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U.S. Overview

The U.S. Had Strong Momentum Ahead of the Storms

The U.S. economy had strong momentum prior to the
devastating back-to-back hurricanes, which impacted parts of
Texas and most of Florida in late August and September.
Damages from the hurricanes will likely total around
$150 billion, with an unusually large portion of that coming
from business interruption to refineries, petrochemical plants,
restaurants and residential construction.

Damages to property impact the stock wealth but damages
from lost sales and production will impact real GDP. After
expanding at a 3.1 percent pace in the second quarter, we
expect real GDP growth to slow to a 2.1 percent pace in the
third quarter, with the hurricanes shaving about
0.9 percentage points off Q3 growth. We look for output to
bounce back relatively quickly, with real GDP expected to rise
at a 2.5 percent pace in Q4 and expand 2.4 percent in 2018.
We are still expecting to see some sort of tax cut enacted but
the magnitude will be less than has been proposed and the
timing will likely be a bit later. We have shifted impact of the
tax cuts into the second quarter of 2018, assuming passage of a
$1.6 trillion cut over ten years in early spring of next year.

At this stage of the business cycle, tax cuts would largely play a
supporting role. Consumer spending and business fixed
investment would be stronger than otherwise. Without the
cuts, 2018 growth would be closer to 2 percent.

We are holding onto our expectation that the Fed will raise the
federal funds rate by a quarter percentage point in December.

International Overview

More Balanced Growth from the Global Economy

Although economic growth in the global economy remains well
off the pace registered during the first decade and a half of this
century, it has been solid enough to push central banks of large
developed countries outside of the U.S. to start considering
their own response to years of extremely expansionary
monetary policies. The recovery seems especially significant in
the all-important manufacturing sector, with manufacturing
PMIs hitting heights not seen in many years. In the United
States, the ISM manufacturing index hit 60.8 in September,
the highest reading since May 2004 when it was 61.4 and was
the highest reading of that cycle. Meanwhile, the Eurozone
PMI reading for September was the highest since late 2011, at
58.1. That is, the manufacturing PMI in the Eurozone shows
further improvement in the region’s manufacturing sector.

Interestingly, what makes this strengthening in the
manufacturing sentiment in the U.S. as well as in the Eurozone
is that the recovery has not been accompanied by a strong
manufacturing PMI in China.

Thus, although economic growth in this environment will be
weaker than what the global economy experienced since the
emergence of China as a global growth engine, the economic
environment seems to be more balanced and potentially more
sustainable than the environment that existed when China was
pulling the strings of economic growth across the global
economy.
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Short-term Weather Distortions Should Quickly Fade
Back-to-back major hurricanes inflicted significant damages on
the U.S. economy and wreaked havoc with many of the
monthly economic indicators. Nonfarm employment declined
by 33,000 in September, with losses at restaurants and
chemical plants accounting for most of the decline. The drop
apparently ends the longest ever string of monthly gains in
nonfarm employment. We say apparently because the initial
estimates are often revised significantly.

The hurricanes had the opposite effect on the ISM surveys,
where longer delivery times caused both the manufacturing
and non-manufacturing surveys to surge in September. Longer
delivery times are usually a sign that supply chains are getting
overwhelmed and are typically a sign of a strong economy. In
this case the lengthening of supply chains is due to temporary
disruptions at ports, refineries, rail lines and trucking firms.
Industrial production plummeted in August, due almost
entirely to weakness in petroleum refining and petrochemicals.
The U.S. economy had strong momentum prior to the storms.
Second quarter real GDP growth was revised modestly higher
to a 3.1 percent pace, reflecting stronger growth in services
outlays. Average hourly wages were also revised higher and
show much more strength than previously reported. Moreover,
the unemployment rate has fallen to 4.2 percent and appears to
have been little impacted by the storm. The drop in the
unemployment rate reflects a catch up in household
employment growth and stronger labor force growth. The
lower jobless rate is consistent with other survey data,
indicating a tightening labor force.

Stronger wage growth and lower unemployment should go a
long way toward allaying any fears at the Fed that inflation is
too low. The year-to-year change in the core PCE deflator
slowed to just 1.4 percent in August, which is a long way from
the Fed’s preferred pace of around 2 percent. The inflation data
likely will get a bit of a boost from higher gasoline prices and
other storm related price hikes in coming months, which may
make the Fed’s decision a little easier.

Our forecast assumes that monetary policy continues to move
along the path of normalization. We expect the Fed to raise the
federal funds rate by a quarter percentage point in December
and look for two more quarter-point hikes in 2018. After
preparing the markets for about a year, the Fed has largely put
the unwind of QE on autopilot, which should avoid a return of
the taper-tantrum.

Consumer Finances Are in Solid Shape

By all accounts, the drop in nonfarm payrolls appears to be
isolated to a few industries impacted most severely by the
hurricanes. While overall employment fell, most of the drop
was at restaurants, which lost 104,000 jobs. The BLS also
noted that 1.5 million workers stated that they could not work
at some point in September due to bad weather. Payrolls
increased in 55.7 percent of the industries surveyed in
September. Nonfarm payrolls should bounce back in October.
While the jobs data received most of the attention, the upward
revision to previous months’ data on average hourly earnings
may be more telling. Average hourly earnings are now up
2.9 percent year-to-year, up from 2.6 percent six months
earlier. The improvement matches up well with consumer
sentiment, which had noted a substantial improvement in
household finances. After rising at an anticipated 2.0 percent
pace in Q3, we look for consumer spending to rebound to a
2.5 percent pace later this year, which we believe will be
maintained in 2018 and 2019. Spending could get a boost from
insurance settlements, which should lift motor vehicle sales.
We have lowered our 2017 forecast for homebuilding and
slightly raised our forecast for 2018. Time will be needed to
settle with insurance companies, government regulators and
construction firms before repairs and new home construction
meaningfully rebound. Supply constraints surrounding labor
and materials will also limit the timing and extent of recovery.
The outlook for business investment has improved, even
though energy exploration is pulling back. Rising orders for
nondefense capital goods suggest equipment outlays will grow
solidly. Structures should also eke out modest gains.
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Wells Fargo U.S. Economic Forecast

Actual Forecast Actual Forecast
2016 2017 2018 2019 _2015 2016 _2017 2018 2019
1Q 2Q 3Q 4aQ 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q
Real Gross Domestic Product (a) 0.6 2.2 2.8 1.8 1.2 3.1 2.1 2.5 2.3 2.5 2.6 2.6 2.4 2.6 2.5 2.7 2.9 1.5 2.1 2.4 2.5
Personal Consumption 1.8 3.8 2.8 2.9 1.9 3.3 2.0 2.5 2.5 2.6 2.6 2.6 2.3 2.5 2.4 2.4 3.6 2.7 2.6 2.5 2.5
Business Fixed Investment -4.0 3.3 3.4 0.2 7.1 6.7 5.2 6.2 4.8 4.1 4.0 3.7 3.6 3.5 3.5 3.6 2.3 -0.6 4.7 4.9 3.7
Equipment -13.1 -0.6 -2.1 1.8 4.4 8.8 6.9 8.7 5.4 4.3 4.2 3.7 3.7 3.3 3.5 3.7 3.5 -3.4 4.1 5.9 3.7
Intellectual Property Products 6.3 11.1 4.2 -0.4 5.8 3.7 4.5 5.0 5.2 4.8 4.7 4.5 4.6 4.6 4.6 4.6 3.8 6.3 4.1 4.8 4.6
Structures 2.3 0.5 14.3 -2.2 14.8 7.0 3.0 2.5 3.0 2.4 2.4 2.2 2.0 1.9 1.9 1.9 -1.8 -4.1 6.7 2.9 2.1
Residential Construction 13.4 -4.8 -4.5 7.1 11.1 -7.3 -6.0 -2.0 5.0 8.0 7.5 7.0 5.0 4.5 4.5 4.0 10.2 5.5 0.7 2.4 5.6
Government Purchases 1.8 -0.9 0.5 0.2 -0.6 -0.2 -0.8 0.4 0.2 0.8 0.8 0.8 0.7 0.7 0.7 0.7 1.4 0.8 -0.2 0.3 0.7
Net Exports -584.2 -572.4 -557.3 -631.1 | -622.2 -613.6 -609.4 -622.9 | -633.5 -642.7 -647.8 -649.8 | -646.4 -641.4 -632.7 -622.1 -545.3 -586.3 -617.0 -643.5 -635.6
Pct. Point Contribution to GDP -0.3 0.3 0.4 -1.6 0.2 0.2 0.1 -0.3 -0.2 -0.2 -0.1 0.0 0.1 0.1 0.2 0.2 -0.7 -0.2 -0.2 -0.2 0.0
Inventory Change 40.6 12.2 17.6 63.1 1.2 5.5 40.0 50.0 50.0 50.0 48.0 45.0 44.0 43.0 40.0 40.0 100.6 33.4 24.2 48.3 41.8
Pct. Point Contribution to GDP -0.6 -0.7 0.2 1.1 -1.5 0.1 0.8 0.2 0.0 0.0 0.0 -0.1 0.0 0.0 -0.1 0.0 0.2 -0.4 -0.1 0.1 0.0
Nominal GDP (a) 0.8 4.7 4.2 3.8 3.3 4.1 3.8 4.6 3.9 4.3 4.4 3.9 4.5 4.7 4.8 4.2 4.0 2.8 3.9 4.2 4.4
Real Final Sales 1.2 2.9 2.6 0.7 2.7 2.9 1.7 2.2 2.3 2.5 2.6 2.6 2.5 2.6 2.6 2.7 2.6 1.9 2.2 2.4 2.6
Retail Sales (b) 2.9 2.7 2.6 3.9 5.1 3.9 3.6 3.7 3.8 4.9 5.8 5.7 5.7 5.4 5.0 4.7 2.6 3.0 4.0 5.1 5.2
Inflation Indicators (b)
PCE Deflator 1.0 1.0 1.2 1.6 2.0 1.6 1.5 1.5 1.4 1.7 1.8 1.6 1.7 1.8 1.9 2.0 0.3 1.2 1.7 1.6 1.8
"Core" PCE Deflator 1.6 1.7 1.8 1.9 1.8 1.5 1.3 1.4 1.4 1.6 1.7 1.8 1.8 1.8 1.8 1.9 1.3 1.8 1.5 1.6 1.8
Consumer Price Index 1.1 1.1 1.1 1.8 2.6 1.9 2.0 1.9 1.6 2.2 2.3 1.9 2.0 2.1 2.2 2.2 0.1 1.3 2.1 2.0 2.1
"Core" Consumer Price Index 2.2 2.2 2.2 2.2 2.2 1.8 1.7 1.7 1.7 2.1 2.1 2.1 2.1 2.0 2.1 2.1 1.8 2.2 1.8 2.0 2.1
Producer Price Index (Final Demand) 0.0 0.1 0.2 1.4 2.0 2.3 2.3 2.3 2.0 1.9 2.2 2.1 2.3 2.3 2.4 2.4 -0.9 0.4 2.2 2.0 2.3
Employment Cost Index 1.9 2.3 2.3 2.2 2.4 2.4 2.5 2.7 2.7 3.0 3.1 3.2 3.3 3.3 3.3 3.3 2.1 2.2 2.5 3.0 3.3
Real Disposable Income (a) 0.2 1.9 0.7 -1.8 2.9 3.3 2.2 2.1 2.5 3.5 2.7 2.6 2.5 2.5 2.5 2.5 4.2 1.4 1.6 2.7 2.6
Nominal Personal Income (b) 2.9 2.5 2.6 1.6 3.1 2.9 2.8 3.7 3.5 3.9 4.3 4.7 4.7 4.8 4.6 4.4 5.0 2.4 3.1 4.1 4.6
Industrial Production (a) -1.3 -0.7 0.8 0.7 1.5 5.7 -0.1 0.8 2.4 2.2 2.3 2.1 2.5 2.3 2.3 2.3 -0.7 -1.2 1.7 1.9 2.3
Capacity Utilization 75.8 75.7 75.8 75.8 75.8 76.6 76.6 76.8 77.0 77.2 77.4 77.5 77.7 77.8 78.0 78.0 76.8 75.7 76.5 77.3 77.9
Corporate Profits Before Taxes (b) -6.2 -8.2 -1.6 8.7 3.3 6.4 3.0 3.2 3.1 3.0 3.0 2.9 2.9 2.8 2.7 2.7 -1.1 -2.1 3.9 3.0 2.8
Corporate Profits After Taxes -4.2 -8.0 -2.2 14.1 3.7 7.8 2.3 3.0 3.0 4.4 4.4 4.4 4.4 4.4 4.4 4.4 -1.5 -0.5 4.1 4.1 4.4
Federal Budget Balance (c) -245 60 -186 -210 -317 4 -145 -366 -246 52 -190 -365 -300 -35 -200 -375 -439 -586 -668 -750 -900
Current Account Balance (d) -119.2 -108.2 -110.3 ~-114.0 | -113.5 -123.1 -115.0 -120.0 | -125.0 -130.0 -135.0 -140.0 | -140.0 -140.0 -140.0 -140.0 -434.6 -451.7 -471.7 -530.0 -560.0
Trade Weighted Dollar Index (e) 89.8 90.6 90.0 95.8 94.0 90.5 88.1 87.5 86.5 85.3 84.0 82.8 81.8 80.8 79.8 78.8 91.1 91.6 90.0 84.6 80.3
Nonfarm Payroll Change (f) 196 164 239 148 166 187 91 175 170 160 160 155 150 150 145 145 226 187 155 161 148
Unemployment Rate 4.9 4.9 4.9 4.7 4.7 4.4 4.3 4.3 4.2 4.1 4.0 4.0 3.9 3.8 3.9 3.8 5.3 4.9 4.4 4.1 3.9
Housing Starts (g) 1.15 1.16 1.15 1.25 1.24 1.17 1.21 1.27 1.27 1.29 1.29 1.30 1.35 1.37 1.37 1.38 1.11 1.17 1.22 1.29 1.37
Light Vehicle Sales (h) 17.3 17.2 17.5 17.8 17.1 16.8 17.1 16.8 16.8 16.8 16.7 16.7 16.6 16.6 16.5 16.5 17.4 17.5 16.9 16.8 16.5
Crude Oil - Brent - Front Contract (i) 35.2 47.0 47.0 51.0 54.6 50.8 52.2 54.5 52.0 54.0 52.5 55.5 56.0 56.0 56.0 56.0 54.0 45.1 53.0 53.5 56.0
Quarter-End Interest Rates (j)
Federal Funds Target Rate 0.50 0.50 0.50 0.75 1.00 1.25 1.25 1.50 1.50 1.75 1.75 2.00 2.00 2.25 2.25 2.50 0.27 0.52 1.25 1.75 2.25
3 Month LIBOR 0.63 0.65 0.85 1.00 1.15 1.30 1.33 1.65 1.65 1.90 1.90 2.15 2.15 2.40 2.40 2.65 0.32 0.74 1.36 1.90 2.40
Prime Rate 3.50 3.50 3.50 3.75 4.00 4.25 4.25 4.50 4.50 4.75 4.75 5.00 5.00 5.25 5.25 5.50 3.27 3.52 4.25 4.75 5.25
Conventional Mortgage Rate 3.69 3.57 3.46 4.20 4.20 3.90 3.81 3.89 3.95 4.02 4.05 4.10 4.12 4.16 4.17 4.24 3.85 3.65 3.95 4.03 4.17
3 Month Bill 0.21 0.26 0.29 0.51 0.76 1.03 1.06 1.30 1.45 1.60 1.67 1.85 1.95 2.10 2.15 2.30 0.05 0.32 1.04 1.64 2.13
6 Month Bill 0.39 0.36 0.45 0.62 0.91 1.14 1.20 1.40 1.55 1.70 1.77 1.95 2.05 2.20 2.25 2.40 0.17 0.46 1.16 1.74 2.23
1 Year Bill 0.59 0.45 0.59 0.85 1.03 1.24 1.31 1.55 1.68 1.80 1.87 2.05 2.15 2.25 2.30 2.45 0.32 0.61 1.28 1.85 2.29
2 Year Note 0.73 0.58 0.77 1.20 1.27 1.38 1.47 1.72 1.83 1.93 2.00 2.15 2.23 2.33 2.38 2.50 0.69 0.83 1.46 1.98 2.36
5 Year Note 1.21 1.01 1.14 1.93 1.93 1.89 1.92 2.20 2.29 2.39 2.45 2.58 2.65 2.75 2.80 2.90 1.53 1.33 1.99 2.43 2.78
10 Year Note 1.78 1.49 1.60 2.45 2.40 2.31 2.33 2.49 2.57 2.66 2.71 2.78 2.82 2.88 2.91 3.00 2.14 1.84 2.38 2.68 2.90
30 Year Bond 2.61 2.30 2.32 3.06 3.02 2.84 2.86 3.19 3.29 3.41 3.49 3.58 3.62 3.68 3.71 3.80 2.84 2.59 2.98 3.44 3.70
Forecast as of: October 11, 2017
Notes: (a) Compound Annual Growth Rate Quarter-over-Quarter (f) Average Monthly Change
(b) Year-over-Year Percentage Change (g) Millions of Units - Annual Data - Not Seasonally Adjusted
(c) Quarterly Sum - Billions USD; Annual Data Represents Fiscal Yr. (h) Quarterly Data - Average Monthly SAAR; Annual Data - Actual Total Vehicles Sold
(d) Quarterly Sum - Billions USD (i) Quarterly Average of Daily Close

(e) Federal Reserve Major Currency Index, 1973=100 - Quarter End  (j) Annual Numbers Represent Averages

Source: U.S. Department of Commerce, U.S. Department of Labor, Federal Reserve Board, THS Global Insight and Wells Fargo Securities
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More Balanced Growth from the Global Economy

Although economic growth in the global economy remains well
off the pace registered during the first decade and a half of this
century, it has been solid enough to push central banks of large
developed countries outside the U.S. to start considering their
own response to years of extremely expansionary monetary
policies. The recovery seems especially significant in the all-
important manufacturing sector, with manufacturing PMIs
hitting heights not seen in many years. In the United States,
the ISM manufacturing index hit 60.8 in September, the
highest reading since May 2004 when it was 61.4 and was the
highest reading of that cycle.

Meanwhile, the Eurozone PMI reading for September was the
highest since late 2011, at 58.1. That is, the manufacturing PMI
in the Eurozone shows further improvement in the region’s
manufacturing sector. Interestingly, what makes this
strengthening in manufacturing sentiment in the U.S. as well
as in the Eurozone is that the recovery has not been
accompanied by a strong manufacturing PMI in China. The
manufacturing PMIs in China have moved above the
50 demarcation level since about mid-2016 but have remained
relatively weak compared to the levels exhibited during the
years of overcharged economic growth earlier in the century.

Thus, it is clear that this global economic cycle is very different
than what the global economy has been used to since the
beginning of this century. That is, China is arguably no longer
the most important driving force for the global economy as it
was since the turn of the century. Rather, the current
characteristics of global economic growth is, perhaps, more
typical of what the global economy used to experience before
the turn of the century and before the strong emergence of
China as an economic engine.

As a consequence of this new global environment, the recovery
in global economic activity has not been accompanied by a

recovery in commodity prices to levels seen during the first
decade and a half of this century, when the driving economic
force for global growth was China’s “voracious” appetite for
commodities. However, a slower growth performance for the
Chinese economy plus the current recovery in economic growth
in the developed economies has been sufficient, for now, to
keep overall commodity prices relatively strong compared to
the depressed levels that existed before the turn of the century.
Furthermore, there is a risk of commodity prices experiencing
some further weakening as the new global environment takes a
hold during the next several years.

Of course, commodity exporters continue to miss those high
commodity prices and strong export growth years and continue
to hope for a comeback. However, since we do not expect
China’s economic growth to go back to double digit growth in
the future, then commodity exporters will have to get used to
the current environment where commodity prices remain
relatively high but with the risks tilted to the downside.
Furthermore, the strategy from these exporters should be
oriented more to an increase in quantities exported rather than
counting on an improvement of prices of such commodities.
This, on the other hand, has implications for fiscal policies
across the developing world as these countries will not have
access to excess revenues from high commodity prices to
finance government expenditures and redistribute incomes as
was the case during the first decade and a half.

Thus, although economic growth in this environment will be
weaker than what the global economy experienced since
China’s years of double digit growth, the economic
environment seems to be more balanced and potentially more
sustainable than the environment that existed when China was
pulling the strings of economic growth across the global
economy.

China Manufacturing PMI
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Wells Fargo International Economic Forecast

(Year-over-Year Percent Change)

GDP CPI
2017 2018 2019 2017 2018 2019
Global (PPP Weights) 3.5% 3.4% 3.3% 3.1% 3.4% 3.4%
Global (Market Exchange Rates) 3.2% 3.2% 3.1% 3.1% 3.4% 3.4%
Advanced Economies! 2.3% 2.3% 2.2% 1.8% 1.8% 1.9%
United States 2.1% 2.4% 2.5% 2.1% 2.0% 2.1%
Eurozone 2.2% 2.1% 1.7% 1.5% 1.7% 1.9%
United Kingdom 1.6% 1.8% 1.6% 2.6% 2.2% 2.0%
Japan 1.9% 1.1% 0.7% 0.4% 0.8% 0.3%
Korea 2.8% 2.8% 2.7% 2.1% 2.0% 2.4%
Canada 3.0% 2.0% 1.9% 1.6% 1.9% 2.0%
Developing Economies? 4.6% 4.4% 4.4% 4.4% 5.0% 5.0%
China 6.7% 6.3% 5.9% 1.6% 2.4% 2.2%
India?® 7.1% 6.6% 7.2% 3.2% 4.2% 4.3%
Mexico 2.1% 2.3% 2.4% 6.0% 5.0% 5.1%
Brazil 0.6% 2.0% 2.2% 3.5% 3.4% 3.7%
Russia 1.9% 2.0% 2.2% 4.0% 4.2% 4.5%
Forecast as of: October 11, 2017
!Aggregated Using PPP Weights 2Forecast Refers to Fiscal Year

Wells Fargo International Interest Rate Forecast

(End of Quarter Rates)

3-Month LIBOR 10-Year Bond

2017 2018 2019 2017 2018 2019

Q4 Q1 Q2 Q3 Q4 Q1 Q4 Q1 Q2 Q3 Q4 Q1
U.S. 1.65% 1.65% 1.90% 1.90% 2.15% 2.15% 2.49% 2.57% 2.66% 2.71% 2.78% 2.82%
Japan -0.03% -0.02% -0.01% 0.00% 0.01% 0.02% 0.03% 0.05% 0.07% 0.09% 0.12% 0.14%
Euroland! -0.37% -0.30% -0.20% 0.05% 0.20% 0.40% 0.45% 0.60% 0.75% 0.85% 1.00% 1.10%
U.K. 0.40% 0.60% 0.70% 0.85% 0.95% 1.10% 1.40% 1.50% 1.65% 1.80% 1.90% 2.00%
Canada? 1.50% 1.65% 1.75% 1.90% 2.00% 2.15% 2.10% 2.25% 2.40% 2.50% 2.55% 2.60%

Forecast as of: October 11, 2017
! 10-year German Government Bond Yield ? 3-Month Canada Bankers' Acceptances

Source: International Monetary Fund and Wells Fargo Securities
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