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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 2, 2017

In the last FOMC minutes, policymakers signaled another hike at the upcoming June 14"
meeting. We continue to closely monitor financial conditions but, so far, financial markets are
rather sanguine about the impact of policy tightening.

THE CHICAGO NATIONAL FINANCIAL CONDITIONS INDEX
AND FED FUNDS

5 28

4] |24

20

+16

CNFCI

12

(%) SaNNd 34

20
1975 1980 1985 1990 1995 2000 2005 2010 2015

—— CHICAGO NATIONAL FINANCIAL CONDITIONS INDEX
—— FED FUNDS

Sources: Haver Analytics, FRED, CIM

The blue line on the chart shows the Chicago FRB Financial Conditions Index, which measures
the level of stress in the financial system. It is constructed of 105 variables, including the level
of interest rates, credit spreads, equity and debt market volatility, delinquencies, borrower and
lender surveys, debt and equity issuance, debt levels, equity levels and various commaodity prices
(including gold). A rising line indicates increasing financial stress. The red line is the effective
fed funds rate. Until 1998, the two series were positively and closely correlated. When the Fed
raised rates, financial stress rose; when the Fed lowered rates, stress declined.

We believe there are two factors that changed this relationship. The first is policy transparency.
Starting in the late 1980s, the Fed became increasingly transparent. For example, before 1988,
the FOMC would meet but issue no statement about what it had decided to do. Investors and the
financial system had to guess whether policy had been changed. Starting in 1988, the central
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bank began publishing its target rate. In the 1990s, it began issuing a statement when rates
changed. Eventually, a statement followed all meetings. As the FOMC has become more
transparent, the correlation between stress and the level of fed funds has changed. Essentially,
the markets now know with a high degree of certainty when rate changes are likely. This is
especially true of tightening. The FOMC appears to avoid making rate hikes that surprise the
market.

The second factor is financial system stability. From the Great Depression into the 1980s,
policymakers put a high premium on system stability at the expense of efficiency. Bank failures
were rare and there were a large number of rather small institutions. In addition, commercial
banks were separated from investment banks. The drive to improve efficiency led to
consolidation among commercial banks and a breakdown of the barriers between commercial
and investment banks. Although this made the system more efficient, it also undermined
stability. Thus, when raising rates, the Fed must pay close attention to system stability to prevent
crises, which has tended to lead to gradual and measured policies; this behavior maintains
stability...until it doesn’t!

Essentially, policymakers and investors face the Minsky Paradox; the more stable markets
become the more risks investors take, leading to conditions that cannot be sustained.
Unfortunately, it’s hard to know in advance when rate hikes become problematic. Itis likely that
as rates rise, factors that may have been manageable at lower rates become dangerous at higher
rates. Those conditions can change faster than policymakers can likely react. For now, there
isn’t much evidence of trouble but the fact that policy is tightening raises the likelihood, however
small, that problems could develop.

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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