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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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The financial markets have been roiled recently by the apparent shortage of liquidity in the repo
markets. Our take is that the problem is twofold—there are regulatory problems that mean the
banking system requires more in reserves than it did prior to the Great Financial Crisis, and there
are likely industry concentration issues that are exacerbating the issue. Although we don’t
expect the repo situation to become a systemic problem, there are potential second order effects
that could affect financial markets.

Ultimately, the repo situation makes it clear that the Fed has reduced its balance sheet more than
it should have. Therefore, the fix will require expanding the balance sheet again. As a result,
other than to calm the short-term money markets, we have been searching to figure out what
other markets might be affected by a new expansion of the balance sheet.

When the Bernanke Fed implemented the three phases of quantitative easing (QE), one of the
overlooked areas of impact was the dollar.
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https://www.wsj.com/articles/fed-confronts-balance-sheet-decisions-to-curb-money-market-volatility-11570370400?shareToken=st392c40bd8ff6496b9217afae510f25a7
https://www.wsj.com/articles/fed-confronts-balance-sheet-decisions-to-curb-money-market-volatility-11570370400?shareToken=st392c40bd8ff6496b9217afae510f25a7

The areas in gray show periods of QE; in the first two events, the dollar clearly weakened. In the
third episode, the dollar did weaken going into the event but mainly was steady at low levels.
However, the dollar soared as the Fed signaled the end of QE.

One way to examine the effect of the balance sheet on the banking system is to monitor free
reserves. These are banking reserves that are above the level of required reserves.

FREE RESERVES AND THE DOLLAR
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This chart examines the relationship between the four-year change in free reserves and the JPM
dollar index. The key point is that the level of reserves matters less to the dollar than the
direction of change. If the Fed begins to reflate its balance sheet, it will likely cause free
reserves to rise. That action will likely be dollar bearish. Although monetary aggregates are not
the sole driver of the path of the dollar, given that other measures have suggested the dollar is
overvalued, a return to some sort of QE should be considered a bearish event for the greenback.
In general, a weaker dollar is bullish for gold and commaodities, along with foreign equities,
especially emerging markets.

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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