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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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As various permutations of the yield curve invert, projections of recession are increasing. One of
our favorites, the 10-year T-note/fed funds yield curve, has been inverted for three months.
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This chart shows the history of this yield curve; since 1960, every recession was preceded by an
inversion of this indicator. However, that isn’t to say that every inversion led to a recession.
There were two false positives in the series, one in 1965 and another in 1998. The former we
consider a true false positive as the inversion lasted several months but a recession didn’t follow.
The latter event only lasted one month and was tied to the financial turmoil of the Asian
Economic Crisis, the collapse of Long-Term Capital Management and the Russian debt default.
The fact that the inversion was short-lived weakens the case that it was a true inversion.

If this signal of recession holds, when does it arrive? Here is a look at the timing:
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RECESSION

YEARS INVERSION RECESSION MONTHS
1969-70 Apr-68 Dec-69 20
1973-75 Mar-73 Nov-73 8
1980 Sep-78 Jan-80 16
1981-82 Aug-80 Jul-81 11
1990-91 Jan-89 Jul-90 18
2001 Apr-00 Mar-01 11
2007-09 Jul-06 Dec-07 17
AVERAGE 15

On average, recessions occur 15 months after inversion; that would put the onset around next
September. The range is eight months to 18 months. Using that range, the recession could begin
as early as February 2020 or as late as February 2021. Although this history offers some insight
into timing, the reality is that the number of events is rather limited. Thus, investors should treat
the data as a guide. The economic data remains mixed, but the preponderance of the evidence
suggests that the U.S. economy is weakening but not in recession.

As we have noted before, recessions tend to have two causal factors, policy error and
geopolitical events. The 1973-75 and 1990-91 recessions are considered to be partly due to
geopolitical factors; the former was affected by the Arab Oil Embargo and the latter by the
Persian Gulf War. However, both also had yield curve inversions. It is quite possible that the
geopolitical events caused the recessions to occur faster than they might have otherwise in the
absence of these events.

We are watching the trade conflict with great interest because it might affect the timing of a
downturn. If the trade conflict worsens, lifting import prices and forcing the Fed to slow its path
of lowering rates, the recession might occur sooner than it otherwise would. A recession would
certainly affect the 2020 elections; no incumbent has survived a recession since Calvin Coolidge.
We will likely begin to prepare for a downturn next year. If the trade conflict worsens, the
timing may be accelerated.

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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