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Multi‐Asset	Class	Poised	To	Outperform	 (p2)	We	 discuss	 the	 factors	 pointing	 to	 multi‐asset	 class			
investing’s	potential	future	resurgence.	

Why	Should	I	Care	About	the	Yield	Curve?	(p7)	Recent	shifts	in	the	yield	curve	have	garnered	a	lot	of	
attention	–	we	take	a	closer	look	at	what	it	may	be	signaling.		

Navigating	Energy	Volatility	(p11)	Historic	 energy	underperformance	 leads	 to	 closer	 look	at	 causes	
and	investment	opportunities.	

Fixed	Income:	A	Credit	Conundrum	(p14)	The	bond	market	and	the	Fed	are	not	on	the	same	page.		

Summertime	and	Retirement	Income	Planning	(p17)	A	method	for	identifying	a	sustainable	amount	
of	money	to	withdrawal	annually	from	an	investment	portfolio.								
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Global	stocks	continued	to	rally	as	the	yield	curve	 lattened.	

The	unemployment	rate	made	a	new	cycle	low,	even	though	growth	is	tepid.	
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Over	the	past	few	years,	multi‐asset	class	investing	has	not	been	kind	to	many	large	and	well‐known	

foundations	 and	 endowments.	 	 Many	 of	 these	 previously	 solid	 managers	 have	 delivered	 the								

combination	of	poor	returns,	coupled	with	high	fees,	and	abnormally	high	volatility.		Sentiment	has	

become	increasingly	negative	for	a	management	style	that	delivered	the	best	risk‐adjusted	returns	

for	 many	 decades.	 	 Media	 stories	 have	 ramped	 as	 coverage	 of	 Harvard’s	 layoff	 of	 half	 of	 their									

investment	staff	found	its	way	onto	front	pages	of	numerous	publications	earlier	this	year.		As	seen	

below,	only	one	Ivy	League	school	delivered	a	positive	2016	 iscal	year	return.	

The	average	U.S.	college	and	university	endowment	did	not	fare	any	better,	with	the	average	posting	
a	negative	2%	return	in	 iscal	year	2016,	as	seen	in	the	following	chart.	
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Multi-Asset Class Poised To Outperform  

By: Justin W. McNichols, CFA 

In	this	article:		We	discuss	the	factors	pointing	to	multi‐asset	class	investing’s	po‐
tential	future	resurgence.	

Source:	Harvard	
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In	this	article:		Consumer	con idence	is	rising,	but	whether	it	will	propel					spend‐
ing	is	a	question.		

How	did	arguably	 the	world’s	most	 successful	 risk‐adjusted	management	style	perform	so	poorly	

recently?	 We	 believe	 it	 was	 caused	 by	 a	 combination	 of	 management	 missteps	 and	 once‐in‐a‐

century	market	conditions	for	many	asset	classes.	

First,	 regarding	 the	management	missteps,	many	 endowments	 and	 foundations	entered	 the	2007	

bear	market	with	generally	high	equity	allocations.	 	The	table	below	shows	the	average	allocation	

for	institutional	investors.		At	the	top	of	the	market	for	equities	in	2007,	the	average	institution	had	

a	similar	allocation	to	the	2005	bar	–	approximately	55%	allocated	to	global	equities.		Through	the	

bear	market,	institutions	actually	reduced	holdings	of	equities,	and	by	the	time	stocks	bottomed	in	

2009/2010,	equities	allocations	were	down	to	under	45%.		As	you	can	see,	through	2013,	and	still	

evident	today,	these	managers	have	further	reduced	equities	to	under	35%	in	2013.			
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Many	high‐pro ile	endowments	have	spent	the	last	few	years	with	total	equities	allocations	under	

30%.	 Over	 the	 past	 5+	 years,	 most	 of	 these	 managers	 increased	 their	 allocations	 to	 other	 asset				

classes,	 most	 notably	 alternative	 asset	 classes	 –	 de ined	 as	 hedge	 funds	 or	 other	 hedging	 tools,					

private	 investments,	 and	 natural	 resources.	 	 These	 investments	 dramatically	 underperformed						

equities	recently.		So	from	an	allocation	standpoint,	these	endowments	shifted	out	of	equities	fear‐

ing	 another	 bear	 market,	 just	 as	 the	 equities	 asset	 class,	 especially	 in	 the	 U.S.	 posted	 excellent							

returns.	

On	 the	management	 side,	 the	 allocation	missteps	were	 further	 compounded	with	 high	 expenses.		

Most	foundation	and	endowment	managers	not	only	use	outside	 irms	to	manage	their	assets,	which	

require	paying	another	 layer	of	 fees,	but	 the	endowment	managers	additionally	employed	a	deep	

staff	of	professionals	to	“manage	the	managers”.		These	foundations	learned	it	is	a	poor	combination	

when	returns	are	dif icult	to	generate,	you	pay	multiple	layers	of	management	fees	and	many	of	the	

investments	are	illiquid.	

Next,	 certain	market	 variables	 have	 been	 working	 against	 this	 style	 for	 the	 past	 5+	 years,	 most					

notably	 a	 strong	 dollar	 and	 historically	 low	 interest	 rates.	 	 The	 dollar	 headwinds	 for	multi‐asset	

class	 date	 back	 to	 the	 2008‐2009	 recession	when	 global	 central	 banks	 lowered	 interest	 rates	 to			

essentially	 zero.	 	 As	 the	 U.S.	 exited	 the	 recession	 before	 most	 other	 countries,	 the	 U.S.	 dollar										

bottomed	 in	 2011	 versus	 other	 currencies.	 	 After	 a	 trading	 range,	 the	 dollar	 exploded,	 climbing	

nearly	30%	from	2014‐2016	as	the	U.S	economy	improved	(chart	below),	while	parts	of	the	globe	

continued	 to	 labor	 through	 the	 issues	 from	 2008‐2009.	 	 The	 strength	 of	 the	 U.S.	 dollar	 was	 a						

headwind	for	two	important	asset	classes,	foreign	equities	and	natural	resources.	

	 	 	 	 	 	 	 *US	Dollar	ETF	from	2014‐2016	up	nearly	30%.		
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The	 historic	 low	 interest	 rates	 affected	 multi‐asset	 class	 investing	 a	 different	 way,	 mainly	 by							

propping	 up	 Real	 Estate	 Investment	 Trust	 (REIT)	 valuations	 due	 to	 their	 higher	 dividend	 yield				

characteristics,	 along	 with	 allowing	 U.S.	 equities	 valuation	 multiples	 to	 rise	 with	 bonds	 as	 a										

competing	asset	class	providing	poor	 income	with	 low	interest	rates.	 	The	chart	below	depicts	the	

action	 in	 interest	 rates	 from	 the	 previous	 stock	 market	 top	 through	 today	 for	 the	 ten‐year	 U.S.		

Treasury.		Interest	rates	fell	from	5.35%	to	only	1.35%.			

	 	 	 *Ten‐Year	USTreasury	yield	fell	from	5.35%	to	1.35%	from	July	2007	to	July	2016.		

Due	 to	 this	partially	manipulated	drop	 in	 interest	 rates,	Real	Estate	 Investment	Trusts	 (REIT)	 are	

now	exceedingly	valued	with	very	high	valuation	multiples	and	very	low	cap	rates.		Meanwhile	U.S.	

equities	are	now	trading	 	at	close	to	19	times	forward	earnings	versus	a	 long‐term	average	of	 just	

over	15	times.		“Bond	proxies”	within	U.S.	equities	are	even	more	expensive,	especially	considering	

their	 low	 earnings	 growth	pro ile.	 	 Examples	 are	 utilities,	 consumer	 staples,	 and	 telecom	 services	

companies.	

While	 all	 of	 these	 factors	 have	 led	 to	 dif icult	 returns	 for	 multi‐asset	 class	 investing,	 there	 are									

reasons	to	believe	this	underperformance	is	poised	to	reverse.		First,	the	dollar	has	fallen	7%	as	our	

Federal	Reserve	begins	to	increase	short‐term	interest	rates,	 just	as	economies	outside	the	U.S.	are	

improving.		The	dollar’s	fall	is	partially	due	to	the	belief	that	once	a	central	bank	lifts	rates,	the			econ‐

omy	eventually	slows.		Additionally,	economies	outside	the	U.S.	started	to	rebound.		As	the	U.S.	dol‐

lar’s	 strength	 subsides,	 foreign	 equities	 have	 started	 to	 outperform	 the	U.S.	 	 The	dollar	weakness	

should	eventually	be	a	tailwind	for	the	underperforming	natural	resources	asset	class.	

Further,	as	U.S.	 interest	rates	bottom,	 the	mispricings	 in	real	estate	and	certain	U.S.	equity	sectors	

should	reverse.	U.S.	REITs	may	continue	to	underperform	as	they	have	recently,	while	low	growth/
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Source:	OPCM	

high	yielding	sectors	like	utilities,	telecommunications	service,	and	consumer	staples	may	rerate	to	

lower	valuations.	

Next,	 valuations	 for	 asset	 classes	 such	 as	 foreign	 equities	 and	 natural	 resources	may	 become	 too	

tempting	for	investors	to	avoid,	as	the	risk/reward	has	become	extremely	positive.		Prior	to	2017’s	

outperformance,	foreign	equities	were	essentially	left	for	dead	as	the	valuation	discount	versus	U.S.	

equities	grew	to	decade	long	extremes.	

Finally,	 when	 you	 examine	 the	 recent	 asset	 class	 returns	 versus	 their	 long‐term	 averages,	 one	

should	be	very	comfortable	owning	a	blend	of	multiple	asset	classes,	with	the	possible	exception	of	

U.S.	 equities.	 They	 are	 not	 only	mildly	 overvalued	 to	 us,	 but	 are	 the	 only	 asset	 class	 to	 deliver	 a			

higher	 return	 from	2011‐2016	 than	 the	40‐year	 average.	 	The	 table	below,	 shows	 the	2011‐2016	

annualized	 return	 of	 each	 asset	 class	 versus	 its	 40‐year	 average.	 	 While	 U.S.	 equities	 have															

outperformed	 their	 long‐term	 average,	 asset	 classes	 like	 foreign	 equities,	 natural	 resources,	 and			

alternative	assets	 like	hedge	 funds,	have	underperformed	 their	 long‐term	averages	by	as	much	as	

16%	 per	 year	 from	 2011‐2016.	 	 More	 importantly,	 a	 simple	 equal	 weighted	 multi‐asset	 class							

portfolio	has	only	generated	a	2.6%	annual	return	–	hence	the	negative	sentiment	about	foundation	

and	 endowment	 management.	 	 Over	 40	 years,	 an	 investor	 earned	 about	 8.6%	 per	 year	 with	 an	

equally	weighted	 portfolio,	 and	more	 importantly	 enjoyed	 lower	 volatility	 and	 fewer	 down	 years	

than	single	asset	classes.	

Multi-Asset Class Poised To Outperform Cont.’d 
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2011-2016 40 Year Return

Annual Return Avg Return Difference
------------- ------------- -------------

Domestic Equities 12.5 11.1 1.4

Foreign Equities 1.6 9.5 (7.9)

Natural Resources (9.7) 6.4 (16.1)

Real Estate 6.5 10.7 (4.2)

Alternatives 2.3 7.1 (4.8)

Fixed Income 2.5 7.1 (4.6)

Equal Weighted Portfolio 2.6 8.6 (6.0)

PERFORMANCE COMPARISON TABLE

Asset Class Return Divergence From The Long-Term Average
12/31/2016

Osborne Partners Capital Management, LLC.
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OPCM	is	a	multi‐asset	class	manager,	yet	our	returns	have	outpaced	the	foundation	and	endowment	

management	 crowd	during	 this	 dif icult	 period.	How	did	 this	 happen?	 	We	believe	 the	 answer	 is	

both	qualitative	and	quantitative.		First,	on	the	qualitative	side,	we	manage	portfolios	in‐house	using	

individual	securities.	This	means	clients	do	not	pay	fees	to	other	managers	along	with	us	to	manage	

the	managers.	Plus,	we	always	know	exactly	what	we	own	versus	attempting	to	track	what	multiple	

managers	are	doing	day	 to	day.	 	This	also	aids	 in	our	 tax‐ef icient	management.	Second,	we	keep	

transaction	 costs	 low.	 	 Third,	 we	 use	 liquid	 investments.	 	 On	 the	 quantitative	 side,	 we	 actively				

manage	portfolios,	and	make	subtle	shifts	between	asset	classes	versus	owning	static	investments.		

We	 use	 deep	 fundamental,	 valuation,	 and	 sentiment	 analysis	 for	 each	 individual	 investment										

decision,	along	with	each	asset	class	adjustment.	

The	potential	 for	multi‐asset	class	 investing	to	return	to	 its	 long‐term	risk	and	return	advantages	

excites	us,	especially	considering	our	returns	have	been	positive	through	this	dif icult	period	for	the	

style.	 Many	 of	 the	 subtle	 shifts	 we	 made	 over	 the	 last	 year	 such	 as	 increasing	 foreign	 equities,			

building	our	natural	resource	allocation	after	years	of	being	underinvested,	and	reducing	our	real	

estate	holdings	are	beginning	to	propel	the	overall	portfolio.	As	the	recently	poor	performing	asset	

classes	start	to	reverse,	our	diverse	portfolio	should	continue	to	perform	well	as	U.S.	equities	begin	

to	underperform	at	some	point	in	the	future.		Many	investors	who	are	now	dramatically	overweight	

U.S.	 equities,	 and	 have	 shifted	 away	 from	 recently	 underperforming	 asset	 classes	 will	 see	 the			

downside	of	single	asset	class	investing	and	performance	chasing.	

A	headline	in	the	June	25th	edition	of	the	Financial	Times	read	“Investor	Nervousness	Rises	as	Yield	

Curve	Flattens”.	 If	you	are	a	 regular	 reader	of	 the	Wall	Street	 Journal,	Barron’s	or	other	business			

periodicals,	you	have	probably	noticed	a	wave	of	articles	with	similar	headlines	of	late.	This	sudden	

ixation	 with	 the	 yield	 curve	 brings	 up	 several	 questions,	 speci ically	 ‐	 what	 exactly	 is	 the	 yield	

curve	and	why	is	it	important?	This	article	will	address	these	questions,	and	also	explain	what	the	

yield	curve	may	be	telling	us	about	future	economic	growth.		
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Why Should I Care About the Yield Curve? 

By: Jay M. Skaalen, CFA 

In	this	article:	Recent	shifts	in	the	yield	curve	have	garnered	a	lot	of	attention	–	
we	take	a	closer	look	at	what	it	may	be	signaling.		
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Put	simply,	the	yield	curve	plots	the	yield	to	maturity	(or	expected	rate	of	return	if	you	hold	a	bond	

to	maturity)	against	a	variety	of	maturities.	Yield	curves	can	be	created	for	any	 ixed	income	security	

of	the	same	credit	quality	(ex.	A,	AA,	AAA),	and	typically	range	from	maturities	as	short	as	3	months	

all	the	way	up	to	30	years.	The	intent	of	the	yield	curve	is	to	show	investors	what	type	of	return	they	

can	expect	by	locking	up	their	capital	for	different	lengths	of	time.	The	most	commonly	referenced	

yield	curve	is	the	U.S.	Treasury	curve,	which	serves	as	a	benchmark	for	other	 ixed	income	securities	

due	 to	 their	 perceived	 status	 as	 risk‐free	 investments.	 The	 U.S.	 Treasury	 curve's	 signi icance	 and		

impact	 is	 far	 reaching	as	market	participants	 look	 to	 it	 to	help	 set	 the	 interest	 rates	you	pay	on	a	

mortgage	or	the	rate	at	which	you	will	collect	interest	in	your	savings	account.		

There	are	many	shapes	a	yield	curve	may	take,	but	for	the	purpose	of	this	article	we	will	focus	on	the	

two	primary	ones.	A	“normal”	or	upward	sloping	yield	curve	is	most	common	and	is	usually	present	

when	a	central	bank	(like	the	Federal	Reserve	in	the	United	States)	is	making	an	effort	to	keep	rates	

low	or	is	in	the	process	of	raising	interest	rates.	An	upward	sloping	yield	curve	is	typically	indicative	

of	a	healthy	and/or	improving	economic	picture	as	it	implies	that	investors	expect	economic	growth,	

in lation,	and	subsequently	interest	rates,	to	be	higher	down	the	road.	This	has	been	the	shape	of	the	

U.S.	Treasury	curve	for	the	majority	of	the	past	ten	years.			

The	other	shape	a	yield	curve	may	take	is	inverted.	An	inverted	yield	curve	is	present	when	interest	

rates	on	shorter	maturity	bonds	are	above	those	of	longer	maturity	bonds.	When	an	inverted	yield	

curve	is	present	it	signals	that	investors	are	expecting	economic	growth,	in lation	and	interest	rates	

to	be	lower	in	the	future.	The	last	time	we	saw	an	inverted	yield	curve	in	the	United	States	was	the	

beginning	of	2007,	 less	 than	12	months	before	 the	 start	of	 the	 last	U.S.	 recession	 that	 lasted	 from		

December	2007	through	May	2009.			
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One	of	the	primary	reasons	that	we	are	seeing	an	in lux	of	articles	around	the	yield	curve	is	due	to	its	

historical	 ef icacy	 in	 signaling	 recessions	 in	 the	United	States.	 Since	1976	 (as	 far	back	as	we	have		

data	on	U.S.	Treasury	 rates)	 the	yield	 curve	 in	 the	United	States	has	 inverted	prior	 to	 the	 start	of		

every	recession.	Due	to	 its	perfect	 track	record,	 it	has	gained	notoriety	as	a	reliable	barometer	 for	

future	 economic	 growth.	 The	 yield	 curve	 is	 also	 used	 by	 market	 participants	 to	 help	 inform													

investment	and	asset	allocation	decisions	and	by	economists	 to	provide	clues	as	 to	 the	health	and	

future	trajectory	of	the	economy.		

So	why	have	we	seen	an	increased	focus	on	the	yield	curve	of	late?	Is	the	yield	curve	indicating	an	

impending	 recession?	 Not	 quite.	 In	 fact,	 using	 the	 spread	 between	 the	 yields	 on	 a	 10	 year	 U.S.					

Treasury	bond	and	the	2	year	U.S.	Treasury	as	a	proxy	for	the	shape	of	the	yield	curve,	we	can	see	

that	we	still	have	plenty	of	cushion	before	we	need	to	start	being	concerned.	It	is	true	that	the	spread	

has	 declined	noticeably	 over	 the	 past	 few	years	moving	 from	2.66%	 in	December	 2013	 to	 0.94%			

today,	 but	 we	 believe	 this	 simply	 implies	 investors	 are	 less	 optimistic	 around	 economic	 growth					

today	 than	 they	 were	 a	 few	 years	 ago	 which	 is	 reasonable	 considering	 we	 are	 in	 year	 8	 of	 the								

economic	recovery.	

There	 are	 additional	 factors	 that	 are	 unique	 to	 this	 economic	 cycle	 that	 may	 also	 be	 impacting							

interest	rates	across	the	yield	curve.	We	have	seen	unprecedented	efforts	by	global	central	banks	to	

keep	interest	rates	low	including	massive	quantitative	easing	programs	here	in	the	U.S.,	and	similar	

programs	that	go	by	different	names	in	Europe	and	Japan.	These	efforts	are	currently	being	slowly	

reversed	 in	 the	 United	 States,	 but	 the	 impact	 these	 programs	 had	 are	 still	 being	 felt	 both																		

domestically	and	abroad.	The	other	unfortunate,	but	 true,	 reality	 is	 that	 the	U.S.	economy	 is	more	

mature	 compared	 to	 prior	 economic	 cycles	 as	 witnessed	 by	 average	 GDP	 growth,	 in lation	 and						

interest	rates	which	have	gradually	drifted	lower	in	recent	decades.	While	this	may	sound	ominous,	

in	reality	it	just	means	that	we	are	unlikely	to	see	extremely	steep	yield	curves	that	were	present	in	

prior	decades	when	the	U.S.	economy	was	growing	over	4%	and	in lation	was	north	of	3%.		
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The	 recent	 lattening	 of	 the	 yield	 curve	 will	 likely	 continue	 to	 draw	 attention	 this	 summer	 as									

investors	 debate	 the	 health	 of	 the	 U.S.	 economy.	 The	 current	 lull	 in	 economic	 growth	 caused	 by		

lackluster	consumer	spending	and	sub‐par	business	investment	provides	fuel	for	those	arguing	that	

we	are	nearing	the	end	of	the	current	economic	expansion.	As	an	Investment	Team,	our	belief	is	that	

we	are	more	likely	to	see	an	uptick	in	economic	growth	in	the	second	half	of	2017	above	the	recent	

trend	rather	than	see	growth	continue	to	drift	lower.	While	there	remains	considerable	uncertainty	

around	 the	 current	administration's	economic	agenda,	 recent	data	 is	 supportive	of	higher	second	

half	 growth,	 and	we	 believe	 this	may	 lead	 to	modestly	 higher	 interest	 rates	 and	 ultimately,	 less			

scrutiny	around	the	shape	of	the	yield	curve	and	what	signals	it	may	be	sending	about	the	health	of	

our	economy.			
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When	the	 irst	half	of	2017	closed,	energy	equities	had	registered	their	weakest	relative	 irst	half	

performance	versus	the	S&P	500	on	record.		In	June,	energy	as	a	percentage	of	the	S&P	500	hit	the	

lowest	 level	 since	 2001.	 An	 examination	 of	 some	 of	 the	 key	 drivers	 of	 the	 recent	 roller	 coaster	

moves	in	energy,	plus	OPCM’s	energy	investing	strategy	follows.		

The	Oil	Supply	Roller	Coaster	
																																																								Crude	Oil	Prices:	West	Texas	Intermediate	

Supply	remains	 the	key	variable	 for	oil	prices.	Empowered	by	sustained	oil	prices	of	$80	to	$110	

from	 2010	 through	 2014,	 energy	 producers	 increased	 global	 investment	 by	 over	 50%.	 Supply						

surprised	 to	 the	upside,	 contributing	 to	oil’s	 slide	 to	 the	$20s	 in	2016.	Oil	prices	corrected	 faster	

than	service	costs	and	extraction	ef iciency	improved,	driving	an	over	50%	cut	to	global	investment	

by	 producers	 from	 2014	 through	 2016.	 The	 US	 oil	 rig	 count	 fell	 from	 over	 1,600	 to	 316.	 This								

contributed	to	a	stretch	in	2015	and	2016	where	month‐over‐month	oil	output	growth	by	US	shale	

producers	fell	17	out	of	21	months.		Lower	investment	compelled	service	companies	to	slash	prices,	

in	many	cases	by	40%	or	more	from	2014	through	2016.	The	pain	of	lower	oil	prices	incentivized	

producers	to	adopt	more	ef icient	extraction	techniques,	driving	annual	double‐digit	ef iciency	gains	

the	 last	 couple	 of	 years.	 	 Taken	 together,	 lower	 service	 cost	 and	 more	 cost	 ef icient	 extraction					

techniques	yielded	a	lower	oil	price	that	producers	needed	to	make	money	(i.e.,	breakeven),	in	some	

regions	by	over	60%	versus	2013	breakeven	prices.		
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Emboldened	by	(a)	the	lower	breakeven	price;	(b)	OPEC	(a	group	of	14	oil‐producing	nations	that	

implement	common	production	policies)	and	some	non‐OPEC	nations	cutting	output	 in	 late	2016	

for	 the	 irst	 time	 in	 8	 years;	 (c)	 oil	 prices	 stabilizing	 between	 $40	 and	 the	 low‐$50s;	 (d)	 easier						

inancing	conditions	for	lower	quality	producers;	and	(e)	oil	futures	strength	as	the	number	of	long	

oil	futures	contracts	rose	by	four	times	from	early	2016	through	early	2017,	US	producers	ramped	

investment	in	mid‐2016	into	2017.	US	oil	rigs	went	from	a	316	low	to	over	700,	after	a	record	31	

consecutive	weeks	of	increases.	

This	 investment	and	well	productivity	 that	has	more	 than	doubled	 in	many	regions,	among	other	

factors,	 renewed	 investor	 worry	 about	 oversupply	 in	 the	 oil	 market.	 Expressing	 this	 concern,					

speculator	oil	futures	short	interest	(betting	on	a	decline	in	oil)	went	from	a	6‐year	low	at	the	start	

of	 2017	 to	 a	 record	 high	 in	 late	 June,	 oil	 fell	 roughly	 15%	 in	 the	 irst	 half	 of	 2017,	 and	 energy									

equities	underperformed	the	S&P	500	by	over	20%.	

The	Case	for	Energy	
Naturally,	the	historic	energy	weakness	triggers	the	question,	“Why	bother	investing	in	energy?”		

First,	 over	 the	 past	 20‐plus	 years,	 energy’s	 relative	 performance	 has	 exhibited	 a	 multi‐year												

reversion	 pattern	 where	 multi‐year	 underperformance	 has	 often	 preceded	 multi‐year																		

outperformance.	History	does	not	always	repeat,	but	the	pattern	makes	sense.	Low	oil	prices	instill	

producer	discipline.	 In	 June	at	an	energy	conference,	 low‐cost	producers	said	 they	would	start	 to	

slow	investment	if	oil	stayed	in	the	$40	to	$45	range.	The	dramatic	cuts	in	investment	in	2015	and	

2016	will	 impact	overall	production	 in	18	 to	24	months,	while	production	 from	peak	 investment	

periods	2013	and	2014	are	estimated	to	top	off	 in	2017	and	decline	going	forward.	Energy	credit	

spreads,	an	indicator	of	default	risk,	are	beginning	to	widen	from	multi‐year	 lows.	Too	aggressive	

investment	drives	up	service	cost	in lation,	which	is	starting	to	be	seen	now	with	well	productivity	

in	the	proli ic	Permian	Basin	in	West	Texas	beginning	to	decelerate.	The	reversion	pattern	is	volatile	

coming	out	of	a	bear	market,	as	seen	in	the	late	1980s,	but	opportunities	to	potentially	outperform	

over	a	multi‐year	period	can	present	themselves.	

Second,	energy	provides	a	natural	hedge	against	a	few	different	risk	factors	within	portfolios.	Over	

time,	energy	has	moved	inversely	to	unexpected	in lation	and	US	dollar	weakness.	

Third,	 energy	 can	 offer	 opportunities	 with	 uniquely	 attractive	 risk‐reward	 pro iles	 that	 are	 not	

100%	 tied	 to	 the	 price	 of	 oil.	 Also,	 when	 a	 broad	 category	 like	 energy	 is	 beaten	 down,	 quality								

differentiation	 can	 get	 lost,	 as	 strong	 and	weak	 companies	 get	 punished,	 enabling	 investment	 in		

assets	with	strong	longer	term	prospects	at	compelling	values.	
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Portfolio	Strategy 	

Rough	Year‐to‐Date	for	Energy	Total	Return:	Asset	Selection	Key		

Within	natural	resources,	asset	selection	within	a	diversi ied	basket	of	assets	across	energy,	timber,	

water,	and	metals	has	helped	the	asset	class	withstand	a	prolonged	bear	market.	Within	energy,	the	

focus	has	been	on	natural	gas	producers	and	energy	infrastructure.	For	natural	gas	producers,	the	

unique	 opportunities	 are:	 (a)	 introduction	 of	 pipelines	 in	 the	Northeast	 region	 to	 remove	 excess	

supply	to	improve	pricing;	and	(b)	natural	gas	producers	being	further	along	the	path	to	disciplined	

production	than	oil	producers.	For	energy	infrastructure,	the	unique	opportunities	are:	(a)	bene it‐

ing	 from	 the	 need	 for	 pipeline,	 gathering,	 processing	 infrastructure	 to	 handle	 the	 increased	 US					

energy	supply;	and	(b)	being	an	income‐generating	asset	that	is	not	valued	at	historic	extremes	like	

other	relatively	high	dividend	assets.		

Within	domestic	equity,	energy	investments	have	avoided	companies	whose	sole	focus	is	producing	

oil.	 Instead,	 energy	 investments	 have	 overweighted	 companies	 that	 over	 the	 short	 term	 bene it	

from	 higher	 domestic	 oil	 and	 natural	 gas	 supply,	 while	 bene iting	 from	 business	 transformation		

efforts	over	the	longer	term.		

Going	 forward,	 assets	 that	 could	 bene it	 from	 a	 potential	 broader	 energy	 multi‐year	 reversion					

pattern,	 have	 relatively	 higher	 quality	 businesses,	 and	 offer	 uniquely	 attractive	 risk‐reward										

opportunities	will	remain	the	focus	of	the	OPCM	Investment	Team’s	energy	investing.	At	this	point	

in	 the	volatile	energy	cycle,	 it	may	 include	 incremental	allocation	towards	companies	 that	bene it	

from	oil	production.	
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In	the	middle	of	June,	the	Federal	Reserve	increased	short‐term	interest	rates	for	the	third	time	in	6	

months,	with	 the	benchmark	Fed	Funds	 rate	 increasing	 to	 a	 target	 range	of	1%‐1.25%.	Although	

expected,	credit	markets	didn’t	react	the	way	the	Fed	had	anticipated.	

There	appears	 to	be	a	growing	conundrum	amidst	Fed	Governors	as	 to	 the	appropriate	course	of	

action	from	here.	On	the	one	hand,	all	but	one	Fed	Governor	voted	in	favor	of	the	0.25%	increase	in	

the	Fed	Funds	rate	in	June.	The	one	dissenting	voter	–	Neel	Kashkari,	the	President	of	the	Federal	

Reserve	 Bank	 of	 Minneapolis	 (and	 a	 high	 school	 classmate	 of	 mine)	 –	 argued	 recent	 data	 on										

in lation	 didn’t	 support	 further	 monetary	 tightening	 at	 this	 time.	 He	 favors	 a	 “wait	 and	 see”											

approach.	However,	 since	 the	 rate	hike,	more	dissenting	voices	are	 coming	out	of	 the	Fed	wood‐

work	based	on	softening	U.S.	economic	data	and	the	Fed’s	inability	to	achieve	its	2%	in lation	target.	

Meanwhile,	credit	markets	have	had	their	own	view.	The	Fed’s	monetary	power	rests	in	the	ability	

to	affect	short‐term	interest	rates	(essentially,	what	banks	charge	each	other	for	short‐term	loans).	

However,	 they	 don’t	 have	 the	 ability	 (aside	 from	 massive	 bond‐buying	 or	 selling	 programs),	 to					

determine	the	level	of	long‐term	interest	rates	which	typically	signals	the	con idence	bond	market	

participants	have	in	longer‐term	economic	growth	and	in lation	expectations.	

During	the	second	quarter,	rates	generally	drifted	lower.	On	March	31st,	the	10‐Year	Treasury	bond	

yielded	2.41%.	By	the	end	of	the	second	quarter	(and	after	the	rate	hike),	the	10‐Year	yielded	only	

2.3%.	And	this	after	seeing	lows	of	2.14%	as	recently	as	early	June.	Clearly	the	bond	market	and	the	

Fed	are	not	on	the	same	page.	

The	question	 is	why?	We	believe	 the	answer	 is	 two‐fold:	First,	 through	 the	use	of	unprecedented	

loose	monetary	policy	beginning	during	the	Great	Recession	in	2008,	and	the	Fed’s	unwillingness	to	

normalize	interest	rates	sooner,	the	Fed	has	put	itself	between	a	rock	and	a	hard	place.	They	would	

like	to	see	interest	rates	rise	as	a	way	of	providing	themselves	future	monetary	ammunition	against	

an	economic	recession.		At	the	same	time,	the	U.S.	bond	market	(the	deepest	and	most	liquid	capital	

market	on	Earth),	is	saying	the	Fed’s	fears	of	an	overheating	economy	are	unfounded.	

Second,	 the	Fed	has	 two	stated	policy	goals:	 full	 employment	and	2%	 in lation.	Goal	#1	has	been	

accomplished	 (although	 subject	 to	 some	 debate	 based	 on	 the	 chronic	 underemployed	 in	 our							

Page 14 Economic Memorandum 
Fixed Income: A Credit Conundrum 

By: Charles J. Else 
	

In	this	article:	The	bond	market	and	the	Fed	are	not	on	the	same	page.	



 

 © 2017 Osborne Partners Capital Management, LLC. All rights reserved. 

economy).	The	second	goal	hasn’t	really	come	close:	instead,	we’ve	been	hovering	around	1.6%	for	

the	past	couple	of	years.	

As	 a	 result,	 investors	 continue	 their	 unabated	 search	 for	 yield	 and	 the	 term	 structure	 of	 interest	

rates	(the	“yield	curve”)	is	 lattening,	meaning	the	difference	between	yields	on	short‐term	debt	and	

long‐term	 debt	 continue	 to	 shrink.	 Historically,	 an	 inversion	 of	 the	 yield	 curve	 (i.e.,	 short‐term					

interest	rates	are	higher	than	long‐term	interest	rates),	has	been	perfectly	correlated	with	the	onset	

of	a		recession.	In	other	words,	the	bond	market	isn’t	buying	the	Fed’s	stated	reasons	for	increasing	

short‐term	rates	and	continues	to	bid	up	the	prices	of	long‐term	debt	(and	higher	yields).	They	may	

also	be	signaling	an	impending	slowdown	in	the	U.S.	economy.	

Earlier	 in	 this	 Economic	 Memorandum,	 Jay	 Skaalen	 discussed	 the	 unique	 dynamics	 of	 the	 yield	

curve	and	the	implications	for	U.S.	credit	markets	and	the	broader	economy.	We’ve	also	discussed	

our	intense	focus	on	interest	rates	and	in lation	in	today’s	U.S	equity	valuations	over	the	past	few	

quarters.	

In	short,	the	U.S.	bond	market	is	telling	us	things	are	not	as	rosy	as	the	Fed	would	like	us	to	think.	

This	lends	even	greater	importance	to	caution	in	the	bond	and	equity	markets.	We	continue	to	favor	

high‐quality	debt	with	intermediate‐term	maturities	and	a	more	neutral	positioning	in	U.S.	stocks.	
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“Summertime	 and	 the	 livin’	 is	 easy”1,	 which	 makes	 it	 an	 ideal	 time	 for	 inancial	 re lection	 and							

second‐half	of	the	year	retirement	income	planning.		Most	successful	endeavors	start	(and	continue)	

with	 a	 plan,	 and	 summer	 time	 can	 give	 us	 some	 unhurried	 days	 to	 check	 that	 the	 goals	we	 are						

pursuing	still	have	meaning,	and	if	so,	to	then	consider	strategies	to	help	reach	those	goals.			

How	do	 you	 de ine	wealth?	 	 I	 think	 of	 it	 as	 being	 the	 absence	 of	 inancial	worry,	 and	 having	 an						

income	that	I	will	not	outlive.		The	amount	of	income	that	supports	the	freedom	to	live	life	on	one’s	

own	terms	is	different	for	everybody,	and	changes	too,	over	time.		The	amount	of	income	necessary	

for	this	year	in	today’s	dollars	is	a	straightforward	tally	of	planned	and	expected	expenses.		It	is	easy	

to	feel	con ident	that	this	year’s	expenses	can	be	met	through	a	thoughtful	draw‐down	of	retirement	

assets.	 	 It	becomes	 less	easy	 to	have	 that	same	 level	of	con idence	when	projecting	 two,	 three,	or	

four	decades	into	the	future.	

Have	you	heard	of	the	4%	Rule?		In	1994,	the	4%	withdrawal	rule	was	embraced	as	a	“fail‐safe”	way	

to	pull	in lation‐adjusted	income	off	of	a	portfolio,	with	an	expectation	that	the	money	would	last	for	

30	 years.	 	 This	 would	 suggest	 that	 a	 $5	 million	 portfolio	 would	 provide	 a	 sustainable	 in lation							

adjusted	 income	 of	 $200,000	 per	 year,	 without	 worry	 for	 30	 years.	 	 Like	 many	 overly	 simple									

solutions,	the	reliability	of	the	4%	rule	is	being	questioned,	for	a	variety	of	reasons.		

The	formula	relies	on	average	rates	of	return	 from	an	average	portfolio,	yet	at	 January	1st	of	 this	

year	the	10	year	Treasury	bond	had	a	yield	of	2.43%,	compared	to	a	yield	of	5.75%	on	January	1st	

1994,	a	signi icant	impact	on	an	“average”	portfolio	return.	 	Another	complication	is	that	while	30	

years	of	income	could	be	long	enough,	what	if	it	isn’t?		Unexpected	health	costs	can	also	throw	a	set	

percentage	withdrawal	 strategy	 into	disarray.	 	Differences	 in	 the	 tax	 treatment	between	 IRA	and	

non‐IRA	withdrawals	suggest	that	the	same	formula	surely	cannot	be	used	for	both	pools	of	money.		

Even	the	amount	of	existing	guaranteed	income	being	received	has	a	large	impact	on	an	estimated	

safe	withdrawal	 rate.	 	Over	 the	 last	23	years	we	have	also	 learned	of	 the	 importance	 that	 timing	

plays	in	the	draw‐down	of	retirement	assets.		A	 ixed	percentage	withdrawal	from	a	stock	portfolio	

during	 times	of	a	stock	market	correction	can	be	very	destructive	 for	 the	 longevity	of	a	portfolio.		

These	 situations	 con irm	 that	 creating	 sustainable	 retirement	 income	 is	 far	 from	 a	 “set‐it	 and								

forget‐it”	approach.						
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What	then	is	a	reasonable	strategy	to	produce	lifetime	retirement	income	if	the	4%	rule	cannot	be	

used,	 and	 the	 notion	 of	 scrimping	 on	 lifestyle	 is	 unappealing?	 	 I	 think	 that	 the	 only	 reasonable						

solution	is	to	run	a	 inancial	plan	solving	for	sustainable	income	every	year.			

A	 inancial	plan	 is	a	reliable	approach	 for	determining	 lifetime	 income	needs	 to	adjust	 for	annual	

changes	in	the	macro	variables	that	are	the	foundation	of	a	retirement	income	calculation	such	as:	

interest	rates,	stock	and	bond	market	returns,	health	care	costs,	taxes	and	in lation.	 	It	would	also	

look	 each	 year	 for	 ways	 to	 improve	 the	 results	 by	 evaluating	 if	 there	 is	 a	 tax	 advantage	 to	 a												

particular	transaction	if	done	this	year	or	next,	or	whether	a	RMD	withdrawal	might	best	be	used	as	

a	charitable	gift,	or	whether	there	is	a	taxable	income	gap	between	one	year	and	the	next	that	can	be	

used	 for	a	 tax‐ef icient	draw‐down	of	an	 IRA,	and	all	of	 the	other	personal	 inancial	decisions	we	

make	every	year	that	can	have	long‐term	consequences.				

A	yearly	analysis	allows	us	to	set	a	personal	withdrawal	plan	for	each	year,	with	the	con idence	of	

knowing	 that	 the	 annual	 withdrawal	 number	 was	 calculated	 within	 a	 framework	 that	 was	 also			

solving	for	sustainable	lifetime	income.		And	that	next	year,	the	plan	will	again	be	con irmed	and	a	

new	withdrawal	amount	will	be	decided	upon,	allowing	us	to	pursue	our	goals	and	live	our	life.	

1Holiday,	Billie,	“Summertime”	Lyrics.	Billie	Holiday:	The	Quintessential	Billie	Holiday	Volume	2,	Sony,	1987		
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After	 graduating	 from	 the	University	of	California,	Davis,	Dan	began	his	 career	 in	

the	 inancial	 services	 industry	 in	 2002.	 After	working	 as	 a	 sales	 associate	within	

Morgan	 Stanley’s	 private	 wealth	 division	 and	 becoming	 fascinated	 with	 the	 way	

global	markets	function,	he	took	an	offer	to	join	Merrill	Lynch’s	 inancial	advisory	

training	program	 in	2003.	For	 the	next	10	years,	Dan	worked	as	a	 team	 inancial	

advisor	within	Merrill	Lynch’s	private	wealth	division	 in	both	Napa	and	San	 	Francisco.	His	main	

focus	was	 on	delivering	 comprehensive	wealth	management	 for	 both	 individual	 and	 institutional	

clients	like	ERISA‐based	corporate	pension	plans	and	foundations.		

After	the	recovery	of	the	housing	crisis,	Dan	began	to	notice	two	trends.	The	 irst	trend	was	that	the	

inancial	 industry	was	at	the	beginning	stages	of	 implementing	much	stricter	 inancial	regulations	

like	 Dodd	 Frank.	 The	 second	 trend	 was	 that	 inancial	 planning	 was	 becoming	 a	 more	 valuable						

currency	for	the	baby	boomer	generation.		Seeing	the	writing	on	the	wall,	Dan	decided	to	use	these	

observations	 as	 an	 excuse	 to	 further	 his	 studies	 and	become	 a	 inancial	 planning	practitioner.	 In	

2012,	 Dan	 obtained	 the	 CERTIFIED	 FINANCIAL	 PLANNER™	 designation,	 or	 CFP®.	 	 Shortly										

thereafter,	 he	 attended	 Wharton’s	 Executive	 Education	 Program	 and	 earned	 the	 Certi ied															

Investment	Management	Analyst	designation,	or	CIMA®.		

While	the	recent	housing	bubble	resulted	in	stricter	 inancial	regulations,	it	also	propelled	Congress	

to	become	more	serious	about	enforcing	 iduciary	standards.	Seeing	that	many	broker	dealers	were	

behind	the	curve	in	this	regard,	in	2013	and	after	more	than	a	decade,	Dan	decided	to	leave	Merrill	

Lynch.	 	As	a	result,	Dan	decided	 to	 leave	 the	broker	dealer	world	and	embark	on	a	career	with	a		

registered	investment	advisor.	After	researching	over	25	different	RIAs	in	the	Bay	Area,	in	August	of	

2013	Dan	 joined	Osborne	Partners	as	a	Portfolio	Counselor.	 	Dan	has	 found	a	 great	 long‐term	 it	

with	OPCM,	as	he	is	able	to	use	his	knowledge	of	markets	and	 inancial	planning	skills	to	help	our	

clients.	

Dan	 and	 his	wife	 live	 in	 Benicia	 and	 have	 two	 young	 daughters,	 ages	 2	 and	 5.	When	 Dan	 is	 not						

preoccupied	 watching	 the	 repetitive	 loop	 of	 “Frozen”	 and	 “Moana”	 with	 his	 girls,	 he	 likes	 to	 go					

hiking	with	his	family	around	Tilden	Park	and	Sonoma.	He	also	is	an	avid	fan	of	the	Oakland	Raiders	

and	Krav	Maga	martial	arts.	

Page 19 Ju ly  2017,  Issue 68 

OPCM Profile: Dan M. Haut, CFP®, CIMA® — Portfolio Counselor 



 

 © 2017 Osborne Partners Capital Management, LLC. All rights reserved. 

Page 20 Economic Memorandum 

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	online	OPCM	client	portal.		

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. 

Referrals	of	your	friends	and	family	are	the	greatest	compliments	we	can	receive.	 	If	you	

know	of	anyone	who	can	bene it	from	our	unique	combination	of	investment	management	

and	active	 inancial	planning,	please	do	not	hesitate	to	contact	us.		


