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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.

May 11, 2018

Recently, U.S. equities have outperformed emerging market equities.

EMERGING MARKET VS. US EQUITIES
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The chart above shows the relative performance of emerging market equities against U.S.
equities. A rising line indicates that foreign equities are outperforming. Questions are being
raised as to whether this recent decline is the end of what has been a strong relative uptrend in
emerging equities that began near the end of 2016.
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EMERGING MARKET EQUITIES VS. US EQUITES
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’ — EMERGING/US RATIO —— JPM DOLLAR INDEX‘
Sources: Bloomberg, Haver Analytics, CIM

The above chart shows the same relative performance ratio along with the JPM dollar index. In
general, emerging equities tend to trade opposite the dollar. In the past few weeks, the dollar has
rallied after peaking in early 2017. We suspect this has mostly been a short-covering rally
(surveys suggest market participants have been leaning heavily against the greenback), although
there has been concern that interest rate differentials may be supporting the dollar as well.

Our basic valuation model for exchange rates is purchasing power parity, which assumes that
exchange rates offset price differences between countries. In general, nations with higher
inflation tend to have weaker exchange rates to equalize prices. The model is not perfect; not all
goods are tradeable and trade regulations can interfere with the ability of floating exchange rates
to generate “the law of one price.” However, the historical record does suggest that when
exchange rates deviate significantly from the fair value generated by the parity calculation, it is
more probable that the trend will reverse over time. Currently the major exchange rates are
running below parity.
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These four charts show the parity models for the D-mark (a proxy for the euro), the British
pound, Japanese yen and Canadian dollar. All are, or have recently, been a standard error or
more from fair value. This would suggest the dollar has more room to decline.

What about the widening interest rate differential? After all, the FOMC is tightening policy
faster than the rest of the world. Although interest rate differentials affecting exchange rates
makes intuitive sense, the small gains one can make from the differences in interest rates can be
easily swamped by exchange rate moves. And, high interest rates alone are not necessarily
signals of strength; recently, Argentina raised overnight rates to 40% to support the peso.! Such
policy actions belie the notion that high interest rates automatically make a currency attractive.
Still, between nations of similar credit characteristics, all else held equal, the nation with the
higher interest rates would likely see a higher exchange rate.

1 http://www.bbc.com/news/business-44001450
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Adding the interest rate differential with a 30-month lag suggests the impact of interest rates isn’t
all that significant. Due to the lag, the differences in interest rates will tend to offer support to
the dollar but, by far, the impact of relative inflation is more robust. Thus, if inflation in the U.S.
does rise relative to German inflation, the impact of higher rates will be lessened.

In conclusion, the recent rally in the dollar and pullback in emerging markets does bear
watching, but the underlying fundamentals still support the emerging market allocation. Thus,
without ample evidence to suggest otherwise, we expect emerging market equities to recover
from recent weakness.

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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