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U.S. Review
Surprise to the Upside

After modest growth among key economic statistics released
recently, this week’s data painted a slightly brighter picture. The
trade deficit unexpectedly shrank to $34.2 billion in June, with
both stronger exports and weaker imports contributing to the
trade balance’s best reading since 2009. Such a sharp narrowing
of the trade deficit signals that a substantial upward revision can
be expected to Q2 GDP growth, which was initially reported at a
1.7 percent annualized rate. Part of the improvement can be
attributed to the United States replacing foreign oil with domestic
supply. Although this will likely be the longer term trend as the
nation continues to produce more of its own petroleum and
related products, a spike in oil prices, among other indicators,
suggests that the deficit will widen in July.

The ISM non-manufacturing index rebounded to 56.0 in July,
lifting the composite ISM Index to 55.9, the highest level since
2011. Prices and new orders increased substantially, but not all
subcomponents fared so well. Orders backlogs and export orders
remain in contraction territory, which adds to the pile of data
indicating that the trade balance improvement will be short-lived.
Although the employment component ticked down for the month,
it remains in expansion territory. Initial jobless claims rose
slightly, but the four week moving average fell to its lowest level
since late 2007. Furthermore, job openings increased in June and
the layoff and discharge rate fell. However, businesses have been
slow to hire, keeping the job vacancy rate elevated.

Housing Headwinds So Far Averted

Despite mortgage rates rising considerably in May, the housing
market continues to make strides. The Mortgage Bankers
Association report this week showed mortgage applications ticked
up slightly, thanks to a rise in purchases. In addition, the Senior
Loan Officer Opinion Survey pointed to a rise in demand for
residential mortgages. Lending standards eased for prime and
nontraditional loans, though they tightened in the subprime
market. Improving household balance sheets pushed mortgage
delinquency rates to a five-year low in Q2, while foreclosure starts
and inventories declined further. However, the rise in rates has
had a much larger effect on refinancing, which has been falling
since May, though the pace of decline slowed this week.

Consumer confidence is helping to boost demand for credit.
Bloomberg’s Consumer Comfort index jumped to its highest level
since early 2008, and consumers took out more nonrevolving
loans in June. Although revolving credit slid back for the month,
it finished the quarter markedly higher. However, rising stock
prices and home values have contributed to higher income
earners feeling considerably more confident than lower earners.

Higher rates are not deterring business lending either.
Commercial real estate loan demand is growing and lending
standards remain firmly in easing territory, though slightly less so
than last quarter. Similarly, demand for commercial and
industrial loans continues to grow amid relatively loose lending
standards.

Imports of Petroleum and Non-Petroleum Goods
Billions of Dollars
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Retail Sales » Tuesday

Retalil sales rose a softer than expected 0.4 percent in June with
auto sales accounting for a large chuck of the upward momentum.
Sales came in flat once the auto sales were excluded. The control
group within retail sales, which feeds into the GDP calculation,
posted a meager 0.1 percent gain for the month. The control group
has been slowly losing momentum since the start of the year
suggesting that core consumer spending activity remains soft. We
expect July’s retail sales report to look roughly the same in terms of
the headline print; however, sales are expected to pick-up in
categories outside of auto sales. Our expectation is that retail sales
rose 0.2 percent for the month and 0.2 percent once auto sales are
stripped out. We continue to expect retail sales to maintain more or
less the same rate of growth through the third quarter. Given the
current pace of job growth we are expecting stronger sales in the

fourth quarter of this year.
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Industrial Production « Thursday

Industrial production rose 0.3 percent in June in a sign that
conditions in the factory sector are slowly turning around. Output
in the manufacturing sector also rose 0.3 percent for the month
boosted in part by stronger motor vehicle production. Utilities
output detracted from the overall production measure as more mild
weather kept a lid on demand. Our expectation is that industrial
production rose 0.2 percent in July, reflecting the stronger gains in
the ISM manufacturing and Chicago PMI data for the month. In the
months ahead, industrial production should continue to slowly
edge higher through the end of the year as demand from both
consumers and businesses help to boost output growth. Business
spending is expected to accelerate in the second half of the year to
around a 5.0 percent pace with consumer spending coming in
around the 2.0 percent range.

Previous: 0.3% Wells Fargo: 0.2%
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Consumer Price Index « Thursday

Consumer price inflation picked up in June, rising 0.5 percent for
the month. A rise in gasoline prices coupled with more broad-based
gains in other commodity groups led the headline index higher.
Core inflation for the month was a little tamer at 0.2 percent. Given
the leveling off of oil prices during July. We expect another month
of modest price growth. The headline CPI likely rose 0.3 percent in
July with core inflation remaining in check at 0.2 percent for the
month. Over the coming months we continue to expect that softer
inflation readings observed in the first half of the year will give way
to more upward pressure on prices as domestic demand begins to
gradually pick up in the second half of the year. Even with this
anticipated rise in overall inflation in the second half, we do not
think the upward inflation will be a significant concern through the
end of the year.

Previous: 0.5% (Month-over-Month) Wells Fargo: 0.3%
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Total Industrial Production Growth
Output Growth by Volume

15% 15%
10% + + 10%
5% \\\ + 5%
\\ //“ '\f/wlf \A\,\N,N‘,A-M\ / J’AP\VM'

0% v 0%
-5% + + -5%
-10% + + -10%
-15% + + -15%
-20% T —Yr/Yr Percent Change: Jun @ 2.0% T -20%

3-Month Annual Rate: Jun @ -0.1%
-25% } } } } } } -25%

00 02 04 06 08 10 12

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




Economics Group

Global Review

Wells Fargo Securities, LLC

Global Review
Better Global News Good For Emerging Markets

Emerging market economies and commodity prices have had
rough time during the past year or so as the world economy,
including the Chinese economy, has slowed down considerably
from very strong rates of growth. However, over the past several
weeks better than expected numbers coming from the global
economy and the U.S. economy are starting to reverse the
weakening in overall commodity prices, which could help
emerging market growth during the next several quarters as well
as give some support to commodity based currencies across the
world.

The U.K. economy has been leading the charge in terms of better-
than-expected data with several indices on the real economy
showing considerable strength. That was the case for July’s
manufacturing and services PMIs, increasing to 54.6 and 60.2,
respectively, while June’s industrial production improved
1.1 percent and manufacturing production surged 1.9 percent, the
largest industrial and manufacturing production jumps since July
of last year. For industrial production, the 1.1 percent increase
was the first monthly growth after three consecutive months of
zero prints. The PMI readings earlier this week show that the U.K.
economy started the third quarter on a very positive note.

But the data that seemed to have moved the market during the
week was the strong performance of the Chinese external sector,
with year-over-year exports increasing 5.1 percent, while imports
rose 10.9 percent. In the case of imports, this was the first year-
over-year increase since a 16.8 percent increase in April. What is
not very clear is what is happening to the Chinese manufacturing
sector as the manufacturing PMI marginally improved to 50.3 in
July from a 50.1 reading in June but the HSBC/Markit
manufacturing PMI dropped to 47.7 from a 48.2 reading in June.
On the positive side, a better than expected increase in industrial
production for July, 9.7 percent year over year versus
expectations of 8.9 percent, should help reduce this uncertainty,
at least for now.

Meanwhile, even the Eurozone economy is starting to look a bit
more promising or, perhaps better said, less daunting, as the free
fall in which the zone’s economy was immersed several quarters
ago has all but stopped and there are some signs that may be
pointing to a timid recovery. This is the case of Germany where
industrial production and factory orders numbers were much
better than expected this week, growing 2.4 percent and
3.8 percent, both on a month-over-month basis, respectively.
Furthermore, both the PMI manufacturing and service indices for
Germany were above the 50-point demarcation line that
separates contraction from expansion in July, at 50.7 and 51.3,
respectively.

Better global economic news is positive for emerging markets and
commodity markets, which have been very weak during the last
year or so. Thus, if we continue to see better data points from the
United States, China, the United Kingdom, the Eurozone, and
Japan then the second half of the year will probably look a bit
better for emerging markets than the first half.
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Japanese GDP « Monday

The Japanese economy grew at a 4.1 percent annualized rate in the
first quarter. It was probably far too soon for the surge to have been
a reflection of Abenomincs — the comprehensive reforms and policy
initiatives aimed at boosting growth and ending 15 years of
deflation in Japan.

The largest contribution came from consumer spending, which
could be tangentially related to improved confidence and optimism
associated with the prime minister’s plan. On Monday, we will get a
first look at second quarter growth figures which should offer a
more accurate gauge of the Japanese economy is faring under the
new regime. We suspect growth in consumer and business
spending combined with increased government outlays will result
in a 3.6 percent annualized growth rate in Q2, which puts us
roughly in line with consensus expectations.
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U.K. CPI « Tuesday

With the publication of the Bank of England’s quarterly inflation
report this week, newly installed Governor Mark Carney made his
first substantial mark on U.K. monetary policy.

-20%

Governor Carney issued forward guidance that the central bank’s
monetary policy committee (MPC) would keep the Bank Rate at
0.50 percent “at least until the headline measure of the
unemployment rate has fallen to a threshold of 7 percent” subject to
certain conditions related to inflation as well as approval by the
U.K. government branches that oversee BoE operations.

The conditions related to inflation suggest that the MPC could back
out of the low-rate pledge if it expects headline CPI to come in
faster than 2.5 percent for more than 18 months. July CPI numbers
are due out on Tuesday of next week and are expected to come in
near that threshold.

0% -+

-1%
1997

1999

2001

2003

2005

2007

2009

2011

2013

+ 0%

-1%

Previous: 2.9% (Year-over-Year) Wells Fargo: 2.5%

Consensus: 2.8%

Eurozone GDP « Wednesday

In late 2011, just as the U.S. economy was returning to its
pre-recession level of GDP, the recovery in the Eurozone faltered
and in the fourth quarter real GDP growth showed the start of a
double-dip recession. The Eurozone economy has been shrinking
ever since posting six straight quarters of negative GDP growth.
Today, the Eurozone economy is 3.3 percent smaller than it was at
its peak even as the U.S. economy has long ago turned the corner
from recovery to expansion.

When we get second quarter growth figures for the Eurozone on
Wednesday, we will learn if economic growth turned positive in the
second quarter. After two straight quarters of falling exports, we
expect to see a partial reversal in the second quarter. That boost
from net exports combined with tepid advances in consumer and
business spending might be enough to put Eurozone economic
growth figures back in the black.
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Interest Rate Watch
Tapering and a Steeper Yield Curve.

Our expectation is that despite the very low
pace of inflation and a modest economic
growth outlook, the Fed will begin to taper
its securities purchases this fall and likely
announce such a move on September 18t
after the next FOMC meeting. We also do
not expect the Fed to alter the fed funds
rate for some time and therefore we are
likely to see a steeper yield curve evolve in
the U.S. over the next six months as
illustrated in the middle graph to the right.

Currently, the low pace of inflation (top
graph) would not support the move to
taper large-scale asset purchases and
therefore sets up another example of the
importance to distinguish between a
change in nominal versus real interest
rates. As the bond market has discounted
the initial steps in tapering, we have
witnessed a rise in both real and nominal
interest rates, and thereby a slight drag on
economic growth.

This steeper yield curve with an
environment of modest growth and low
inflation is very unusual. Typically, a
steeper yield curve is associated with rising
inflation  expectations and/or rising
expectations for stronger economic growth.
Yet, the market does not reflect either of
these expectations. Instead, the changes in
the pace of expected Fed purchases of long-
dated Treasury instruments is taking place
in the context of moderate growth and low
inflation. Therefore, these rate increases
are not reflective of the economy but will,
instead, be imposed on the economy by the
change in Treasury market dynamics as the
Fed withdraws its purchases and other
public (central bank) or private buyers
need to step up to the plate.

Luckily, the decline in Fed purchases will
occur at the same time there is a drop in
Treasury debt finance as fiscal deficits have
dropped off in the current and most likely
the following fiscal year. Long-term,
however, the federal deficits will rise with
entitlement spending and thereby put
upward pressure on the yield curve again to
the extent investors discount the larger
deficits while the Fed continues to leave the
Fed funds rate unchanged. There is an
ongoing issue with timing as a delayed Fed
move on the funds rate accompanied by
expected increased Treasury financing
would create a very steep yield curve and
unusual financial distortions.
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Credit Market Insights

Easing Credit Standards Reported,
So When Will Lending Accelerate?

Although  banks are incrementally
loosening standards, lending conditions are
still far tighter than they were prior to the
recession and are unlikely to return to such
easy lending policies. In the Fed’s latest
Senior Loan Officer Survey for the third
quarter, banks reported easing standards
for consumer loans including, residential
mortgages, credit card and auto loans,
although overall, lending conditions remain
relatively tight. On the residential side,
demand appears to be outpacing banks’
willingness to lend, possibly contributing to
higher mortgage rates. Consumer credit
grew at an annual rate of 6 percent in the
second quarter. Once again, most of this
increase came from the expansion of
nonrevolving credit, where growth has been
commonly tied to student loans.

Still there are some signs credit markets are
in fact picking up. Auto loans, which are
also included in nonrevolving credit, are
seeing the greatest loosening in standards,
with a net 14.1 percent of banks reporting
easing lending conditions in the third
quarter. Interest rates on a 48-month new
car loan fell to 4.13 percent, which should
provide a boost to affordability. Revolving
credit also picked up in the second quarter,
increasing to a 2.1 percent annual rate.
While progress remains slow, the
incremental increases in lending and policy
loosening signals continued momentum for
the economic recovery.

Source: Bureau of Economic Analysis, IHS Global Insight, Bloomberg LP and
Wells Fargo Securities, LLC

Credit Market Data
Week 4 Weeks Year
Mortgage Rates Current Ago Ago Ago
30-Yr Fixed 4.40% 4.39% 4.51% 3.59%
15-Yr Fixed 3.43% 3.43% 3.53% 2.84%
5/1 ARM 3.19% 3.18% 3.26% 2.77%
1-Yr ARM 2.62% 2.64% 2.66% 2.65%
) Current Assets 1-Week Change 4-Week Change
Bank Lending (Billions) (SAAR) (SAAR) Year-Ago Change
Commercial & Industrial $1,570.1 -0.40% 7.53% 8.04%
Revolving Home Equity $486.9 -10.18% -7.72% -8.61%
Residential Mortgages $1,601.5 -27.61% -3.77% 1.70%
Commerical Real Estate $1,444.6 5.39% 7.50% 1.98%
Consumer $1,144.2 2.47% 5.22% 3.66%

Source: Freddie Mac, Federal Reserve Board and Wells Fargo Securities, LLC
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Topic of the Week
Price Pressures Have Edged Up, Better PCE D
e . eflator
Positioning the Fed for an Eventual QE Exit Bars = CAGR _ Line = Yr/Yr Percent Change
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United States and for the global economy over the next
few quarters, inflation will move higher over the forecast  0.5% + 1+ 0.5%
horizon. Following these supportive fundamentals,

K . . | 0.0% 0.0%
inflation expectations have ticked up over the past
month. Therefore, we believe concerns over low -0.5% T T -0.5%
inflation will not prevent the Fed from beginning to -1 gop - 1 1.0%
scale back asset purchases as early as September.
-1.5% + + -1.5%
For a more detailed analysis of recent inflation trends, —5-Year: Aug-03 @ 1.87%
« . » . -2.0% + + -2.0%
see “Inflation Chartbook: August 2013”, available on 5-Year 5 Years Ahead: Aug-03 @ 2.53%
our website. -2.5% : 1 : 1 : 1 : 1 : : H -2.5%
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Source: U.S. Department of Commerce, IHS Global Insight and
Wells Fargo Securities, LLC
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Market Data ¢ Mid-Day Friday

U.S. Interest Rates

Foreign Interest Rates

Thursday 1 Week 1 Year Thursday 1 Week 1 Year
8/8/2013 Ago Ago 8/8/2013 Ago Ago
3-Month T-Bill 0.04 0.04 0.11 3-Month Euro LIBOR 0.15 0.15 0.24
3-Month LIBOR 0.26 0.27 0.44 3-Month Sterling LIBOR 0.51 0.51 0.71
1-Year Treasury 0.09 0.11 -0.01 3-Month Canadian LIBOR 1.17 1.17 1.31
2-Year Treasury 0.30 0.32 0.27 3-Month Yen LIBOR 0.16 0.16 0.20
5-Year Treasury 1.37 1.49 0.73 2-Year German 0.17 0.15 -0.05
10-Year Treasury 2.61 2.71 1.65 2-Year U.K. 0.40 0.32 0.13
30-Year Treasury 3.68 3.75 2.75 2-Year Canadian 1.15 1.19 1.16
Bond Buyer Index 4.70 4.77 3.66 2-Year Japanese 0.11 0.12 0.09
10-Year German 1.70 1.67 1.42
Thursday 1 Week 1 Year 10-Year Canadian 2.50 2.55 1.82
8/8/2013 Ago Ago 10-Year Japanese 0.76 0.80 0.80
Euro ($/€) 1.336 1.321 1.237
British Pound ($/£) 1550 1512 1.566
British Pound (£/€) 0.862 0.873 0.790 Thursday 1 Week 1 Year
Japanese Yen (¥/$) 96.400 99.540 78.430 8/8/2013 Ago Ago
Canadian Dollar (C$/$) 1.042 1.035 0.994 WTI Crude ($/Barrel) 103.89 107.89 93.35
Swiss Franc (CHF/$) 0.921 0.937 0.971 Gold ($/Ounce) 1290.80 1310.11 1612.13
Australian Dollar (US$/A$) 0.907 0.893 1.057 Hot-Rolled Steel ($/S.Ton) 642.00 642.00 640.00
Mexican Peso (MXN/$) 12.670 12.824 13.145 Copper (¢/Pound) 327.30 316.60 342.15
Chinese Yuan (CNY/$) 6.121 6.130 6.361 Soybeans ($/Bushel) 13.23 13.89 16.05
Indian Rupee (INR/$) 60.861 60.444 55.415 Natural Gas ($/MMBTU) 3.24 3.39 2.93
Brazilian Real (BRL/$) 2.304 2.304 2.021 Nickel ($/Metric Ton) 13,903 13,802 15,694
U.S. Dollar Index 81.147 82.336 82.394 CRB Spot Inds. 521.73 520.80 510.20
Source: Bloomberg LP and Wells Fargo Securities, LLC
Next Week’s Economic Calendar
Monday Tuesday Wednesday Thursday Friday
12 13 14 15 16
Import Price Index PPI CPI Housing Starts
< June-0.2% June 0.8% June 0.5% June 836K
g July 0.6% (W) July 0.6% (W) July 0.3% (W) July 941K (W)
@ Retail Sales Industrial Production Building Permits
»;; June 0.4% June 0.3% June 911K
July 0.2% (W) July 0.2% (W) July
Japan U.K. Eurozone UK Eurozone
g GDP (QoQ) CPI (MoM) GDP (QoQ) Retail Sales (MoM) CPI (MoM)
E Previous (Q1) 1.0% Previous (Jul) -0.2% Previous (Q1) -0.2% Previous (Jun) 0.2% Previous (Jun) 0.1%
_8 Japan Germany Brazil
E‘? Industrial Production (MoM) ZEW Survey (Current Situation) Retail Sales (YoY)

Previous (May) 1.9% Previous (Jul) 10.6 Previous (May) 4.5%

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

Source: Bloomberg LP and Wells Fargo Securities, LLC
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