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4th Quarter 2016 – Investment Commentary  
Kirsty Peev CFP ®, Portfolio Manager  
 
Market and Portfolio Performance: 
Summary: 
2016 was the year of the ‘black swan’ that wasn’t. British Prime Minister David Cameron resigned after the Brexit vote, 
throwing the region into panic and causing a huge drop in the British pound.  The central Bank of Japan and European Central 
Bank both went into negative interest rates. Oil dropped below $30 per barrel. The Zika virus spread alarmingly.  Brussels, 
Nice, Berlin, Pakistan and others suffered terrorist attacks, while the civil war in Syria and refugee crises around the world 
continued.  Any one of these extreme world events could have been considered a “black swan” event and caused sharp 
negative returns. Yet none of them were.  U.S. stocks shrugged off all of these very real headwinds! 
 
The Federal Reserve raised rates by 0.25%, the second increase in a decade. The Fed has been very cautious in the 
timing of their rate increases, based on economic factors and unemployment statistics. The fact that they decided to move 
forward with the rate increase despite some recent bond volatility, and relatively slow economic growth is a sign of their 
confidence that the economy is strong enough to absorb this change.  
 
U.S. Equities: 
• A wild ride between two points.  If you only looked at the markets on January 1 and December 30, you would 

assume 2016 was a strong year. The S&P 500 ended the year with a 12% total return. But remember, 2016 began with 
the worst 5-day start in the history of equities! Investors had extremely negative sentiment from the start of the year into 
mid-February as markets plunged into true correction territory. A strong recovery followed, despite a brief dip 
domestically in June due to the Brexit vote. October also saw negative returns as the election and Fed-watching frenzy 
intensified. Then once the election results came in, stocks soared based on expectations of pro-business growth 
policies—despite major market averages being down around 5% overnight when the election results were still coming 
in!  The investment outlook seemed completely different at various points in the year—which highlights that year-to-date 
figures are simply an arbitrary starting and stopping point. February 1 to January 30 is just as much of a year in the 
markets as January 1 to December 30—but the total return for that time period would give a completely different 
picture, even if you were invested the same way. Remember that YTD numbers simply show the change that occurred 
over 365 days. The more important measure you should pay attention to as an indicator of financial health is your 
overall net worth. 

• Why we don’t time the market. If you had been a reactive investor and sold during any of those 3 downturns during 
the year, your returns would have been severely impacted.  This year, missing just the 3 best days of the S&P 500’s 
growth would shrink the total return from 12% to 4% while still taking on the full risk of the markets. (source: BTN 
Research). 

• QTD and YTD, value stocks outperformed growth stocks.  This was expected given the volatility around the election 
and the Fed, and we have favored value for some time now.  Value companies tend to be more cash healthy and have 
more stable dividends, making them less risky than their growth company counterparts.  In addition, tax cuts in the U.S. 
due to a Trump administration may have little impact for large-growth tech companies, which already have incredibly 
low effective tax rates. This makes growth companies (particularly tech) less attractive in comparison to companies that 
would benefit more from proposed changes.   

• Small caps WAY up—led the way during the final quarter of the year, and for the YTD.  November 2016 was the 
best month in the history of the Russell 2000 Index. Gains came from a wide variety of sectors within small-caps, and 
could signify a risk-on environment (especially given outflows from bonds).  In addition, small cap companies may have 
less international dealings than larger cap counterparts, so currency factors do not come into play as much.  A strong 
dollar can affect companies who have to bring profits back into U.S. dollars.   

 
International Equities: 
• Developed and emerging market stocks down. Developed international equities had a negative final quarter of the 

year, and muted returns for the whole year.  Emerging market stocks and currencies dropped as the U.S. dollar 
strengthened post-election (any debt these countries and companies have in USD becomes more expensive as the dollar 
strengthens). YTD numbers for emerging markets were held up somewhat by gains earlier in the year (mostly from 
energy).   

• Lower corporate taxes around the world a positive for markets. U.K. Prime Minister Theresa May and U.S. President-
Elect Donald Trump favor lower corporate taxes. Italy, Japan, and France have all taken steps in the past 2 years to lower 
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corporate taxes (though France still has some of the highest corporate taxes in the EU).  Lower corporate taxes present 
a favorable platform for equity markets.   

• Brexit update. As fears of Brexit festered, the British pound fell to its lowest level against the US dollar since 1791—the 
lowest exchange value since the birth of the American Republic! The value of the pound recovered somewhat based on 
the news that Parliament is demanding that they also have a say in the Brexit process. Prime Minister Theresa May 
promises they will exit fully despite this challenge from Parliament.   

 
Alternatives: 
• Our REIT fund outperformed its index by over 100%. Our capital appreciation and income-focused REIT fund 

outperformed its underlying comparison index by double! This shows the value of an approach combining capital 
appreciation and income, and the benefit of holding REITs in general for diversification from stocks and bonds. 

• REITs are now officially their own sector in the widely followed Global Industry Classification Standard (GICS), 
showing their importance as an asset class for many investors. We favor REITs because they are not strongly correlated 
to stocks or bonds, which provides diversification. They also offer a very healthy yield, which helps to provide a ballast to 
your portfolio during equity volatility. 

 
U.S. Bonds: 
• A shift toward rising rates. The week after the election, reactive investors collectively pulled $9.1 billion out of bond 

funds and poured $25.4 billion into stock funds. This move was motivated by projections that U.S. economic growth and 
inflation will increase with Donald Trump’s fiscal plans and infrastructure spending agenda.  The net outflow from bonds 
and into stocks continued through year-end, and created a risk-on, rising-rate environment in the market, augmented by 
the Federal Reserve’s 0.25% rate hike. 

• Why were bond returns negative if rates increased? Remember, bond prices move inversely to yields, and bond 
duration is tied to this yield/price relationship. Because of this relationship and the fact that we expect rates to rise, we 
are invested in shorter-than-average duration bond funds for each bond fund category. It is important to maintain exposure 
to bonds in all market environments because just as you can’t time stocks, you can’t time bonds. Just be sure you hold 
them in baskets (through mutual funds and exchange traded funds) and avoid locking in single issue bonds. 

• In our holdings, an expected pattern occurred for a rising rate environment. Short-term bonds dropped the least, 
intermediate term bonds dropped a moderate amount, long-term dropped the most! This is all tied to duration—and this 
is why we focus on shorter durations within each asset class. 

• Not much inflation to speak of, but our TIPS fund has provided strong YTD numbers for such a low-risk asset class. 
This sector should benefit from the assumed future direction of fiscal policy. 

• High yield holdings provide a ballast as bond asset classes underperformed. Paradoxically, high yield bonds have 
high yields because they are high risk—but in periods like this, the additional yield provides income to lessen the blow. 
This is to say that high yield bonds are a source of safety!!! It just works out that high yield bonds counterbalance when 
safer bonds underperform.  This must be balanced out with the potential risk of higher defaults from bond issuers as rates 
rise.   

 
International Bonds: 
• Loose monetary around the world, while the U.S. tightens. In January 2016, the Bank of Japan moved into negative 

rates, and in March 2016 the European Central Bank continued its path of negative rates. This means that rather than 
being paid interest, for depositing funds with the central bank, commercial banks must now actually pay the central bank 
interest on deposits!  This is meant to encourage central banks to lend money out to stimulate the economy rather than 
take a guaranteed loss on their reserves. The U.S. is continuing on the opposite path—in December, the Federal Reserve 
increased overnight lending rates for the second time in a decade, and indicated the potential for up to 3 rate hikes in 
2017. 

• Economic stimulus will continue in the Eurozone. The European Central Bank is prolonging their program of 
quantitative easing while lessening the amount from €80 billion to €60 billion per month starting in April 2017.  Their goal 
is to stimulate economic activity and help the region along the recovery path.    
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Expectations and Perceptions for the Future: 
Equities: 
• Dow 20,000 will occur eventually, but it’s nothing to get overly excited about! When the Dow hit 19,987.63 (recent 

high), it was JUST as much of a new record, but because it wasn’t a nice, round number, it wasn’t news. How silly is that? 
We love market enthusiasm, but Dow 20,000 is just another number.   

• Stocks likely to provide protection against inflation.  For the first time in years, inflation is picking up, though it is still 
quite low. Stocks should provide a hedge, since corporate earnings tend to grow faster than inflation. 

• Opportunities internationally? Many countries continue to work through accommodative monetary policies, including 
negative overnight lending rates at central banks and quantitative easing. The U.S. is farther along in its recovery from 
the recession. If things continue on the same track, it may present opportunities in international markets but we must be 
cautious because there are still many challenges. 

• Known unknowns for 2017: 
o Lower taxes—but where? We can be fairly certain that tax reform will occur under the new administration, and this 

will have an impact not just on your personal taxes, but on the taxes of the companies you hold as investments. 
However, we can’t anticipate what the extent or the exact nature of these tax reforms will be. 

o Healthcare will change—but how? The Republican-controlled Congress has vowed to repeal the Affordable Care 
Act. This will likely affect holdings in the healthcare sector, and if you own or work in a small business, it may have 
an even more direct effect on your life—but again, exact details are still fuzzy. 

o Regulations will reduce—but how? The energy and financial sectors stand to benefit from fewer regulations, and 
these sectors make up a large percentage of the markets. It is unclear what changes will occur or how great the 
impact will be. 

 
Alternatives: 
• Tailwinds and headwinds in real estate. Strong economic growth should help REITs, but rising rates make mortgages 

more expensive, and could curb the rate at which property prices have been rising.  
• The mortgage interest tax deduction is a hot-button topic – even if it remains as a deduction, other changes to 

deductions (such as the depreciation of real estate) could affect decisions that potential real estate investors make. 
 
Bonds: 
• Possibility of 3 more rate hikes in 2017. Fed officials remarked they anticipate rates rising faster next year, targeting 

three increases in 2017, with rates returning to normal in 2019, but this is all dependent on the Fed’s discretion. 
• Remember why you hold bonds.  Right now, investor sentiment is euphoric for stocks, and more reactive investors are 

pulling money away from bonds. We believe this is an opportunity to concentrate on why you hold bond funds!  Remember 
that bonds are not strongly correlated to stocks – and we do not want them to be.  So when stocks are soaring, it is not 
unexpected for bond portfolios to underperform.  Remember that even your most volatile bond holdings are still going to 
have a lower risk-return profile than stocks.  Bonds are not about chasing the highest returns; they are meant to provide 
a ballast to your portfolio through income. We do expect a short-term adjustment as our bond funds deal with rising rates, 
but in the end it is a positive. We want you to be earning healthy income from your bonds! 

• TIPS and floating rate bonds will be important in 2017 to help navigate rising rates.  In addition, we anticipate 
high yield bonds will hold their own in a rising rate environment.   

 
Please feel free to reach out with any questions about your investments in the current market environment. We are always 
happy to talk to you, and we wish you a very happy start to the year!  
 
Commentary Disclosure 
Please remember that past performance may not be indicative of future results.  Different types of investments involve varying degrees of risk, and there can 
be no assurance that the future performance of any specific investment, investment strategy, or product (including the investments and/or investment strategies 
recommended or undertaken by Halpern Financial), or any non-investment related content, made reference to directly or indirectly in this Commentary will be 
profitable, equal any corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful.  Due to 
various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of current opinions or positions. Moreover, 
you should not assume that any discussion or information contained in this Commentary serves as the receipt of, or as a substitute for, personalized investment 
advice from Halpern Financial.  Please remember to contact Halpern Financial, in writing, if there are any changes in your personal/financial situation or 
investment objectives for the purpose of reviewing/evaluating/revising our previous recommendations and/or services.  Halpern Financial is neither a law firm 
nor a certified public accounting firm and no portion of the Commentary content should be construed as legal or accounting advice.  A copy of the Halpern 
Financial’s current written disclosure statement discussing our advisory services and fees continues to remain available upon request. 


