Asset Allocation Weekly

(o

INVESTM By Asset Allocation Committee

T MANAGEMENT

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.

December 15, 2017

Last week, the Federal Reserve released its Financial Accounts of the United States, formerly
called the Flow of Funds report. It is a broad set of data that covers many aspects of the
economy. Here we present some key charts from the report.

PRIVATE SECTOR DEBT AS % OF GDP
(NON-FINANCIAL BUSINESS SECTOR, HOUSEHOLD AND NON-PROFITS)

1754 F175

150 //’\v 150
125 //'\.r/ 125
100 100

H

504;* 50

25- T T T T T T T T T T T T T T " 25
50 55 60 65 70 75 80 85 90 95 00 05 10 15
Source: Haver Analytics

This chart shows key private sector debt as a percentage of GDP. We exclude the financial
sector to avoid double counting. We consider private sector debt more important to the economy
for two reasons. First, business sector investment is funded with debt and household sentiment is
also tied to debt. Leverage will boost growth, while deleveraging weighs on growth. The other
important factor is that private sector debt has different capacity constraints than public sector
debt. Private sector debt has to be serviced from income or revenue; the private sector cannot
print its own money to service its debt. The public sector can not only print money to service its
debt, but it can use coercion to force compliance. That is why government debt is a profoundly
different risk to the economy; a large deficit is mostly an inflation risk, not a default risk. When
the private sector deleverages, it must either write down the debt (harming creditors) or create
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increased saving (harming debtors). The current expansion is long in duration but growth has
lagged previous growth periods in part because of deleveraging. The above data suggests that
the private sector has mostly stopped reducing debt relative to the economy but isn’t
releveraging, which would tend to increase growth.

The other chart we closely watch is net saving by sector.

NET SAVING BY ECONOMIC SECTOR NET SAVINGS BALANCES
(as % of GDP)
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The chart on the left shows net saving by the four sectors of the economy—»business, households
(which represent the domestic private sector), government and the foreign sector. They have
been scaled to GDP. Business saving is revenue less investment. Household saving is income
less consumption. The government sector is the fiscal balance and foreign saving is the inverse
of the current account. For macroeconomic accounting, the four act like a balance sheet—the net
sum always equals zero. For the past few quarters, saving by sector has been mostly steady. The
combination of domestic private sector saving and foreign saving has been balancing the
government’s deficit. That is best observed on the chart on the right side.

One of the less discussed ramifications of the current tax bill is that it is expected to raise the
government’s deficit; in other words, government dissaving must rise. This must be offset by
either rising domestic private sector saving or foreign saving (in other words, a rising trade
deficit). One of the other policy goals of the Trump administration is to lower the trade deficit
but the tax bill may actually foster a wider deficit. At the same time, if the administration meets
that goal, domestic private sector inflation must rise. If it is to come from the business sector,
investment must fall without a significant rise in business revenue. Of course, rising business
investment is a key goal of the tax bill. The other way saving could rise is from higher
household saving, but that would likely come from lower consumption which would weaken
growth. That’s why getting a revenue-neutral tax bill was so important. If the tax bill were
revenue-neutral and simply improved efficiency through tax reform, investment could rise and
perhaps be funded without a drop in business saving due to higher revenue.

Finally, net worth of households has reached a new record high.
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Households & Nonprofit Org: Net Worth as a % of Disposable Personal...
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Household net worth is now 673.0% of after-tax income, a new record. The current level reflects
rising equity markets and improved housing prices. The chart does indicate that this number
tends to fall rather abruptly during recessions. As we noted in our 2018 Outlook, we do not
expect a recession next year so this ratio probably has further to rise.

Overall, the Financial Accounts of the United States paints a picture of stability and slow
healing. Saving and debt are stabilizing and net worth is rising. We will be watching how the
tax bill affect this stability in the coming months.

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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http://www.confluenceinvestment.com/wp-content/uploads/Q4_2017_2018_Outlook.pdf

