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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.

November 30, 2018

As the FOMC raises rates, there are increasing concerns about the credit markets. After a long
period of low rates, credit spreads are starting to widen, raising fears of financial stress. In this
report, we will look at these concerns.

First, here is what we are seeing with credit spreads:

T-NOTE/Baa CORPORATES

— 20

_ 16

_ 12

A

A A/\ A M
= O L Y LA VAT VN MmN VY "‘v/\\
AN I WAl Voo A B v

T — T
70 75 80 85 90 95 (e]e] (015 10 15

BAA-T-NOTE SPREAD
-1 STANDARD DEVIATION
10-YR T-NOTE YLD

BAA-T-NOTE AVERAGE
+1 STANDARD DEVIATION
BAA YIELD

Sources: Haver Analvtics. FRB. CIM

This chart looks at the spread between 10-year T-notes and similar term Baa corporates. The
average and standard deviation lines are calculated from 1921. Currently, the spread is about
average but it has been widening recently.

Second, here is the impact of monetary policy on credit spreads:
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FED FUNDS AND THE BAA-10-YR T-NOTE SPREAD
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This chart examines credit spreads with periods of policy tightening. Although policy tightening
may bring conditions that trigger a widening of credit spreads, in reality, periods of tightening
usually coincide with narrowing credit spreads. This is because the FOMC usually raises rates in
response to positive economic conditions, which, coincidentally, are also consistent with
conditions that support firms’ ability to service debt. Credit spreads tend to widen when the
Fed is easing rates.

Third, the key trigger to widening credit spreads is economic conditions.
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This chart shows the Chicago Federal Reserve Bank’s National Activity Index along with the T-
note/Baa credit spread. The national activity index uses 85 variables to track the economy; we

WWW.CONFLUENCEINVESTMENT.COM
2



smooth the raw data with a six-month moving average. A reading of zero indicates an economy
growing at trend. Thus, a reading below zero suggests a weakening economy. Note how credit
spreads widen when the index dips below zero. The two series are correlated at -71.9%. A
regression based on this relationship suggests that the recent widening of the T-note/Baa spread
is mostly a rise toward fair value.
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The regression suggests the spread had become too narrow given the performance of the
economy. The recent widening has mostly moved the spread back to fair value. Although it is
possible the spread could widen further, it would not be justified based on the performance of the
economy. For this reason, we still view credit risk as manageable.

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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