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Introduction
The U.S. economy grew 3.5 percent in the third quarter, according to the advance estimate.  This pace confirmed the economy’s strong growth in the wake of the Administration’s tax reforms, deregulatory measures, and other policies to support business growth.  Real GDP is forecast to grow 3.2 percent in 2018, which would be the first calendar year of growth above 3 percent since 2005.

A further acceleration in private consumption and a strong build in private inventory were the main drivers of the solid economic performance in the third quarter, followed by a larger positive contribution from government spending.  Private non-residential fixed investment made a small positive contribution in the third quarter, although residential investment continued to decline, and net exports also subtracted from growth.  Altogether, private domestic final purchases (the sum of consumption, business fixed investment, and residential investment) advanced by 3.1 percent in the third quarter, following 4.3 percent growth in the second quarter.

Labor markets have continued to tighten.  In the second quarter, for the first time in history, the number of job openings climbed above the number of job seekers, and this configuration, considered indicative of a tight labor market, has continued in the third quarter.  In fact, the average monthly pace of job creation thus far in 2018 continues to exceed the monthly average seen in 2017.  The unemployment rate in October was 3.7 percent, a 49-year low, and growth of nominal wages and personal income continued to trend higher, with progress also apparent in real wage gains.  Measures of consumer and business sentiment remain near multi-year highs or at record levels.  Private forecasters are predicting solid growth in the fourth quarter as well as for the year as a whole.

Economic Growth

According to the advance estimate of real GDP, the U.S. economy grew at an annual rate of 3.5 percent in the third quarter, a strong pace if slower than the second quarter’s 4.2 percent surge.  Private domestic final purchases – the sum of personal consumption, business fixed investment, and residential investment – grew in the third quarter at an annual rate of 3.1 percent, following a 4.3 percent rise in the second quarter.  This measure of private demand has held above 3 percent in all but two of the last seven quarters.  Over the past four quarters, private domestic final purchases
have grown by 3.4 percent, well above the 2.9 percent average seen over the previous two years.
Growth in real personal consumption expenditures accelerated further in the third quarter, growing at an annual rate of 4.0 percent, the fastest quarterly pace in four years, after an already strong 3.8 percent advance in the second quarter.  Outlays on consumer durables drove consumption, rising 6.9 percent at an annual rate, extending the momentum of the second quarter’s 8.6 percent advance.  Spending on nondurables was up 5.2 percent in the third quarter, accelerating from the 4.0 percent reading in the second quarter.  Consumption of services also accelerated in the third quarter to a 3.2 percent annual rate, after growing 3.0 percent in the second quarter.  On balance, real personal consumption expenditures added 2.7 percentage points to growth in the third quarter – the largest contribution from this component in nearly four years.
Business fixed investment increased 0.8 percent at an annual rate in the third quarter, after increasing 8.7 percent in the second quarter, and added 0.1 percentage point to overall growth.  Since the start of 2017, real private nonresidential fixed investment has grown at a quarterly average of 6.6 percent, marking a return to the healthy pace seen in the early years of the recovery.  Fixed investment in intellectual property products continued to grow at a healthy,
 if slower, pace, rising 7.9 percent in the third quarter after a 10.5 percent increase in the second quarter.  Investment in this category has grown at an average annual rate of nearly 11 percent per quarter over the past three quarters, the fastest three-quarter clip in such investment seen in 12 years.  Although investment in structures declined 7.9 percent in the third quarter after growing at double-digit paces in each of the previous two quarters, the level of investment in structures remains almost 8 percent above its level at the start of 2017.  Outlays for equipment grew 0.4 percent in the third quarter, softening after growing an average annual rate of nearly 9 percent in each of the previous six quarters.  As expected, the cycle of inventory accumulation turned strongly positive in the third quarter, adding 2.1 percentage points to real GDP growth.

Measures of manufacturing and services production in the economy have recently risen to multi-year highs and remain very strong.  The Institute of Supply Management’s (ISM) manufacturing index declined to 57.7 in October, remaining near the 14-year high reached last August.  Moreover, all five component indices pointed to an expanding business environment.  The ISM’s non-manufacturing index rose to a 21-year high in September, then declined to 60.3 in October.
Residential investment retrenched for the third consecutive quarter, declining 4.0 percent at an annual rate in the third quarter and subtracting 0.2 percentage point from growth, after making an essentially flat contribution in the second quarter.  Signs of slowing in the housing sector persist against a backdrop of low inventories and rising mortgage rates.  Existing home sales, which account for 90 percent of all home sales, have declined in each of the past six months, including a 3.4 percent drop in September, and these sales were 4.1 percent lower over the past year through September.  New home sales have fallen in five of the past six months, and as of September, were 13.2 percent lower than a year ago.  Total housing starts declined 5.3 percent in September, reflecting a 0.9 percent decrease in the single-family sector but also a 15.2 percent decrease in the volatile multi-family component.  Although building permits fell below total starts in August, which may suggest the possibility of weaker housing activity in coming months, permits did rise back above starts in September.  Homebuilder confidence remains elevated, and in October, stood only six points below the 18-year high reached in December 2017, with current as well as forward-looking components of the survey strengthening.

Total government spending rose 3.3 percent at an annual rate in the third quarter, accelerating from a 2.5 percent pace in the previous quarter.  After making an essentially neutral contribution to growth in most of 2016 and 2017, government spending has added to growth in each of the past four quarters, including a 0.6 percentage point contribution in the third quarter.  Federal outlays grew 3.3 percent in the third quarter, after a 3.7 percent rise in the previous quarter, while state and local government spending growth stepped up to a 3.2 percent rate in the third quarter -- the fastest pace in more than two years.

The U.S. trade deficit widened in the third quarter, as import growth accelerated to an annual rate of 9.1 percent, and export growth slowed to a decline of 3.5 percent annual rate.  One reason for the widening of the deficit is that the U.S. economy is growing faster than the economies of the rest of the world, so U.S. domestic demand for imports is stronger.  As a result, net exports subtracted 1.8 percentage points from growth in the third quarter, after adding 1.2 percentage points to growth in the second quarter.

Labor Markets and Wages
This year, through October 2018, monthly job growth has averaged 213,000, well above the 182,000 monthly average for 2017.  The unemployment rate stood at a 49-year low of 3.7 percent in October.  The most comprehensive measure of labor market slack, the U-6 unemployment rate, which includes those marginally attached to the labor force and those working part-time for economic reasons, continues to trend lower: as of October, this rate had declined to 7.4 percent, or 1.7 percentage points below the pre-recession average of 9.1 percent.
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The pace of nominal wage growth is accelerating, and real wages are also showing solid gains.  Nominal average hourly earnings for private production and nonsupervisory workers grew 3.2 percent over the twelve months through October 2018, the fastest yearly rate since April 2009.  Nominal average hourly earnings for all private industry workers grew 3.1 percent over the year through October 2018, also the fastest pace since April 2009.  Measuring inflation using the most recent CPI data from September (2.3 percent) suggests real hourly wages grew 0.9 percent, and using the preferred PCE price index (2.0 percent, September) suggests real average hourly earnings were up 1.2 percent.  Nominal average weekly earnings for private industry workers rose 3.4 percent over the past 12 months as a result of a rise in average working hours, suggesting an increase in real average weekly earnings over the past year.  This is the 6th consecutive month with nominal 12-month growth over 3 percent—the longest period with 3 percent weekly earnings growth since 2007.
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Prices
Price inflation has slowed recently, although it continues to accelerate on a year over year basis, based on several measures.  Over the 12 months through September 2018, the consumer price index (CPI) for all items rose 2.3 percent, slowing from the 2.9 percent, 12-month readings seen this past June and July, and only slightly faster than the 2.2 percent pace over the year through September 2017.  Energy price inflation recently slowed markedly from the double-digit paces registered over the summer, and food price inflation, though higher over the past two years, has stabilized.  The energy price index rose 4.8 percent over the year through September 2018, slowing from the 10.1 percent, year-earlier pace.  Food prices rose 1.4 percent over the past year through September, up modestly from the 1.2 percent pace over the 12 months through September 2017. Excluding food and energy, the CPI increased 2.2 percent over the year through September 2018, above the pace of 1.7 percent through September 2017.

The PCE price index has also accelerated on a year-over-year basis at both the headline and the core levels.  The index rose 2.0 percent over the 12 months through September, above the 1.8 percent observed a year earlier.  Similarly, core PCE price inflation picked up to 2.0 percent over the year through September 2018, well above the 1.5 percent pace observed a year earlier.
 The pace of home price inflation, while strong, has slowed in recent months.  Still, the pace remains well above the increases in core measures of consumer prices.  The FHFA purchase-only home price index rose 6.1 percent over the year ending in August 2018, lower than the peak rates of around 8 percent observed in mid-2013.  The Standard and 
Poor’s (S&P)/Case-Shiller composite 20-city home price index rose 5.5 percent over the year ending in August 2018, a pace well under one-half of the peak rate of 13.8 percent in November 2013.
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Consumer and Business Sentiment

Measures of consumer and business sentiment, having risen to multi-year or all-time highs, remain at elevated levels.  The Reuters/Michigan consumer sentiment index declined slightly to 98.3 in the preliminary report for November, but remains within a few points of the 14-year high reached in March 2018.  Notably, this index has averaged 98.4 per month thus far in 2018, the highest year-to-date reading since 2000.  The Conference Board’s confidence index rose 2.6 percentage points in October to its highest level since September 2000. The National Federation of Independent Business’s (NFIB) small business optimism index declined 0.9 point to 107.9 in September, just below the record high level reached in August.
Federal Budget and Debt
The Federal Government posted a deficit of $779 billion (3.9 percent of GDP) at the end of the fiscal year for 2018, rising from $666 billion (3.5 percent of GDP) in FY 2017. The primary deficit (which excludes net interest payments) was 2.1 percent of GDP in FY 2018, unchanged from last year.  Federal receipts totaled $3.33 trillion (16.5 percent of GDP) in FY 2018, declining from 17.2 percent of GDP in FY 2017.  Net outlays for FY 2018 were $4.11 trillion (20.7 percent of GDP), down from 20.9 percent of GDP in FY 2017.  Excluding net interest payments, outlays were equivalent to 18.7 percent of GDP in FY 2018, down from 19.3 percent in FY 2017.  Federal debt held by the public, or federal debt less that held in government accounts, rose 7.4 percent to $15.75 trillion by the end of FY 2018.  Publically-held debt as a share of GDP increased by 1.9 percentage points to 78.0 percent of GDP.

According to the Mid-Session Review, the Administration estimates that the federal deficit will rise to $1,085 billion (5.1 percent of GDP) in FY 2019.  From FY 2019 to FY 2023, the deficit would total $5.06 trillion (4.4 percent of GDP on average), $485 billion higher than estimated in February.  However, the Administration expects that implementation of its budget proposals – including cuts to non-defense discretionary spending, elimination of the Affordable Care Act, and reform of multiple welfare programs – would gradually decrease the deficit to $539 billion (1.6 percent of GDP) by FY 2028.  President Trump has asked all agencies to cut their spending by five percent over the next fiscal year.  The Budget projects that the primary deficit (which excludes net interest outlays) will be 3.3 percent of GDP in FY 2019 but will turn into a small primary surplus by FY 2024. The Administration expects debt held by the public to peak at 82.7 percent of GDP in FY 2022 before gradually declining to 74.8 percent of GDP by FY 2028.

Economic Policy
In December 2017, the United States enacted the first major tax reform in three decades.  The new tax code is designed to strengthen markedly incentives for economic growth and to deliver tax relief to households.  The new tax law lowered the U.S.  corporate tax rate from one of the highest in the developed world to near the average of other advanced economies; it allows businesses to deduct immediately 100 percent of the cost of most of their new capital investments for the next five years; and it reduces individual taxes through lower tax rates, a larger standard 
deduction, and an expanded child tax credit.  Combined with regulatory reforms and infrastructure initiatives, tax reform has encouraged people to start new businesses, and workers to re-enter the labor market.  The new tax law may also support a sustained increase in productivity.

On the monetary policy side, the Federal Reserve began the current cycle of monetary policy tightening in December 2015.  At its most recent meeting on November 8-9, 2018, the Federal Open Market Committee (FOMC) left the target range of the federal funds rate at 2.0 to 2.25 percent.

In addition to raising the federal funds rate target at recent FOMC meetings, the Federal Reserve has also recently sought to normalize long-term interest rates.  At its meeting on September 19-20, 2017, the FOMC announced it would initiate a balance sheet normalization program in October 2017.  At its meeting on October 31-November 1, 2017, the FOMC indicated that the normalization program “is proceeding” but no further mention of the program has been made in subsequent accompanying statements.  The program will gradually reduce the Federal Reserve’s holdings of securities by decreasing reinvestment of principal payments from those securities.
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