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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 26, 2017 

 

The dollar is in its third major bull market since currencies began floating in 1971. 

 

 
 

This chart shows the JPM dollar index which adjusts for relative inflation and trade.  The 

previous two bull markets exhibited greater strength than the current one.  Because of the 

dollar’s reserve currency role, there will always be an underlying demand for dollars for foreign 

reserve purposes.  Thus, U.S. policymakers can run fiscal deficits and tax policies that penalize 

saving (for example, we tax income instead of consumption) and not suffer from foreign 

exchange crises.  At the same time, dollar strength can act as a drag on the economy; it tends to 

make imports more attractive and can undermine the competitiveness of domestic firms. 

 

The previous two dollar rallies were tied to specific fundamental factors.  The 1978-85 bull 

market was mostly attributable to the Volcker Federal Reserve.  Paul Volcker instituted 

monetary policy based on money supply growth instead of interest rate targets.  This allowed 
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interest rates to rise to extraordinary levels (fed funds peaked at 19.1% in June 1981) and made 

the dollar very attractive.  The 1995-2002 bull market was mostly caused by productivity gains, 

although fiscal surpluses likely contributed as well.  Technology investment began to boost the 

economy in the latter half of the 1990s and made the U.S. an attractive investment venue.  The 

surplus reduced available Treasuries and made it difficult to build reserves without bidding the 

dollar higher.  The current bull market is similar to the Volcker bull market in that it appears to 

be mostly due to monetary policy.  The Federal Reserve began to reverse its unconventional 

monetary policy measures before the other major G-7 economies, boosting the greenback. 

 

Valuing currencies is difficult as it is generally true that the currency markets focus on different 

factors over time.  There are periods when relative inflation is dominant.  During other periods, 

the external accounts drive the exchange rates, while other times interest rate differentials are 

key.  The valuation model with the longest history is purchasing power parity, which is based on 

relative inflation rates.  The thesis is that the exchange rate should act to balance prices between 

nations and so a country with higher inflation relative to another should have a weaker exchange 

rate to unify prices across countries.  In practice, we find that not all goods are tradeable, 

inflation indices are not the same across countries and relative pricing parity models don’t 

account for capital flows.  Although parity models often deviate from fair value, they can be 

useful when parity reaches an extreme. 
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This chart shows the German/U.S. parity model, which uses CPI from Germany and the U.S. to 

establish parity.  Currently, the exchange rate is nearly two standard errors below parity, 

meaning the D-mark (or the euro) is undervalued relative to the dollar.  As the chart shows, the 

exchange rate rarely stays around purchasing power parity.  However, when it reaches the two-

standard error level in either direction, it usually means the exchange rate will eventually reverse.  

It isn’t uncommon for the exchange rate to remain over or undervalued for a long period of time.  

However, we eventually do see a reversal from extreme levels.  Usually, there is a catalyst that 

brings an adjustment to valuation.  In 1985, it was the Plaza Accord which was specifically 
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designed to weaken the dollar.  The end of the second bull market was likely due to the end of 

the tech bubble in equities and the Bush tax cuts, which reduced the fiscal surplus. 

 

It appears we are seeing two catalysts that may be signaling the end of this dollar bull market.   

 

The reversal of monetary policy: The dollar initially rallied on the divergence of monetary 

policy.  The Federal Reserve was ending QE and beginning to raise rates, while the Bank of 

Japan (BOJ) was expanding QE and the European Central Bank (ECB) was implementing QE 

and experimenting with negative interest rates.  This kicked off the current dollar bull market 

that began in mid-2014.  Although the FOMC is planning to raise rates further that action has 

been well telegraphed.  At the same time, it appears the ECB is poised to raise rates and end its 

QE program.  And, European economic growth has been strengthening, which will likely 

accelerate policy tightening.  Even the BOJ is considering easing some of its support.  Given the 

degree of dollar overvaluation, foreign policy tightening will likely weaken the dollar in the 

coming months. 

 

Political turmoil is favoring foreign currencies: There is no lack of political turmoil in the 

developed countries.  We have had two major elections in Europe thus far, with upcoming 

German elections in the fall and Italian elections expected in February.  Brexit continues to roil 

Europe.  Tensions are rising in the Far East as North Korea continues to test missiles and 

threaten its neighbors.  When President Trump won the election in November, the dollar rose on 

expectations of trade restrictions, tax reform that would support repatriation and infrastructure 

spending which would boost growth.  As the Trump administration has gotten sidetracked on 

other issues, these expectations have dwindled.  Even though political risk remains high 

throughout the developed markets, the high dollar valuation and disappointment surrounding the 

president’s policies appear to be undermining the dollar. 

 

If the dollar’s bull market is coming to a close, what can we expect?  First, it gives a tailwind to 

foreign investment.  Emerging markets, which have been strong this year, would likely receive 

further support if the dollar begins to weaken.  Second, commodities would benefit.  For 

example, our oil inventory/EUR model for oil prices indicates that a €1.30 would generate a fair 

value for oil near $78 per barrel, even with the current elevated level of inventories.  Gold prices 

are traditionally supported by dollar weakness as well.  The asset allocation committee will be 

weighing the likelihood of dollar weakness and take appropriate measures in the coming months. 

 

 
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.   
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