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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.

April 29, 2016

We recently completed our quarterly rebalancing process in our asset allocation models. One of
our key assumptions is that the economy will avoid recession but growth will remain sluggish.
Recently, two reliable recession indicators, one from the Philadelphia FRB and the other from
the Chicago FRB, have confirmed our expectations.

First, shown below is the Philadelphia FRB’s manufacturing index, which is a survey of
manufacturing firms in the Northeast:
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This index signals below-trend growth with a reading below zero, and indicates a recession with
a reading under -10. We smooth the data with a six-month moving average. The current reading
is +0.08, suggesting, at best, growth is at trend. Note that the readings have been rather weak in
this recovery. In fact, the average index value (on a six-month average basis) for this recovery is
the second lowest on record, with only the recovery between the 1980 and 1981-82 recessions
being slower.
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The Chicago FRB National Activity Index, which is a broad-based compilation of national
economic indicators, shows a similar pattern.
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Similar to the Philadelphia FRB manufacturing index, a reading below zero indicates below-
trend growth. The data clearly shows the economy is weak but not recessionary.

We expect the economy to continue on this path. Until household debt falls to more manageable
levels, consumption will likely remain sluggish which will tend to weigh on the economy. This
forecast for the economy means that:

1. Inflation should remain low;

2. The risk in long-duration interest rate instruments is low;

3. Monetary policy should remain accommodative, even with the Federal Reserve moving
on a tightening path;

4. Equity markets can support a higher than normal P/E.

These expectations have been incorporated into our asset allocation models. A shift to either
recession or faster economic growth would require adjustments but, at this juncture, neither
appears likely. Until a shift in stance occurs, our current allocations will likely remain in place.

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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