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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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Interest rates have increased since early September.
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(Source: Bloomberg)

The 10-year T-note yield dipped to 1.45% in early September but has risen strongly since then.
What has prompted this rise? Some of the rise appears to be caused by a revaluation of the path
of monetary policy.
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IMPLIED LIBOR RATE, 2-YEARS DEFERRED FED FUNDS AND IMPLIED LIBOR RATES
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The chart on the left shows the implied three-month LIBOR rate, two-years deferred, from the
Eurodollar futures market. After falling to a low near 1.15%, the yield has jumped to 1.58%.
The chart on the right shows this implied rate compared to the fed funds target. Although the
backup in the implied rate has reduced the expected decline in fed funds from nearly 100 bps to
around 60 bps, the spread remains inverted, meaning the market still expects the Federal Reserve
to cut rates somewhere between 50 bps and 75 bps over the next two years.

Our 10-year T-note model suggests that long-duration yields are too low, or prices on these
instruments are too high.
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This chart shows our 10-year T-note yield model. The deviation line is at the one-standard error
level. Essentially, the bond market yield is consistent with recession. If the bond market is right
and a recession is coming, the chart above suggests that if that recession is a “garden-variety”
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type, like those seen in the 1990-91 and 2001 downturns, then it would be unlikely that we will
see further yield declines. On the other hand, when the model suggests long-dated Treasuries are
overvalued and a recession doesn’t follow, the backup in yields is notable. It’s still too early to
tell if a recession is coming, but the evidence that one could develop is increasing. Our analysis
suggests, however, that the protection that long-duration Treasuries usually offer in a
recession and bear market may not be all that significant at current yields. If the above
LIBOR analysis is correct, the recent backup in those yields would suggest a fed funds rate of
around 1.50% and a fair value 10-year Treasury yield of 2.27%. Thus, the recent backup in
yields likely has further to run.

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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