
Q4 2016

 The fourth quarter of 2016 was certainly a wild one, capping off what turned out to be a good 
year overall for investments.  Looking back on 2016 there were three major market-moving events: 

 Global stocks performed well this year, with U.S. stocks leading the gains again in 2016. 
Large-cap stocks (S&P 500 Index) gained 11.96% and Small-cap stocks (Russell 2000 Index) 
surged 21.31%. This is the third time in stock market history that the S&P 500 had eight straight 
years of gains.  It has never had positive returns for nine years in a row.  Does that mean 2017 will 
be a down year for the S&P 500 and U.S. stocks?  It does not seem that way today.  This disparity 
between extended bull market statistics (coming off a significant, deep, Great Recession) and today’s 
seemingly favorable economic fundamentals only highlights further the need for a diversified portfolio 
approach to investing.  

 Emerging-market stocks (MSCI Emerging Markets Index) also had a good year, gaining 
11.19% for the year. The strengthening of the U.S. Dollar throughout the year hurt the International 
Developed equity category (MSCI EAFE), which was the worst performing stock asset class with a 
1.00% return for the year.

• The unexpected devaluation of the Chinese Yuan and fears about Chinese debt, 
combined the with continued falling oil prices and weak Q4 corporate earnings, spooked the 
markets and contributed to a 10% drop in the S&P 500 during the first 20 days of the year
• The British Brexit vote, which briefly spooked the global markets and ended up 
weakening the British pound to the tune of a 16% decline for the year [1]

• The U.S. Presidential election, which caused a brief sell-off, and then led to a big surge 
in the U.S. domestic equity markets

 There were a few reversals in market trends and analysts’ perspectives throughout the year, 
with oil reversing its two-year slide, and doubling in price from its February lows.  This was also 
reflected in the broader commodity index (Bloomberg Commodity Index) which returned 11.77% for 
the year.  Similarly, value stocks came back in to favor, outperforming growth stocks for the first time 
in several years, with the S&P 500 Value Index beating the S&P 500 Growth Index 17.40% to 6.89%



 The fixed income category began the year with strong results, as the 10-year Treasury yield 
dropped to a low of 1.37% in July, but as interest rates rose during the second half of the year, Core 
Bonds and Treasuries fell dramatically, with the Barclays Aggregate Bond Index returning 2.65% for 
the year, and the Barclays Government Bond Index finishing up only 1.05%.  On the other hand, High 
Yield Bonds had strong returns for the year with the Barclays Corporate High Yield Index returning 
17.13%.  This is yet another reason to diversify, even within the Fixed Income asset class.  One 
thing to understand about investing in bonds in a rising interest rate environment is that the prices of 
shorter duration and higher yield bonds drop less with increases in interest rates.  That is actually the 
definition of duration:  the price sensitivity of a bond to a 1% increase in interest rates.

 The “Market Quilt” illustration below is a constant reminder that asset classes go in and out of 
favor, and underscores the need for a diversified portfolio with a long term view.  Timing the market 
is simply too difficult.  The quilt demonstrates this year after year.  The 2015-2016 story is a classic 
example.    Coming into 2016 many investors were wanting to avoid the underperforming asset 
classes their portfolios – Commodities and International Emerging Markets.  Yet both of these asset 
classes had strong performance in 2016.  Furthermore, most of the good positive return came from 
short bursts in price.  Missing those upward price movements equated to missing the return for the 
year, or in case you could easily have lost money through buying late.

[1] Littman Gregory Advisor Intelligence, Year-End 2016 Investment Commentary, 1/6/2017.
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“HELPING PEOPLE DEFINE, BUILD, AND ENJOY PROSPEROUS LIVES.”

We will continue to watch all of these developments closely.

Finally, our quote for the quarter:

“What is most important of this grand experiment, the United States? Not the election of the 
first president but the election of its second president. The peaceful transition of power is what 
will separate this country from every other country in the world.” 
– George Washington

[2] http://www.pionline.com/article/20170118/ONLINE/170119846?AllowView=VDl3UXlKTzRDL3lCblIzQURleUhaRUt1ajAwVkErNVpIdz09&utm_campaign=smartbrief&utm_source=link-
bypass&utm_medium=affiliate 

Rising interest rates seem likely, with increased inflation possible.   Fed Chairwomen Janet Yellen 
recently was quoted as saying that, “The Federal Reserve intends to increase interest rates several 
times a year until they reach a sustainable rate of about 3% in 2019. A gradual increase makes sense 
now that inflation is on target and the US is near full employment.”[2]

There will likely be many changes in government spending, tax policy, and in the regulatory 
environment.  How these impact the overall economy and markets over the long term is nearly 
impossible to tell at this point.  No one knows.  In the short term the possibility of lower corporate 
taxes and repatriation of American corporate dollars held overseas could provide a meaningful 
stimulus.

Looking ahead into 2017 change seems the only certainty.

http://www.pionline.com/article/20170118/ONLINE/170119846?AllowView=VDl3UXlKTzRDL3lCblIzQURleUhaRUt1
http://www.pionline.com/article/20170118/ONLINE/170119846?AllowView=VDl3UXlKTzRDL3lCblIzQURleUhaRUt1


This commentary was prepared specifically for your wealth management advisor by Northwestern Mutual Wealth Management Company®. 
Northwestern Mutual is the marketing name for The Northwestern Mutual Life Insurance Company, Milwaukee, WI (NM) (life and disability insurance, 
annuities and life insurance with long-term care benefits) and its subsidiaries. Northwestern Mutual Wealth Management Company®, Milwaukee, WI, 
(investment management, trust services, and fee-based financial planning) subsidiary of NM, limited purpose federal savings bank. Northwestern Mutual 
Investment Services, LLC, (securities) subsidiary of NM, broker-dealer, registered investment adviser, member FINRA and SIPC.

The opinions expressed are those of Scott Sparks as of the date stated on this State of the Market update and are subject to change. There is no 
guarantee that any forecasts made will come to pass. This material does not constitute investment advice and is not intended as an endorsement of any 
specific investment or security. Please remember that all investments carry some level of risk, including the potential loss of principal invested. Indexes 
and/or benchmarks are unmanaged and cannot be invested in directly. Returns represent past performance, are not a guarantee of future performance 
and are not indicative of any specific investment. Diversification and strategic asset allocation do not assure profit or protect against loss. Although 
stocks have historically outperformed bonds, they also have historically been more volatile. 

With fixed income securities and bonds, when interest rates rise, the price of the assets you own declines, which could negatively affect overall 
performance. Bond prices correlate inversely with interest rates and this effect is usually more pronounced for longer-term bonds making their prices 
more volatile. At maturity, the issuer of the bond is obligated to return the principal (original investment) to the investor. Bond funds (mutual funds and 
ETFs) continuously replace the bonds they hold as they mature and thus do not usually have maturity dates, and are not obligated to return principal. 
Bond investors should carefully consider risks such as interest rate risk, credit risk, liquidity risk, securities lending risk, repurchase and reverse 
repurchase transaction risk. Currently, interest rates are at unprecedented historically low levels. A significant rise in interest rates in a short period of 
time would cause losses in the market value of any bonds or bond funds that you own.

The S&P 500 Index is a capitalization-weighted index of 500 stocks. The S&P 500 Index is designed to measure performance of the broad domestic 
economy through changes in the aggregate market value of 500 stocks representing all major industries.  

The S&P 500 Growth Index is a market-capitalization-weighted index developed by Standard and Poor’s consisting of those stocks within the S&P 500 
Index that exhibit strong growth characteristics. 

The S&P 500/Citigroup Growth Index is a numerical ranking system based on three growth factors and four value factors to determine the constituents 
and their weightings. 

The S&P 500 Value Index is a market-capitalization-weighted index developed by Standard and Poor’s consisting of those stocks within the S&P 500 
Index that exhibit strong value characteristics. The S&P 500/Citigroup Value Index uses a numerical ranking system based on four value factors and 
three growth factors to determine the constituents and their weightings. 

The Russell 2000 index is an index measuring the performance approximately 2,000 small-cap companies in the Russell 3000 Index, which is made up 
of 3,000 of the biggest U.S. stocks. The Russell 2000 serves as a benchmark for small-cap stocks in the United States. 

The S&P Mid Cap 400 Index, which is the most widely used index for mid-sized companies and covers approximately 7% of the U.S. equities market. 

The S&P Small Cap 600 Index, a market-value weighted index that consists of 600 small-cap U.S. stocks chosen for market size, liquidity and industry 
group representation. 

The Morgan Stanley Capital International Europe, Australasia, and Far East (MSCI EAFE) Index, which is composed of all the publicly traded stocks 
in developed non-U.S. markets. The MSCI EAFE Index consists of the following 22 developed market country indices: Australia, Austria, Belgium, 
Denmark, Finland, France, Germany, Greece, Hong Kong, Ireland, Israel, Italy, Japan, the Netherlands, New Zealand, Norway, Portugal, Singapore, 
Spain, Sweden, Switzerland and the United Kingdom. 

The MSCI Emerging Markets Index is a free float-adjusted market capitalization index that is designed to measure equity market performance of 
emerging markets. The MSCI Emerging Markets Index consists of the following 21 emerging market country indices: Brazil, Chile, China, Colombia, 
Czech Republic, Egypt, Hungary, India, Indonesia, Korea, Malaysia, Mexico, Morocco, Peru, Philippines, Poland, Russia, South Africa, Taiwan, Thailand 
and Turkey. 

The Bloomberg Commodity Index (BCOM), formerly the Dow Jones- UBS Commodity Index is a highly liquid, diversified and transparent benchmark for 
the global commodities market. It is calculated on an excess return basis and reflects commodity futures price movements. 

The Barclays U.S. Aggregate Bond Index, formerly the Lehman Brothers U.S. Aggregate Index, which is an index of the U.S. investment-grade fixed-rate 
bond market, including both government and corporate bonds. 

The Barclays Municipal Bond Index is an unmanaged index considered representative of the tax-exempt bond market. 

The Barclays Government Bond Index represents the portion of the Barclays US Aggregate Index that is US Treasury or Agency securities. Must have at 
least one year to final maturity regardless of call features and must have at least $250 million par amount outstanding.
 
The Barclays High Yield Bond Index represents the universe of fixed rate, non-investment grade debt. Eurobonds and debt issues from countries 
designated as emerging markets (e.g., Argentina, Brazil, Venezuela, etc.) are excluded but, Canadian and global bonds (SEC registered) of issuers in 
non-EMG countries are included. Original issue zeroes, step-up coupon structures, 144-As and pay-in-kind bonds (PIKs, as of October 1, 2009) are 
also included. The index includes corporate sectors. The corporate sectors are Industrial, Utility, and Finance, encompassing both US and non-US 
Corporations.
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