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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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Emerging market equities have been the best performing asset class year to date among the 12
we use in our asset allocation program. Given that we currently have no exposure to emerging
markets, it makes sense to review this market stance. The U.S. dollar is one of the key variables
impacting the relative performance of emerging markets to the S&P 500.

RELATIVE S&P/EMERGING MARKET EQUITY PERFORMANCE
AND THE REAL BROAD TRADE WEIGHTED DOLLAR INDEX
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The blue line on this chart looks at the relative performance of emerging markets to the S&P
500. When the line is rising, the S&P is outperforming emerging markets. The red line is the
JPM real dollar index. The two series are positively correlated at 81.1%, meaning that a stronger
dollar tends to reflect the S&P 500 outperforming the emerging markets.

It is worth noting that for the past few months both the dollar and the emerging markets/S&P
ratio have been mostly range-bound. Only since the Trump victory has the dollar broken out to
the upside. The lack of performance from the U.S. market relative to emerging markets may be
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signaling that equity investors don’t believe the dollar’s strength will be maintained. The
breakout is based on two expectations. First, the FOMC will tighten credit further. Although we
do expect this to occur, it is also well anticipated. Second, the Trump administration has
promised fiscal stimulus in the form of infrastructure and defense spending, coupled with tax
cuts. In the past, fiscal stimulus has led to tighter monetary policy which will likely boost the
dollar. In addition, if President Trump implements trade impediments, the dollar will likely
strengthen as well.

It is possible that some degree of doubt has developed about the likelihood of fiscal stimulus. It
is rarely remembered that new presidents take some time to assemble a team and work with
Congress on getting new laws passed. As the above chart shows, the last dollar spike in 2000
didn’t lead to a new high in the equity ratio. Perhaps equity investors concluded that the
greenback was probably near the end of its bull run.

At the same time, dollar strength has been associated with emerging market crises. The Latin
American Debt Crisis in the 1980s and the Asian Economic Crisis of the late 1990s coincided
with dollar strength. In addition, U.S. trade barriers will disrupt the prevailing model of
development for emerging market nations. Thus, in the coming months, our asset allocation
process will need to determine if the risk/reward calculus for emerging equities makes sense.
Ultimately, it is difficult to make a bullish case for emerging equities without dollar weakness.
The longer dollar strength continues, the greater the risk that recent gains in emerging equities
will not be sustainable.

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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