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he fourth quarter was another strong one
for the equity markets. The total return for
the S&P 500 for the fourth quarter was 3.82 per‐
cent, just slightly less than the third quarter’s per‐
formance of 3.85 percent. For the year, the S&P
500’s total return was 11.96 percent. Small cap
companies outperformed their large cap counter‐
parts for the quarter and year‐to‐date. The S&P
Small Cap 600 returned over 11 percent for the
fourth quarter and posted an annual return of
26.56 percent. The Financials sector led markets
in the quarter, returning more than 21 percent,
16.80 percent of that came since the elec on. En‐
ergy was the second best S&P sector for the quar‐
ter and the top performing sector in 2016. The

QUARTERLY UPDATE & ECONOMIC COMMENTARY

E

C

—D

31, 2016

energy sector returned 7.28 percent during the
quarter and ﬁnished the year posi ve by 27.36
percent.

the year, it reduced performance by over four
percent.

I

spike in interest rates impacted the perfor‐
mance of ﬁxed income investments during
the second half of the year. The 10‐year Treasury
Yield, which can be used as a proxy for interest
rates, saw an increase of 84 basis points over the
quarter; 59 of those basis points came since the
elec on. The 10‐year Treasury Yield bo omed in
early July at 1.37 percent and ﬁnished the year at
2.45 percent, a whopping increase of 1.08 per‐
cent. Despite seeing so much vola lity in 2016,
interest rates ﬁnished just 18 basis points higher
than a year ago. Interest rate movements un‐
doubtedly hurt ﬁxed income total return. The core
ﬁxed income index, the Barclays US Aggregate

nterna onal equi es did not perform well in
the fourth quarter. The developed market in‐
dex, the MSCI EAFE Net Return, was down slightly
by 0.71 percent. Emerging market stocks, as rep‐
resented by the MSCI Emerging Markets Index,
were down by 4.16 percent. Despite the nega ve
fourth quarter, both indexes were posi ve during
the calendar year. The EAFE returned a meager
one percent, but the EM Index returned a strong
11.19 percent. The strengthening dollar detracted
from returns, especially for the developed market
index. In the fourth quarter, the dollar hurt per‐
formance of the EAFE by almost eight percent; for
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Bond Index, lost 2.98 percent for the quarter; the
last me the index fell by close to that amount was
during the ﬁrst quarter of 1994 when the index
lost 2.87 percent. Despite the terrible fourth quar‐
ter for bonds, the Barclays Aggregate Index ﬁn‐
ished the year posi ve by 2.65 percent. High yield
ﬁxed income, which tends to be more correlated
to equi es and is less interest rate sensi ve, had a
good year ﬁnishing posi ve by 17.13 percent, as
represented by the Barclays US Corporate High
Yield Index.

cs. Investors have taken note of his proposed
agenda and its pro‐growth objec ves—the market
has heavily rewarded growth oriented sectors
since the elec on.

T

hroughout the ﬁrst half of the year, the mar‐
kets were led by sectors that beneﬁted from
low rates and were more defensive in nature; how‐
ever since Trump won the elec on, the market
leadership has shi ed to companies that will bene‐
ﬁt from higher interest rates and a stronger econo‐
my. Trump’s top priori es are expected to include
lower income and corporate taxes, passing a mas‐
sive infrastructure bill, incen vizing companies to
keep or bring jobs to the U.S., and healthcare re‐
form.

since August 2001 and small business op mism
moved much higher a er the elec on. The Small
Business Op mism Index November reading was
3.5 points above its 42‐year old average, marking
only the third me since 2007 that the monthly
reading was above the average. The current es ‐
mate for the third quarter Gross Domes c Product
(GDP) was 3.5 percent, which is the highest growth
rate since the third quarter of 2014. The employ‐
ment picture con nues to look strong and wages
con nue to rise.

I

M

uch of the market returns experienced
throughout the quarter is a ributable to
Donald Trump’s unexpected and unprecedented
presiden al win. The two primary factors that led
to his elec on were the growing frustra on with
“Washington Insiders” and the con nued feelings
of marginaliza on among blue collar workers due
to the eﬀects of trade and technology. Though
much is s ll unknown about what Trump is willing
and able to achieve, investors can be fairly certain
that he will bring change to many aspects of poli‐
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t is believed that since the GOP not only won
the Presidency, but also maintained majority
control in the House and Senate, that the Presi‐
dent‐elect will be able move on his agenda rela‐
vely quickly. It is true that while Trump and the
congressional GOP agree on the top agenda items,
they are not in full agreement with the details. Be‐
cause of this, it is likely that the big cket legisla‐
ve items will take longer than expected and be
more diluted than ini ally adver sed.

E

ven without the expecta ons for the new
President, the current condi on of the U.S.
economy is rela vely strong, and expecta ons of
the future are high. The U.S. Consumer Sen ment
Index is at its highest level since 2004, the Con‐
sumer Conﬁdence Index reached its highest level
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lmost going overshadowed in the quarter
was the December Fed mee ng, which saw
the U.S. Federal Reserve raise interest rates for the
ﬁrst me since last December and only the second
me in a decade. The Fed really did not have a
choice, since market condi ons pushed U.S. yields
higher following the elec on. Chair Yellen took the
“wait and see” approach to whether the incoming
President’s policies will force the Fed to raise rates
quicker than previously an cipated. The Fed
acknowledged that the country was ge ng closer
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to full employment—the November unemploy‐
ment rate was 4.6 percent. The commi ee’s up‐
dated rate projec ons for 2017 show three rate
increases.

T

he European economy is struggling rela ve
to the U.S., but things are slowly moving in a
posi ve direc on. The most recent inﬂa on ﬁgure
was 0.6 percent—well below where central bank‐
ers would prefer, but its highest level since April of
2014. The region’s unemployment rate has moved
under 10 percent for the ﬁrst me since 2009. The
ECB announced they would con nue to support
the economy by extending asset purchases
through 2017, but it did announce that it would
reduce asset purchases from 80 billion euros to
about 60 billion euros star ng in April of 2017.

the last three months. A cheaper yen is good for
the Japanese economy. November export volume
crept toward a two‐year high, and the manufactur‐
ing outlook has also improved. The Bank of Japan
maintained its policy of a nega ve 0.1 percent in‐
terest rate on a bank’s excess reserves; it will con‐
nue to target the ten‐year government bond at
zero and keep annual rises in government bond
holdings at 80 trillion yen. The large ﬁscal s mulus
project is expected to support economic growth in
early 2017 and should prop up inﬂa on, which re‐
mains well below the two percent target.

AL

A

s fears over the “Brexit” have declined since
the June vote, the Japanese yen has given up
much of its gains, having lost over 15 percent over
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4th Quarter
Performance
(%)

Name

T

he Italian government approved a 20 billion
euro fund to support its banking sector. The
bailout was designed to help the world’s oldest
bank, which is also the third largest in Italy, Monte
dei Paschi di Siena. Monte dei Paschi was the
worst of the 51 European banks that went through
the ECB’s stress tes ng earlier this year. Of the 20
billion euros being provided from the government,
Monte Dei Paschi will consume about a third. The
bailout will help keep the bank solvent for now,
but the dire economic condi ons in Italy will keep
pressure on the banking sector for years to come.

N
2016
Performance
(%)

DJ Industrial Average TR USD

8.66

16.50

S&P 500 TR USD

3.82

11.96

S&P MidCap 400 TR

7.42

20.74

S&P SmallCap 600 TR USD

11.13

26.56

NASDAQ Composite TR USD

1.66

8.87

MSCI EAFE NR USD

‐0.71

1.00

BBgBarc US Agg Bond TR USD

‐2.98

2.65

Wilshire US REIT TR USD

‐2.28

7.24

IA SBBI US 30 Day TBill TR USD

0.06

0.20
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s we move into 2017, the feeling is a li le
diﬀerent than in previous years ‐ economic
expecta ons are high. President Obama and Presi‐
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dent‐elect Trump have very diﬀerent messaging
styles, and this likely impacts how investors per‐
ceive the economy. Whereas Obama aimed to pro‐
vide the country with cau ous op mism, much like
a corporate execu ve who sets a low bar that’s
easier to outperform, Trump’s approach is more
like that of a salesman. He may have diﬃculty de‐
livering on the high expecta ons which he has de‐
veloped.

G

iven the high expecta ons evidenced by
rising investor sen ment and the stock mar‐
ket gains since the elec on, it appears that the risk
is to the downside. Trump wants a signiﬁcant tax
cut for businesses and individuals, but in reality he
may get something less sweeping. House Majority
Leader Paul Ryan wants tax reform too, but he and
Trump will likely have diﬀerent no ons of what
cons tutes “revenue neutral.” Another pro‐growth
ini a ve that excites investors is Trump’s infra‐
structure spending plan. Though House Republi‐
cans are in favor of the infrastructure package,
Trump will have to convince them that it won’t be
detrimental to the deﬁcit. Ul mately, if Trump’s
policies are somehow revenue neutral, then this
by deﬁni on would not be ﬁscal s mulus. Because
of that, it remains to be seen whether these poli‐
cies will actually contribute to addi onal economic
growth.

F

or U.S. companies, the earnings recession is
over. A er pos ng a slight posi ve gain in
earnings for the third quarter, analysts are ex‐
pec ng another posi ve quarter for earnings
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growth. As of December 23rd, FactSet es mated
that the growth rate for the S&P 500 earnings
would be 3.2 percent, and es mates for revenue
growth sit at 5.1 percent. If year‐over‐year reve‐
nue growth does reach 5.1 percent it would mark
the strongest revenue growth since the ﬁrst quar‐
ter of 2012. Looking ahead to 2017, analysts are
bullish on earnings. According to FactSet, for the
ﬁrst quarter of 2017 analysts are projec ng earn‐
ings growth of 11.2 percent and revenue growth of
8.4 percent. Even if analysts reduce es mates over
the course of the quarter, as they are known to do,
high single‐digit earnings growth for the next quar‐
ter and year would be a tailwind for equi es.

D

espite Trump’s disdain for Janet Yellen, his
win might be a blessing in disguise for the
Fed. With many policy wonks, including some in‐
side the Fed, wondering how they will they ever
unwind the central bank’s large balance sheet and
restore normalcy to monetary policy, Trump’s ﬁs‐
cal s mulus might be the special ingredient need‐
ed. In the U.S. and abroad, monetary policy ap‐
pears less and less eﬀec ve. By injec ng ﬁscal
s mulus, the Fed will essen ally have more
“cover” to raise rates and normalize policy, there‐
by increasing preparedness for the next recession
when it will need to cut rates again. This probably
won’t occur in 2017, but if the economy can with‐
stand higher rates the Fed may decide against rein‐
ves ng any bonds on its balance sheet and instead
let them roll oﬀ. Fiscal s mulus and pro‐growth
policies from the President could take pressure oﬀ
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of the Fed, however; the Fed seems skep cal
about the impact these policies may have on the
economy.

all surface as poten al risks to markets. The ECB’s
decision to taper bond purchases in April will only
add to the fragility of Europe’s economy.

E

C

uropean elec ons will lead the headlines
overseas in 2017. The Netherlands, France
and Germany, which combined make up three of
the six founding members of the European Union
and about 56 percent of the euro zone economy,
head to the polls this year. The ci zens of these
three countries are doing rela vely well from an
economic standpoint, but immigra on has become
the central focus of the campaigns. Terrorist ﬂare‐
ups across the con nent, combined with the refu‐
gees ﬂooding in from the east and Mediterranean
Sea, have fomented a level of an ‐immigra on
sen ment not seen since the dissolu on of the
Soviet Union. In turn, na onalis c par es in every
country are gaining more ground. Though estab‐
lishment par es are currently expected to retain
power during the 2017 elec ons, last year should
be enough evidence to prove that nothing is cer‐
tain when people go to the vo ng booth. In addi‐
on to these elec ons, the progress and terms of
the U.K.’s exit from the European Union will be
closely watched. Greece will need further support
from the European Stability Mechanism and Euro‐
pean Financial Stability Facility; it is expected that
Greece will get the support it needs but there re‐
mains animosity between the two sides. There are
a number of geo‐poli cal issues that could rever‐
berate throughout Europe. Rela ons between the
U.S., Russia, the European Union and Turkey could
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ondi ons in Japan are ripe for an economic
revival following the rapid deprecia on of
the yen a er Trump’s elec on. The ques on is
whether corpora ons in Japan will take advantage
of low rates, a weak yen and the rising price of
their shares. Japan saw these same condi ons in
2013 but the eﬀort to jumpstart growth and target
inﬂa on in the country was not successful. This is
because Japanese companies shied away from do‐
mes c investment projects and wage increases for
their employees.

A

Trump presidency is expected to elevate
tensions with China. On the campaign trail,
the President‐elect was vocal in naming China a
currency manipulator. This has been a popular
declara on on campaign trails for almost two dec‐
ades, but what most observers fail to men on is
that most countries, including the United States,
have manipulated their currencies. One of the big
beneﬁts of quan ta ve easing was to weaken the
U.S. dollar and make U.S. exports cheaper. As the
Chinese yuan has strengthened because of its high
correla on to the dollar, Chinese goods have be‐
come more expensive in many parts of the world,
which has hurt the Chinese economy. It would not
be surprising to see the Chinese government sig‐
niﬁcantly de‐value the yuan to help the Chinese
economy—something that would almost certainly
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compel a Trump response. The President‐elect is
also threatening to put a tariﬀ on goods coming
into the U.S., which would ul mately make Chi‐
nese goods more expensive in the U.S. and hurt
the export‐driven Chinese economy. This could
spark a trade war, which might be diﬃcult for the
U.S. to win because of the Chinese government’s
willingness and ability to subsidize the economic
sectors most important to China’s economy. In
addi on to the economic issues men oned, there
is also concern over how the Trump administra on
will handle China’s military ac ons in the South
China Sea. Expect an interes ng year of U.S.‐
Chinese rela ons.

W

ith equity markets moving higher and sen‐
ment on the rise, it is natural to want to
chase returns and take on more risk. For most in‐
vestors it is important to keep the alloca on that is
best suited for your goals and objec ves. Addi on‐
ally, with interest rates on the rise, investors may
be tempted to shed ﬁxed income exposure, but it
is important to remember ﬁxed income tends to
be a good diversiﬁer to equi es, and that the ex‐
pected drawdown is much lower than with equity
investments. There are ways to reduce interest
rate risk in ﬁxed income investments, including the
shortening of dura on, owning lower quality ﬁxed
income or inves ng in ﬁxed income outside of U.S.
borders. With this said, it is important to con nue
to understand the risks—some of these strategies
will reduce interest rate risk but increase correla‐
on to equi es. If anything in your ﬁnancial situa‐
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on has changed, please let us know so that we
can determine whether a change in your por olio
is necessary.
— Robert Moyer, CFA, CFP®, CAIA
Director of Research
The views and opinions expressed are for informa onal purposes only and should not be construed as investment advice. The data provided is as of the wri ng and is subject to
change without no ce. All material presented is compiled
from sources believed to be reliable and current, but the accuracy of third party sources cannot be guaranteed. The material is not intended to be relied upon as investment advice or
recommenda ons, does not cons tute a solicita on to buy or
sell securi es, and is not speciﬁc legal, investment or tax advice. The informa on provided does not take into account the
speciﬁc objec ves, ﬁnancial situa on, or par cular needs of
any speciﬁc person or en ty and should not be relied upon as
the sole factor in an investment making decision. Past performance is no guarantee of future results. Inves ng involves risk
and could result in loss of principal.
ACG Advisory Services is a registered investment adviser.
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