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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.
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In our asset allocation process, we focus on cyclical trends; that doesn’t mean we pay no
attention to secular trends but it isn’t our primary emphasis. The lack of clarity around what
these terms mean can lead to confusion. And so, over the next few weeks, we will examine the
difference between the two trends and how we address them in our asset allocation process.

STYLIZED CYCLICAL AND SECULAR CYCLES
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This chart shows a stylized example of cyclical and secular cycles. It’s simply for illustration
purposes, but it does express the general view of how we view markets. In reality, cyclical
trends are not this smooth or regular, but rather often exhibit varying length and amplitude.
Secular trends are not necessarily constant either. But, in general, as we will look at in the
coming weeks, financial and commodity markets exhibit both trends.

Depending on the market, cyclical trends tend to run three to 10 years. It is the most important
trend in our asset allocation process. The business cycle is the primary factor in our analysis.
The business cycle is the normal tendency for the economy to move from expansion to decline,
recession, recovery and back to expansion. This cycle clearly affects financial and commodity
markets. Financial market conditions, monetary and fiscal policy and geopolitical events are all
important contributors to cyclical trends as well.
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On the other hand, secular trends can last generations. These trends tend to be driven by societal
factors. For example, public attitudes toward the balance between efficiency and equality are
critical as these are affected by regulatory and tax policy. Long-term geopolitical stability is
mostly a factor of hegemony; if a superpower vacuum is developing or a new hegemon is
emerging, secular trends can adjust. What makes secular trends important is that because they
last a long time, they become part of the background, leading investors to assume that these
trends never change. And so, in the early part of a reversal in secular trends, actual market
performance can vary widely from what is expected. The other factor that matters in secular
trends is that, unlike our stylized model, they don’t always clearly shift, causing a degree of
uncertainty as to whether the change actually occurred. Only with the hindsight of history can
we definitively know when and if the secular change happened. Still, we pay attention to secular
trends because, at inflection points, the impact on financial and commodity markets can be
significant.

Therefore, over the next few weeks, we will examine the cyclical and secular trends in
commaodity, equity and debt markets. In general, this analysis will offer insights into our
allocation process, discussing the important cyclical elements of each asset class along with the
potential impact of a change in secular trends.

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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