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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.

December 2, 2016

Last week, we discussed the likely implications of President-elect Trump’s policies on the debt
markets. This week, we will look at the impact on the dollar. Since the election, the dollar has
generally moved higher.
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(Source: Bloomberg)

Using the Bloomberg dollar index, a broad-based currency measure, the dollar rose nearly 5%
after the election. There are a number of arguments behind the rise. Trump campaigned for
fiscal expansion, which could include both infrastructure spending and tax cuts. The expected
fiscal expansion could lead to tighter monetary policy and this particular combination is usually
thought to be bullish for the dollar.
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Monetary/ Austerity/spending | Expansion/spending
Fiscal cuts, tax increases | increases, tax cuts
Tight monetary Modestly dollar Strongly dollar
policy bullish bullish

Loose monetary Dollar bearish Strongly dollar
policy bearish

This box describes the expected outcomes from the interplay of fiscal and monetary policy. This
is a rough guide; the actual outcomes are mostly driven by the degree of policy adjustment. In
the early 1980s, the combination of real fed funds of nearly 8.5% and a fiscal deficit of almost
6% of GDP led to a very strong dollar (the “Volcker dollar”’). Market behavior may be
anticipating a repeat of this outcome.

However, this assumption depends on the FOMC moving to tighter policy, almost a “hard
money” stance of the Volcker years. Simply put, we don’t know for sure whether this will be the
outcome. We believe that there is a political struggle in the Trump administration between the
GOP establishment and right-wing populists. To personalize the sides, we view it as Speaker
Paul Ryan versus Steve Bannon. The FOMC has two open governor positions. If Ryan’s wing
of the party wins, we will likely see the Fed change into a hard money central bank, which is a
quadrant two outcome on the above table. On the other hand, if Bannon’s wing wins, it is
possible that we will see doves appointed to the Federal Reserve. That scenario could lead to a
quadrant four outcome, which would be quite different from what the market expects.

The policy situation isn’t the only supporting factor for a stronger dollar. It is estimated that over
$2.0 trillion is held by U.S. companies offshore in order to avoid corporate taxes. If corporate
taxes are reformed, at least some of this money will come back home which would lift the dollar.
If Trump were to put up trade barriers as promised, the current account deficit would shrink,
which would reduce the supply of dollars and boost the dollar’s value as well. Thus, for now, we
expect the dollar to get the benefit of the doubt and it will likely continue to appreciate.

What is hurt by a stronger dollar? The two asset classes most at risk from dollar strength are
commodities and emerging markets. Since the election, commodity prices have been mixed; the
Bloomberg commodity index is actually higher since the election, up 2.7%. Industrial metals are
up 6.4% over this time period and energy is up 5.9%. At the same time, gold is down 7.4%. The
MSCI Emerging Market Index is down 2.8% since the election. If the dollar continues to
appreciate, these asset classes will likely face further declines.

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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