
 Investors in the first quarter of 2017 benefitted from a continuation of 

the “Trump Rally”, so named for the market’s rapid post-election up-

ward move at the end of 2016. The S&P 500® Index ended the quar-

ter up 6.06%, the Dow Jones Industrial Average was up 5.19% and 

the Nasdaq recorded a strong 10.13% return. Interestingly, for the 

first time in many quarters, equity indices outside the United States 

outperformed most domestic markets, with the MSCI World Ex-US 

Index up 6.96% and the MSCI Emerging Markets Index up 11.45%. 

The strong start 

for international 

markets served 

as a good re-

minder that hav-

ing a prudent 

asset allocation 

with exposure to 

markets outside 

of the domestic 

large cap arena 

is beneficial to 

long term perfor-

mance. The mar-

ket endured a 

modest pullback 

towards the end 

of the quarter in 

the wake of Pres-

ident Trump’s 

inability to get his 

“repeal and re-

place” of the Af-

fordable Care Act 

passed through 

Congress. Inves-

tors became un-

easy in the aftermath of this failed vote, as the President’s failure to 

move a bill forward in a Republican majority Congress has cast doubt 

on the prospects for other pro-economic Trump policies, such as re-

ducing corporate tax rates and increased infrastructure spending. In 

addition to the equity market sell-off, the yield on the U.S. Treasury 

10 year bond decreased (meaning the demand for these “safe haven” 

bonds increased) from a high of 2.63% the week of the vote to 2.39% 

at the end of the quarter. As we have mentioned in previous com-

mentary, higher long term U.S. government interest rates often coin-

cide with a more favorable outlook on domestic growth prospects, 

and vice versa. In addition, the U.S. Dollar Index, which represents 

the strength of the dollar relative to other foreign developed market 

currencies, fell both in the immediate aftermath of the failed vote and 

2% for the quarter. This weakness supported Gold, as the commodity 

was up over 8% for the quarter.  

 During the quarter, we passed a milestone for the equity markets as 

March 6, 2017 marked the 8-year anniversary of the current bull mar-

ket for U.S. equities.  On March 6, 

2009, the S&P 500 hit an intraday low 

of 666.79 in the aftermath of the global 

financial crisis that struck the economy 

in the second half of 2008.  From those 

March 2009 lows, improved corporate earnings growth helped drive 

U.S. equity markets higher until 2011, when the S&P 500 had a sharp 

drawdown of 19% (just missing the 20% threshold typically needed to 

qualify as a bear market) due to the prospects of the U.S. govern-

ment defaulting 

on the national 

debt.  Since 

2011, U.S. equi-

ty markets have 

continued to 

post strong per-

formance, alt-

hough, the gains 

have been 

achieved with 

very little profit 

growth, as dis-

played by the 

chart to the left. 

The ten-year 

compound real 

profit growth is 

the lowest it has 

been in 30 

years. 

Therefore, with-

out earnings 

growth, U.S. 

equity market 

performance has been heavily supported by valuation multiple expan-

sion.  The expansion in valuation multiples is mostly attributable to 

collapsing interest rates and the impact of the Federal Reserve’s 

Quantitative Easing program (or “QE” as it is commonly known).   

How so?  Equity market valuation factors, such as price-to-earnings 

(P/E) multiples and dividend yields, are largely a function of interest 

rates.  Stocks (and other financial assets) are commonly valued on 

the present value of their future cash flows.  A lower interest rate 

means a lower hurdle rate for investment returns.  Thus, lower inter-

est rates increase the present value of future cash flows, and lead to 

higher stock prices.  In addition, given such a low-yield environment, 

retirees and other investors who need income are forced to take on 

increased risk and purchase stocks in an effort to get a better return 

than they would receive from low yielding bonds.  If one were to look 

at the earnings yield of the S&P 500 relative to the return on the U.S. 

Treasury 10 year bond, they would see that the expected return pro-

file favors owning equities over fixed income securities.  The earnings 

yield can be calculated as the inverse of the P/E ratio or E/P ratio 
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(which is earnings divided by price).  For example, the current for-

ward P/E multiple for the S&P 500 is 18.1X.  If you were to take the 

inverse of that multiple, you 

would calculate an earnings 

yield of 5.52% for the S&P 500.  

As of the close of trading on 

March 31, 2017, the yield on the 

U.S. Treasury 10 year bond is 

2.39%.  With this higher earn-

ings yield, investors have been 

pressured into taking more risk 

(along with higher volatility) by 

buying stocks as they offer bet-

ter prospects for return versus 

traditional fixed income.  The 

result is that U.S. equity valua-

tions have increased materially.  

As the exhibit to the right 

shows, U.S. equity market valu-

ations are elevated relative to 

history across most valuation metrics. While valuations are elevated, 

we do not believe they are excessive given the current interest rate 

environment.  While interest rates may increase (well-known bond 

manager Jeffrey Gundlach believes the yield on the U.S. Treasury 10 

year bond will rise to 3% by year end), they are still well below histori-

cal norms, and below the current earnings yield of the S&P 500.  As 

such, we do not believe the equity bull market will be coming to an 

end in the near-term.   

While the current interest rate environment should support valuations, 

we believe there is an increased likelihood of a short-term correction.  

Since the election, much of the equity market rally can be attributed 

to the expectation of 

President Trump’s refla-

tionary policies being 

enacted.  Markets have 

appreciated on the pro-

spects of massive infra-

structure spending, de-

regulation, and tax re-

form.  However, the fail-

ure of “repeal and re-

place” of the Affordable 

Care Act may be per-

ceived as a sign that the 

other items on the Presi-

dent’s ambitious agenda 

are less likely to be en-

acted than originally 

thought.  A downshift of 

expectations from post-

election hope to ac-

ceptance of political reali-

ty could be a catalyst for 

a short-term correction. 

Despite the short-term 

risk, we see no need to change our asset allocation strategy at this 

point.  We continue to believe that our current recommended expo-

sure to equities in client portfolios is suitable based on current market 

conditions.  For clients who have individual stocks as part of your 

equity exposure, we continue to own stocks that generate free cash 

flow that can be used for accretive acquisitions or shareholder friend-

ly returns of capital (such as increasing dividends or stock repurchas-

es).  Our analysts focus on 

how much cash flow a busi-

ness currently produces rela-

tive to its current price, how 

robust they believe that cash 

flow is likely to be in the face 

of future technological 

change and economic turbu-

lence, and how fast it is likely 

to grow over time.  While we 

cannot predict the market 

direction in the short run, if 

the aforementioned cash 

flow characteristics are as-

sessed correctly, we are 

confident that the value of 

the business should continue 

to grow over time.  Thus, 

even if the market gyrates 

over concerns about Trump’s policies, European elections, or the 

timing of the Federal Reserve’s next interest rate hike, eventually we 

believe the underlying intrinsic value of our holdings will be recog-

nized.  

As noted in the 2016 year-end commentary, our outlook on the Asia-

Pacific region as well as Emerging Markets has improved; as such, 

we have modestly increased some allocations to those areas during 

the first quarter. We thought it would be helpful to briefly touch on 

what exactly an investment in the “Emerging Markets” is, and why we 

think the time is compelling for an increase in exposure to this asset 

class as part of a long-term asset allocation.  

 In general, an emerging 

market country is one that is 

advancing its development 

at a rapid rate, often in the 

form of technological pro-

gression and industrializa-

tion. As such, the growth 

rates of gross domestic 

product (GDP) of these 

countries are often notably 

higher than their developed 

market peers, like the Unit-

ed States. China is a coun-

try often cited in this devel-

opment, as it is in the pro-

cess of evolving from an 

agrarian society to a more 

technologically advanced 

society of city dwelling con-

sumers.  China’s GDP, for 

example, is currently grow-

ing over 6% annually, a 

figure not seen in the United States since the 1980’s. The strong 

growth rates in the emerging markets offer investors a chance at 

compelling returns, as the growth in cash flows for companies cor-

rectly positioned in these countries can be quite substantial. Howev-

S&P 500 Valuation Summary  

Valuation Metrics Current 
Long term 

average 
Historical 

%ile 

P/E to growth (PEG)               1.5                1.1  97% 

EV/Sales               2.2                1.3  95% 

EV/EBITDA             11.7                8.0  89% 

Price/Book               3.1                2.4  83% 

Forward P/E             18.1              12.6  90% 

Free cash flow yield               4.1                4.1  55% 

Cyclically adjusted P/E             25.0              18.6  87% 

Median     89% 
        Source: Goldman Sachs 

 



er, with these return prospects come risks, often which are political. 

China is a communist state led by Xi Jinping and has had only two 

other leaders since the early 1990’s. In China, there is a general un-

derstanding by senior ranking rulers that those who are 67 or younger 

can continue ascending to 

higher positions (or remain 

in the highest position), 

while those who are 68 or 

older have a responsibility to 

retire when the party sub-

stantively changes, which 

occurs every five years. 

2018 is one of these years, 

and Mr. Xi is 63; as such, six 

years from now it is ex-

pected that he will step 

down. However, Mr. Xi has 

proven to be more uncon-

ventional, and there are 

fears that he will remove this 

unwritten rule completely in 

order to rule until his death. 

This type of political jockey-

ing is something that is com-

mon in the emerging mar-

kets, and is an example of 

the type of uncertainty that can plague these markets periodically. 

 While acknowledging the risks of the emerging markets, we are en-

thused by the risk / reward 

prospects currently offered 

in these countries. The 10-

year return on the MSCI 

Emerging Markets has been 

a mere 2.7% annually inclu-

sive of dividends, compared 

to the 6.6% annual return 

offered by the S&P 500. As 

seen in the chart on the 

prior page, the last 10 years 

have offered investors much 

stronger returns domestical-

ly than internationally, a run 

that is now the longest peri-

od of domestic outperfor-

mance in over 40 years. We 

believe this period of outper-

formance is nearing its end, 

and the opportunities in the 

emerging markets will prove 

to be enticing to investors 

going forward. The Price-to-

Book ratio remains well be-

low its 20-year historical 

average (as seen in the 

chart in the top half of this page), while valuations domestically re-

main elevated. In addition, we believe the yield offered in the emerg-

ing markets will compel investors to look outside the United States in 

this low interest rate environment. Surprisingly, there are now nearly 

triple the companies in the emerging markets that offer a dividend 

yield of greater than 3% relative to the United States in the MSCI All 

Country World Index. These factors are further buoyed by expecta-

tions of double-digit earnings growth, which we expect to improve 

investor sentiment towards the region. 

In conclusion, we want to 

continue to emphasize the 

importance of asset alloca-

tion. As we all know, it 

would have been best for 

everyone’s portfolios to 

have been only invested in 

domestic equities over the 

past 8 years. However, as 

the chart offered by JP 

Morgan below shows, peri-

ods of favorable domestic 

equity returns have often 

been followed by outper-

formance by portfolios with 

a more diversified ap-

proach.  While we do not 

see an imminent recession 

or any significant head-

winds affecting the current 

bull market in domestic 

equities, we remain stead-

fast in our belief that an asset allocation including U.S. equities, 

bonds, real estate, international equities and commodities is the 

strongest way to achieve your investment goals. There will always be 

periods, sometimes quite 

lengthy, in which one of 

these asset classes signifi-

cantly outperforms the oth-

ers. This is why we believe 

it is imperative that inves-

tors have exposure to a 

multitude of quality invest-

ments, in order to achieve 

proper diversification and 

produce strong risk-

adjusted returns.   

 We look forward to working 

with you through all finan-

cial market environments 

and thank you for your con-

fidence. Please review your 

portfolios and reach out to 

your relationship manager if 

you have any questions or 

comments. It is always 

helpful to understand what 

you own. Please feel free to contact us at 781.400.2800.  

 

Beaumont Financial Partners 

     Source: JP Morgan 

Source: JP Morgan 



 

Disclosures:  
 
 
This material is provided for informational purposes only and does not in any sense constitute a solicitation or offer for the purchase or sale of securi-
ties nor does it constitute investment advice for any person. Investment themes and individual securities mentioned may or may not be held in any or 
all client accounts.  
 
The material may contain forward or backward-looking statements regarding intent, beliefs regarding current or past expectations. The views ex-
pressed are also subject to change based on market and other conditions.  
 
The information presented in this report is based on data obtained from third party sources. Although it is believed to be accurate, no representation or 
warranty is made as to its accuracy or completeness.  
 
Past performance is no guarantee of future results. All performance data is as of 3/31/2017 unless otherwise stated. Diversification does not ensure a 
profit or guarantee against loss. An investment cannot be made directly in an index.  
 
Sector investments concentrate in a particular industry and the investments’ performance could depend heavily on the performance of that industry 

and be more volatile than the performance of less concentrated investment options and the market as a whole. Foreign markets, particularly emerging 

markets, can be more volatile than U.S. markets due to increased political, regulatory, social or economic uncertainties. Fixed Income investments 

include risks such as exposure to interest rate fluctuation, credit changes and inflation. 

An ETF, or exchange traded fund, is a marketable security that tracks an index, a commodity, bonds, or a basket of assets like an index fund. Un-

like mutual funds, an ETF trades like a common stock on a stock exchange. ETFs experience price changes throughout the day as they are bought 

and sold. 

All index performance was calculated on a total return basis with all dividends being placed in cash in U.S. dollars. 

Definitions: 

*S&P 500® Index is a trademark of Standard & Poor’s, a Division of The McGraw-Hill Companies, Inc. S&P 500 Index is an unmanaged index used as 

a measurement of change in U.S. equity markets.  Performance numbers for the index are total return with dividends reinvested in the index. 

The Dow Jones Industrial Average (DJIA) is a price-weighted average of 30 significant stocks traded on the New York Stock Exchange (NYSE) and 

the NASDAQ.  

The Nasdaq 100 is an index composed of the 100 largest, most actively traded U.S companies listed on the Nasdaq stock exchange. This index in-

cludes companies from a broad range of industries with the exception of those that operate in the financial industry, such as banks and investment 

companies. 

The MSCI World ex Untied States Index, is a broad global equity benchmark that represents large and mid-cap equity performance across 23 devel-

oped markets countries. It covers approximately 85% of the free float-adjusted market capitalization in each country and MSCI World benchmark does 

not offer exposure to emerging markets. 

The MSCI EM (Emerging Markets) Europe, Middle East and Africa Index is a free float adjusted market capitalization weighted index that is designed 

to measure the equity market performance of the emerging market countries of Europe, the Middle East & Africa.  

The price-earnings ratio (P/E Ratio) is the ratio for valuing a company that measures its current share price relative to its per-share earnings. The price

-earnings ratio can be calculated as: Market Value per Share / Earnings per Share 

Earnings yield (E/P) are the earnings per share for the most recent 12-month period divided by the current market price per share. The earnings yield 

(which is the inverse of the P/E ratio) shows the percentage of each dollar invested in the stock that was earned by the company.  

The price/earnings to growth ratio (PEG ratio) is a stock's price-to-earnings (P/E) ratio divided by the growth rate of its earnings for a specified time 
period. The PEG ratio is used to determine a stock's value while taking the company's earnings growth into account, and is considered to provide a 
more complete picture than the P/E ratio. 

Enterprise value (EV) is calculated as the market capitalization plus debt, minority interest and preferred shares, minus total cash and cash equiva-
lents.  

The EV/EBITDA ratio is the enterprise value of a company to it’s earnings before interest, taxes, depreciation, and amortization  

The price-to-book ratio (P/B Ratio) is a ratio used to compare a stock's market value to its book value. It is calculated by dividing the current closing 

price of the stock by the latest quarter's book value per share. 

Standard deviation is a measure of the dispersion of a set of data from its mean. If the data points are further from the mean, there is higher deviation 

within the data set. Standard deviation is calculated as the square root of variance by determining the variation between each data point relative to the 

mean. 
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