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Key Points:
I. Qrvs. Q2: A tale of two quarters

2. The Fed is in the unenviable position of tackling inflation without disrupting the

recovery

3. The Windhaven Strategies ended the quarter as they began: positioned for Market

Participation

A Tale of Two Quarters

Vaccine rollouts, global fiscal support, and accommodative monetary conditions have resulted in
a recovery of economic growth but have also introduced inflationary pressures due to stronger
demand and COVID-19 related supply bottle necks. In the U.S., real Gross Domestic Product
(GDP) grew 6.4% in the first quarter, and the U.S. Consumer Price Index (CPI) hit mid-single
digits during the second quarter. This kind of economic environment tends to be a boon for
sectors tied to the reflation of the economy — generally the more cyclical and value-oriented such

as energy, materials, industrials, and financials.

Chart 1: The contrast between Q1and Q2
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Source: *Value vs Growth: total return outperformance of MSCI World Value Index over MSCI World Growth Index over the period; **total return perfor-

mance of Bloomberg Barclays Aggregate Bond Market Index during the period.
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The first quarter of 2021 played out as scripted: cyclical more value-oriented sectors outperformed
the more expensive high earning growth sectors — like info tech and consumer discretionary.
Interest rates rose quite rapidly to reflect higher expectations around growth and inflation with the
yield on a generic 10 year U.S. Treasury bond jumping from sub 1% at the beginning of the year to

over 1.7% at the end of the first quarter, resulting in overall bond market losses.

The second quarter, however, saw the reflation trade losing some steam. Global value equity
indices ended up underperforming their growth-oriented counterparts. After the sharp spike of the
first quarter, the 10-year Treasury yield actually fell, ending the quarter around 1.4% resulting in

bond market gains.

Looking Ahead: The Fed Punch

The contrast between the first and second quarter of this year might reflect the fact that markets
have already discounted the growth and inflation boost resulting from the reopening of the
economy. The next phase of normalization of the economy will rely on the continuation of the
current positive trend of the COVID pandemic, and the nature of the policy response from the Fed
and other central banks around the globe. The end of the past quarter gave investors a taste of the
Fed-induced rollercoaster that might offer a preview of things to come. As the Fed plans for the
exit from Quantitative Easing and zero rates, the Fed and investors are facing a new wrinkle that

was not a feature of the post-2008 Great Financial Crisis: inflation.

In the aftermath of the 2008 crisis, inflation was a theoretical concern as the Fed aggressively
expanded their balance sheet to support the economy with low interest rates and plenty of liquidity
via Quantitative Easing. By the time the Fed ended their Quantitative Easing program in 2014, the

Chart 2: Fed balance sheet expansion over time
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Source: Federal Reserve via Bloomberg; QF programs: New York Fed https://www.newyorkfed.org/markets/programs-archive/large-scale-asset-purchases

and https://www.newyorkfed.org/markets/domestic-market-operations/monetary-policy-implementation/treasury-securities/treasury-securities-operational
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size of the Fed’s balance sheet had more-than quadrupled but the only place where inflation
was to be found was in asset prices with the value of U.S. equities (MSCI US) nearly doubling over
that time. However, throughout the post-2008 recovery, Consumer Price inflation never

materialized due to the lackluster nature of the growth recovery.

The Fed response to the COVID crisis was as aggressive as it was in 2008, with Fed fund rates
quickly pushed to zero and an ongoing Quantitative Easing program which has already lead to a
doubling of the size of the Fed balance sheet since its inception in early 2020.

This time the concern about inflation does not emanate from Fed money printing, but rather from
the strength of the recovery and supply bottle necks. There is not much that the Fed can do to
solve supply shortages, but persistent inflationary pressures will likely, in turn, put pressure on the
Fed. Removing the “punch bowl” by tightening policy too soon could lead to lackluster economic
growth and volatility in the markets; conversely, leaving policy accommodation for too long could

result in sustained inflation. Between arock and a hard place, indeed.

Positioning

The Windhaven Strategies entered the second quarter tilted toward Market Participation, with
tactical holdings in pro-cyclical, growth-oriented assets such as equities, REITs, and commodities,
and an underweight to bonds. As the quarter drew to a close, that positioning remained intact,
albeit with some slight modifications. With valuations elevated in many sectors, investments in
some of the more defensive sectors continue to be attractive, including healthcare, energy, and
higher-dividend stocks; others in this category that were trimmed or sold were replaced by ETFs
invested in technology and communications services stocks. While the overall allocation to
equities across all three strategies remained unchanged, US equities were slightly trimmed in favor
of developed international stocks, which offer attractive valuations but a more uncertain post-
pandemic growth outlook in many regions. Low or falling U.S. interest rates are often a catalyst for
investor interest in emerging market stocks, and while rates fell in the second quarter, we remain
underweight. Commodities are the best performing asset class so far in 2021, and they remain a
tactical holding as our research indicates that commodities may continue to perform even as the
inflation spike seen earlier this year moderates. Within the fixed income portion of the strategies,
we remain focused on higher-quality investment grade bonds, having trimmed and sold ETFs

invested in mortgage backed bonds and U.S. high yield bonds, respectively.

- The Windhaven Strategies Portfolio Management Team
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Important Notes and Disclosures:
Portfolio Management for the Windhaven Strategies is provided by Charles Schwab Investment Management, Inc.
(“CSIM”). CSIM is a registered investment adviser and an affiliate of Charles Schwab & Co, Inc. (“Schwab”). Both CSIM

and Schwab are separate entities and subsidiaries of The Charles Schwab Corporation.
Please refer to the Windhaven Strategies Disclosure Brochure for additional information.

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 decisions.

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 and CSIM expressly disclaims any liability, including incidental or

consequential damages, arising from errors or omissions in this publication.

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

managed accounts should be considered in view of a larger, more diversified investment portfolio.

Allocations do not necessarily reflect our current investment views and should not be used as the basis for investment

decisions.

Holdings of individual client portfolios may differ, sometimes significantly, from those shown in the model allocation

charts above.

Asset classes and the proportional weightings in the strategies may change at any time without notice subject to the
discretion of the Windhaven Strategies Portfolio Management Team. Cash positions whether in US dollars or other
currency are included in the relevant fixed income section. Hard Assets are physical assets and may include exposure to

gold, commodities and energy.

The material in this presentation is based on information from a variety of sources we consider reliable and should be used
for informational purposes only. Windhaven does not represent that the information is accurate or complete and expressly
disclaims any liability, including incidental or consequential damages, arising from errors or omissions in this

presentation.
Past performance is no guarantee of future results.

International investments may involve additional risks, which could include differences in financial accounting standards,
currency fluctuations, political instability, foreign taxes and regulations, and the potential for illiquid markets. Investing in

emerging markets may accentuate these risks.

Fixed income securities are subject to increased loss of principal during periods of rising interest rates. Fixed income
investments are subject to various other risks including changes in credit quality, market valuations, liquidity, prepayments,

early redemption, corporate events, tax ramifications and other factors.

Hard assets can be significantly affected by commodity prices, world events, import controls, worldwide competition,

government regulations, and economic conditions.

CSIM’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. Please refer to the Windhaven Strategies Disclosure Brochure for additional

information.

(0721-1D8G )

WINDHAVEN

STRATEGIES



