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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.

March 6, 2020

In the turmoil caused by COVID-19, fixed income has performed remarkably well. Ten-year T-
note yields have declined to record lows and, as we will show below, there is no evidence of
severe stress in the credit markets.

First, here is what we are seeing in Treasuries.
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This chart shows our 10-year T-note model. It uses fed funds, the 15-year average of inflation,*
the yen/dollar exchange rate, oil prices, German bund yields and fiscal deficits as a percentage of
GDP. At the end of last year, the fair value was around 2.40%; as the above chart shows, it has
declined sharply to 1.94%. Of course, that yield remains well above current yields. The implied
three-month LIBOR rate from the two-year deferred Eurodollar futures suggests the financial
markets expect another 50 bps of rate cuts over the next two years. Even assuming a 0.75% fed
funds target only lowers the fair value to 1.84%. Assuming those rate cuts at a German bund
yield of -3.60% (a decline of 300 bps from current levels) would get the model to current yields.

1 Which is a proxy for inflation expectations.
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A negative yield to that level would be unprecedented. The most likely justification for current
yields would be a sharp drop in inflation expectations. If inflation expectations decline to 1%
per year along with the assumption of 100 bps of rate cuts, that would justify current yields. This
analysis suggests that long-duration Treasuries are richly valued at current levels, and if our base

case that COVID-19 won’t trigger a recession is accurate, then a back-up in these yields would
be expected.

What is perhaps most interesting is that there has not been a strong reaction in credit. Comparing
the 10-year to Baa yields shows that spreads have not moved significantly, only around 30 bps.
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In high yield, spreads have widened as well, but the increase is not notable so far.

WWW.CONFLUENCEINVESTMENT.COM
2



HIGH YIELD SPREADS
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Yields have increased by 80 bps but remain 120 bps below average.

The lack of pressure in the credit markets, at least to this point, suggests the current situation
probably won’t evolve into deep financial crisis or a recession. We will continue to monitor the
credit markets closely in the coming weeks, but financial stress appears quite manageable for
now.

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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