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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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Since the beginning of September, 10-year T-note yields have risen from a low of 1.52% to a
high of 1.75%. This backup in yields is as issue we are monitoring carefully because we have
favored long-duration assets for some time. We analyze long-dated interest rates by starting with
a fair value assessment of the 10-year T-note yield.
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This is our full T-note model. It uses the effective fed funds rate, the 15-year average of inflation
(a proxy for inflation expectations), the yen/dollar exchange rate, oil prices and the yield on
German bonds. The current fair value rate is 1.71%, suggesting that the long end is a bit
overvalued at current yields. A hike of 25 bps in the effective fed funds rate would raise the fair
value yield to 1.88%, assuming no change in the other variables. Thus, the recent rise in yields is
due, in part, to concerns about the potential for tightening monetary policy.

Deeper examination shows that foreign factors are keeping yields low. Eliminating the
yen/dollar exchange rate, oil prices (which are set globally) and German bond yields creates a
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model using only domestic factors. Namely, using just inflation expectations and fed funds
boosts the fair value by 100 bps.
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By focusing on domestic factors, the 10-year T-note is deeply overvalued. In fact, a comparison
of the models shows that international factors have played a key role in lowering yields over the
past two years.

As we assess the prospects for the three international variables, we expect oil prices will likely
be rangebound. Over the next year, we look for the average price of oil to hold around $50 per
barrel. In the near term, however, seasonal factors will likely weigh on oil prices and support
lower T-note yields. Barring helicopter money in Japan, the JPY will likely drift higher against
the dollar which will also bring lower T-note yields. The key factor will probably be German
yields. German yields ticked higher after the ECB refused to adjust policy last week. But,
worries about the upcoming Italian referendum, expected to be held as early as October, and the
rising likelihood that the ECB will eventually boost stimulus should lower German bond yields.
Thus, for now, we believe the case for long-duration fixed income remains in place.

Longer term, we continue to closely monitor the expansion of populism. Populist policies will
tend to eventually lift inflation and will most likely end the long decline in interest rates. For
now, the establishment continues to hold sway but we would expect that somewhere in the next
four to eight years, or perhaps sooner, inflation will return and we will need to position portfolios
for such an environment.

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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