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ECONOMIC SUMMARY

US economy softens on capex and trade, China worries increase

The US economy grew by a little under 2% during 2015, below the business cycle expansion average.

In a world of slow labor force growth and low productivity, this was still enough to produce a 0.6 point decline
in the unemployment rate (to 5.0%) and an encouraging 1.3 decline in the underemployment rate . Employee
compensation also accelerated somewhat to reflect tight labor supply, although a shortage of workers with the

right skills also meant that businesses had to restrain their plans.

The US household sector remains in great shape with low leverage and strong growth of after-inflation
disposable income. By and large, though, cautious households have saved rather than spent the windfall
benefits from lower prices for gasoline and imported consumer goods.

Lower Oil prices and higher domestic supply were responsible for an estimated $150 billion reduction in the
US petroleum trade deficit last year. However, the US economy was arguably a net loser from cheaper oil last
year due to sharply lower energy sector investment. As time goes on, the net benefits to the US will become

more apparent in GDP.

Housing is a promising driver of future growth based on the improvement in household formation, diminished
stock of vacant homes, steady affordability, and elevated plans to buy. However the positive contribution to
GDP from housing is now more than offset by the weakening trend in business capex, due in part to the
energy and aircraft sectors, spreading later in the year to other sectors.

Moving into 2016 the wall of worry about asset class returns includes, domestically, how a profits recession
and less policy certainty in a Presidential election year will affect hiring and business investment.
Internationally a sharp acceleration of capital outflow from China makes it more difficult for them to maintain
an accomodative policy stance. The risk in Europe is around whether new governments will reverse some of
the successful fiscal austerity of the past few years.
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- Persistent improvement in US labor market

Positive

Underutilized labor and low participation are the
only laggards in jobs market strength.

- Housing cycle on the uptick

Starts, sales, formation, prices and plans-to-buy
improved, while affordability remains OK.

- Household incomes and balance sheet

Strong real disposable income drives risk buffer
and a domestic savings pool for asset markets.

- Global trade imbalances manageable

US deficitin 2-3%/GDP range whilst Euro area,
Japan and China all at 2-3% surpluses.

md

- Slow but stable US growth

Same Trend

US economy delivered another year of slow growth,
circa 2%.

- Benign inflation

Core services inflation 3% but weak energy, food
and core goods keeps Fed on slow path.

Negative

.4

- Weak capex

It's been mining and aircraft, may bleed into other
sectors this year

- Too tight labor markets

Available persons to fill job openings very tight at
2.5 ... exacerbated by skills mismatch.

- Profits recession

Soft top line growth and more challenging costs
could weaken hiring.

- Long term budget outlook

CBO report says new President will confront a
steep budget blowout after 2017.

- China

Aggressive capital leakages and high debt makeiit
difficult for China to rightits slowing ship.

- Other tail risks

Including US election, political pushback in
Europe, Middle East politics and EM transitions.
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US ECONOMY IN AGGREGATE

SUMMARY
The US economic expansion slowed during 2015 on the back of weak exports and capex. A cautious
consumer and moderate acceleration in housing were insufficient to offset.
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e US GDP was tepid during 2015. e Capex and trade have been drags.
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e Chicago Fed NAI confirms growth slow. ¢ Industrial sector especially soft.
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e Other measures of the US cycle also softer. * Financial conditions tighter w/out Fed.
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LABOR MARKET

SUMMARY
e Labor market is starting to hit supply constraint, so “wages times employment” is still doing well. Still room
for improvementin (a) part to full time switch and (b) motivating more potential workers to seek a job.
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e US jobs grew a robust 220K pm in 2015. ¢ Unemployment rate falls toward NAIRU.
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* Quitting for better job pretty elevated. * More getting college degree.
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¢ Supply shortage finally affecting wages. ¢ Compensation plans heating up
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HOUSEHOLD SECTOR

SUMMARY
¢ Household spending has not experienced the boom or bust dynamics of the 2000s. Personal spending growth
has been very stable despite improved balance sheets and high confidence.

US Consumer Spending Growth US - Real Personal Disposable Income
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* Steadier, lower cycle than in 2000s. e Consumer purchasing power is strong.
US Personal Savings Ratio vs Confidence US Personal Spending by Key Item
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e But households have saved their windfalls. * Significant changes in wallet share.
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* Household debt has eased mostin US. ¢ Risk — lower stocks forces down wealth.
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HOUSING

SUMMARY
¢ Fundamentals of the housing market remain promising ... reduced vacancies, willingness to buy and an
emergent supply response.

Res Constribution to GDP Vs NAHB Index 2000 US Single vs Multi-Family Starts 500
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* Housing is a solid growth contributor. * Recently improved single family segment.
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¢ Most new households are still renters. * However plans to buy this year are strong.
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* Supply still lagging strong formation. e Prices still attractive vs income
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BUSINESS SECTOR

SUMMARY

e The business investment share of GDP is still high but the outlook for 2016 is not encouraging ... weak profits,
less certainty and higher borrowing (and possibly labor) costs.
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e Capex is undeniably soft. * Including intended capex.
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e Election year will see uncertainty jump. * ... and borrowing costs have risen.
Domestic NonFinancial Profit Growth - Components US: Profits Share vs SPX Performance
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*  Weak profits also don’t help. e Stocks are reflecting that worry.
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INFLATION

SUMMARY
e US CPlinflation is below 1% and could get into the mid 1’s by end 2016. But depending on when gas and food
prices stop falling, and if and when the dollar stops rising, there is a clear risk that inflation stays below 1%.

5 US Core CPI - Goods and Services CPI Inflation - Key Shelter Components
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 Core services (60% of CPI) s rising. * Led by ongoing creep up in housing.
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e But energy CPI still falling. ¢ Asis food inflation.
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* And consumer imports from China. e US CPI might reach mid 1’s by end 2016.
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INTERNATIONAL

SUMMARY
e US oil self sufficiency and high household savings rate have kept the US external deficit manageable ... so far.
Any further USD upside may be against EM rather than DM currencies given China’s struggles.

US Imports of Energy Related Petroleum Products US: Real Non-Petroleum Trade Balance
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* More Oil independence a boon for trade. * But offset by wider deficit for non-petrol.
Real Broad Value of the US US Dollar vs US Twin Balances
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e US dollar now above long term average. Could falter if ‘twin deficits’ were to weaken.
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e Capital outflow from China major concern e Bol, ECB QE less effective than Fed’s.
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RISK TABLE

SUMMARY

¢ Whilst the US domestic economy remains well balanced, one worry is the tight labor market, another is a
profits recession for US corporates amidst higher borrowing costs and political uncertainty.

¢ A major China risk is capital flight, proxied here by loss of reserves.

UNITED STATES 10yr avg Jul Aug Sep Oct Nov Dec Trend
Tight labor market causes wage inflation, Fed response

Wage growth YoY 2.8 1.9 2.0 2.0 2.2 2.1 2.4
Underemployment % 11.7 10.4 10.3 10.0 9.8 9.9 9.9

Avail. peropening Ratio 4.76 2.53 2.59 2.51 2.61 2.50

Overreaching US economic sectors
L4

Savings ratio % 4.9 5.1 5.2 5.2 5.6 5.5
Loans and Leases YoY 4.9 7.4 7.4 7.1 7.5 7.6 7.7
Federal deficit $,12m -746 -488 -424 -439 -454 -461 -478

US profit squeeze

Wage bill YoY 3.6 4.1 4.1 3.8 4.5 3.9 4.3
Quits Rate 1.8 1.9 1.9 1.9 2.0 2.0
PPI YoY é 1.7 -0.8 -0.8 -1.1 -1.6 -1.1 -1.0

US slows to 'stall speed'

Leading index- 6m saar 0.3 3.7 4.0 3.2 2.8 2.8 1.3

Chicago Fed NAI 3-mo i -0.37 0.04 0.06 0.04 -0.16 -0.19 -0.24
Durables orders vovy | 3.2 -4.0 -5.0 -7.2 -1.8 -0.8 -7.7
GLOBAL

Sharp global slowdown

DM PMI Lvl n.a. 54.7 55.1 54.0 54.1 54.6 53.8
EM PMI Lvl n.a. 50.1 49.6 48.9 49.7 50.1 49.5
Difference Lvl n.a. 4.6 5.5 5.1 4.4 4.5 4.3

Chinese credit event

China PPl Yoy | 09 -5.4 -5.9 -5.9 -5.9 -5.9 -5.9
TSF growth YoY 19.8 12.3 124 12.5 12.3 12.2 12.4
Res floorspace sold = YoY i 14.8 15.8 17.8 14.2 10.1 7.5 6.0

Exports YoY i 15.7 -8.3 -5.5 -3.7 -6.9 -6.8 -1.4
FXReserves Ch. 21 -43 -94 -43 11 -87 -108
Abenomics ‘fail’

Core-core CPI YoY -0.4 0.3 0.4 0.6 0.4 0.6 0.6

Real earnings YoY -0.7 0.5 0.1 0.3 0.4 -0.4

Real exports YoY 0.4 -0.6 -4.0 -3.8 -4.6 -3.0 -4.4
European deflation

PMI Lvl n.a. 53.9 54.3 53.6 53.9 54.2 54.3
Core CPI Yoy | 13 1.0 0.9 0.9 1.1 0.9 0.9

M3 money growth YoY 4.7 6.6 6.0 6.0 6.4 6.4

positive neutral negative
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