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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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Although earnings are rising, equity markets have been range-bound since February.
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(Source: Bloomberg)

This chart shows the S&P 500; after peaking around 2870, prices have been in a range roughly

from 2600 to 2800. Although monetary policy tightening is partly to blame, the Fed was lifting
rates during the period when the market was making new highs. Instead, it appears the market

reversal was caused by the threat of trade impediments.
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TARIFFS AND EQUITIES TRUMP APPROVAL RATINGS AND TARIFFS
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The chart on the left shows the S&P 500 and the number of times Google Trends reports the
popularity of the word “tariff,” with 100 being most popular and zero being no reports of the
word getting used. Note that when tariff chatter started to rise, the uptrend in equities stalled.
The chart on the right shows President Trump’s approval ratings and the same Google Trends
data. Approval ratings bottomed in December, about the time the tax bill passed. Approval
ratings began to rise with the onset of tariff mentions. Note that as tariff mentions have declined
recently the president’s trend in approval ratings has stalled and equities (on the left chart) have
started to rally. Although the correlations are not perfect, overall, when remarks about tariffs are
elevated, equities decline and the president’s approval ratings rise. Thus, it would make sense
for the president to keep pushing on tariffs as it’s improving his political situation.

A major issue with trade policy is how the market discounts a turn to protectionism. That is
mostly because we haven’t seen U.S. protectionism as official policy since the 1920s.

U.S. IMPORT DUTIES

60
@ 50
x
(@)
a
2 40
-
=
<
S 30
N
<
2 20
(%)
w
5 10
[a)

-

1825 1850 1875 1900 1925 1950 1975 2000
Sources: U.S.International Trade Commission, St. Louis FRB,
FRASER database, CIM

WWW.CONFLUENCEINVESTMENT.COM
2



This chart shows the level of duties as a percentage of all imports. The U.S. was a high tariff
nation, although tariffs did decline steadily until 1917. Tariff rates rose sharply after WWI into
the early 1930s, culminating in the Smoot-Hawley Tariffs of 1930. Since then, tariff rates have
steadily declined to the current low level of 1.4%. Simply put, there is no market analyst alive
today who was an adult working in the markets the last time we had a major increase in tariff
rates. And, if they were, it’s important to remember that this was under the gold standard so no
one really has any experience in how a trade conflict will affect the world economy and financial
markets in a floating fiat currency environment. All we can rely on is theory.

Our expectation is that tariffs will act as a supply constraint on dollars, which would be expected
to be dollar bullish. However, as noted above, there is no reasonable way to indicate how much
the dollar would rise because there isn’t a historical precedent to compare. So far, the financial
markets appear to believe that the administration’s tariff threats are designed to prompt
negotiations for more favorable trade terms. Thus, the dollar’s direction has been more a
function of U.S. monetary policy—as the Fed continues to tighten the dollar has moved higher.
However, if sentiment toward trade turns from mere posturing to deglobalization, the dollar
could move significantly higher. A much stronger dollar would be very bearish for emerging
markets and commaodities and also a negative factor for developed markets as well. It would be
bullish for Treasuries and small cap equities.

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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