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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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Emerging markets have fallen in recent weeks. The decline is being driven by a couple of
factors. First, the dollar has appreciated due to concerns that tariffs will restrict foreign country
access to the U.S. consumer and the dollars they spend. In other words, if the U.S. restricts
trade, countries will struggle to acquire dollars for reserve and trade purposes. As we will show
below, there is a clear inverse correlation between the dollar and relative emerging market equity
performance. Second, and related to the first point, restricting access to dollars coupled with
tightening monetary policy has led to crises in nations with high levels of foreign debt; namely,
this has been the case in Argentina and Turkey, although we are seeing weakness spread to other
nations as well, including South Africa.

The arguments for owning emerging markets from a macro perspective are based on
expectations of dollar weakness and a Fed that doesn’t overtighten monetary policy. First, a look
at relative performance.
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This chart regresses the emerging market index against the U.S. index, log scaled. When the
deviation line is above zero, emerging markets are outperforming. Below zero, the U.S. is
outperforming. There is an obvious broad cycle in the deviation line.
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There are two variables that generally explain the divergence, the dollar and fed funds.
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The chart on the left shows the dollar and relative performance. In general, a weaker dollar tends
to support emerging market performance. A stronger dollar increases the risk for emerging
markets that borrow in dollars as it increases debt service costs. And, many emerging market
economies are commaodity producers and a stronger dollar tends to pressure commaodity prices.
The dollar peaked in early 2017 and appeared to be rolling over. As we have discussed before,*
on a relative inflation basis, the dollar is overvalued. However, in late Q1, President Trump
began discussing tariffs and trade barriers. The potential for trade restrictions is bullish for the
dollar; the problem is that there is nothing in the historical record since WWII that would suggest
how bullish barriers might become. In addition, it isn’t completely clear what the end point of
tariffs will be. However, if the president is successful in narrowing the trade deficit, it would be
dollar supportive.

The second chart shows the impact of monetary policy on relative performance. Although the fit
isn’t as strong as the dollar, there have been policy cycles where rate cuts boosted emerging
market outperformance. Thus, Fed tightening would tend to favor the U.S. over emerging
markets. Our analysis suggests the FOMC will raise rates to around 3%, which would not be
unusually tight based on historical ranges. Thus, we believe this level is already discounted in
the market.

So, do emerging markets look attractive? If the dollar rolls over, emerging markets should do
better. What would make the dollar weaken? Anything that suggests the drive for trade
protection is being mitigated, either by political turmoil or Congressional action, would likely
pressure an already extended greenback. We tend to rely on parity extremes to forecast our
dollar outlook and, as noted, we are at levels that should support dollar-bearish positions. At the
same time, we will have to assess our view on the government’s trade policy going forward.
Trade protection will tend to support a stronger dollar and lead to further weakness in emerging
markets.

1 See Asset Allocation Weekly, 2/2/2018
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https://www.confluenceinvestment.com/wp-content/uploads/AAW_Feb_2_2018.pdf

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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