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ALL WE HAVE TO FEAR...

“So, first of all, let me assert my firm belief that the only
thing we have to fear is fear itself — nameless,
unreasoning, unjustified terror which paralyzes needed
efforts to convert retreat into advance.”

-President Franklin Delano Roosevelt

Such is the most famous sound bite from FDR’s 1933
inaugural address, delivered in the middle of the Great
Depression. While Roosevelt’s mission was to “convert
retreat into advance,” investors today are more concerned
with advance turning into retreat — specifically with
respect to the global economy. However, while the order is
reversed, the role fear can play is the same. That is, one
big risk to a continued economic expansion — and
associated stock market gains — is the fear of an
economic recession itself. Thus far, this fear has been
found less in the consumer sector (where retail sales
remain notably robust) than in the business community
(where non-defense new capital goods orders — a good
proxy for business capital expenditures — have shrunk
over the past year). Two developments have been the
biggest sources of fear — and resulting decision-making
paralysis — for businesses across the U.S.:

The U.S.-China Trade War. Tensions between the U.S.
and China have ratcheted up over the past quarter as
each side accused the other of not living up to their end of
the deal that was reportedly close to being finalized. As a
result, companies doing business in China have been
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focused on rerouting existing supply chains while
companies everywhere are holding off on new investment
until more clarity is provided on U.S.-China relations and
the resulting impact on the U.S. and global economy.

The Inverted Yield Curve. The combination of global
growth fears and a slow-to-cut Federal Reserve briefly
pushed the 10-year Treasury yield lower than its two-year
counterpart, ending the quarter just 0.04% away from the
much dreaded inversion. Historically, an inverted yield
curve has portended economic recession — and today,
while credit markets remain well-behaved, a yield curve
inversion risks creating a self-fulfilling prophecy of
economic gloom. As such, the markets want more easing.
The Fed has stated it will “act as appropriate to sustain the
expansion.” This may require additional rate cuts (beyond
the two already provided) in order to restore a positively
sloped yield curve and remove that fear from the minds of
executives, consumers and investors alike.

Roosevelt’'s 1933 inauguration started a 12-year
presidency — the longest in U.S. history (future presidents
were limited to two elected terms by the 22" Amendment).
The current economic expansion is also the longest in
U.S. history (now 10 years and three months old). Its
ability to surpass FDR'’s tenure in office will be dependent
on companies’ ability to navigate increased trade tensions
and the Fed’s ability to deal with flat yield curves — and
consumers and investors not fearing fear itself.

Fears over the effects of an extended trade war and yield curve inversion weighed on equities in the third quarter.
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KEY DEVELOPMENTS

Trade Tensions: Taking Inventory

Keeping up with all the tariffs enacted on China can be
hard work. Here’s a cheat sheet of all tariff actions thus
far and the proceeds accrued to the U.S. government
(an annual $82 billion currently): 1) Steel/aluminum; 2)
25% on $34B; 3) 25% on $16B; 4) 10% on $200B; 5)
previous $200B increased to 25%; 6) 15% on $125B; 7)
first $250B increased to 30% (proposed); 8) 15% on
$175B (proposed). Who is actually paying for the trade
war? That is not a simple answer. Both sides are
incurring costs — as is the global economy.

U.S. TRADE WAR ON CHINA ESCALATION
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The Qil Crisis That Wasn'’t

Drone strikes on a major Saudi Arabia production
facility temporarily knocked half of the country’s, and
5% of the world’s, oil production offline. Thirty years ago
this event, the largest production disruption in history,
would have consumed this entire quarterly review.
Today it barely made the cut as a key development. Oil
prices spiked by 15% the following day but fell back
below pre-attack levels within two weeks. Global stock
markets barely flinched highlighting the reduced
economic sensitivity to oil supply shocks.
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Wild Ride in the Rates Markets

The fixed income markets are supposed to be mostly
drama free. But the third quarter was a different story as
market participants weighed trade wars and Stuckflation
against still-positive U.S. economic growth dynamics. In
mid-September, the 10-year Treasury yield rose by
0.34% — second only to the week of Trump’s election
in terms of upward movement over the past five years.
This was on the back of the largest rate reduction over
the past five years in August. Since the September
spike, the 10-year yield has settled back below 1.70%.
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Looking for Yield in All the Wrong Places?

Low and volatile interest rates are prompting many to
question the merits of holding fixed income instruments.
Fixed income certainly isn’t for the income anymore.
Across the three biggest economic regions, the local
stock market index is providing better yields than the
local 10-year government bond — especially the case in
Europe and Japan. Other, more income-oriented asset
classes such as global real estate and infrastructure
have even better yields. That said, fixed income still
plays a role in the portfolio for diversification purposes.

STOCK DIVIDEND YIELDS VS. BOND YIELDS
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MARKET REVIEW

Interest Rates

The yield curve moved lower on both the front and back
ends as the Fed played catch up to what was priced
into the middle of the curve in terms of rate cuts. All
said, the Fed cut rates twice in the third quarter and has
indicated that it will “act as appropriate to sustain the
expansion.” Given global growth pressures — including
manufacturing purchasing manager indices now solidly
in contraction territory (albeit with services still fairly
healthy) — the Fed may need to provide more
accommodation in the fourth quarter.
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Credit Markets

Credit markets remain well-behaved, with investment
grade and high yield spreads mostly unchanged and
near decade lows. Despite yield curve inversion
concerns, healthy credit markets suggest the economic
expansion can continue. Spreads are supported by both
fundamental and technical drivers. Fundamentals
remain sound, with interest coverage ratios high. At the
same time, technicals are supportive with great investor
demand for yield and new issuance mostly limited to
refinancing to take advantage of low interest rates.
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Equities

Global equities managed to squeak out a 0.1% gain for
the quarter, shrugging off global growth pressures
(driven by increased trade tensions) thanks to the
interest rate relief valve (with lower rates putting a floor
under valuations). U.S. equities once again proved
most resilient against trade war concerns, gaining 1.2%
for the quarter, while developed ex-U.S. and emerging
market equities were both in negative territory. Year-to-
date, U.S. equities have far outpaced their international
counterparts with a 20.2% gain.

REGIONAL EQUITY INDICES

u.s.

Dev. ex-U.S.

Emerging markets = = = Global equities

Return (%)
(o)) w o w

'
©

Jun Jul Aug Sep

Real Assets

The biggest beneficiaries of the current environment are
global real estate and listed infrastructure. Falling
interest rates make these “bond proxies” attractive to
investors given their higher dividend payouts and
leveraged financing models. Of the major asset classes
we follow, global real estate was the best performer in
the quarter (up 3.9%) while global listed infrastructure
represents the best performer year-to-date. Natural
resources fell 6.0% as the spike in oil prices proved
short-lived.
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MARKET EVENTS
m3Q 2019 global equity total return: 0.1%
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e Christine Lagarde receives
nomination to succeed Mario Draghi as
European Central Bank president.

e President Donald Trump tweets
plans for a 10% tariff on an additional
$300 billion in Chinese goods starting
September 1.

e China announces $126 billion
stimulus package and reduction of the
required reserve ratio.

@ China's 6.2% annualized quarterly
growth represents the country’s slowest

quarterly growth in nearly three decades.

° China allows the yuan to reach its
lowest level since 2008, weakening to
slightly above 7 per dollar; the U.S.
labels China a currency manipulator.

@ ECB cuts interest rates by 0.1% (to
-0.5%), and plans to buy €20 billion in
bonds per month starting in November.

@ Boris Johnson wins leadership
contest to succeed Theresa May as the
next U.K. prime minister.

@ The Trump administration delays
tariffs on some Chinese goods (mostly
consumer goods) until Dec. 15.

@ Drone attack on Saudi Aramco
wipes out about 5% of global oil supply;
oil prices surge by over 10%.

@ ECB leaves rates unchanged;
Draghi indicates significant monetary
stimulus may be needed going forward.

@ The U.S. yield curve inverts at the
two-year and 10-year tenors for the first
time since the global financial crisis.

@ Fed cuts Fed funds rate by an
additional 0.25%, now targeting a range
of 1.75 to 2.00%.

@ Fed cuts interest rates for first time
since the financial crisis by 0.25% and
concludes its balance sheet reduction
earlier than planned.

@ China announces new tariffs on $75
billion of U.S. imports; Trump responds
with an additional 5% of tariffs on $250
billion of goods (Oct. implementation).

@ Democratic Speaker of the House
Nancy Pelosi launches impeachment
inquiry on Trump.

Indexes used: Bloomberg Barclays (BBC) 1-3 Month UST (Cash); BBC Municipal (Muni); BBC Aggregate (Inv.
Grade); BBC TIPS (TIPS); BBC High Yield 2% Capped (High Yield); JP Morgan GBI-EM Global Diversified (Em.
Markets Fixed Income); MSCI U.S. Equities IMI (U.S. Equities); MSCI World ex-U.S. IMI (Dev. ex-U.S. Equities);
MSCI Emerging Market Equities (Em. Markets Equities); Morningstar Upstream Natural Resources (Natural
Res.); FTSE EPRA/NAREIT Global (Global Real Estate); S&P Global Infrastructure (Global Listed Infra.)

IMPORTANT INFORMATION. This material is provided for informational purposes only. Information is not
intended to be and should not be construed as an offer, solicitation or recommendation with respect to any
transaction and should not be treated as legal advice, investment advice or tax advice. Current or prospective
clients should under no circumstances rely upon this information as a substitute for obtaining specific legal or tax
advice from their own professional legal or tax advisors. Information is confidential and may not be duplicated in
any form or disseminated without the prior consent of Northern Trust. Northern Trust and its affiliates may have
positions in, and may effect transactions in, the markets, contracts and related investments described herein,
which positions and transactions may be in addition to, or different from, those taken in connection with the
investments described herein. The opinions expressed herein are those of the author and do not necessarily
represent the views of Northern Trust. All material has been obtained from sources believed to be reliable, but
the accuracy, completeness and interpretation cannot be guaranteed. Information contained herein is current as
of the date appearing in this material only and is subject to change without notice. Indices and trademarks are
the property of their respective owners. All rights reserved.

Past performance is no guarantee of future results. Periods greater than one year are annualized except where
indicated. Returns reflect the reinvestment of dividends and other earnings and are shown before the deduction
of investment management fees, unless indicated otherwise. 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.

Northern Trust Asset Management comprises Northern Trust Investments, Inc., Northern Trust Global
Investments Limited, Northern Trust Global Investments Japan, K.K., NT Global Advisors, Inc. and investment
personnel of The Northern Trust Company of Hong Kong Limited and The Northern Trust Company.
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