Asset Allocation Weekly

By the Confluence Asset Allocation Committee
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INVESTM 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 18, 2020

(N.B. Due to the upcoming holiday season, this report will be the last Asset Allocation Weekly for 2020. The
next report will be published on January 8, 2021.)

While 2020 was a year in which the word “unprecedented” has been used a lot, there are many
areas where the term is appropriate. One area of interest is in the growth of liquidity. The chart
below is one we have featured often, showing retail money market fund levels (RMMK) and the
S&P 500.
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The gray bars show recessions, while the orange bars show periods where RMMK fell below
$920 billion. Our position has been that when we are in the orange parts of the chart, there is a
dearth of liquidity and equity markets tend to stall. On the other hand, periods of rapid RMMK
accumulation have tended to be periods of equity weakness.

In 2018, as the trade war escalated, RMMK began to rise sharply. It continued to rise throughout
2019 into 2020. The pandemic led to another leg higher in RMMK. The level of RMMK has
fallen from the highs set earlier in the year but it remains elevated. As noted above, when
RMMK rises sharply, equities tend to suffer. We did see some evidence of that in 2018, but last
year equities continued to trend higher despite the rise in RMMK. Pandemic worries and a
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brewing financial crisis led to a sharp selloff in the S&P 500, but the market turned as
policymakers moved quickly to support the economy.

It is clear that the level of RMMK is high, but the difficulty is determining “how high.” For that,
analysts usually try to scale the data to make it comparable across periods. A logical scale
variable may be in comparing the level of RMMK to household financial assets. The problem
with that variable is that it is very sensitive to the level of equities; in other works, cash levels
seem to rise coincident with a fall in equity values. Most of the decline occurs due to the fall in
equity values, not to cash accumulation. The other problem with scaling is finding the answer to
the question at hand. What we want to know is if RMMK levels fall, will the funds go to stocks
or elsewhere? We assume that RMMK is the closest asset to equities of fixed income; in other
words, demand or savings deposits probably represent the desire to hold cash, whereas RMMK is
where liquidated financial assets go before they are placed elsewhere.
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The chart on the left shows the asset allocation of the top 10% of households. Note that about
50% of this income group’s assets are in equities. That is far larger than the middle income
group (89% to 51%), which holds 25% in equities, and the bottom 50%, which has equity
holdings of 10%. The chart on the right shows that the RMMK holdings for the top 10% group
rose from 15% to near 20% from 2018 to 2020, coinciding with the rise in RMMK shown in the
first chart.

These charts suggest that most of the RMMK accumulation occurred in an income group most
inclined to buy equities. Accordingly, the elevated level of RMMK should be supportive for
equities. At the same time, in 2008, RMMK held by the top 10% reached nearly 30%. Thus, we
may not see as large of a recovery as we saw during 2009-11. Still, there does appear to be
ample liquidity available for stocks, and given the low level of interest rates, flows should
continue to be supportive for equities.

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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