Asset Allocation Weekly
By Asset Allocation Committee

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.

September 13, 2019
In recent reports, we have discussed the yield curve and its value in signaling the business cycle.
One of the problems for investors with using the various permutations of the yield curve as a
signaling device is that it gives such early warnings that it may not be all that useful.
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This chart shows the total return for the S&P 500; the vertical lines denote the inversions of the
yield curve. The red lines represent when the inversion preceded a recession. The black lines
are inversions that resulted in false positives.1 The data shows that exiting equities at the point of
inversion would, in several cases, be premature. It might make sense to reduce equity exposure,
but a complete retreat would not be warranted.
Labor market signals of recession tend to occur at or just before a downturn, but they also give
us insight into when a recession may be imminent. There are two indicators we like. The first is
the rolling 12-month sum of the monthly change in non-farm payrolls. A reading of 1.5 million
jobs is the indicator; falling below that level means a recession is near or underway.
1

We are treating the current inversion as a false positive until proven otherwise.
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The current reading is 2.074 mm, meaning payrolls remain in expansion mode. The second
indicator is the two-year change in the unemployment rate.

The current unemployment rate is 3.7%; in August 2017, it was 4.4%, meaning we still haven’t
triggered a recession signal. If the unemployment rate remains stable, we could be close to a
recession signal in September 2020.
The labor market data suggests a recession isn’t imminent, meaning investors should avoid
becoming overly defensive at this juncture. That doesn’t mean one should not be watchful, but
overreacting to the yield curve would be imprudent for most investors.
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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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