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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.

June 3, 2016

The prolonged weakness seen in capital spending is a concern for the economy and equity
markets.
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This chart shows the yearly change in the three-month smoothed non-defense capital goods
orders excluding aircraft. The Census Bureau changed how it calculates this series in 1992; we
have overlapped the yearly change in the earlier series. In general, a negative reading is a
concern. Itisn’t a certain signal of recession, and in some downturns it becomes weak late in the
cycle, but, in any case, a persistent negative reading does suggest economic weakness. The only
other time the yearly change in this number was this negative without being associated with a
recession was in 1987.

Taking this data from 1992 and regressing it against the S&P 500 suggests an overvalued equity
market.
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This chart shows the results of regressing non-defense capital goods orders, excluding aircraft,
against the S&P 500. The orders data closely fit this equity index until around 2012. Based on
this study, fair value is around 1383.

So, what is causing this divergence? We suspect monetary policy, the dollar and corporate
behavior are affecting the equity market. Adding a proxy for buybacks and monetary policy,
along with the yen’s exchange rate, reduces the degree of overvaluation.
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ALONG WITH PROXIES FOR SHARE BUYBACKS
AND MONETARY POLICY AND THE YEN
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Adding these proxies increases fair value to 1811, significantly reducing the degree of
overvaluation. This is still well below the current market, but it does show how equity markets
have become dependent on accommodative monetary policy, dollar strength and share buybacks.
Without stronger corporate economic growth—which will boost the demand for investment
goods—monetary policy tightening, regulation to reduce buybacks or a stronger yen could put
pressure on equity markets. We remain supportive of equity markets, although we are only
looking for single-digit gains, at best, due to current valuation levels.

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.

WWW.CONFLUENCEINVESTMENT.COM
3



