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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 3, 2017 

 

Although our current allocation models exclude emerging markets, we still monitor various 

emerging market nations for potential opportunities.  A country that has been in the news 

recently is Mexico.  President Trump has been targeting Mexico and the North American Free 

Trade Agreement (NAFTA) for Mexico’s persistent trade surpluses with the U.S.   

 

 
 

This chart shows the rolling 12-month trade account with Mexico; the vertical line on the chart 

shows the month when NAFTA was enacted.  As the chart clearly shows, the trade deficit with 

Mexico has widened significantly, although it is interesting to note that it hasn’t worsened since 

the last recession.   

 

Trade deficits act as a drag on GDP; the tradeoff is microeconomic.  Imports tend to improve the 

competitiveness of an economy. 
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Until the 1980s, the U.S. tended to run modest current account surpluses.1  Note that inflation 

steadily declined after 1980.  From 1960 to 1980, inflation averaged 5.1%.  From 1980 to the 

present, it has averaged 3.3%, and since 1990, 2.1%.  Competition from foreign trade forces 

domestic firms to be more competitive and cost efficient.  At the same time, since the U.S. 

provides the reserve currency, there is an incentive for other nations to implement policies 

designed to run trade surpluses with the U.S. in order to acquire dollars.  These policies tend to 

suppress domestic consumption and expand investment, with the global effect of boosting 

growth through trade.   

 

The peso/dollar exchange rate has a strong impact on the performance of investments into 

Mexico.  Currently, our model of the exchange rate suggests the peso is deeply undervalued. 

 

                                                 
1 The current account is the merchandise trade account plus private and public transfers and remittances. 
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Sources:  Haver Analytics, CIM

FAIR VALUE =

13.37 MXN/USD

 
 

This model uses relative inflation and the trade account as independent variables.  It suggests the 

peso is 33% undervalued relative to the dollar.  Note that this undervaluation began in mid-2014 

as the dollar began to rise across most currencies due to expectations of U.S. monetary policy 

tightening.  The peso weakened further due to the election of Donald Trump, who promised to 

build a wall across the southern border of the U.S.   

 

The weak peso has had an effect on Mexican equity values; in peso terms, the MSCI Mexico 

Index is up 10.1% since mid-2014, an annual gain of 3.8%.  In U.S. dollar terms, it is down 

28.1%, or -12.0% annualized.   

 

Although the peso is quite competitive with the U.S. at current levels, the degree of political risk 

is so elevated at present that we are not ready to allocate to Mexican equity markets.  However, 

at some point, the currency should stabilize and offer an opportunity for our asset allocation 

accounts.  Until then, we continue to closely monitor this market.     

  
 

 
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. 


