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Executive Summary

Mellon Capital's Global Investment Strategist Jonathan Xiong comments on

the market turmoil in August and argues that investors were reacting more to
deteriorating macroeconomic conditions in the U.S. and Europe than the actual
Standard & Poor’s downgrade of long-term U.S. government credit. He says that
Mellon Capital’s proprietary growth models show a likely drop in U.S. GDP growth
but not into negative territory over the next 12 months. He also discusses growth
prospects for the rest of the world as well as for equity and credit markets. Mellon
Capital's greatest concern, he says, is focused on Europe’s sovereign debt problems,
pointing out that a full-fledged financial crisis in Europe could alter their current
forecasts for the U.S.

A never-before-imagined U.S. sovereign debt downgrade, a deteriorating U.S.
economic recovery, political brinkmanship in Washington, and a spreading European
sovereign crisis collided in early August to form a potent financial storm. The weeks
leading up to the Standard & Poor's downgrade of long-term U.S. government

credit and the immediate aftermath provided an uneasy sense of déja vu, as market
conditions evoked memories of 2008 for investors. Correlations spiked among higher-
risk asset classes. Sovereign debt rallied, even in light of a possible downgrade of “risk-
free" assets. The sell-first-ask-questions-later mentality came to the fore as capital
markets displayed signs of extreme stress. Against that background, we attempt

to provide some clarity around the recent economic uncertainty and capital market
conditions. In particular, we focus on our macroeconomic outlook. For more on the

details of the U.S. debt downgrade, please see our recent commentary'.

Macro Outlook

In our opinion, the recent market volatility has been driven more by the deterioration
of economic fundamentals than the U.S. debt ceiling uncertainty or credit downgrade.
Exhibits 1and 2 show the Institute of Supply Management (ISM) manufacturing
survey index and our proprietary Global Leading Economic Indicators (designed to
indicate global economic expansion or contraction), respectively, which both suggest
that softer economic conditions began well before the debt ceiling talks or the
downgrade.

1 Lowell J. Bennett, “Understanding and Responding to the Debt Ceiling Debate,” Mellon Capital Corporation, August 2011, http://us.bnymellonam.com/core/



Exhibit 1: ISM Manufacturing Survey Index
January 2010 to July 2011

Data Source: Bloomberg

Exhibit 2: Global Leading
Economic Indicators
January 2011 to August 2011

Data Source: Mellon Capital
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However, political wrangling, coupled with the U.S. downgrade, led to further
deterioration in the economic outlook. The political uncertainty that began in July
may have resulted in a pause in economic activity, as many businesses opted to wait
for a resolution. We believe the August 2nd confirmation of austerity plans in the
U.S. might reduce expectations of economic growth, as the government attempts to
rein in spending. Similar to the economic events of the Great Depression, balancing
the budget in such a weak economic environment can have a harmful effect on
economic growth. The establishment of a debt panel charged with finding $1.5 trillion
in additional budget savings, in our view, creates still more uncertainty for business
leaders and taxpayers.

Our proprietary macroeconomic model suggests that growth in the U.S. will decline
from 3.1% in June to 2.0% over the next 12 months. There is an 8% probability that
growth may fall into the range of 0%-1%. The reduction in our forecasts is due in
large part to the impact of policy uncertainty on fundamentals during a soft patch. On
the bright side, our forecasts exhibit 0% probability that U.S. GDP growth in the next
12 months will be negative. This is a very different scenario than August of 2008,
where probabilities for negative GDP growth rose to 30% before the Lehman failure.
Please see Exhibit 3 below.
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Exhibit 3: Probability Forecast of Negative
U.S. GDP Growth 12 Months Forward
January 2007 to August 2011

Data Source: Mellon Capital

Exhibit 4: S&P 500° Earnings Growth
Forecast 12 Months Forward
March 2011 to August 2011

Data Source: IBES, Thomson Reuters
Datastream, Mellon Capital

August 2011 3

90% -

August 31,2008

August 9, 2011

A0 A QA A O PP PP PO QO QO 9 9 9 ¥ N ™
SIS LLELILLI RPN NN
o S W N o

In conjunction with what we view as a weakening macroeconomic outlook, we
expect corporate earnings in the U.S. to be affected as well. We expect the S&P 500®
earnings growth rate for the next 12 months to be approximately 6.8%, far below the
consensus earnings forecast of 14.1%. Exhibit 4 shows that, since March of 2011,

our proprietary earnings forecast model has projected earnings growth to be below
consensus expectations as a result of slowing macroeconomic conditions. Although
we forecast earnings to grow at only half the pace of consensus expectations, we do
not expect negative earnings growth, even if U.S. GDP growth falls to 0% (Exhibit

5). Many S&P 500 companies derive substantial earnings outside the U.S., with a
significant exposure to developing economies with strong growth expectations.
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Exhibit 5: Emerging Economies’ GDP
Growth Forecast 12 Months Forward

As of August 10, 2011

Data Source: Consensus Economics

Exhibit 6: Eurozone Sovereign CDS Spreads

Data Source: Bloomberg
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Across the Atlantic, we believe the economic conditions are similar to the U.S., if

not worse. As U.S. debt was being downgraded, the European Union was attempting

to contain a

debt problem that has spread from smaller EU countries to the larger

economies of Italy and Spain. Sovereign credit default swap (CDS) spreads for both

countries have widened significantly since June. As Germany is seen as the pillar of

strength in the euro area, investors have piled into the country’s sovereign debt as

a safe haven from other euro area country’s bonds. We believe the sovereign crisis

in the euro area represents a much larger and more complicated structural issue

than the U.S

. debt downgrade or austerity plans. The underlying foundation of the

European Union is coming under pressure as the European Central Bank (ECB),

Internationa

| Monetary Fund, and EU officials have so far failed to contain investors'

pessimism. More troubling, there are indications that concerns have now spread to

France and the health of its banks. As shown in Exhibit 6, credit default swap spreads

in France have recently widened to 160 basis points from 100 basis points, whereas

credit default swap spreads in Portugal, Ireland, Spain, and Italy have tightened.
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The recent actions by ECB to purchase bonds in Italy and Spain seem to have eased
short-term uncertainty. Similar to Greece in 2010, we do not believe this approach
offers a long-term solution to resolving the sovereign debt issues in Europe. Even
after nearly one year of dealing with Greece, European Union leaders have done
little to resolve their constituents’ debt problems. Markets recognize this, and will
likely continue to put pressure on EU officials for a long-term solution. The austerity
measures that the ECB and the EU have asked for in return for financial support

for Portugal, Ireland, Greece, Spain and Italy will indeed, in our view, lower growth
expectations for Europe. We believe much of this has been built into expectations.
Our biggest worry continues to be the lack of a long-term solution, which may result
in a prolonged period of uncertainty that ultimately ends with the restructuring of the
sovereign debt in certain peripheral nations.

Conclusion

Macroeconomic conditions in the U.S. and Europe were deteriorating well before the
debt ceiling or downgrade. In our opinion, the uncertainty surrounding government
policies led to a further worsening of fundamentals. The slowdown in U.S. economic
growth is less worrisome than the European sovereign debt crisis. We see little to no
chance of negative growth in the next 12 months in the United States. However, the
deteriorating conditions in the Eurozone, which most recently have spread to France
and French banks, may ultimately create havoc in the financial markets. The ECB, IMF,
and EU have yet to come to a long-term solution, opting only for short-term patches
in hopes of austerity measures that would lessen pressure on their region’s sovereign
debt. In case of a full-fledged financial crisis in Europe, our forecast for the U.S. may
be altered.

Index Definitions

The S&P 500 Index consists of 500 stocks chosen for market size, liquidity and
industry group representation. It is a market-value-weighted index (stock price times
number of shares outstanding), with each stock’s weight in the index proportionate
to its value. The index is one of the most widely used benchmarks of U.S. equity
performance.

The index is a trademark of the foregoing licenser and is used herein solely for
comparative purposes. The foregoing index licenser does not sponsor, endorse, sell
or promote the investment strategies or products mentioned in this paper, and makes
no representation regarding the advisability of investing in the products or strategies
described herein.
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Jonathan received his M.B.A. from the University of Chicago. He also holds the
Chartered Financial Analyst designation.

August 2011 6 bnymellonassetmanagement.com



>

BNY MELLON

ASSET MANAGEMENT

The Alcentra Group

Ankura Capital Pty Limited

Blackfriars Asset Management Limited
BNY Mellon ARX

BNY Mellon Beta Management

BNY Mellon Cash Investment Strategies
BNY Mellon Western Fund Management
Company Limited

The Boston Company Asset Management, LLC
The Dreyfus Corporation

EACM Advisors LLC

Hamon Investment Group

Insight Investment

Mellon Capital Management Corporation
The Newton Group

Pareto Investment Management Limited
Siguler Guff & Company LP

Standish Mellon Asset Management Company LLC
Urdang Capital Management, Inc.
Urdang Securities Management, Inc.
Walter Scott & Partners Limited

WestLB Mellon Asset Management

©2011 The Bank of New York Mellon Corporation.

8/1

BNY Mellon Asset Management is one of the world's leading asset management organizations, encompassing
BNY Mellon's affiliated investment management firms and global distribution companies. BNY Mellon is the
corporate brand of The Bank of New York Mellon Corporation. * The statements and opinions expressed in this
document are those of the authors as of the date of the article, are subject to change as economic and market
conditions dictate, and do not necessarily represent the views of BNY Mellon, BNY Mellon Asset Management
International or any of their respective affiliates. This document is of general nature, does not constitute legal, tax
or investment advice, is not predictive of future performance, and should not be construed as an offer to sell or
a solicitation to buy any security or make an offer where otherwise unlawful. The information has been provided
without taking into account the investment objective, financial situation or needs of any particular person.
BNY Mellon Asset Management International Limited and its affiliates are not responsible for any subsequent
investment advice given based on the information supplied.

Past performance is not a guide to future performance. The value of investments and the income from them is not
guaranteed and can fall as well as rise due to stock market and currency movements. When you sell your investment
you may get back less than you originally invested. = While the information in this document is not intended to
be investment advice, it may be deemed a financial promotion in non-U.S. jurisdictions. Accordingly, where this
document is used or distributed in any non-U.S. jurisdiction, the information provided is for use by professional
investors only and not for onward distribution to, or to be relied upon by, retail investors. = Products or services
described in this document are provided by BNY Mellon, its subsidiaries, affiliates or related companies and may
be provided in various countries by one or more of these companies where authorized and regulated as required
within each jurisdiction. This document may not be distributed or used for the purpose of offers or solicitations
in any jurisdiction or in any circumstances in which such offers or solicitations are unlawful or not authorized, or
where there would be, by virtue of such distribution, new or additional registration requirements. Persons into whose
possession this document comes are required to inform themselves about and to observe any restrictions that apply
to the distribution of this document in their jurisdiction. The investment products and services mentioned here are
not insured by the FDIC (or any other state or federal agency), are not deposits of or guaranteed by any bank, and
may lose value. * This document should not be published in hard copy, electronic form, via the web or in any other
medium accessible to the public, unless authorized by BNY Mellon Asset Management International Limited.

In Australia, this document is issued by BNY Mellon Asset Management Australia Limited (ABN 56 102 482 815,
AFS License No. 227865) located at Level 6, 7 Macquarie Place, Sydney, NSW 2000. Authorized and regulated
by the Australian Securities & Investments Commission. = In Brazil, this document is issued by BNY Mellon
Servicos Financeiros DTVM S.A., Av. Presidente Wilson, 231, 11th floor, Rio de Janeiro, RJ, Brazil, CEP 20030-905.
BNY Mellon Servicos Financeiros DTVM S.A.is a Financial Institution, duly authorized by the Brazilian Central Bank to
provide securities distribution and by the Brazilian Securities and Exchange Commission (CVM) to provide securities
portfolio managing services under Declaratory Act No. 4.620, issued on December 19, 1997. * Investment vehicles
may be offered and sold in Canada through BNY Mellon Asset Management Canada Ltd., a Portfolio Manager,
Exempt Market Dealer and Investment Fund Manager. * In Dubai, United Arab Emirates, this document is issued
by the Dubai branch of The Bank of New York Mellon, which is regulated by the Dubai Financial Services Authority.
* In Germany, this document is issued by WestLB Mellon Asset Management Kapitalanlagegesellschaft mbH,
which is regulated by the Bundesanstalt fir Finanzdienstleistungsaufsicht. WestLB Mellon Asset Management
Holdings Limited is a 50:50 joint venture between BNY Mellon and WestLB AG. WestLB Mellon Asset Management
Kapitalanlagegesellschaft mbH is a wholly owned subsidiary of this joint venture. = If this document is used or
distributed in Hong Kong, it is issued by BNY Mellon Asset Management Hong Kong Limited, whose business
address is Level 14, Three Pacific Place, 1 Queen’s Road East, Hong Kong. BNY Mellon Asset Management Hong
Kong Limited is regulated by the Hong Kong Securities and Futures Commission for Type 1 (dealing in securities),
Type 4 (advising on securities) and Type 9 (asset management) regulated activities, and its registered office is at
6th floor, Alexandra House, 18 Chater Road, Central, Hong Kong. = In Japan, this document is issued by BNY Mellon
Asset Management Japan Limited, Marunouchi Trust Tower Main Building, 1-8-3 Marunouchi Chiyoda-ku, Tokyo
100-0005, Japan. BNY Mellon Asset Management Japan Limited is a Financial Instruments Business Operator with
license no 406 (Kinsho) at the Commissioner of Kanto Local Finance Bureau and is a Member of the Investment
Trusts Association, Japan and Japan Securities Investment Advisers Association. * In Korea, this document is issued
by BNY Mellon AM Korea Limited for presentation to professional investors. BNY Mellon AM Korea Limited, 21/F
Seoul Finance Center, 84 Taepyungro 1-ga, Jung-gu, Seoul, Korea. Regulated by the Financial Supervisory Service.
* In Singapore, this document is issued by The Bank of New York Mellon, Singapore Branch for presentation to
professional investors. The Bank of New York Mellon, Singapore Branch, One Temasek Avenue, #02-01 Millenia
Tower, Singapore 039192. Regulated by the Monetary Authority of Singapore. « This document is issued in the UK
and in mainland Europe (excluding Germany), by BNY Mellon Asset Management International Limited, 160 Queen
Victoria Street, London EC4V 4LA. Registered in England No. 1118580. Authorized and regulated by the Financial
Services Authority. * This document is issued in the United States by BNY Mellon Asset Management.

BNY Mellon holds over 90% of the parent holding company of The Alcentra Group. The Group refers to these
affiliated companies: Alcentra, Ltd and Alcentra NY, LLC. Only Alcentra NY, LLC offers services in the U.S. * Ankura
Capital, BNY Mellon Western FMC, Insight Investment and WestLB Mellon Asset Management do not offer
services in the U.S. This presentation does not constitute an offer to sell, or a solicitation of an offer to purchase, any
of the firms’ services or funds to any U.S. investor, or where otherwise unlawful. « BNY Mellon holds a 20% interest
in Siguler Guff & Company, LP and certain related entities (including Siguler Guff Advisers LLC). * BNY Mellon Beta
Management is a division of The Bank of New York Mellon, a wholly-owned banking subsidiary of BNY Mellon.
* BNY Mellon Cash Investment Strategies is a division of The Dreyfus Corporation. * BNY Mellon Western Fund
Management Company Limited is a joint venture between BNY Mellon (49%) and China based Western Securities
Company Ltd. (51%). The firm does not offer services outside of the People's Republic of China. * BNY Mellon holds
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