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Is Momentum Shifting
from Consumer to Industrial Economy?

The revision in 1Q17 GDP – to 1.2% growth, from an
initial 0.7% – changed investors’ response to the economic
outlook from “uh-oh” to “meh.” In other words, the slight
upward revision allayed some concerns but hardly sparked
enthusiasm.

GDP growth has been running in the 2% annual range
for most of the past decade. The problem has been that both
sides of the economy – the consumer side, and the indus-
trial & commercial side – are rarely firing at the same time.
The consumer has primarily carried the economy over the
past five years, aided by recovery in vehicle sales begin-
ning in 2011, and in housing beginning in 2012-13.

Meanwhile, the disruption in currencies and commodi-
ties that began in 2014 and hit crisis levels in winter 2016
slowed industrial-economy expansion worldwide. Durable
goods orders and capital goods activity overall were hurt as
purchasing managers moved to the sidelines, unable to make
planning decisions amid fluctuating commodity and cur-
rency prices.

Over the past year, the price of NYMEX oil has coa-
lesced around $50 per barrel; the dollar has established fairly
stable trading ranges with major currencies; and commod-
ity prices have moved slowly higher. The now multi-year
period of euro weakness has improved trade activity in the
European Union. Emerging economies are also benefiting
from more-stable markets, amid still reasonably-low energy
prices and low interest rates.

We are not ready to count out the U.S. consumer just
yet. But it does seem as though momentum has swung to
the industrial & commercial economy.

READING THE GDP TEA LEAVES
One thing that may have cost the Democratic Party the White
House was the persistence of disappointing GDP data. Dat-
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ing from midway through the Bush Administration, GDP
growth has been ticking along barely at a 2% rate. While the
average citizen may not parse GDP data, the widespread sen-
timent on Main Street that everyone was working hard and
getting nowhere partly powered the GOP to victory.

GDP growth has been inconsistent with jobs growth.
Unemployment has steadily declined (the U3 unemployment
is 4.4%) while wages are growing. The dichotomy between
GDP and employment at least partly reflects growth in high-
labor industries such as housing. While robots may be taking
assembly line jobs, they are not yet wielding nail guns or
circular saws on the construction site. Vehicle production is
somewhat automated, but still has a high human touch. Both
automotive and housing spawn lots of ancillary jobs, from
the folks in the lunch truck to auto parts store workers to the
guys loading wallboard at Home Depot.

The new administration in Washington, which berated
weak economic growth under the Democrats, has now expe-
rienced first-hand the challenges of moving the GDP needle
in a large and complex economy undergoing significant digital
disruption and facing the familiar bugaboos of low produc-
tivity growth and aging baby boomers. On preliminary ba-
sis, first-quarter 2017 U.S. GDP grew at a 1.2% rate, not
great but revised up from a barely-breathing 0.7% “advance”
rate that (when reported) was the lowest in seven years. Even
on a revised basis, 1Q17 GDP slipped from not-great 2.1%
growth in 4Q16.

Real personal consumption expenditures (PCE) rose at
0.6% in 1Q17, better than the initially reported 0.3% gain
but still down from full-year 2016 average growth of 2.7%.
As in the advance report, the big problem was durable goods,
which declined 1.4%. Non-durable goods were up slightly,
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while 1.2% growth in services was a positive.
The GDP revision included better-than-previously-es-

timated state and local government spending, offset by a
worse-than-reported decrease in private inventory investment.
Total government spending was down 1.1%, pulled down by
a 2.0% decline in federal spending; still, this was better than
the initially reported 1.7% government spending decline. State
and local spending was down 0.6%, not the 1.0% initially
reported. Private inventory investment declined 1.07%, worse
than originally reported.

An ongoing bright spot in the economy has been spend-
ing on residential fixed investment, which rose 13.8% in
1Q17. That followed 9.6% growth in 4Q16, which came on
the heels of negative readings in last year’s second and third
quarters. We continue to believe the government’s seasonal
adjustors may be flawed, and that those flaws become more
evident when weather patterns in a particular season do not
conform to the norms.

The best news in the GDP report was on non-residen-
tial fixed investment, widely regarded as a proxy for corpo-
rate capital spending. This measure was up 11.4% in 1Q17.
Although a significant portion of this growth was in struc-
tures, spending on equipment rose a solid 7.2%; and spend-
ing on intellectual property products, a driver of future pro-
ductivity, was up 6.7%.

Exports were up 5.8% in 1Q17, a further sign that cur-
rencies have achieved sufficient stability to permit a more-
normal course of business. Imports increased a lesser 3.8%,
meaning trade was not contributive to GDP growth.

TWO BIG CONSUMER ENGINES
ARE SPUTTERING
On the heels of a successful earnings season, news from the
consumer economy was mixed to downbeat. Automaker unit
sales reported for April extended the weakness seen in March
vehicle sales and in consumer durable goods spending (re-
flected in 1Q17 PCE within the GDP report). As of late May,
industry expert analysis firm J.D. Power reported that the
pace of new vehicle retail sales for May 2017 was likely
to be the lowest since May 2013. Even incentives at a
record rate have been unable to overcome nationwide
slowing demand for new vehicles after a record 2016.

While the decline in auto sales has been a developing
story since late in 2016, the 11.4% drop in April new home
sales was a surprise. New home sales fell to a seasonally
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adjusted annual rate (SAAR) of 569,000, for the biggest
monthly drop in more than two years. There were some
anomalies in the report, such as a severe (-26.3%) drop
in the West; but all regions were negative month over
month. Equally disconcerting was that median new home
prices fell 3%, suggesting discounting in new homes
sales, as in autos, failed to kindle consumer enthusiasm.

Existing homes were also down, by a lesser 2.3%, in
April. Economists tend to regard single-month swings as
blips and to focus on longer-lasting trends. Weak existing
home sales are less related to weak consumer appetite and
more related to a paucity of supply. That has caused median
days on the market to fall to a new low of 29 days, accord-
ing to the National Association of Realtors.

CONCLUSION
Stocks have risen on hopes for fiscal stimulus and lessened
regulation; on the best EPS growth in six years reported in
the 1Q17 earnings season; and on those signs of industrial
economy awakening detailed above. But can the economy
continue to grow if the consumer is running out of gas?

Investors do need to look beyond the twin engines of
housing and automotive; they do not tell the full consumer
story. At any one time, a relatively small subset of the popu-
lace is in the market for a home or car. While these metrics
are important, they are not definitive.

Capturing a much-broader spectrum of the consumer
economy, retail sales rose 0.4% in April. Spending picked
up in nine of 13 categories. Control retail sales (excluding
food services, gasoline stations, auto dealers and building
materials) rose 0.2% in April, building on the 0.7% gain in
March.

As eCommerce and other technology disruptors take
hold, new patterns are emerging in everyday life. The shift
in consumer purchasing patterns – toward online and away
from the store – is captured imperfectly in this data. We
believe the consumer has more to go, but we would not look
for legacy indicators – such as mall shopping – to serve as
an accurate gauge of consumer activity.

More important, we look for improving industrial eco-
nomic activity to offset (partly) any consumer slack. In com-
ing months, we will be focused on commodity prices, du-
rable goods orders, industrial production and capacity utili-
zation for signs they can extend their recent strength and (in
the process) help sustain economic recovery.

Jim Kelleher,
Director of Research
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