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.
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In Charles Dickens’s novel A Tale of Two Cities, he writes, “It was the best of times, it was the
worst of times, it was the age of wisdom, it was the age of foolishness, it was the epoch of belief,
it was the epoch of incredulity, it was the season of light, it was the season of darkness, it was the
spring of hope, it was the winter of despair…” The paradox was designed to illustrate the
different experiences of people living prior to the French Revolution. In this week’s report, we
discuss the paradoxical nature of this recovery. Specifically, we focus on how consumer
behavior may not be indicative of consumer sentiment. We conclude by discussing how the
Biden administration might structure policy to accelerate the recovery and how this direction
could affect financial markets.
Even though this recession may have had a different origin than previous ones, this recovery
appears to be telling a similar story. With few exceptions, the higher income classes have
consistently outperformed the bottom income classes. For example, employment for highincome individuals has returned to pre-pandemic levels, while employment for low-income
individuals is not only below pre-pandemic levels but has fallen in recent weeks. It is highly
likely that this discrepancy has contributed to the confidence gap between low- and high-income
households.
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The chart above shows the level of consumer confidence for high-income and low-income
groups and the overall consumer confidence index since the start of the pandemic. According to
this chart, confidence among low-income groups has routinely lagged high-income groups. This
lag may be due to high-income groups having better information. For example, the sharp
increase in July may be related to the previous month’s hiring. This notion is further supported
by the steep decline in the following month as rising cases in July resulted in a slowdown in
hiring. It is also worth noting that this lag isn’t typically picked up in the overall index. Hence,
the overall index seems to mask pessimism of the low-income group. This phenomenon is
consistent with previous cycles as low-income individuals are typically the last to benefit when
the economy enters into expansion territory.
That being said, there appears to be a mismatch between current sentiment and the present
situation. The share of low-income households reporting an improvement in their financial
situation from a year ago was elevated throughout 2020, while the share of high-income
households sunk. This is likely due to a combination of high-income workers being forced to
take pay cuts and low-income households receiving generous benefits in unemployment. This
trend is also mirrored in the flow of funds data in which the top 1% of households has seen a
larger increase in checking deposits compared to the bottom 40% of households. The boost in
income for low-income individuals has likely supported domestic consumption as they are the
only group spending more now than before the pandemic.
In a post-COVID-19 recovery, President Biden and his economic agenda should be aware that
low-income households will likely suffer during the initial months of the economic expansion
and refrain from fiscal tightening. One of the biggest mistakes the Obama administration made
was prematurely declaring that the economy had recovered. In fact, the austerity that occurred
during Obama’s second term likely created conditions for the GOP sweep in 2016. To prevent a
repeat of this mistake, the new administration will likely need to focus on those the economy has
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left behind, specifically low-income workers. This likely means there will be more focus on jobs
and less on tax reform.
Going forward, we expect that additional stimulus will be able to support consumption growth as
the recovery gathers momentum. The low-income households that receive the money will likely
be able to find immediate use for the funds, which will benefit consumption and related
companies. Meanwhile, as the economy moves from recovery to expansion, it is likely that the
top 1% will begin moving their savings into equities and other assets. Nevertheless, it generally
takes a year after an economy enters expansion before employment returns to pre-recession
levels. Hence, a great recovery for some people may still be a stressful recovery for others, so
policymakers should keep that in mind when deciding whether to withdraw stimulus.

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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