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7% 1HS Markit Global growth is gradually eroding ADVISERS

« Global economic growth is expected to slow from 3.3% in 2017 to 3.2% this year,
3.1% in 2019, and 2.9% in 2020.

« Trade tensions between the United States and China are escalating. On the positive
side, the United States, Canada, and Mexico have agreed to a revised NAFTA.

« The United States will benefit from fiscal stimulus and still-supportive financial
conditions through 2019, but waning fiscal stimulus, capacity constraints and Fed
policy tightening will restrain growth in 2020-21.

« Europe’s growth is slowing in response to higher oil prices, euro appreciation, and
weakening global trade dynamics.

« China’s growth will be slowed by US tariffs, deleveraging, and excess industrial
capacity. Government stimulus will provide some offsetting support.

« Emerging markets that depend heavily on external finance, including Turkey,
Argentina, and South Africa, are under stress.
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Initial conditions are unsustainable over the medium-term
e US economy is at or possibly beyond full employment and growing above trend

e Fiscal stimulus from tax cuts and spending increases is boosting growth
e Fed policy remains accommodative, i.e. real rates are likely still below neutral
e Labor markets are still tightening and inflation is edging higher

What will change?
e Fiscal stimulus effects will wane over 2019-2020

e Fed will continue to “remove accommodation” and overshoot the neutral policy rate
(about 234%); continue to allow assets to run-off and shrink its balance sheet

e Term premia will continue to normalize and push yields higher

What will it mean for growth?

e Growth will peak in 2018 and slow markedly over the next two years;
unemployment rate will rise

e Recession risks will rise as we approach 2020 and beyond
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Potential GDP & the Output Gap
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In search of a unicorn
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e Solid 3.1% growth of GDP in 2018, falling to 2.5% in 2019, 1.7% in 2020

e Aggregate demand growth helped by low still real rates, fiscal boost

e Some further tightening of labor markets; unemployment rate undershoots “full
employment” (4'2%) and falls to 3.5% by mid-2019

e Recession risks “contained,” but recession is “likely” within 5 years or less

e Core consumer inflation now trending at or above Fed’s 2% PCE target

e Fed removing accommodation - 4 hikes in '18; 3in '19; 1 in '20;
slow and predictable balance sheet run-off (“watching paint dry”)

e Long T-yields rise as term premium normalizes...as “flight to yield” reverses
e Risk spreads may narrow, although not much farther to go

e U.S. equities will be restrained by rising rates, policy uncertainty; helped by
declining equity risk premium, rising nominal dividends

e Dollar edges higher as US rate increases outpace foreign yield recoveries
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Modestly above-trend growth through 2019

percent
10 H|F
unemployment
8 rate
6

4
||| In || N ..

2
o L ALLIL W RS

2 real GDP growth
11 12 13 14 15 16 '17 "18 "19 20 21 22
Source: Macroeconomic Advisersby IHS Markit, BEA, BLS
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Growth of potential GDP = 2%
Solid growth of domestic final demand
Drag from net exports

Modest rise in labor force part. rate
slows decline in unemployment rate
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Q4/Q4 %ch or level at Q4
2017 2018 2019 2020 2021

Gross domestic product 25 31 25 1.7 1.5
Private final domestic demand 33 31 30 24 20
Personal consumption expend. 27 26 27 23 20
Business fixed investment 6.3 73 43 29 22
Residential 38 1.7 37 31 07
Gov't cons. expend. & gross inv. 01 29 14 05 02
Change in private inventories* 01 03 01 -01 -0.1
Net exports* -0.3 -0.3 -04 -04 -0.2
Unemployment rate** 41 37 35 36 39
Core PCE inflation 16 20 23 23 23
Federal funds rate** 1.20 219 3.16 342 342
10-yr Treasury note yield** 237 317 3.51 3.57 3.56
S&P 500 index** 2674 2953 3010 3019 3036

Broad trade-weighted dollar index 120 126 128 129 128
* Contributions to GDP growth
** Q4 average
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Contributions to GDP growth
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Tailwinds Headwinds
e TCJA & BBA 2018 fiscal stimulus Domestic policy uncertainty...

e Oil-price related “mining” upturn ..especially trade war'!
Rising real rates

e Low real rates

e Improving confidence; Recent & prospective rise in $

return of risk appetite

Upturn in energy prices (+/-)

e Improved financial conditions Tight mortgage lending standards

e Equities e Global growth uncertainty
e Corporate spreads e Brexit
e Positive wealth effects on PCE  Euro splintering
e Equities e China slowdown
* House prices e Geopolitical

e Strong employment & income
e Still solid growth abroad
e Favorable demographics

e N. Korea
e Iran, Syria, Ukraine, etc.

11

© 2018 IHS Markit. All Rights Reserved.



MACROECONOMIC

ZIh IHS Markit Tailwinds: fiscal boost i

Fiscal stimulus (or drag): contributions to real GDP growth
The 2017 Tax Act and recent Budget Acts will boost fiscal stimulus to 0.9
percentage point of GDP growth over 2018-2019.
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Domestic oil prices and drilling activity
active rigs $ per barrel
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Business and consumer confidence trending higher
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Improving economy expected to drive risk spreads lower
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Household sector net worth still rising
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H
2017-2022:4.1% a.r.

120
100
2012-2016:7.9% ar.—__
80
60
Real Estate

40

20 Equities
Other
0

79 '82 '85 '88 '91 '94 '97 '00 '03 '06 '09 '12 '15 "18 ‘21

Source: Macroeconomic Advisers by IHS Markit, Federal Reserve

16

© 2018 IHS Markit. All Rights Reserved.



MACROECONOMIC

///l\\\\s IHS Markit Headwind: Real Dollar? ADVISERS

Despite brief correction, rise in real dollar hurts
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US economic trade policy uncertainty index spikes
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Source: "Measuring Economic Policy Uncertainty” by Scott Baker, Nicholas Bloomand Steven J. Davis at
www.PolicyUncertainty.com
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Above-trend growth lifts employment ratio & participation rate
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Rising growth of hourly compensation
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Source: Macroeconomic Advisersby IHS Markit, BLS. Trend is centered moving avg.
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Core PCE at 2%
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Rising expected Fed funds and normalizing term

premium drive term yields higher
percent
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Rise in equities takes a pause while rates normalize S&P 500 P/E ratio
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Equities near cyclical peak
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Compensation, interest, and profits
share of national income
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» Corporate profit share is declining, so
profits will grow slower than nominal
GDP and income.

» Pressure on the profit share will come
from rising interest expense and
firming growth of labor compensation.

 As a result, our model sees total
returns on equities below the “steady-
state” value for the next couple of
years.

 However, additional declines in the

equity risk premium are a source of
upside risk to equities.
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Tariff rate on non-petro goods imports Impact of new tariffs, real GDP
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Policy uncertainty in the US: fiscal, trade, immigration, animal spirits...
... potential for a Boom/Bust end to the expansion

e China’s growth grinds lower...with potential for a hard landing
...or maybe surprises to the upside

e Dollar resumes a strong rise as rate differential widens again...
... strengthening in euro area growth eventually narrows rate differential

e Bond yields continue to rise sharply, crimp equities & demand growth, further slow EM’s ...
... stronger aggregate demand could motivate faster rate hikes

e Phillips Curve is alive and well after all, or even non-linear...inflation jumps

e Equity values are rich, could correct significantly...
... U.S. remains "best place” to invest and stocks ride the wave

e Home price/real estate price increases fade and construction slumps ...
... could surprise to the upside

e Europe's “fix” fails, Brexit goes bad, EU splinters, slump in markets & growth ...
... could turn out better than markets expect...time heals

e Geopolitical Risks: Korea, Ukraine, Syria/ISIS, Iran, Saudi Arabia ...
... tensions and uncertainty would ease if ???
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Questions & Comments?
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