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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.

July 12, 2019

The recent testimony from Chair Powell to Congress made it quite clear that the U.S. central
bank is likely to cut rates at the end of July. For the equity markets, the key issue is whether the
shift away from tightening to easing will be enough to avoid recession. If the rate cut(s) in the
coming months reduce the odds of recession, we could see the expansion continue and the Fed
may have engineered a rare “soft landing.” On the other hand, it is quite possible that monetary
authorities have raised rates too much and have waited too long to ease policy; if so, then a
recession may be unavoidable.

Probability of US Recession 12-Mo Ahead, as Predicted by the Treasury .
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This chart shows two business cycle indicators, one from the New York FRB and the other from
the Atlanta FRB. The former predicts the business cycle a year ahead and is based on the yield
curve; the latter is coincident and based on GDP. We overlay the two, using the New York
number as a warning and the Atlanta index as confirmation. The New York number has crossed
the 30 threshold, which has been a signal of recession in the past with no false positives. And,
even rate cuts haven’t prevented recession once the 30 threshold has been crossed. At the same
time, we have not seen confirming data in the national accounts (GDP) data. Thus, recession
may be in the cards, although the risk isn’t imminent; the downturn may still be two years away
and it is possible it could be avoided. After all, every cycle is unique.
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This chart shows the dilemma for equity investors. In this chart we examine the average total
return for the S&P 500 on a yearly basis, with the data indexed to the first rate cut, a year in
advance of the cut and two years subsequent. The data shows that equities tend to perform very
well if recession is avoided, roughly earning 20% in the first year after the cut and nearly 50%
over two years. However, if a recession occurs, declines in excess of 20% are possible.

Although the NY Fed’s indicator has a strong track record, each business cycle is different, and it
is possible that a recession can be avoided. This analysis does suggest caution, although most
safety assets have performed very well already, thus it may be too soon to fully de-risk
portfolios. In the immediate term, however, there is little cause to exit the equity markets, but
vigilance is clearly necessary.

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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