Asset Allocation Weekly

(o

INVESTM By Asset Allocation Committee

T MANAGEMENT

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.

March 10, 2017

As the FOMC prepares to raise interest rates, it’s a good time to update our views on long-term
interest rates. The chart below shows our current estimate of fair value for the 10-year Treasury.
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The model uses fed funds, the 15-year moving average of CPI (an inflation expectations proxy),
the yen/dollar exchange rate, oil prices and German bond yields. The current yield is about 42
bps above fair value; we move above one standard error of fair value at a 10-year yield of 2.70%.
Assuming the other variables remain steady, the current yield on the 10-year T-note has
discounted fed funds of 1.80%, suggesting that a series of rate hikes is already in the market.

The factor that could lead to a bigger bear market in long-duration fixed income would be a
change in inflation expectations. Our inflation proxy estimates inflation expectations of 2.1%,
which is roughly in line with the implied 10-year inflation rate from the TIPS spread. Our worry
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about inflation expectations is that older investors could ratchet higher if the new
administration’s policies raise inflation concerns.

THE ADULT EXPERIENCE OF INFLATION
FOR 60-YEAR OLD AMERICANS
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This chart shows the average adult (ages 16 to 60) experience of inflation for 60-year-olds. It’s
currently 4.2%. It should be noted that younger Americans have, on average, experienced lower
levels of inflation; the inflation experience of the current 50-year-old cohort is only 2.8%. We
expect older investors to favor fixed income to preserve capital and replace wages in retirement.
We also assume that fixed income investors are sensitive to inflation and base their inflation
expectations on long-run inflation experiences. Thus, if new government policies on trade and
infrastructure spending raise fears of inflation, older Americans may be more prone to “inflation
panic” and demand higher rates. Over the next 18 months, that is probably the greatest risk to
long-duration fixed income.

For now, we remain cautious on long rates and have tended to favor credit risk over duration risk
in fixed income. However, if inflation expectations remain anchored (and tighter monetary
policy should assist in this effort), then long-duration fixed income assets could become more
attractive as the Fed’s tightening cycle continues.

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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