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.
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The continued rise in long-term interest rates, with the 10-year T-note breaking above a 3.00%
yield, is becoming the focus of financial markets.

Here is our updated 10-year T-note model.

TEN-YEAR T-NOTE MODEL
(WITH YEN, OIL PRICES, GERMAN BONDS & FISCAL DEFICIT)
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The model’s core variables are fed funds and the 15-year moving average of inflation, which we
use as a proxy for inflation expectations. The other four variables are the yen, oil prices, German
long-duration sovereign yields and the U.S. fiscal deficit as a percentage of GDP. The current
yield on the 10-year T-note, which has recently moved above 3.00%, is running above fair value.
The standard error for this model, shown on the lower part of the graph as the lines running
parallel to the midpoint, is £70 bps. Thus, a level that would signal excessively high yields is
3.35%.

Looking at the components of the model, fed funds are usually responsible for cyclical shifts in
long-duration assets while changes in inflation expectations drive secular trends. The lift in
yields would be significant if we were seeing a sustained rise in inflation. For example,
assuming no change in any of the current variables, moving up inflation expectations by 100 bps
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would raise the fair value to 3.3%. Assuming fed funds at 3.00% with this level of inflation
expectations would generate a fair value yield of 3.81%.

Instead, it appears that expectations of tighter monetary policy are the key factor in lifting 10-
year Treasury yields. We estimate the terminal policy rate from the Eurodollar futures market,
using the implied yield from the two-year deferred contract. Based off that measure, the FOMC
will raise rates to around 3.00%.

FED FUNDS AND IMPLIED LIBOR RATES

RATE
(e}
L
=
avayds

T
90 92 94 96 98 00 02 04 06 08 10 12 14 16 18

—— SPREAD TO IMPLIED LIBOR
——— FED FUNDS TARGET
—— IMPLIED LIBOR RATE, 2-YEARS OUT

Sources: FRED, Bloomberg, CIM

Assuming 3.00% fed funds over the next two years, our T-note model yields a fair value of
3.17%. Essentially, it appears the Treasury market has discounted a terminal fed funds rate of
2.75%; as the above chart shows, the FOMC tends to lift the fed funds rate until the implied
Eurodollar rate falls below the current fed funds rate. The bottom line is that there is a high
probability of increased long-duration rates but we are rapidly approaching a level that should
discount policy tightening. If inflation expectations become unanchored, even higher rates are
possible but we don’t think this scenario is likely.

As the first chart shows, it isn’t uncommon for the 10-year yield to overshoot fair value to reach
one-standard error above the forecast; that would imply a 3.87% peak. Any yield around that
level would lead us to become aggressively bullish on long-duration assets. We don’t expect that
development to occur; it has been nearly 13 years since the T-note model signaled that degree of
undervaluation. Assuming economic growth remains relatively modest and inflation mostly
steady, the current level of undervaluation probably signals a period of consolidation.

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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