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Asset Allocation Weekly

By the Confluence Asset Allocation Committee

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.

January 15, 2021

Rare events can be difficult for financial markets to accommodate. In general, prices in financial
markets, which are the sum of estimates about the future, take a while to settle on the impact of
something that doesn’t happen often. The recent pandemic, 9/11, the Great Financial Crisis, etc.
are all examples of rare events. Rare policy events are also important and often are reactions to
geopolitical, medical, or market disruptions.

It appears that we are seeing a rare event now. And, it’s not the pandemic, although it was a
policy reaction to it. There is evidence to indicate that we are seeing currency debasement, a
situation where the central bank increases available cash to the economy well in excess of what
is needed to facilitate the purchase of goods and services.
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The chart on the left shows the yearly growth in the M2 money supply, while the chart on the
right shows M2 velocity, which is calculated by dividing the money supply by nominal GDP.
One of the tenets of monetarism is that sound monetary policy will yield steady velocity. Rising
velocity can signal inflation if real GDP isn’t growing. Major declines in velocity are generally
caused by excessive money growth.

Excessive money growth is defined as currency debasement. Monetarism would argue that
currency debasement will yield inflation. But that outcome isn’t necessarily true. It all depends
on where the excess liquidity finds a home. Determining the path of this excess liquidity is,
arguably, the prime task for the next few years.
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One important clue as to where this liquidity will travel is, who holds it? The Federal Reserve’s
Distributional Financial Accounts offer a clue.
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This chart shows the total cash holdings® based on income class. The top 10% hold about 65%,
the middle 40% hold around 32%, and the bottom 50% hold the remaining 3%. Not only is most
of the cash held by the richest Americans, but they have been increasing their holdings, as the
above chart shows.
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The asset allocation of the top 10% is heavily allocated in equities. The lower classes have the
majority of their assets in real estate. Although we don’t know for sure where the cash held will
go, it’s a safe bet that it will go somewhere. After all, the whole point of currency debasement is

1 Cash is the total of checking, time, and money market deposits along with allocated cash holdings of life
insurance.
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that cash is losing value. In the absence of inflation, the likely path will be into other assets.
Since the bulk of the cash is held by the top 10% of households, it’s a reasonable assumption that
the most likely path will be into equities.

In future reports, we will elaborate on why, at least for the next year or so, inflation is less likely
to become a problem. But one key reason is that most of the liquidity is held in the wealthiest
households and these households tend to use their excess liquidity on financial assets.

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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