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[Posted: May 10, 2017—9:30 AM EDT]  Global equity markets are lower this morning.  The 

EuroStoxx 50 is down 0.25% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.2% from the prior close.  Chinese markets were down, with the Shanghai composite down 

0.9% and the Shenzhen index down 1.4%.  U.S. equity index futures are signaling a lower open.  

With 443 companies having reported, the S&P 500 Q1 earnings stand at $30.69, higher than the 

$29.24 forecast for the quarter.  The forecast reflects a 9.1% increase from Q1 2016 earnings.  

Thus far this quarter, 73.1% of the companies reported earnings above forecast, while 20.8% 

reported earnings below forecast. 

 

The story dominating this morning’s headlines is the Trump administration’s decision to fire FBI 

Director Comey.  There is much speculation surrounding what is going on with the decision; our 

focus will remain on the impact on financial markets.  So far, it hasn’t had much of an impact.  

S&P futures are flat, Treasuries are modestly stronger and the dollar is mostly steady.  Here are a 

few of our thoughts: 

 

FBI directors rarely survive their terms. 

 

 
(Source: Statista, https://www.statista.com/chart/9322/few-fbi-directors-survive-the-full-

10-years/) 
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Of course, the first FBI director, J. Edgar Hoover, served from the bureau’s founding in 1935 

until his death in 1972.  Hoover was a controversial figure and after his death presidents wanted 

to regain control of the FBI.  Nixon initially appointed Patrick Gray as acting director following 

Hoover’s death.1  Later, Clarence Kelly was appointed to the position as full director.  Directors 

are given 10-year terms with the idea that they will be insulated from political influence; that 

hasn’t worked according to plan.  With his firing, Comey has now served the shortest term in the 

bureau’s history.   

 

The FBI has great power; it is essentially the U.S. equivalent of MI-5, engaging in not only 

Federal policing but also domestic counterintelligence.  Hoover lasted as long as he did because 

presidents were afraid of the political fallout from removing him from office.  Any removal of an 

FBI director is fraught with risk. 

 

The firing could become a significant distraction.  Concerns about Russian involvement in the 

presidential campaign is a story that simply won’t go away.  Our position is that election 

interference is nothing new.  The Soviets tried to keep Reagan from getting elected; recently, 

President Obama not only endorsed Emmanuel Macron but also recorded a message to French 

voters.  However, there is a line between trying to sway an election and influencing a 

government.  If government officials are compromised by a foreign power, the danger is 

immense.  Gen. Flynn resigned from the NSC over alleged Russian ties.  The FBI has an active 

investigation about Russian activity among officials of the Trump administration.  The attorney 

general had to recuse himself from any involvement in supervising the Russian investigation.  

This story will remain a problem for the administration and absorb precious political capital, 

which will reduce the odds of accomplishing other goals, such as tax reform, infrastructure 

spending and trade policy. 

 

The Nixon overtones are hard to quash.  Firing a figure that is conducting an investigation of 

one’s administration looks like a cover up.  That factor is going to be difficult to overcome.  One 

way to manage the story is to appoint a special prosecutor.  However, once that door is opened, it 

becomes impossible to control.  President Clinton’s special prosecutor started with Whitewater; 

it ended with Monica Lewinsky.  The key to whether a special prosecutor needs to be appointed 

will likely come from Senate Republicans.  If enough of them decide to press for this action, it 

will be hard for the president not to acquiesce.   

 

At the same time, the situation doesn’t compare well to Nixon.  Although Trump is a political 

outsider, which Nixon was as well, Trump’s party controls Congress.  Nixon faced a Congress 

controlled by Democrats.  There were people in jail tied to the Nixon re-election campaign.  

Nixon was involved in a cover up.  There isn’t clear evidence that the Trump administration has 

done anything wrong, although the investigation continues. 

 

Comey was controversial.  His handling of the Clinton private server investigation was 

unorthodox.  He was clearly a man guided by his own internal compass, which makes him 

dangerous to power.  At the same time, his ability to manage investigations was questionable.  At 

                                                 
1 Mark Felt, a deputy director, was unhappy that he wasn’t appointed to the acting role and, as we recently 
discovered, was the famous “deep throat” of Watergate. 
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last summer’s press conference, he laid out a case suggesting Clinton was guilty.  In our 

interpretation of his remarks, it seemed to be leading to an indictment but instead, in what 

appeared to be a surprise, he indicated that the FBI was not recommending that action.  The 

decision to “reopen” the investigation near the election was also controversial.  From a partisan 

standpoint, Republicans are not happy that Clinton wasn’t indicted; for Democrats, Comey 

turned the election to Trump.  Thus, he doesn’t really have a political constituency in 

Washington that would support him. 

 

This process will be really difficult to handle.  By all accounts, the White House moved on this 

decision without much outside counsel.  Aides were caught off guard; Comey himself appeared 

shocked.  It almost appears the White House misinterpreted how this would be taken.  The 

administration may have thought that Comey’s own unpopularity would make the decision 

popular.  Instead, Democrats are pushing for a special prosecutor and Republican reaction has 

been mixed at best.  Now the White House has to appoint a new director who will come under 

tremendous scrutiny.  In fact, the AG usually recommends a new FBI director but Sessions 

cannot do so because of his Russian recusal.  All told, this situation will require a lot of attention.   

 

The bottom line is that this problem will be a distraction.  At a minimum, it will take 

attention away from other priorities, such as tax reform, the ACA repeal, infrastructure spending, 

etc.  As these goals are pushed further into 2018, the less likely they are to be achieved.  We 

have consistently warned that political capital is a wasting asset.  By June 2018, it’s gone 

whether or not a president was able to accomplish anything.  As long as the economy avoids 

recession and earnings remain firm, the market fallout won’t be severe.  But, if weakness 

develops, one cannot expect fiscal and tax policy to ride to the rescue if the administration can’t 

bring this issue under control.   

 

U.S. Economic Releases 

 

MBA mortgage applications rose 2.4% from the prior week.  Purchases and refinancing rose by 

1.7% and 3.3%, respectively.  The 30-year fixed rate mortgage remained at 4.23%. 

 

The import price index came in above expectations at 0.5% compared to the forecast of 0.1%.  

The prior report was revised upward from a fall of 0.2% to a rise of 0.1%.  The core import price 

index came in above expectations at 0.4% compared to the forecast of 0.1%.  The prior report 

was revised downward from 0.2% to 0.1%.  The export price index was in line with expectations 

at 0.2%.  The prior report was revised downward from 0.2% to 0.1%. 
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The chart above shows the year-over-year change of the import price index and CPI.  Because 

the two variables are highly correlated, the rise in import prices suggests that a rising CPI should 

follow. 

 

The table below shows the economic releases and Fed events scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

14:00 Monthly Budget Statement m/m apr $179.0 bn $176.2 bn **

EST Speaker or event

13:00 Eric Rosengren to speak on Economy at VBG

Economic Releases

Fed speakers or events

District or position

President of the Federal Reserve Bank of Boston  
 

Foreign Economic News 

 

We monitor numerous global economic indicators on a continuous basis.  The most significant 

international news that was released overnight is outlined below.  Not all releases are equally 

significant, thus we have created a star rating to convey to our readers the importance of the 

various indicators.  The rating column below is a three-star scale of importance, with one star 

being the least important and three stars being the most important.  We note that these ratings do 

change over time as economic circumstances change.  Additionally, for ease of reading, we have 

also color-coded the market impact section, which indicates the effect on the foreign market.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 

following closely for possible complications and green indicates neutral conditions.  We will add 

a paragraph below if any development merits further explanation.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China CPI m/m apr 1.2% 0.9% 1.1% *** Equity and bond neutral

PPI m/m apr 6.4% 7.6% 6.7% ** Equity and bond neutral

Japan Official Reserve Assets m/m apr $1.2423 tn $1.2303 tn ** Equity and bond neutral

Leading Index m/m mar 105.5 104.8 105.5 ** Equity and bond neutral

Coincident Index m/m mar 114.6 115.3 114.7 ** Equity and bond neutral

New Zealand ANZ Truckometer Heavy m/m apr -1.8% 1.7% ** Equity and bond neutral

Card Spending Retail m/m mar 1.1% -0.3% 0.6% ** Equity bullish, bond bearish

EUROPE

France Trade Balance m/m mar -5.353 bn -6.568 bn -6.000 bn ** Equity bullish, bond bearish

Current Account Balance m/m mar -3.000 bn -3.600 bn ** Equity and bond neutral

Industrial Production y/y mar 2.0% -0.7% 0.6% *** Equity bullish, bond bearish

Manufacturing Production y/y mar 3.5% -0.5% 1.2% ** Equity bullish, bond bearish

Italy Industrial Production y/y mar 2.8% 1.9% 2.5% *** Equity bullish, bond bearish  
 

Financial Markets 

 

The table below highlights some of the indicators that we follow on a daily basis.  Again, the 

color coding is similar to the foreign news description above.  We will add a paragraph below if 

a certain move merits further explanation. 

 

Today Prior Change Trend

3-mo Libor yield (bps) 118 118 0 Up

3-mo T-bill yield (bps) 89 88 1 Neutral

TED spread (bps) 30 30 0 Neutral

U.S. Libor/OIS spread (bps) 104 104 0 Up

10-yr T-note (%) 2.37 2.40 -0.03 Neutral

Euribor/OIS spread (bps) -33 -33 0 Down

EUR/USD 3-mo swap (bps) 30 30 0 Up

Currencies Direction

dollar down Neutral

euro down Down

yen up Down

pound up Neutral

franc up Neutral

Central Bank Action Current Prior

RBNZ Official Cash Rate 1.750% 1.750% On forecast  
 

Commodity Markets 

 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 
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Price Prior Change Explanation

Brent $49.26 $48.73 1.09% Short Covering

WTI $46.43 $45.88 1.20%

Natural Gas $3.24 $3.23 0.43%

Crack Spread $15.80 $16.02 -1.37%

12-mo strip crack $13.34 $13.44 -0.77%

Ethanol rack $1.64 $1.65 -0.57%

Gold $1,224.57 $1,221.23 0.27% Weaker Dollar

Silver $16.32 $16.19 0.77%

Copper contract $250.55 $249.80 0.30%

Corn contract 366.25$       366.50$       -0.07%

Wheat contract 429.75$       429.50$       0.06%

Soybeans contract 973.25$       974.00$       -0.08%

Baltic Dry Freight 1007 1001 6

Actual Expected Difference

Crude (mb) -2.0

Gasoline (mb) 0.4

Distillates (mb) -0.8

Refinery run rates (%) -0.30%

Natural gas (bcf) 55.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 

 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for most of the country, 

with cooler temps expected for the western region.  Precipitation is expected for most of the 

western region.
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Asset Allocation Weekly Comment 
Confluence Investment Management offers various asset allocation products which are managed using 

“top down,” or macro, analysis.  We report asset allocation thoughts on a weekly basis, updating this 

section 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.   
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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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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. 
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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.  
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Data Section 

 

U.S. Equity Markets – (as of 5/9/2017 close) 
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(Source: Bloomberg) 

 

These S&P 500 and sector return charts are designed to provide the reader with an easy overview 

of the year-to-date and prior trading day total return.  Sectors are ranked by total return; green 

indicating positive and red indicating negative return, along with the overall S&P 500 in black. 

 

Asset Class Performance – (as of 5/9/2017 close) 
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Real Estate (FTSE NAREIT Index), Emerging Markets (MSCI Emerging Markets (USD and 

local currency) Index), Cash (iShares Short Treasury Bond ETF), U.S. Corporate Bond (iShares 

iBoxx $ Investment Grade Corporate Bond ETF), U.S. Government Bond (iShares 7-10 Year 

Treasury Bond ETF), U.S. High Yield (iShares iBoxx $ High Yield Corporate Bond ETF), 

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date returns 

for various asset classes, updated daily.  

The asset classes are ranked by total 

return (including dividends), with green 

indicating positive and red indicating 

negative returns from the beginning of the 

year, as of prior close. 

 

Asset classes are defined as follows: 

Large Cap (S&P 500 Index), Mid Cap 

(S&P 400 Index), Small Cap (Russell 

2000 Index), Foreign Developed (MSCI 

EAFE (USD and local currency) Index), 
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P/E Update 
 

May 4, 2017 
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P/E as of 5/3/2017 = 20.0x

 
 

Based on our methodology,2 the current P/E is 20.0x, up 0.1x from last week.  The rise in the 

multiple has mostly come from the recent rise in equity prices. 
 
 
 
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. 

                                                 
2 The above chart offers a running snapshot of the S&P 500 P/E in a long-term historical context.  We are using a 
specific measurement process, similar to Value Line, which combines earnings estimates and actual data.  We use 
an adjusted operating earnings number going back to 1870 (we adjust as-reported earnings to operating earnings 
through a regression process until 1988), and actual operating earnings after 1988.  For the current quarter, we 
use the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings 
sum includes two actual quarters (Q3 and Q4) and two estimates (Q1 and Q2).  We take the S&P average for the 
quarter and divide by the rolling four-quarter sum of earnings to calculate the P/E.  This methodology isn’t perfect 
(it will tend to inflate the P/E on a trailing basis and deflate it on a forward basis), but it will also smooth the data 
and avoid P/E volatility caused by unusual market activity (through the average price process).  Why this process?  
Given the constraints of the long-term data series, this is the best way to create a very long-term dataset for P/E 
ratios. 


