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The year 2016 likely will be remembered
for the election of Donald Trump as the
45th president of the United States and
the Brexit vote. This year also saw the
Fed raise interest rates for the first time
since last December, noting that the labor
market has continued to strengthen and
that economic activity has been expanding
at a moderate pace since midyear. While
inflation remains below the Fed’s target
of 2.0%, the Committee expects inflation

to rise to its target level over the medium
term on the heels of anticipated improvements in energy and import prices and
continued labor strengthening. Equities
began the year hitting the skids as receding oil prices and a plummeting Chinese
stock market pushed stock prices down and
bond prices up. By midyear equities had
recovered, despite Great Britain’s decision
to exit the European Union. Following
the results of the presidential election,
stocks surged to new highs. Whether this trend continues in 2017 remains
to be seen following President-elect
Trump’s first few months in office.

SNAPSHOT 2016

The Markets
• Equities: The year didn’t start off well for
equities, but by the end of 2016 each of the
indexes listed here posted year-over-year
gains, some reaching all-time highs. The
Dow recorded its best performance since
2013, gaining almost 13.5% from its 2015
closing value. Stocks weathered several
financial crises, including China’s economic
downturn and the Brexit vote. The largecap S&P 500 proved less volatile during
the year, yet closed 2016 up almost 11.0%.
The Russell 2000 proved to be the year’s
biggest gainer, soaring almost 20.0% over
last year’s closing value. Most of the gains
in equities happened during the second half
of the year as favorable corporate earnings, resurgent oil prices, and accelerating
consumer income and spending encouraged investors to trade. Without doubt,
the presidential election proved to be a
pivot point for the stock market as expectations of looser regulation, fiscal stimulus,
and tax cuts fueled the market rally. The

Dow (19974.62), S&P 500 (2271.72), Nasdaq (5487.44), and Russell 2000 (1388.07)
each attained record-high closing values during the latter part of the year.
• Bonds: Volatility best describes the longterm bond market for 2016. Yields on
10-year Treasuries rose for the second
straight year as prices fell. The yield on
the benchmark 10-year Treasury note
closed at 2.44%, up from its 2.26% yield at
the close of 2015. During the early part of
the year, bond prices rose as yields sunk
below 1.40%. However, as investors saw a
strengthening economy, higher inflation,
and rising interest rates, a period of bond
sales occurred, which peaked during the
last quarter when the Treasury yield gained
almost 0.85 percentage point, marking
the largest quarterly gain since 1994.
• Oil: As oil producing countries flooded
the market, oil prices fell below $30 per
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Market Performance
*NOTES:
The Dow Jones Industrial Average
(DJIA) is a price-weighted index
composed of 30 widely traded
blue-chip U.S. common stocks.
The S&P 500 is a market-cap
weighted index composed of the
common stocks of 500 leading
companies in leading industries of
the U.S. economy.
The NASDAQ Composite Index is
a market-value weighted index of
all common stocks listed on the
NASDAQ stock exchange.
The Russell 2000 is a market-cap
weighted index composed of
2,000 U.S. small-cap common
stocks.
The Global Dow is an equally
weighted index of 150 widely
traded blue-chip common stocks
worldwide. Market indices listed
are unmanaged and are not available for direct investment.
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barrel during the first quarter. However, by the end of the year, crude oil prices
had achieved their biggest annual gain
since 2008. With OPEC pledging to cut
production, oil prices surged to almost
$60 per barrel, finally settling at $53.89
(WTI) per barrel on December 30.
• Currencies: The dollar remained strong
throughout the year, affecting imports
and exports in the process. Falling oil
prices, coupled with the expectation of
higher interest rates, helped boost the
U.S. dollar, which continued to rise over
the course of the year. The U.S. Dollar
Index, a measure of the dollar relative to
the currencies of most U.S. major trading
partners, gained about 3.67% over last year’s
closing value. The dollar also benefitted
from interest rates abroad, some of which
were even lower than those for Treasuries. Tightening trade restrictions proposed
by President-elect Trump may curtail
continued growth of the dollar in 2017.

• Gold: Gold rose over 8.5% on the year,
closing 2016 at $1,152.00. Much of the gain
was seen during the first half of the year, as
the price fell following a lengthy period of
sell offs. Gold prices dropped seven of the
last eight weeks as the stock market surged.

The Economy
• Employment: Improvement in the U.S. job
market was slow but steady, with employment growth averaging 180,000 new jobs
per month in 2016, compared with an
average monthly increase of 229,000 new
jobs in 2015. The unemployment rate ended
the year (as of November 2016) at 4.6%,
lower than the 5.0% rate at the close of
2015. According to the Bureau of Labor
Statistics, there were 7.4 million unemployed persons in November 2016, down
from 7.9 million unemployed in November 2015. The employment participation
rate remained relatively the same — 62.7%
in 2016 compared to 62.5% at the end
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of 2015. The employment to population
ratio also remained relatively unchanged
(59.7% in 2016 to 59.4% in 2015). In 2016,
the average workweek was 34.4 hours.
Average hourly earnings in 2016 increased
$0.62 to $25.89 — a 2.5% gain over 2015.
• GDP: The economy maintained a roughly 2.0% average growth rate through the
third quarter of 2016. Economic growth
has maintained this pace since 2009. The
first-quarter GDP rose 0.8%, followed by
a 1.4% gain in the second quarter and a

target rate of 2.0%, but indications are
that it is expanding, albeit at a deliberate
pace. Personal income through November increased 3.5% compared to November
2015. After-tax income (disposable personal
income) over the same 12-month period
rose 3.7%. Consumer spending, as measured by personal consumption expenditures, climbed 4.2% from November 2015.
The personal consumption price index, an
inflationary gauge relied on by the Fed,
rose 1.4% year-over-year, while core PCE
(PCE less volatile food and energy pric-

“Diversification is a timehonored, cost-free way of
dealing with surprises and
mitigating the portfolio risk.”
3.5% increase in the third quarter. Personal consumption expenditures, the value of
consumer purchases for goods and services, increased an average of about 3.0%
through the first three quarters of 2016.
Gross domestic product measures the cost
of production of U.S. goods and services.
Gross domestic income, which is a measure of all income earned from the production of goods and services, rose 4.8%
in the third quarter of 2016, compared to a
2.5% increase in the third quarter of 2015.
• Inflation/consumer spending: Based on
the growth of consumer income, spending, and inflation, the economy for 2016
may be described as stable at best. Inflation remained below the Fed’s stated

es) increased 1.6%. The prices consumers
pay for goods and services saw a moderate 1.7% increase from last November.
• Housing: The housing market had been
relatively strong for much of the year.
Through November, existing home sales
are up 15.4% over a year ago. The November annual sales rate of 5.61 million is the
highest since February 2007. The median
existing-home price for all housing types
in November was $234,900, up 6.8% from
November 2015 ($220,000). November’s
price increase marks the 57th consecutive month of year-over-year gains. Total
housing inventory was 1.85 million existing homes for sale — 9.3% lower than
last November. Coupled with a shortage
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of rental units, home prices and rents are
outpacing income in much of the country,
according to the National Association of
Realtors®. New home sales jumped 16.5%
above the November 2015 estimate of
508,000 annual rate of sales. The median
sales price of new houses sold in November
2016 was $305,400 ($317,000 in 2015); the
average sales price was $359,900 ($376,800
in 2015). The seasonally adjusted estimate of
new houses for sale at the end of November was 250,000. This represents a supply of
5.1 months at the current sales rate compared to a 5.4-months supply a year ago.
• Manufacturing: Manufacturing and
industrial production were not consistently strong sectors this year. The Federal
Reserve’s index of industrial production
revealed that total industrial production in November was 0.6% lower than
its year-earlier level. Overall industrial
capacity utilization, a measure of efficiency,
decreased 0.4% in November to 75%, a
rate that is 5.0 percentage points below its
long-run average. Capacity utilization for
manufacturing was 74.8%, a rate that is 3.7%
below its long-run average, which contributed to the decline in overall industrial
capacity utilization. Evidencing stagnant
manu-facturing activity, new orders for
manu-factured durable goods (expected to
last at least three years) declined 0.3%
year-over-year, while shipments fell 0.8%.
Capital goods — tangible assets used by
manufac-turers to produce consumer
goods — also fell back as shipments
decreased 4.5% and new orders dropped
3.2% from last year.
• Imports and exports: For the year, the
goods and services trade deficit decreased
$8.8 billion, or 2.1%, from the same period in 2015. Exports decreased $58.7 bil-

lion, or 3.1%. Imports decreased $67.5
billion, or 2.9%. The strength of the
dollar directly affected both import and
export prices. Import prices fell 0.1%
while export prices dropped 0.3% over
the 12 months ended November 2016.
• International markets: The big news on the
international front was the United Kingdom’s referendum vote at the end of June
to exit (“Brexit”) the European Union.
After the vote was announced, Prime
Minister David Cameron, an opponent of
the push to leave the EU, resigned, with
Theresa May becoming prime minister.
Domestically, equities took an immediate hit following news of the vote, but
recovered fairly quickly. The value of the
pound remains near a 30-year low and
Britain lost its AAA credit rating, increasing the cost of government borrowing.
However, both the FTSE 100 and the
FTSE 250 closed the year trading higher than before the referendum. Depending on negotiations, the UK is expected
to leave the EU by the summer of 2019.
In other parts of the world, China’s economic growth slowed during the year, but
later stabilized following further government stimulus. Central banks in Japan
and Europe continued lowering interest rates to negative values, intending to
motivate more lending and investing.

Eye on the Year Ahead
As the year came to a close, the Fed raised
interest rates based on some favorable
economic news, particularly on the labor
front and expanding economic activity.
The Fed is expected to consider three more
rate increases during 2017. New economic policies promoted by President-elect

5

JANUARY 2017

Donald Trump during his first year in
office will likely impact the economy
and equities markets, both domestically and abroad. Will stock prices, which
rose dramatically in the weeks following
the election, continue their bull run in

INVESTMENT INSIGHTS {as of 12/31/16}

From iCapital Investment Committee Chief
Market Strategist, Dr. Ahmad Etebari

The best word to describe financial markets
in 2016 is volatility. The year began with
taper tantrums, as markets sold off aggressively in the wake of the first rate hike
since the Great Recession. Just as things
seemed to be getting back on track, the
surprise results of the Brexit vote brought
volatility back into the markets, although
the panic quickly subsided. Perhaps the
biggest surprise of all was the U.S. presidential election result, which has caused
dramatic swings in both U.S. bond and
equity markets. Equity markets soared
in the final stages of 2016, with the Dow,
S&P and NASDAQ all reaching historic
highs for the first time in 17 years, while
the bond market, which had been performing relatively well, tumbled as Treasury yields rose at an alarming rate. There
are many question marks facing financial markets in 2017, but expectations of
improved global economic growth next
year should help boost morale for investors.
Markets Rally on Trumped
up Expectations
Before the US presidential election, many
market pundits saw a Clinton victory
already priced into the markets. The unex-

2017? Will oil prices reach $60 per barrel
as OPEC attempts to curb production?
Will the dollar remain strong, impacting
import and export prices? Next year may
ultimately prove to be as eventful as 2016.

pected result of a Trump victory initially
caused a large sell-off and sharp spike in
volatility, but equities began to rally shortly
thereafter. In fact, most stock indexes were
hitting all-time highs on a daily basis, as
investors focused more on the perceived
benefits of Trump’s future pro-business
policies, such as tax cuts, reduced regulation, and massive infrastructure spending. The market rally was also supported
by the underlying economic data that
continue to show improvements in key
areas. The labor market is tightening, as
unemployment falls and wages are outpacing inflation, which is giving consumers
greater purchasing power and supporting
consumer spending. The housing market
is also helping to drive economic growth
with high levels of new homes being sold,
although prices are still relatively subdued
and the rate lift may pull some buyers off
of the sidelines. General appreciation in
prices of commodities and resource, particularly oil, is also bringing some stability
to the mining and energy sectors, helping to support further economic growth.
The Wait is Over as the Fed Lifts Rates
At its final meeting of 2016, the Federal
Reserve decided that it was time to lift
interest rates for the second time since the
Great Recession, raising the bench-mark
interest rate by 0.25%. This rate hike was
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widely expected, as economic reports had
shown continued improvements in the
labor market PCE inflation moving toward
the 2% benchmark set by the Fed. The
Fed’s outlook on inflation has been raised
in the wake of Trump’s election, as many
of his campaign promises, if implemented,
threaten to push up on inflation. The Fed’s
outlook for interest rates has also risen,
with median projections suggesting three
more rate hikes in 2017, up from the prior
expectations of two increases. The pace of
rate hikes, though, is expected to remain
gradual and supportive of the economy,
with a benchmark interest rate projected to be below 2% through at least 2018.
Could Monetary Policy
Cede to Fiscal Policy?
For quite a while the Fed and its monetary policy decisions seemed to be the
lone entity driving markets and economic growth, but we may finally see support
from the government in the form of fiscal
policy as monetary policy is proving to be
less effective. The change in policy may
be coming from President-elect Trump as
he has announced his intention to invest
$1 trillion into America’s infrastructure,
targeting new roads, bridges, and airports,
which should help drive some economic
growth, although there are fears over how
his plan will be funded and whether or
not it will pass through Congress. Trump
also wants to implement a new tax plan
that would slash taxes for most Americans, which would give consumers more
money to spend and invest, again supporting economic growth. These fiscal policies
could be the jump start the US economy
needs and help shift markets away from
being reliant entirely on the Fed’s decisions. It is important to remember that

these plans would still need to pass through
Congress (which is never an easy task) and
there is no way of knowing exactly how
effective they would be. Regardless, the
shift towards fiscal policy as opposed to
monetary policy should be beneficial to
the US economy and to investors as well.
Rising Rates are a Headwind
for Fixed Income Assets
The normalization of interest rates generally suggests that the US economy is
becoming healthier, but there is some
downside associated with rising interest
rates, particularly in the fixed income market. Since the election and the rate hike by
the Fed, yields on 10-year US Treasuries
have risen at an aggressive pace in response
to higher inflation expectations, forcing
investors to re-assess their allocation within
the fixed-income sector. Given a rising
interest rate environment, it would make
sense to tilt the portfolio towards holding
shorter-term securities as these securities
are less price-sensitive to a change in the
rates. It would also make sense to increase
exposure to the high yield sector, particularly in the recovering mining and energy
industries, as improving economic and
credit conditions tend to help these bonds
outperform other fixed income assets. For
the coming year, we are likely to see and
further interest rates increases in the coming year to be modest, capped especially by
low global rates and a strong U.S. dollar.
Corporate Earnings are Rebounding
Corporate earnings were an area of concern earlier in 2016, as they remained weak
while equity prices continued to rise, but
that trend appears to be changing as corporate earnings are beginning to show signs
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of recovery. In fact, estimates for S&P
500 earnings are projecting year-over-year
growth for the fourth quarter of 2016. If
these estimates are met, corporate earnings will have grown year-over-year for
two consecutive quarters for the first time
since the first quarter of 2015. Currently, downward revisions of fourth-quarter
estimates, from companies and analysts

has pushed the value of the dollar higher, benefiting U.S. consumers as imported goods become cheaper to purchase. A
stronger US dollar is also likely to benefit
companies that operate primarily within the US, typically small and mid-cap
companies. However, a stronger dollar
will negatively impact US manufacturers
and exporters as their goods become more

“While markets went on
a tear to end 2016, there
are still many unknowns
surrounding financial
markets heading into 2017.”
alike, are below historical norms, which
bode well for earnings growth moving into
2017. Recent recovery of oil and natural gas prices is also helping reduce the
drag of the energy sector on corporate
earnings. Corporate tax reform, which if
implemented, would also provide upward
momentum to earnings in the future.
A Strong Dollar is a DoubleEdged Sword
One of the other impacts of the Fed’s decision to raise interest rates is the strengthening of the U.S. dollar. At a time when
many other central banks around the world
are cutting interest rates and maintaining
loose monetary policy, the U.S. is beginning to tighten its monetary policy. This

expensive in foreign markets and thus
more difficult to sell. A stronger dollar
could also hamstring the current recovery
in commodity prices. Most commodities
are priced in US dollars, so a rising dollar will push down on commodity prices,
hampering the mining and energy industries. Going forward, the dollar is likely
to remain strong, but further gains will
likely be gradual and limited given the
current state of trade and world economy.
Emerging Markets: Undervalued
or Further to Fall?
Emerging markets have been downtrodden for quite some time, and are now being
viewed as “undervalued” by many market
pundits as they have extremely cheap valua-
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tions along with depressed currency values.
Long term, these markets offer exposure to
more robust economic growth and better
demographics than are available in developed markets. However, short term these
markets face several headwinds, many of
which hinge on the strength of the US dollar. A bullish US dollar would increase the
burden of dollar-denominated debt already
issued by emerging economies. High levels
of uncertainty surrounding geopolitics and
the potential rollout of U.S. trade renegotiations also present major risks to these
markets. Rising commodity prices should
help support emerging economies, as many
are reliant on their exportation. Oil and
gas producing countries have recently seen
some stability in the oil price caused primarily by the oil supply cuts agreed upon
in theory by OPEC and a few non-OPEC
members. However, even if these countries
cut production as promised, further gains
in the price of oil will likely be limited, as
U.S. production should ramp back up as
prices rise, essentially capping the possible
gains. A stronger dollar would also push
down on commodity prices as well, further
limiting potential gains. While foreign
markets may be attractive on a valuation
basis, it will be imperative for investors to
account for geopolitical events that could
shake up current economic relationships.
2017: The Great Unknown
While markets went on a tear to end 2016,
there are still many unknowns surrounding financial markets heading into 2017. A
lot of the question marks about the year
ahead surround President-elect Trump

and his policies. During his campaign Mr.
Trump made many promises, and while it
is unlikely all of them are implemented,
some of his rhetoric, specifically on trade
deals, could increase volatility in financial markets. The latest rate hike by the
Fed has also opened the door for questions
about inflation, the pace at which rates will
rise, and the effects a tightening monetary
policy will have on an already strong U.S.
dollar and the world economy. Overseas,
political divisions and divergent economic
fortunes within Europe continue to raise
questions about the sustainability of the
currency bloc and the trade union. There
are also questions about China’s ability to
deal with its debt overhang and currency
devaluation as capital continues to flow
out of the country. These questions, plus
others not mentioned here, will be with us
going forward and bear watching in 2017.
Given the market’s euphoric year-end
rally, it is important for investors to avoid
falling into a sense of undue complacency,
and to expect surprises going forward. In
2017, the market is likely to grind higher,
but the road will be a rocky one and not
without pitfalls. The election of Mr. Trump
in particular has widened the potential
range of outcomes in financial markets,
as nobody really knows what policies he
will be able to enact and how they will
be implemented. Given the unknowns, it
would be prudent to stay fully invested, and
remain disciplined and diversified across all
asset classes. Diversification is a time-honored, cost-free way of dealing with surprises and mitigating the portfolio risk.
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DATA SOURCES
Data sources: Economic: Based on data from U.S. Bureau of Labor Statistics (unemployment, inflation); U.S. Department of Commerce (GDP, corporate profits, retail sales,
housing); S&P/Case-Shiller 20-City Composite Index (home prices); Institute for Supply
Management (manufacturing/services). Performance: Based on data reported in WSJ Market Data Center (indexes); U.S. Treasury (Treasury yields); U.S. Energy Information Administration/Bloomberg.com Market Data (oil spot price, WTI Cushing, OK); www.goldprice.
org (spot gold/silver); Oanda/FX Street (currency exchange rates). All information is based
on sources deemed reliable, but no warranty or guarantee is made as to its accuracy or
completeness. Neither the information nor any opinion expressed herein constitutes a solicitation for the purchase or sale of any securities, and should not be relied on as financial
advice. Past performance is no guarantee of future results. All investing involves risk, including the potential loss of principal, and there can be no guarantee that any investing strategy
will be successful.
The Dow Jones Industrial Average (DJIA) is a price-weighted index composed of 30 widely
traded blue-chip U.S. common stocks. The S&P 500 is a market-cap weighted index composed of the common stocks of 500 leading companies in leading industries of the U.S.
economy. The NASDAQ Composite Index is a market-value weighted index of all common
stocks listed on the NASDAQ stock exchange. The Russell 2000 is a market-cap weighted index composed of 2,000 U.S. small-cap common stocks. The Global Dow is an equally
weighted index of 150 widely traded blue-chip common stocks worldwide. Market indices
listed are unmanaged and are not available for direct investment.
IMPORTANT DISCLOSURES
iCapital, LLC does not provide tax or legal advice. The information presented here is not
specific to any individual’s personal circumstances. To the extent that this material concerns
tax matters, it is not intended or written to be used, and cannot be used, by a taxpayer for
the purpose of avoiding penalties that may be imposed by law. Each taxpayer should seek
independent advice from a tax professional based on his or her individual circumstances. These materials are provided for general information and educational purposes based
upon publicly available information from sources believed to be reliable—we cannot assure
the accuracy or completeness of these materials. The information in these materials may
change at any time and without notice.
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