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“I'm the straw that stirs the drink.”

— Reggie Jackson (a.k.a., Mr. October), Baseball Hall of Fame Right Fielder

Over the past year, strength in the value of the

dollar has largely dominated asset class U.S. Share of the Global Economy
returns and has been at the front and center in (U.S. as a Percentage of World Total)
driving investor sentiment. Ever since the end

of the Second World War, the U.S. dollar has Oil Reserves ] 3%

acted as a fundamental linchpin of the global

monetary system. As the premier reserve World Population [J] 4%

currency, the dominant medium of exchange,
and a store of value, the greenback deservedly Globalop [ 2+
warrants the moniker, “King Dollar.” Despite
an ongoing tilt eastward and a concurrently
diminished role of the United States in terms
of global trade and GDP, roughly 60% of the
global population still lives in a world in
which their local currencies either 1) are the o
dollar, or 2) are pegged to the dollar.! Indeed, DA I
the dollar’s pivotal role as the “straw that stirs
the drink” has powerful economic

repercussions, particularly so during dollar | . . e PR e
volatility spikes like the one occurring now. UsD I

. Trade Finance Conducted in
Issuing the world’s reserve currency confers USD I -
material benefits to the United States. First

and foremost, the lure of King Dollar allows
the US. government and its residents to
borrow money at a lower interest rate than
might otherwise be available. The United States also benefits from cheap imported goods and services,
despite a trade deficit that spans decades and seems to be getting bigger by the day. Rather than
exporting goods, the United States exports financial assets in the form of U.S. Treasuries, which have
been purchased by central banks around the world to bolster their foreign currency reserves and to keep
the value of their respective currencies low relative to the dollar. And, a decidedly Machiavellian benefit
is America’s enhanced ability to twist the arms of foreign companies and governments abroad that are
dependent on dollar dominance.
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1Source: The International Monetary Fund.
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However, as they say, there is no free lunch. The drawbacks of the outsized role of the dollar in the
broader global economy have become more pronounced of late:

> Capital outflows have accelerated from emerging market (EM) countries, significantly hurting
currencies and equity prices in several EM countries. These capital outflows have created debt
funding problems for many EM countries and corporations.?

> Relatedly, dollar strength is crimping revenues and profits for the more internationally
diversified U.S. companies. The dollar is demonstrating its enormous influence on pricing,
hedging activities, competition, and translation.

» U.S. exporters have lost a certain level of competitiveness. While the United States had been
experiencing a modest manufacturing renaissance of sorts, exports have been negatively
impacted by dollar strength. In August 2015, the U.S. trade deficit jumped by 16% to $48.3

billion.
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2 A dollar rally has been associated with EM economic issues in 1980-1985, 1997-1998, 2008-2009, and 2013-2015. As an example,
during the Asian Financial Crisis of 1997-1998, capital inflows dried up and then currency pegs broke. EM currencies plunged in
value, thus pushing up the cost of dollar debts. Many overextended EM borrowers who had been financing their debt in dollars
were unable to repay obligations due to increased debt service costs associated with the sharp changes in currency exchange rates
and the higher rates required to refinance ongoing debt. This double whammy resulted in accelerating rates of default for foreign
debtors that had a sizable portion of their debt denominated in dollars instead of their respective local currencies. A brutal
recession ensued afterwards.
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The dollar has been trending higher for over four years, and, more recently, the dollar increased in value
by 13% in 2014 and an incremental 7% so far in 2015. Beyond the withdrawal of quantitative easing (QE)
by the Federal Reserve, a number of factors working in concert have contributed to dollar strength:

» Significantly higher domestic oil production has pressured global oil prices, contributing to
materially improved U.S. trade deficit in recent years. In addition, the recent measures that the
U.S. government has taken to lower the Federal deficit by cutting spending and increasing taxes
have reduced the fiscal deficit from as high as 11% of GDP in 2010 to about 3% as of the end of
2014.

> The anticipation and subsequent arrival of QE by the European Central Bank (ECB), along with
continued monetary stimulus from other foreign central banks, such as the Bank of Japan, the
Bank of Canada, the Reserve Bank of Australia, and the Bank of England, have reduced the
investment appeal of these developed market currencies relative to the U.S. dollar.

> Despite low nominal yields, U.S. Treasury yields remain materially higher than equivalent yields
in influential markets like Germany (0.5%), Switzerland (0.6%), Japan (0.3%), and the United
Kingdom (1.7%). These interest rate differentials cause investors to sell foreign currencies to buy
higher yielding dollar-denominated assets.

» In the face of domestic economic weakness and growing debt levels, the People’s Bank of China
unilaterally devalued the Chinese yuan by 1.9% in August 2015 to support its still heavily export-
driven economy. This action represents the largest one-day currency drop since China ended its
dual-currency system in 1994. Given continued Chinese economic weakness, concerns about
further yuan devaluation are proliferating.

» The U.S. economy has outperformed most foreign economies in recent years, driving incremental
investment capital to dollars.

» With improving economic fundamentals, the U.S. Federal Reserve is the first major central bank
to openly discuss the apparently increasing probability of hiking short-term interest rates.

As a result of the aforementioned factors, the dollar has accelerated in value at a rapid pace and for an
extended duration. Since the end of QE3, as demonstrated in the chart provided at the top of the next
page, nearly every asset class has underperformed cash (which, of course, pays a whopping rate of return of
zero). Given the stark dichotomy between the underperformance of the vast majority of financial assets
since the end of QE3 against the tremendous performance of many financial assets from the bottom of the
Credit Crisis to the end of QE3, it makes one question the underlying strength of the economic recovery.
Truth be told, these trends send a disconcerting signal that the economic gains generated since the Credit
Crisis may be more related to easy monetary policies than underlying productivity improvements and
job advances.
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The decline in value of nearly all asset classes versus the dollar is a concerning development, and
especially so if it continues. A similar sort of flight to the dollar occurred during 2008, which eventually
devolved into a full-fledged financial crisis. With that said, the Federal Reserve is now more cognizant of
systemic risks. If the dollar continues to strengthen, the Federal Reserve will be more likely to loosen
monetary policy once again in order to take the wind out of the dollar. Just since the end of the third
quarter, however, the market has started to discount the potential for a continuation of accommodative
monetary policies by the Federal Reserve in the months ahead, thus causing a partial dollar reversal and
improved market sentiment of late.

In conclusion, the surprising strength of the dollar over the past fifteen months adds to investor concern
on how to invest in the current environment. Besides the strong dollar, many asset classes look
expensive, government balance sheets have deteriorated since the financial crisis, and, with China’s
economic growth decelerating, global economic risks are rising. In that light, the temptation to raise even
more cash remains high.

However, central banks are on alert, and an extended period of deflation does not seem to be in the cards.
In response to weaker than expected growth, central banks outside the United States are providing
additional monetary stimulus. If the U.S. economy slows further, the possibility of aggressive
intervention on the part of the Federal Reserve to avoid deflation in the future remains high. Thus, the

3 While possibly overly simplistic and short-term in nature, the chart above demonstrates asset class returns during a specific period
of time in which the dollar was strengthening at a rapid clip. October 29, 2014 was chosen as the start date because that was the day
on which QE3 ended.
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best option for the long-term investor remains a diversified portfolio of uncorrelated asset classes
(including cash), which, over the long-term, should outperform a 100% cash position considerably.

As always, we thank our clients for their continued support of Pekin Singer Strauss in our efforts to guide
our client capital through these turbulent market challenges.

Sincerely,

Pekin Singer Strauss Asset Management

This commentary is prepared by Pekin Singer Strauss Asset Management (”Pekin Singer”) for informational
purposes only and is not intended as an offer or solicitation for the purchase or sale of any security. The information
contained herein is neither investment advice nor a legal opinion. The views expressed are those of the authors as of
the date of publication of this report, and are subject to change at any time due to changes in market or economic
conditions. Although information has been obtained from and is based upon sources Pekin Singer believes to be
reliable, we do not guarantee its accuracy. There are no assurances that any predicted results will actually occur.
Past performance is no guarantee of future results.

The MSCI EAFE Index (Europe, Australasia, Far East) is a free float-adjusted market capitalization index that is
designed to measure the equity market performance of developed markets, excluding the US & Canada. The S&P
500 Index measures an index of 500 stocks chosen for market size, liquidity and industry grouping among other
factors. The Barclays U.S Aggregate Bond Index is a market-cap weighted index that tracks performance of
investment grade bonds in the US. The MSCI Emerging Markets Index is a float-adjusted market capitalization
index that consists of indices in 21 emerging economies.



