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Given the tenor of the discussion surrounding Brexit, investors may be forgiven for feeling the economic
and financial worlds are collapsing around them. So we thought it would be a good idea to turn the focus
back on the U.S. and analyze the outlook for the domestic economy. There is no doubt the uncertainty
created by the Brexit vote represents an unfortunate gift that might keep on giving in the months, if not the
next couple of years, ahead. However, does this development represent a “clear and present danger” for
U.S. growth prospects? Perhaps the best way to answer this question is to determine what type of footing
the economy was on prior to last month’s Brexit vote. On that front, 2016 got off to a slow start, as real GDP
was reported to have grown by a modest +1.1% in Q1. However, based on most economists’ projections,
Q2 should show some improvement, as expectations seem to be centered around a +2.5% outcome for
the April-June period. If this projection were to prove accurate, it would represent the third year in a row
that real GDP got off to a sluggish start only to rebound in the second quarter, a topic we discussed in our
April 20 blog post “Skate to Where the Puck Is Going”. U.S. Real GDP
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After a bit of a slowdown to begin the year, it looks as if consumer spending could put in a robust
performance, providing the lion’s share of positive contribution for Q2. This is an important consideration,
as the personal consumption expenditure component will more than likely continue to be the key cylinder in
the economic engine. Admittedly, the negative headlines regarding Brexit and the attendant volatility in the
financial markets could have an impact on consumer sentiment, but we feel that future household spending
plans will continue to provide support for the overall economy. Let’s take a look at some of the other
cylinders of the “GDP engine.” When the discussion turns to Brexit's negative effects on domestic output,
the consumer is rarely mentioned. Instead, most of the attention is on trade, or net exports. According to
the latest year-to-date data from the Bureau of Economic Analysis, the UK accounts for roughly 4% of
U.S. exports, while the European Union (ex-UK) tally is around 15%. Thus, any adverse repercussions
on demand from those two areas could definitely impact U.S. net exports in a negative way and could
potentially be added to by a strong U.S. dollar. Another important component to look at is gross private
domestic investment. Due to the plunge in energy prices that began in late 2014 and hit its nadir earlier
this year, along with the attendant pullback in mining and drilling activity as well as reduced rig counts,
business fixed investment has suffered. To illustrate this impact, the sector has produced three consecutive
quarters as a negative contributor. With oil prices back from their 2016 depths and appearing to stabilize,
at worst, the investment component should not act as the same type of drag on the overall economy in
the quarters ahead. Recent data on manufacturing activity has also been better than expected: in June,
the closely watched ISM Manufacturing Index rose to its highest level in 16 months. Conclusion A major
concern following the Brexit vote was the potential for a tightening in financial conditions. However, as of
this writing, this fear has not materialized. In fact, the sizable decline in U.S. Treasury yields over the last
few weeks has been akin to a “Fed easing” in monetary policy. While some slowing in H2 real GDP should
not be ruled out, at this point there appear to be no ominous clouds on the horizon.
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Important Risks Related to this Article

Foreign investing involves special risks, such as risk of loss from currency fluctuation or political or
economic uncertainty.

Fixed income investments are subject to interest rate risk; their value will normally decline as interest rates
rise. In addition, when interest rates fall, income may decline. Fixed income investments are also subject

to credit risk, the risk that the issuer of a bond will fail to pay interest and principal in a timely manner or
that negative perceptions of the issuer’s ability to make such payments will cause the price of that bond

to decline.
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