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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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Over the past quarter, emerging market equities have weakened; the primary culprit was a
strengthening dollar, although concerns about softer non-U.S. growth likely played a role as
well. The dollar’s strength appears to be caused by one of two factors. The first possibility is
interest rate differentials, which are partly due to the differences in economic growth. The
second possibility is that the potential of a trade conflict, which would likely reduce the global
supply of dollars, is leading to the appreciation of the greenback.

The problem is that relative growth rates suggest the dollar is still somewhat overvalued.
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This chart shows a model using the OECD’s leading indicators for Germany and the U.S.
Converting the estimated D-mark forecast to euros indicates a fair value of $1.3020. Since
relative growth rates drive the interest rate differences, it suggests it is less likely that interest
rate differences are pushing the dollar higher. In other words, it is obvious that U.S. interest
rates exceed European rates but the exchange rate has already adjusted. At the same time, if the
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financial markets expect further monetary policy tightening from the Federal Reserve, the
elevated value of the dollar might be justified.

On the other hand, the impact of trade restrictions is different. The U.S. has built a global
trading system that was designed for steady declines in trade impediments. From GATT to the
WTO, the U.S. has fostered this system by consistently lowering tariffs and allowing nations to
run trade surpluses with the U.S. This wasn’t a flaw in the system; a reserve currency in a fiat
currency regime essentially forces the U.S. to supply dollars to the world to facilitate trade. The
persistent trade deficit does impose costs on the U.S. economy but American political leadership,
up until now, was willing to absorb those costs to maintain American hegemony.

At this juncture, it is unclear if the administration intends to completely upend the postwar
trading system or if its actions are designed to improve America’s bargaining position. Either
outcome is possible. If it turns out that the former is the goal, the dollar is likely to continue to
appreciate, perhaps reaching historic highs. If the latter is the goal, then the dollar may be
vulnerable to a pullback.
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This chart shows the relative performance of U.S. equities and emerging market equities; a rising
blue line indicates emerging equities are outperforming emerging market equities. The red line
shows the JPM dollar index; the two series are inversely correlated at the 77.5% level, which
means a stronger dollar leads to U.S. outperformance. That finding is consistent with what has
occurred over the past quarter.

However, there is evidence to suggest the recent U.S. outperformance is excessive. The chart

below shows a regression model of the relative performance of equities with the dollar index as
the explanatory variable. The lower line in the chart show shows the deviation from fair value.
Since 2010, emerging markets have generally underperformed relative to the dollar. This could
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be due to a general avoidance of risk since the Great Financial Crisis but current levels are nearly
a full standard error below fair value.
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This analysis suggests that emerging markets are undervalued even in the face of recent dollar
strength. If the dollar pulls back, either because the Trump trade policy is posturing or the
FOMOC signals some moderation in its tightening path, emerging markets could recover. In any
case, they are attractive at current levels, although recovery will likely need a sign of policy
restraint either on trade or the monetary front.

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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