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Key Points:

e While the Federal Reserve is moving towards the first U.S. rate hike, the Bank of Japan (BOJ) and the European
Central Bank (ECB) are in need of progressive easing to fight deflation.

e Monetary policy divergences, in their current form, can be an obstacle to the success of the reflationary policies
of the ECB and BOJ. With the dollar strengthening and oil, as well as other commodities, under pressure, the
efforts of ECB and BOJ might turn out to be much less effective than hoped (even if likely needed), especially in
absence of structural reforms in Europe and Japan.

o We believe global disinflation is likely to persist, keeping markets nervous about the possibility of episodes of
deflation and reducing central bank effectiveness. Periods of heightened volatility are the likely outcome for such
uncertainty.

Divergent World

Whether or not it’s rational, central banks are one of the main forces driving markets and their expectations; and they
are doing so with both words and actions. Arguably quantitative easing (QE) in the United States has been successful
in creating a positive wealth effect by contributing to the strong performance of the equity market, and containing
inflation expectations (preventing them from falling into deflationary territory).

Fig 1: Fed Policy and Equity Performance
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*Shaded areas are periods of quantitative easing — periods in which the Fed was actively engaged in large scale asset purchase programs. The blue line
represents inflation expectations as measured by 5 year breakevens — breakeven inflation is the difference between the nominal yield on a fixed-rate
investment and the real yield (fixed spread) on an inflation-linked investment of similar maturity and credit quality. Data as of 12/31/2014
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U.S. growth and inflation should recover to more sound levels, if labor markets continue to improve. Unprecedented
balance sheet expansion, as a response to the 2008 crisis, is yielding to U.S. policy normalization which should start at
some point in 2015, when zero interest rate policy (ZIRP) will likely become a thing of the past.

On the other hand, threats of deflation and recession are leading other major central banks, like the ECB and BOJ, in
the opposite direction, towards additional easing through balance sheet expansion (purchases of assets via monetary
expansion). These major central banks find themselves at very different points in the economic cycle and need to
implement opposite policies, creating what is referred to as monetary policy divergence.

Divergence might be with us for a while...

Monetary policy divergence is a theme that will most likely remain front and center in 2015 and beyond, given the
outlook for inflation and growth in the Eurozone (EZ) and Japan, and the inherently deflationary structure of those
economies.

The ECB has been rather reactive as opposed to proactive in responding to low inflation and growth. Inflation, and
especially inflation expectations, has been well below the ECB's comfort zone for a long time.

The Bank of Japan has turned more aggressive,
beginning in April of 2013 when it launched its

quantitative easing program, one of the three Fig 3: Inflation and Inflation Expectations in the EZ
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absence of fiscal structural reforms.

Both the ECB and BOJ have been very vocal about their commitment to continue to ease policy progressively to reach
the 2% inflation target. Aggressive monetary policy easing can be successful in reviving inflation expectations, as the
experience with the Fed’'s QE shows in the chart on page one (Fig. 2). However, the improvement in inflation
expectations may only be temporary if it is not followed by an improvement of economic performance that validates
higher inflation expectations.

Central banks and monetary policy easing cannot directly influence the structure of an economy. But they can build a
bridge that supports an economy that is falling into a deflation trap while the private sector recovers (if it is structurally
set up to be able to do so). It can also buy time while fiscal authorities implement necessary reforms for sustainable
growth. Given history and political cycles, skepticism is expected around the ability of governments to pass tough
structural reforms during recessionary periods. With reforms possibly taking a long time to come, central banks will
continue to be the only game in town for a while.

Absent an improvement in economic performance, the temporary positive effects of monetary easing can fade away.
When that happens, and if the central bank continues to be the only game in town, the central bank tends to get
progressively more aggressive. However the marginal benefit of additional easing might turn out to be diminishing over
time.

It is therefore very likely that in an environment where reforms are slow, those central banks that are fighting deflation
will continue to do so for a while, and in a progressively more aggressive way.



The ‘divergence - dollar - oil’ link

The divergence in the macro performance across major economies, as a consequence of monetary policy, has been
one of the drivers in the recent rise of the U.S. dollar, on a trade-weighted basis.

A strong dollar historically has put downward pressure on commodity prices. This time has been no different. In the
case of oil in particular, a strong U.S. dollar, together with weak global growth and strong supply factors, have
contributed to a sharp decline in commaodity prices, which in turn has exacerbated disinflationary pressures across the
global economy.

Fig 4: The Relationship Between the U.S. Dollar & Qil Prices
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It is also worth highlighting that the U.S. dollar strength we have been experiencing in the last six months pales
compared to historical peaks; and while the peak of the 1980s might be out of reach, the peaks of the early 2000s
could still be in reach, even though it is 30% away.

With divergences persisting, the U.S. dollar could continue to strengthen, contributing to potentially new financial
fragility for those emerging market economies (EM) in which U.S. dollar denominated debt has been accumulating at a
fast pace in the last few years — a concern also recently expressed by the Bank of International Settlements (BIS) in
their most recent Quarterly Review. The concern is that corporations in some EM have loaded up on U.S. dollar
denominated loans, which are now swelling in local currency terms as the U.S. dollar continues to strengthen. Many of
these EM might have to raise rates in an attempt to prevent excessive weakening of their currency which would likely
result in currency mismatches becoming a real source of solvency concern. In turn, rate hikes in the EM will possibly
continue to support low global inflation as well as ongoing downward pressure on, and volatility of, oil prices. And
therein lies the rub: the easing efforts of the ECB and BOJ might be met by volatile but lower commodity prices, which
could complicate the fight against deflation as lower energy prices trickle down to the rest of the economy and to core
inflation indices.

Deflationary divergences and volatility ahead?

If the persistence of a strong dollar as a byproduct of policy divergence ends up hampering the reflationary power of
central banks via the dollar-oil link, the risk is that markets become less responsive to monetary policy. From a
marginal effectiveness perspective, the BOJ and ECB may need to become even more aggressive in their attempt to
move towards their inflation target and remove volatility from markets.



Divergences may limit the success of easy money on boosting inflation expectations in Japan and Europe, absent
concrete progress on reforms. As a result, markets might start growing more skeptical of the sustainability of an
environment in which central banks and their liquidity injections continue to drive up market pricing. Therefore, episodes
of volatility in market sentiment, like the recent one in between September and October, could become more frequent.

It is possible that the Fed will lean towards delaying rate hikes to take out some insurance on the solidity of the recovery
before fully exiting ZIRP. Therefore, global monetary policy divergences could be mitigated in the short term by a dovish
Fed and an ECB that is likely to continue to act very slowly towards further easing.

However, given the structure of these economies, divergences are likely to be with us for a while. In an environment as
uncertain as today's, it is important to be well positioned for a variety of market outcomes. Investor’s portfolios should
be dynamic and diversified across a wide variety of asset classes which can provide opportunities for attractive risk-
adjusted returns in up markets while serving as a buffer to help mitigate drawdowns during market turmoil. At
Windhaven we strive to build strategies that are well positioned across a variety of economic scenarios and market
cycles.

Important Disclosures:

The information provided herein is for general informational purposes only and should not be considered an individualized recommendation or personalized
investment advice. The investment strategies mentioned here may not be suitable for everyone. Each investor needs to review an investment strategy for his or
her own particular situation before making any investment decision.

All expressions of opinion are subject to change without notice in reaction to shifting market conditions. Data contained herein from third party providers is
obtained from what are considered reliable sources. However, its accuracy, completeness or reliability cannot be guaranteed.

International investments involve additional risks, which include differences in financial accounting standards, currency fluctuations, geopolitical risk, foreign
taxes and regulations, and the potential for illiquid markets. Investing in emerging markets may accentuate these risks.

Past performance is no guarantee of future results.

Windhaven’s risk management process includes an effort to monitor and manage risk, but should not be confused with and does not imply low risk or the ability
to control risk.

Diversification strategies do not ensure a profit and do not protect against losses in declining markets.

Windhaven Investment Management, Inc. (“Windhaven”) and Charles Schwab & Co., Inc. are separate but affiliated companies and subsidiaries of The Charles
Schwab Corporation. Please refer to Windhaven’s ADV Part 2 for additional information.
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