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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Monetary policymakers are facing divergent trends that complicate future policy actions.

Financial markets are signaling that the policy rate needs to be cut immediately.
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The chart on the left shows the implied three-month LIBOR rate, two-years deferred, from the
Eurodollar futures market. Last October, the implied rate was around 3.30%; it has fallen
sharply to 1.625%, a decline of nearly 70 bps. The chart on the right compares that implied rate
to the fed funds target. History shows the Fed has tended to cut the target rate when the implied
rate inverts relative to the policy rate (shown on the upper line). The spread has widened
considerably, meaning the Fed should be moving to cut rates soon. This data would suggest the
longer policymakers wait, the higher the probability of a recession.

Current economic conditions probably don’t warrant a rate reduction.
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Probability of US Recession 12-Mo Ahead, as Predicted by the Treasury
%
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This chart shows the NY FRB recession indicator, which projects the odds of recession 12
months out and the Atlanta FRB GDP-based recession indicator. In general, combining the two
indicators reduces the chance of a false positive, namely, predicting a recession that doesn’t
occur. We use the 20% threshold as a warning sign; if both indicators are above 20% then a
recession warning is warranted. The only false positive that was triggered with the 20%
threshold was in 1995 and that event was considered a rare “soft landing.” As the first chart
shows, in 1995, the Greenspan Fed did cut rates and this action probably extended the expansion.
The current reading of these two indicators suggests caution, but the economic data is not
signaling that a downturn is imminent. And, as a cautionary tale, we had a similar configuration
in the data in 1997-98. The Fed did ease in that event, in part driven by the LTCM Crisis, and
that easing is often blamed for stoking the tech bubble in 1999.

Inflation remains controlled, but tariffs could affect prices.
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This chart compares the ISM Manufacturing Index to core CPl. The ISM index tends to lead
inflation by two years. Comparing core CPI to the ISM Manufacturing Index suggests that
inflation might lift in the coming months but should not overshoot by a wide margin. However,
it is important to note that tariffs are a form of consumption tax. While the incidence of the tax
does not automatically fall to the consumer (the producer or importer could absorb the cost,
cutting profit margins, or the dollar could appreciate and offset the tariff), there is the possibility
of an unexpected rise in inflation.

These three issues will likely keep the FOMC on hold in the near term. If that analysis is correct,
the chances of recession will tend to rise in the coming months.

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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