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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 3, 2017

Since the election of President Trump, a number of sentiment indicators have risen strongly.
There is concern that the improving sentiment isn’t warranted. In this week’s report, our
research supports the conclusion that improving sentiment is better described as a reflection of
the overall state of the economy. In other words, our analysis suggests that the improvement in
sentiment is actually more in line with the economy and the earlier pessimism was probably
excessive.
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The chart on the left shows the National Federation of Independent Business (NFIB) Optimism
Index and the one on the right is the Philadelphia FRB Business Conditions Index (BCI). Both
have jumped since the November elections. Consumer confidence has improved as well.
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Conference Board: Consumer Confidence
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To compare how the business sentiment indicators have reacted to the actual data, we compared

the aforementioned NFIB and BCI indices to the Chicago FRB’s National Activity Index

(CENAI). The latter index is a broad-based measure of the economy that captures both business

and household activity. To reduce the volatility in all these measures, we have smoothed them

with a six-month moving average.
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Note that in both cases, the sentiment indicators and the CFNAI have tended to track each other.

Interestingly enough, post-2008, small business sentiment has dramatically lagged the overall

performance of the economy. It would appear that concerns about the Affordable Care Act and

other regulations dampened small business sentiment.
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These two charts show the results of regressions where the CFNAL is the dependent variable and
either the NFIB or the BCI is the independent variable. When the model suggests that sentiment
IS too pessimistic relative to the economy, the deviation line is above zero. The recent jump in
the NFIB (on a smoothed basis) suggests that small business sentiment is just now reflecting the
overall economy. That could mean that if sentiment remains elevated either the model will turn
optimistic or, perhaps, the economy will improve. The Philadelphia FRB BCI has just turned
modestly optimistic but remains in the normal range of deviation values. Thus, the improvement
in sentiment is notable but appears to be more of a reversion to the actual performance of the
economy. Interestingly enough, both models indicate that the impact of sentiment on the
economy is coincident, meaning sentiment doesn’t necessarily lead to better economic
performance. At the same time, the models also suggest that the improvement in sentiment
doesn’t signal conditions of excessive optimism, either. This means that the rise in sentiment
isn’t necessarily creating conditions of disappointment which might adversely affect equity
markets.

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.

WWW.CONFLUENCEINVESTMENT.COM
3



