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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.

June 17, 2016

Our asset allocation process has generally favored longer duration fixed income instruments. We
have expected inflation to remain low due to continued globalization and deregulation. Over
time, low inflation brings low long-term interest rates. In recent weeks, domestic long-term
interest rates have declined significantly. Although this isn’t a huge surprise to us, the factors
behind the decline are worth examining.

Currently, the biggest factor affecting U.S. interest rates is probably the drop in international
yields.
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This chart shows U.S. and German 10-year sovereign yields since 1990. The current spread is
very wide; German yields have recently dipped below zero. Why are German yields declining?
In part, low Eurozone inflation is to blame. Despite aggressively accommodative monetary
policy from the ECB, inflation remains very low. Second, the ECB is conducting quantitative
easing (QE) and has extended its purchases to include corporate bonds. Given that German
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bonds are the preferred choice for European investors seeking safety, the lack of available bonds
for QE has pushed German yields to historically low levels.

However, it should be noted that other factors are not quite so bullish for U.S. Treasuries.

TEN-YEAR T-NOTE MODEL
(WITH YEN, OIL PRICES & GERMAN BONDS)
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This chart shows our basic 10-year T-note yield model. It uses fed funds, an inflation trend
proxy, oil prices, the yen’s exchange rate and German sovereign yields. The lift in fed funds and
higher oil prices are factors that raise the fair value yield and so, the current fair value yield is a
bit higher than the current yield.

This model suggests that the fixed income markets may be overestimating the impact of falling
overseas interest rates. That doesn’t necessarily mean that our fixed income strategy will change
significantly. At present, although the yield is somewhat overvalued, it isn’t so low as to signal
an overvalued market. The lower line on the graph, which shows the deviation between fair
value and current yields, is just a bit below that level. Based on current fundamentals, the 10-
year T-note would become overvalued at a yield of 1.10%. Thus, barring some significant
change in the data, there is no reason to adjust our current allocation position.

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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