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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.

February 21, 2020

In 2017, we introduced an indicator of the basic health of the economy and added it to the many
charts we monitor to gauge market conditions. The indicator is constructed using commodity
prices, initial claims and consumer confidence. The thesis behind this indicator is that these
three components should offer a simple and clear picture of the economy; in other words, rising
initial claims coupled with falling commodity prices and consumer confidence is a warning that a
downturn may be imminent. The opposite condition should support further economic recovery.
In this report, we will update the indicator with January data.
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This chart shows the results of the indicator and the S&P 500 since 1995. The updated chart
shows that the upward momentum in the economy has slowed but remains well above zero. We
have placed gray bars to indicate recessions. The indicator was coincident with the 2001
recession but didn’t turn negative until June 2008, when the recession was well underway.
Unfortunately, in its raw form, it signals trouble when the equity markets are already well into
their decline.
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To make the indicator more sensitive, we took the 18-month change and put the signal threshold
at minus 1.0. This provides an earlier bearish signal and also eliminates the false positives that
the zero threshold generates. Nevertheless, the fact that this variation of the indicator is below
zero raises caution.

What does the indicator say now? The economy has been decelerating but conditions have
improved over the past three months, lifting this indicator back to near-zero. Thus, the
improvement does suggest that investors should remain in equities based on the idea that
economic conditions remain supportive. In past updates, we have expressed caution that at least
rebalancing of portfolios was in order. This update would indicate that further defensive action
should be put on hold for now.

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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