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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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Covered interest rate parity is a basic concept that, at its heart, says all interest rates are equal
after hedging exchange rate risk. It is one of the theories in finance that is beyond dispute—it
works as long as capital markets are open (free of capital controls) and short-term money
markets are liquid. In general, if foreign interest rates are higher than domestic rates, the forward
exchange rate will trade at a premium high enough to absorb the interest rate difference. Here is

a simple example:

1-yrrate
foreign rate 5.00%
domestic 2.50%
spread 2.50%

spot forward
dollar 1.0000  1.0000
euro 1.0000 1.0250

In our example, one-year interest rates in the Eurozone are 5.00% compared to U.S. rates at
2.50%. If the forward rates were equal, a U.S. investor could exchange dollars for euros, invest
at the 2.50% spread and hedge the currency risk, earning a risk-free extra 2.50% compared to
dollar-based interest rates. However, in the process of doing so, the forward rate on euros would
be bid up to 1.0250, which eliminates any arbitrage opportunities. A U.S investor should be
indifferent to either investing in the U.S. at 2.5% or in the Eurozone at 5%, at 1.025 $/€ one-year
forward exchange rate. In a year, if nothing changes, that euro purchased at 1.025 will be at
1.00, eliminating the entire interest rate spread.

However, this doesn’t necessarily mean that hedging opportunities don’t exist. An investor
could decide to buy into longer duration fixed income abroad and roll the hedge periodically.
Using the above example, an investor could buy a foreign bond and hedge each year, selling the
bond if the hedging costs become excessive.

The current spread between U.S. and German 10-year sovereigns clearly favors the U.S.

German yields are around zero and U.S. yields remain significantly higher even though U.S.
yields have declined. Thus, it would seem that German investors would have an incentive to buy
longer dated Treasuries.
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However, for a German investor to make this investment, he would have to either accept the
currency risk or attempt to hedge the risk. As shown above, the short-term rate spread
determines the currency forward discount/premium relationship.

BOND SPREAD AND LIBOR SPREAD
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This chart shows the 10-year sovereign spread and the three-month LIBOR spread. When the
bond spread exceeds the LIBOR spread, the bond spread exceeds the cost of hedging. Even with
a very wide sovereign spread, a foreign investor cannot, under current conditions, profitably
hedge the currency risk.
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This has led foreign bond investors to (a) accept U.S. credit risk by purchasing corporate bonds
and hedging the exchange rate risk, or (b) accept the currency risk by leaving the transaction
unhedged. However, that situation is less than ideal and may discourage foreign investors from
investing in U.S. fixed income markets.

THE HEDGE SPREAD AND THE EURO
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Although the hedge relationship with regard to the euro isn’t overly strong, there is a modest
tendency for the currency to strengthen against the dollar when the hedge spread is negative.
Clearly, there are other factors that affect exchange rates beyond mere interest rate differences.
Although the euro has been weakening recently, it hasn’t declined significantly despite unusually
wide sovereign spreads; the likely culprit is the cost of hedging. If the U.S. yield curve were to
steepen, perhaps with policy easing, the window for hedging might reopen and, paradoxically,
could lead to a stronger dollar.

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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