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VOLATILITY RETURNS

After a fairly placid 2021 for equity markets, volatility has
been on the rise due to the usual suspect: uncertainty. As
shown below, we have typically experienced a 10%
correction every 34 weeks. We have now gone 95 weeks
since the last one. The rise in uncertainty is mostly tied to
surging inflation — which has been an issue the markets
handled with relative equanimity in 2021. Maybe this is like
the old story about boiling the frog — and the water has
now gotten to the boil. In December, we hardened our
inflation risk case around inflation from a Fed overreaction
to Fed hawkishness justified by persistent inflation — and
the recent U.S. headline Consumer Price Index print of
7.5% bolsters this case. We now expect three hikes by
mid-year at which point the outlook becomes a bit
cloudier. We do not expect the Fed will accomplish the six
hikes currently priced in by the markets.

We've regularly discussed the historical performance of
key asset classes during the first year of Fed rate hike
cycles. While history shows a fairly persistent trend of
positive performance, there is a pattern of softness in the
early months of the campaign. This episode is likely being
influenced by the strongest inflation in decades, with
inconclusive evidence of coming relief in the supply
bottlenecks that have boosted goods prices. We expect
this to start coming through by mid-year, which will be
necessary to offset the potential of continuing strength in
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labor and housing markets. Improvement in West Coast
shipping wait times and comments from ocean shipping
companies are hopeful but could prove premature.

As investors, our job is to position portfolios for the
economic environment we see unfolding while also
seeking to meet client goals. So, what asset classes
perform well during inflationary periods? Performance in
2021 gives some clues, with developed market equities,
natural resources, real estate, high yield and TIPS all good
performers. Conversely, investment grade and emerging
market bonds struggled. Because we don'’t expect the Fed
hiking campaign to derail what we think is a mid-cycle
expansion, we still like economic sensitivity and favor
developed market equities, natural resources and high
yield bonds. Volatility is likely to remain high as solving the
supply and demand imbalances causing high inflation
won’t be immediate. Inflation expectations in the market
have been reasonably well behaved — as the expected
inflation rate over the next five years remains below 3%.
Other global risks, like Ukraine-Russia geopolitical
developments, remain on watch but are too unpredictable
to warrant action in portfolios. Thankfully, the increasing
relaxation of COVID policies globally further reduces the
economic risk around the pandemic and provides further
runway for the complete reopening of the global economy.

Corrections are a normal part of markets dealing with uncertainty and risk.
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Source: Northern Trust Asset Management, Bloomberg. X% correction (X being 5, 10 and 20) on the S&P 500 is defined as a decline of X%
from recent peak. A correction of X% is still occurring until the market increases X% from the trough. *Market is in 10% correction territory
using intra-day prices. Methodology shown uses closing prices. Data through 2/8/2022. Past performance does not guarantee future results.
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Interest Rates

While yield curves generally slope upwards, they are
always in a constant state of flux. Coming out of economic
downturns, back-end yields typically rise first as the yield
curve incorporates better growth prospects and higher rate
hikes in the future. Once a tightening cycle begins, front-
end rates tend to rise more than back-end rates (referred
to as “bear flattening”). Currently, the 5s/10s curve (the
difference between 10- and 5-year Treasury yields) is flat
on a historical basis — especially given the tightening
cycle has not yet started (see chart). Normally, curve
flattening occurs after the hiking cycle ends — or at least is
close to the end.

Curve flatness indicates investors expect tighter monetary
policy, and do not anticipate a shift to multi-year above-
channel growth and inflation. While a 5s/10s inversion
would not necessarily signal a recession, it would likely
indicate that the market thinks the Fed might overtighten
and therefore constrain growth. All of this matters in the
context of the speed and ending point of the tightening
cycle. We expect the Fed will jump at the opportunity to
hike rates at its March meeting (including the possibility of
a bigger-than-normal 0.5% hike), but the 5s/10s suggests
policy should remain dovish by historical standards.

(CLOSE TO) OVER BEFORE IT STARTED?

Back-end yield curve flattening suggests the Fed may
run into some obstacles in tightening policy.

e 55/10s (basis points, left side) == Fed funds (%, right side)
160 8
120
80 4
40 2
0 0
-40 -2

2000 2004 2008 2012 2016 2020

Source: Northern Trust Asset Management, Bloomberg. Data
from 12/31/2000 through 2/9/2022.

¢ The Fed has pivoted to a tightening (but not tight)
monetary policy — and may hike by 0.5% in March.

¢ Beyond initial rate hikes, the Fed may run into
problems if longer rates stay stubbornly low.

o We expect the 10-year UST yield to have a central
tendency of 2%, limiting the number of rate hikes.

Credit Markets

The recent increase in interest rates has caused investor
concern over the impact of rising rates on the high yield
market. High yield is favorably positioned relative to the
majority of fixed income during periods of rising rates due
to its relatively lower duration and strong income yield.
Within high yield, the impact of rising rates differs between
ratings. Over the past month, BBs returned a negative
~3%, while Bs and CCCs each declined a lesser ~2%.
Lower quality outperformance was helped by its shorter
duration relative to the broader market (especially relative
to higher quality), as well as the fact that fundamentals
remain robust and default expectations are low.

The chart on the right compares the duration of the broad
high yield market, as well as the duration of BBs and CCCs
over the past year. With a current duration of 5.2 and an
average one-year duration of 4.6, BBs are the most
interest-rate sensitive portion of the high yield market.
Lower-quality CCCs have a current duration of 3.4 and an
average one-year duration of 2.7. The differences in
duration make sense as investors are generally more
willing to lend for longer time horizons to higher quality
credits. After a tough January, BB valuations have become
increasingly attractive. We remain overweight high yield.

AVOIDING INTEREST RATE RISK
The lower duration of lower-quality credit — alongside
solid fundamentals — has led to better returns of late.
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Source: Northern Trust Asset Management, Bloomberg. High
yield proxied by Bloomberg U.S. Corporate High Yield Index.
Data from 1/4/2021 through 1/31/2022.

¢ Within high yield, lower-quality issuance has
outperformed during the recent market downturn.

o The relatively stronger performance of lower-quality
issues suggests fundamentals remain solid.

¢ High yield remains our largest tactical overweight.
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Equities

Global equities lost ground over the past 30 days, as
concerns over elevated inflation and a hawkish shift in
monetary policy across the developed world took its toll. By
the end of January, global equities were down 4.9% on the
year, with the intra-month maximum drawdown reaching
7.9%. Robust corporate earnings were a key driver for the
market to claw back some of its losses, in line with our
long-held view that earnings will remain resilient in the face
of elevated inflation and a moderation in economic growth.

In terms of regional performance, the U.S. suffered from its
higher exposure to growth sectors while other developed
markets and emerging markets outperformed. To highlight
once again how regional performance is impacted by
differing growth-versus-value exposures, it is noteworthy
that the Russell 1000 Value index performed roughly in line
with the developed ex-U.S. index. Emerging markets
benefited from some easing of concerns regarding the
regulatory outlook in China and the political outlook in
Brazil. However, despite some signs that China’s
government is increasing fiscal and monetary policy
support, we maintain a preference for developed markets
while we evaluate the extent to which China policy support
will actually improve the outlook for its economy.

A “VALUE”ABLE TRAIT TO HAVE

Value-oriented developed ex-U.S. and cheap emerging
markets have outperformed U.S. equities this year.
YEAR-TO-DATE EQUITY RETURNS (%)

Emerging markets
= = == Global

Developed ex-U.S.
u.s.

17 16 111 116  1/21  1/26  1/31  2/5 2/10

Source: Northern Trust Asset Management, Bloomberg. Total
returns in USD for MSCI indexes. Data through 2/11/2022.

¢ Global equity markets have shown year-to-date
weakness as interest rates reset.

¢ The “growth”-oriented U.S. equity markets have
suffered from the interest rate reset most.

¢ \We remain overweight developed market equities as
interest rates stabilize and economic growth continues.

Real Assets

The natural resources asset class (NR) — and our tactical
overweight therein —has acted as a true ballast in our
global policy model recently. Since our December
investment committee meeting (December 1 through
February 11), NR has returned 17.9% versus -1.0% and -
3.8% for global stocks (MSCI ACWI) and investment grade
bonds (Bloomberg U.S. Aggregate), respectively. lts
allocation in the portfolio has kept tactical performance in
line with the strategic benchmark, despite our overweight
risk positioning. But the question is always what’s next.

Two things may be troubling natural resources investors as
we look out over the next year: the Fed and the dollar. As
the Fed pivots to tighter (but not tight) monetary policy —
while the ECB remains more dovish — there is some risk
that the dollar strengthens. Many assume those two factors
will represent a headwind to returns. We know what they
say about assumptions. The reality is that natural
resources have had the best returns of all major risk assets
over the first year of the last four rate hike cycles — an
average (and fairly uniform) return of 25%. Further, the
negative correlation to the dollar isn’t what it once was —
both in absolute and relative-to-global-equity return terms
(see chart). We maintain our tactical overweight.

URBAN LEGEND?
Natural resources may not have the same exposure
(negative correlation) to the dollar as many assume.

RETURN CORRELATION TO U.S. DOLLAR
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Source: Northern Trust Asset Management, Bloomberg. Indexes
used: U.S. Dollar Index; S&P Global Natural Resources; MSCI
ACWI. 3-year rolling correlation using data from 2002 to 2022.

o Natural resources have played a very important role
in stabilizing the portfolio the past couple of months.

¢ Natural resources historically have not been as
sensitive to the Fed and the dollar as assumed.

¢ We maintain a tactical overweight to natural
resources in our global policy model.
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BASE CASE

Mid-Cycle Growth Tightening But Not Tight Monetary Policy

The global economy is currently mid-cycle with a decent The Fed is embarking on a rate hiking campaign but
runway for further growth. Despite the pandemic most of its actions over the next year-plus will be to
representing only a temporary disruption and most of simply remove pandemic-related accommodation

the global economy seemingly back on track; returning measures. Other central banks (notably the ECB) likely
workers, inventory rebuilds and cautious central banks will not raise rates this year. By any historical standards,
suggest recession is a small risk at this time. monetary policy remains dovish.

RISK CASES

Persistent High Inflation China Disruption

Underlying inflationary pressures continue over the next A China policy miscalculation harms global

year, forcing the Fed into a materially more aggressive economic functioning as it deals with a number of
policy response — resulting in a challenging issues from the pandemic to energy shortages to
environment for both stocks and bonds. financial stability and the property sector.
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