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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 5, 2017

In our most recent quarterly asset allocation meetings, our analysis determined that emerging
markets would not be added to the portfolios. Since this asset class has been this year’s best
performer, some explanation is in order. One of the primary reasons we have refrained from
adding emerging markets is the dollar’s strength.

RELATIVE S&P/EMERGING MARKET EQUITY PERFORMANCE
AND THE REAL BROAD TRADE WEIGHTED DOLLAR INDEX
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The blue line on this chart looks at the relative performance of emerging markets to the S&P
500. When the line is rising, the S&P is outperforming emerging markets. The red line is the
JPM real dollar index. The two series are positively correlated at 80.8%, meaning that a stronger
dollar tends to reflect the S&P 500 outperforming the emerging markets. This correlation has
weakened modestly recently, but is still quite elevated.

The second reason we have been reluctant to add emerging markets is because the relative
outperformance is occurring with weaker commodity prices.
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RELATIVE S&P/EMERGING MARKET EQUITY PERFORMANCE
AND THE CRB INDEX
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Although the correlation isn’t as strong as with the dollar, rising commodity prices tends to
coincide with stronger relative emerging market performance. Although commodities are off
their lows, they remain depressed. Thus, the current level of commodity prices seems to support
weaker relative emerging market equities.

RELATIVE PERFORMANCE MODEL: S&P V. EM
USD, FED FUNDS AND CRB MODEL
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This chart shows a model of the emerging market/S&P 500 relative performance regressed
against the JPM dollar index, the CRB index and fed funds (advanced six months). Currently,
the model is suggesting that emerging market equities are overvalued relative to the S&P against
these three independent variables.
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Despite this overvaluation, it is possible that the strong relative performance of emerging
markets is anticipating a recovery in commodities, a slowing of monetary policy tightening or a
weaker dollar. The dollar lifted on expectations of tighter policy and if the FOMC does not raise
rates as much as expected or if foreign central banks reverse their current easy policy stances,
then the dollar could weaken. However, this model suggests that emerging market equities have
already discounted that outcome. Thus, we are concerned that emerging market equities may be
ahead of the fundamentals. If this is true, the current strong performance of emerging markets
could stall even with dollar weakness, rising commodities or a stall in Fed tightening. And, if the
dollar rises, commodities fall further or the FOMC raises rates according to the “dots plot,”
emerging markets could be quite vulnerable. For now, we believe the risks exceed the potential
return from these levels.

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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