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U.S. Review
Slow Growth for the Foreseeable Future

This week’s economic data continued to reflect an ongoing
modest pace of economic growth. GDP growth in the third
quarter expanded at a 2.0 percent pace after posting a 1.3 percent
increase in the second quarter. Durable goods orders bounced
back in September; however, nondefense capital goods orders
excluding aircraft continued to show weakness. The good news
remained confined to the housing market where new home sales
posted a greater-than-expected 5.7 percent increase in
September. Our outlook remains relatively unchanged. We
continue to expect growth to remain sluggish through the end of
the year as business and consumers pare back spending in light of
the uncertainty around the impending fiscal cliff.

GDP growth came in much stronger than expected at 2.0 percent.
The biggest support to third quarter growth came from personal
consumption expenditures, which rose 2.0 percent boosted by an
8.5 percent increase in durable goods sales. Business fixed
investment contracted for the quarter, declining 1.3 percent after
expanding at a 3.6 percent pace in the second quarter.
Surprisingly another support to growth was the government
sector, which climbed 3.7 percent for the quarter, the first such
increase since second quarter of 2010. The big driver of
government spending was in the defense category, which jumped
13 percent. With the impending federal budget cuts on the
horizon, we do not expect this support to growth to continue.
Residential investment also continued to add to growth, rising
14.4 percent. Net exports detracted from growth, as exports fell
for the first time since the first quarter of 2009, a reflection of the
slowdown in global economic growth.

Durable goods orders posted a nice bounce back in September of
9.9 percent after dropping 13.1 percent in August. While the
bounce back in the headline number looks impressive, the details
of the report were less than encouraging. Orders for motor vehicle
and parts, fabricated metals, and computer and electronics fell for
the second consecutive month. A theme reflected in the GDP and
durable goods orders numbers this week is a clear downshift in
the pace of business investment especially in equipment and
software. The downshift from 100 percent to 50 percent “bonus
depreciation” deduction on corporate taxes this year can clearly
be seen in the data, as firms pare back spending on equipment
and software. We expect the downshift in business investment to
continue through the end of the year, as ongoing uncertainty
around the fiscal cliff keeps business spending restrained.

The housing market data this week continued to point to gradual
improvement. New home sales rose 5.7 percent in September
after slowing in August. New home sales rose in the Northeast
and West but fell sharply in the Midwest. New home inventories
remain low at 4.5 months, which is helping support new home
prices. However, the gap between new and existing home prices,
which began to close earlier in the year, has continued to grow in
the second half of this year suggesting that the pace of home
building activity, while improving, will continue to be slow.
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Personal Income « Monday

Personal income growth in recent months has been feeble,
increasing a meager 0.1 percent in August and July. Income
remains constrained by weak wage gains and only modest payroll
additions. We expect personal income growth to improve a bit in
September but to remain weak on a real basis. Consumer prices
have been rising more quickly than income, cutting into real
disposable income. In August, real disposable income fell
0.3 percent and, following a 0.6 percent increase in the CPI,
another decline for September is not out of the question.

Despite weak income gains, consumer spending has held up fairly
well. Spending in August outpaced income growth for the second
consecutive month, rising 0.5 percent. However, much of the
increase was driven by a rebound in gasoline prices. Higher “core”
retail sales and a further bump in gas prices indicate another strong

showing for personal spending in September.
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Consensus: 0.4%
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Employment ¢ Friday

September’s employment report showed another month of
moderate payroll gains, with employers adding 114,000 new jobs.
One of the bright spots in the report was a net positive revision of
86,000 jobs—driven primarily by the government sector—which
pushed the third quarter average gain up to 146,000 from 67,000
in the prior period. We look for another modest increase in payrolls
in October, with employers adding around 90,000 jobs.

Turning heads last month was a stark decline in the unemployment
rate, which fell to 7.8 percent from 8.1 percent in September. We
believe the unemployment rate will hold steady in October.
However, given the volatility of the household survey and what
appear to be issues surrounding the seasonal adjustment of the
survey, the October print may surprise to one side or the other.
One thing is for certain though—all eyes will be on this number

heading into the final days before the 2012 election.
Previous: 114,000 Wells Fargo: 90,000
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ISM Manufacturing « Thursday

After three months of sub-50 readings, the ISM manufacturing
index broke back into expansion territory in September, rising to
51.5. The forward-looking new orders index crossed the above-50
threshold, as did supplier deliveries. However, the production,
orders backlog, export orders and import orders components
remained in negative territory as the manufacturing sector is still
teetering on the edge of growth. Early readings from the regional
PMIs for October tilt toward another month of declining activity.
The Empire, Richmond and Kansas City indexes posted negative
readings for the month, while the improvement of the Philly Fed
survey’s headline seemed out of line with its underlying details.
Moreover, the new orders component of all four surveys posted
negative readings. With weakening growth abroad and concern
over the fiscal cliff possibly denting capital spending, it is unlikely

we will see a sharp rebound in the ISM index for October.
Previous: 51.5 Wells Fargo: 51.8

Consensus: 51.0
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Global Review

Canadian Retail Sales Rise on Price Effects

With global economic growth facing headwinds from Europe and
slower growth in large emerging market economies like China,
Canada’s economy must transition from reliance on exports to a
an economy that is increasingly driven by domestic demand. To
that end, we learned this week that Canadian consumer spending
in the third quarter continued to firm as retailers there posted
back-to-back monthly sales increases in July and August.

While increased fuel costs had something to do with the August
increase, retail sales increased in five of the eleven categories. The
volatile motor vehicles and parts category slipped 0.2 percent in
August, but sales excluding autos gained 0.4 percent on the
month. Price dynamics still played a role in August as the volume
of retail sales shrank 0.3 percent. Since the Canadian GDP report
looks at the inflation-adjusted increase in consumer outlays, this
week’s report raises some concern about the ability of consumer
spending to underpin growth in the third quarter.

Eurozone PMIs: One Step Up and Two Steps Back

With economic growth negative in two of the past three quarters,
the Eurozone economy has slipped back into recession. We do not
expect to see economic growth turn positive again in the
Eurozone until the first quarter of 2013. The official third quarter
growth numbers are not due out until November 15, but we
expect to see the Eurozone economy contract further in the
quarter, with the largest negative drag on growth coming from a
contraction in business spending. Industrial production eked out
modest gains in July and August, but is off more than 2.5 percent
from year-ago levels. The various purchasing managers’ indices
(PMIs) were all in contraction territory in September and did not
offer much hope for immediate improvement. This week brought
the most current readings of business sentiment for October. We
learned that service sector sentiment improved somewhat from
46.1 in September to 46.2 in October. Unfortunately, the
manufacturing PMI slipped to 45.3 and the composite measure
fell to 45.8 suggesting deeper contraction in the months ahead for
the Eurozone’s factory sector. One potential offset to the
weakening PMIs is that business sentiment is holding up
somewhat in Germany, the Eurozone’s largest economy. The Ifo
business climate survey there increased to 101.6 in October from
101.4 in the prior month, although the Ifo current assessment
survey fell to 107.3 from 110.3 previously. The expectations
measure was unchanged.

Big Jump in U.K. GDP? Keep Calm and Carry On

After three straight quarters of economic contraction, total output
in the United Kingdom came roaring back in the third quarter,
coming in at a scorching pace of 4.1 percent on an annualized
basis—the fastest growth rate in more than four years. While we
believe that this quarter will mark the period where the United
Kingdom emerges from recession, we do not expect to see this
torrid pace to be maintained. The spurt in the third quarter was
largely a function of low base effects combined with the timing of
the Queen’s Jubilee, which moved some output to Q3 from Q2.

Canadian Retail Sales

Year-over-Year Percent Change, 6-Month Moving Average
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Germany Unemployment Rate « Tuesday

If we look at what markets are expecting regarding the status of the
German economy, it is clear that further deterioration is already
baked into the numbers. One such number is the rate of
unemployment. After avoiding much of the deterioration in
economic activity affecting the rest of the Eurozone region, the
German labor market is finally giving signs that the once mighty
German worker is starting to feel the pain of the Eurozone crisis.
Consensus expectations has unemployment increasing to
6.9 percent in October from 6.8 percent in September, as the
German economy continues to adjust to this low economic growth
environment, not only coming from its peers in the Eurozone but
also from the generalized weakness across the global economy. On
the positive side, retail sales are expected to post a decent,
0.5 percent improvement in September from an expected
downwardly revised 0.1 percent in August.

Previous: 6.8%

Consensus: 6.9%
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U.K. PMI Manufacturing « Thursday

After surprising on the upside with the release of its third quarter
GDP advanced number all eyes will be directed to the release of the
PMI manufacturing index on Thursday. Consensus expectations on
the manufacturing PMI see a further deterioration to 48.3 in
October from 48.4 in September.

The better-than-expected number for third quarter GDP was made
possible by the positive effects of the Olympics on the U.K.’s
economy. However, this effect is probably more related to the
service economy than to the manufacturing economy so our
expectation is close to the market in that we should see a further
deterioration in the PMI number, albeit a small one. However, if
the improvement in GDP is sustainable, a big if, we may see signs of
stabilization or even a reversal in the manufacturing sector in the
months to come.

Previous: 48.4

Consensus: 48.3
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Brazil Industrial Production « Thursday

The Brazilian economy has been feeling the pain coming from the
Eurozone crisis as well as from the global slowdown. The Eurozone
crisis has affected its manufacturing sector, as Europe is one of its
major export markets, while the global slowdown has affected
commodity prices and thus, commodity exports.

However, there have been signs that the economy has started to
recover some strength as the Brazilian central bank has slashed
interest rates to incentivize domestic consumption. The success of
this monetary expansion will be gauged on Thursday when the
country is expected to release its September industrial production
index. Markets are expecting a reversal in seasonally adjusted
growth, to a 0.5 percent drop in September from an increase of
1.5 percent in August. Needless to say, any positive number will be
well received by markets and will strengthen Brazilian analysts’
claims that the economy is on a path to recovery.

Previous: 1.5%

Consensus: -0.5% (Month-over-Month)
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Interest Rate Watch Credit Market Insights
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low—30-year fixed-rate mortgage rates are
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policy requires reexamination by investors. past year due to weak global growth and
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25 1 / 1,5, Wweekly declines, purchase activity has
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market. Yet, for investors, equity returns Source: IHS Global Insight, Bloomberg LP and Wells Fargo Securities

reflect expected future profits. This week,

we saw the reality that fundamentals, not Credit Market Data

more liquidity, will set the path for equity

. Week 4 Weeks Year
valuations. Mortgage Rates Current Ago Ago Ago
A policy of lower interest rates for a 30-Yr Fixed 3.41% 3.37% 3.40% 4.10%
sustained period of time with the goal of 3 5.yr Fixeq 2.72% 2.66% 2.73% 3.38%
lowering the unemployment rate loses 5,3 apm 2.75% 2.75% 2.71% 3.08%
sight of several financial market 1-Yr ARM 2.59% 2.60% 2.60% 2.90%
implications. First, current interest rates Current Assets 1-Week 4-Week Year-Ago
a}:e ]f‘"’eloz, the pace of 1Snﬂat1(()1n1 and  Bank Lending (Billions) __ Change (SAAR) Change (SAAR) ___ Change
Inte;ee‘s)tr iatfgorizallgfe s;f;nagéseic?;]e’nsewz Commercial & Industrial  $1,479.2 27.15% 17.28% 13.00%

. . Revolving Home Equity $525.1 -6.57% -10.86% -5.12%
pension funds and raise the present value Residential Mortgages $1,596.9 7.94% -9.84% 4.81%
of future ylablhtles,‘ Therefore,.there IS. a Commerical Real Estate $1,415.8 3.29% 2.09% -0.44%
shortfall in funding that will require ) mer $1,114.9 3.44% 4.92% 2.33%

contributions by private and public
institutions and thereby, reduce future
profits and real investment.

Source: Freddie Mac, Federal Reserve Board and Wells Fargo Securities, LLC
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Federal Revenues

At present, federal revenues are equivalent to roughly
15 percent of GDP, significantly below the 40-year
average of 18 percent. Federal revenues grew from
around 17.5 percent of GDP in 1990 to roughly
20 percent of GDP by early 2001. However, the effects of
the 2001 recession and the subsequent Bush tax cuts led
revenues as a percentage of GDP to slump until 2004
before rising anew to around 18 percent as the economy
boomed until 2008. The most dramatic shift over the
past two decades occurred as a result of the Great
Recession, as federal revenues fell to a low of around
14 percent of GDP. Even during the post-recession
period, total revenues to the federal government have
hovered around 15 percent of GDP.

In addition to economic cycles, tax policy changes also
play a significant role in affecting federal revenues (top
graph). The largest legislatively induced pullback in
revenues as a percentage of GDP over the past twenty
years began in 2001 with the enactment of the Bush tax
cuts. The 2010 extension of the Bush Tax Cuts provided
further tax relief and has been a factor in keeping
government tax revenues down.

The Great Recession helped swell the size of the U.S.
budget deficit over the past few years. Not only did the
downturn impart a blow to revenues via reduced tax
collections, but legislative changes like the extension of
the Bush tax cuts and the reduction in the payroll tax
have also helped depress the revenue-to-GDP ratio.
Looking forward, the ratio should rise from its current
rate of roughly 16 percent. Under the CBO’s baseline
scenario, individual income tax rates are assumed to
revert to their pre-2001 rates in 2013, and the CBO
projects that the revenue-to-GDP ratio will trend up to
roughly 24 percent over the next 25 years. Under the
alternative fiscal scenario, the ratio rises to 18 percent
over the next few years as the economy continues to
recover. For our full report on federal revenues, please
see U.S. Fiscal Primer III: Federal Revenue on our
website, or available upon request.

Wells Fargo’s Weekly Economic & Financial Commentary is distributed to subscribers each Friday afternoon by e-mail.
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Federal Government Receipts
As a percent of GDP

—Individual Income Tax Receipts: 2011 @ 7.3%

—Corporate Income Tax Receipts: 2011 @ 1.2%
Social Insurance Tax Receipts: 2011 @ 5.5%
Other Receipts: 2011 @ 1.4%
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Federal Government Revenues

CBO Alt. Scenario vs. Baseline Projections, Percent of GDP

—Extended Baseline Revenues: 2042 @ 24.6%

Fiscal Gap: 2042 @ $8.3T
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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 WFEC.
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Market Data ¢ Mid-Day Friday

U.S. Interest Rates

Foreign Interest Rates

Friday 1 Week 1 Year Friday 1 Week 1 Year
10/26/2012 Ago Ago 10/26/2012 Ago Ago
3-Month T-Bill 0.11 0.09 0.01 3-Month Euro LIBOR 0.13 0.14 1.52
3-Month LIBOR 0.31 0.32 0.42 3-Month Sterling LIBOR 0.53 0.53 0.99
1-Year Treasury 0.21 0.19 0.12 3-Month Canadian LIBOR 1.24 1.24 1.26
2-Year Treasury 0.30 0.29 0.29 3-Month Yen LIBOR 0.19 0.19 0.20
5-Year Treasury 0.77 0.75 1.06 2-Year German 0.05 0.11 0.52
10-Year Treasury 1.78 1.76 2.20 2-Year U.K. 0.24 0.25 0.58
30-Year Treasury 2.94 2.93 3.22 2-Year Canadian 1.13 1.09 1.07
Bond Buyer Index 3.68 3.68 4.12 2-Year Japanese 0.10 0.11 0.15
10-Year German 1.53 1.59 2.04
Friday 1 Week 1 Year 10-Year Canadian 1.86 1.85 2.38
10/26/2012 Ago Ago 10-Year Japanese 0.77 0.79 1.00
Euro ($/€) 1.292 1.302 1.391
British Pound ($/£) 1611 1600  1.598
British Pound (£/€) 0.802 0.813 0.871 Friday 1 Week 1 Year
Japanese Yen (¥/$) 79.550 79.320 76.180 10/26/2012 Ago Ago
Canadian Dollar (C$/$) 0.996 0.994 1.004 WTI Crude ($/Barrel) 85.97 90.05 90.20
Swiss Franc (CHF/$) 0.936 0.929 0.881 Gold ($/Ounce) 1715.10 1721.75 1724.82
Australian Dollar (US$/A$ 1.036 1.033 1.040 Hot-Rolled Steel ($/S.Ton) 591.00 592.00 660.00
Mexican Peso (MXN/$) 13.026 12.885 13.402 Copper (¢/Pound) 356.20 363.75 349.00
Chinese Yuan (CNY/$) 6.249 6.254 6.354 Soybeans ($/Bushel) 15.69 15.52 12.03
Indian Rupee (INR/$) 53.575 53.415 49.508 Natural Gas ($/MMBTU) 3.38 3.62 3.59
Brazilian Real (BRL/$) 2.026 2.027 1.759 Nickel ($/Metric Ton) 16,071 17,251 19,722
U.S. Dollar Index 80.078 79.621 76.246 CRB Spot Inds. 504.56 518.21 537.50
Next Week’s Economic Calendar
Monday Tuesday Wednesday Thursday Friday
29 30 31 1 2
Personal Income Consumer Confidence Employment Cost Index ISM Manufacturing Nonfarm Payrolls

August 0.1%
September 0.3% (W)

September 70.3
October 72.0 (W)

2Q0.5%
3Q0.5% (W)

September 51.5
October 51.8 (W)

September 114K
October 9oK (W)

'g Personal Spending Construction Spending Unemployment Rate

Q. August 0.5% August -0.6% September 7.8%

g September 0.6% (W) September 0.5% (W) October 7.8% (W)
Japan Germany Brazil Eurozone

% Industrial Production Unemployment Rate Industrail Production PMIManufacturing

E Previous (Oct) -4.6% Previous (Sep) 6.8% Previous (Aug)1.5% Previous (Oct) 45.3

= U.K. U.K.

Go PMI Manufacturing PMI Construction

Previous (Sep) 48.4

Previous (Sep) 49.5

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

Source: Bloomberg LP and Wells Fargo Securities, LLC
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