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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.   
 

July 21, 2017 
 

In the past few years, we have generally avoided allocations to non-U.S. markets for our asset 

allocation portfolios due to two primary concerns.  First, the dollar was rising as a result of an 

improving U.S. economy and policy divergences between the U.S. and the rest of the world.  The 

Federal Reserve was raising rates and tapering its balance sheet while the majority of the other 

nations were still adding monetary stimulus.  Second, we have had secular concerns about the 

stability and attractiveness of foreign investing in a world where the U.S. is seemingly reducing 

its hegemonic role. 

 

This quarter we have added foreign allocations into our portfolios.  The primary reason is that we 

believe the dollar’s bull market is probably coming to a close.  On a relative valuation basis, the 

dollar has become rather expensive. 
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This chart shows four purchasing power parity models for the euro, yen, British pound and 

Canadian dollar.  In all four cases, the dollar is trading “rich” by more than one standard error, 

and in two cases, nearly two standard errors from parity.  Purchasing power parity uses relative 

inflation to value currencies.  As the models show, currencies are rarely at parity.   Although 

purchasing power parity is the oldest way to value currencies, it isn’t the most accurate.  

However, it tends to be useful at extremes, and exchange rates tend to move around the parity 

measure.  In other words, parity is something of an anchor around which the actual exchange rate 

vacillates.   

 

History also suggests that exchange rates can diverge from parity for long periods of time, which 

usually means that a catalyst is required to move currencies from extremes of under-and over-

valuation.  For example, in the above euro and pound models, the deep undervaluation in the 

mid-1980s ended with the Plaza Accord.  Yen overvaluation in the early 1990s was ended by the 

Halifax Accord.  Changes in policy or governments can trigger an end to valuation extremes as 

well. 

 

This leads us to two additional reasons for this repositioning.  We believe there are two catalysts 

which will pressure the dollar in the coming quarters.  First, the Federal Reserve appears to be 

hedging on future tightening.  Although the dots charts still indicate rising rates, a number of 

FOMC members have raised worries about raising rates while inflation remains depressed.  

Chair Yellen appears to be offering a trade to the hawks on the committee; instead of raising 

rates, balance sheet reductions can act as policy tightening.  It is possible reducing the balance 

sheet will be dollar bullish.  However, that isn’t supported by the data. 

 

 
 

Although economic theory would suggest that boosting the size of the balance sheet should 

depreciate a currency, all else held equal, the pattern on the above chart developed likely because 
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QE raised hopes of stronger growth.  Our expectation is that reducing the balance sheet probably 

won’t matter, but if the pattern is consistent, balance sheet reduction may actually be dollar-

bearish.  So, we expect the anticipated monetary policy trade of fewer rate hikes for balance 

sheet shrinkage to be bearish for the dollar. 

 

The second catalyst is policy disappointment from the Trump administration.  Earlier this year, 

we were worried about the dollar’s overvaluation. And, proposed tax cuts and fiscal expansion 

from the Trump administration would have been dollar bullish, even at lofty valuations.  

However, the likelihood of major policy actions have declined and each month that passes 

without a policy adjustment means that political capital is being lost and it becomes less likely 

anything will pass.  As disappointment grows, we would expect the dollar to retreat. 

 

Although we retain our secular concerns about the stability and attractiveness of foreign 

investing in a world where the U.S. is seemingly reducing its hegemonic role, these concerns are 

overshadowed by the changing dynamics of monetary stimulus. Essentially, the near-term effects 

of policy and the exchange rate outweigh our secular concerns. 

 

Finally, the issue of recent performance needs to be addressed.  Both emerging and foreign 

developed equity markets have performed very well this year and there is a concern that we may 

be shifting too late into these asset classes.  Although possible, if our expectations of a weaker 

dollar are accurate, history would suggest a longer period of foreign outperformance. 

 

0.5

1.0

1.5

2.0

2.5

3.0

3.5

4.0

90

100

110

120

130

140

150

160

1970 1975 1980 1985 1990 1995 2000 2005 2010 2015 2020

EAFE/US RATIO JPM DOLLAR INDEX

EAFE VS. US EQUITES

<
<
<
U

S
 O

U
T

P
E

R
F

O
R

M
/E

A
F

E
 O

U
T

P
E

R
F

O
R

M
>
>
>

J
P

M
 D

O
L
L
A

R
 IN

D
E

X

Sources:  Bloomberg, Haver Analytics, CIM

0.0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

4.0

90

95

100

105

110

115

120

125

130

88 90 92 94 96 98 00 02 04 06 08 10 12 14 16 18 20

EMERGING/US RATIO JPM DOLLAR INDEX

EMERGING MARKET EQUITIES VS. US EQUITES

<
<
<
U

S
 O

U
T

P
E

R
F

O
R

M
/E

M
E

R
G

IN
G

 O
U

T
P

E
R

F
O

R
M

>
>
>

J
P

M
 D

O
L
L
A

R
 IN

D
E

X

Sources:  Bloomberg, Haver Analytics, CIM  
 

The red line on both charts shows the JP Morgan real dollar index. The blue line on the left chart 

is the ratio of dollar-denominated EAFE and the S&P; on the right chart, it’s the dollar-

denominated ratio of emerging markets and the S&P.  Both have been rebased to their respective 

start periods.  On both charts, a lower ratio indicates U.S. equity outperformance relative to 

foreign markets; a rising ratio shows the opposite.  In both cases, periods of dollar strength 

coincide with domestic outperformance.  Thus, even with good foreign performance this year, a 

weaker dollar may result in a longer period of foreign outperformance.  
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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. 


