
 

Recap of Q4 2016 Markets and Economy 

Two events captured the attention of investors during the 4
th

 quarter of 2016:  the election and Fed tightening.  

Polls indicated that Hillary Clinton would be the likely victor, but as was the case with the Brexit vote, the 

pollsters got it wrong.  The reaction of the U.S. stock market was also a surprise.  Although stocks were widely 

expected to decline in the event of a Trump victory, the 

opposite happened and stocks rallied.   

The stock market rally during the 4
th

 quarter was not built 

on changed expectations for government policy alone.  

S&P 500 earnings, which had been in a slump for several 

quarters, have started to grow again.  One of the key 

drivers of both the downturn and the reversal in corporate 

earnings was oil prices.  With plunging oil prices no 

longer taking the wind out of the sails of profits in the 

energy sector, S&P earnings are expected to resume a 

more normal upward trajectory.    

The bond market has reacted more cautiously since the 

election.  Even before the Fed moved to increase short-

term interest rates by .25% in mid-December, the bond 

market was busy reassessing the future under a 

Republican president with Republicans in the majority in 

both houses of Congress.   Despite the fact that future policy moves are unclear, the consensus shifted towards 

somewhat higher expectations for both economic growth and inflation.  To protect against higher inflation, 

bond market investors began to demand a higher yield.  The Fed’s move, which had been widely anticipated, 

seemed to confirm that the economy was already getting stronger.     

        

Sources:  Standard & Poor’s, FactSet, Compustat, 

J.P. Morgan Asset Management. 
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It’s not that inflation has 

suddenly jumped.  Indeed, 

headline CPI (the blue line), 

which includes food and 

energy, has been 

exceptionally low for several 

years, surprising even the 

Fed, which would like to see 

it rise to about 2%.  

However, investors buying a 

10-year bond need to worry 

about inflation for the next 

10 years, and as they peer out into the future, bond investors have become somewhat more concerned about 

inflation creeping up and eroding the purchasing power of their investments.   

The erosion of the purchasing power of their savings over the course of their retirement years is also a major 

concern for us and for our clients.  Over the long run, 

stocks have demonstrated their ability to provide 

protection against inflation, since earnings and dividends 

tend to increase to keep up with inflation.  Both portions 

of a balanced portfolio are important:  bonds for income 

and stability, and stocks for growth and inflation 

protection. 

Taxes are another important aspect of investing.  For 

investors in higher income tax brackets, tax-exempt 

municipal bonds often provide more attractive after-tax 

yields than taxable bonds.  Changes in expected tax rates 

greatly affect municipal bond prices.  The election 

outcome has raised expectations that tax rates are likely 

to decline in the years ahead, particularly for those with 

high incomes.  The latest talk about personal income tax 

Sources:  BLS, FactSet, J.P. Morgan Asset Management. 

Sources:  FactSet, Barclays, FRB,  J.P. Morgan Asset 

Management. 
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rates indicates that both Trump and the House favor consolidating the brackets to three:  12%, 25%, and 33%.  

This would be a considerable reduction from the current top marginal tax rate of 39.6%.  Lower rates for upper-

income investors would make tax-exempt municipal bonds less attractive, requiring them to offer higher rates 

(lower prices) to remain competitive with taxable bonds.  Some of this repricing of municipal bond rates has 

already occurred even though changes in tax rates are uncertain.  Some may say with muni’s now paying higher 

interest rates than government bonds that are taxable, the selloff may be overdone.         

Outlook for Q1 2017 and Beyond 

 

Source:  Bloomberg 

Interest rates moved up all along the yield curve during the fourth quarter, as shown above.  For bond investors, 

the upward movement signified both a drop in prices and an increased in future yield.  In recent years, our view 

at Prestige has been that the expected minimal additional yield from longer dated bonds does not justify the 

additional risk involved in extending maturity, so we have been “shorter” than the market for some time.  In 
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fact, a few weeks ago we took steps to further shorten up our average maturity.  This has reduced our sensitivity 

to rate increases.  At some point, when we believe the Fed is done ramping up interest rates and the risk of 

going out further on the yield curve has declined, we will contemplate extending our maturities to capture 

higher yield.    

 

Stock earnings and dividends tend to grow over time, but their growth rates are difficult to forecast.  And stock 

prices are much more volatile than bond prices (which is why bonds play a stabilizing and diversifying role in a 

balanced portfolio).  Still, there are some barometers of value that can be helpful in gauging the attractiveness of 

stocks, at least over the long run.   

By itself, the price level of a stock market index such as the S&P 500 or the Dow is not a gauge of value.  The 

market has lately been flirting with a Dow level of 20,000.  The stock market hitting a new high should not be a 

cause for concern.  Because earnings and dividends grow, the value of those cash flows increases over time.  

The upward march of the stock market is not smooth or unrelenting, but it is a very strong long-term force.   
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On the other hand, an “all time high” of price/earnings ratios should give pause.  Fortunately, at 16.9x the 

expected S&P 500 earnings over the next four quarters, the current market level is reasonable compared to 

history.   

One potential source of stock market support may be the repatriation of profits that U.S. corporations now keep 

overseas because of the high taxes they would pay if brought to the U.S.  A recent Forbes article estimates this 

amount at “maybe $2 trillion.”
1
 If even a portion of that were brought back to the U.S., it would likely lead to 

higher levels of capital investment, stock buybacks, and special cash dividends—all positive for economic 

growth and the financial markets. 

International stocks, which fared poorly in the fourth quarter of 2016 because of the strong U.S. dollar, are in 

some respects more attractively priced than average compared to U.S. stocks.  However, while the Fed is 

pursuing a tightening policy, the dollar is likely to remain strong, which will dampen the return from foreign 

investments.   

Our investment policy committee actively monitors developments in global markets and manages well-

diversified portfolios that incorporate each client’s appropriate level of risk.  As always, we are available to 

answer any financial questions or concerns you have and we look forward to continuing our relationship. 

                                           

Roy Williams, ChFC        Kevin Means, CFA          John DeAngelo, CFP®     Alyssa McMahon, MBA, CFP®, CFA  

Advisory services offered through Prestige Wealth Management Group, LLC, a registered SEC investment advisory firm.  Securities offered through Triad Advisors, 

Inc. Member FINRA / SIPC.  Prestige Wealth Management Group and Triad Advisors are not affiliated. 

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 
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not assume that any discussion or information contained in this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from Prestige 

Wealth Management Group, LLC.  Please remember to contact Prestige Wealth Management Group, LLC, 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. Prestige Wealth 

Management Group, LLC is neither a law firm nor a certified public accounting firm and no portion of the newsletter content should be construed as legal or accounting 

advice.  A copy of the Prestige Wealth Management Group, LLC’s current written disclosure statement discussing our advisory services and fees continues to remain 

available upon request. 

 

Sources for graphs: JP Morgan Market Insights 

1
”Don’t Be Ridiculous, Of Course Trump’s Corporate Tax Holiday Would Create Jobs,” Forbes, December 27, 

2016.   

http://www.forbes.com/sites/timworstall/2016/12/27/dont-be-ridiculous-of-course-trumps-corporate-tax-holiday-would-create-jobs/#505aab706bfd

