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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.

April 21, 2017

Last week, we discussed the impact of reducing the size of the Federal Reserve’s balance sheet
on the economy. This week we will discuss the effects of QE on financial markets.

The relationship between the balance sheet and equities seems rather straightforward; expanding
the balance sheet appears to be clearly supportive for equities.
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This chart shows the S&P 500 Index regressed against the Fed’s balance sheet. From 2009 until
last year, this equity index closely tracked the level of the balance sheet. Equities have lifted
above the forecast level of the balance sheet recently. If the relationship holds, equities are
vulnerable to a large decline. On the other hand, there is no evidence to suggest that bank
reserves somehow found their way into the equity market. Comparing the Shiller P/E (CAPE)
suggests that the effect of QE was probably psychological; after fed funds reached the zero
bound, QE signaled to investors that policy was still easy.
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CAPE AND THE BALANCE SHEET
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This chart regresses the CAPE against the Fed’s balance sheet; the CAPE’s behavior is similar to
that of the overall equity market. After the election, the market has mostly risen on multiple
expansion, rising well above the model’s fair value.

It should be noted that low interest rates could have a similar effect. However, the fact that
equities and the P/E seemed to track the balance sheet does suggest that QE had an impact on
market psychology.

The impact on bonds is rather interesting.
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The gray bars show periods when QE was implemented. Especially after QE 1, periods of QE
tended to coincide with rising rates. When QE was ending (shown by the decline in the yearly
growth rate of the balance sheet), rates tended to decline. Despite the FOMC bond buying, rates
rose mostly on fears of inflation. Once QE ended, those fears eased and bond yields declined.
The most recent rise is likely due to expectations of fiscal stimulus that will boost growth and
potentially raise inflation.

If the Fed’s expanding balance sheet was a supportive psychological factor for bonds and stocks,
will the contraction have the opposite impact? Simply put, we don’t know. If the economy and
earnings are improving, the drop in the balance sheet probably won’t matter. Unfortunately, if
the economy disappoints, cutting the balance sheet could have a bearish impact on these assets.

Next week we will examine the impact of the Fed’s balance sheet on monetary policy.

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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