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Domestic equity markets continued their march upwards in the third quarter of 2017, with the Dow Jones Industrial 
Average (Dow) up 5.58%, the S&P 500® Index up 4.48%, and the Nasdaq Composite Index up 6.07%. As of 
September 30th, the Dow is now up 15.45% on the year, the S&P 500 up 14.24% and the Nasdaq up 21.73%. 

International markets have performed strongly as well, with the Morgan Stanley Capital International (MSCI) Europe Index 
up 10.05% as of September 30th and the MSCI Emerging Markets Index up 28.08% for the same period. The international 
equity performance has been aided by the weakening of the U.S. Dollar Index, which was down 8.94% through the end of the 
third quarter. 

WHY D O THE MARKET S KEEP GOING UP?

As of September 30th, the S&P 500, Dow, Nasdaq, 
and Russell 2000 indexes all closed at record highs. 
The Dow has now posted quarterly gains for eight 

straight quarters, a feat it has not accomplished since 1997. 
The S&P 500 has been up for ten consecutive months. These 
types of streaks have many investors wondering how much 
longer equity markets can continue to perform, especially 
since many widely followed valuation metrics are at or near 
historically high levels. Given this environment, we wanted to 
address some of these issues and present some data that helps 
explain the market’s movement.

Investors should evaluate many factors when making 
investment decisions, including opportunity costs. 
Opportunity costs refer to the benefit an investor could 
have received from an investment, but gave up, in order to 
pursue a different investment. When comparing the various 
investment options available today, opportunity cost is often 
evaluated in relation to fixed income investments, as investors 
often look at the perceived “risk-free” choice and compare it 
to the “risky” investment they are considering. For example, 
if an investor was presented with a 10-year investment 
opportunity, as well as a 10-year risk-free bond that offered 
8% interest per year with a guarantee of the return of your 
principal at the completion of the bond investment, the 
riskier investment would require a return in excess of 8% to 
attract investors, given the potential loss of principal with 
the riskier investment. This thought process can be applied 
to the broad markets; interest rates have decreased globally 
over the past decade, and this has forced investors to re-
evaluate the risk-reward proposition of owning low yielding 
fixed income investments relative to riskier, but potentially 

higher returning equity investments. Under this example, an 
investor would never accept an 8% equity return with 
potential loss of principal when the other choice is an 8% 
return with assurance of principal return. However, the 
same investor may accept a lower equity return when the 
other choice is only a 2% fixed income return (close to what 
a 10-year U.S. Treasury bond pays today). As interest rates 
remain low, the return from equity investments that investors 
are willing to accept decreases as well. As a result, investors 
increase their allocation to equity investments (stocks and 
mutual funds), elevating stock prices as well as the valuations 
associated with these stocks.

While interest rates are an influence on the strong 
performance of equity investments, company performance 
has played a more significant role. As can be seen in the 
charts on the next page provided by Grantham Mayo Van 
Otterloo (GMO), corporate profit margins prior to 1997 
averaged 5.0%. Since 1997, however, profit margins have 
averaged 7.0%, which in turn have increased corporate 
earnings. One of the basic principles of finance is the 
concept that profit margins “mean-revert” to their long-term 
average over time. This is to say, if a company has a 
tremendous profit margin in a given industry, that profit 
margin will erode over time, because competing companies 
willing to earn a smaller profit margin will enter the 
marketplace. As more and more companies enter the 
marketplace, profit margins should stabilize at a lower level 
because companies will reach a point where they will not be 
willing to accept any lower profits for risk going out of 
business.
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This concept has been challenged in two ways since 1997, 
largely due to the widespread increased usage of the 
internet. First, the theory behind profits reverting to their 
historic averages across the financial markets was 
conceived in manufactured goods. In other words, if a 
company was making automobile tires at a tremendous 
profit, other companies would start producing less 
expensive tires, thereby eroding the profit margins of the 
original tire company. In the internet age, this is not as easy 
of a task. If a company such as Facebook charges seemingly 
exorbitant fees to advertise on their platform, there is no 
alternative provider to Facebook that advertisers can utilize 
to get a similar level of exposure. Of course, Facebook is 
aware of this and therefore maintains a strong stance on 
not reducing the cost of advertising on their platform. As a 
result, Facebook has pricing power and does not need to 
worry about such threats to its healthy profit margins for 
now. 

A second factor contributing to improved profit margins 
has been the business structure of internet companies. 
Companies that operate primarily on the internet have 
much lower operating expenses than traditional businesses. 
Consider a company that produces cellular phone chargers. 
Historically, the company had two choices when it came to 

selling their product: either operate their own store to sell 
them or sell them at a discount to a large retailer such as 
Walmart. By operating a store, the company had to bear the 
costs of employees to run the store, utilities to power the 
store, and rent for the store space. Alternatively, the company 
could avoid these costs, but would have to sell their products 
at a discount to Walmart and similar companies so that the 
larger retail companies could make a profit from selling the 
product, benefitting from their size and scale to distribute the 
cellular equipment.

In the internet era, this business model has drastically 
changed. Now, that same cell phone charger company can 
simply advertise on the internet and persuade the consumer 
to purchase the good without ever leaving their home. They 
are able to sell the product at the same price as in the store, 
or what Walmart was selling it for, without paying to operate 
their own store or being forced to sell the phone chargers at 
a discount price to Walmart. This is because it is a good that 
consumers do not need to physically see and touch in order 
to be comfortable purchasing. As a result, many companies 
are able to operate and produce the same amount of goods as 
they have historically, but without many of the operating and 
distribution costs that burdened them previously.

U . S .  P r o f i t s  J u m p U . S .  P r o f i t s  J u m p



Beaumont Financial Partners LLC. Q3 MARKET INSIGHT S,  FALL 2017 |  3

Finally, we wanted to briefly touch on the underlying 
fundamentals of the economy. A major factor that is helping 
the economy continue to grow without a significant recession 
is the fact that the most recent recession was so severe (often 
referred to as the Great Recession of 2008). Historically, 
the larger the scale of an economic recession, the longer 
the recovery period. On a real basis (meaning not inclusive 
of inflation), it took the U.S. economy nearly four years to 
recover from its second quarter 2007 peak. This time span to 
get back to the same level of output proved to be significantly 
longer than historical norms. In both 1991 and 2001, it took 
only a year to get to the same levels of economic output, and 
in 1981, it took slightly over a year. One would have to go all 

the way back to the Great Depression of 1929 to find similar 
levels of subdued economic output. What the 2008 Great 
Recession created was a huge runway for economic growth in 
the United States, and as can be seen in the Federal Reserve 
chart on the previous page, as the level of Real Gross 
Domestic Product (GDP) has strengthened in a relatively 
stable manner, the financial markets have followed in kind. 

The combination of low interest rates, structural 
improvements in the profitability of companies, and a larger 
than average recession, has created a favorable condition for 
equity markets to appreciate. As long as these conditions 
persist, it is possible that the path of least resistance for 
equity markets remains upward in the near term.

THE TRUMP TAX PL AN

The Trump Administration released its framework for 
tax reform at the end of the third quarter. A couple 
of notable items, at the individual level, were the 

reduction in the number of tax brackets to three (12%, 25%, 
and 35%), as well as nearly doubling the standard deduction. 
As for corporate taxes, the Trump Administration proposed 
reducing the corporate tax rate from 35% to 20%. This would 
have a significant impact on a number of publicly traded 
companies; while many of the largest domestic companies 
do sizable levels of business outside of the United States 
and pay an effective tax rate significantly lower than 35%, 
there still are many massive companies that operate mostly 
domestically and face corporate tax rates of greater than 
30%, such as AT&T and Lowe’s (see the S&P chart on the 
right for a list of which sectors could benefit most from a 
lower tax rate). A reduction of the corporate tax rate should 
provide a relatively seamless increase in the profitability of 
companies, which in turn offers them the ability to either 
deploy more capital to grow their business or distribute 
additional capital to shareholders via dividends. When 
creating tax breaks at the corporate level, it is the hope of the 
government that companies utilize this additional capital to 
grow their businesses, which in turn increases economic 
output and the number of jobs available. Broadly speaking, 
history has shown that the results are mixed; while some 
companies do increase the scope of their businesses, others 
have chosen to use this opportunity to increase shareholder 
dividends.

In addition, a notable item in the proposal is taxing U.S. 
multinational companies holding profits overseas regardless 
of their intention to bring the capital back or not. In an 
earlier commentary, we discussed previous one-time 
reduced tax “holidays” which were voluntarily utilized by 
some companies to return capital to shareholders in the 

form of dividends and buybacks, as opposed to investing 
in growth projects to stimulate the economy (which is the 
primary intent of such corporate tax holidays). By creating a 
mandatory tax on cash held overseas, even at a reduced rate, 
there could be negative unanticipated consequences, such 
as companies investing in operations outside of the United 
States to reduce the amount of cash on their balance sheets 
to avoid a mandatory tax. Companies have historically been 
able to anticipate legislative changes and take action that 
is in the best interest of their shareholders, thus creating a 
different effect to that of the intended governmental plan. The 
development of this potential mandatory tax is something we 
are monitoring closely as the tax negotiations in Washington 
D.C. progress.

Source: S&P 500
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CRYPTO CURRENCIES AND BITC OIN

Virtual currencies have garnered a lot of press 
recently, making the term “cryptocurrency” a 
household word. A cryptocurrency is a digital 

currency used as a medium of exchange (just like U.S. 
dollars) to make anonymous payments over the internet. 
Unlike government-issued currencies, cryptocurrencies are 
not physical currency, nor is it legal tender (meaning it is 
not issued or backed by any central banks or governmental 
entities). As we write this letter, there are over 1,000 different 
cryptocurrencies in circulation, with the largest and most 
widely accepted cryptocurrency being bitcoin. 

Having appreciated from just under $1,000 per coin on 
January 1st, 2017 to well over $6,000 per coin today, bitcoin 
has gained significant notoriety and become a very popular 
speculative investment vehicle this year. But what exactly 
is a bitcoin? As mentioned above, it is a currency that is 
becoming a more prominent medium of exchange on the 
internet, for both legal and sometimes illegal purposes. The 
anonymous creator of bitcoin deployed 21 million units 
of bitcoin into the world for people to mine, and mining 
occurs by computers which attempt to solve complex math 
problems. Upon completion of solving a problem, the miner 
is awarded one bitcoin. But how does someone purchase 
a bitcoin? There are websites that serve as exchanges for 
bitcoin, not dissimilar to the stock market. A buyer enters 
the marketplace and is willing to pay a certain price, and a 

seller is willing to part with a bitcoin at a certain price. Once 
these prices meet, the exchange happens and the buyer is 
“given” the bitcoin to deposit in an online wallet or so-called 
“digital wallet” where it is stored for use in future transactions 
(including acceptance for payment by companies like 
Microsoft, Expedia, and Intuit). However, bitcoin is currently 
subject to several types of risk that are, in our opinion, hard 
to overlook.

Among the risks of bitcoin are the following: first, given the 
opaque nature of the space, it is an area that hackers often 
attempt to steal from. For example, in 2014, the then largest 
bitcoin intermediary and the world’s leading bitcoin exchange 
called Mt. Gox, (based in Tokyo, Japan) experienced a 
major security breach that resulted in the theft of over $450 
million worth of bitcoin. Given that it is an unregulated 
currency, there was no recourse for investors to recoup 
their lost bitcoins. Second, as an unsanctioned and tax-free 
currency, there is the risk that governments could intervene 
and prohibit any domestic transactions to occur in bitcoin. 
Finally, the websites in which investors store their bitcoins do 
not offer insurance, unlike banks do for cash, as bank 
accounts are typically insured up to $250,000 in the U.S. 
via the Federal Deposit Insurance Corporation (FDIC). As 
bitcoin continues to become a more prominent story, it is 
imperative that investors know the risks associated with this 
cryptocurrency.

IN CLOSING

While equity market performance has proven to be favorable 
thus far in 2017, prudent asset allocation remains important. 
Just last year, the S&P 500 had its worst calendar year start 
in the history of the index, which goes back nearly 100 years. 
Many studies show that attempting to time the market has 
proven to be detrimental to investment returns over time; 
we do not attempt it, nor do we recommend other people 
try it. What has a far more meaningful impact on attaining 
personal goals over the long-term is having a proper asset 
allocation for your investment horizon. Given that the market 
has appreciated more than 30% since the February 11, 2016 
low, investors may see a reduction in equity exposure in 
their portfolios in the near term. For example, consider a 
portfolio that was created on February 11, 2016 and had a 
target allocation of 60% invested in equities and 40% invested 

in fixed income. If the equity portion of the portfolio has 
appreciated 30% and the fixed income portion has remained 
flat, that portfolio, as of today, is now roughly 66% equities 
and 34% fixed income. A reduction of equities in that 
portfolio would simply be our attempt to bring the portfolio 
closer to its target equity allocation of 60%. We remind you to 
not interpret any change in your portfolios as a referendum 
on the market; rather, we are performing our duty to keep 
your asset allocation aligned with your portfolio goals.

We look forward to working with you through all financial 
market environments and thank you for your confidence 
in us. Please review your portfolios and contact 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.



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 securities 
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 expressed 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 war-
ranty is made as to its accuracy or completeness. 

Past performance is no guarantee of future results. All performance data is as 
of 9/30/2017 unless otherwise stated. Diversification does not ensure a profit or 
guarantee against loss. An investment cannot be made directly in an index.

As with all investments, there are associated inherent risks, including loss 
of principal. 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 invest-
ment options and the market as a whole. Foreign markets, particularly emerg-
ing 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. Unlike mutual 
funds, an ETF trades like a common stock on a stock exchange. ETFs experi-
ence 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 includes 
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 Europe Index captures large and mid cap representation across 
15 Developed Markets (DM) countries in Europe*. With 445 constituents, the 
index covers approximately 85% of the free float-adjusted market capitalization 
across the European Developed Markets equity universe.

The MSCI Emerging Markets Index captures large and mid cap representation 
across 24 Emerging Markets (EM) countries*. With 838 constituents, the index 
covers approximately 85% of the free float-adjusted market capitalization in 
each country.

The Russell 2000 index is an index measuring the performance approximately 
2,000 small-cap companies in the Russell 3000 Index, which is made up of 
3,000 of the biggest U.S. stocks. The Russell 2000 serves as a benchmark for 
small-cap stocks in the United States.

The U.S. dollar index (USDX) is a measure of the value of the U.S. dollar 
relative to the value of a basket of currencies of the majority of the U.S.’s most 
significant trading partners.
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