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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 bi-weekly basis, updating the report
every other Monday, along with an accompanying podcast.

A Pause That Refreshes?

December 4, 2023

(Note: This is the final AABW of 2023; the next report will be published in January 2024.)

In 1929, Coca-Cola® introduced the tagline “a pause that refreshes.” Although other advertising
campaigns have come and gone, this line still sticks around in the public consciousness. And, it
has moved beyond a cold soft drink on a hot day as it can also refer to monetary policy.

First, is the FOMC in or near a pause? Let’s take a look.

THE POLICY RATE &
THE INFLATION/UNEMPLOYMENT INDICATOR
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The FOMC, for the most part, still relies on the Phillip’s Curve—the idea that there is a tradeoff
between unemployment and inflation. Although it is doubtful that this relationship is strong
enough to use as a basis for policy, the lack of an alternative means the Fed has continued to use
this model. And so, on the lower line in the chart above, we simply take the yearly change in
CPI less the unemployment rate. As the chart shows, prior to 1980, the Fed tended to react to
CPI exceeding the unemployment rate (a positive reading in the indicator) by raising the policy
rate. However, as soon as the indictor began to fall, the policy rate was lowered. The unabated
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rise in inflation led the Fed to move to a pre-emptive stance. After 1980, the FOMC would begin
to raise rates if the indicator merely approached zero, and it would keep rates elevated until the
indicator showed clear signs of falling. That was true until 2021. The Powell Fed allowed the
indicator to move strongly positive and then reacted aggressively to correct its error.

Now we have an indicator that is -0.7. Although this level wouldn’t preclude additional rate
increases, if the current downward trend in the indicator continues, then the FOMC will likely at
least stop raising rates. Inflation has been falling, and we note that unemployment has been
increasing as well. In fact, we are rapidly closing in on a key recession signal.

The Unemployment Rate and the 2-Year Difference
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In general, when the current unemployment rate exceeds the rate from two years prior, the
economy is typically in recession. If the current unemployment rate continues to hold steady

into year’s end, then the difference will be zero.

For the equity market, pauses that are not associated with an immediate recession are bullish.
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The S&P 500 & Policy Rate Pauses
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The above chart shows the weekly close for the S&P 500 and the policy rate. We have
highlighted policy rate pauses in yellow that lasted at least six months going back to the late
1950s. The index change data is shown in boxes and refers to the change in the S&P 500 over
the period of the pause. The data shows that long pauses raise hopes of a soft landing, which is a
policy tightening cycle that doesn’t result in an immediate recession. The pauses that led to an
immediate recession showed a decline in the S&P 500 Index prior to the onset of recession.
However, the pauses that either avoided a downturn or experienced downturns that weren’t
immediate, tended to have strong returns over the period of the pause.

This chart illustrates the dilemma for equity investors as we head into 2024. If the Fed is about
to embark on a period of steady policy rates, and the recession is delayed or avoided, history
would support a rise of 15% to 25% in the overall equity markets in the coming months. On the
other hand, if a recession comes, then a decline is likely.

Perhaps the most difficult question is the length of the pause. In the above graph, it’s notable
that extended policy rate pauses tended to disappear from the mid-1960s into the mid-1990s,
which likely reflects a higher inflation environment. Simply put, there was increased volatility in
the policy rate, likely due to the higher and more volatile inflation environment. So, if the
FOMC is going to implement a lengthy pause, further declines in inflation will probably be
necessary. But, if the recent inflation spike was an artifact of the pandemic, and isn’t structural,
a long pause could develop which would be bullish for equities. Of course, that outcome would
depend on the avoidance of a recession, and it’s unclear whether the recent policy tightening will
lead to a downturn.

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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