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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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Since the recovery began, we have consistently favored duration in fixed income. Our position
has been that growth would remain sluggish in the developed world and global overcapacity
would keep inflation contained. The consensus of strategists and economists didn’t support our
position.
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This chart shows the path of the 10-year T-note yield along with the forecast at the beginning of
each year from the Philadelphia FRB Professional Forecasters Survey. The open boxes indicate
when the forecasts were incorrect; the solid circles indicate correct forecasts. We are on the 17%
forecast; so far, 10 have been wrong and, barring a strong jump in yields similar to 2012, the
forecasters will be incorrect this year as well.

In general, the persistently incorrect forecasts are likely due to the consensus opinion that the
economy, inflation and markets will normalize over some time frame. Instead, since the turn of
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the century, inflation has steadily declined and, in the aftermath of the financial crisis, economic
growth has been persistently low. Accordingly, financial markets and global economies have
been operating in a “new normal” rather than a return to the 1990s normal.

Although our position on fixed income has been correct, we are watchful for conditions that
would reverse this long-term downtrend in yields. Inflation trends often have a political element.
One of the key tradeoffs society makes is between equality and efficiency.! When society is
leaning toward the latter, bonds will tend to do well because inflation will be controlled. If
equality is demanded, the risk levels of bonds rise. Thus, we are carefully watching Brexit,
Bernie Sanders and Donald Trump. These are all manifestations of a potential trend toward
equality that would likely be expressed by re-regulation and deglobalization of the economy. If
these trends, and others, gain traction, the potential for rising inflation and interest rates would
increase. For now, we continue to favor long duration assets. Given the high level of binary
risks looming (the process of the U.K. leaving the EU, November U.S. elections, the Italian
referendum on government reform and its banking problems), long duration Treasuries offer
some protection against bearish events, as the Brexit situation showed. But, we are closely
monitoring economic and political conditions for a change in the secular trend in bonds.

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.

! For a discussion on efficiency and equality cycles, see our recent WGR: Post-Brexit (7/11/16).

WWW.CONFLUENCEINVESTMENT.COM
2


http://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_07_11_2016.pdf

