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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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In the aftermath of the election and favorable news on vaccine progress, we have seen a notable
backup in interest rates. The 10-year T-note yield is flirting with 1%. In this report, we will
examine the future path of long-duration interest rates.

We start with our 10-year T-note yield model.
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The model, which uses fed funds, the 15-year average of CPI (an inflation expectations proxy),
the JPY/USD exchange rate, oil prices, German 10-year bond yields, and the fiscal deficit,
suggests the fair value yield is near 140 bps. Although this fair value is historically low, it is
well above the current rate of around 90 bps. In the absence of outside interference, it would not
be unreasonable to expect yields to continue to drift higher. However, we do expect weaker
economic growth in Q4 2020 and Q1 2021, so the pace of increases may slow.

However, the potential for outside intervention is high. The issue comes down to Federal
Reserve policy. The U.S. central bank has hinted at the possibility of yield curve control. So far,
the Fed has not taken concrete steps to implement fixing long-duration interest rates. But a rapid
rise in such rates would not be welcome because it would have an adverse effect on the mortgage
and housing markets.
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SPREAD BETWEEN THE 30-YEAR MORTGAGE RATE AND

10-YEAR T-NOTE

Source: Haver Analytics

Mortgage rates, relative to the 10-year Treasury, spiked in April. The spread has narrowed since
then but remains above 2%, which is elevated. If rising T-note rates lead to higher mortgage
rates, it will tend to stifle part of the economy that is showing promise. This may lead the Fed to
try to slow the rise in long-duration interest rates.

At the same time, a low interest rate regime tends to act as a headwind for banks. This factor
may encourage the Fed to allow long-term rates to rise modestly. But we doubt that
policymakers would be comfortable with a 10-year T-note yield in excess of 1.25%. If rates
approach that level soon, we would not be surprised to see the Fed signal it isn’t pleased with the
development. And so, we may see a further rise in long-term interest rates, but a move to revert
to the rate levels seen before 2008 is improbable.

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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