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2016 – What a ride! As soon as the New Year’s Day football games were 
over, investors got their sell orders ready and sold with a vengeance the 
first three weeks of the year. Stocks1 fell 10.6% and it looked like it was 
going to be an ugly year. There was not any particular reason for the sell-
off; investors were just really uncertain about 2016 - with the election and 
all - and decided to sell first and ask questions later.  However, all sell-offs 
are eventually followed by a bounce, then the sell-off lows are tested, and 
once the lows held it was off to the races to a new all-time high in March. 
Go figure! The whole episode did not make a lot of sense and professional 
investors largely took it in stride. 

Stock markets then went sideways until late June when the United 
Kingdom surprised everyone by voting to leave the European Union – the 
“Brexit”. Though world markets sold off for two days, the dire predictions 
did not materialize (it will be a long winding road) and markets turned 
around immediately and marched to new all-time highs over the next 
few weeks. As of August, 100% of the markets’ year-to-date gains were 

earned in the three weeks immediately after the Brexit!

Stock markets then went sideways again, until the S&P 500 dropped 
for nine straight day’s right before the election. Low and behold, with 
a surprise greater than Truman winning over Dewey in 1948, Trump 
became our President-Elect and stock markets took off like someone lit a 
fire under them. The euphoric rally continued right into year-end.

Market returns are all about expectations. Always have been; always 
will be. Expectations are running high now. Investors are expecting 
lower taxes, they are expecting the wet blanket of regulation to be lifted 
a bit, and infrastructure build-outs which should stimulate growth and 
increase returns. There is an expectation that the Fed’s management 
of interest rates will abate somewhat and market forces will be able to 
re-establish themselves, resulting in investors once again being adequately 
compensated for the risks they are taking. If these expectations come true, 
investors’ returns should be more than satisfactory over the next few years.

A year ago, in Perspectives, we offered our 
forecast for 2016. Forecasting in this business is a 
fool’s errand, but this is what we said:

“We would forecast 5-7% returns for U.S. stocks, 
maybe 10-12% for international developed 
markets (they are generally cheaper than U.S. 
stocks and should benefit from their quantitative 
easing program), 6-7% returns in international 
emerging markets (maybe back-end loaded), 
and 1-2% returns in bonds (in spite of the rising 
interest rates).”

How did we do? We were right on target for 
U.S. stocks - until the Trump rally. His election 
surprised almost everyone. As a result, U.S. 
stocks did even better than we expected.  
However, international developed markets2 did 
not perform as well as we expected in spite of 
relatively lower valuations, trailing U.S. markets 
virtually all year. The U.K. Brexit vote and 
migration challenges didn’t help. International 
emerging markets3 were on a tear until Trump’s 
surprise election turned everything upside down.  
The dollar strengthened significantly post-
election, hurting emerging markets, which ended 
up barely beating the returns of U.S. markets.    

Bonds4 did even better than we thought they 
would - up until the election. At the beginning 
of the year, the Fed was expected to raise interest 
rates three times in 2016. They actually did so 
just once, and that was in December. As a result, 
the headwind that we foresaw affecting bonds did 
not materialize until the Trump election. Since 
then, bonds have given some of those returns 
back, with yields on the 10-year Treasury rising 
50 basis points in the month after the election. 
As a result, bonds ended up about where we 

thought they would – but in a circuitous fashion! 

What about 2017? The events that unfolded 
throughout the year (the Brexit, a Trump 
victory, etc.) reminded us that predicting 
events is challenging enough, but predicting 
how the markets will react to such events is 
equally challenging. So we allocate based on 
the probabilities of events unfolding and remain 
extremely focused on valuations. U.S. stocks are 
a bit on the expensive side right now. We think 
corporate earnings will be good in 2017 – maybe 
surprising on the upside, if anything. However, 
the multiple of earnings that investors are 
willing to pay may retreat a bit – resulting 
in U.S. stock returns of 5-7%. We also think 
this will be the year of the active manager, as 
earnings growth will likely vary more than 
usual from company to company. Good stock 
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The Score Board
12/31/16 YTD (Change)

Dow Jones Industrial Average*     
S&P 500*
NASDAQ Composite*
MSCI EAFE (USD)*
Bloomberg Commodity Index
Barclays Aggregate Bond Index
10 Yr U.S. Treasury Bond Yield
30 Yr Fixed Mortgage Rate
Prime Rate
Crude Oil ($/barrel)
Gold ($/oz.)
U.S.$/Euro
Core Inflation (ex food/energy)
Inflation (with food/energy)

19762.60
2238.83
5383.12
1684.00

87.51
1876.29

2.45%
4.21%
3.75%
$53.89

$1,151.70     
$1.05

13.4%            
9.5%            
7.5%      

-1.9%      
11.4%
2.6%                  

+17 bps 
+13 bps  
+25 bps    

45.5%
8.2%       
-3.7%
2.1%
1.7%

* Without dividends     
** Unadjusted 12-mos. ended November 2016    
bps (1 Basis Point = 1/100%)    

UNCH (Unchanged)
Sources for Score Board and quoted statistics: 
WSJ, US Dept. of Labor, Federal Reserve

**
**

pickers should benefit.

International developed markets should 
do better than U.S. markets because their 
valuations are much lower than U.S. stocks 
right now. However, there is a lot of political 
risk in Europe, with some very important 
elections coming up that may have an impact 
on the stability of the European Union.  
Emerging markets may suffer early in the 
year as the U.S. dollar continues to strengthen.
However, we think it is going to be a good year 
for emerging markets, all in all.  Commodities 
and infrastructure may be the pleasant 
surprises this year, as inflation rises and 
infrastructure projects are funded later in the 
year. We expect bonds to return only 1-2% this 
year, as they will struggle in a rising interest 
rate environment.
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Sometimes portfolio management seems 
complicated (it is) and mysterious (not really). It is 
complicated because there seems to be an infinite 
number of variables to take into consideration 
when investing. It can seem mysterious because 
it is not at all clear how investment decisions are 
made or what is going to be a winner and what 
isn’t, and there is never agreement on anything 
(just watch CNBC). However, it always boils 
down to earnings and there is a great deal of 
history and research to guide us in our decision 
making.

For example, there have been many studies done 
regarding the odds of beating asset class indexes 
using actively managed mutual funds. Research 
shows that when there is a lot of information 
available on investment choices, and when the 
variability of returns among companies within 
an asset class are relatively narrow, then passive 
index investing generally has an advantage.  
However, when information about investor 
choices is hard to come by or understand, then 

In the December 2016 issue of Financial Planning magazine, well known columnist Bob Veres offered some advice in "An Open Letter to the New 
SEC Chief". With respect to enforcement activities, he writes that, "(Financial) planners and fee-compensated Registered Investment Advisors 
(like us!) should be your lowest priority. They have voluntarily given up the most distracting conflicts of interest, they don't have any way to touch 
client assets, and their recommendations are made in the interests of the client. Assuming these individuals aren't taking custody or creating 
pooled investments (we aren't), you should be able to verify from custodial records and client statements that the clients' money is where they (the 
advisors) say it is, and review their fees, policies and procedures without even visiting their offices." Bob, thanks for the pat on the back! 

We are proud to be fiduciaries and we are proud of our compliance record. If you want to know anything about our Securities and Exchange 
Commission (“SEC”) audit in 2015 or the voluntary compliance audits we are now undergoing every year, or even what it means to be a 
fiduciary - just Talk With Us!

active management seems to generally have an 
advantage. So, how do we use this research in 
real life?

We decided some time ago that we wanted our 
clients to have exposure to small cap companies 
in developed international markets, such as 
Europe, Japan, Australia, Canada, and the 
like. Research has shown that in international 
markets in general, and particularly in the small 
cap sector, active management historically beats 
passive index investing. We needed to do some 
research on specific actively managed small cap 
international mutual funds to select managers 
with the demonstrated ability to outperform over 
full market cycles. That takes time, and because 
we wanted our clients to have exposure to that 
asset class right away, we used a passive index 
fund to give them that exposure while we did 
our research to find the appropriate active fund 
for our clients. After looking at nearly 150 small 
cap international funds, we finally selected one, 
and in December we swapped out our passive 

1. The S&P 500 is designed to be a leading indicator of US equities and is commonly used as a proxy for the U.S. stock market.
2. The MSCI EAFE index is a measure of the equity performance of developed markets, excluding the U.S. and Canada.  Price return quoted.
3. The MSCI Emerging Markets index consists of 23 emerging markets country indexes.  Price return quoted.
4. The Barclays Aggregate Bond index is a broad-based index used as a proxy for the bond market.

BFS Wealth Management is a Registered Investment Advisor.
Please remember that past performance may not be indicative of future results. Indices are not available for direct investment. Any investor who attempts to mimic 
the performance of an index would incur fees and expenses which would reduce returns. 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 investments and/or strategies recommended or undertaken by BFS 
Wealth Management), or any non-investment related content, referenced directly or indirectly herein will be profitable, equal to 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 and is subject to change at any time without notice. Content provided herein is 
for informational purposes only and should not be used or construed as investment advice or a recommendation regarding the purchase or sale of any security outside 
a managed account. Moreover, you should 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 BFS Wealth Management. To the extent that a reader has any questions regarding the applicability of any specific issue discussed 
above to his/her individual situation, he/she is encouraged to consult with the professional advisor of his/her choosing. Please contact BFS Wealth Management at 714-
282-1566 to find out if the investment advisor is qualified to provide investment advisory services in the state where you reside. BFS Wealth Management 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 BFS Wealth 
Management current written disclosure statement discussing our advisory services and fees is available for review upon request.
Some of the information given in this publication has been produced by unaffiliated third parties and, while it is deemed reliable, the Advisor does not guarantee its 
timeliness, sequence, accuracy, adequacy, or completeness and makes no warranties with respect to results to be obtained from its use.

position for the active fund we chose for you.

We have also prepared your portfolio for a 
rising interest rate environment. The Federal 
Reserve Open Market Committee (the Fed) 
raised the Fed fund’s rate by ¼ point in 
December and is expected to raise it ¼ point 
three more times in 2017. Rising interest rates 
generally mean falling bond prices (call us and 
we will be happy to explain this relationship 
to you). So, to prepare for rising rates (an 
unfriendly environment for bonds), we have 
been increasing our allocation to short term 
bonds of different kinds (the shorter the term 
of the bond the less sensitive to interest rates 
it is). We have also increased our allocation to 
inflation protected bonds (inflation is on the 
rise, if you hadn’t noticed), and paid particular 
attention to the type of bonds we own (corporate 
bonds are less interest rate sensitive than 
government bonds). Our goal is to make money 
on the fixed income portion of your portfolio in 
2017, in spite of the unfriendly environment.  
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