Asset Allocation Weekly

(o

INVESTM By Asset Allocation Committee

T MANAGEMENT

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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At the end of June, we published a study of how the equity and bond markets reacted to the
inversion of the yield curve. This week’s report takes that inversion data and compares it to how
the 10 sectors of the S&P 500 perform.t For this report, we will use the two-year/10-year
Treasury spread as our yield curve variation; although this alternative has a shorter history than
the fed funds/10-year Treasury spread, data on the 10 sectors we will analyze begins in 1988.
Thus, the two-year/10-year Treasury spread will offer enough history to analyze the behavior of
the sectors.

For reference, this is the two-year/10-year Treasury spread.
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The gray bars show recession and the red vertical lines are placed where the yield curve inverts.
On average, it takes 15-months from inversion to recession, with the range being 10 to 18
months.

1 We exclude REITS from this study.
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The sector data only covers the last three recessions. We have taken each inversion and index
the 10 sectors to the inversion, tracking the data one year before the inversion and two years
after. The chart below averages the three events.
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We have placed vertical lines at the point of inversion at one year and two years from inversion.
As we noted earlier, the overall S&P 500 tends to avoid an outright decline until the recession
starts. The best sectors are Health Care, Consumer Staples and Energy. Materials and
Industrials tend to hold up. The worst performing sectors are Technology, Telecom and
Financials, although Financials performed rather well in the 2000 inversion. Thus, there are no
huge surprises here. Health Care and Consumer Staples are defensive sectors. In all three cases,
oil prices were rising into the inversions and thus supported energy equities. The 2000 inversion
and subsequent recession also ushered in a major decline in Technology and Telecom and these
sectors were generally weak during the other two events. Finance fell hard in the 1989 and 2006
inversions.

This tells us that when the next inversion occurs, investors should consider positions in Health
Care, Consumer Staples and Energy, with underweights in Technology and Telecom.

Obviously, each cycle has its own unique characteristics, but history does offer some insight into
potential market behavior.

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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