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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.
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One factor we have been tracking is the recent behavior of retail money market funds. We have
noted that households began building money market funds about the time that the equity market
peaked and U.S. trade policy began to turn toward protectionism. In the coming months, money
market funds continued to rise even as the S&P 500 made new highs. However, as equity
markets fell in Q4, money market funds rose rapidly, with the pace of the increase rivaling what
we saw in 2007-08.

RETAIL MMK AND S&P
1,500 3,500
1,400 | | 3,000
1,300 | | 2,500
S 1,200 | 2,000
© %
¥ g
S 1,100 | 1,500
s
1,000 | | 1,000
900 | | 500
800 LN e e B O I 0
07 08 09 10 11 12 13 14 15 16 17 18 19
’ — RETAIL MMK —— S&P 500 ‘
Sources: Haver Analytics, CIM

This chart shows retail money market funds and the S&P 500. The gray shaded area shows the
2007-09 recession. The orange shaded areas show periods when money market funds fell below
$920 bn. When money market funds fell to those levels, equities tended to stall. In recent
weeks, the pace of increases in retail money market funds has slowed but still continues to rise,
even with the market’s recovery. It may be difficult for equities to move much higher without
retail participation.
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In light of this analysis, which we have been discussing on a regular basis, another thought
emerged—what is the role of cash in a portfolio? To examine this issue, we decided to look at
cash instruments in the holdings of households.

It turns out that cash has a complicated history.
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This chart shows the percentage of deposits in household financial assets. From the early 1950s
into the early 1980s, the level of deposits generally rose. This rise was probably due to a number
of factors. During this period, there was a steady rise in household income; at the same time, the
financial system was heavily regulated. Regulations limited households’ flexibility in investing.
However, by the mid-1980s, Regulation Q, which put caps on deposit rates, was removed. And,
the financial services industry greatly expanded the products available and improved the logistics
of investing. Financial deregulation increased the access to borrowing for households; thus, the
need to save for purchases diminished. Income inequality also rose after 1979, which likely
concentrated saving into fewer households. With more liquidity, these high income households
were more likely to look for other investment opportunities. Essentially, the bull market in
stocks that began in the early 1980s and ended in 2000 was supported by a more than 10% point
decline in the share of deposits in household accounts.

Household deposits function as an investment, a way to smooth out spending and a flight to
safety instrument. Thus, one would expect there to be a close relationship between consumption
and deposits and a rise in deposits relative to consumption during periods of crisis. In fact, these
features do exist, but there was a significant break in the relationship starting in 1990.
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The chart on the left shows the time series of personal consumption and household deposits; the
one on the right shows a scatterplot with regression lines. Note that after 1990, the relationship
curve shifted to the right, meaning that fewer deposits were required to support consumption.
Deposits rose sharply in 2005, even faster than consumption. That was when the housing crisis
began and there was clearly a flight to safety.

Since 2005, there has been a steady increase in deposits relative to consumption, which would
suggest a generalized increase in fear relative to the period from 1995 to 2005.

RATIO, HOUSEHOLD DEPOSITS TO
PERSONAL CONSUMPTION

100

95 |

90 |

85 |

80 |

75 |

70 |

% OF DEPOSITS TO CONSUMPTION

65 |

60

R e
45 50 55 60 65 70 75 80 8 90 95 00 05 10 15 20
YEARS
Sources: Haver Analytics, CIM

This chart shows the ratio of deposits to consumption. In 2000, deposits fell below 70% of
consumption. The ratio rose after that and has currently reached 90%. Note how fast the ratio
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rose after housing peaked in 2005—there was a clear flight to cash that culminated in the Great
Financial Crisis. That level of fear has persisted, shown by the high level of deposits relative to
consumption.

In conclusion, as the first chart shows, we have seen a lift in money market funds. This does
suggest an elevated level of fear in financial markets. However, the recent rise should be viewed
within the context of overall cash holdings in households. Essentially, households are holding
high levels of deposits relative to consumption, suggesting rather high levels of caution already.
We still believe that retail money market funds need to decline in order to see equities rise this
year; however, it also seems that households are not as complacent as they were in 2005 and
therefore the likelihood of a financial crisis is probably not very high.

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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