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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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In our most recent asset allocation rebalancing, we added foreign allocations to our portfolios.
Over the past few years, we had generally avoided allocations to non-U.S. markets in asset
allocation portfolios due to two primary concerns. First, the dollar had been appreciating as a
result of an improving U.S. economy and policy divergences between the U.S. and the rest of the
world. The Federal Reserve was raising rates and tapering its balance sheet while the majority of
other nations were still adding monetary stimulus. Second, we have had secular concerns about
the stability and attractiveness of foreign investing in a world where the U.S. is seemingly
reducing its hegemonic role.

We previously noted that the dollar was deeply undervalued on a purchasing power parity basis
and vulnerable to depreciation. The catalysts for dollar weakness appear to be coming from two
sources. First, the FOMC is moving very slowly to tighten policy while the rest of the world’s
central banks are finally withdrawing policy stimulus. Second, uncertainty surrounding
American governance appears to be undermining investor confidence and leading to dollar
selling. In this week’s report, we wanted to update the valuation levels for the dollar against the
yen, euro, Canadian dollar and British pound.
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This chart shows four purchasing power parity models for the aforementioned currencies. In all
four cases, the dollar was trading “rich” by more than one standard error, and nearly two
standard errors from parity in two cases. Over the past two months, three of the four currencies
have begun to appreciate and are indicating some modest improvement in valuation. However,
these models all suggest that the dollar is still overvalued and thus, even with the recent
depreciation, the greenback is still overvalued. Hence, the narrative that a weaker dollar should
support further gains in overseas assets remains viable. If history is any guide, we are still in the
early stages of a dollar reversal that should remain in place for the foreseeable future.

At the same time, the secular concerns about the impact of the withdrawal of U.S. hegemony will
likely be a bearish factor for overseas investments. For now, we expect the dollar’s weakness to
overshadow concerns over global stability. But, as some point, possibly in the next couple of
years, the dollar will be closer to fair value and the case for foreign investment will be more
difficult to justify.

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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