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The Three E’s: Earnings, Elections, Economy 

 
As we turn the corner for the home stretch of 2016 there are a bevy of issues that will effect asset 
prices prior to closing out the year. But before we get there, let’s recap the current state of affairs 
as it relates to the 2016 investor experience. 
 

The third quarter began with 
a sharp rally in risk assets, a 
surprising development given 
the UK’s decision to leave the 
European Union. For the most 
part, these gains have been 
maintained into October as 
the S&P 500 holds on to a 7% 
gain.  A broad measure of 
bonds (the Barclays Agg) has 
also posted a healthy 5% gain.  
Since the Brexit vote, 
volatility has been low as 
investors have been confident 
that growth would remain 
slow and steady with a 
backdrop of accommodative 
monetary policy.  Equities 
generally have performed 
well led by Emerging Markets 

(up 16% at quarter end).  Within the U.S., both Small Caps stocks (up 11+%), Mid Cap stocks (up 
10%) and Real Estate Investment Trusts (up 9%) have outperformed Large Caps. So far this year 
investors generally have been rewarded for reaching for higher yielding, more defensive areas of 
the stock market. Dividend focused funds have all done quite well. However, as the Fed looks to 
raise rates post-election, we are increasingly leery of this trend. Dividend Income funds can behave 
like bond funds which are adversely effected in rising rate scenarios.  Consequently, in our 
portfolios, we are emphasizing all weather Dividend Growth funds over Dividend Income funds. So 
far, 2016 asset returns have been a good advertisement for well-diversified portfolios as bonds 
have performed well, and several equity asset classes have outperformed the healthy returns of the 
S&P 500. 
 
Earnings 
 
Ultimately stock prices will rise and fall based on the earnings per share that companies generate. 
Higher earnings, all else being equal, will lead to higher stock prices. Currently stock prices, based 
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US EQUITY INDEX

S&P 500 Large Cap 7.84% 15.43% 11.16% 16.37% 7.24%

Russell Mid Cap 10.26% 14.25% 9.70% 16.67% 8.32%

Russell 2000 Small Cap 11.46% 15.47% 6.71% 15.82% 7.07%

WORLD EQUITY INDEX

MSCI ACWI All World 6.60% 11.96% 5.17% 10.63% 4.34%

MSCI EAFE Established Markets 1.73% 6.52% 0.48% 7.39% 1.82%

MSCI EM Emerging Markets 16.02% 16.78% -0.56% 3.03% 3.95%

FIXED INCOME

Barclays Municipal Bond 4.01% 5.58% 5.54% 4.48% 4.75%

Barclays US Aggregate Bond 5.80% 5.19% 4.03% 3.08% 4.79%

Barclays US Corporate High Yield 15.11% 12.73% 5.28% 8.34% 7.71%

OTHER

Dow Jones REIT 9.21% 17.35% 13.98% 15.28% 5.62%

S&P GSCI Commodities 5.30% -12.21% -22.16% -12.61% -9.04%

Alerian MLP Index 15.94% 12.74% -4.82% 4.96% 9.01%
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on their Price/Earnings ratios, are at elevated 
levels. The S&P 500's forward price-to-
earnings ratio (P/E) sits at 16.5, above its long-
term average of 15. However, if earnings grow 
and P/E ratios decline, investors then see 
better relative value and shares can advance 
higher.  According to Reuters, if the current 
projections turn out to be correct, the third 
quarter will be the first period since the fourth 
quarter of 2014 of both profit and revenue 
growth for S&P 500 companies. A change in 
the revenue and earnings tide could be very 
important psychologically for investors.  Stock 
market prices are often a leading indicator, 
discounting the future by six to eight months.  
If the chart (to the left) of higher earnings 
projections holds true, equity prices may stay firm in anticipation of a stronger 2017. 
 
Election 
 
We have written a lot about this election in past quarterly reports and we are all weary at this 
juncture.  Won’t we all be psyched when this is finally over? Regardless of our political sentiments, 
it is worth noting, as the chart below indicates, that in an average year the market has returned just 
over 9% since 1900. The average election year, though more volatile, has produced a slightly better 
return with a stronger fourth quarter rally.  

 
To us, it looks like the end result will be a Clinton presidency along with a divided Congress.  
Republicans now have a 24 seat advantage in the House and a 4 seat advantage in the Senate. 

Markets will focus on these seats as 
much, if not more, than the race for 
the White House which may be seen 
as a foregone conclusion. As the chart 
to the left (courtesy of Goldman 
Sachs) illustrates, a divided 
government has not been such a bad 
outcome for the market. A Democratic 
presidency along with the checks and 
balances of a Republican House and 
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Senate has historically produced the highest stock market returns (north of 15% annually). Control 
of the House of Representatives has proven to be very important under a Democratic president.  
Republican House control in the past has led to 12-15% returns while Democratic control of the 
House has produced returns at the 10% level.  
 
The graphic below, from our partners at Blackrock, aptly confirms historical data and also outlines 
a growing consensus market view on election outcomes. A Democratic sweep or a Trump win 
(unlikely scenarios) could lead to higher interest rates and lower stock prices. A Clinton win along 
with GOP control of the House (most likely scenario) would keep rates neutral and perhaps provide 
a relief rally for stocks. 

 
 
Getting past our November 8th election will undoubtedly be a relief for the markets in some form.  
Markets hate uncertainty.  Internationally, we will contend with a great deal of additional election 
uncertainty in the coming months which can certainly increase volatility (remember Brexit!). Italy 
holds an important referendum on Dec 4th and there are a series of major Presidential and general 
elections occurring in Germany, the Netherlands, France, Portugal, Denmark and Finland all 
throughout 2017.  Market participants have not dealt with the ramifications of so many populist 
movements ala Trump/Sanders in modern history.  The chart below highlights the ongoing rise in 
opinion polls of the world’s populist parties. 
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Economy: 
 
The last picture we will leave you with is a snap shot of the global economy through the lens of the 
PMI (Global Purchasing Manager’s Index). The PMI is an indicator of the economic health of the 
manufacturing sector and tracks major indicators such as new orders, inventory levels, production 
and the employment environment. It provides information about current business conditions to 
company decision makers.  Readings above 50.0 indicate an expanding economy (green) while 
contraction is indicated in red. Currently the picture looks to be indicating a fairly positive 
expansionary mode. 
 

 
 

Turning from the global economy to the U.S. economy, the latest report from the 12 Federal Reserve 
Districts (Beige Book) indicates that the U.S. economy maintained a steady growth pace between 
late August and early October, as a tight labor market with nascent wage pressures contributed to 
a “mostly positive” outlook. Economic growth is expected to continue at a slight to moderate pace. 
In addition to the positive Beige Book report, another key economic gauge rebounded in 
September: The Leading Economic Index (LEI). This index tracks 10 components including 
manufacturer' new orders, stock prices and average weekly initial claims for unemployment 
insurance. The September results suggest the economy should continue to expand at a moderate 
pace through early 2017. 
 
Wrapping it up, the three E’s (Earnings, Elections, Economy) suggest that 2016’s course of 
incrementally positive asset prices and economic growth could continue through year end.  So far, 
as third quarter earnings reports continue to stream in, we are noting both top line (revenue) 
growth and bottom line earnings growth for the first time in several quarters. As for the U.S. 
Presidential election, it merits close watching, but right now it looks like a Democratic President 
and a Republican Congress. This political mix has been supportive for asset prices in the past. 
Whether voters like it or not, the market seems to be happy with gridlock in Washington that 
perhaps does no harm to the economy. Seasonally speaking, the fourth quarter tends to be positive, 
especially in election years.  As noted, the latest broad measure of the world and U.S. economies 



 

  
 
 

 

 

37 Derby Street, Suite 5, Hingham, MA 02043 

        o: (617) 622-1500  |  f: (617) 979-8727 

www.sandycoveadvisors.com 

are also supportive. One major development to watch will be the course of potential interest rate 
increases from our Federal Reserve. If continued positive economic reports are posted between 
now and the Fed’s December meeting, expect an interest rate hike. The number of future hikes into 
2017 is one of the biggest factors for investors to focus on going forward. 
 
So far, 2016 has been a respectable year for investor portfolios, especially those that are properly 
diversified.  We are always here as a resource and we look forward to discussing strategy and any 
concerns you may have as we head into the holiday season. 
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