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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.

January 24, 2020

One of the risks we noted in the 2020 Outlook: Storm Watch was the potential for a “melt-up.”
On the one hand, seeing a parabolic rise in equities seems like a positive. On the other, a rise of
significant magnitude only occurs because of a surge of late buyers; these latecomers usually
suffer large losses and become something of a cautionary tale for future investors. The decline
in equities that follows a melt-up is usually large too, more than it would have been had the rally

not occurred.

The idea of the melt-up is due to the fact that equities have been rising with little evidence of
strong retail participation.
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This chart shows weekly flows into mutual funds and equity ETFs. We have added a 12-week
average through the data. On average, flows into equities have been negative since May 2018.
A similar calculation for bond funds shows strong inflows since last January.
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https://www.confluenceinvestment.com/wp-content/uploads/Q4_2019_2020_Outlook_Storm_Watch.pdf
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On a longer-term basis, the recent divergence between retail flows into equities and the S&P 500
is notable.

EQUITY FLOWS AND THE S&P 500
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On this chart, we overlay the S&P 500 along with monthly flows into equities from retail mutual
funds and ETFs. We have generated a trend line in the data to show the underlying behavior of
this series. The divergence became an outlier in late 2017 and, since then, the index has
continued to rise with falling retail flows. Why is this happening? The continued rise in equities
is clearly coming from institutional buyers. Some of the lift might be due to a falling level of
equities themselves. The S&P 500 divisor, which takes into account buybacks, mergers and new
entrants into the index, has been declining since 2010. With fewer stocks available, the same
level of liquidity can lead to higher prices. Still, even buybacks cannot fully account for this
divergence.
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Our fear is that if retail investors decide that missing out is too painful, the influx of liquidity
could send prices up strongly. At this point, there is little evidence to suggest this is happening.
Not only are flows depressed but retail liquidity remains elevated.
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Retail money market levels are similar to where they were during the Great Financial Crisis.
When the equity markets began to recover in 2009, the levels of money markets declined,
helping fuel the recovery. Although this level of liquidity may exist as a hedge against
uncertainty, if confidence rises, there are ample resources for a strong rally in stocks. Again, as
we said earlier, there has been little evidence that sentiment is becoming bullish, but, if it does,
the melt-up we discussed in our Outlook is more probable.

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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