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In early March, European Central Bank President Mario Draghi ushered the ECB into a bold new era, announcing a
broad-based asset purchase program that is set to purchase 1.1 trillion euros ($1.3 trillion) in a move designed to
fight the threat of a deflationary spiral engulfing the continent. Last year you may recall that Mr. Draghi gave a
speech where he said policy makers “won’t tolerate” a prolonged period of low inflation and emphasized that the
ECB must return inflation to target levels “without delay.” The details of the program, which began March 9,
involve purchasing 60 billion euros each month through September 2016 in a massive push to inject more cash into
circulation and revive inflation. The Eurozone’s nineteen national central banks will be making 80 percent of the
purchases and assume any risk they carry. Draghi is taking the quantitative easing baton from the U.S. Federal
Reserve, which ended its third iteration of QE just six months ago. The ECB’s move underscores an increasing global
divergence in central bank policy that was discussed in our last market review. While the Federal Reserve is
currently debating if and when to raise rates later this year, countries that have eased monetary policy the past few
months include Australia, Canada, Chile, China, Denmark, India, Israel, Peru, Poland, Russia, Singapore, South
Korea, Sweden, Switzerland and Turkey. German Bundesbank President Jens Weidmann strongly dissented from
the ECB’s decision. Germany has raised concerns that the ECB is unfairly helping fiscally irresponsible and
uncompetitive Eurozone nations that have done little to improve their situation. Critics in Germany and elsewhere
also argue that it’s a questionable foray into politics that effectively socializes debt risks and finances governments
through the back door. Weidmann himself has described quantitative easing as “sweet poison” for governments.

A final significant detail is that the ECB left open the option to continue the purchases beyond September 2016.

The easing actions by the ECB and numerous other global central banks have in effect kept a lid on U.S.
Treasury yields moving higher. Fixed-income investors exist in a world of relative returns, and as such, super low, if

not negative, global yields are seen by many bond market analysts as pulling Treasury yields lower. This quarter
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Treasury yield curve for the quarter and latest one year period are shown in Figure 1. The ten-year bond ended the

quarter yielding 1.98 percent, down 24 basis points from the start of the year. With an astonishing $2 trillion of

sovereign European debt offering negative yields and another $2 trillion offering marginally positive yields of just

a few basis points, demand for U.S. fixed income assets is unlikely to dissipate regardless of what actions the Fed

takes later this year. Thus the Fed could start raising its benchmark rate from near zero, like economists predict,

and interest rates could remain low along much of the yield curve as traders seem to be betting on. Another effect

of the ECB’s battle against deflation is that even the more risk-averse investors are taking chances on assets and

regions that few would have considered just months ago. That has exposed more investors to the unavoidable

trade-off that comes with yield-chasing and the lure of higher returns: the likelihood of deeper losses. Nonetheless,

European enthusiasm for higher-yielding assets has enabled U.S. companies to sell 3.28 billion euros of junk bonds

so far in 2015, the most issuance since the currency was created in 1999. Erik Weisman, a portfolio manager in

Boston, cautioned®@ S I NB ¢ YRSNAY I Ay @2 adiz6 GISIOND SR @A NN 2 NB/ (i
A major theme in the financial markets this past quarter has been continued U.S. dollar strength and euro

weakness. In mid-March, the euro dropped to $1.056, its lowest level in 12 years. Since last July, the dollar has

gained a remarkable 19 percent against the Japanese yen and an impressive 22 percent against the euro. The dollar

index, a measure of the greenback’s value against six major currencies, was up ten percent for the year through the

middle of March. Gerry Fowler, head of global equities and derivatives strategy at BNP Paribas, noted that &1 ¢ S y 0e
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bank policies, as the Federal Reserve is currently debating whether to tighten monetary policy sometime later this
year. The dollar’s surge can be seen in Figure 2. Meanwhile, China’s central bank lowered key rates for the second
time in three months in early March in a bid to boost the slowing Chinese economy. In addition to China’s easing
measures, there is the ECB’s massive bond buying program, and don’t forget the Bank of Japan announced a $675
billion plan of asset purchases last year.

. Figure 2
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it more difficult for the Fed to meet one of its mandates: lifting excessively low inflation to a more normal level.
Recall the US dollar rally of the mid-1990s, which was also caused by a US recovery at a time of European weakness
as well as tightening by the Federal Reserve. That rally helped set off the East Asian crisis and Russia’s default in
1998, events that led to the hedge fund Long-Term Capital Management’s infamous collapse.

Investors’ desire to flee historically low and even negative-yielding Eurozone sovereign bonds will weigh
down the euro. In February, Finland became the first European government to see negative interest rates on the
initial offering of its bonds. That month also saw the Netherlands, Sweden and Austria have negative rates on five-
year bonds. Meanwhile, Germany and Denmark have negative rates on bonds with maturities up to six years. In
early April Switzerland became the first nation in history to sell ten-year government debt at a negative interest
rate. Never before have investors paid for the privilege of lending money to a government for such an extended
period. One factor driving this supply/demand dynamic is that European investors seem very pessimistic about the
overall economic outlook for the Eurozone and thus are in a flight to safety, piling into government debt of very

creditworthy northern European countries. Buying a money-losing bond certainly would appear to be insane to
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most rational investors, but market analysts point to a few reasons to explain this phenomenon of negative
nominal yields. One is bank liquidity. Banks must own sovereign debt, regardless of its yield and a certain amount
of reserves are required by regulators. The ECB currently charges a fee on excess reserves, which means it makes
more sense to park excess cash in government bonds. Second reason is safety, in that a bond is backed by the full
faith and credit of the government that issues it. Bank accounts are only government-guaranteed up to a certain
amount; most European countries cover 100,000 euros. Very wealthy individuals and big companies have more
money than that and need somewhere to put it. Finally, some investors are simply betting these bonds will
appreciate in price, as yields become even more negative, allowing them to sell at a profit before they come due at
maturity. Central bank excess deposit rates and two-year sovereign bond yields can be seen in Figure 3.

Figure 3
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McKinsey & Company, a multinational consulting firm, issued a study this February, in which they reported

that global debt has increased by $57 trillion since 2007 to almost $200 trillion, far outpacing economic growth. As
a share of gross domestic product, debt has risen from 270 percent to 286 percent. Ominously, the world is

currently awash with more debt than before the global financial crisis happened in 2008. McKinsey’s survey of debt
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spanning 47 countries unveiled how hopes that the turmoil of the past seven years would spur widespread
“deleveraging” to safer levels of indebtedness were misplaced. Overall, roughly half of the increase in global debt
since 2008 was in developing economies, and a third was due to higher government debt levels in advanced
economies. China’s total debt has nearly quadrupled since 2008 to the equivalent of about 282 percent of GDP, a
higher ratio than the United States. McKinsey warned of risks in China’s property sector, local government
financing and rapidly rising “shadow” banking system. Much of the debt expansion in developing countries has
reflected the healthy development of financial markets according to McKinsey, but in advanced economies a high
level of debt could hamper growth and create fresh financial vulnerabilities. For certain, high debt levels could
make it more difficult for central banks to “normalize” monetary policy without disrupting the real economy. The
Bank for International Settlements (BIS) published a report in January titled Global Dollar Credit: Links to US

Monetary Policy and Leverage. The report looks at the possible worldwide consequences of Fed tightening after

years of zero rates and quantitative easing that flooded the emerging world with dollar liquidity. This abundance of
easy money enticed Asian and Latin American countries to go on a borrowing spree in dollars, leading up to a
possible day of reckoning should the US monetary cycle turn, as many believe it is set to do in 2015. Foreigners
have borrowed a remarkable $9 trillion in US currency outside American jurisdiction, up from $2 trillion in 2000.
The end result of this is that the world credit system is acutely sensitive to any shift in monetary policy by the Fed.
The BISnotedthat QO K I Yy 3 S & AlyS NIYK SLI25KA2ONLI NJ GS | NB LINBYLIife NBbSC
0l y1 éfCRribtifeda@arde, head of the International Monetary Fund (IMF) warned in March that a Fed rate

increase could trigger instability in emerging markets, setting off a replay of the Fed-induced “taper tantrum” of

2013. Stephen Jen, a former IMF official, added that 61 KS @2NI R Aa 2y | R2f £ NJ af
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the world’s reserve currency and that the majority of the world needs easier rather than tighter money policies.
Given this situation, their hope is that the Fed will be very cautious about how it approaches tightening. Fed
officials stress that they watch global developments closely when formulating monetary policy, even if their formal
dual mandate focuses on US employment and inflation. Stanley Fischer, vice-chairman of the Fed, said that a
gradual exit by the Fed from ultra-easy monetary policy should prove “manageable” for emerging markets. Some
analysts agree with Fischer, pointing out that with the Fed’s target rate at a record low near zero, it will take time
before rates are increased to the point where they slow borrowing activity and overall economic growth.

A continuing major topic of discussion in the financial markets this past quarter has been the Federal
Reserve and speculation regarding when it might finally start to raise the benchmark Federal funds rate it controls.
The Federal Open Market Committee (FOMC) statement released in March stated that it will be appropriate to
tighten®@ KSy A0 KIFIa &4SSy TFdz2NIKSNI AYLINRGSYSyl Ay (GKS f1l 0
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away from the explicit forward guidance regarding monetary policy that the Fed has used since late 2008 to keep
longer-term interest rates low. The central bank will now set policy at each meeting based on recent economic
data, making its actions less predictable. Fed Chair Janet Yellen said in her press conference that @ dza i © S Ol dza
NEY2@BSR (KS 62NR LI aSydi Y8Ry a&S|I BB 82 KkFFElERABSY A YL
FOMC statement are that the Fed lowered its assessment of the economy, saying growth has “moderated
somewhat”. Significantly, the Fed also lowered the median projection for the federal funds rate at the end of 2015
to 0.625 percent, down from 1.125 percent which was the forecast at last December’s meeting. Yellen is walking
a tightrope as she carefully prepares for an exit from the most aggressive easing in the Fed’s 100-year history as
the labor market overcomes the damage inflicted by the Great Recession. Persistently low inflation, stagnant wage
growth and a strong dollar are giving her reasons to be cautious. After the mid-March FOMC statement and
Yellen’s press conference, a majority of Wall Street’s top banks now see the Fed holding off until at least
September or December before raising rates for the first time since 2006. The reason for the shift in top
economists’ sentiment was largely due to the Fed downgrading its assessment of the U.S. economy and forecasting

a gentler path of rate hikes over the next two years.

Some have argued that the available inflation data suggest there should be no hurry to raise rates. For
example, the core consumer price index (CPI), which strips out the impact of volatile food and energy prices, has
averaged just 1.1 percent over the past six months. In late February the government reported that CPI dropped 0.2
percent in January from the year-ago period, led by a 9.7 percent month-over-month decline in energy prices. The
Fed to date has mostly discounted the danger to the U.S. economy posed by deflation. In late February, in
testimony to Congress, Fed Chair Janet Yellen said the central bank is “reasonably confident” that inflation will
rebound. The argument advanced by some dovish market observers is that the Fed should not raise rates until
there is clear evidence that inflation, and inflation expectations, are in danger of exceeding the stated 2 per cent
target goal. The personal consumption expenditures (PCE) price gauge, a measure preferred by the Fed, has been
below the central bankers’ 2 per cent goal since May 2012. One reason for caution, which was touched on in the
last market review, is that real wages for the majority of workers have been woefully stagnant, and median family
incomes are down by 4.5 percent over the past five years. Yellensaid 1 K SNB | NB LISNKIF LJA KAY (3
aSSy Fyeée aA3ayaUOl yéin Fdbihaty befiatelthd S¢naté HarRikg CahMBeé. (irkthis stubbornly
flat wage environment, the act of raising rates would have the effect of reducing demand and growth. Thus many
economists and market observers question why the Fed seems intent on raising rates at some point later this year.

Lawrence Summers, former US Treasury Secretary, wrote a column in the Financial Times urging the Federal

Reserve to follow a strategy of not raising rates untilit s ees t he whi’d e a’ylafidy Gundlatlhat o n
founder of the $73 billion investment firm DoubleLine Capital, happens to agree with Mr. Summers. Gundlach

discussed in a conference call in mid-February that the Fed seems “philosophically” inclined to raise rates, even

.
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though the fundamentals do not justify such a move. He argued that strong disinflationary pressure coming from

the collapse in oil prices should caution the Fed against prematurely raising rates. Moreover, he sees Europe’s

problems weighing heavily on Fed thinking. Gundlach noted that Yellen devotes the third largest allocation of her

time to meeting with foreign officials and mused; &, 2 dz ¢ 2 Y RS NJ S Bl G of 28dz(62K I &K | (iK | (0K S @
2OSNE 2NJ gKI G a2 NBBoth lind, yhdnjdbélievd ifiis harSta afgde a Fedl fdnQsyrate hike is

sensible and necessary amidst a stronger dollar and weak inflation data.

As the markets gird for possible Fed tightening later in 2015, we feel it would be of benefit to look at recent
history. The Fed has embarked on three tightening cycles in the past twenty years. These occurred in the mid-
1990s, the late 1990s and the mid-2000s. The three cycles of rising short-term interest rates led to different
outcomes for long-term rates. The first cycle happened in 1994, when then Chairman Alan Greenspan decided to
tighten after hinting at potential rate hikes for some time. The bond market had not fully ‘priced in’ the extent to
which the Fed was planning on raising rates, and as the scale and pace of the tightening became apparent, long
term Treasury yields rose sharply. As you can see in Figure 4, the ten year Treasury ended 1993 below 6% and a
year later was closer to 8%. The second cycle ran from 1999 to 2000. This cycle was as close to “textbook”
tightening as can be found in the last twenty years of data. As short term rates rose, the ten-year yield rose in
unison. In this instance, the bond market successfully ‘priced in’ the Fed'’s likely course of action. Lastly there is the
Fed tightening cycle than ran from 2004 to 2006, when Chairman Greenspan raised the benchmark federal funds
rate from 1.00% to 5.25%. This cycle was in many ways the odd one, as despite the Fed raising rates 425 basis
points, longer term interest rates barely budged. Thirty year mortgage rates only rose modestly, and running
counter to Fed intentions, more credit became available to too many, often less credit-worthy, borrowers. The US
housing bubble rapidly inflated in the mid- Figure 4
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G S NI ENdhihdSightshthe cause of this conundrum can be identified. The big factor at work was foreign buying

of US Treasuries. Rising foreign demand, especially from foreign central banks that wanted to control the value of

their currencies against the US dollar, helped hold up the price of Treasuries and prevent a significant rise in yields.
Unfortunately for the Fed, it appears history may be repeating itself, as the relative value of Treasuries compared

to their foreign counterparts has made them highly in demand and fueled a Treasury market rally to start 2015.

One thing to remember is that Yellen’s Fed has one tool that Greenspan didn’t: more than two trillion dollars’

worth of government debt on its own balance sheet as a consequence of quantitative easing. Thus the Fed could,

in theory, begin selling down these holdings to oversupply the Treasury market and push prices down and long-

term vyields up. Fed Vice-Chairman Stanley Fischer cautioned in a speech in late March that the gradual fed funds

rate hike paths that the Fed implemented in the middle of last decade are unlikely to be repeated in the coming

move to put monetary policy back on a more historically normal footing. & &avY22 i K LJ (K dzLJs | NR
Fdzy Ra NI S gAftft Ffy2ad OSNIlIAyte y20G 6S NBIfAT SRZ
L2t A08YIF1SNE | yR 2diM.Fidther sdti2He yd@ed thal BB rat€s Degia tf dse, they could

easily move &dzLJ | Y R depeidihg/on how the economy performs.

The Commerce Department reported in late March that U.S. Gross Domestic Product (GDP) expanded at a
2.2 percent annualized pace in the fourth quarter, powered by the biggest gain in consumer spending in eight
years. For the whole year of 2014, the U.S. economy grew 2.4 percent, the biggest gain since 2010 and coming on
the heels of a 2.2 percent advance in 2013. For the past five years, GDP growth has averaged a subpar 2.2 percent.
Many economists and Wall Street analysts forecast weaker GDP growth for the first quarter of 2015 as harsh
winter weather, a stronger dollar, shipping disruptions from a West Coast port dispute and other factors have
contributed to a slew of disappointing U.S. economic data in the past couple months. For certain, unexpected
plunges in retail sales, durable goods orders and the ISM Manufacturing Index stand out as they highlight weakness
in both businesses and consumers. JP Morgan Chase and Macroeconomics Advisers lowered their first quarter GDP
estimates to 1.5 percent and 1.4 percent respectively. The Federal Reserve Bank of Atlanta’s GDP forecasting
model went even lower, projecting an anemic 0.2 percent growth rate, which would be the weakest since first
quarter of 2014 when the economy contracted 2.1 percent. The Bureau of Labor Statistics (BLS) reported that
employers added just 126,000 jobs in March, a disappointingly low number which was the weakest since December
2013 and far below the 250,000 new jobs forecast. The unemployment rate held steady at 5.5 percent. The
consensus Wall Street reaction was that this weak labor report pushed back the timetable for the first Fed rate
hike. As of early April, federal fund futures showed a 51 percent probability that the central bank will raise rates at
its December meeting. Whether growth can be sustained at high levels at normal type interest rates conducive to
financial stability remains an open question. If the recent rash of disappointing economic data continues, it appears

we could be lingering at zero interest rate policy (ZIRP) for quite awhile longer.
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