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THE IMPACT OF UNCERTAINT Y

Volatility returned to the market in a big way during 
the first quarter of 2018, with the Chicago Board 
of Exchange Volatility Index (VIX) reaching its 

highest level in over six years. The return of volatility hit 
equity markets hard as the S&P 500® Index erased its strong 
January start (up over 5%) to end the quarter down just 
under 1%. International markets outperformed domestic 
markets through the first three months of year, with the 
MSCI Emerging Markets Index posting a 1.38% return 
for the quarter. Volatility permeated into the fixed income 
market as well, with the benchmark  Barclays Aggregate Bond 
Index posting a negative quarter for the first time since the 
end of 2016.  The combination of rising interest rates due to 
inflation fears and the prospect of the Federal Reserve hiking 
rates more aggressively than was previously expected were 
the primary performance deterrents.

If there was a single reason for the markets first quarter 
slump, it was the uptick in “uncertainty” during the 
quarter. Uncertainty has cropped up in several places for 
investors. In particular, interest rates and concerns about 
the Federal Reserve’s (Fed) future interest rate policy have 
caused uncertainty. Changing consumer behavior is also 
impacting how investors view consumer companies as the 
dark cloud of Amazon threatens how and where people shop. 
In addition, the Trump administration’s announcement of 
proposed tariffs on steel and aluminum imports instigated 
a meaningful selloff during the quarter and created general 
investor uneasiness. Therefore, let’s further analyze these 
sources of uncertainty including interest rates (and the 
prospects for investing in a higher interest rate environment), 
the changing consumer landscape, and the threat of trade 
wars to economic growth and the stock market. 

IS  A HIGHER INTEREST R ATE ENVIRONMENT LO OMING?

As can be seen in the yield curve chart on the next page, 
interest rates have largely gone up in the United States since 
the beginning of 2017, specifically Treasury bonds with 
shorter maturities. This reflects the impact of the recent Fed 
rate increases. The Fed effectively controls short-term bond 
yields while longer term bonds are influenced by individual 
and corporate investors. The green line represents interest 
rates at various maturities (1M = one month to maturity, 10Y 
= 10 years to maturity, etc.) as of March 31, 2018, while the 
gold line represents interest rates as of January 1, 2017.

Warren Buffett has often said, “interest rates act on financial 
valuations the way gravity acts on matter: the higher the rate, 
the greater the downward pull.” This is something we have 
discussed before (see BFP Q3 2017 Letter). When the interest 
income you receive increases and comes with a guaranteed 
return of principal (like from a bank CD), your return 
expectations on assets that do not have a guaranteed return 
of principal (i.e. equities) should increase commensurately. 
Certainly a contributing factor to the heightened volatility in 
the equity markets this quarter was the increase in interest 

rates, as investors consider the prospect of additional 
guaranteed income from bond investments versus remaining 
invested in riskier equity investments. To put this point in 
context, consider that on 3/31/18, the 1-Year U.S. Treasury 
yield of 2.08% exceeded the 1.93% dividend yield of the S&P 
500® Index (a year ago, the 1-Year U.S. Treasury yield was 
only 1.01%). As interest rates rise, investors now have more 
favorable income-oriented options to consider.

Interest rates tend to have a greater influence on the valuation 
of certain sectors of the stock market than others. Specifically, 
Consumer Staples, Real Estate, Telecommunications and 
Utilities are sectors that historically have below market 
revenue growth but generate higher than average levels of 
cash flow allowing their component companies to pay higher 
dividends. Therefore, these sectors have a tendency to be 
much more sensitive to investor expectations about interest 
rates. The Consumer Staples sector has lagged the market by a 
considerable margin over the past three years, posting a total 
return of 17.2% over that time, versus the S&P 500’s 35.8% 
return. We believe there are two overarching issues occurring 
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in the Staples sector at this time. First, the prospects of higher 
interest rates most directly impact these companies, because a 
key impetus to purchase these household companies such as 
Procter & Gamble, Coca-Cola, and WalMart is derived from 
their attractive dividends. For example, as of quarter end, 
the dividend yield on Coca-Cola stock was 3.5%. Certainly 
a 3.5% yield is interesting to investors, especially those who 
are looking to rely on dividends for income. However, a 3.5% 
yield on an equity investment was far more interesting to 
investors two summers ago when the U.S. 10-year Treasury 

bond yielded a mere 1.36%. Now, with the U.S. 10-year 
Treasury yield at 2.74%, income oriented investors must 
reconsider if it is worth owning an equity that can fluctuate 
greatly in value, when the yield of an investment like Coca-
Cola is now only 0.76% per year greater than that of a relative 
safe-haven 10-Year U.S. Treasury. Given the rising interest 
rate environment in the first quarter, the Consumer Staples 
sector of the S&P 500 was down 7.12%, underperforming the 
S&P 500 by 6.36%.

C ONSUMER BEHAVIORS ARE EVOLVING 

The second issue consumer companies have to deal with 
is the change in the way people are consuming goods. 
Historically, Procter & Gamble has been able to rely on 
consistent demand from users of their products, which has 
given them the ability to control pricing. When it comes 
to shaving, people typically utilize one product (Gillette, 
for example) and are reluctant to change brands. This 
creates price stability; Gillette has not historically needed 
to worry about the prices of their razors, because people 
have always bought them regardless of price. With the rise 
of e-commerce, the moats that these Consumer Staple 
companies have enjoyed for decades are being challenged. 

Now, websites such as Amazon offer consumers easy access 
to a wide variety of shaving options, giving the consumer 
the ability to see the higher price they are paying by forgoing 
generic brands. Further, should the consumer switch to the 
generic brand, they are often able to automatically refill these 
goods at an additional discount, reinforcing the consumer’s 
switch from a premium brand to a generic brand. This change 
in consumer behavior has investors reconsidering how much 
pricing power these gigantic consumer companies truly have, 
and should the companies have less pricing power than was 
originally thought, there could be a large impact on the future 
profitability of these companies. 
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TR ADE WAR SPARKS FLY 

Another contributing factor to market volatility in the first 
quarter was fear of a trade war erupting between the United 
States and China. President Trump has been quoted many 
times in 2018 about his belief that China’s trade practices 
are unfair to the United States. As a result, the Trump 
administration announced it will place a 25 percent tariff on 
over 1,300 products, including televisions, medical devices 
and broad electronics. The next day, the Chinese government 
announced its own list of tariffs on 106 products made in 
the United States. As of now, these threats are just that – 
no official tariffs have been put into place, and there is no 
timeline as to when any tariff would be enacted. We believe 
what has investors fearful is not specifically these two threats, 
but the concept that this battle could be the beginning of a 
trade war that spans beyond the United States and China.

There are many reasons why a country’s government would 
seek to impose tariffs. The most prominent example of this 
would be to protect domestic employment. As a result of 
the world economy becoming more efficient, companies 
that have historically produced goods in the United States 
have migrated to areas in which the cost of labor is cheaper. 
Therefore, governments will attempt to increase the cost 
of international goods to domestic consumers, hoping that 
domestic consumers will choose to utilize domestically 
produced goods instead. Another example as to why a 
government would impose tariffs would be to support 
emerging industries in their country, which can happen when 
a country wants to grow a specific segment of its economy. If 
a country desired to grow its production and consumption 
of candy, for example, it could impose tariffs specifically 
on imported candy to deter its citizens from consuming 
international candy brands. A third reason a country would 
impose tariffs would be in the interests of national security. 
There is a United States law, specifically Section 232 of the 
Trade Expansion Act of 1962, which allows a government 
to impose tariffs in areas of strategic importance. This is 
the portion of U.S. law that President Trump is utilizing to 
impose tariffs as the White House cited this section when 
announcing the steel and aluminum tariffs. 

The threat of tariffs can often cause unrest in the stock 
market. Any increase in costs to a company could potentially 
damage its profitability, which certainly affects the value of a 
company. Should tariffs of significance be enacted, investors 
and corporations almost certainly would fear further tariffs 
to be possible. Additionally, enacted tariffs solidify the fear of 
retaliatory tariffs from other nations, which would officially 

begin a “trade war”. Broadly speaking, economists denounce 
the implementation of tariffs as they stagnate both domestic 
and world growth at various layers of the production and 
consumption of goods. When a goods producer, such as 
Nike, seeks to build a plant to produce goods as a result 
of increased consumer demand in the United States, and 
tariffs on the import of certain countries’ goods have been 
implemented, it can cause Nike to not build where it is 
most profitable for them to do so. This would hurt the local 
economy in which Nike was hoping to build, as it would 
have benefited from an increase in jobs. Further, it could 
cause Nike to entirely cancel the expansion project for fear of 
punitive tariffs being imposed on other countries where the 
cost to produce goods for Nike would be low. Constraints on 
Nike’s production could result in fewer goods being available 
for consumption by Americans. Finally, lowering the amount 
of goods produced would hurt the equity holders of Nike, 
because a large portion of the value of any company is 
determined by its growth prospects. Should Nike not be able 
to grow as fast as it hoped to, it is likely that the profitability 
of the company over time would be less than currently 
anticipated. The risk of trade war is something the Beaumont 
team is monitoring closely.

Source: U.S. Census
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THOUGHTFUL ASSET ALLO CATION CAN DRIVE SUC CESS

Shifting our focus to asset allocation, we have mentioned 
in previous letters that when markets are more stable, we 
like to reassess client’s portfolios to ensure they have the 
appropriate allocation. This is important because we believe 
that maintaining the proper asset allocation is the key 
to achieving optimal investment performance over time 
versus making emotional or impulsive decisions caused by 
market volatility or investor behavior. An interesting study 
produced by Hartford Funds shows exactly how important 
this is. Going back to 1993, the study analyzes investor flows 
into equity mutual funds. The more equities purchased 
by investors, the higher the total flows became. The more 
equities investors sold, the lower the total flows became (as 
seen on the left hand side of the chart). Over that timeframe 
the study created three different portfolios. The first, Portfolio 
A, held a portfolio comprised of 70% equities and 30% fixed 
income for the entire period. The second, Portfolio B, sold a 

portion of equities to buy bonds when equity mutual funds 
experienced outflows, and sold bonds to buy more equities 
when equity mutual funds experienced inflows. In other 
words, this portfolio sold equities when the masses were 
selling, and bought equities when the masses were buying. 
Finally, Portfolio C did the same thing as portfolio B, but 
instead of buying bonds when selling equities, they left the 
money in cash. The results of these portfolios can be seen 
below, on the right hand side of the chart:

Impressively, Portfolio A (the portfolio that made the fewest 
amount of moves over the past 25 years) beat the other two 
portfolios despite having to weather significant down periods. 
The point of this example is not to prove that investors should 
buy and hold investments forever. Instead, it is to highlight 
the fact that following the masses can lead to suboptimal 
results and that a disciplined approach with thoughtful asset 
allocation is a key driver to achieving investment success.

1993 1996 1999 2002 2005 2008 2011 2014 2017

Source: Hartford Funds March 2018
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IN CLOSING

The first quarter of 2018 served as a reminder that long-
term objectives are achieved by setting proper goals and 
maintaining a stable and practical asset allocation. There 
will be days, months, and years in which markets can have 
a negative return. While the temptation to reduce risk 
during a market correction can be powerful, the volatility we 
experienced this past quarter served as a good reminder of 
the benefits of having proper asset allocation and avoiding 

impulsive decisions. Again, we believe this will help our 
clients in achieving their long-term financial goals.

We look forward to working with you through all financial 
market environments and thank you for your confidence. 
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.



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 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 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 3/31/2018 unless otherwise stated. Diversifica-
tion 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 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. 

 Definitions:

*S&P 500® Index is a registered trademark of Standard & Poor’s Financial Ser-
vices LLC, a division of S&P Global (“S&P”). 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 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 Barclays Aggregate Bond Index provides a measure of the 
performance of the U.S. dollar denominated investment grade bond market, 
which includes investment grade government bonds, investment grade corpo-
rate bonds, mortgage pass through securities, commercial mortgage backed 
securities and asset backed securities that are publicly for sale in the United 
States. The Chicago Board Options Exchange (CBOE) Volatility Index (VIX), 
shows the market’s expectation of 30-day volatility. It is constructed using the 
implied volatilities of a wide range of S&P 500 index options. This volatility 
is meant to be forward looking, is calculated from both calls and puts, and is 
a widely used measure of market risk, often referred to as the “investor fear 
gauge.”
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