02/26/2016

Negative Interest Rates – Has Monetary Policy Gone Too Far?
Over the last several years, the Bank of Japan (BoJ) has made a number of audacious moves to
reinvigorate the island nation’s economy, including zero short term rates and a quantitative easing
program which is larger in size, when compared to gross domestic product (GDP), than the
programs undertaken by either the U.S. Federal Reserve (Fed) or the European Central Bank
(ECB). The BoJ’s most recent move came at the end of January, surprising investors with a
negative nominal interest rate. It is a rare move, and we wanted to provide our thoughts and our
view on the likelihood that it could spread to other markets.
In plain English, negative nominal interest means that borrowers owe less on a loan than the
amount originally borrowed. This arrangement is an unnatural construct, which should not exist in
a normally functioning economy. Simply put, if one could borrow $10 and owe back $9 to the
lender, it would not be long before the lender either runs out of money, or what’s more likely, stops
lending. Put another way, if an individual deposited money in a savings account and was charged a
fee to maintain the account instead of receiving interest, that individual would likely seek out other
options to save, or ideally invest, the money.
This situation is exactly the one on which Japanese central bankers are betting. In this case, they
are looking to incent Japanese commercial banks to take a risk and offer more profitable business
and mortgage loans at a positive rate, instead of stashing available money at the central bank,
where a negative rate means they are locking in a loss. Effectively, Japan is communicating to its
banks that, going forward, they must lend more money.
In turn, making more loans available tends to spur economic activity. It also increases the velocity
of money—the number of times money changes hands over a period of time—which may lower
deflationary pressures on an economy. As reminder to investors, deflation is bad to economic
activity. It discourages spending and punishes savers whose assets decline in value, which is why
central bankers take all possible measures to avoid deflation.
Effective February 16, the BoJ’s negative interest rate policy does not affect all banks deposits, and
it only applies to bank reserve balances in excess of regulatory minimums. We expect the
immediate impact to be minimal, but it may encourage banks to lend and companies to spend,
which will help the Japanese economy. It may also allow people to move money out of Japan,
which should cause the Yen to depreciate further. Both these moves may invite inflation into
Japan’s economy, which may be positive to Japanese equity markets if successful.
From a broader perspective, negative interest rate policy has been compared by Rick Rieder,
strategist at BlackRock, to being served one too many ice cream sundaes. Others have called it
“policy overdose” or otherwise likened it to going too far. The economic view is that when rates are
near zero, monetary policy becomes less impactful as a means to spur growth. When rates are
negative for a prolonged period, their effect may also be contractionary—lending declines and
consumers tend to save and hold cash rather than spend. In our view, this move is a limited policy
tool, which may be used only temporarily and when there are substantial deflation risks. This
policy has been used briefly by smaller central banks in Europe and in 2014 by the ECB itself, but it
is unlikely that this will become the norm.
In our opinion, the negative rate move by the Japanese Central Bank, while newsworthy, is largely
a local phenomenon. It may help ignite a burst of lending, resulting in a temporary increase in
Japanese equity prices, and will likely lower the Yen over the near term. However, the move is
unlikely to spread to other nations and for broadly-diversified international portfolios its effect
may be muted.

Domestically, it is unlikely the U.S. will follow suit, but it may make it more difficult for the Fed to
proceed with their plan of returning to a more normal interest rate environment. If the Fed were to
raise rates at this point, global money desperately seeking higher yield will fly into the dollar. The
greenback would become even stronger against the Yen, as well as the Euro and other global
currencies, and disadvantage U.S. export trade.
Because so much uncertainty exists today, we continue to expect market volatility to remain
elevated as investors balance the aforementioned concerns with positives that still exist. These
positives include low global interest rates, improved manufacturing data, and accommodative
central banks. We therefore recommend maintaining allocations to equities based on long-term
investment objectives, staying near benchmark on stocks, bonds and cash.
We continue to favor domestic equities over international, especially with a bias toward growth
over value. As always, we recommend staying fully diversified to limit over concentrations in any
one asset class. Lastly, we believe it prudent to retain an allocation to alternative investments that
have low correlations to traditional investments.
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About Tower Square Investment Management
Tower Square Investment Management LLC is an SEC registered investment adviser owned by
Cetera Financial Group®. It provides investment research, portfolio and model management, and
investment advice to its affiliated broker-dealers, dually-registered broker-dealers and registered
investment advisers.
About Cetera Financial Group
Cetera Financial Group® is a leading network of independent retail broker-dealers empowering the
delivery of objective financial advice to investors across the country through trusted financial
advisors and financial institutions. The network is comprised of ten firms: four legacy Ceterabranded firms (Cetera Advisors, Cetera Advisor Networks, Cetera Investment Services, marketed
as Cetera Financial Institutions, and Cetera Financial Specialists) along with First Allied Securities,
Investors Capital, Legend Equities Corporation, Summit Brokerage, VSR Financial Services and
Girard Securities.
Cetera Financial Group is the second-largest independent financial advisor network in the nation
by number of advisors, as well as a leading provider of retail services to the investment programs
of banks and credit unions. Cetera Financial Group delivers award-winning wealth management
and advisory platforms, comprehensive broker-dealer and registered investment adviser services,
and innovative technology to approximately 9,500 independent financial professionals and over
500 financial institutions nationwide. Through its distinct firms, Cetera Financial Group offers the
benefits of a large, established broker-dealer and registered investment adviser, while serving
independent and institutions-based financial advisors in a way that is customized to their needs
and aspirations. Cetera Financial Group is committed to helping advisors grow their businesses
and strengthen their relationships with clients. For more information, visit
www.ceterafinancialgroup.com.
The material contained in this document was authored by and is the property of Tower Square
Investment Management LLC. Tower Square Investment Management provides investment
management and advisory services to a number of programs sponsored by affiliated and nonaffiliated registered investment advisers. Your registered representative or investment adviser
representative is not registered with Tower Square Investment Management and did not take
part in the creation of this material. He or she may not be able to offer Tower Square Investment
Management portfolio management services.
Nothing in this presentation should be construed as offering or disseminating specific investment,
tax, or legal advice to any individual without the benefit of direct and specific consultation with
an investment adviser representative authorized to offer Tower Square Investment Management
services. Information contained herein shall not constitute an offer or a solicitation of any
services. Past performance is not a guarantee of future results.
For more information about Tower Square Investment Management strategies and available
advisory programs, please reference the Tower Square Investment Management LLC Form ADV
disclosure brochure and the disclosure brochure for the registered investment adviser your
adviser is registered with. Please consult with your adviser for his or her specific firm
registrations and programs available.
No independent analysis has been performed and the material should not be construed as
investment advice. Investment decisions should not be based on this material since the
information contained here is a singular update, and prudent investment decisions require the
analysis of a much broader collection of facts and context. All information is believed to be from
reliable sources; however, we make no representation as to its completeness or accuracy. The
opinions expressed are as of the date published and may change without notice. Any forwardlooking statements are based on assumptions, may not materialize, and are subject to revision.
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All economic and performance information is historical and not indicative of future results. The
market indices discussed are unmanaged. Investors cannot directly invest in unmanaged indices.
Please consult your financial advisor for more information.
Additional risks are associated with international investing, such as currency fluctuations,
political and economic instability, and differences in accounting standards.
While diversification may help reduce volatility and risk, it does not guarantee future
performance.
Investors should consider the investment objectives, risks and charges, and expenses of the fund
carefully before investing. The prospectus contains this and other important information about
the fund. Contact your registered representative or the issuing company to obtain a prospectus,
which should be read carefully before investing or sending money.
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