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Confluence Investment Management offers various asset allocation products which are managed using
“top down,” or macro, analysis. \We publish asset allocation thoughts on a weekly basis in a special
section within our Daily Comment report, updating the piece every Friday.
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Recently, the three-month T-bill/Eurodollar spread (TED spread) has widened, raising concerns
about financial stability. In this report, we will offer a primer on the spread and discuss its recent
rise.

The TED spread has two components; it’s a direction-0f-rate spread and a flight-to-quality
spread. Eurodollars (also known as LIBOR) represent dollar borrowing that is not government-
guaranteed. It originally began when Europe accumulated dollars during the 1960s as part of
Bretton Woods and the dollar’s reserve status. As Europe ran trade surpluses with the U.S., they
acquired dollars which they wanted to lend to earn interest. At the time, U.S. interest rates were
governed by “Regulation Q,” which set deposit rates for U.S. banks. During periods of tight
monetary policy, U.S. borrowers could find European dollar lenders willing to lend those dollars
at a premium to domestic interest rates. Thus, if banks found themselves unable to borrow from
the Federal Reserve, they could use the Eurodollar market to acquire liquidity. However, unlike
the domestic market, Eurodollars offered no lender of last resort protections and thus carried
premium interest rates. Under normal circumstances, the yield premium was around 20%. So, if
domestic dollar borrowing rates were set at 5%, Eurodollars yielded 6%. Obviously, if domestic
rates doubled, to 10%, Eurodollars yielded 12%. This pattern explains the TED spread’s
direction-of-rate element; during a rising rate market, speculators would short Eurodollars and go
long T-bills, profiting from a widening spread. In a falling rate market, the reverse position
would be implemented.

The other component is the flight-to-quality spread. Because Eurodollars are not government-
guaranteed and do not have direct support of a central bank, investors flock to T-bills and shun
Eurodollars during periods of stress. This widens the TED spread.

This chart shows the long-term TED spread.
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As the chart shows, there was a great deal of volatility in the spread. As we will discuss below,
this was partly due to flight-to-quality incidents along with volatile monetary policy. Under
Chair Volcker, the Federal Reserve targeted the money supply instead of fed funds which led to
rate volatility. Spread volatility declined as interest rates fell and the Federal Reserve returned to
fed funds targeting. In addition, the end of Regulation Q in 1986 ended the government’s
practice of setting maximum deposit rates. This increased the government-guaranteed rate and
essentially narrowed the spread.

To separate the direction of interest rate effects from the flight-to-quality factors in the spread,
we regressed the Eurodollar (LIBOR) rate by the T-bill rate with a variable to account for
Regulation Q. This chart shows the results of that model.
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’ SPREAD LIBOR —— FAIR VALUE
1 = Penn Central Bankruptcy; 2 = Bretton Woods Rescinded; 3= Arab Oil Embargo, Watergate
4 = Iran-Irag War, Hostage Crisis; 5= Market Crash; 6 = LTCM Crisis;
7 = Asian Economic Crisis; 8= Great Financial Crisis; 9 = Eurozone Crisi, U.S. Debt Downgrade;
10 = 2016 Election
Sources: Haver Analytics, CIM

The lower line on the chart shows the deviation in Eurodollar interest rates relative to T-bill
rates. A widening spread is represented by a rising lower line. Clearly, financial, political and
geopolitical events can widen the spread; we have marked the important ones. The current
spread is essentially at fair value, suggesting the widening of the TED spread isn’t due to any
sort of financial crisis but is entirely due to rising yields. In other words, the widening of the
TED spread is consistent with increasing interest rates and, so far, does not indicate significant
financial stress.

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based
upon sources and data believed to be accurate and reliable. Opinions and forward looking statements expressed are subject to
change. This is not a solicitation or an offer to buy or sell any security.
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