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Stocks Priced for Perfection, but Global Growth Providing a Tailwind

Key Takeaways: Valuations are not as high as they have ever been, but still at levels that could weigh
on future returns and leave little margin for error in terms of quarterly earnings growth. Earnings
growth is coming from overseas, and estimates globally are going higher.
Since the third quarter of 2014, S&P 500 earnings have risen 3.5% and the index itself is up over 30%. The comparison is
somewhat more favorable when accounting for the collapse in energy sector earnings, but even still, earnings growth accounts for
only about half of the rise in stock prices over the past three years. The other half is attributable to multiple expansion. This can be
seen graphically by looking at charts of stock market valuation, which in many cases have been rising and are now at levels
historically associated with overvaluation. Our preferred gauge for actually gets around some of the issues with company and/or
sector related earnings distortions by focusing on the Median Price/Earnings ratio for the S&P 500.
While elevated valuations are a risk factor for stock prices, valuations are notoriously unreliable poor indicators of near-term
performance. As British economist John Maynard Keynes once quipped, “the market can stay irrational longer than you can stay
solvent.” Nevertheless, there is a strong inverse relationship between current valuations and stock market returns over the coming
five-to-10 years. Moreover, in the current environment, stocks appear to be priced for perfection and even better-than-expected
earnings reports are not being celebrated by the market.
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The stock market historically
celebrates
upside
earnings
surprises and punishes companies
that disappoint on earnings (hence
part of the motivation on the part of
companies to guide down earnings
expectations).
Evidence
that
current valuation levels reflect
stocks being priced for perfection
comes from the market’s response
to the most recent round of
earnings reports. Companies that
provided
positive
earnings
surprises in Q3 got less of a reward
(in terms of price appreciation)
while those with negative surprises
got punished even more harshly
than normal. The risk from
valuations goes beyond quarterly
earnings reports. There is a strong
inverse
relationship
between
current valuation level and forward
stock market returns.

Source: FactSet

Average 10-year returns decline as valuations rise.
Current valuations have stocks in the most expensive
20%, which has historically corresponded to well-below
average forward returns.
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The good news is that valuation
relief can come from earnings
recovery as well as price
corrections. Right now, the
rebound in the global economy is
a primary driver of earnings
growth. Companies in the S&P
500 that derive more than 50% of
their sales from the U.S. saw a
4.2% growth in revenues and
2.3% growth in earnings in the
quarter. Companies that got more
than half of their sales from
overseas, however, saw revenue
growth of 10% in the quarter and
earnings
growth
of
13.4%.
Another sign of global leadership:
while earnings estimates for this
year and next have stabilized on
the S&P 500, they have actually
turned higher on a global basis
(the MSCI All-Country World
Index). Global growth is fueling
improvements in our domestic
economy and stock market.
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Appendix – Important Disclosures and Analyst Certification
This is not a complete analysis of every material fact regarding any company, industry or security. The opinions
expressed here reflect our judgment at this date and are subject to change. The information has been obtained
from sources we consider to be reliable, but we cannot guarantee the accuracy.
ADDITIONAL INFORMATION ON COMPANIES MENTIONED HEREIN IS AVAILABLE UPON REQUEST
The Dow Jones Industrial Average, S&P 500, S&P 400 and Russell 2000 are unmanaged common stock indices
used to measure and report performance of various sectors of the stock market; direct investment in indices is
not available.
Baird is exempt from the requirement to hold an Australian financial services license. Baird is regulated by the
United States Securities and Exchange Commission, FINRA, and various other self-regulatory organizations and
those laws and regulations may differ from Australian laws. This report has been prepared in accordance with
the laws and regulations governing United States broker-dealers and not Australian laws.
Copyright 2017 Robert W. Baird & Co. Incorporated
Other Disclosures
United Kingdom (“UK”) disclosure requirements for the purpose of distributing this research into the UK
and other countries for which Robert W. Baird Limited (“RWBL”) holds a MiFID passport.
This material is distributed in the UK and the European Economic Area (“EEA”) by RWBL, which has an office at
Finsbury Circus House, 15 Finsbury Circus, London EC2M 7EB and is authorized and regulated by the Financial
Conduct Authority (“FCA”).
For the purposes of the FCA requirements, this investment research report is classified as investment research
and is objective. The views contained in this report (i) do not necessarily correspond to, and may differ from, the
views of Robert W. Baird Limited or any other entity within the Baird Group, in particular Robert W. Baird & Co.
Incorporated, and (ii) may differ from the views of another individual of Robert W. Baird Limited.
All substantially material sources of the information contained in this report are disclosed. All sources of
information in this report are reliable, but where there is any doubt as to reliability of a particular source, this is
clearly indicated.
Robert W. Baird Group and or one of its affiliates may at any time have a long or short position in the
company/companies mentioned in this report. Where the Group holds a long or short position exceeding 0.5%
of the total issued share capital of the issuer, this will be disclosed separately by your RWBL representative upon
request.
This material is only directed at and is only made available to persons in the EEA who would satisfy the criteria of
being "Professional" investors under MiFID and to persons in the UK falling within articles 19, 38, 47, and 49 of
the Financial Services and Markets Act of 2000 (Financial Promotion) Order 2005 (all such persons being
referred to as “relevant persons”). Accordingly, this document is intended only for persons regarded as
investment professionals (or equivalent) and is not to be distributed to or passed onto any other person (such as
persons who would be classified as Retail clients under MiFID).
Robert W. Baird & Co. Incorporated and RWBL have in place organizational and administrative arrangements for
the disclosure and avoidance of conflicts of interest with respect to research recommendations. Robert W. Baird
Group and or one of its affiliates may be party to an agreement with the issuer that is the subject of this report
relating to the provision of services of investment firms. An outline of the general approach taken by Robert W.
Baird Limited in relation to conflicts of interest is available from your RWBL representative upon request. Baird’s
policies and procedures are designed to identify and effectively manage conflicts of interest related to the
preparation and content of research reports and to promote objective and reliable research that reflects the truly
held opinions of research analysts. Analysts certify on a quarterly basis that such research reports accurately
reflect their personal views.
This material is not intended for persons in jurisdictions where the distribution or publication of this research
report is not permitted under the applicable laws or regulations of such jurisdiction.
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Investment involves risk. The price of securities may fluctuate and past performance is not indicative of future
results. Any recommendation contained in the research report does not have regard to the specific investment
objectives, financial situation and the particular needs of any individuals. You are advised to exercise caution in
relation to the research report. If you are in any doubt about any of the contents of this document, you should
obtain independent professional advice.
RWBL is exempt from the requirement to hold an Australian financial services license. RWBL is regulated by the
FCA under UK laws, which may differ from Australian laws. As such, this document has not been prepared in
accordance with Australian laws.
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