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US Visit Note:
Surprisingly upbeat

We recently visited the US where we met with a number of market participants and
a surprising degree of unanimity about the outlook for the US economy. The article
below summarizes our main findings about the key issues facing the US and the
rest of the world in 2019.

US growth to slow to trend in 2019-2020

The overall impression we took away a was a fairly positive one whereby the US economy
was expected to continue growing next year and in 2020, albeit at a slower pace than in
2018, but with little to no risk of a recession over that period, and with interest rate risks
skewed to the upside of the Fed'’s forecasts of three hikes in 2019.

This was a little surprising, as much of the conjecture regionally and internationally
appears to be anticipating when a recession will occur given the longevity of this economic
cycle, and there was only one opinion on our trip that warned that this could indeed
happen in 2020.

However, for the most part US growth was anticipated by most participants to be closer
to the trend growth rate of 1.5-2.0%, but with the employment rate at risk of falling further
towards 3.0% (from 3.7% currently) the chances are rising of inflation moving up slowly
and steadily forcing the Fed to continue tightening. The US fiscal stimulus has been huge,
worth approximately USD1.5 trillion over 10 years, and the peak impact is likely to be felt
in H1 20109.

Market may be too dovish on rates

There was broad unanimity of the view that that the Fed will accordingly tighten 3-
4 times in 2019, after raising once more this year in December, and with the
possibility of a further hike(s) in 2020. Our own forecast has been that interest rates
will be raised only twice in 2019, as we see the impact of higher rates starting to be felt in
H2 2019 and we expect the economy to be feeling the cumulative pain from evolving trade
tensions. This view appears to be held by the markets too which are still not pricing in the
full three rate hikes implied by the Fed’s dot plot in 2019. However, there are now much
clearer upside risks to this view with the lagged effects of fiscal stimulus still being felt
deep into 2019, albeit being offset by gradual monetary tightening and the impact of trade
tensions.

In terms of the impact of recent Trump criticism of the Fed, this was thought likely to be
minimal overall, although there was an observation that it might actually produce the
opposite result to the one intended by causing the Fed to bring forward its hikes in 2019,
ahead of the election in 2020. In any case it was highlighted in a number of meetings that
the Fed Chair cannot be fired by the President and that Chairman Powell would likely be
oblivious to Trump criticism, as would most of the FOMC.

There were a number of interesting observations about useful gauges of recession risks
to monitor. Some of these were about the how the Fed reacts to equities and the yield
curve, while others were more about economic data. The view about equities was that a
bear market amounting to a 20% correction would have to be sustained over at least 3
months for it to meaningfully impact Fed decision-making. As far as the yield curve is
concerned it was felt that only a vocal minority at the Fed is bothered by a flattening in
the yield curve, as its shape reflects so many different variables, while most members are
more relaxed about its’ shape. In fact more important than the yield curve itself was
thought to be the New York Fed survey of market participants in terms of what it says
about expectations about the economy and Fed policy, and to some extent the economic
data itself, in particular the non-farm payrolls data, which over time give a more reliable
lead on recession risks.
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End of balance sheet normalization.

It was thought likely that the Fed will signal an early end to balance sheet
normalization next year, with the Fed likely to announce this at its March 2019
meeting, gradually lowering the reinvestment caps over the 6 months ending in
September 2019. This fits with the picture of a Fed looking to tighten monetary
fairly quickly, and reinforces the positive sentiment towards the dollar.

The impact of this on bond yields was viewed differently by various institutions.
For the most part the sense was that 10-year bond yields would be steady
at around 3.0-3.30%, which should result in the USD staying strong even as the
yield curve flattens a little. However, there were some institutions that saw yields
moving higher still as a result of increased supply of treasury bills and bonds, as
the US government is expected to run the largest budget deficit of the major
advanced economies at around 6.0% of GDP, and as foreign central bank demand
for USTs diminishes.

Other than above factors, the main observation was that 2019 will have a very
busy risk calendar. Trade wars, Iran sanctions, Brexit and ‘Quitaly’ were all
mentioned as key issues, along with the end of ECB QE, North Korea’s continued
weapons program, the Mueller investigation, Turkey and other EM risks. The
impact of the US mid-terms that were held last week will also be important on the
prospective legislative agenda, as well as on the political volatility that might be
expected to be experienced both within the US and internationally.

Trade wars to remain an issue in some form

On trade, it was pointed out that this is an issue that President Trump has firm
beliefs about: namely that trade deficits are bad and trade surpluses are good. As
such, the situation is likely to get worse before it gets better, and it could be the
second half of 2019 before trade tensions come to an end. However, most
analysts expected a deal to be reached earlier next year. Even then, tensions will
not go away completely due to the different world views that the US and China
have.

In terms of US-China there will be repeated rounds of testing each other’s resolve,
until continued pain forces an eventual compromise. The US tariff rate on
USD200bn of Chinese goods will likely rise from 10% to 25% on the 1st of January
and the back and forth will continue until weakening economies cause weak
markets and a public pushback. China will retaliate and the US has promised
tariffs on all remaining Chinese products. The possibility was also mentioned of
Trump imposing quotas on Chinese imports if tariffs alone do not reduce the trade
deficit. Only when both sides are out of ammunition will the basis for a negotiation
be found.

In this context the USD will not be challenged as a reserve currency as reserve
status results from a ‘disorganized collective choice’ and to change it would require
a degree of coordination that is unlikely to be achieved in the coming years at
least.

The inflationary impact of trade wars were thought likely to be limited as the strong
dollar will help to offset it in the US. Also the fiscal stimulus will cushion any growth
and confidence shocks. Agreements with South Korea, the EU, Japan, Mexico/
Canada are a template as to how things will develop, and will not be settled until
China agrees to buy a lot of US imports.

If all tariffs are imposed the impact will be to knock 0.5% off Chinese growth,
taking it below 6.0% while the US could see 0.7% off its growth. The knock-
on effect will be felt on China’s supply chain, and the EU will be the next tension
point with the US, although Merkel's exit could however make the US/EU
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relationship easier. To some it was felt that the US’s trade spat with everyone
else could lead to more liberal trade policies in the rest of the world, including
between the EU and China.

US political risk to remain elevated

The split Congress will result in gridlock until the 2020 Presidential election.
Although there will be some areas where the Republicans and Democrats can find
compromises (infrastructure, drug prices), overall there will be limited policy
action, and Trump may see some value in forcing a government shutdown
relatively quickly to demonstrate the dysfunctionality of Congress. It all suggests
that the fiscal stimulus will fade and with it growth, but that the Fed will continue to
tighten gradually.

The speed with which Trump changed his Attorney General suggests that he is
gearing up for the findings of the Mueller probe, and there were hints that some
big indictments could be around the corner. Democrats may ultimately have to
choose between promoting legislation and doing deals on the one hand, and
supporting investigations into Trump on the other, with the Presidential election in
two years’ time already in many people’s minds.

Global risks and themes

e |taly was portrayed as an accident waiting to happen, with fiscal policy
becoming unsustainable and structural reforms being reversed. All in all
it could end up with a sovereign debt default and with Italy crashing out
of the EU in a crisis that was described as ‘Quitaly’.

e When it comes to Brexit it is harder to conceive of a no-deal Brexit, than
to expect a deal that does not command a Commons majority. Even after
divorce deal and a 3 year transition there was a view expressed that the
UK could seek to re-enter the EU in a number of years’ time, a view we
find a little far-fetched. More likely it seems that the UK is heading
towards a deal that commands no majority in Parliament, a situation that
may end up with another referendum.

e The ECB was broadly believed to be running out of bullets and will not
hike until September 2019, with the risk skewed towards a delay,
especially if the Italy debt problems become worse which seems likely.

e China will adopt an aggressive easing to offset the slowdown affected by
trade wars. It is widely recognized that China requires growth of at least
6% in order to keep unemployment from rising, even with an aging
population and declining workforce. This highlights the inefficient
allocation of resources/ savings in that economy.

e Finally, Japan has the best chance in 20 years to get out of deflation. The
BOJ will be steady on monetary policy all the way to 2020, while concerns
about debt seem premature, with most analysts of the view that the
upcoming consumption tax increase next year was premature and
inappropriate and would weigh on growth.
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Disclaimer

PLEASE READ THE FOLLOWING TERMS AND CONDITIONS OF ACCESS FOR THE PUBLICATION BEFORE THE USE THEREOF. By continuing to access and use the
publication, you signify you accept these terms and conditions. Emirates NBD reserves the right to amend, remove, or add to the publication and Disclaimer at any time. Such
modifications shall be effective immediately. Accordingly, please continue to review this Disclaimer whenever accessing, or using the publication. Your access of, and use of the
publication, after modifications to the Disclaimer will constitute your acceptance of the terms and conditions of use of the publication, as modified. If, at any time, you do not wish to
accept the content of this Disclaimer, you may not access, or use the publication. Any terms and conditions proposed by you which are in addition to or which conflict with this
Disclaimer are expressly rejected by Emirates NBD and shall be of no force or effect. Information contained herein is believed by Emirates NBD to be accurate and true but Emirates
NBD expresses no representation or warranty of such accuracy and accepts no responsibility whatsoever for any loss or damage caused by any act or omission taken as a result
of the information contained in the publication. The publication is provided for informational uses only and is not intended for trading purposes. Charts, graphs and related
data/information provided herein are intended to serve for illustrative purposes. The data/information contained in the publication is not designed to initiate or conclude any
transaction. In addition, the data/information contained in the publication is prepared as of a particular date and time and will not reflect subsequent changes in the market or changes
in any other factors relevant to their determination. The publication may include data/information taken from stock exchanges and other sources from around the world and Emirates
NBD does not guarantee the sequence, accuracy, completeness, or timeliness of information contained in the publication provided thereto by or obtained from unaffiliated third
parties. Moreover, the provision of certain data/information in the publication may be subject to the terms and conditions of other agreements to which Emirates NBD is a party.

None of the content in the publication constitutes a solicitation, offer or recommendation by Emirates NBD to buy or sell any security, or represents the provision by Emirates NBD
of investment advice or services regarding the profitability or suitability of any security or investment. Moreover, the content of the publication should not be considered legal, tax,
accounting advice. The publication is not intended for use by, or distribution to, any person or entity in any jurisdiction or country where such use or distribution would be contrary
to law or regulation. Accordingly, anything to the contrary herein set forth notwithstanding, Emirates NBD, its suppliers, agents, directors, officers, employees, representatives,
successors, assigns, affiliates or subsidiaries shall not, directly or indirectly, be liable, in any way, to you or any other person for any: (a) inaccuracies or errors in or omissions from
the publication including, but not limited to, quotes and financial data; (b) loss or damage arising from the use of the publication, including, but not limited to any investment decision
occasioned thereby. (c) UNDER NO CIRCUMSTANCES, INCLUDING BUT NOT LIMITED TO NEGLIGENCE, SHALL EMIRATES NBD, ITS SUPPLIERS, AGENTS, DIRECTORS,
OFFICERS, EMPLOYEES, REPRESENTATIVES, SUCCESSORS, ASSIGNS, AFFILIATES OR SUBSIDIARIES BE LIABLE TO YOU FOR DIRECT, INDIRECT, INCIDENTAL,
CONSEQUENTIAL, SPECIAL, PUNITIVE, OR EXEMPLARY DAMAGES EVEN IF EMIRATES NBD HAS BEEN ADVISED SPECIFICALLY OF THE POSSIBILITY OF SUCH
DAMAGES, ARISING FROM THE USE OF THE PUBLICATION, INCLUDING BUT NOT LIMITED TO, LOSS OF REVENUE, OPPORTUNITY, OR ANTICIPATED PROFITS OR
LOST BUSINESS. The information contained in the publication does not purport to contain all matters relevant to any particular investment or financial instrument and all statements
as to future matters are not guaranteed to be accurate. Anyone proposing to rely on or use the information contained in the publication should independently verify and check the
accuracy, completeness, reliability and suitability of the information and should obtain independent and specific advice from appropriate professionals or experts regarding
information contained in the publication. Further, references to any financial instrument or investment product is not intended to imply that an actual trading market exists for such
instrument or product. In publishing this document Emirates NBD is not acting in the capacity of a fiduciary or financial advisor.

Emirates NBD and its group entities (together and separately, "Emirates NBD") does and may at any time solicit or provide commercial banking, investment banking, credit, advisory
or other services to the companies covered in its reports. As a result, recipients of this report should be aware that any or all of the foregoing services may at times give rise to a
conflict of interest that could affect the objectivity of this report. The securities covered by this report may not be suitable for all types of investors. The report does not take into
account the investment objectives, financial situations and specific needs of recipients.

Data included in the publication may rely on models that do not reflect or take into account all potentially significant factors such as market risk, liquidity risk and credit risk. Emirates
NBD may use different models, make valuation adjustments, or use different methodologies when determining prices at which Emirates NBD is willing to trade financial instruments
and/or when valuing its own inventory positions for its books and records. In receiving the publication, you acknowledge and agree that there are risks associated with investment
activities. Moreover, you acknowledge in receiving the publication that the responsibility to obtain and carefully read and understand the content of documents relating to any
investment activity described in the publication and to seek separate, independent financial advice if required to assess whether a particular investment activity described herein is
suitable, lies exclusively with you. You acknowledge and agree that past investment performance is not indicative of the future performance results of any investment and that the
information contained herein is not to be used as an indication for the future performance of any investment activity. You acknowledge that the publication has been developed,
compiled, prepared, revised, selected, and arranged by Emirates NBD and others (including certain other information sources) through the application of methods and standards of
judgment developed and applied through the expenditure of substantial time, effort, and money and constitutes valuable intellectual property of Emirates NBD and such others. All
present and future rights in and to trade secrets, patents, copyrights, trademarks, service marks, know-how, and other proprietary rights of any type under the laws of any
governmental authority, domestic or foreign, shall, as between you and Emirates NBD, at all times be and remain the sole and exclusive property of Emirates NBD and/or other
lawful parties. Except as specifically permitted in writing, you acknowledge and agree that you may not copy or make any use of the content of the publication or any portion thereof.
Except as specifically permitted in writing, you shall not use the intellectual property rights connected with the publication, or the names of any individual participant in, or contributor
to, the content of the publication, or any variations or derivatives thereof, for any purpose.

YOU AGREE TO USE THE PUBLICATION SOLELY FOR YOUR OWN NONCOMMERCIAL USE AND BENEFIT, AND NOT FOR RESALE OR OTHER TRANSFER OR
DISPOSITION TO, OR USE BY OR FOR THE BENEFIT OF, ANY OTHER PERSON OR ENTITY. YOU AGREE NOT TO USE, TRANSFER, DISTRIBUTE, OR DISPOSE OF ANY
DATA/INFORMATION CONTAINED IN THE PUBLICATION IN ANY MANNER THAT COULD COMPETE WITH THE BUSINESS INTERESTS OF EMIRATES NBD. YOU MAY
NOT COPY, REPRODUCE, PUBLISH, DISPLAY, MODIFY, OR CREATE DERIVATIVE WORKS FROM ANY DATA/INFORMATION CONTAINED IN THE PUBLICATION. YOU
MAY NOT OFFER ANY PART OF THE PUBLICATION FOR SALE OR DISTRIBUTE IT OVER ANY MEDIUM WITHOUT THE PRIOR WRITTEN CONSENT OF EMIRATES NBD.
THE DATA/INFORMATION CONTAINED IN THE PUBLICATION MAY NOT BE USED TO CONSTRUCT A DATABASE OF ANY KIND. YOU MAY NOT USE THE
DATA/INFORMATION IN THE PUBLICATION IN ANY WAY TO IMPROVE THE QUALITY OF ANY DATA SOLD OR CONTRIBUTED TO BY YOU TO ANY THIRD PARTY.
FURTHERMORE, YOU MAY NOT USE ANY OF THE TRADEMARKS, TRADE NAMES, SERVICE MARKS, COPYRIGHTS, OR LOGOS OF EMIRATES NBD OR ITS
SUBSIDIARIES IN ANY MANNER WHICH CREATES THE IMPRESSION THAT SUCH ITEMS BELONG TO OR ARE ASSOCIATED WITH YOU OR, EXCEPT AS OTHERWISE
PROVIDED WITH EMIRATES NBD’S PRIOR WRITTEN CONSENT, AND YOU ACKNOWLEDGE THAT YOU HAVE NO OWNERSHIP RIGHTS IN AND TO ANY OF SUCH ITEMS.
MOREOVER YOU AGREE THAT YOUR USE OF THE PUBLICATION IS AT YOUR SOLE RISK AND ACKNOWLEDGE THAT THE PUBLICATION AND ANYTHING CONTAINED
HEREIN, IS PROVIDED "AS IS" AND "AS AVAILABLE,” AND THAT EMIRATES NBD MAKES NO WARRANTY OF ANY KIND, EXPRESS OR IMPLIED, AS TO THE
PUBLICATION, INCLUDING, BUT NOT LIMITED TO, MERCHANTABILITY, NON-INFRINGEMENT, TITLE, OR FITNESS FOR A PARTICULAR PURPOSE OR USE. You agree,
at your own expense, to indemnify, defend and hold harmless Emirates NBD, its Suppliers, agents, directors, officers, employees, representatives, successors, and assigns from
and against any and all claims, damages, liabilities, costs, and expenses, including reasonable attorneys’ and experts’ fees, arising out of or in connection with the publication,
including, but not limited to: (i) your use of the data contained in the publication or someone using such data on your behalf; (ii) any deletions, additions, insertions or alterations to,
or any unauthorized use of, the data contained in the publication or (jiii) any misrepresentation or breach of an acknowledgement or agreement made as a result of your receiving
the publication.
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