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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 this report, updating the
report every Friday, along with an accompanying podcast and chart book.

June 25, 2021

Every quarter, the Federal Reserve publishes the Financial Accounts of the U.S., previously
referred to as the Flow of Funds report. The report is huge and provides a balance sheet and
income statement of sorts for the economy. The data offer interesting insights into the financial
situation of the economy. In this week’s report, we will highlight some of our favorite charts.

This first chart shows net saving for the economy.

NET SAVING BY ECONOMIC SECTOR
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Net saving is a balance sheet concept; saving in one sector must, by design, be offset by
dissaving in another. The pandemic has clearly led to a historic accumulation of household
saving, mostly created by a similar increase in government dissaving. How these household
savings are used will be the key to the economy and markets for the next few years. If it goes to
consumption, inflation will likely accelerate. It could also go toward debt reduction, which
would lead to slower immediate growth but lay the groundwork for better future consumption. It
could also go to financial assets; later this month, the Fed will update the distribution data and
we will update the allocation of this saving by income group. Although the household saving
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and government dissaving does dominate the chart, the foreign and business saving data are also
important. Foreign saving is the inverse of the current account; since the U.S. runs a current
account deficit, essentially, it is acquiring foreign saving. That number has started to rise as
well. On the other hand, business saving has turned negative, which often supports increases in

business investment.
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This chart shows the shares of national income by capital and labor as a percentage of national
income. Since 1990, when communism fell, we have seen capital income rising against labor in
each business cycle. There is a tendency for labor to gain on capital during recessions, mostly
because capital income tends to fall more than wages during recessions. At some point, we
suspect this trend will be reversed as it isn’t politically sustainable. But that change probably
won’t occur until much later this decade.

Finally, the last chart that caught our attention was one that shows we are nearing a
normalization of housing finance.
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Households: Home Mortgages as a % of Owner-Occupied Real Estate
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This chart shows home mortgages as a percentage of the value of real estate. At the peak of the
housing crisis, home mortgages were more than 50% of the value of housing. This was partly
due to leverage and partly due to falling home prices. The combination of conservative housing
finance and rising home prices has led to rising home equity (and, consequently, lower leverage
as this chart shows). We are not at the level of the mid-1980s, but we are approaching it. As
home finance improves, it should bolster further expansion in the housing sector.

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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