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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 this report, updating the
report every Friday, along with an accompanying podcast.

December 10, 2021

The Omicron Problem

Over the Thanksgiving holiday, news broke that a new variant of COVID-19 had been isolated in
South Africa. This new variant has an usually high number of mutations, which increases the
likelihood that current immunity will be compromised. In other words, prior infection or
inoculation will probably be less effective in preventing infections.

Financial and commodity markets did not take the news well. The major equity indices sold off.
Crude oil fell over 12% on the day after Thanksgiving. It is still too soon to know the impact of
this new variant. Early comments suggest it may be less lethal than earlier variants. That would
be a pattern often seen with infectious diseases. But there are reasonable worries that the new
variant will have a disruptive effect on the global economy.

However, an added complication is the reaction of policymakers. Last week, Chair Powell took
a hawkish stance in testimony before Congress, suggesting that the Fed could taper its balance
sheet purchases faster and may move to tighten policy before the labor markets fully normalize.
He also jettisoned the “transitory” description of inflation.

His statements led to a shift in market expectations over the path of monetary policy. What
changed for the Chair to move toward tighter policy? As we discussed a few weeks ago, the
composition of the FOMC next year will be much more hawkish unless the president moves
quickly to fill the remaining three vacancies on the FOMC. Without these vacancies being filled,
Powell could face some close votes to keep policy steady. His stance may reflect the fact that
the committee’s composition is changing.

Another factor affecting Powell’s position is that cyclical inflation has jumped recently. The San
Francisco FRB has a measure that separates the cyclical and acyclical components of the core
personal consumption deflator, the most favored inflation measure of the FOMC. In general,
there is little point for the Fed to change policy if acyclical inflation is rising because it is
unlikely that such inflation will be sensitive to monetary policy. On the other hand, cyclical
inflation should be sensitive to monetary policy. Over the past three months, cyclical inflation
has jumped, which has likely caught the attention of policymakers.
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Until September, this index was still within its historic norms, but the rise since then suggests
that (a) cyclical prices are rising and (b) monetary policy should have some effect on bringing
this inflation down.

At the same time, the recent jump in financial volatility will likely affect the decision to raise
rates.

THE VIX AND THE POLICY RATE
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This chart shows the policy rate target along with the 12-week average of the VIX. We have
placed a line at 20 for the VIX. Over the past two decades, the Fed has tended to avoid raising
rates when this measure of the VIX exceeds 20. Although the current reading is below 20, it is
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close to that level, so recent market volatility could easily push the VIX above 20 in the coming
weeks.

The key unknown is the path of inflation. Due to the disruptions brought by the pandemic,
forecasting inflation is unusually difficult at present. Yet, the same base effects that have lifted
inflation this year will likely have the opposite effect in 2022. Overall, we expect the Fed to end
its balance sheet expansion next year, but the first-rate hike will probably be in late 2022 at the
earliest and more likely in Q1 2023.

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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