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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.

March 9, 2018

Last year, we introduced an indicator of the basic health of the economy and added it to the
many charts we monitor in gauging market conditions. The indicator is constructed with
commaodity 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.
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This chart shows the results of the indicator and the S&P 500 since 1995. We have placed
vertical lines at certain points when the indicator falls below zero. Although it works fairly well
as a signal that equities are turning lower, there is a lag. In other words, by the time this
indicator suggests the economy is in trouble, the recession is likely near or underway and the
equity markets have already begun their decline.
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To make the indicator more sensitive, we took the 18-month change and put the signal threshold
at -1.0. This provided an earlier bearish signal and also eliminated the false positives that the
zero threshold generated. Notwithstanding, we will pay close attention when the 18-month
change approaches zero.

What does the indicator say now? The economy is healthy and currently supportive for equity
markets. Future market performance is likely to be more affected by the P/E multiple rather than
earnings, which are dependent on economic growth. The P/E is mostly a function of interest
rates and inflation, although there is also an element of sentiment to the ratio. For now, we
expect the multiple to remain elevated but the risk of contraction will grow over time, especially
if inflation worries increase. We will have more to say on this issue in the coming weeks.

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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