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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.

September 27, 2019

Over the past few months, we have been on “recession watch.” Our position is that the odds of a
downturn are elevated but it is too soon to fully position for a downturn. The inversion of yield
curves is a reliable recession warning. On the other hand, the economic data continues to signal
a slow U.S. economy but not one seeing negative growth. As long as the economy continues to
expand, it does not make sense to underweight equities.

However, there is another possibility to consider. Investors appear to have become overly
cautious recently.
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This chart shows retail money market levels on a weekly basis along with the Friday closes of
the S&P 500. The gray bars show recessions, whereas the orange bars show periods when retail
money markets (RMMK) fall below $920 bn. In general, when RMMK fall to $920 bn or below,
the uptrend in equities tends to stall. 1t would seem there is a certain level of desired cash, and
when that level falls below $920 bn, households try to rebuild cash by either slowing their
purchases of equities or selling stocks to build liquidity.
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The chart shows that, in early 2018, households began to aggressively build RMMK, which
would coincide with rising trade tensions.
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This chart shows RMMK with the 12-month average of the Policy Uncertainty Index for trade
policy. The fit is rather obvious. If the U.S. and China come to a short-term agreement that
reduces trade worries, it might free up significant liquidity that would find its way into equities.
The potential for such flows, coupled with the usual positive seasonal trend in Q4, could lead to
a strong close in equities for 2019. This doesn’t mean that investors should not continue to
watch for recession signals, but de-risking portfolios too quickly may very well be
counterproductive.

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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