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Investor risk appetite continued to moderate during the
last month, resulting in negative returns in equity markets,
falling commodity prices, rising government bond prices and
arally in the U.S. dollar. Investors have been discriminating;
income-related assets have performed well and U.S. equities
are just 5% below recent highs. Corporate credit spreads
were relatively unchanged from last month, reflecting strong
corporate financial health. The decline in commodity prices
is tied to a more muted growth outlook and reduced risk
premium for Iran, and we think the risk of a supply shock to
oil prices has fallen. The downside risk to global growth this
year should be cushioned by the prospect of falling inflation
rates across the developed world.

We have been expecting European economic growth
to disappoint expectations, and this is now leading to
some discussion around tempering austerity measures.
U.S. economic data has turned mixed as the services sector
and labor markets have failed to match the strength of the
manufacturing sector. While we don’t expect substantial

weakening from here, we do think the Federal Reserve
will implement additional quantitative easing should the
U.S. economy falter. Emerging-market central banks are
easing policy, but the People’s Bank of China so far has
been a limited participant. With worries growing about
the Chinese economy, we expect China’s monetary policy
to become increasingly accommodative.

Investor concerns about Europe have reignited in
recent weeks, and we expect continued incremental policy
accommodation. While a disorderly departure of Greece
from the European Monetary Union is clearly undesirable,
programs implemented to date would help mitigate the
fallout. French politics, in the wake of the country’s Socialist
Party win in its recent presidential election, will be heavily
influenced by the parliamentary elections in mid-June,
but we don’t expect a lurch to the left in French policy.
And recent losses by German Chancellor Angela Merkel’s
CDU party actually serve to increase the power of her more
pro-European political competitors.

REPORTS OF THE BOND MARKET RALLY’S DEATH ARE GREATLY EXAGGERATED

Interest rates continue to fall and are at 300-year lows in the United Kingdom.
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RELOADING U.S. EQUITY
Slowing earnings growth is expected tfo pick up toward

year end, driven by revenes B Companies exceeded first-quarter expectations.

B Revenue growth and multiple expansion should drive stock gains.
= First-quarter earnings results demonstrated improving trends, with positive
£ surprises exceeding historical averages. Analyst-estimate-revision ratios now
% reflect more upward than downward revisions, and management-guidance ratios
g have returned to historical levels. Margins remain stable, and net margins are
< near peak levels. However, we see some risk to margin expectations in the second
half of the year, with analysts expecting margins to expand in the fourth quarter.
el ol o i -t ol We view further expansion as difficult to achieve, and instead expect revenue
s $ § %8 § % % 8§ § growth and valuation multiple expansion to drive further market appreciation
S potential. U.S. companies continue to greatly benefit from, and depend on,
B S&P 500 year-overyear arnings growlh global growth to fuel revenue and earnings growth. We continue to view U.S.
B S&P 500 consensus estimate year-over-year earnings growth equities as the least risky way to gain exposure to global equity markets.
Source: Standard & Poor’s
EUROPE & ASIA-PACIFIC EQUITY
FALLING BEHIND
Eurozone manufacturing is slowing sharply. B The eurozone is in flux as political crises occur throughout the region.
” =\ B The Asia-Pacific region is still benefiting from slowing, but solid,
56 \ Chinese growth.
3 s \ A growing backlash against austerity measures has contributed to increasing
1  ———] economic and political risks throughout Europe. Greece is struggling to
= \ N construct a coalition government, the Dutch cabinet resigned over budget
& ~ talks and France elected its first Socialist Party president in 20 years. Germany
44 A S maintained its hard-line requirement of austerity measures, but signaled the
£ £ £ £ EEE£§gggggegy potential to accept higher domestic wages and inflation. Continued austerity
S $3 S R3I ST SFRSESGS is likely to keep the Eurozone at risk of recession — a recession we see as more
Left Ais Index lovel structural than cyclical. This raises the concern that what may appear to be
@ Eurozone Manufacturing Purchasing Manager Index (PMI) cheap valuations in European shares will turn out to be justified. Globally,
- G"":‘" M:"”“’C'””"g El growth is somewhat better — led by the United States and China — and that
Source: Bloomber . . . . P
i strength has provided support to Asia-Pacific economies such as Australia’s.
EMERGING-MARKETS EQUITY
RIDI THE WAVE . e . . . .
NG WAV . ) B Emerging-market stocks have led global equities in both directions this year.
ging g q ¥y
Emerging-market equities remain a leveraged bet on
global risk appetite. B Sustained outperformance will require stronger global growth.
110
Emerging-market equities are leveraged to both global growth and investor risk
ging q 8 g 8
e AnA M appetite, both of which have been moderating of late. As growth has slowed in
T " N v VD\ key economies such as China, Brazil and India and inflationary trends have
A \ [*'L derated I bankers have b i licy. With
3 I N moderated, central bankers have begun easing monetary policy. With export
= 02 S markets slowing and domestic infrastructure spending growing at a slower
100 pace, economic growth has yet to show signs of reacceleration. When this
58 — begins in earnest, it could be the harbinger of another up-leg in global growth
TR TR T T and risk taking. At that point, emerging-market equities could benefit from
= s 2 53 8 5 5 ¥ 3 0% both stronger earnings growth and increasing valuation. In the meantime, we

Left Axis: Emerging-market overdeveloped market performance indexed to 100 eXpeCt emerglng_market equltles to perform in line with gIObal equltles as
Sources: Narthern Trust Global Investments, Bloomberg investors favor the lower-risk U.S. stock market.




U.S. FIXED INCOME

B April’s Federal Open Market Committee (FOMC) meeting resulted in
maintained policies.

NOT SO FAST!
Investors” expectations of rate increases continue fo be
pushed out.

B The Fed’s consistent outlook has kept longer-term government rates in check. E 0
The FOMC continues to see slow growth and an unchanged Fed Funds rate into E = /A\
at least late 2014. We believe short-term bonds currently offer little value based ~ § 100 v/\
on our current belief that the Fed Funds rate will remain at a very low level for :; " 2 e
the next few years. Longer-term investment-grade bonds benefit from pristine 3 V\/\ ,f/ o A .
balance sheets and a persistently low Fed Funds rate. Despite the constructive 3« -
outlook for these longer-term bonds, we continue to underweight investment- ;:' ctr——rrrrrrrrr——
grade fixed income in our global tactical asset allocation model, as we believe 5552385288888 882¢%
the positive funding environment is more positive for U.S. equities and high SSSSETRSSTSSSTRIENT
yield corporate debt. These assets offer the potential for higher income and total Left Axis: Expected Fed Funds rale three years from listed date
return with, of course, a commensurate increase in risk. Sauréas: Norther Trust Global Invasimarits, Bloorbeng
U.S. HIGH YIELD
OPENING THE PURSE STRINGS

B The quarterly Senior Loan Officer Survey provided evidence of easing Easing of bank lending standards is a positive sign for

loan standards. high yield spreads.

2100 100

B Easing in lending standards has historically been supportive of high yield

valuations. z 7 = ¥
The accompanying chart shows the net tightening or easing of bank lending ;f 1400 I 1 ?Z.
standards plotted against high yield credit spreads. Throughout the history of % 9004 ] \ 25 ;:
the high yield market, bank lending standards have been a good indicator for 8 - b, ®
the direction of high yield spreads. Access to credit is supportive of the economy
and is critical for high yield issuers. Since 2009, we’ve witnessed moderating 100=2 - - k. " - - .
tightening of loan standards, followed by a spike up in those lending standards % % % % % § % %

in response to the European debt crisis. Thus, it’s notable that the most recent
survey showed the first net loosening of lending standards since 2006. We
believe this is supportive of high yield valuations, as easing lending standards
have historically improved high yield valuations.

®m Left Axis: High yield option-adjusted spread (OAS)
B Right Axis: Commercial and industrial loon standards:
positive = tightening / negative = easing

Sources: Barclays Capital, Federal Reserve Board

REAL ASSETS

B Gold prices have given back year-to-date gains.

B We believe gold should be an effective hedge against central bank profligacy.

CURRENCY OF LAST RESORT
As central bank balance sheets continve fo grow, gold
looks more appealing as a currency.

After reaching year-to-date highs of near $1,800 per ounce in late February, the 8

i

price of gold has returned to beginning-of-the-year levels of around $1,600 per

P

ounce. This recent price drop has coincided with somewhat softer economic data

and an uptick in European debt crisis worries. However, inflationary worries

Assets (x $1 trillion)
o

have concurrently receded, oil prices have declined and the U.S. dollar has rallied.
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We believe the further economic weakness likely will trigger additional central 4

bank easing. To wit, recent comments from German officials that the country 3
may have to tolerate slightly higher inflation to rebalance the eurozone are

notable. We believe central bankers are committed to easy monetary policy

as an answer to structural deleveraging, and we expect gold to benefit from

this environment.
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CONCLUSION

The softer economic growth being experienced thus far this quarter is consistent with our view of the post-financial crisis
world — fits and starts in growth are to be expected as the credit-creation process remains stunted and fiscal austerity bites.
Global central banks will remain accommodative in this environment, with the emerging markets having greater room to
move. There are limits, however, to the impact the central banks can have in this environment. In both European and U.S.
fiscal discussions, central bankers have protested about their limited toolset and the resulting necessity of action by the
political class.

In recent months, the tone around European austerity has started to moderate. Discussion has begun about the potential
of pushing back the deadlines for Spanish deficit progress, while this card could also be played in the upcoming Greek drama.
In the United States, we believe neither political party sees advantages in shutting down the government or raising the risk
of recession by slamming on the spending brake. We believe this view increases the likelihood of a short-term extension of
much of the fiscal policy that is currently scheduled to expire on Jan. 1, 2013. Doing so would allow the new Congress and
administration to negotiate this complex topic in the first half of 2013.

We made no changes to our Global Tactical Asset Allocation policy this month. We remain in a global economy dependent
on substantial central bank support, where the private sector has done a much better job than the public sector in managing
its finances. We expect the low-interest-rate environment to persist through at least 2014, which leads us to favor corporate
credit and high yield bonds over sovereign debt. We also continue to expect U.S. equities to outperform their developed-market
counterparts as Europe struggles with its fiscal crisis. We continue to view economic growth in the United States and China as
the key variable in global investing today, with increased volatility surrounding the European debt crisis likely during the next
several months.

Jim McDonald
Chief Investment Strategist

INVESTMENT PROCESS
Northern Trust’s asset allocation process develops both long-term (strategic) and shorter-term (tactical) recommendations. The strategic
returns are developed using five-year risk, return and correlation projections to generate the highest expected return for a given level of risk.
The objective of the tactical recommendations is to highlight investment opportunities during the next 12 months where our Investment
Policy Committee sees either increased opportunity or risk. The tactical recommendations are highlighted on the first page of this report.
Our asset allocation recommendations are developed through our Tactical Asset Allocation, Capital Markets Assumptions and Invest-
ment Policy Committees. The membership of these committees includes Northern Trust’s Chief Investment Officer, Chief Investment
Strategist and senior representatives from our fixed income, equities and alternative asset class areas.

If you have any questions about Northern Trust’s investment process, please contact your relationship manager.
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To view this newsletter online, please visit www.northerntrust.com/perspective.

Past performance is no guarantee of future results. Returns of the indexes also do not typically reflect the deduction of investment management fees, trading costs or other expenses. It is not possible to invest directly in
an index. Indexes are the property of their respective owners, all rights reserved.

This newsletter is provided for informational purposes only and does not constitute an offer or solicitation to purchase or sell any security or commodity. Any opinions expressed herein are subject to change at any time
without notice. Information has been obtained from sources believed to be reliable, but its accuracy and interpretation are not guaranteed. © 2012

Northern Trust Global Investments comprises Northern Trust Investments, N.A., Northern Trust Global Investments Limited, Northern Trust Global Investments Japan, K.K., the investment advisor division of The Northern Trust

Company and Northern Trust Global Advisors, Inc., and its subsidiaries.
northerntrust.com

ASSET MANAGEMENT | ASSET SERVICING | WEALTH MANAGEMENT

Northern Trust




