel more like a
business-cycle slowdown than a typical recession, with a modest recovery in 2024.

-
Consumer sentiment is above end-2022 levels, despite stubborn inflation
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Sources: US Bureau of Labour Statistics; University of Michigan Index of Consumer Sentiment; EIU.

First-quarter growth is really a January story

Real private consumption in the first quarter expanded at a fairly robust annualised rate of 3.7%

(0.9% non-annualised), but this masks significant variation from month to month. Real personal
consumption surged in January 2023, rising by 1.4% month on month and reversing an average decline
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of 0.3% in November and December 2022. The jump in spending was driven in part by a large increase
in real disposable incomes, which rose by 1.5% month on month—a major acceleration from average
income growth of 0.3% in November and December. This mainly reflects an increase in employees’ pay
packages (0.9% month on month, compared with 0.4% in November-December), as well as a cost-
of-living adjustment to social-security payments equivalent to 8.7% year on year, roughly in line with
inflation last year. It is also worthwhile to note that a sizeable monthly drop in personal tax payments,
of 7.9%, magnified the increase in employees’ take-home pay in January. This is unlikely to be replicated
in the coming months, particularly following the April 18th tax deadline.

This jump in real incomes at the start of 2023, together with still-low unemployment, will
help to sustain consumer spending in the short term. However, we do not expect this pace
of growth to continue. Indeed, the one-off impact of rising incomes in January has already started
to wear off: real personal consumption dipped in both February and March (albeit from a high base),
limiting what would otherwise have been a higher first-quarter average.

Early signs of consumer strain are

. -
appearing Surge in real incomes and spending in
Consumer strength in the first quarter is one January 2023 was a one-off
of the main factors supporting our forecast for (% change month on month; chained 2012 US dollars)
positive real GDP growth of around 1% in full- B Real disposable personal income

) ) ) ) Real personal consumption expenditure
year 2023, despite mild contractions in the second 16

and third quarters. Nonetheless, signs of
financial strain are starting to appear, which
suggests that a consumer-led slowdown is on
the way. For example, the savings rate (savings

as a share of personal disposable income) has

started to inch up from a 17-year low point of 04
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savings accumulated during the pandemicin Sources: US Bureau of Econormic Analyss;EIL.
2020-21to support rapid consumer spending.

The savings rate rose to 4.8% on average in the

first quarter of 2023, likely a sign that households

have spent down some of these excess savings and are starting to prepare for leaner times ahead

(the savings rate tends to rise as the economy enters a slowdown). This said, the savings rate is still
below the pre-pandemic norm of between 7% and 8%. This suggests that still-high prices are
constraining household budgets and limiting households’ ability to save. We expect these strains
to start weighing more heavily on consumer spending behaviour in the second and, particularly, the

third quarter of this year.
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-
Gap between income and spending has narrowed sharply since 2020 peak
(bn chained 2012 US dollars; seasonally adjusted annual rate)
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Sources: US Bureau of Economic Analysis; EIU.

Credit-card balances have also risen steadily, reflecting higher credit lines and the impact of higher
interest rates; balances rose by 15% year on year in both the third and fourth quarters of 2022, the
fastest annual rise in 20 years. Credit-card debt represents a small share of total household debt—
around 6% at end-2022—but it offers a good picture of household finances, as it most often goes to
support consumption spending.

-
Credit-card balances are the fastest-growing source of US debt
(% change year on year)
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Sources: New York Federal Reserve; EIU.

Overall household debt is also rising, albeit from low levels, as many households used excess
savings during the pandemic to pay down debts. For example, credit-card balances returned to their
pre-pandemic peak in the third quarter of 2022 and were more than 6% above that peak in the fourth
quarter, at nearly US$1trn. The build-up in total household debt (all categories combined) accelerated
over the course of 2022 and averaged 8% year on year, double the rate of 3.9% seen in 2019.
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The number of loans moving into serious delinquency (90+ days late) is still low, at around 1%,
reflecting the pandemic-era reduction in debt. However, the number of loans that have recently moved
into delinquency (30+ days late) has almost recovered to pre-pandemic levels, particularly for auto and
credit-card debt.

|
The share of loans moving into early delinquency is rising from a low base
(% of total balance of outstanding credit)

3o0dayslate == 60 days late 90 days late
1.2
1.0
0.8
0.6
0.4
\ — 0.2
N~ —
[ T T T T T T T T T T T T 0
Qi Q Q3 Q4 Q Q Q3 Q4 Q Q Q3 Q4
2020 21 22

Sources: Federal Reserve Bank of New York; EIU.

What does this mean for economic growth?

We expect an impending slowdown in consumption expenditure to drive trends in overall
GDP in 2023-24. This is due to both consumer spending accounting for the majority of economic
activity, around 70%, as well as the little support that will come from other parts of the economy. The
manufacturing sector has already been slowing for several months, although the impact on GDP
has thus far been offset by steady consumption expenditure. The Institute for Supply Management’s
manufacturing Purchasing Managers Index (PMI) declined for the sixth consecutive month in

April, reflecting broad-based declines in new orders (for the past eight months), production levels
(five months) and manufacturing employment (two months). One positive outcome of this is that
production backlogs are also being worked through, further easing constraints at the end of the
supply chain. Producer prices have also softened since September 2022, which may position
manufacturing firms to rebound more sustainably once demand picks up.
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Manufacturing activity is declining, but so are backlogs and prices
(manufacturing Purchasing Managers Index value)
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Arecovery in fixed investment, which has been steadily declining since the second quarter of 2022,
will also be contingent on calming inflation and lower interest rates. Much of the weakness thus far has
stemmed from the housing sector, as house prices and turnover is settling back from rapid growth in
2021 and early 2022. While we expect the Fed to pause its tightening cycle in May 2023, we expect
the effective policy rate to remain at or above 5% for some time, most likely until mid-2024, as
the central bank seeks to avoid the inflationary rise-and-fall cycle seen in the 1970s. This is likely
to keep pressure on both consumer spending and investment until that time. The recovery is only likely
to gather pace in the second half of the year, resulting in still-soft growth of around 1% in full-year 2024.

The debt ceiling poses downside risks

Overall, this is as close to a soft landing as the Fed is likely to have been able to engineer under
the circumstances, and a fairly benign outcome for the US economy. However, downside risks
will loom as long as the debt ceiling issue remains unresolved. If there is no progress on the debt

ceiling by mid-May; rising risk aversion would weigh on the US dollar further (contrary to its usual
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[
US growth is forecast to pick up in 2024 once interest rates ease
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safe-haven status). Markets have already priced in a higher cost of insuring against government debt,
and Treasury yields are likely to rise further in late May if no agreement is in sight. This would help to
achieve the Fed'’s goals of dampening inflation, albeit at the expense of credit conditions (which would
tighten) and overall borrowing costs (which would rise across the board, further denting investment).
Rising bond yields would put further pressure on the banking sector; although emergency measures
introduced by the Fed in March in response to two bank failures will continue to stabilise bank finances,
market risk aversion could spike nonetheless. We maintain our view that a debt default will be
averted by a last-minute compromise, but only after additional signs of economic strain
appear in May-june.
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EIU Viewpoint: Country Analysis
Preparing you for what’s ahead

Understand a country’s political, policy and economic outlook with our award-winning forecasts,
analysis and data. Our experts assess the global dynamics that impact organisations, so you can plan
and operate effectively.

What's included?

® Global and regional outlook spanning politics, economics and market-moving topics
® Daily insights on the developments that impact the future outlook

® Executive summaries of country forecasts over the medium-term outlook

® Medium-term country forecasts on ~200 countries’ political and economic landscape
® | ong-term country forecasts on the structural trends shaping ~80 major economies
® |ndustry analysis on the outlook for 26 sectors in ~70 markets

® Commodity forecasts on supply, demand and prices of 25 critical goods

® Macroeconomic data on forecasts, as well as historic trends

® |ndustry data on demand and supply of key goods, now and in the future

® Proprietary ratings on the business environment

® Thematic analysis of the cross-cutting issues that our experts expect to shape the global outlook

How Country Analysis helps you to stay ahead

Expansive coverage - global, regional and country-level analysis for nearly 200 markets, delivered by
our analysts. Every month, 20,000 data series are updated, enabling you to adapt and plan ahead.

Challenging consensus - stay ahead of your competitors. For more than 70 years our forecasting
teams have made bold calls, accurately.

A nuanced approach - intuitively designed to address politics, policy and the economy, our
methodology includes detailed insights in addition to data.

Robust, accurate information - apply insights with confidence. Our forecasts and analysis are non-
biased and rigorously researched.

To arrange a demonstration of EIU’s Country Analysis service or to discuss the content and features
included, please visit eiu.com/n/solutions/viewpoint/country-analysis/
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