
Will Trump derail the US economy?

Following the very weak July employment report, many are once again fearing a US recession.
The US economy has indeed lost considerable momentum. However, we still expect that a
recession will be avoided.
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That's how fast things can change: recession back on the agenda
Many investors had high hopes for a strong upturn following Donald Trump's election as US president. But no sooner had Trump moved into the White
House than the market began to fear a recession in the US due to his aggressive and erratic economic policy. When the economic figures turned out
not to be so bad after all, the tide turned and many investors wondered whether he might be doing everything right after all. However, last Friday's
employment report caused the mood to shift once again, and concerns about a possible recession are back in the foreground.

A sober assessment therefore seems necessary. We had already argued in March that the US economy would weaken but was likely to avoid a
recession. In the following, we examine whether the latest developments still support our thesis.

Significant slowdown on the labor market...
The current recession fears were triggered by the labor market report for July published on August 1. Not only was the relatively low increase in
employment of only 73,000 in the last month disappointing, but even more shocking was the fact that the fairly decent gains in May and June of
144,000 and 147,000 were revised down to just 19,000 and 14,000, respectively. This has significantly worsened the overall picture. The employment
trend is much weaker than expected (Chart 1).

Chart 1 - Labor market has slowed more than previously thought

Nonfarm payrolls, month-on-month change in thousand. Grey columns May/June 2025: pre-revision data. Yellow linie: six-month
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... which Trump doesn't like at all
President Trump did not take the disappointing labor market data well and fired the head of the Bureau of Labor Statistics (BLS) – the responsible
statistics agency – on Friday. The BLS Commissioner, Erika McEntarfer, had been appointed by Joe Biden and was confirmed by the Senate with broad
bipartisan support (86 votes to 8).
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Trump took particular offense at the unusually sharp downward revision of the previous month's data by a total of 258,000 jobs. Furthermore, according
to Mr. Trump, McEntarfer had “falsified” job data before the presidential election to boost Kamala Harris's chances of winning. Someone more
competent and qualified would now be appointed.

This is an extraordinary move that has caused quite a stir even among Republican senators. In many quarters, it has led to fears that the US
government is now guided solely by wishful thinking and could ignore or even manipulate hard data in the long term if it does not fit its own agenda.

... and further downward revisions are on the way
The annual benchmark revision of labor market data due with the next labor market report in early September could increase the pressure on the BLS.
The figures obtained from surveys are compared with unemployment insurance figures, which are based on an almost complete data set. Last year,
this led to an unusually sharp downward revision of employment figures. This year, the benchmark revision could be similarly significant, reducing non-
farm payrolls for March – the benchmark month – by around 700,000 (see our Briefing). This would mean that employment in the twelve months to
March would have increased by only around 90,000 on average, rather than the nearly 150,000 previously reported. Trump will blame this on the Biden
administration, but the fact that the underlying pace of the labor market is significantly slower than previously thought is certainly bad news for the
Trump administration as well.

Consumer spending is declining
In addition to the labor market figures, other hard data has also taken a hit. Private consumption, which accounts for almost 70% of GDP and is by far
the most important economic indicator, grew by only around 1% on average; in the third and fourth quarters of 2024, it still grew by an average of 3.9%.
The subdued consumer sentiment is even more evident when looking at the monthly data. In the second quarter, stagnation set in, and consumption in
June was even slightly below the level reached in December.

This suggests that the hard economic data is following the “soft” indicators such as consumer confidence, albeit with some delay. Sentiment had
already deteriorated significantly in the first half of the year without this being immediately reflected in the hard figures. This had already led many to
ignore the “sentiment recession” (or "vibecession").

What are the arguments against a recession?
All of this certainly raises some warning flags. However, the fact that private households are in solid financial shape argues against more severe
spending cuts. They have steadily reduced their debt over the past 15 years. Most recently, they owed just under 68% of gross domestic product
(GDP), around 30 percentage points less than at their peak in 2009 (Chart 2). Unlike after the real estate bubble of 2005/06, massive consolidation is
not expected here.

The same applies to companies. Their debt level was recently 72.6% of GDP, a ten-year low. This means that they have reduced their debt less
vigorously than private households. However, they were not as heavily indebted as many private individuals, so the pressure to reduce debt was
correspondingly lower.
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Chart 2 - US private sector has ist debt under control

Private household and non-financial business debt in % of GDP, quarterly data
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Corporate investment benefits from the AI boom
At the same time, corporate investment should benefit in the coming quarters from the boom in artificial intelligence, which is likely still in its infancy
(Chart 3). This is also due to the relatively low level of regulation of AI by the new Trump administration. In general, the new administration has removed
some barriers to investment, for example in the energy sector. This could partially offset the negative effects of the trade turmoil.

Chart 3 - AI boom has set in

Private investment in computers, peripheral eqipment and software. Contribution to real GDP growth (quarter-on-quarter at annual
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Financing conditions are not really slowing things down...
Financing conditions also argue against a slump in the US economy, as they are not yet unfavorable when you consider the record highs on the stock
market and low risk premiums. In addition, the US Federal Reserve has already cut interest rates by 100 basis points in 2024. We therefore consider
the current key interest rate level to be only slightly restrictive at most.

... and the Fed will cut again soon
Furthermore, further interest rate cuts are foreseeable. Two Fed governors had already spoken out in favor of such a move at the last FOMC meeting.
This week, the president of the San Francisco Fed also said she could imagine more than two rate cuts this year. This would mean that the Fed would
act at each of its three remaining meetings. Other officials are also likely to have reconsidered their position in light of the weaker labor market figures.
We continue to expect interest rate cuts of 25 basis points in September and December, followed by four further steps next year. The upper limit of the
target range for the Fed Funds Rate in September 2026 would then be 3.0%.

Financial stimulus in the pipeline
In addition, fiscal policy should also help the economy soon. The Committee for a Responsible Federal Budget estimates that Trump's major fiscal
package passed in July will increase the budget deficit by around USD 500 billion in the 2026 fiscal year beginning on October 1, 2025. Admittedly, just
under half of this is attributable to the extension of an income tax cut that would otherwise have expired on December 31, which does not represent any
real stimulus compared with the current situation. However, the other half, amounting to just under 1% of GDP, is additional money that the government
is pumping into the economy.

Growth dip, no recession
US recessions, i.e. a contraction of the economy, are quite rare anyway. There have only been three in the last 30 years: 2001, 2008/9 and 2020. The
latter was clearly caused by the pandemic and the associated restrictions on economic activity, and is therefore a special case. It is striking that in the
other two cases, the consequences of tighter monetary policy were compounded by another negative shock. In 2001, the New Economy bubble burst,
and in 2008, the real estate bubble burst. The tariff turmoil is unlikely to shock the US economy enough to trigger a full-blown crisis.

As a large, relatively closed economy, the impact of the tariff turmoil on the US economy is likely to be far less dramatic than the consequences of the
bubbles that burst in 2001 and 2008. The Fed's foreseeable further rate cuts should also support growth in the medium term.

We therefore continue to believe that a dip in growth is more likely than a recession. However, this will not happen without some economic pain. The
unemployment rate is likely to rise as economic growth weakens. In addition, uncertainty about whether a recession will occur after all is likely to persist
for some time. This is because it is not unusual for a growth dip to be followed by a series of weaker economic data. Whether this will then lead to a
recession or be replaced by better figures again is not always easy to determine in real time.
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