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EXECUTIVE SUMMARY

• Predictions, Forecasts, and Guesses
• US and Emerging Markets good; International Markets not so good
• Bonds and Interest Rates—Rates are rising
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In the 3rd quarter Market Review, I stated it was likely to be Hillary Clinton’s 
presidency given the preliminary polling results and position of the experts. 
What we witnessed in 2016 was conventional wisdom and the experts were 
wrong. They were wrong with the US election, the direction of the US stock 
market post election, Brexit, and the Italian Reform Referendum. What does 
this tell us? First, I think it is important to distinguish predictions sourced 
from polling versus Macroeconomic forecasting. Let’s start with polling. The 
age of land lines and citizens willing to respond to cold callers is nearing an 
end. It will continue to be challenging for the polling industry to determine 
what direction the global voter is leaning. In regards to Macroeconomic 
forecasting, making forecasts about what will happen in the short run is 
random. This isn’t just true in finance and economics, it’s true in sports as 
well. Howard Marks, the famous investor at Oakmark Capital wrote in his 
recent newsletter about the New York Post’s “NFL Bettor’s Guide”.  Each 
week eleven experts advise its readers which teams they should bet on. Here 
is how the experts did in the 2016 season:

• The best picker was right 55.1% of the time
• The worst picker was right 48.8% of the time
• On average, the pickers as a group were right 51.6% of the time

The results suggest even the experts’ odds to pick the game correctly were 
no better than a coin toss. How should we interpret these results as it relates 
to investing? Here’s my take. It’s tough to pick the winner of each game. For 

example, the team with the best record at the end of the year, New England, 
lost to the Bills who ended up with a losing record for the year. However, 
many of the teams experts felt would be around after the grueling ups-and-
downs of the 16 game NFL season (New England, Seattle, and Green Bay) 
made it through to the playoffs. The point is, short-term predictions are likely 
to be random. Longer-term predictions are more likely to be informative or 
useful. Let me illustrate how this relates to investing. 

For years we have preached valuations are the likely primary determinant of 
returns over the next decade. We have also said valuations do not tell us much 
about what will happen in the short term, such as the next one year period. 
To illustrate this point, I direct you to the charts on the next two pages. The 
first chart graphs the relationship of US Stock valuations to their future 1 
year returns. In this chart, you can see there is no significant correlation or 
relationship between valuation and return. Whether valuations are high or 
low, we can’t use valuations to predict the next year’s return. If you turn to 
the second chart, you will notice there is a slope with valuations and returns 
over the next decade. In fact, the worst decade returns have occurred when 
valuations were excessive and the best returns were when valuations were 
cheap. In summary, using valuations to forecast returns over the next decade 
is useful. I think it is fitting to share a quote.  “I never think of the future – it 
comes soon enough.”  Albert Einstein.
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MARKET SUMMARY
Index Returns

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio.  
Market segment (index representation) as follows: US Stock Market (Russell 3000 Index), International Developed Stocks (MSCI World ex USA Index [net div.]), Emerging Markets (MSCI Emerging Markets Index [net div.]), Global Real Estate (S&P 
Global REIT Index [net div.]), US Bond Market (Bloomberg Barclays US Aggregate Bond Index), and Global Bond ex US Market (Citi WGBI ex USA 1−30 Years [Hedged to USD]). The S&P data are provided by Standard & Poor’s Index Services 
Group. Frank Russell Company is the source and owner of the trademarks, service marks, and copyrights related to the Russell Indexes. MSCI data © MSCI 2017, all rights reserved. Bloomberg Barclays data provided by Bloomberg. Citi fixed income 
indices copyright 2017 by Citigroup.
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These portfolios illustrate the performance of different global 
stock/bond mixes. Mixes with larger allocations to stocks are 
considered riskier, but have higher expected returns over time.

1. STDEV (standard deviation) is a measure of the variation or dispersion of a set of data points. Standard deviations are often used to quantify the historical return volatility of a security or portfolio. 

Diversification does not eliminate the risk of market loss. Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect expenses associated with the management of an actual 
portfolio. Asset allocations and the hypothetical index portfolio returns are for illustrative purposes only and do not represent actual performance. Global Stocks represented by MSCI All Country World Index (gross div.) and Treasury Bills represented by 
US One-Month Treasury Bills. Globally diversified allocations rebalanced monthly, no withdrawals. Data © MSCI 2017, all rights reserved. Treasury bills © Stocks, Bonds, Bills, and Inflation Yearbook™, Ibbotson Associates, Chicago (annually updated work 
by Roger G. Ibbotson and Rex A. Sinquefield). 

IMPACT OF DIVERSIFICATION
2016 Index Returns
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WORLD STOCK MARKET PERFORMANCE
MSCI All Country World Index with selected headlines from past 12 months

These headlines are not offered to explain market returns. Instead, they serve as a reminder that investors should view daily events from a long-term perspective and avoid making investment decisions based solely on the news.
Graph Source: MSCI ACWI Index [net div.]. MSCI data © MSCI 2017, all rights reserved.
It is not possible to invest directly in an index. Performance does not reflect the expenses associated with management of an actual portfolio. Past performance is not a guarantee of future results. 
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US STOCKS
2016 Index Returns

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio. 
Market segment (index representation) as follows: Marketwide (Russell 3000 Index), Large Cap (Russell 1000 Index), Large Cap Value (Russell 1000 Value Index), Large Cap Growth (Russell 1000 Growth Index), Small Cap (Russell 2000 Index), Small Cap 
Value (Russell 2000 Value Index), and Small Cap Growth (Russell 2000 Growth Index). World Market Cap represented by Russell 3000 Index, MSCI World ex USA IMI Index, and MSCI Emerging Markets IMI Index. Russell 3000 Index is used as the proxy 
for the US market. Frank Russell Company is the source and owner of the trademarks, service marks, and copyrights related to the Russell Indexes. MSCI data © MSCI 2017, all rights reserved.

The broad US equity market recorded positive performance for 
the year. For the first time in a few years, Value stocks significantly 
outperformed Growth stocks. For the decade, Growth stocks 
outperformed Value stocks. However, Value stocks have 
outperformed Growth stocks 88% of the past decades since 1928.

Small caps in the US outperformed Large caps significantly for 
the year. Small cap stocks distanced themselves from the rest 
of the global equity market in the 4th quarter. Small caps had 
a return of over 8% as measured by the Russell 2000 index as 
compared to the 3.82% return of the S&P 500. In summary, US 
stock performance was average to exceptional, depending upon 
the asset class. Valuations on US stocks continue to defy gravity. 
The S&P 500 valuation is well into the top 5% of all-time.   
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INTERNATIONAL DEVELOPED STOCKS
2016 Index Returns

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio.  
Market segment (index representation) as follows: Large Cap (MSCI World ex USA Index), Small Cap (MSCI World ex USA Small Cap Index), Value (MSCI World ex USA Value Index), and Growth (MSCI World ex USA Growth). All index returns are net 
of withholding tax on dividends. World Market Cap represented by Russell 3000 Index, MSCI World ex USA IMI Index, and MSCI Emerging Markets IMI Index. MSCI World ex USA IMI Index is used as the proxy for the International Developed market. 
MSCI data © MSCI 2017, all rights reserved. 

In US dollar terms, developed markets outside the US lagged 
both the US equity market and emerging markets indices for the 
year. Small caps outperformed large caps in non-US developed 
markets and Value outperformed Growth. The 4th quarter was 
a tough period for International markets. The Trump victory, 
by accident or cause, pushed International returns to a negative 
quarter. International Large, International Small and Emerging 
Markets were down 3%, 6%, and 4% respectively for the quarter. 
At the end of the 3Q, International Developed stocks were on 
track for an acceptable return for the year. 

Valuations remain reasonable. In some cases valuations are near 
the 2009 global market low. Over the next decade we would 
expect a reasonable return from International Developed stocks 
as compared to US Stocks. 
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EMERGING MARKETS STOCKS
2016 Index Returns

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio. 
Market segment (index representation) as follows: Large Cap (MSCI Emerging Markets Index), Small Cap (MSCI Emerging Markets Small Cap Index), Value (MSCI Emerging Markets Value Index), and Growth (MSCI Emerging Markets Growth Index). 
All index returns are net of withholding tax on dividends. World Market Cap represented by Russell 3000 Index, MSCI World ex USA IMI Index, and MSCI Emerging Markets IMI Index. MSCI Emerging Markets IMI Index used as the proxy for the 
emerging market portion of the market. MSCI data © MSCI 2017, all rights reserved. 

In US dollar terms, emerging markets indices underperformed the 
US but outperformed developed markets outside the US for the year. 
As was the case in the US, the value effect was more productive than 
growth. Even with the above average returns in 2016, valuations in EM 
stocks remain attractive. We wrote about this in our annual letter to 
clients last year. The Price-to-Book valuation metric for EM markets 
as measured by the DFA EM Portfolio Fund, has been as low as 1.4 
and as high as 3.25.  At year end the Fund was at 1.51. Price-to-Book is 
another way of saying Price to a company’s net worth. All things being 
equal, buying at a lower valuation is better. The current valuations are 
like buying US stocks back at the market bottom in 2009. 
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FIXED INCOME (BONDS)
2016 Index Returns

One basis point equals 0.01%. Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performance does not reflect the expenses associated with the management of an actual portfolio. Yield curve 
data from Federal Reserve. State and local bonds are from the S&P National AMT-Free Municipal Bond Index. AAA-AA Corporates represent the Bank of America Merrill Lynch US Corporates, AA-AAA rated. A-BBB Corporates represent the Bank of 
America Merrill Lynch US Corporates, BBB-A rated. Bloomberg Barclays data provided by Bloomberg.  US long-term bonds, bills, inflation, and fixed income factor data © Stocks, Bonds, Bills, and Inflation (SBBI) Yearbook™, Ibbotson Associates, Chicago 
(annually updated work by Roger G. Ibbotson and Rex A. Sinquefield). Citi fixed income indices copyright 2017 by Citigroup. The BofA Merrill Lynch Indices are used with permission; © 2017 Merrill Lynch, Pierce, Fenner & Smith Incorporated; all rights 
reserved. Merrill Lynch, Pierce, Fenner & Smith Incorporated is a wholly owned subsidiary of Bank of America Corporation. The S&P data are provided by Standard & Poor’s Index Services Group. 

In 2016, we saw a roller coaster ride for interest 

rates and bond returns. The 10 year bond 

started with a yield of 2.24% and floated lower 

in July to bottom at 1.32% only to increase in 

the first of November to 1.51% and then in less 

than 10 days increase to over 2%.  It finished 

the year at 2.45%.  The Federal Reserve 

increased the Fed Funds by .25% in December 

to .75%.  The markets are reading 2 to 3 more 

0.25% rate increases in 2017. 

In terms of total returns, short-term corporate 

bonds gained 2.36% for the year. Intermediate 

corporates rose 4.04% in 2016. Short-term 

municipal bonds increased 0.07% for the year. 

Intermediate-term municipal bonds fell 0.45% 

for the year. The 4th quarter was a rough 

period for bond returns. While short and 

intermediate corporate bonds gained 2-4% in 

2016, they gave back 1-4% for the quarter. If 

one started buying bonds in September their 

results would have been negative. 


