
US economy – soft landing or crash landing?

Many economic indicators in the US have recently disappointed. Some sentiment

indicators in particular have slumped. However, a recession is unlikely. This is

because financing conditions have recently improved again for most sectors

and strong immigration is helping to cool the labor market and support private

consumption. Nevertheless, the economy is likely to expand only moderately for the

time being, to which the Fed will probably respond by cutting interest rates towards

the end of the year.

 Bernd Weidensteiner
 

Dr. Christoph Balz

Significant cooling, ...
The US economy is showing signs of a significant slowdown. The purchasing managers' indices compiled by ISM were particularly

striking. The index for manufacturing fell for the third time in a row in June and, at 48.5, is below the neutral threshold of 50. The

services index even slipped by 5 points to 48.8 in June, a four-year low (title chart). Hard data, particularly from the residential

construction sector, are also tending towards weakness at present. Is the US economy in for a rude awakening?

... which is what the doctor ordered
This interpretation seems premature to us. After all, the slowdown in economic momentum can hardly come as a surprise. Instead, the

Fed's rate hikes were aimed precisely at cooling the economy and thereby bringing inflation back under control. At the same time, the

boost the economy received from fiscal policy is tending to wane, even if fiscal consolidation is out of the question. In response to this,

a significant slowdown has recently been observed in some areas of investment. This applies in particular to residential construction,

which is being held back by persistently high mortgage interest rates, and commercial construction. The boom in the construction of

new factories (e.g. for chips), which was fueled by various government subsidies, has come to an end.

Financial conditions have improved again ...
By contrast, investments in equipment and intellectual property such as software are very robust. The artificial intelligence mega-

trend could play a positive role here. In addition, financing conditions have actually improved over the past year, despite the relatively

high key interest rates. This is also shown by the Chicago Fed's broad index of national financial conditions, which summarizes around

100 indicators such as risk premiums, bank lending conditions, market volatility and stock market performance (Chart 1). According

to this index, companies should continue to have no problems raising capital. This is likely to have contributed to the fact that growth

rates of 9% for equipment and 5% for intellectual property (both at an annual rate from the previous quarter) are emerging for the

second quarter.
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Chart 1 - Financial conditions are favorable

Chicago Fed index of national financial conditions. Yellow-shaded areas: recessions as determined by the NBER

-2

-1

0

1

2

3

4

5

1971 1975 1979 1983 1987 1991 1995 1999 2003 2007 2011 2015 2019 2023

unfavorable

favorable

Source: Chicago Fed, Bloomberg, Commerzbank Research

... and the labor market is normalizing without a decline of employment, ...
There are also signs of a slowdown in the labor market. The overall demand for labor, i.e. the number of employees plus the number

of vacancies, has recently fallen (Chart 2). Unlike in previous periods of weakness, which often led to recessions, however, this is

not accompanied by a reduction in employment, which would affect disposable income. On the contrary, 176 thousand new jobs

were created each month in the second quarter. Although this is less than last year's figure of around 251 thousand, it is still a solid

increase that is boosting disposable incomes. With 8.1 million jobs still unfilled, there is unlikely to be a decline in employment in the

foreseeable future.

In contrast to previous periods of overheating on the labor market, the cooling so far came mainly from a decline of job openings.

Employment growth has slowed down, but is still robust. In addition, the rebalancing on the labor market also came via the supply

side: labor supply has been rising sharply for some time due to the enormously high level of immigration, which is increasingly closing

the gap between supply and demand on the labor market. Since December 2019, the number of immigrant workers in the USA has

grown by 4.1 million, compared to just 900 thousand domestic workers. The entire increase in employment was driven by immigrant

workers.[1]
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Chart 2 - Labor market: Demand and supply are coming into better balance

Demand: Employment (based on the household survey, CPS) plus job openings. Supply: Labor force. Monthly data in millions

130

135

140

145

150

155

160

165

170

175

Jan-01 Jan-03 Jan-05 Jan-07 Jan-09 Jan-11 Jan-13 Jan-15 Jan-17 Jan-19 Jan-21 Jan-23

Labor demand Labor supply

Source: BLS, S&P Global, Commerzbank Research

... which is putting a floor under personal consumption
The slower increase in employment and wages is dampening income growth, which is why private consumption has lost momentum

this year. However, a decline is hardly to be expected, partly because the now slower pace of inflation is supporting real disposable

income. After all, these rose by 0.5% in May from the previous month, and a solid increase of 0.3% is also on the cards for June. At the

same time, consumers are benefiting from the massive increase in wealth. In the first quarter of 2024, total household net worth was

9% higher than a year earlier.
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Chart 3 - Income growth has slowed but remains solid

Real disposable income, month-on-month change in %. January 2023 spike cut off, January 2024 forecast
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Accordingly, real-time indicators do not show much weakness in private consumption.The number of travelers at airports, for

example, has risen sharply until recently. Last Sunday, the Travel Security Administration counted more than three million passengers

in one day for the first time ever. The weekly average was around 8% higher than a year ago, although air travel is certainly one of the

first things consumers would do without in the event of an economic slump.

Mr. Trump as a factor of uncertainty
Politics remains a factor of uncertainty. Donald Trump is currently the favorite for the presidential election in November – with a

growing lead due to President Biden's recent weak performance in public. If a President Trump is able to implement the more radical

of his ideas, such as general and massive tariff increases, there is a risk of considerable consequences for the economy. Last but not

least, inflation would then pick up again, which could put an end to hopes of interest rate cuts by the Fed. If Trump were to come to

blows with the Fed, there would likely be considerable turmoil on the markets. Without such extreme scenarios, however, the impact

of a change of power should remain manageable in economic terms.

US economy: slower, but not too slow
The growth momentum of the US economy has undoubtedly weakened and GDP growth is likely to be below 2% in the second

quarter, after just 1.4% in the first quarter. Nevertheless, the economy stabilized over the course of the second quarter, with real

monthly GDP as calculated by S&P rising again in May by 0.4% compared to the previous month, after +0.2% in April and -0.3% in

March (Chart 4). So far, the economy has not slumped. And when evaluating these figures, it should be borne in mind that potential

growth in the US is 2% at best, so growth in the first half of 2024 is not far off this figure.

We had been expecting relatively weak growth for this year for some time, with average growth rates of 1.7%. We do not expect any

acceleration for 2025 either, but we also see no signs of a slump.
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Chart 4 - Growth has stabilized again

Monthly real GDP, change vs. previous month in %. Dashed line: 2-year average
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... and will the Fed soon spray foam on the runway?
Further support for the US economy is not far off anyway, as the Federal Reserve is already moving towards lowering interest rates to

help along a soft landing. In line with its risk management approach, it weighs up the extent to which the two goals of full employment

and price stability are at risk when making policy decisions, focusing on the greatest risk. Last year, this was clearly inflation, but the

risks are now more balanced. This opens up scope for lower interest rates, and we expect the first step to be taken in December. If

the economic data continue to surprise to the downside and inflation continues to fall, an earlier turnaround in interest rates is also

possible.

[1] According to estimates by the San Francisco Fed and the CBO, the extremely high level of immigration in recent times has pushed the "break-even rate" (i.e. the maximum

possible job growth without the unemployment rate falling) up to over 200 thousand in the short term. In the long term, i.e. from around the end of 2025, equilibrium job growth is

likely to level off again at 70-90 thousand per month (back to text).
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