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The Macroeconomic Roadway

Political Risk O E  As worries about North Korea and Spain rise, concerns about anti-trade rhetoric causing an anti-American retaliation in countries such as Canada,
Mexico and China recede

(s

The political mood is sour. A populist rebellion, nurtured by years of sluggish growth and disruptions of old business models, is still spreading globally.
Even though more than 80% of job losses in the US are due to technology and only about 15% due to international trade, globalization is out of favor

[Tlc

US GDP growth expectations move up slightly to around 2% plus versus a historical average of ~3%. Aging demographics, slowing population growth,
slowing workforce growth and productivity declines will put downward pressures on GDP growth

Economic Growth
(Us)

[Tc

Questions remain whether structural reforms (tax, infrastructure spending) proposed by the new administration will push GDP growth back to its
historical average

In the US, Eurozone, Asia, and the emerging markets, for the first time since a brief rebound in 2010, all the cylinders are firing at once. The IMF
increases its global growth forecast to 3.6% for 2017 and 3.7% for 2018

[Tlc

(International)

The U3 unemployment dips towards the lower-bound of its estimated natural rate, while the U6 rate is inching towards its pre-crisis levels. Yet, where
there is labor slack, it is highly correlated with lower levels of educational attainment

Labor Markets
(Us)

Average hourly earnings increase by 2.5% YoY and aggregate hours worked increase by a solid 1.4% YoY, pointing to gains in private consumption
International Labor Markets exhibit a duality with the likes of Mexico, Germany, the UK, China, and Japan doing very well while the rest of Europe is
suffering

[Tc [TIc

(International)

[Tc

Inflation indicators over the last couple of months suggest that the worst of the sluggishness in consumer prices may be behind us. Nonetheless, price
gains will continue to be modest

Inflation

OO0 0 O O

E  As market-based measures of inflation (5Y out 5Y inflation swap) stabilize around 2.3%, survey-based inflation expectations (U. of Mich.) hover around
2.6%
E Global overcapacity, primarily due to China, and technology-enabled disruption will be the main focus that will push inflation downwards

The Fed estimates that the equilibrium real rate, r*, is near zero in the short-term and 1% in long-term

Despite the inability to reach the 2% inflation target, the Fed is highly likely to increase its Fed Funds rate by 25 bps in December, especially given the
strong labor market. In 2018, however, the Fed is likely to pause its rate hikes until June 2018 due to the growing inflation uncertainty

Recent trends of international capital flows into the US@ lifting the dollar and lowering US bond yieldsd may be reversing at the end of the quarter

Monetary Policy
(Fed)

@,
M [Te

(International)

[Tc

Business and household surveys begin to reflect expectations of pro-growth fiscal and economic reforms. Hard data will lag these expectations as the
passing and end-effects of new legislation will take time

Fiscal Policy

O O

E  Government debt and unfunded entitlements will pose a problem, particularly as interest rates start going up
E  Fed estimates suggest that the US is underinvested in infrastructure by about $3-4 trillion
The Markets O E  Sincethe beginning of the year the 10Y UST has fluctuated in a trading range of 2.04% - 2.63% with a recent reading of 2.36%
E  While broad-based stress indicators fall since the beginning of the year, the VIX and the bond market MOVE index still hover around historically low

levels, despite episodic spikes possibly reflecting fears about the political atmosphere
As historical equity highs bring happiness to many, worries rise about excessive risk taking

O

O Tailwinds O Neutral @ Headwinds
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US Government Rates Outlook, 4Q17 1 3Q18
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E Each of the major banks remains confident that there will be another rate hike in December (three total in 2017),
while the markets place the chance of at least one more hike at 70% (measured by option implied probability)
E  Expected increases on the short end of the yield curve have not been equally reflected in the long end, i.e. further
flattening is still expected
E Pessimistic and base case projections about the economy expect the one year-out 10Y rate to increase 10-25 bps
from the current rate (two banks). Median projections place the one year-out 10Y rate up 40 bps (one bank).
Optimistic projections about the economy see an increase in the one year-out 10Y rate up to 80 bps (one bank).
Not e: Fed Funds Rate fidotsd represent top of target range Source: Wall Street Research, Bloomberg, Calculations by Ramirez.
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US GDP and its Components,

09/30/16 12/31/16 03/31/17 06/30/17
Real GDP (QoQ, SAAR) 2.8% 1.8% 1.2% 3.1%
Personal consumption 2.8 2.9 1.9 3.3
Goods 3.2 47 0.7 54
Durables 9.4 9.2 (0.1) 7.6
Nondurables 0.1 25 11 42
Senvices 2.7 21 25 23
Gross private domestic investment 24 85 1.2) 3.9
Fixed investment 15 17 8.1 3.2
Nonresidential 34 0.2 72 6.7
Structures 14.3 (2.2) 14.8 7.0
Equipment (2.1) 1.8 4.4 8.8
Intellectual Property Products 4.2 (0.4) 57 37
Residential (4.5) 7.1 111 (7.3)
Government expenditures & gross investment 0.5 0.2 (0.6) (0.2)
Federal spending 1.6 (0.5) (2.4) 1.9
State and local spending (0.2) 0.6 0.5 (1.5)
Net exports of goods & services
Exports 6.4 (3.8) 73 35
Imports 2.7 8.1 4.3 15
Addenda
Final sales of domestic product @ 2.6 0.7 2.7 29
Gross domestic income (GDI) ® 41 1.7) 27 29
Gross national product (GNP) © 2.6 26 0.9 28
Disposable personal income 0.70 (1.80) 2.90 3.30
Contributions to % Change in GDP
Personal Consumption 192 1.99 132 2.24
Gross Private Domestic Investment 0.40 1.34 (0.20) 0.64
Change in Private Inventories 0.16 1.06 (1.46) 0.12
Government Consumption and Investments 0.09 0.03 (0.11) (0.03)
Net Exports of Goods and Services 0.36 (1.61) 0.22 0.21
@ GDP less change in private inventories ® GDI-GDP = statistical discrepency ©
GDP plus net foreign payments for US factors of production
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The US Economy, 3Q 20161 2Q 2017

Quarterly fluctuations not withstanding, GDP
continues to expand at a moderate pace (~2.2%),
while GDI expands at 2%

Consumption and real personal disposable
income increases moderately more than the GDP
growth rate (~2.7%)

Investment grows significantly faster than GDP
(~3.3%), with business fixed investment appearing
to have rebounded significantly (~3.7%)

Government expenditures decline slightly (~ -0.1%)

Exports grow by 3.4%, while imports increase by
4.2%
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Source: Bloomberg
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US Macroeconomic Indicators, June 2017 1 September 2017

6/30/2017  7/31/2017 _ 8/31/2017 9/30/2017Q9 LTM Max LTM Min
State of the Consumer
US Consumer Spending (SA, MoM%) 0.3 0.3 0.1 - 0.5 0.1
US Auto Sales (SAAR, mil.) 16.7 16.7 16.0 185 185 16.0
New One Family Houses Sold (SAAR, 000's) 580.0 580.0 560.0 - 638.0 548.0
Existing Homes Sold (SAAR, mil.) 54 54 54 -- 5.7 54 E . .
Housing Starts (SAAR , 000's) 11900 11900  1,180.0 -~ 12880 11290 US consumer Spend InNg CO ntinues to
Housing Permits (SAAR, 000's) 1,230.0 1,230.0 1,272.0 - 1,300.0 1,168.0 H - 0
U. of Mich. Consumer Confidence 93.4 93.4 96.8 - 1011 934 expan d at annu al |Zed rate Of 2 0 A)
Conference Board Consumer Confidence 120.0 120.0 120.4 119.8 124.9 109.4 ~
US Pending Home Sales Index (SA, 2001=100) 109.1 109.1 106.3 - 112.3 106.3 E B oth U3 an d U6 unem p I Oym ent rates
US Personal Income(SA, MoM%) 0.3 03 0.2 - 0.9 (0.1) ) L.
US Retail Sales (SA, MoM%) 0.5 0.5 (0.1) 16 1.6 0.2) approach approx|mate pre-crisis |eve|s’
Labor Market* while slack remains among less educated
Unemployment (SA, %), HH 4.3 4.3 4.4 4.2 4.8 4.2
Unemployed and Part Time (SA, %), HH 8.6 8.6 86 8.3 9.4 83 WOfkerS
Change in Non-Farm Payroll (SA, 000's), Est. 138.0 138.0 169.0 (33.0) 232.0 (33.0) R
Unemployed Workers Total (SA, 000's), HH 6,981.0 6,981.0 7,132.0 6,801.0 7,635.0 6,801.0 H H H
Labor Participation Rate (SA, %), HH 62.9 62.9 62.9 63.1 63.1 62.6 E US Ind UStrIaI prOdUCtlon Contra‘CtS at an
Civilian Labor Force Level (SA, 000's), HH 160,494.0 160,494.0 160,571.0 161,146.0 161,146.0 159,456.0 1 0, i -
US Civilian Noninstitutional Population Total (SA, 000's), HH 255,151.0 255,151.0 255,357.0 255,562.0 255562.0 254,082.0 an n u al I Zed rate Of 12 /0’ W h I Ie n O n
Employgd in Civilian Labor Force, Net Change (SA, 000's), HH 345.0 345.0 (74.0) 906.0 906.0 (233.0) manu factu rin g act VI t les Increase by a
ADP National Employment Report (SA, 000's) 197.9 197.9 228.3 1354 268.4 135.4 .
US Initial Jobless Claims (SA, 000's, weekly )@g Dol 2410 2410 2360  258/243 2620 227.0 nominal 6.2%**
US Average Hourly Earnings (SA, YoY%), Est. 2.6 2.6 2.7 2.9 29 25
Employment Cost Index (SA, QoQ%, quarterly ), BLS 0.5 - - - 0.8 0.5 = . . . . .
US Avg. Weekly Hr. Worked, Nonfarm Private, Nonsupervisory (SA), Est. 33.7 33.7 336 336 33.7 336 E Different measures of inflation InCIudlng
roustion CPI (1.9%, YoY), core CPI (1.7%, YoY),
US Industrial Production MoM (SA, %) 04 0.4 (0.9) - 11 (0.9) ( 0, ) H
US Services Revenue Total YoY (NSA, %, quarterly ), Census 6.2 - - -- 6.3 6.1 core PCE 13 /0’ YOY remain SomeWhat
US Durable Goods New Orders MoM (SA, %) (6.8) (6.8) 20 - 6.4 (6.8) A 0,
US Durable Goods New Orders Ex Transportation MoM (SA, %) 0.8 0.8 0.5 -- 14 (0.4) b € I ow t h € F € d 0s 2 /0 t ar
ISM Manufacturing PMI (SA, %) 56.3 56.3 58.8 60.8 60.8 53.5 hY . . .
ISM Non-Manufacturing PMI (%) 53.9 53.9 55.3 59.8 59.8 53.9 E SerV|CeS |nf|a‘[|0n hOIdS Steady
Philadelphia Fed Business Outlook Survey (SA, %) 19.5 19.5 18.9 238 433 8.7 .
Empire State Manufacturing Survey (SA, %) 98 958 252 244 30.2 (1.0) near the LTM low of 2.4%, while
Chicago Purchasing Manager Index (SA, %) 58.9 58.9 58.9 65.2 65.7 50.3 N
prices E Goods inflation reaches an LTM
CPI (YoY%) 17 17 19 22 27 16 _ [0)
Core CPI (YoY%) 17 il.7/ 17 il.7/ 23 17 IOW Of 09 A)
CPI Consumer Services ex. Energy (YoY%) 2.4 24 25 2.6 3.1 2.4
CPI Consumer Commodities ex. Food/Energy (YoY%) (0.6) (0.6) (0.9) (1.0) (0.2) (1.0)
PCE Core (SA MoM%) 0.1 0.1 0.1 - 0.3 0.2)
PCE Core (SA, YoY%) 14 14 13 - 19 13
U. of Mich. Expected Change in Prices During the Next Year: Median (%) 26 26 26 27 27 22
U. of Mich. Expected Change in Prices During the Next 5-10 Years (%) 26 2.6 25 25 26 23
US Personal Consumption Expenditures Chain Type (SA, MoM%) 0.1 0.1 0.2 -- 0.4 (0.2)
US Personal Consumption Expenditures Chain Type (SA, YoY %) 14 14 14 - 22 14
PP Final Demand (SA, MoM%) (0.1) (0.1) 0.2 04 0.6 (0.1)
Case-Shiller Composite-20 City (YoY%) 5.8 5.8 - - 6.0 5.2
TIPs Break Even 5Y (daily )0 & o 1.7 17 1.6 138 2.0 1.6

@pmost recent number for the period 8/31/17 - 10/16/17, @ppreliminary number, @ifor past months numbers are end-of-period; for current month, all available numbers
are listed Q dFpr past months numbers are end-of-period; for current month, most recent number available

Notation: Est. = Establishment Survey by BLS, HH = Household Survey by BLS, DoL = US Department of Labor, BLS = Bureau of Labor Statistics.
** YoY,2Q17, according to US Census Bureauds quarterly services survey Source: Bloomberg
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Breakdown of Gross Domestic Income
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Components of GDI, 1930 - 2016
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GDl is another measurement of national economic activity and should be equal to GDP

Wages and salaries as a percent of GDI were historically steady at about 50%, but have
trended down since 1970 and currently stand at 43.1%

In contrast, net operating surplus (i.e. business income) as a share of GDI declined from 1940
to 1970, but has increased ever since, and currently stands at 24.7%

Over the period from 1945 to 2016, supplements to wages and salaries (employer
contributions to pension/ insurance and social security) has increased from 4.0% to 10.1%

Despite this, total compensation has declined ~5% since 1970

Source: Bureau of Economic Analysis
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Nowcasting GD P : The AtGD®&Motva Fedos
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E The At | anGD®Nol éodedast for 3Q17 stands at 2.5% QoQ, versus the Bloomberg 2.4%
QoQ consensus

* Graphic from https://www.frbatlanta.org/cqer/research/gdpnow.aspx as of 10/11/2018. Note: GDPNow forecasts pertain to the most recent quarter with no
reported GDP number; once an advance number is reported for a particular quarter, GDPNow switches to predicting the subsequent quarter. All GDP
numbers are quarter-on-quarter percent change in real GDP, seasonally adjusted and annualized. Source: Bloomberg, Atlanta Federal Reserve Bank
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Nowcasting GD P : The GDPNowe dOs

ted Real GDP Growth vs GDPNow Forecast, 1016% NY Fed GDPNow Forecast vs Indicators for 3Q 201¢
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E The NY GD@&Motsorecast for 3Q17 stands at 1.5% QoQ, versus the Bloomberg 2.4%
QoQ consensus
E The NY Fed lowers its forecast significantly following the reports for manufacturing in mid-
September, which is possibly affected by the hurricanes
E NY F eGD&Now forecast for 4Q17 stands at 2.5% QoQ, versus the Bloomberg 2.6% QoQ
consensus
Note: the NY Fed provides longer-term forecasts for GDP. Once an advance number for a particular quarter is reported, the NY Fed ceases forecasting
GDP for that quarter. Source: Bloomberg, NY Federal Reserve Bank
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Nowcasting GDP: The Braves vs The Yankees

Atlanta Fed vs NY Fed Nowcasting of GDP, Jun 20111 Oct 2017
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E  The Atlanta Fed Has produced nowcasts of GDP since 2011. The paring the RMSE of the NY and ATL Fed Mg
root mean squared error (RMSE) since then has been 1.41% VS a Naive Model* (the ex-post mean)

E  The New York Fed Has produced nowcasts of GDP only since 3Q117 2Q17 1Q167 2Q17

1Q16. The RMSE since then has been 0.90%. During the same

: A Atlanta Fed RMSE 1.41% 0.87%
window, the Atlanta Feddéds RMSE has 0 0
=~ . . . ()
E  Presently, the NY Fed is predicting GDP growth in 3Q17 to be NY Fed RMSE n/a 0.91%
) i 0, .
about 1.5% QoQ, while the Atlanta Fed forecasts about 2.5% QoQ Naive Model SD 1.67% 0.99%
Respective Means 2.10% 2.10%
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Atlanta Fed. SD: Standard Deviation
* Naive model SE is the RMSE associated with the predictor being merely the average value during that period Source: Bloomberg, Atlanta & NY Federal Reserve Banks
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Economic Surprises

tIrEconomic Surprise Indicators, Oct 2016 1 Oct 20
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Citi Economic Surprise - United States

Bloomberg ECO US Surprise Index
Bloomberg ECO Euro Area Surprise Index

= Citi Economic Surprise Index - Eurozone

—— Citi Economic Surprise Index - Emerging Markets

In the US, economics surprise indicators move slightly above zero, after a 6-month period of
disappointing results

In Europe and Emerging Markets, indicators surprise to the upside

On a monthly basis, economic surprise indicators have a statistically significant, positive
influence on treasury rates, but only explain about 15% of the variance

Notes: Each index reflects, at a moment in time, the surprise of various economic indicators, measured in standard deviation. They are further modified by

adjusting for importance of the indicators and therecencyof t he | atest report of those indicators. Citids

index is

berg Economic Surprise Indicators, Oct 2016 |* Oct

Aug-17
Sep-17
Oct-17

r Squee: Bleanbergn
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Statistical Properties of US GDP and the Real Interest Rate
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Composition of US GDP, Q1 1981 i Q2 2017

June 2017 3.10% Mean: 3.05%

Median: 3.10%

Standard Deviation: 3.63%
T Kurtosis: 1.41%
Skewness: -0.20%

Std Error of Mean: 0.23%
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Note: All GDP data are reported quarterly. Inflation-adjusted numbers are based on headline CPI.

Frequency

9%

8% -

%
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0 Year Real Interest Rates, Feb 1977 i August 2017

August 2017: -2.12%

Mean: 3.11%

Median: 3.08%

Standard Deviation: 3.77%
I Kurtosis: 2.55%
Skewness: 0.19%

J

-8.0%
-6.5%
-5.0%
-3.5%
-2.0%
-0.5%
2.5%
4.0%
5.5%
7.0%
8.5%
10.0%
11.5%
13.0%
14.5%
16.0%

T

In equilibrium, real interest rates
converge towards real GDP

Over the years, US consumption has
crept up from about 60% of GDP to
70%

m)

Source: U.S. Bureau of Economic Analysis, U.S.
Bureau of Labor Statistics, Bloomberg
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The Fedds Reacti on Function: The Ta
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Recession mmmm Spread: Fed Funds - Taylor Estimate Fed Funds Rate Target Taylor Rule Estimate

The Taylor reaction function is widely used to explain Fed Funds target rates

E Target Rate = Real Rate (r*)
+ Core Inflation
+ Y% A(Inflation -Target Inflation)
+ % AOkun Factor A(Normal Unemployment & Unemployment )
+ f(Global Market Conditions)
+ f(Financial Stress)

The Fed seems to incorporate global market conditions and financial stress in its decision making
Though the natural real rate is not directly observable, many economists believe that it is presently near zero

James Bullard of the St. Louis Fed believes that the natural real rate will remain near zero in the long run, as reflected in

his AFed dot o

Source: Bloomberg.
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Real Interest Rates

Estimations of the Natural Real Rate, Jun 19711 Jun 2017 World Real Interest Rate, 19851 2016
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Persistently low US and Global real interest rates generate heated debates, and continue to puzzle

Note: The Laubach-Williams estimation of the natural real rate is determined via the Kalman filter and is hence not directly observable. For each point in time
for the one-sided estimate, only data from prior to that moment is used; for the two-sided estimate, both future and prior information is incorporated.
* The Economist Estimate

Source: The Economist, Bloomberg
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The Fed Funds Rate

Outlook on Pace of Policy Firming as of Sep 201¢ FOMC Outlook, Meeting by Meeting, Dec 2016 i Sep 201%
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Inflation Indicators

USWages & Inflation Indicators, Aug 20151 Aug 201¢ US Goods & Services, Aug 1987 i Aug 2017
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Maturity Profile of US Treasury Securities & Fed Holdings

US Treasury: Marketable Securities Outstanding
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Balance Sheet of the Fed & ECB

Federal Reserve Assets, Sep 20061 Sep 2017 Federal Reserve Liabilities, Sep 20061 Sep 2017
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Bal ance Sheet o f the Fed & ECB

Central Bank Assets, Fed vs ECB, Oct 2000 i Oct 2017 Money Supplies, Fed vs ECB, Oct 2000 i Oct 2017
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Labor Market Conditions

e dbabor Market Conditions Index, Sep 1987 I Sep 201%
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U3 Unemployment Rate

U6 Unemployment Rate

Employment Rate: Part-Time for Economic Reasons, Nonagricultural Industries*
eeeeeee US Labor Force Participation Rate (RA)

*Note that U6 = U3 Unemployment plus individuals employed part time
for economic reasons + persons marginally attached to the labor force

The BLS measure of US job growth shows
weakness in September with payrolls contracting
by 33K. Unli ke the BLS,
payrolls is less sensitive to swings and reports a
respectable 135K gain in September.

The 6-month moving average of payroll gains falls
to ~150K from ~250K, an expected result as we
move closer to full employment

* Part-time workers (those who worked 1 to 34 hours during the survey reference week and excludes employed persons
who were absent from their jobs for the entire week) divided by the civilian labor force.

Unemployment Rate, Sep 19951 Sep 2017
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Source: Bloomberg, FRED
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