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OU T LOOK

Global markets have embraced risk-taking this summer, 
regaining most of the losses from last spring. How have 
stocks been able to overcome widespread worries about 
slowing economic growth and the continuing European 
debt crisis? A key reason has been the low expectations  
of investors. Our view that U.S. economic growth would 
“positively surprise” investors wasn’t based on a rosy out-
look, just one better than the dour consensus. Another key 
support has been moderating inflation — from the United 
States, China, Europe and Japan. Risk assets historically 
have benefited from disinflation (falling rates of inflation), 
as investors anticipated lower interest rates and resulting 
higher asset valuations.

We received more words than action from the Federal 
Reserve and European Central Bank (ECB) during the last 
month, but we remain convinced that they’ll ease further 
if conditions warrant. U.S. economic data remains mixed, 
as weaker manufacturing data is being offset by better 
news from the services and housing sectors. Job growth 

perked up in July, but is still too fragile for the Fed’s liking. 
Improved consumer spending, which will depend on job 
growth and consumer confidence, remains a key driver for 
growth. Fed Chairman Bernanke presents at the Jackson 
Hole symposium on Aug. 31, where he may set the stage for 
policy action at the Fed’s Sept. 12-13 meeting.

With the Fed having used much of its ammunition,  
the influence of the ECB and the People’s Bank of China 
(PBOC) has moved center stage. ECB President Draghi has 
furthered his balancing act of trying to assuage markets (and 
the Germans), while keeping pressure on those European 
Monetary Union countries facing bond market pressures.  
As the ECB’s €1 trillion liquidity program demonstrates, 
it will act when necessary. The PBOC is likely to continue 
incrementally easing policy to cushion the economic slow-
down, which should avoid a hard landing but also will 
limit the potential for a stronger rebound. We want to see 
concrete evidence of this improvement before we consider 
increasing our commitment to emerging markets equities.
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U.S. EQUITY

n Earnings are slowing as growth decelerates and margins plateau.

n Earnings growth deceleration doesn’t necessitate poor equity returns.

Intuitively, higher earnings growth drives higher stock prices, but in practice 
it isn’t such a simple relationship. In a recession, where earnings decline by 
more than 20%, the stock market typically reacts negatively. When recession 
is avoided, however, stocks can adjust to the new earnings landscape and often 
experience their best returns. Recently, we’ve seen a slowdown in year-over-year 
earnings growth. However, P/E multiple expansion is often experienced during 
the later-stage, slower-growth portion of the economic cycle. With our base-case 
economic forecast that we’ll continue to see slow but steady growth, we expect 
equity market returns to be bolstered by valuation expansion. Thus, we’re more 
constructive on stock market performance than what the earnings outlook  
might indicate.

EUROPEAN EQUITY

n Further weakening of the eurozone is imminent in the third quarter.

n Valuations need to fall further to create a margin of safety.

The start of the third quarter provided no economic relief to the European 
region, with the broad purchasing manager index pointing to further weakening 
of economic activity. Increased concerns about European growth came from  
the Bank of France’s warning of a recession ahead and the drop in German  
factory orders and exports. Perhaps most salient were the recently reported  
automobile sales — sales in Spain fell 17% year-over-year while in Italy sales fell 
by 21%. These remarkable numbers are further examples of the restructuring 
and consolidation necessary during a full-scale deleveraging process. Low  
valuations and company revenues tied to demand beyond Europe mitigate these 
headwinds, but not enough to remove our underweight to the region in our 
global tactical asset allocation model.

ASIA-PACIFIC EQUITY

n The Reserve Bank of Australia (RBA) raised its 2012 gross domestic product 
forecast to 3.5%.

n There are signs that the Japanese recovery is weakening.

The Australian economy is gaining momentum through low inflation, strong 
retail sales and positive trade data. Labor market data is stronger than earlier in 
the year, with 14,000 jobs created last month and the unemployment rate falling 
to 5.2%. Continued demand from China, Australia’s largest trading partner, has 
helped appease concerns over the hard landing impact on Australia.

Japan’s economic activity has been sluggish on the back of weak conditions 
in the United States, the eurozone and China. The growth in exports has  
moderated, while the recent industrial production data was relatively weak. 
The purchasing managers’ index report has now shown deteriorating business 
conditions for two consecutive months. Because of the strength in the yen, 
Japan’s trade deficit jumped to a record ¥2.5tn in the first half of 2012.
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EMERGING-MARKETS EQUITY

n Emerging-market economic momentum is still slowing.

n Central bank easing is well underway across the globe.

Emerging-market growth clearly has been disappointing this year, from Asia 
to Latin America. In addition to domestic challenges, softer export markets 
have also been a considerable challenge. Even though China’s level of growth 
is impressive, the relative change is disappointing, and surveys of companies 
doing business in China show a continuing slowdown. Emerging-market  
central banks have been reacting, with lowered policy rates in Brazil, India, 
China and other countries. While the recent uptick in commodities prices 
should prove transitory, they present a bigger headwind to emerging markets 
than developed economies. Emerging-market stocks tend to be high beta, 
and we need to see at least a stabilization of economic momentum before this 
group will start outperforming its developed-market peers.

REAL ASSETS

n Equities-based commodities exposure can be a good alternative to  
futures contracts.

n Each investment approach has trade-offs that need to be understood.

A popular way to gain commodity exposure is through the use of futures contracts, 
which provide claims to underlying commodities without actually having to own 
them. However, two developments since the financial crisis have lowered the appeal 
of this approach: Low interest rates have reduced the rate of return on futures-based 
commodity exposures (collateral yield historically contributed two-thirds of overall 
returns) and increased regulations may create complications for those wishing to use 
futures contracts. A fresh alternative to futures is wishing to invest using equities of 
“upstream” companies (those closest to actual commodity retrieval, such as through 
mining or farming). The stocks of these companies historically have provided better 
returns than a futures-based approach, while displaying sensitivity to inflation. They 
do, however, have a higher correlation to stocks than the futures-based approach.

U.S. HIGH YIELD

n Slowing revenue and earnings growth are still strong enough to support 
credit profiles.

n The high yield issuer outlook is more tied to small-cap company  
financial metrics.

Although there has been a slowing trend in revenue and earnings as measured 
through the broad indexes shown in the accompanying chart, the results are still 
strong enough to support credit fundamentals. Most interesting are the index 
trends, which can be used as a proxy for company size. Large multinationals, 
such as those in the Dow, aren’t performing as well as those in the Russell 2000, 
which tend to be smaller with a domestic focus — and are also more reflective of 
issuers in the high yield market. This group is still posting strong performance in 
both revenue and earnings, supporting both high yield valuations and continued 
allocation to the high yield asset class.
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U.S. FIXED INCOME 

n New issue concessions are drifting lower. 

n Corporate bonds are expected to remain well bid for the rest of the year.

Investment-grade bonds continue to suit investors desiring high-quality 
portfolios because these companies continue to benefit from pristine balance 
sheets, the yield curve’s steep slope and the likelihood that the Fed will  
keep rates low for the next few years. Investment managers are carrying a  
historically high level of cash in their funds as money continues to pour into 
the investment-grade sector of the market. Also, concessions demanded by 
corporate bond investors have continued to drift lower during the past year, 
a sign that volatility is declining in the market. With these factors in play, we 
have a relatively sanguine view on the investment-grade fixed income asset 
class. However, these factors benefit higher income-producing asset classes — 
such as high yield bonds — to a greater degree.

EUROPEAN FIXED INCOME

n The U.K. economy continues in recession, with no new quantitative easing.

n Further ECB intervention is expected later this year.

High hopes were pegged on ECB President Draghi’s statement to preserve  
the euro, but they withered when rates were left unchanged and no further  
intervention was announced. The increased demand for a positive yield in the 
short end pushed levels down further out the curve. Italy’s and Spain’s two-year 
note yields nosedived after Draghi’s statement indicated a focus on the short end 
of the yield curve. Focusing the Securities Markets Program on the shorter-term 
end of the yield curve would lower borrowing costs for Italy and Spain. 

The U.K.’s shorter-term government bonds have shown similar, but muted, 
movements with two-year gilt yields hitting new lows. With uncertainty  
clouding investment decisions and economic data sending mixed signals, the 
Bank of England continues to ponder whether further stimulus is necessary.

ASIA-PACIFIC FIXED INCOME

n The RBA and the Bank of Japan (BOJ) left rates untouched, holding fire for now.

n The eurozone slowdown continues to affect Asia-Pacific economies. 

With China’s growth now moderating at a sustainable pace and the subdued 
global outlook, the RBA left rates untouched. The widening gap between yields 
on 10-year sovereign notes and similar maturity inflation-linked securities 
was at a high of 2.57%. Yields on 10-year notes have climbed to recent highs, 
indicative of the economy’s acceleration.

The BOJ maintained its monetary policy stance. We believe any further 
heightening of risk would witness the BOJ back in action. Doubts are on the 
rise with the BOJ having missed its bond buying target in recent auctions.  
Inaction from the ECB, coupled with expectations of further stimulus from  
the United States, caused the Japanese Government Bond (JGB) to rally.  
Ten-year notes’ yield has declined by five basis points during the last month, 
while two-year JGBs hit new lows.



CONCLUSION
Even though economic growth slowed through mid-year, some limited signs of stabilization have started to emerge. Global 
services demand improved in July, while U.S. housing and bank credit outstanding have also shown improvement. Investor 
sentiment toward growth, while not as pessimistic as earlier this summer, still represents a low bar to clear. We feel most  
comfortable with the United States clearing the bar, while Europe is likely to continue to falter. Emerging-market growth 
outlook is the most difficult to call, and as such we will want to see concrete evidence of improvement before recommending 
overweighting these markets.

Falling inflation and central bank accommodation are likely to keep interest rates low for a long period of time. While 
investors currently are willing to accept a negative real return, we expect this to change in future years. We expect this to lead 
to fund flow migration from fixed income to equities, supporting valuation levels. Fixed income will increasingly be viewed 
as a liquidity tool, whereby investors can have relative assurance about asset availability and valuation, at the expense of total 
return potential. We expect investors to continue favoring corporate credit, as “good enough” economic growth, along with 
strong corporate performance, means the current risk premium for corporate debt proves adequate.

With our outlook for global growth and inflation relatively unchanged during the last month, we made no recommendation 
changes in our global tactical asset allocation policy. While returns have been strong this year, upcoming volatility around the 
European debt crisis and U.S. election seems likely. We believe both political parties in the United States would like to avoid the 
worst outcomes of the fiscal tightening surrounding the fiscal cliff, with some extension of current policies the likely path. We 
think clarity on the eventual election outcome will support risk taking, because investors value certainty and the market has a 
history of solid performance in the months surrounding the presidential election.

Jim McDonald 
Chief Investment Strategist
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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. 

Our asset allocation recommendations are developed through our Tactical Asset Allocation, Capital Markets Assumptions and Investment 
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.


