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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.   
 

February 23, 2018 
 

Last week, we discussed the impact of the growing fiscal deficit on the economy and markets.  

We did note that fiscal deficits have tended to weaken the dollar.  This week, we want to expand 

on that analysis.  To start, we note that fiscal policy does not operate in a vacuum.  To measure 

the combined effect of monetary and fiscal policies, we added real fed funds (fed funds less 

yearly change in CPI) and the fiscal deficit as a percentage of GDP to create a policy proxy 

variable.  Real fed funds offset the impact of inflation and scaling the fiscal account to GDP 

shows the relative effect of fiscal policy. 
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The lower line of the chart is the sum of the upper two lines on the chart.  The thesis is that 

policy is stimulative when the lower line is rising.    
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This chart shows the policy proxy with the JPM dollar index.  The pattern seems to be that the 

dollar appreciates when policy tightens with at least a two- or three-year lag.  The “Volcker 

dollar” rally in the early 1980s was due to the combination of very high interest rates and rising 

fiscal deficits.  The dollar bull market from 1995 to 2002 was due to the combination of rather 

tight monetary and fiscal policies.  The most recent bull market, surprisingly, was tight fiscal 

policy (especially in light of the sluggish economy) and rather easy monetary policy. 

 

The first chart shows the Congressional Budget Office’s estimate for the future deficit.  If the 

FOMC does not significantly tighten monetary policy in the coming months, it looks like the 

dollar could come under pressure.  Obviously, if we were to get a repeat of Chair Volcker’s 

monetary policy, we would be bullish on the greenback.  However, we strongly doubt monetary 

policy will be that tight.  After all, real fed funds approached 10% in 1991.  And, if the economy 

were to weaken, the fiscal deficit would widen more than expected due to the automatic spending 

that comes from higher unemployment insurance and other income support and the lower 

revenue for falling tax receipts.   

 

Given the dollar’s current parity overvaluation, as we discussed earlier this month,1 the current 

fiscal expansion and continued accommodative monetary policy have the potential to exacerbate 

the weakening dollar.  A weak dollar is bullish for foreign equities and commodities, and usually 

boosts large capitalization stocks relative to small capitalization stocks.  The policy proxy is also 

suggesting steady headwinds for the dollar in the coming years.  Given how rarely changes occur 

in fiscal policy, we don’t expect major changes on that front anytime soon.  Although monetary 

policy will likely tighten, it will take significant increases in the fed funds target to offset the 

overvaluation noted in the parity analysis discussed in an earlier report and the widening fiscal 

deficit.  Thus, we look for dollar weakness to be a factor this year and into 2019. 

 

 

 

                                                 
1 See Asset Allocation Weekly, 2/2/18. 

http://www.confluenceinvestment.com/wp-content/uploads/AAW_Feb_2_2018.pdf
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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. 


