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The Price of Progress

As the new U.S. administration prepares to take office, financial
markets have responded by pushing up the cost of longer-dated
bonds. This reflects investor concerns about potential policy
shifts and their impact on future inflation and growth. The term
premium, which has been relatively low in recent years, could
serve as a key indicator of the new administration’s success in
fostering economic growth while keeping inflation in check.

One of the key concerns under the new administration is the
potential for higher tariffs. Such measures could disrupt global
trade flows, leading to higher costs for imported goods and raw
materials. This, in turn, could reignite fears of a stagflationary
environment. In that context, the policy desire to shift the trade
balance more in favor towards the U.S. could come at a greater
cost in the form of higher refinancing costs. Unsurprisingly,

these concerns have also started to weigh negatively on the U.S.

stock market in the form of lowering valuation premiums.

Markets currently seem to be assuming a gradual transition
regarding changes in tariffs. However, this assumption could
prove to be overly optimistic. If tariff changes are implemented
more rapidly or aggressively
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than expected, the resulting economic shock could be more
significant. This highlights the importance of assessing the
specific proposals that are likely to be announced in the
coming months.

Another factor contributing to market uncertainty is the
anticipated release of new fiscal plans throughout the year.
These plans are likely to take time to be fully implemented,
which means their impact on the economy could be gradual

and spread over an extended period. Investors will need to stay
vigilant as these policies are rolled out, assessing their potential
effects on growth, and inflation.

Given the high levels of outstanding US government debt, rising
interest rates create additional constraints on policymakers
who might wish to pursue more expansionary policies. The cost
of servicing this debt increases as rates rise, leaving less fiscal
space for other initiatives. This can limit the government’s ability
to stimulate the economy during periods of slow growth or
recession, adding another layer of complexity to economic

policy planning.
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Source: Northern Trust Asset Management, Bloomberg. Tobias Adrian, Richard Crump, and Emanuel Moench (ACM Model).
Data from 1/18/1994 through 1/14/2025. Historical trends are not predictive of future results.
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Interest Rates

Rates markets are starting off the new year with substantially
different expectations for the path of the Fed Funds Target
range than just four months ago, when the FOMC began
reducing rates with a 50bps “recalibration” at their September
meeting. While the FOMC has already cut by a total of 100bps,
Fed Funds Futures markets currently imply less than two
additional 25bps cuts this year. Market based expectations

for the future path of policy have changed quickly. A brief look
back at last year may offer a cautionary tale.

Starting last year, the FOMC was widely expected to lower
interest rates in 2024, but expectations for the timing and
magnitude of rate cuts varied meaningfully. In January of
2024, Fed Funds Futures markets implied as many as seven
25bp reductions by the end of 2024. Markets dialed back

rate cut expectations throughout the remainder of the first
and second quarter. The FOMC ultimately held policy rates
steady for more than a year before cutting at their September
meeting. It's entirely plausible the FOMC cuts twice this

year, but it would be in response to how the economy is
progressing rather than predictions from a volatile Fed Funds
Futures market.

HERE WE GO AGAIN?
Similar to 2024, the number of Fed rate cut expectations
could vary depending on how the economy progresses.
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Source: Northern Trust Asset Management, Bloomberg. Data from 1/1/2024 through
1/17/2025. Historical trends are not predictive of future results.

* Market based expectations for the future path of policy have
changed quickly.

» Accordingly, take the predictive power of fed funds futures
markets with a grain of salt.

o Afairly wide range of outcomes with respect to the Federal
Funds Target range are possible again in 2025.

Credit Markets

Following strong performance in November across risk
assets, market participants began the month with a
renewed focus on the Fed and the potential path forward
for monetary policy. However, at the December FOMC
meeting, the tone shifted from concern around future
labor market weakness to more attention on stubbornly
resilient inflation. Interest rates rose over the course of a
month. Higher interest rates coupled with spread widening
contributed to a negative return for high yield in December.

The backdrop in high yield (HY) continues to be supported
by strong underlying fundamentals heading into 2025

as 3024 data revealed relative stability in credit metrics.
Leverage has increased to 4.05x from the record lows back
in 1023, although that still leaves it below the historical
average of 4.30x. Interest coverage decreased 0.23x to
4.66x, but it remains above the long-term average (4.50x].
HY market valuations are likely to be supported by stable
issuer fundamentals and a benign default outlook. These
factors provide a strong backdrop for high levels of carry
and total return potential. In our view spreads are more
likely to be influenced by interest rates going forward,
rather than deterioration in fundamentals.
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HIGH YIELD FUNDAMENTAL UPDATE
High yield market valuations are likely to be supported by
stable issuer fundamentals and a benign default outlook.

HIGH YIELD CREDIT METRICS
Hlong-Term Average B3Q24
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Sources: J.P. Morgan; S&P Capital IQ. Data from 1Q08 to 3Q24. Leverage = Debt/
EBITDA. Interest coverage = EBITDA/Interest Expense. Past performance is not
indicative or a guarantee of future results.

* The backdrop in high yield continues to be supported by
strong underlying fundamentals heading into 2025 as 3024
data revealed relative stability in credit metrics.

» Leverage has increased to 4.05x from the record lows back
in 1Q23, although that still leaves it below the historical
average of 4.30x.

¢ Interest coverage decreased 0.23x to 4.66x, but it remains
above the long-term average of 4.50x.



Equities

The last month has highlighted the importance of the
macroeconomic backdrop. Global equities weakened after
the Fed delivered a hawkish rate cut in December. Each of
the major regions fell lower for the month. U.S. large cap
value has had a strong January so far and is outperforming
U.S. large cap growth after significantly underperforming in
December and across the full-year 2024. In December, many
cyclical areas of the market [e.g. small caps, industrials,
materials) shaved off a majority of their post- election returns
as Fed rate cut expectations were scaled back. However,
softer-than-expected U.S. inflation data provided a boost for
risk-assets in mid-January, leading to a reversal of many of
the above moves.

U.S. economic growth data has remained solid. Although
U.S. equity valuations are above historical averages, a

strong earnings backdrop continues to provide support.
Given a subdued economic growth outlook in the Eurozone
and uncertainty around tariffs, we remain underweight to
developed ex-U.S equities. But we remain broadly overweight
equities overall with a preference for the U.S. and a smaller
overweight to emerging markets.

Base Case Expectations

MACRO MATTERS
Many cyclical areas of the market lost steam in December
after a hawkish Fed cut.
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Source: Northern Trust Asset Management, Bloomberg. Total return data from
11/5/2024 through 1/17/2025. U.S. Cyclicals includes large cap Industrials,
Materials, and Energy sectors. Past performance is not indicative or a guarantee
of future results. Index performance returns do not reflect any management fees,
transaction costs or expenses. It is not possible to invest directly in any index.

* Softer-than-expected U.S. inflation data provided a boost for
risk-assets in mid-January.

* Resilience in the U.S. economy and a supportive earnings
backdrop has supported U.S. equity returns.

* We maintain overweights to the U.S. and emerging markets.
We are underweight developed ex-U.S. equities.

Soft Landing

Global growth will settle around trend, supported by
ongoing U.S. economic strength and labor market/
consumer resilience. Inflation will continue to ease
toward 2%.

Risk Case Scenarios

Central Bank Easing

Lower inflation has allowed major central banks to start
cutting policy rates. We expect central bank easing to
continue, though the timing and trajectory may vary
depending on regional economic conditions.

Reflation

Policies of the incoming U.S. Administration have a
net stimulative effect, leading to above-trend growth,
persistent inflation and a pause in the Fed rate-cutting
cycle..
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Supply Restraint

Supply-side disruptions from immigration restrictions
and higher tariffs weigh on economic activity and halt the
disinflationary process until a recession takes shape.



Indexes Used and Definitions:
MSCI ACWI: A free-float weighted equity index that includes both emerging and developed world markets.

S&P 500 Index: Widely regarded as the best single gauge of large-cap U.S. equities. The index includes 500 leading companies and covers approximately
80% of available market capitalization.

S&P Global Infrastructure Index: The S&P Global Infrastructure Index includes exposure to 75 companies from around the world tha
represent the listed infrastructure universe.

INVESTMENT PROCESS

The 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 the Investment Policy Committee sees either increased opportunity or risk.

The asset allocation recommendations are developed through the Tactical Asset Allocation, Capital Markets Assumptions and Investment Policy Committees.

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.

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.

This commentary is for our clients’ general information. It does not take into account the particular investment objectives, financial situation, or needs of individual clients and
does not contain investment recommendations. It is not an offer or solicitation to buy or sell any securities or to adopt any investment strategy. The information and opinions
contained in this material are derived from proprietary and non-proprietary sources deemed by the Bank to be reliable, are not necessarily all-inclusive and are not guaran-
teed as to accuracy. Investment involves risks. International investing involves additional risks, including risks related to foreign currency, limited liquidity, less government
regulation and the possibility of substantial volatility due to adverse political, economic or other developments. Index performance is shown for illustrative purposes only. The
opinions are those of the Bank’s Global Wealth Management division and are made as of the date of this commentary, and are subject to change without notice. There is no
guarantee these opinions will come to pass. Other affiliates and Bank divisions may have opinions that are different from and/or inconsistent with the views expressed herein.
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