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U.S. Review

Growth Set to Moderate, Yet Continue

e With the government doors having re-opened on Monday, a
more patient stance from the Fed and the 100th consecutive
month of employment gains, developments have provided
some comfort to fears of an impending recession.

Our visibility of economic developments remains clouded by
the continued delay of indicator releases, but with the data we
have received, economic growth looks set to continue, albeit at
a more moderate pace.

Nonfarm payrolls added 304,000 jobs in January, but the
trend is expected to slow over the course of this year as
economic growth moderates.

Global Review

Eurozone Economic Growth Remains Weak

e Data released this week showed the Eurozone economy grew
just 0.2% on a sequential basis in Q4-2018, while the year-over-
year pace of growth slowed to just 1.2%. Italy fell into recession,
while the slowdown appears to be broadly based across various
sectors of the economy.

U.K. Parliament considered a number of paths forward for
Brexit, but did not appear to be in favor of any proposals that
were palatable to the European Union. Parliament is scheduled
to vote on May’s deal again on February 14, and another failure
to pass the deal could see the U.K. push for an extension of the
March Brexit deadline.
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Inflation Indicators 2 . fVi

PCE Deflator 1.9 22 22 18 1.5 1.6 1.8 21 1.1 1.8 2.0 1.8 2.2 Point of View

Consumer Price Index 23 26 26 22 1.8 20 22 25 1.3 2.1 2.4 2.1 2.6 Topic of the Week
Industrial Production * 25 52 47 27 1.9 24 12 40 -1.9 1.6 3.9 2.7 2.6 Market Data
Corporate Profits Before Taxes 2| 5.9 7.3 104 7.0 73 49 39 19 -1.1 3.2 7.7 44  -0.2
Trade Weighted Dollar Index 3 86.3 90.0 90.1 91.9 | 91.3 90.8 89.8 888 91.5 91.1  89.0 90.1 86.4
Unemployment Rate 41 39 38 3.8 37 36 35 35 4.9 4.4 3.9 3.6 3.3
Housing Starts * 132 1.26 1.23 1.27 1.29 130 1.30 1.30 1.17 1.20 1.27 1.30 1.31
Quarter-End Interest Rates °

Federal Funds Target Rate 1.75 2.00 225 250 | 2550 275 275 3.00 0.52 113  1.96 275 2.94

Conventional Mortgage Rate 4.44 457 4.63 4.64 | 455 470 4.80 4.90 3.65 3.99 454 474  4.85

10 Year Note 2.74 285 3.05 269 | 295 3.10 3.20 3.30 1.84 233 291 3.14 3.25

Forecast as of: January 8, 2019

! Compound Annual Growth Rate Quarter-over-Quarter
2 Year-over-Year Percentage Change

3 Federal Reserve Major Currency Index, 1973=100 - Quarter End
“ Millions of Units
5 Annual Numbers Represent Averages

Source: Datastream, Federal Reserve Board, IHS Markit, U.S. Department of Commerce, U.S. Department of Labor

and Wells Fargo Securities
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U.S. Review
Growth Set to Moderate, Yet Continue

The longest partial government shutdown on record came to an
end this past weekend, but with only a tentative solution that funds
the portion of the government that was closed until February 15.
Based off of what has already transpired, we estimate that the
shutdown will directly reduce real GDP growth in Qi1-2019 by
about 0.3 percentage points, with a rebound of a similar magnitude
likely in Q2. While the environment remains uncertain, we direct
interested readers to our update on the subject, which discusses
some possible paths forward.

Later in the week, the Federal Open Market Committee (FOMC)
held its first policy meeting of 2019. As was widely expected, and
in what was a unanimous decision, the Fed decided to keep its
target range for the fed funds rate unchanged at 2.25% to 2.50%.
Perhaps the most notable takeaway was the generally dovish tone
of the policy statement. The committee removed its forward
guidance, and even added a key word to its outlook for policy;
patient. The committee said it “will be patient as it determines
what future adjustments to the target range” may be appropriate.
We still look for the FOMC to hike rates 50 bps more in this cycle,
once in June and another in H2-2019. For further reading on this
topic, please see our Interest Rate Watch section on page 6.

Even with the government re-opening its doors on Monday, the
release of economic data remains delayed. GDP and personal
income are two of the indicators postponed this week, which
continues to constrain our visibility of economic developments.
With the data we have received, economic growth looks set to
continue, albeit at a more moderate pace.

The U.S. Department of Labor has not been impacted by the
shutdown, and thus arguably the most closely watched indicator
was released on time today—nonfarm payrolls. Market participants
were in store for a surprise this morning, with nonfarm payrolls
having risen a whopping 304,000 in January. This surpassed
analysts’ expectations, with the consensus estimate at an increase
of only 165,000. But, the solid report came with a downward
revision to December payrolls of about 90,000 jobs. The January
gain in employment, nonetheless, provides support that economic
growth remains stable. Overall, we expect the trend in hiring to
slow as economic growth moderates and the tight state of the labor
market makes it difficult to fill vacant positions. But, if
employment gains remains steady, our current assumption of
another rate hike in the first half of the year may not look all that
unlikely, despite the Fed demonstrating it is on hold for the
foreseeable future. One caveat to that interpretation, however, is
the subdued gains in average hourly earnings and the lack of
upward pressure on inflation.

Later this morning, we turned our attention to the manufacturing
sector. The Institute for Supply Management (ISM) released its
fresh survey data for January. The ISM manufacturing index
rebounded to 56.6 in January, after posting its largest monthly
decline since 2008 in December. While this rebound likely has
allied fears of a rapid deterioration in the factory sector, the road
for the manufacturing sector ahead remains a bumpy one.
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Factory Orders « Monday

Manufacturing activity appears to have softened over the past couple
of months, with the ISM manufacturing index slipping to 56.6 from
58.8 as recently as November. Yet, survey data on the manufacturing
sector had already been running ahead of “hard” data, making it
unclear if actual orders have also been faltering or if the ISM has
merely fallen back in line.

The November factory orders data were a causality of the
government shutdown. Although dated at this point, the November
factory orders data will help fill in the pieces about the degree to
which the manufacturing sector is losing momentum. We estimate
orders fell 0.5% in November on a nominal basis. Durable goods
orders are already reported to have risen 0.8% in November. Orders
for nondurables, however, the new information in this report, were
likely hit by declining oil prices weighing down the value of

petroleum-related products over the month.
Previous: -2.1% Wells Fargo: -0.5%

Consensus: 0.3% (Month-over-Month)
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Trade Balance -« Wednesday

Trade figures for November are to be released next week after a
nearly one-month delay due to the partial government shutdown. In
October, the trade deficit widened by $900 million to a total of
$55.5 billion. We expect to see that reversed for November, with the
deficit narrowing to $54.3 billion.

Nevertheless, the gap between imports and exports looks on track to
be significantly wider in the fourth quarter. Continuing trade
tensions are weighing on exports, particularly to China. At the same
time, importers late in the year were likely trying to get ahead of
potential tariff increases set for January. More fundamentally, solid
U.S. consumer spending has supported demand for imported goods.
We estimate trade will be a significant drag on fourth quarter GDP,
which was originally scheduled to be released this past Wednesday.

Previous: -$55.5 Billion Wells Fargo: -$54.3 Billion

Consensus: -$54.0 Billion
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ISM Non-Manufacturing Tuesday

The ISM non-manufacturing index shed 2.4 points in December,
indicating somewhat slower growth. That said, at 58.0, the index was
consistent with the service sector expanding at a solid rate.

The January reading, however, is unlikely to paint as favorable a
picture. The government shutdown likely hit the service sector
particularly hard. Payment disruptions to contractors or businesses
patronized by effected workers are expected to have weighed on sales
and new orders. An average of Fed service-sector PMIs have come
down sharply in recent months, including a 3-point drop in January.

A sharp pullback may not be too concerning for the Fed if details
suggest it was attributable to the shutdown and therefore ripe for
reversal over the next few months. Another strong print would be
consistent with the economy motoring along despite recent
headwinds, supporting further Fed tightening later this year.

Previous: 58.0 Wells Fargo: 56.0

Consensus: 57.0
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Global Review
Eurozone Growth Remained Soft in Q4

Data released this week confirmed that Eurozone economic growth
remained soft at the end of 2018. Real GDP in the Eurozone rose
just 0.2% on a sequential basis in Q4, while the year-over-year pace
of growth eased to 1.2%, the slowest rate since 2013. Additional
details on the slowdown are scant at this point, but the country-
level data and higher frequency activity data offer some clues. A
particular standout in the country-level data was Italy, which saw
a 0.2% (not annualized) sequential drop in real GDP after a 0.1%
decline in Q3, suggesting the economy fell into a technical
recession in the second half of 2018. Meanwhile, data suggest the
slowdown has been broadly based across sectors. In December,
German retail sales fell 4.3% month over month, the largest decline
since 2007, and French consumer spending fell 1.5% during the
month. Meanwhile, activity figures in the industrial sector have
also been worrying, as industrial output fell 1.7% month-over-
month in November after a 0.1% drop in the prior month. In short,
the Eurozone is showing broad-based weakness, and the European
Central Bank (ECB) has taken note. Last week, the ECB
acknowledged that economic risks had moved to the downside,
while policymakers have become more vocal in their concerns
around the pace of economic growth. Accordingly, we have
downgraded our GDP growth forecast for the Eurozone
to 1.5% in 2019 and 1.4% in 2020. Meanwhile, we still see the
first ECB rate hike in December, but are pushing back the
timing of the following hike to June from March.

Elsewhere in Europe, U.K. Parliament held a series of votes on
various paths forward for the Brexit process. The only proposal it
approved was one aimed at sending Prime Minister Theresa May
back to Brussels to renegotiate the Irish border backstop, and
lawmakers voted against a proposal to delay the Article 50 deadline
of March 29. However, E.U. policymakers have made it clear that
they are unwilling to renegotiate the backstop, and prefer instead
to consider a delay in the March deadline. In other words, the U.K.
and E.U. are on entirely different pages. Ultimately, we expect
something very close to May’s current withdrawal deal to be passed
by U.K. Parliament—the only question is timing. May is expected
to hold another vote on her deal on February 14, and if the deal is
not approved this time, the U.K. might capitulate and ask for an
extension of the March deadline as far as July.

Turning back to global economic data, the news were fairly mixed
this week. Mexico’s Q4 GDP growth figures surprised to the
downside, as the year-over-year pace of growth slowed to
1.8%. Meanwhile, Canada’s GDP figures printed largely as
expected, with a 0.1% sequential drop in November. Canadian
GDP growth has clearly slowed in recent months, and the drop in
oil prices has likely played a role. Last but not least, China’s
January PMI figures were a bit better than expected—the
manufacturing PMI stayed below 50 but unexpectedly ticked
higher to 49.5, while the services PMI climbed to 54.7. We still look
for Chinese economic growth to slow going forward, but
reasonably stable sentiment figures, particularly in the services
sector, suggest a collapse in activity is not imminent.
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Eurozone Retail Sales » Tuesday

Eurozone economic weakness has been a key theme in recent
months, and one that has garnered the attention of European Central
Bank (ECB) policymakers. At the latest ECB policy announcement,
the statement acknowledged that economic risks have moved to the
downside, while there has been increasing talk of a potential
economic recession in the Eurozone.

Along those lines, recent data from the consumer sector have been
discouraging. In December, German retail sales plunged
4.3% month over month, while French consumer spending fell
1.5% during the month. These sharp declines in consumer activity
suggest risks are to the downside for next week’s Eurozone retail
sales print, which will likely only add to ECB policymakers’ concerns
around the slowdown in activity in the currency bloc.
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Canada Employment ¢ Friday

Canada’s economy has showed signs of weakening in recent months,
including slowing activity in the retail and industrial sectors alike
and a drop in economic sentiment. Labor market developments have
been more mixed. Headline employment growth has remained solid,
but full-time employment growth has slowed. Softer full-time job
growth has coincided with a weakening in wage growth, while the
unemployment rate has fallen rather markedly in recent months.

On balance, we still see Canada’s labor market as fairly healthy, and
see the economy growing around trend in 2019. Against that
backdrop, we look for the Bank of Canada (BoC) to hike rates twice
this year. In evaluating next week’s Canadian jobs report, we see the
wage figures as just as important, if not more important, in
considering the path forward for the BoC. Some stabilization or a
rebound in wage growth is likely a necessary, but not sufficient,
condition for further BoC rate hikes in the quarters ahead.
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Bank of England « Thursday

The Bank of England (BoE) has been firmly on hold since August
against a backdrop of uncertainty over Brexit. However, there have
been increasing signs of building price pressures within the U.K.
economy, and BoE policymakers have taken note. It is our sense that
were the cloud of Brexit uncertainty not hanging over the U.K.
economy, the BoE likely would have raised rates an additional 25 bps
since August to stave off incipient wage and broader inflation
pressures.

We remain of the view that the BoE will raise rates twice this year, a
view that is predicated on a smooth resolution to Brexit uncertainty
by the March 29 deadline. However, a delay in the Brexit process
could lead us to change that view to one or zero rate hikes, unless a
decisive plan emerges within the U.K. government to resolve Brexit
uncertainty.
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Interest Rate Watch
FOMC Says It Can Be “Patient”

As widely expected, the Federal Open
Market Committee (FOMC) decided this
week to keep its target range for the fed
funds rate unchanged at 2.25% to 2.50%
(top chart). In addition, the committee
removed its forward guidance by which it
had indicated that “some further gradual
increases in the target range for the federal
funds rate” would be needed. The FOMC
now says that it can be “patient” as it
determines what future adjustments to the
target range for the federal funds rate may
be appropriate. In short, the Fed is on hold
for the foreseeable future. Although we
forecast that the FOMC will opt to tap on the
brakes again (i.e., raise rates by 25 bps) this
summer and again at the end of the year, it
appears that short-term interest rates likely
will remain more or less unchanged over the
next few months.

In a separate statement, the FOMC
announced that it had decided to maintain
the current monetary policy operating
framework that it has employed for the past
ten years. As we noted in a recent report, the
Fed now relies on administered rates to
control the fed funds rate rather than the old
system in which it added or drained reserves
on a daily basis in an effort to hit its target.
The implications of this decision is that the
Fed’s balance sheet will not shrink back to
its pre-crisis level (middle chart). As we
pointed out in two reports we wrote last
summer (Part I and Part II), a large Fed
balance sheet means that long-term interest
rates likely will be lower than otherwise,
everything else equal. This operating
framework gives the Fed the flexibility to
return to quantitative easing again once
interest rates are cut to essentially
zero percent, should that prove necessary at
some point in the future.

The FOMC has not yet indicated, however,
when the shrinkage of the balance sheet
would come to an end. In the meantime, we
suspect the gradual shrinkage that has been
occurring since the end of 2017 will proceed
in more or less a mechanical fashion for the
foreseeable future. The FOMC also did not
address the future composition of the asset
side of its balance sheet. But as we have
written previously, we suspect the Fed will
let its holdings of mortgage-backed
securities continue to run off in favor of
holding T-bills once again (bottom chart).
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Credit Market Insights
Shadow Mortgages?

The former head of Ginnie Mae (GNMA)
called it “the biggest shift in mortgage
lending since the savings-and-loan debacle
in the 1980s.” The growing role of nonbank
lenders in the mortgage market has caught
the eye of officials from GNMA as well as the
Federal Reserve, including Chairman
Powell. Non-bank lenders composed nearly
80% of total issuance of GNMA-backed
mortgage securities in FY 2018, up from 51%
in FY 2014. These smaller, non-bank lenders
rose in prominence after the financial crisis
as banks retreated from the mortgage
market and have stayed on the sidelines as
the housing sector gradually recovered.

The surge in non-bank mortgage origination
has taken place entirely during a period of
economic growth and steady, albeit gradual,
improvement in the housing market. This
has raised concerns over the resilience of
these firms during a period of stress. Non-
banks do not take deposits, typically have
weaker balance sheets and generally rely on
short-term financing from banks that could
dry up if delinquencies were to spike.
Moreover, non-bank lenders rely relatively
more heavily on refinancing fees and
activity, which have declined amid higher
mortgage rates. As a result, GNMA has
recently begun the process of stress testing
these entities, and has even gone as far as to
request improvements to specific financial
metrics before granting full backing of
mortgage securities. Delinquency rates
remain very low for now, but regulators are
increasingly monitoring the non-bank
sector’s role in mortgage origination.

Source: Bloomberg LP, Federal Reserve Board, IHS Markit and Wells Fargo Securities

Credit Market Data

Week 4 Weeks Year
Mortgage Rates Current Ago Ago Ago
30-Yr Fixed 4.46% 4.45% 4.45% 4.22%
15-Yr Fixed 3.89% 3.88% 3.89% 3.68%
5/1 ARM 3.96% 3.90% 3.83% 3.53%
: Current Assets 1-Week 4-Week Year-Ago
Bank Lending (Billions) Change (SAAR) Change (SAAR) Change
Commercial & Industrial $2,344.9 -1.48% 24.51% 10.58%
Revolving Home Equity $349.5 -3.28% 4.35% -7.80%
Residential Mortgages $1,882.8 15.53% 2.96% 3.11%
Commerical Real Estate $2,193.3 5.78% 2.47% 4.64%
Consumer $1,495.9 -5.92% 2.66% 4.60%

Mortgage Rates Data as of 02/01/19, Bank Lending Data as of 01/16/19

Source: Freddie Mac, Federal Reserve Board and Wells Fargo Securities
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Topic of the Week
Dating Advice

Duration of Economic Expansion

Since 1945 there have been 12 U.S. recessions that have Trough-to-Peak, Months

lasted, on average, 10.8 months. Add up the duration of 140 140
every post-war recession and you get 130 months, or just
shy of 11 years. That is less than 15% of the time. Said 120 + + 120
differently, 85% of the time the economy is in expansion.

The average expansion during that same time period is 9

just under five years, and the longest (1991-2001) was 100
120 months (top chart). If the U.S. economy is still in
expansion in July as we expect it to be, this will become 80 T T 80
the longest U.S. economic expansion on record.

60 + + 60

The length of this expansion alone implores a hard look
at when the next recession may strike. More crucially,
sailing is anything but smooth at present. Risks are 40 + T 40
mounting and early warning signals of a recession keep
popping up. Global growth is slowing. The world’s most
influential central bank, the Fed, is teetering on
restrictive monetary policy. U.S. policy uncertainty is at a
five-year high amid ongoing trade disputes and only
tentative resolution to the government shutdown. The

Post WW-II 2001-2007 1982-1990 1961-1969 2009-2019 1991-2001

leading economic index, a key yardstick for the direction Avo
of the economy, is losing momentum. Perhaps most Yield Curve Spread
ominously, an inverted yield curve has preceded each of 10-Year Yield Less Effective Fed Funds Rate, Basis Points
the past seven recessions, and we are uncomfortably close 400 400
to inversion again (bottom chart). 300 1 300
So what defines recession and what should we be 200 4 200
watching? The official call is up to the National Bureau
of Economic Research (NBER), whose dating committee 100 + 100
determines the start and end dates for each cycle. It
considers recession to be “a significant decline in 0 V 0
economic activity...normally visible in real GDP, real .99 | -100
income, employment, industrial production, and
wholesale-retail sales.” -200 + -200
In a series of notes this past week, we have unpacked each ~ -300 -300
of these components. None of these four horsemen of the

. . . -400 + -400
apocalypse are signaling recession yet. But what do the
leading indicators for each signal in light of the gathering  -500 | -500
clouds? The next recession is coming, it is just a question
of when. These reports will help you identify the leading  “6%0 T —10Y-Fed Funds: Dec @ 56.0 bps ~600
indicators to watch. Dating the economic cycle is not  _7gq ey ey el 00
easy; these reports are our best advice. 54 58 62 66 70 74 78 82 86 90 94 98 02 06 10 14 18

Source: Federal Reserve Board, U.S. Department of Commerce and
Wells Fargo Securities

Subscription Info
Wells Fargo’s Weekly Economic & Financial Commentary is distributed to subscribers each Friday afternoon by e-mail.
To subscribe please visit: www.wellsfargo.com/economicsemail
The Weekly Economic & Financial Commentary is available via the Internet at www.wellsfargo.com/economics
Via The Bloomberg Professional Service at WFRE.

And for those with permission at www.wellsfargoresearch.com



https://image.mail1.wf.com/lib/fe8d13727664027a7c/m/3/combined-recession-4-20190128.pdf
http://www.wellsfargo.com/economicsemail
http://www.wellsfargo.com/economics
http://www.wellsfargoresearch.com/

Economics Group Market Data Wells Fargo Securities

Market Data ¢ Mid-Day Friday

U.S. Interest Rates Foreign Interest Rates

Friday 1 Week 1 Year Friday 1 Week 1 Year

2/1/2019 Ago Ago 2/1/2019 Ago Ago

1-Month LIBOR 2.51 2.50 1.58 3-Month Euro LIBOR -0.34 -0.33 -0.38
3-Month LIBOR 2.73 2.75 1.79 3-Month Sterling LIBOR 0.91 0.92 0.52
3-Month T-Bill 2.39 2.37 1.48 3-Month Canada Banker's Acceptance 2.18 2.21 1.68
1-Year Treasury 2.47 2.52 1.99 3-Month Yen LIBOR -0.08 -0.09 -0.04
2-Year Treasury 2.52 2.61 2.16 2-Year German -0.58 -0.58 -0.54
5-Year Treasury 2.51 2.60 2.57 2-Year U.K. 0.77 0.80 0.66
10-Year Treasury 2.69 2.76 2.79 2-Year Canadian 1.84 1.88 1.86
30-Year Treasury 3.03 3.07 3.02 2-Year Japanese -0.17 -0.17 -0.12
Bond Buyer Index 4.22 4.23 3.72 10-Year German 0.17 0.19 0.72
10-Year U.K. 1.25 1.31 1.53

10-Year Canadian 1.96 198  2.37
Friday 1 Week 1 Year 10-Year Japanese -0.01 0.00 0.10

2/1/2019 Ago Ago

Euro ($/€) 1147 1141 1251
British Pound ($/£) 1.309 1.320 1.426 Friday 1 Week 1 Year
British Pound (£/€) 0.877 0.864 0.877 2/1/2019 Ago Ago
Japanese Yen (¥/$) 109.560 109.550 109.400 WTI Crude ($/Barrel) 54.96 53.69 65.80
Canadian Dollar (C$/$) 1.308 1.322 1.227 Brent Crude ($/Barrel) 62.34 61.64 69.65
Swiss Franc (CHF/$) 0.994 0.994 0.927 Gold ($/Ounce) 1317.95 1303.15 1348.70
Australian Dollar (US$/A$) 0.726 0.718 0.804 Hot-Rolled Steel ($/S.Ton) 688.00 715.00 722.00
Mexican Peso (MXN/$) 19.094 18.988 18.345 Copper (¢/Pound) 277.15 27290 320.90
Chinese Yuan (CNY/$) 6.745 6.748 6.299 Soybeans ($/Bushel) 8.69 8.70 9.73
Indian Rupee (INR/$) 71.255 71.175 64.023 Natural Gas ($/MMBTU) 2.75 3.18 2.86
Brazilian Real (BRL/$) 3.655 3.762 3.170 Nickel ($/Metric Ton) 12,407 11,707 13,560
U.S. Dollar Index 95.506 95.794 88.671 CRB Spot Inds. 481.09 476.62 526.19

Source: Bloomberg LP and Wells Fargo Securities

Next Week’s Economic Calendar

Monday Tuesday Wednesday Thursday Friday

4 5 6 7 8

Factory Orders (MoM) ISM Non-Manufacturing Productivity (QoQ, Annualized) Consumer Credit
E October -2.1% December 57.6 Q3 2.3% November $22.1B
3 November -0.5% (W) January 56 (W) Q4 1.6% (W) December $16.0B (C)
17} Trade Balance
:S October -$55.5B

November -$54.3B (W)

Eurozone Eurozone Brazil United Kingdom Canada
‘3 PPI (MoM) Retail Sales (MoM) Central Bank of Brazil Bank of England Employment Change
E November -0.3% November 0.6% Previous 6.50% Previous 0.75% December 9.3K
% Mexico Switzerland
[} CPI (YoY) Unemployment Rate

December 4.8% December 2.7%

Note: (W) = Wells Fargo Estimate (C) = Consensus Estimate

Source: Bloomberg LP and Wells Fargo Securities
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