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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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What is price stability? The working definition for the Federal Reserve was crafted by Alan
Greenspan in 1994, when he suggested that price stability has been achieved when
“...households and businesses need not factor expectations of changes in the average level of
prices into their decisions.” In other words, a central bank has achieved its price objective not
necessarily when it has reached 0% inflation but when households and firms no longer take
inflation (or deflation) into account when making purchase or investment decisions. This is
probably the best answer to those who complain that 2% inflation is still inflation; although true,
we have observed that no one seems to care about inflation around this level. Once the
perception of price stability has been achieved, firms and households react to price increases by
assuming the rise is due to particular factors in a specific market, not because of overall inflation.
If prices rise in one market but economic actors don’t believe it’s due to an overall increase in
the price level, then they are less likely to react to that specific price change by assuming they
should buy other goods before prices increase there as well.

Assumptions surrounding price stability change how financial markets operate. If investors fear
inflation, or, more accurately, when expectations of price stability are absent, then anything that
increases the fear of inflation, such as currency weakness, will force the central bank to raise
rates to offset that concern. The increase in interest rates will slow economic activity and
weaken financial asset prices. Fiscal expansion can cause similar fears. On the other hand,
when investors expect price stability, fiscal or monetary expansion is welcomed because it will
support the economy and lift asset prices.

! https://www.dallasfed.org/~/media/documents/institute/wpapers/2008/0008.pdf
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The chart on the left shows the 10-year T-note yield and the S&P 500 Index; the latter is on a log
scale. The chart on the right is the focus of this analysis. Here we examine the 10-year moving
correlation between the monthly change in the S&P 500 and the 10-year yield. Note that the
change in the two series was positively correlated from 1946 into 1967; in other words, when the
S&P rose, so did long-duration interest rates. From an investor’s perspective, the 10-year
Treasury could act as a partial hedge to an equity portfolio. Because bond prices fell when rates
rose, a portfolio holding bonds and stocks would tend to have lower risk. Under conditions of
rising equity values, an investor would expect his bonds to fall in value and vice versa, meaning
the same investor could expect his bond values to rise when equity values fell.

From 1967 into 2001, this correlation reversed its sign. When rates rose, the S&P fell. Thus, a
portfolio of bonds and stocks, in terms of price, moved in the same direction. Now, as the chart
on the right shows, in terms of overall direction, there was a bull market in both bonds and stocks
from roughly 1985 to 1990. But, since we are examining this on a monthly change basis, there
was still a tendency for rising interest rates to trigger equity weakness. The 1987 crash is an
example.

Since 2002 into the present, the correlation sign has reverted back to the 1946-67 condition. This
means that holding long-duration bonds in a portfolio will act as an effective hedge to an equity
portfolio. In other words, when equity prices fall, the prices within the fixed income portion of
the portfolio will tend to rise.

Modern portfolio theory postulates that holding two less than perfectly correlated assets will
offer some degree of risk-adjusted outperformance. And, it is worth noting that the rolling
correlation shown above isn’t ever all that strong, maxing out at around 0.4. So, even during the
late 1960s into the early aughts, holding bonds did offer some diversification effect. However,
when the correlation between bond prices and equities is inverse, it allows an investor to “hide”
in fixed income during bear markets in equities. That tactic wasn’t available to investors from
the late 1960s through the mid-1980s.

The key to the relationship between bonds and stocks involves expectations surrounding price
stability. Price stability, in our opinion, rests on three legs. The first is globalization. By
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allowing firms and consumers to scour the globe for the best places to build productive capacity
and source goods, price pressures are contained. The second is deregulation. Allowing firms to
introduce new technologies and techniques into the economy without government interference
supports efficiency and productivity. And, central bank independence is the third pillar.
Allowing central banks to peruse the most appropriate monetary policy without political
interference gives investors, consumers and firms confidence that inflation will not be allowed to
erupt regularly for short-term political gain. We monitor the viability of these three legs
constantly. Currently, the first is under fire and the third is facing threats as well. If these
components continue to face pressure, expectations of price stability could erode and proper
asset allocation will change, too. For now, we still expect price stability to be maintained but the
threats are growing. If the threats rise to a level that undermines price stability, we will act
accordingly.

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.

WWW.CONFLUENCEINVESTMENT.COM
3



