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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.

January 20, 2017

After a short foray into emerging markets, we exited that position in our latest allocation. Prior
to the Trump victory, we had expected the dollar to weaken which would have supported
emerging markets. However, the dollar’s resurgence is a bearish factor for emerging markets,
leading the Asset Allocation Committee to look elsewhere for return.

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 81.4%, meaning that a stronger
dollar tends to support the S&P relative to emerging markets.
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Although the dollar is richly valued based on most currency valuation models, we believe that
two factors will tend to support continued strength.

1. The Federal Reserve is set to accelerate its rate hikes this year, while other major central
banks are looking to maintain stimulus. Although the stronger dollar may slow the pace
of tightening, comments from the FOMC suggest a wide variation of opinions on the
impact of the dollar on the economy. Thus, until it is abundantly clear that the exchange
rate is hurting the economy and lowering inflation, we suspect the Fed will move rates
higher.

2. Fiscal and trade policy are being designed to reduce imports. President-elect Trump is
publically shaming firms for investing outside the U.S. and threatening trade restrictions
against countries like China. Speaker Ryan’s corporate tax reform includes a “border
adjustment” that would effectively tax imports and not tax exports. When the reserve
currency nation restricts trade, it reduces the supply available to world markets. Since
there is no clear substitute for the dollar for reserve purposes, meaning the slope of the
demand curve should remain static, a drop in supply should lead to a stronger dollar.

Eventually, the dollar will rise to a level that will fully offset the impact of relatively tighter
monetary policy and changes in fiscal and trade policy. Although an exact level is difficult to
determine, we would expect the JPM dollar index to rise to levels of past bull markets.
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To reach levels seen in the 1995-2001 bull market, the dollar index should rise about another
10%. We doubt we will reach the highs of the VVolcker dollar bull market (which would entail
another 20% increase from current levels), but we would not be surprised to see a level between
the two bull phases. Such a rise will pressure emerging market equities.

Finally, it is worth noting that the 1982 Mexican Debt Default and the 1997-99 Asian Economic
Crisis occurred during rising dollar markets. Dollar strength tends to weigh on commodity
prices, which often are produced by emerging market nations. In addition, emerging market
nations and companies often borrow in dollars at lower interest rates relative to domestic rates.
A rising dollar raises debt service costs and increases the odds of default.

Thus, for the time being, we intend to forego a position in emerging markets. However, once the
dollar bull market is exhausted, emerging market equities could become attractive.

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.

WWW.CONFLUENCEINVESTMENT.COM
3



