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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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A regular question we are asked by financial advisors and clients is, what is the impact of the
Trump presidency on financial markets? The simple response is that we don’t know for sure, but
a pattern is starting to emerge. And that pattern has to do with the perceptions of Trump’s two
main constituencies.

President Trump has two primary constituencies, the right-wing populists (RWP) and the right-
wing establishment (RWE). The primary goal of the RWP is to create a surfeit of high paying,
moderately skilled jobs. History suggests that these jobs are often created in the manufacturing
sector, so policies are being promoted that protect and expand these positions. In general,
policies favoring trade protection, immigration restrictions, infrastructure spending and the
support of incoming foreign direct investment are being discussed. In addition, protection for
entitlements, especially the universal ones (those that are not granted due to means testing or
favor a specific group) such as Social Security, Medicare and Disability, are favored. There is
little concern for fiscal deficits. The RWE, on the other hand, prefer tax cuts, deregulation,
entitlement reform and lax immigration policies. Infrastructure spending is opposed and concern
about fiscal deficits is high.

The problem the president faces is that there isn’t much overlap between the policy preferences
of these two groups. That isn’t to say there isn’t any overlap. The House GOP is trying to build
support for its corporate tax reform by including a border adjustment tax that would leave
revenue from exports untaxed while taxing the revenue derived from imports. The border
adjustment tax, in theory, would be attractive to the RWP due to its impact on trade. At the same
time, it would lift revenue and partially pay for corporate tax cuts. But, for the most part,
policies that the RWE want will not be backed by the RWP and vice versa.

So far, equities and the dollar have risen when policies championed by the RWE appear to be
advancing. Gold, commodities and Treasuries perform better when the president seems to be
supporting the RWP policies. Lately, most of the policy direction seems to be favoring the
RWE. This is because more members of the cabinet being approved are coming from the GOP
establishment. It is unlikely this pattern will continue indefinitely; we would expect Trump to
vacillate between the two groups in order to stay in power.
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However, at some point, the financial markets will determine where the president’s priorities lie.
If it turns out he is truly a populist, inflation expectations will rise, which will likely be bearish
for equities and fixed income markets. If the Federal Reserve remains independent, under these
conditions, the dollar will rally while commaodity prices will suffer. On the other hand, if the
U.S. central bank’s independence is compromised, commodity prices will rise and the dollar will
fall. If Trump turns out to be an establishment figure at heart, equities will perform well, interest
rates will rise modestly and the Federal Reserve will remain independent. We would not expect
a runaway bull market in any asset class.

Is it possible to know when the financial markets make this determination? In reality, it
behooves the president to maintain enough strategic ambiguity to keep both sides on board. But,
history does offer some guidance. So far, the S&P 500 Index is tracking the path usually seen
with new GOP presidents.
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The blue line on this chart takes the average weekly performance of the S&P 500 Index rebased
to the first Friday close in the election year of a new Republican president until the next
presidential election year. The data begins in 1928. Note that performance for last year and this
year mostly follows the historical average pattern. If this situation continues, the S&P 500 Index
will reach the 2375-2400 level by late Q3.

The drop seen in the average at the end of the first full year could represent disappointment in the
ability of a Republican president to actually deliver the policy changes promised during the

WWW.CONFLUENCEINVESTMENT.COM
2



election. In other words, a degree of realism develops which leads to a correction in equities.
Again, this analysis is simply an average and, if anything, the current president is clearly unique.
However, if the financial markets conclude that Trump is mostly a populist, it would not be
surprising to see equities pull back. Thus, for now, we remain confident that equity markets will
continue to trend higher. This position could be tested later this year.

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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