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T MANAGEMENT

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 29, 2016

In the most recent rebalance of our Asset Allocation portfolios, we maintained an allocation to
emerging market equities in the Aggressive Growth portfolio. As we have noted in the past,
there is a positive relationship between the dollar’s exchange rate and the relative performance of
developed market equities and emerging market equities.

RELATIVE S&P/EMERGING MARKET EQUITY PERFORMANCE

AND THE REAL BROAD TRADE WEIGHTED DOLLAR INDEX
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This chart shows the relative performance of the S&P 500 and the MSCI emerging market index
(denominated in dollars). A rising blue line on the chart signals stronger S&P performance
relative to emerging markets and vice versa. Using the JPM dollar index, we note the dollar
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bottomed in late 2011. As the dollar appreciated, the S&P began to consistently outperform
emerging markets.

The most important factor boosting the dollar was monetary policy divergence. The Federal
Reserve ended its balance sheet expansion in December 2014. It raised its policy rate in
December 2015. This tightening occurred while the European Central Bank (ECB) and the Bank
of Japan (BOJ) both continued to implement aggressively accommodative policies. The dollar’s
strength clearly accelerated in the 2014-15 period, although the rally has stalled this year. We
believe the stall has occurred because of uncertainty surrounding U.S. monetary policy. Initially,
the FOMC signaled four rate hikes this year. Currently, fed funds futures are suggesting no rate
hikes this year and perhaps only one hike next year. If this does become the path of policy, the
dollar bull market may be coming to a close unless the ECB and BOJ become even more
aggressive in policy easing. If we are reaching the point where further accommodation isn’t
possible, a stronger dollar is less likely and thus, emerging market equities become attractive
given their recent relative weakness.

However, due to the uncertainty over the direction of policy, as noted above, the asset allocation
committee has judged emerging market equities as only appropriate for aggressive investors. If
the FOMC tightens policy sooner or to a greater degree than expected, developed markets could
begin to sharply outperform emerging markets again. Given that market expectations are leaning
heavily toward steady Fed policy, there is the potential for a bearish surprise for the emerging
equity sector. Thus, in our judgement, only the most risk tolerant investors should be
considering emerging market equities at this time.

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
2



