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Two Turtle Doves

e Two dovish Fed policy actions in the fourth quarter have set the stage for ongoing accommodation in 2026, although
we expect a measured approach.

e Intermediate maturities continue to help address both reinvestment risk and interest rate risk.

e Municipal fundamentals remain strong as state and local issuers enter a slower-growth environment supported by
elevated reserves, disciplined budgeting, and stable tax revenues, resulting in limited credit deterioration and largely
stable rating outlooks.

e We suggest allocations that are even-weight for Treasurys, underweight for corporates, and overweight to MBS, with
an overall duration posture that is a bit shorter than the broad benchmarks.

Most of us are probably familiar with the traditional Christmas carol in which “true love” is expressed, in part, through

a gift of two turtle doves. If this metaphor is to hold for the US economy, then the Fed showed its true love with two
policy actions of a remarkably dovish nature. These actions will surely resonate during the holiday season in which they
occurred, but they will also likely carry implications for the entire fixed income market in the new year.

The first dove: As the fourth quarter draws to a close, the Fed announced it has ceased its policy of Quantitative
Tightening (QT), the process of allowing securities held on its balance sheet to mature without reinvesting the proceeds
in new securities. QT pulls money from the economy by receiving cash payments for the principal of the maturing
securities without injecting those payments back into the economy with new purchases, thereby reducing the overall
money supply. All else equal, this is a restrictive policy. The Fed initiated this round of QT in June 2022, so ending it after
three and a half years marks a change that reflects a shift to a neutral posture.

The second dove: Late in the fourth quarter, at the conclusion of its scheduled Federal Open Market Committee (FOMC)
meeting, the Fed announced that it would reduce its target range for the federal funds rate by 25 basis points, from 3.75-
4.00% to 3.50-3.75%. Earlier in the quarter, the market began discounting the possibility that the FOMC would hold its
target steady, which would have suspended the easing cycle that began in September 2024. Since the market expected
rate cuts to continue in 2026, the possible suspension of the cutting cycle has inspired concerns about the economy in
the new year. The fed funds rate anchors short-term interest rate levels, which tend to impact the yield curve and the
economy as a whole. This continuation of the cutting cycle, therefore, is seen as accommodative for economic growth.
Taken together, these two holiday-season “turtle doves” suggest the Fed is relatively confident that inflation poses less
risk than a softening employment market in the new year.

To complete the picture, we must draw attention to the Fed's guidance for its policy outlook for the new year. In his
official statement to conclude the FOMC meeting, Chair Powell emphasized that the bar will be high for any further

cuts in 2026. The committee considers the current rate policy to be neutral, in light of what continues to be a balanced
risk landscape with respect to inflation and employment. The new “dots plot,” which shows each committee member's
expectation for the fed funds rate for the next two years, implies only one cut in the new year. In contrast, short-term
interest rate markets indicate an expectation of three cuts in 2026, which would reduce the overnight target rate to
3.00%. At present, that market expectation appears a bit too optimistic to us, and we suggest an overall duration posture
that is generally a bit shorter than the broad bond benchmarks.
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Treasury Sector

Despite bouts of rising and falling volatility in equity markets, Treasurys were quite stable in 2025, even through news
cycles related to tariffs, inflation, and changes by (and inside) the Fed. The yield curve near the end of 2025 (Figure 1, green
line) compared to the yield curve at the end of 2024 (blue line) illustrates that while longer-term rates were steady, shorter

maturity yields declined (blue bars on the bottom).
Treasury Yield Curves: near year-end 2025 and

We share the view that potential forces that would
drive rates either higher or lower are fairly balanced.
As an example, the Treasury has signaled that it will
shift its issuance even further toward the short end
of the curve; however, the Fed has indicated that

it intends to shift the asset mix of its balance sheet
away from mortgage-backed securities in favor of
purchasing more T-bills.

With this in mind, we remain focused on
intermediate maturities (i.e., 7-10 years). While the
short end of the curve is prone to lower yields as
the Fed eases, the long end may become volatile
if inflation proves higher than expected. The
middle of the curve offers a measure of protection
against both short-maturity reinvestment risk and
long-maturity interest rate risk. Still, we do hold a
degree of caution toward maturities in the two- to
three-year range. Yields in this range reflect an
expectation that the Fed will ease more than we
anticipate. If the Fed is measured in applying easier (Sources: Bloomberg, Confluence)
policy, as we expect, this portion of the yield curve

may experience upward pressure. The downward hump in the curve at the two- to three-year point shows why we find

this tenor less attractive. Taken altogether, we believe an even-weight exposure to Treasurys with these maturity caveats is
appropriate.

Corporate Sector )
Corporate Investment-Grade Spreads, 10 years ending December 2025

With relatively stable economic conditions, the
corporate sector has experienced significant
inflows and tightening spreads (Figure 2) below
historical averages (the red line), reflecting an
expectation that the benign default environment
is likely to continue. In the fourth quarter, the large
demand for corporate bonds was answered by
new supply, much of which was provided by the
Magnificent 7 and their need for capital to support
Al infrastructure. While this initially put a measure of
upward pressure on spreads, that pressure proved
temporary as the market accepted the new supply
without major disruptions. Accordingly, corporate
bond spreads remain well below historical levels.

Part of the corporate spread volatility during ; : _ s :
the fourth quarter reflected concerns with the (Sources: Bloomberg, Confluence)
private credit markets. Massive capital flows into

private credit in recent years have caused many investors to ponder whether a bubble is forming. At this point, we do not
believe this to be the case. Granted, there have been some high-profile defaults, but private lending standards remain in
relatively good order, and return expectations are not outsized. Furthermore, recent defaults appear idiosyncratic, with
problems emerging from fraud in specific circumstances as opposed to a systemic condition across the entire private credit
marketplace. As such, we do not see a bubble forming in the private credit markets.

Although the corporate sector appears positioned to benefit from generally low levels of defaults in the coming quarters,
spreads are tight enough that we do not find the value proposition from this sector to be particularly compelling, and we
continue with an underweight posture.
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Mortgage-Backed Securities (MBS) Sector

30-year Fixed Rate MBS Spreads, 10 years ending December 2025

The MBS sector remains in a historically unique
condition, where two of the sector’s primary risks —
extension and prepayment — appear unusually low,
particularly for seasoned MBS. The circumstance is a
combination of unusually low mortgage rates from
the pandemic era along with the higher interest rates
that unfolded in 2022. Low mortgage rates created

a large proportion of MBS with coupons in the 3-4%
range, while the rise in rates drove the prices of these
MBS down significantly below par. Today, refinanc-
ing volume has already approached a nadir (home-
owners have strong disincentive to refinance into a
higher mortgage), meaning that low-coupon MBS
have little incremental extension risk. At the same
time, with prices well below par, these same MBS can

My
appreciate if mortgage rates decline and refinancing J

volume rises. (Sources: Bloomberg, Confluence)

Thirty-year fixed-rate MBS option-adjusted spreads (OAS) gradually tightened throughout most of 2025, rounding out
the year at levels well below their 10-year averages (Figure 3, red line). Still, because the risk profile of seasoned MBS is
unusually constructive, we continue to believe the return/risk profile is attractive, and we remain overweight this sector.

Municipal Bond Sector

Municipal credit fundamentals remain stable. Entering this phase of slower growth, most state and local issuers are
doing so from a position of strength, supported by conservative fiscal management and elevated reserve levels built
over the past several years. While revenue growth has normalized from post-pandemic highs, it has not meaningfully
weakened. Personal income, sales, and property tax collections are moderating but remain sufficient to support
operating budgets and debt service.

Importantly, municipalities have demonstrated a willingness to adjust spending as conditions evolve. Budget flexibility,
combined with still-healthy rainy-day funds, has helped preserve credit quality across the market. Pension funding ratios
continue to improve incrementally, aided by higher discount rates and more disciplined contribution practices.

At the sector level, essential-service revenue bonds (water, sewer, electric utilities, and transportation) continue to
exhibit durable fundamentals, benefiting from predictable demand and rate-setting authority. Conversely, healthcare
and higher education remain uneven, underscoring the importance of credit selection, though the stress appears
isolated rather than systemic.

Overall, defaults remain rare, rating agency outlooks are largely stable, and credit deterioration is idiosyncratic. From a
fundamental standpoint, municipal bonds continue to offer advisors a compelling combination of high underlying credit
quality, essential-service exposure, and tax-efficient income, reinforcing their role as a core allocation in diversified
portfolios, particularly for high-tax-bracket investors.

www.confluenceinvestment.com
3



Confluence Fixed Income Strategy Committee

Mark Keller, CFA David Miyazaki, CFA Bill O'Grady

Greg Ellston Kaisa Stucke, CFA Patrick Fearon-Hernandez

For more information, contact a member of our Sales Team:

(314) 530-6729 or sales@confluenceim.com

See Territory Map on the Confluence website for sales coverage

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the author(s). Information
is based upon sources and data believed to be accurate and reliable. Opinions, estimates, and forward-looking statements are as
of a certain date and subject to change without notice. Actual results could differ materially from the results indicated by this in-
formation. References to expected returns are not promises or even estimates of actual returns an investor may achieve. Forecasts
of financial market trends are subject to change without notice. Opinions expressed do not constitute investment, legal, tax, ac-
counting or professional advice. Always consult an adviser regarding the legal, tax and financial suitability of securities investing.
This information is provided for educational and illustrative purposes only and should not be construed as individualized advice
or a recommendation. Such information should not be relied upon for, or in connection with, the making of investment decisions
and is not an offer or solicitation to buy or sell any security or investment product. Investments or strategies discussed may not

be suitable for all investors and investors should seek advice from an investment professional, if applicable. Investors must make
their own decisions based on their specific investment objectives and financial circumstances. Investing involves the risk of loss

of the amount invested that investors should be prepared to bear. Please refer to our current written disclosure statement for a
description of the risks associated with our investment strategies. There can be no assurance that any investment objective will

be achieved or that any investment will be profitable or avoid incurring losses. Investor results will vary, and past performance is
not indicative of future results, which will fluctuate as market conditions change. A copy of Confluence’s current written disclosure
statement discussing our business operations, services, and fees is available upon request.

Confluence Investment Management LL.C

Confluence Investment Management LLC is an independent Registered Investment Advisor located in St. Louis, Missouri.

The firm provides professional portfolio management and advisory services to institutional and individual clients. Confluence’s
investment philosophy is based upon independent, fundamental research that integrates the firm’s evaluation of market cycles,
macroeconomics, and geopolitical analysis with a value-driven, company-specific approach. The firm’s portfolio management
philosophy begins by assessing risk and follows through by positioning client portfolios to achieve stated income and growth ob-
jectives. The Confluence team is comprised of experienced investment professionals who are dedicated to an exceptional level
of client service and communication.
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