
Economic 	Memorandum 	
July	2016,	Issue	64	

 

 

 

 

 

50

70

90

110

130

150

170

190

210

MSCI World

0%

1%

2%

3%

1M 3M 6M 1Y 2Y 3Y 5Y 7Y 10Y 15Y 20Y 25Y 30Y

Treasury Yield Curve

Besides	Brexit	(p2)	Amid	short	term	negative	noise	about	Brexit,	we	offer	perspective	on	important	longer	
term	U.S.	market	drivers,	con idence	and	housing.	

Multi‐Asset	 Class	 Investing	 In	 A	Manipulated	 Environment	 (p4)	 In	 this	 piece	 we	 discuss	 how	 the										
direction	 of	 the	 dollar	 and	 interest	 rates	 is	 affecting	multi‐asset	 class	 investing,	 and	 how	 it	 is	 leading	 to					
irrational	and	dangerous	behavior	by	investors.	

Not	Making	Cents:	An	Examination	of	Negative	Interest	Rates	(p8)	We	discuss	the	recent	phenomenon	
of	negative	interest	rates	and	its	impact	on	allocation	strategy.		

Fixed	Income	Round‐Up	(p11)	Economic	and	market	uncertainty	has	driven	strong	 ixed	income	returns	
this	year.	

Financial	Challenges	Facing	Millennials	(p12)	As	millennials	start	to	accumulate	wealth,	they	may	face	a						
variety	of	 inancial	hurdles.		We	discuss	a	number	of	planning	steps	to	help	reduce	some	of	these	challenges.	
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Global	equities	are	unchanged	for	the	last	three	years,	while	interest	rates	continue	to	fall	to	record	lows.	

The	combination	of	low	unemployment	and	slow	economic	growth	continues.		
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Britain’s	 vote	 on	 exiting	 the	 European	Union	was	 held	 on	 June	 23,	 and	 the	 outcome	 dwarfed	 all			

other	economic	chatter.	Should	it?	The	immediate	reaction	of	negative	markets	and	political	turmoil	

will	 eventually	 settle	 down,	 and	 the	markets	will	 look	 elsewhere	 for	 guidance.	 	 At	 least	 that	 has	

been	the	case	in	the	past.	

This	is	not	to	say	that	Brexit	will	not	have	a	strong	impact	on	corporate	earnings	and	revenues	as	

well	 as	 interest	 rates,	 but	 that	 other	 factors	 will	 also	 affect	 our	 markets	 and	 perhaps	 more													

signi icantly.		

Assuming	this	is	the	case	going	forward,	we	would	like	to	focus	this	portion	of	our	quarterly	review	

on	two	subsets	of	the	U.S.	economy:	real	estate	and	consumer	con idence.	In	particular,	single	family	

home	prices	in	real	estate	and	overall	consumer	con idence.	These	two	domestic‐centric	indicators	

closely	parallel	the	movement	of	the	S&P	500,	and	both	are	neutral	to	positive	at	this	point.	

In	 this	 article:	 	 Amid	 short	 term	 negative	 noise	 about	 Brexit,	 we	 offer																
perspective	 on	 important	 longer	 term	 U.S.	 market	 drivers,	 con idence	 and					
housing.	
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Besides Brexit 

By: Charles D. Osborne 

Source:	OPCM	

Date Market	Shocks
Next	Day	
Change

Days	to	
Reach	
Bottom

%	Change	
to	Bottom

Days	to	
Recover

6/24/2016 Brexit ‐3.6% TBD TBD TBD
3/11/2011 Japanese	Tsunami ‐0.6% 3 ‐3.6% 6
5/6/2010 Flash	Crash ‐3.2% 1 ‐4.7% 4
9/15/2008 Lehman	Bankruptcy ‐4.7% 121 ‐46.0% 285
3/10/2004 Madrid	Bombing ‐1.5% 10 ‐4.1% 18
9/11/2001 Terrorist	Attacks ‐4.9% 5 ‐11.6% 19
9/23/1998 Collapse	of	LTCM ‐2.2% 11 ‐10.0% 9
8/2/1990 Iraq's	Invasion	of	Kuwait ‐1.1% 2 ‐5.9% 30
10/19/1987 Black	Monday ‐20.5% 33 ‐20.8% 223
3/3/1981 Reagan	Shooting ‐1.2% 1 ‐1.2% 4
8/8/1974 Nixon	Resignation ‐1.3% 39 ‐24.6% 143
10/17/1973 OPEC	Oil	Embargo ‐1.1% 6 ‐1.9% 10
11/22/1963 Kennedy	Assassination ‐2.8% 1 ‐2.8% 2
10/22/1962 Cuban	Missile	Crisis ‐2.7% 1 ‐2.7% 5
12/7/1941 Pearl	Harbor ‐4.4% 18 ‐10.8% 257
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Consumer	 con idence	 is	 a	metric	 that	measures	 individuals’	 perceptions	 around	 the	 existing	 and	

future	business,	employment,	and	income	environment.	Its	signi icance	has	grown	over	the	years	as	

the	U.S.	economy	has	become	increasingly	powered	by	personal	consumption	which	now	makes	up	

over	two‐thirds	of	GDP	in	the	U.S.	Consumer	con idence	has	been	 luctuating	mildly	over	the	past	

year	ranging	between	a	low	of	92	and	a	high	of	102.	The	latest	reading	was	98,	a	positive	number	

and	 correlates	 to	 an	 expanding	 economy.	 The	 overall	 path	 of	 con idence	 remains	 steady,	 but									

uninspired.	 According	 to	 Jeremy	 Cohen	 in	 Economy.com’s	 article	 United	States:	Conference	Board	

Consumer	Con idence	(June	28,	2016),	“Across	the	board	consumer	con idence	showed	key	signs	of	

tightening	in	the	labor	market	with	increasing	income	expectations	in	the	coming	months	powered	

by	the	lower	unemployment	rate.	With	less	slack	in	the	jobs	market,	employees	will	have	a	stronger	

position	 to	negotiate	 for	 increased	wages	and	bene its,	 and	 that	 sense	 is	 re lected	 in	 the	growing	

expectations.	Consumers	are	also	enjoying	the	lowest	summer	gasoline	prices	in	years.	

The	 British	 vote	 to	 leave	 the	 European	 Union	 occurred	 so	 late	 in	 the	 month	 that	 the	 survey	 is								

unlikely	to	have	been	seriously	affected.”	While	market	volatility	caused	by	the	vote	can	in luence	

consumer	 con idence,	 the	 resilience	we	have	 seen	 in	 equity	markets	 in	 the	 aftermath	of	 the	vote		

suggests	a	rather	limited	impact	to	consumer	spending.		

Per	 Brent	 Campbell’s	 article	 in	 Economy.com	 United	States:	S&P/Case‐Shiller®	Home	Price	Indexes	

(June	28,	2016),	“House	price	appreciation	moderated,	as	evidenced	by	the	slowdown	in	year‐over‐

year	 growth	 in	 the	national	 index,	but	 the	ninth	 consecutive	monthly	 gain	 in	 the	10‐	 and	20‐city	

composite	indexes	illustrates	that	the	long‐term	upward	trend	in	home	values	remains	intact.	Other	
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housing	 market	 data	 such	 as	 existing	 home	 sales	 and	 mortgage	 purchase	 applications	 inally				

trending	 upward	 after	 a	 long	 period	 of	 stagnation	 corroborate	 the	 positive	momentum	 in	 house	

prices.”	Additionally,	as	interest	rates	in	the	U.S.	continue	their	drift	lower,	we	expect	this	to	provide	

ongoing	 support	 for	 the	 housing	 market.	 “Nonetheless,	 the	 housing	 recovery	 still	 has	 some												

additional	room	to	run,	as	 irst‐time	homebuyer	demand	remains	relatively	weak	compared	with	its	

historical	performance	this	 far	 in	the	business	cycle.	Renting,	rather	than	owning,	continues	to	be	

popular	 with	 younger	 households	 because	 of	 the	 lack	 of	 funds	 for	 a	 down	 payment	 and	 still‐

lingering	fears	over	the	most	recent	housing	downturn.”	

The	drift	 in	both	con idence	and	home	prices	has	done	little	to	steer	the	market	higher	of	 late.	As	

with	con idence,	the	market	has	been	essentially	 lat	for	eighteen	months	with	several	moments	of	

enthusiasm	and	others	of	indifference.	Several	factors	could	reverse	this	quickly:	a	possible	relief	of	

anxiety	 after	 the	 U.S.	 election,	 regardless	 of	 who	 wins;	 a	 potential	 turnaround	 in	 industrial											

manufacturing	 data	 after	 an	 improvement	 in	 the	 energy	 industry;	 and	 a	 potential	 calming	 in	 the		

tumultuous	political	environment	in	Europe,	to	name	just	a	few.	In	Brent	Campbell’s	analysis,	“More	

encouraging,	despite	the	past	few	months	of	lighter	gains,	the	labor	market	is	increasingly	tight	and	

wage	 pressures	 are	 starting	 to	 build.”	 Businesses	 are	 still	 hiring	 as	 seen	 by	 the	most	 recent	 job	

openings	reading	which	matched	a	ten‐year	high.	A	strong	labor	market,	plus	the	factors	mentioned	

above,	 could	 help	 investors	 focus	 on	 the	 important	 longer	 term	 economic	 trends	 which	 tend	 to				

in luence	markets	much	more	than	events	like	Brexit	which	tend	to	promote	panic	instead	of	much‐

needed	patience.		

After	many	decades	of	absolute	and	relative	returns,	it	became	clear	why	multi‐asset	class	investing	

was	 a	 preferred	 investing	 discipline	 for	 both	 large	 institutions	 and	 individuals.	 	 Institutional									

investors	 would	 list	 reasons	 for	 their	 multi‐asset	 class	 discipline	 preference	 such	 as	 asset	 class				

diversity,	equity‐like	returns	with	lower	standard	deviation,	 low	downside	capture,	and	a	positive	

U.S.	dollar	versus	 interest	rate	correlation.	 	Meanwhile	many	individuals	would	simply	say,	“I	 like	

this	 discipline	 because	my	 portfolio	 does	well	 during	 easy	 years,	 and	 I	 don’t	 get	 crushed	 during		

market	corrections.”		Both	sets	of	investors	are	correct.	
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Multi-Asset Class Investing In A Manipulated Environment 

By: Justin W. McNichols, CFA 

In	this	article:	In	this	piece	we	discuss	how	the	direction	of	the	dollar	and	interest	
rates	 is	affecting	multi‐asset	 class	 investing,	and	how	 it	 is	 leading	 to	 irrational	
and	dangerous	behavior	by	investors.	
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Multi‐asset	class	 investing	does	offer	 investors	asset	class	diversity,	returns	with	 lower	risk,	and	a	

discipline	 that	enables	a	portfolio	 to	 fall	 less	 in	value	during	market	 corrections.	 	Today	however,	

one	of	the	most	important	characteristics	of	multi‐asset	class	investing,	the	dollar	and	interest	rates	

correlation,	is	causing	a	more	dif icult	environment	for	this	and	most	other	investing	styles.		What	do	

we	mean?	

For	many	decades,	the	dollar	and	interest	rates	have	been	highly	positively	correlated	(0.70	is	our	

calculation).	 	This	simply	means	they	generally	move	in	the	same	direction.	 	The	idea	makes	sense	

because	usually	when	interest	rates	are	rising,	the	economy	is	strong	(versus	other	countries),	and	

the	dollar	is	strong	(versus	other	currencies).		The	inverse	is	true	as	well.		The	relationship	between	

the	dollar	and	interest	rates	affects	multi‐asset	class	portfolios	because	the	direction	of	each	acts	as	

headwinds	 or	 tailwinds	 to	 each	 asset	 class.	 	 Let’s	 review	 the	 possible	 dollar	 and	 interest	 rate										

scenarios.	

There	are	only	four	possible	scenarios	for	the	dollar	and	interest	rates.	The	four	are:		1)	both	up,	2)	

both	down,	3)	the	dollar	up	and	interest	rates	down,	and	 inally	4)	the	dollar	down	and	interest	rates	

up.		Three	of	these	four	are	more	common.		The	dollar	and	interest	rates	generally	rise	and	fall	to‐

gether,	while	sometimes	the	dollar	will	peak	and	begin	to	fall	later	in	an	economic	expansion	while	

interest	rates	are	rising.	 	In	fact,	these	three	have	occurred	about	85%	of	the	time	over	the	last	50	

years.	 	 The	 fourth	 scenario,	where	 the	dollar	 rises	 and	 interest	 rates	 fall	 is	 fairly	 rare	 for	obvious		

reasons.	 	If	 interest	rates	are	falling,	the	economy	is	usually	slowing,	and	the	dollar	should	slow	as	

well.	

But	what	happens	if	there	is	a	global	effort	to	manipulate	one	of	the	two	lower?		And	what	if	there	is	

a	 global	 effort	 to	 manipulate	 one	 of	 the	 two	 to	 zero	 or	 even	 negative?	 	 When	 this	 occurs,	 the											

correlations	temporarily	decouple,	the	4th	scenario	arises,	and	investors	act	dangerously	irrational.		

This	is	the	environment	we	see	today.		In	mid‐2014,	the	European	Central	Bank	(ECB)	reduced	their	

benchmark	 deposit	 rate	 to	 ‐0.1%.	 	 The	 goal	 was	 to	 reduce	 borrowing	 costs	 for	 individuals	 and					

companies,	 while	 punishing	 banks	 for	 holding	 cash	 versus	 lending.	 	 The	 plan	 would	 spur	 loan	

growth,	 thus	 increasing	 economic	 activity	 and	 increasing	 in lation	 as	 well.	 	 Unfortunately,	 after				

fearing	 a	 strong	 currency	 which	 would	 hurt	 exports	 and	 their	 economies,	 Denmark,	 Sweden,							

Switzerland,	 Japan,	and	other	countries	followed	the	ECB.	 	These	actions	soon	caused	the	dollar	to	

strengthen	because	our	economy	was	stronger,	while	U.S.	 interest	rates	crept	 lower	because	rates	

outside	 the	 U.S.	 were	 at	 record	 lows.	 	 The	 unprecedented	 actions	 of	 global	 central	 banks	 to														

manipulate	 interest	rates	 to	zero	or	negative	 levels,	has	caused	the	scenario	of	 “dollar	up,	 interest	

rates	down”	to	occur.		So	what	is	the	effect	for	a	multi‐asset	class	portfolio?	

Multi-Asset Class Investing In A Manipulated Environment Cont.’d 

Ju ly  2016,  Issue 64 Page 5 



 

 © 2016 Osborne Partners Capital Management, LLC. All rights reserved. 

Source:	OPCM	

In	the	table	below,	we	show	the	four	different	dollar	and	interest	rate	combinations	in	four	columns.		

In	 each	 column,	 we	 list	 the	 combination’s	 performance	 ranking,	 portfolio	 effect,	 approximate								

percent	of	the	time	the	combination	has	occurred	during	the	last	50	years,	along	with	example	time	

periods	for	each.		In	the	lower	portion,	we	show	the	effect	of	each	asset	class	by	the	combination.			

The	 key	 igure	 in	 this	 table	 is	 the	 “portfolio	 effect.”	 The	 portfolio	 effect	 shows	 the	 combination’s			

performance	 effect	 on	 an	 OPCM	multi‐asset	 class	 portfolio,	 before	 any	 performance	 of	 the	 actual	

portfolio	holdings.		View	it	as	a	head	start	(positive	or	negative)	before	returns	are	even	considered.		

In	the	scenario	of	interest	rates	down	and	the	dollar	up,	the	portfolio	should	experience	a	negative	

2.6%	return	headwind.	This	headwind	is	quite	a	difference	to	the	 irst	two	scenarios,	which	together	

occur	65%	of	the	time.		The	portfolio	effect	return	difference	can	be	over	5%	if	you	compare	interest	

rates	up	and	dollar	down	(+2.8%)	to	the	inverse	(‐2.6%).	

The	reaction	of	 the	different	asset	classes	makes	sense.	 In	a	strong	dollar	environment,	 the	U.S.	 is	

usually	 experiencing	 stronger	 economic	 growth	 versus	 the	 globe,	 so	 foreign	 equities,	 natural									

resources,	 and	 many	 alternatives	 should	 underperform.	 	 The	 interest	 rate	 effect	 is	 even	 more								

ampli ied	 today	 because	 rates	 are	 being	 manipulated	 toward	 zero.	 	 The	 ampli ication	 is	 causing				

investors	 to	 act	 both	 irrationally	 and	 dangerously	 in	 two	major	 ways.	 	 First,	 investors	 are	 using				

equity	sectors	as	bond	proxies	by	chasing	their	dividend	yield.		Practically	any	stock	in	the	utilities,	

consumer	staples,	and	telecom	sectors	with	a	yield	over	1.5%	is	being	chased	by	investors.	 	These	

same	investors	are	forgetting	these	are	not	bonds,	but	in	most	cases	lower	quality,	risk	laden	stocks.		

Multi-Asset Class Investing In A Manipulated Environment Cont.’d 
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Interest	Rates	Direction	 Interest	Rates	UP Interest	Rates	UP Interest	Rates	DOWN Interest	Rates	DOWN
U.S.	Dollar	Direction U.S.	Dollar		DOWN U.S.	Dollar		UP U.S.	Dollar			DOWN U.S.	Dollar			UP

Ranking 1st	(Best) 2nd 3rd 4th	(Worst)

Portfolio	Effect	‐	OPCM	
Balanced +2.8% +1.2% ‐1.0% ‐2.6	%

Approx	%	of	the	time	
last	50	years 26% 40% 20% 14%

Example	Periods 2003	‐	2007 1997	‐	1999 2001	‐	2003 2014	‐	2016

EFFECT	ON:
Domestic	Equities UP UP DOWN DOWN
Foreign	Equities STRONG	UP UP DOWN STRONG	DOWN
Natural	Resources STRONG	UP FLAT UP STRONG	DOWN
Real	Estate UP UP DOWN DOWN
Alternatives UP UP DOWN DOWN
Fixed	Income DOWN DOWN UP UP
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As	a	trio	that	comprises	16%	of	the	S&P	500,	these	three	sectors	represent	100%	of	the	S&P	500’s	

performance	in	2016.		This	means	the	other	84%	of	the	S&P	500	has	a	return	of	0%	in	2016.		What	

are	the	characteristics	of	these	three	sectors?			

5%	long‐term	earnings	growth	–	well	below	the	overall	S&P	500.	

3%	estimated	earnings	growth	in	2016.	

A	P/E	 ratio	 of	20x	 for	utilities,	 23x	 for	 staples,	 and	25x	 for	 telecom.	 	All	more	 than	50%	

above	historic	medians.	

Debt	to	capital	levels	of	over	50%.	

There	is	no	doubt	these	three	sectors	are	in	bubble	territory.		When	they	normalize,	investors	could	

lose	half	of	their	investments	or	more.	The	second	way	investors	are	acting	irrationally	is	by	buying	

bonds	with	 long	maturities,	while	caring	 less	about	quality	every	day.	 	This	maturity	 leaping	and	

junk	chasing	is	unlikely	to	end	well.	

So	what	does	this	unprecedented	environment	mean	for	multi‐asset	class	investing?			

First,	 some	 characteristics	 will	 not	 change.	 	 The	 discipline	 will	 always	 provide	 needed			

portfolio	 diversity.	 	 More	 importantly,	 it	 will	 reduce	 risk	 and	 protect	 portfolios	 during				

corrections.		During	the	steep	correction	earlier	in	the	year,	it	was	typical	to	see	our	multi‐

asset	portfolios	down	half	as	much	as	markets.			

Next,	with	manipulated,	record	low	interest	rates,	redeploying	 ixed	income	proceeds	from	

maturing	bonds	will	be	more	dif icult,	and	our	team	may	take	longer	to	reinvest	capital.			

Additionally,	if	the	dollar	continues	to	strengthen,	it	will	be	a	headwind	to	foreign	equities	

and	 natural	 resources.	 	 However,	 fundamental	 in lection	 points	 along	 with	 exceptional				

valuation	are	starting	to	overtake	the	strong	dollar	headwind.		As	an	example,	our	natural	

resources	 asset	 class	 is	 up	over	25%	 in	2016	at	 the	 time	of	 this	writing,	while	 emerging	

markets	are	posting	solid	returns	this	year.	

Finally,	 if	 the	 irrational	buying	of	bond	proxies	 at	bubble	valuations	 continues,	 the	head‐

wind	in	the	domestic	equities	asset	class	will	continue.		Our	methodical	discipline	does	not	

allow	the	investment	team	to	purchase	companies	with	high	debt	and	no	earnings	growth,	

trading	 at	 25	 times	 earnings.	 	 However,	 we	 believe	 follow‐on	 effects	 from	 Brexit	 across			

Europe,	questions	about	global	monetary	policy,	upcoming	election	uncertainty	in	the	U.S.,	

and	overall	market	volatility,	will	provide	ample	opportunity	to	add	fundamentally	strong	

companies	at	exceptional	values	to	the	portfolio.		
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Markets	eventually	normalize,	and	historic	correlations	between	economic	indicators	will	return.		In	

the	meantime,	our	multi‐asset	 class	discipline	will	 provide	diversity	 and	defend	against	upcoming	

volatility	and	corrections.		At	the	same	time,	our	discipline	will	stay	consistent,	and	we	will	not	chase	

these	future	ticking	time	bombs	in	order	to	increase	the	portfolio’s	income	by	a	few	dollars.	

$10	trillion.	That	is	the	amount	of	global	government	bonds	that	traded	with	a	negative	yield	in	May.	

A	month	later	in	early	June,	a	third	of	bonds	in	the	JP	Morgan	Global	Government	Bond	Index	traded	

with	a	negative	yield.	Following	Britain’s	vote	to	leave	the	European	Union	in	late	June,	the	10‐year	

bond	in	Germany	hit	a	record	low,	and	a	third	of	European	corporate	bonds	traded	with	a	negative	

yield.	Why	is	this	happening?			

Negative	Interest	Rates	Created	by	Policy	

Central	 bank	 policy	 has	 driven	 negative	 rates.	 It	 started	 in	 Europe	 in	 the	 summer	 of	 2012,	when				

accommodative	 monetary	 policy	 by	 the	 European	 Central	 Bank	 (ECB)	 led	 Denmark	 to	 introduce		

negative	 interest	 rate	 policy	 on	 deposits	 above	 a	 certain	 level	made	 by	 commercial	 banks	 at	 the				

central	bank.	Denmark	did	 this	 to	protect	 its	 currency	against	appreciation	versus	 the	Euro,	 since	

appreciation	would	harm	its	export	competitiveness.	The	ECB	pushed	further,	introducing	a	negative	

rate	 on	 its	deposit	 facility	 akin	 to	 the	Danish	 structure	 in	 June	2014.	 Later	 that	 year,	 Sweden	and	

Switzerland	implemented	a	rate	policy	similar	to	the	Danes	and	the	ECB	to	protect	against	currency	

appreciation	versus	the	Euro.	The	Bank	of	Japan	(BOJ)	surprised	the	markets	in	January	2016	by	also	
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Not Making Cents: An Examination of Negative Interest Rates 

By: Ben T. Viemeister, CFA 

In	this	article:	We	discuss	the	recent	phenomenon	of	negative	 interest	rates	and	
its	impact	on	allocation	strategy.		

Government	Bond	Yields	
June	27,	2016	

		 Denmark	 France	 Germany	 Japan	 Sweden	 U.S.	

2‐Year	 ‐0.61%	 ‐0.50%	 ‐0.65%	 ‐0.29%	 ‐0.54%	 +0.61%	

5‐Year	 ‐0.36%	 ‐0.27%	 ‐0.55%	 ‐0.28%	 ‐0.30%	 +1.00%	

10‐Year	 +0.08%	 +0.30%	 ‐0.11%	 ‐0.20%	 +0.37%	 +1.46%	

Policy	Rate	 ‐0.75%	 ‐0.40%	 ‐0.40%	 ‐0.10%	 ‐0.50%	 +0.25%	to	
+0.50%	

Multi-Asset Class Investing In A Manipulated Environment Cont.’d 
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Not Making Cents: An Examination of Negative Interest Rates Cont.’d 

putting	 in	 place	 a	 negative	 interest	 rate	 on	 bank	 deposits	 at	 the	 central	 bank	 above	 a	 certain				

threshold.	

Not	only	did	central	banks	set	negative	policy	rates,	they	also	launched	large	bond	buying	programs.	

These	programs	purchase	government	bonds,	and	in	some	cases	investment	grade	corporate	bonds,	

among	other	assets.	The	European	program	is	over	$1	trillion,	while	the	Japanese	program	has	led	to	

the	BOJ	owning	a	third	of	all	Japanese	government	bonds.	The	programs	have	expanded	in	scale	and	

scope	over	time,	encouraging	speculative	buying	of	 ixed	income	assets.		

The	negative	interest	rate	policy	and	bond	purchase	program	interplayed	to	drive	government	bond	

rates	 negative.	 How?	 The	 BOJ	 program	 set	 no	 interest	 rate	 minimum	 on	 bonds	 purchased,	 so								

negative	yielding	bonds	are	eligible	for	the	program.	The	ECB	made	bonds	with	interest	rates	as	low	

as	 the	 negative	 deposit	 policy	 rate	 eligible	 for	 purchase.	 This	 has	 helped	 drive	 government	 bond	

yields	in	Europe	and	Japan	to	negative	levels.	

Why	would	central	banks	implement	bond	purchase	and	negative	rate	policies?	To	address	in lation	

expectations	 that	 are	 running	 below	 central	 bank	 targets	 and	 incentivize	 growth;	 its	 proxy	 being	

gross	domestic	product	(GDP)	that	is	growing	below	its	estimated	potential.		

Policy	Motivation:	Incentivize	Growth	

Developed	 economies	 like	 Europe	 and	 Japan	 continue	 to	 grow	 below	 their	 estimated	 potential.			

Lowering	interest	rates	is	meant	to	incentivize	growth.	Setting	a	negative	interest	rate	on	deposits	

above	 a	 certain	 level	 a)	 encourages	 banks	 to	 lend	 instead	 of	 parking	money	 at	 the	 central	 bank,									

b)	puts	downward	pressure	on	 local	 currency	 thereby	supporting	 export	 growth,	 c)	 lowers	broad					

interest	rates	and	credit	spreads	thus	encouraging	businesses	and	investors	to	allocate	capital	away	

from	 safe,	 low	 growth	 assets	 to	 higher	 risk,	 higher	 growth	 assets.	 As	 a	 result,	 the	 gap	 between							

present	and	potential	growth	closes,	creating	a	catalyst	for	in lation	expectations	to	rise.	

Policy	Motivation:	Set	In lation	Expectations	

In lation	expectations,	as	measured	via	surveys	as	well	as	interest	rate	spreads,	are	below	the	BOJ’s	

and	 ECB’s	 2.0%	 long‐term	 in lation	 targets.	 In lation	 expectations	 for	 5‐to‐10	 years	 from	 now	 in			

Europe	and	Japan	are	running	1.2%	‐	1.3%,	marking	an	all‐time	low	for	Europe	and	a	multi‐year	low	

for	Japan.	

Ju ly  2016,  Issue 64 

		 Eurozone	 Japan	

Actual	GDP	%	Deviation	from	Potential	
Estimated	GDP	2015	

‐2.2%	 ‐0.3%	

In lation	Expectations	–	In lation	Target	
First	Half	2016	

‐0.7%	 ‐0.8%	

Source:	OECD,	OPCM	
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In lation	expectations	matter	because	they	in luence	behavior.	Lower	price	expectations	mean	less	

urgency	 to	buy	now.	Mitigating	 the	risk	of	delayed	consumption	 is	vital	 since	consumption	 is	 the	

largest	driver	of	economic	growth	in	most	countries,	with	consumption	composing	over	half	of	the	

European	and	Japanese	economies.		

Real	World	Implications	

While	 the	 policy	 motivation	 is	 to	 generate	 positive	 growth	 and	 in lation	 expectations,	 there	 are					

potential	drawbacks.	Con idence	in	policymakers	and	the	economy	is	damaged	in	that	the	policy	is	

viewed	by	some	as	an	act	of	desperation,	potentially	making	companies	invest	less	since	con idence	

is	 an	 important	 driver	 of	 capital	 expenditures.	 Bank	 pro itability	 faces	 headwinds	 from	 a	 latter	

yield	curve.	Low	interest	rates	lower	urgency	for	governments	to	address	structural	problems	like	

leverage	and	demographics.	Savers	are	hurt	as	interest	rates	decline,	not	just	in	Europe	and	Japan;	

foreign	central	bank	policy	has	dragged	U.S.	Treasury	yields	lower	as	their	yield	is	elevated	versus	

European	and	Japanese	debt.	

Allocation	Implications	

Despite	 the	 drawbacks	 of	 negative	 interest	 rates	 in	 certain	markets,	 there	 are	 still	 opportunities	

within	 ixed	 income.	 OPCM	 prefers	 domestic	 investment	 grade	 corporate	 bonds	 and	 municipal	

bonds	with	maturities	of	3	to	7	years,	the	steepest	part	of	the	yield	curve	that	best	balances	income	

generation	 and	 the	 risk	 of	 principal	 decline	when	 rates	 rise.	 Treasuries	 and	 foreign	 government	

bonds	do	not	offer	yields	compelling	enough	to	take	on	dollar‐denominated	principal	risk.	Given	the	

historically	 low	 level	 of	 interest	 rates,	 small	 allocations	 to	 bank	 loans	 and	 high	 yield,	 which											

outperform	 ixed	rate	government	bonds	in	rising	rate	periods,	plus	an	interest	rate	hedge,	are	held	

in	OPCM	portfolios.	

Volatility	and	distortions	driven	by	central	bank	policy	create	opportunities	to	 invest	across	asset	

classes	 in	 individual	securities	offering	attractive	combinations	of	valuation	and	growth	potential.	

The	OPCM	 Investment	Team	will	 continue	 to	methodically	 apply	 its	process	 to	 take	advantage	of	

these	opportunities.	
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Given	a	lackluster	global	equity	environment	in	the	2nd	quarter,	general	economic	sluggishness	and	

fears	surrounding	the	Brexit,	U.S.	credit	markets	performed	very	well	for	the	quarter.	The	10‐Year	

U.S.	Treasury	bond	began	the	quarter	at	1.80%	and	ended	with	a	yield	of	1.45%,	with	most	of	this	

move	occurring	in	the	month	of	June	alone.	This	is	a	dramatic	move	in	such	a	short	period	of	time.	

Generally,	economic	and	market	uncertainty	 is	 favorable	 for	bonds	–	particularly	those	viewed	as	

being	“safe	havens”	 in	 times	of	market	risk.	 In	 this	most	recent	quarter,	 these	uncertainties	were	

favorable	 for	nearly	all	classes	of	U.S.	bonds.	We	wrote	 in	our	 last	Economic	Memo	about	the	fact	

that	junk	bonds	tend	to	outperform	other	types	of	bonds	following	the	 irst	or	second	rate	hike	in	a	

tightening	cycle	–	this	has	certainly	been	the	case	this	year.	As	you	can	see	in	the	table	below,	U.S.	

junk	bonds	have	returned	over	9%	this	year	to	investors.	Similarly,	corporate	bonds	are	up	nearly	

8%	for	the	year,	while	the	aggregate	U.S.	bond	market	 is	up	over	5%.	These	are	incredibly	strong	

bond			market	returns	and	unlikely,	in	our	view,	to	continue.	

With	 the	 uncertainties	 created	 by	 the	Brexit	 vote,	 the	 Fed	 has	 seemingly	 become	more	 “dovish”,	

meaning	the	likelihood	of	another	rate	hike	between	now	and	year‐end	has	becoming	increasingly	

unlikely.	As	a	result,	we	continue	to	maintain	our	relatively	defensive	posture	in	the	3‐7	year	range	

of	the	yield	curve,	while	focusing	on	high‐quality	without	exposing	portfolios	to	signi icant	maturity	

risk.	
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By: Charles J. Else 
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In	this	article:		Economic	and	market	uncertainty	has	driven	strong	 ixed	income	
returns	this	year.	

Junk	Bonds	
9.32%

Municipals
3.63%

Bond	Mkt	
Avg	

5.31%

Gov't
4.83%

U.S.	Agency	
3.28%

Corporates
7.68%

0%

2%

4%

6%

8%

10%
YTD	2016	Bond	Market	Total	Returns

So
ur
ce
:	W

al
l	S
tr
ee
t	J
ou
rn
al
	

T
ot
al
	R
et
u
rn
	



 

 © 2016 Osborne Partners Capital Management, LLC. All rights reserved. 

Millennials	 born	 between	 1981	 and	 1997	 are	 facing	 a	 variety	 of	 inancial	 challenges.	 	 Many	 are			

having	dif iculty	making	ends	meet	let	alone	saving	toward	short	and	longer	term	 inancial	goals.			

Today	we	 are	 seeing	more	 young	 adults	 staying	 at	 home	 longer	 for	 inancial	 reasons.	 	 Statistics	

show	 that	 approximately	 32%1	 of	 young	 adults	 are	 living	 with	 their	 parents.	 	 Millennials	 are						

graduating	from	college	with	record	debt	and	many	are	facing	challenges	trying	to	pay	them	off.		As	

of	12/31/15,	approximately	20%	of	student	loans	in	repayment	were	delinquent.2	

It	is	dif icult	to	begin	a	career	while	struggling	to	“catch	up”	 inancially	and	at	the	same	time	trying	

to	build	a	nest	egg.		Below	are	steps	that	may	help	eliminate	some	of	these	 inancial	burdens:	

	

1.	Prioritize	expenses	between	“Needs	vs	Wants”.	This	 is	 the	 irst	 step	 toward	 creating	 a	

sound	budget.	 	There	are	many	con licting	 inancial	priorities	when	 irst	starting	out.	 	After	

paying	monthly	 ixed	expenses	there	is	often	very	little	discretionary	income	left.	 	Begin	by	

building	a	budget	to	identify	“Needs	v	Wants”.		“Needs”	are	 ixed	living	expenses	such	as	rent,	

utility,	gas,	food,	etc.		 	“Wants”	are	expenses	which	are	discretionary	such	as	entertainment,	

travel,	shopping,	etc.		This	can	be	an	eye‐opening	experience	to	see	how	one	spends.	

2.	Consolidate	and	evaluate	debt,	including	educational	loans.		Make	a	 list	of	all	debt	and	

corresponding	interest	rates.	Evaluate	your	loan	options.		Eliminate	the	highest	interest	debt	

(e.g.	 credit	 cards)	 and	 consolidate	 into	 a	 lower	 interest	 loan.	 	 A	 secured	 debt	 backed	 by						

assets	 such	 as	 a	 home	 or	 car	 often	 offers	 a	 lower	 rate	 than	 an	 unsecured	 debt.	 After	 loan			

consolidation,	 create	 a	 timeline	 to	 pay	 off	 the	 loan(s).	 	 Knowing	 there	 is	 an	 end	 in	 sight							
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Do You Recognize These Financial Challenges Facing Millennials? 

By: Judy N. Hirotaka, CFP®, ChFC®, CWS® 

In	this	article:	As	millennials	start	to	accumulate	wealth,	they	may	face	a	variety	of	
inancial	hurdles.	 	We	discuss	a	number	of	planning	steps	to	help	reduce	some	of	
these	challenges.	

Fixed Income Round-Up Cont.’d 

Source:	Yahoo!Finance	and	Bankrate.com	

Average Money Market Fund 0.10% 10 Yr. AAA Muni Bond 1.18%

5 Yr. AAA Muni Bond 0.67%
10 Yr. AA Corporate 
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2.26%

5 Yr. AA Corporate 
Bond—Intermediate

1.29% 10 Yr. U.S. Treasury 1.45%

30 Yr. Fixed Rate Mortgage 
(Conforming)

3.48%

Bond Market Yields 6/30/2016
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creates	a	feeling	of	security.	 	For	federal	student	loans,	repayment	plans	can	be	changed	or	

loans	 consolidated	 into	 a	 “Direct	 Consolidation	 Loan”.	 	 For	 more	 information	 go	 to:	

www.studentaid.ed.gov.				

3.	Take	advantage	of	what	your	employer	has	to	offer.	 	Many	businesses	offer	 a	 dollar	 or	

percentage	 match	 through	 their	 company’s	 401(k)	 plan.	 	 	 Dollars	 are	 withdrawn	 directly	

from	the	employee’s	paycheck	prior	to	being	paid	out	so	there	is	no	opportunity	to	“spend”	

these	 dollars.	 	 If	 a	 ROTH	 401(k)	 option	 is	 also	 offered,	 this	 may	 be	 a	 better	 choice	 for							

someone	 in	 a	 lower	 tax	 bracket.	 	 Contributions	 to	 a	 ROTH	 401(k)	 are	 taxed	 now	 at	 your					

current	 income	 tax	 rate	 rather	 than	 later,	making	 any	 future	withdrawals	 “tax	 free”.	 	 The			

earlier	retirement	savings	start,	the	more	value	each	dollar	provides		long‐term.						

4.	Build	work	experience.	 	The	Millennial’s	most	valuable	 asset	 is	 their	human	 life	value	or	

their	 future	 lifetime	 earnings.	 	 If	 paid	 employment	 is	 unavailable,	 an	 internship	 is	 a	 great			

opportunity	 to	 make	 important	 connections	 while	 gaining	 work	 experience.	 	 Acquiring							

valuable	 work	 experiences	 and	 skills	 are	 transferable	 into	 future	 earnings	 growth.	 	 As						

earnings	grow,	it	becomes	easier	to	pay	bills,	pay‐off	debt,	and	create	savings	to	meet	short	

and	long‐term	goals.	

5.	Keep	an	eye	on	your	FICO	score.		Many	lenders	use	FICO	to	determine	a	borrower’s	credit	

worthiness.		Whether	buying	a	car	or	a	home,	being	able	to	acquire	a	loan	with	an	attractive	

rate	 can	depend	on	 one’s	 FICO	 score.	 	 This	 score	 is	 generated	 from	 information	 related	 to	

payment	history	(35%),	amounts	owed	(30%),	 length	of	credit	history	(15%),	credit	mix	in	

use	 (10%)	as	well	 as	 the	number	of	 new	credit	 opened	 (10%).3	 	Too	many	 late	payments,	

credit	 inquiries,	or	 incorrect	 information	on	your	 credit	 record,	may	negatively	 affect	 your	

credit	 score.	 	 It	 is	 a	 good	 idea	 to	 check	 your	 record	 at	 least	 once	 a	 year.	 	 For	 further														

information	 on	 how	 to	 obtain	 a	 free	 credit	 report	 go	 to	 www.annualcreditreport.com.					

Building	 and	monitoring	 one’s	 credit	 score	 can	make	 a	difference	when	 the	 time	 comes	 to	

make	a	major	purchase.			

	

Millennials	 are	 still	 acquiring	new	skills	 and	experiences	while	 they	 are	 at	 the	beginning	of	 their	

wealth	 accumulation	 phase.	 	 This	 is	 the	 perfect	 time	 for	 young	 adults	 to	 create	 a	 solid	 inancial		

foundation	to	build	wealth	for	their	future	 inancial	success.			
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If	you	or	someone	close	to	you	may	need	 inancial	guidance,	please	contact	your	Portfolio	Counselor	

or	 primary	 contact	 at	 Osborne	 Partners	 to	 set	 up	 a	 meeting	 with	 one	 of	 our	 Certi ied	 Financial			

Planners.		

	

1.	 Pew	Research	2014	statistic		

2.	 US	Department	of	Education,	News	Release	March	17,	2016	New	Student	Loan	Report	Reveals	Promising	Repayment	Trends	

3.	 www.my ico.com/crediteducation/WhatsInYourScore.aspx		Percentages	are	based	on	the	importance	of	the	 ive	categories	for	the	

general	population.	

	

	

	

	

	

	

	

	

Although	his	 interest	 in	baseball	and	skiing	were	temporarily	 in	 focus,	 Justin	has		

always	been	passionate	about	 inance	and	analysis.	Luckily,	being	a	self‐described	

“optimistic	realist”	enabled	him	to	 ind	a	career	he	loves.		Justin	wanted	to	see	how	

long	 he	 could	 competitively	 play	 baseball.	 	 After	 a	 well‐above	 average	 game	

(lucky),	 a	 professional	 scout	 offered	 him	 a	 spot	 on	 a	 rookie	 league	 team	 in						

southern	California	near	where	he	was	set	to	start	college.		After	a	short	season	of	hitting	.200	and	

playing	right	 ield,	the	optimistic	realist	took	over,	and	Justin	decided	to	concentrate	on	school	and	

his	love	of	skiing.		After	graduating	college	in	three	years,	and	ski	instructing	during	the	winters,	he	

planned	on	 taking	a	year	off	 to	 ski	 instruct	 in	Colorado.	 	At	 the	same	 time,	 for	 fun,	he	 sat	 for	 the	

GMAT	exam	for	business	school,	and	applied	to	a	few	 inance	focused	graduate	schools.		After	being	

accepted	to	the	schools,	the	optimistic	realist	came	out	again,	and	he	realized	skiing	would	always	

exist,	but	the	chance	to	earn	an	MBA	by	age	22	would	not.	
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After	graduating	from	business	school,	Justin	spent	a	year	in	New	York	working	as	an	analyst.		The	

job	mainly	consisted	of	fetching	portfolio	managers’	coffee	in	zero	degree	weather,	and	having	most	

of	his	investment	ideas	promptly	shot	down.		The	experience	thickened	his	skin,	and	he	was	able	to	

return	 to	 his	 native	 San	 Francisco	 after	 landing	 a	 job	 with	 the	 investment	 bank,	 Cowen	 and										

Company.	 	After	 three	years	 at	Cowen,	he	pounced	on	 the	opportunity	 to	 join	 a	 large	 institution,	

Wells	Fargo,	 in	 their	 investment	management	 arm,	Wells	Asset	Management.	 	By	 the	 time	he	 left	

Wells	three	years	later,	he	had	his	dream	job	as	the	head	of	research.				

Justin	joined	OPCM	in	2000	after	what	was	later	named	“the	eighteen	month	interview”.		Always	a	

creative	business	man,	our	Chairman,	Charley	Osborne,	facing	the	future	retirement	of	two	portfolio	

managers,	decided	to	open	investment	management	accounts	with	a	couple	of	large	institutions.		He	

said	to	the	 irms,	“I	don’t	need	to	meet	with	the	person	who	manages	the	portfolio,	but	I	want	your	

best	young	person	to	manage	the	portfolio	for	me.”		Luckily,	Wells	Asset	Management	asked	Justin	

to	 manage	 Charley’s	 portfolio,	 and	 Charley	 proceeded	 to	 track	 every	 buy	 and	 sell	 for	 the	 next				

eighteen	months.		Eighteen	months	and	a	day	later,	Charley	called	Justin,	they	had	lunch,	discussed	

the	portfolio,	and	Charley	offered	 Justin	a	chance	 to	 join	Osborne	Partners	as	a	partner,	and	help	

Charley	continue	to	grow	the	 irm	into	the	next	generation.		The	rest	is	history.	

Today	Justin	enjoys	working	with	the	deep	team	at	OPCM,	built	over	the	last	decade.		His	passion	for	

analyzing	 investments	 and	portfolio	 strategy	 continues	 to	 grow.	Outside	 the	of ice,	 he	now	hits	 a	

golf	ball	 instead	of	a	baseball,	and	only	 teaches	skiing	 to	 two	students,	his	kids.	 	He	also	enjoys	a	

quick	early	morning	commute	into	the	of ice	from	his	home	in	Diablo.	

	

Things	you	may	not	know	about	Justin:	

He	 is	 one	 of	 the	 few	 non‐politicians	 and	 attorneys	 in	 his	 family.	 His	 grandfather	was	 the		

governor	of	Colorado	and	his	grand	uncle	was	the	Mayor	of	Denver.	

His	real	name	is	Stephen,	and	Justin	is	his	middle	name.		When	Justin	(Stephen)	was	born	in	

Colorado,	 his	 grandmother	 called	 the	 newspapers	 to	 tell	 them,	 “The	 governor	 now	 has	 a	

grandson,	Stephen	the	4th”.		After	reading	the	newspaper,	the	hospital	switched	his	name	to	

Stephen	Justin	from	Justin	Stephen.	

He	once	beat	another	OPCM	employee	in	golf	by	67	strokes.	(Yes,	there	are	witnesses).	

He	likes	contemporary	art,	but	can’t	draw	a	stick	 igure.	
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The opinions expressed herein are strictly those of Osborne Partners Capital Management, LLC as of the date of the material and is subject to 

change without no ce.  None of the data presented herein cons tutes a recommenda on or solicita on to invest in any par cular investment 

strategy and should not be  relied upon  in making an  investment decision.   There  is no guarantee  that  the  investment strategies presented 

herein will work under all market condi ons and investors should evaluate their ability to invest for the long‐term. Each investor should select 

asset classes for investment based on his/her own goals,  me horizon and risk tolerance. The informa on contained in this report is for infor‐

ma on purposes only and should not be deemed investment advice.  Although informa on has been obtained from and is based upon sources 

Osborne Partners Capital Management, LLC believes to be reliable, we do not guarantee its accuracy and the informa on may be incomplete or 

condensed. Past performance is not indica ve of future results. Inherent in any investment is the possibility of loss.  Osborne Partners Capital 

Management, LLC does not provide tax or legal advice. Please consult with your tax and legal advisors regarding your personal circumstances. 

580	California	Street,	Suite	1900							

San	Francisco,	CA	94104	

Phone:	(415)	362‐5637	

Fax:	(415)	362‐5996	

	

	

				535	Middle ield	Road,	Suite	160	

				Menlo	Park,	CA	94025	

					Phone:	(650)	854‐5100	

			Fax:	(650)	854‐5661	

 Contact	Us:		

E‐mail:	info@osbornepartners.com	

Phone:	(800)	362‐7734	

www.osbornepartners.com	

Locations:	

Our	updated	ADV	is	available	upon	request	and	on	the	client	portion	of	the	OPCM	website.		

Certified Financial Planner Board of Standards Inc. owns the certification marks CFP®, CERTIFIED FINANCIAL PLANNER™ 
and federally registered CFP (with flame design) in the U.S., which it awards to individuals who successfully complete CFP 
Board’s initial and ongoing certification requirements. 


