PERSONAL FINANCIAL MANAGEMENT

PERSPECTIVES
“It ain’t what you don’t know that gets you
into trouble. It’s what you know for sure
that just ain’t so.”

The Year in Review

-Mark Twain

Surprise /sə(r)ˈprīz/ – An unexpected or astonishing event, fact, or thing. 2016 was a year of surprises from start to
finish. It will likely be remembered for providing the worst start to a year in the history of global stock markets, for the
passage of a U.K. referendum to leave the European Union (i.e. Brexit), and for the election of Donald Trump as
President of the United States. A theme that stood out perhaps this year more than most was how completely wrong
expert predictions can be. Statistically, expert analysts tend to be right 47% of the time when they make 1-year
predictions. (They have an even lower 7% accuracy rate for predictions that look out 2 years.) However, in 2016 it
seemed that economic and political experts were wrong all of the time. Studying the reaction in financial markets to the
surprises that resulted from these failed predictions provides interesting insight into human emotion. Likewise, it affirms
a strategic investment approach that looks beyond short-term predictions.
Jumping to Economic Conclusions
At the beginning of 2016, it became very clear that China’s rate of growth had slowed down from its meteoric level of
9% to something more like 6%. While 6% growth is amazingly high compared to developed markets, some forecasters
suggested that slower growth in China could still derail the fragile economic recovery across the rest of the world and
lead to a global recession. Pressure was felt across the globe, and global stock markets dropped 11% in just 39 days,
literally providing the worst start of any calendar year in history. However, this attention-grabbing headline proves to be
a bit dramatic when placed in context. Corrections of 10% or more are actually quite common, but simply have not
often occurred at the start of a year.
At any given time, it is fairly easy to find someone forecasting the “next 2008” or a “major market crash.” (This is a great
way to generate website clicks or newsletter subscribers.) In anxious environments, negative views such as these gain
incredible media attention. Last January was no exception. After the market’s fall, we recall one widely publicized article
from an analyst at a prominent investment firm that recommended selling everything except for high quality bonds in
anticipation of further stock market declines. The recommendation was made in mid January, just a few weeks before
February’s bottom. (We had more than a few
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Poll Fail #1: Brexit
In the lead-up to the U.K.’s referendum on European Union membership, polls widely indicated that the U.K. would vote
to remain in the E.U. With confidence in these predictions, markets largely ignored the looming vote. As results came
in, however, it became apparent that the polls were wrong. Following the U.K.’s unexpected vote to leave the E.U.,
stocks around the world sold off sharply, with the British pound and smaller U.K. stocks faring the worst. Many large
banks warned that these events would lead to an imminent recession in the U.K and suggested that this recession might
even spread globally.
Markets quickly settled down as it became clear that departure from the E.U. would be slow and methodical and that
other countries would simply strike new trade agreements so that they could continue doing business with the U.K. It
has not been well publicized, but many of the large banks that issued recession warnings have since walked them back
(though due to the dynamic nature of the situation, it may be premature to draw any conclusions). Stock markets
outside of the U.K. began their recovery within a few days and have gone on to reach record highs. Similar to the China
-driven sell-off earlier in the year, the emotional overreaction of sellers provided a buying opportunity for those willing to
remain focused on the longer term.
Poll Fail #2: Trump
The lead-up to U.S. elections was similar to that of the U.K. referendum.
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Although the polling errors made in Brexit and the U.S. election similarly
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*Predicted numbers do not sum to 538 due to additional candidates, Source: fivethrityeight.com
following the election’s surprise was quite different. Most experts
believed that U.S. financial markets would respond negatively if Trump were to win due to uncertainties around how he
might govern. In reality though, forecasters proved to be wrong yet again. U.S. stock markets reacted very positively to
Trump’s victory on hopes that an outsider might shake things up in Washington and return the United States to a more
prosperous path.
The 2016 election’s outcome demonstrates the incredible difficulty of positioning a portfolio in anticipation of future
events. It is hard to correctly predict an event; and it is entirely impossible to correctly predict the markets’ reaction to

that event.
It is important to note that many markets did respond negatively to the election, including U.S. bond markets and nonU.S. stock markets. Here we focus on the outcome in U.S. stock markets simply because the results were so contrary
to what forecasters expected.
2016 Year in Review – What Worked, What Didn’t
Even with surprises along the way, 2016 ended up being a positive year in global stock markets due to improving
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economic expectations, although the level of return varied widely
amongst categories, especially after the U.S. election. U.S.
stocks ended the year reaching new highs, whereas the rest of
the world pulled back, which muted stronger returns from earlier in
the year.
A notable aspect was strong performance from the majority of the
growth-oriented categories that Paracle emphasizes for the return
benefits they tend to provide over time. This was a nice turn of
events, since higher growth categories have not provided a great
deal of return benefit over the last several years, given global
investors’ favor of safe haven U.S. large companies.

Asset Category

2016

U.S. Large Stocks

12.1%

U.S. Midsized Stocks

13.8%

U.S. Small Stocks

21.3%

Foreign Developed Large Stocks

1.0%

Foreign Small Stocks

2.2%

Foreign Emerging Large Stocks
Global Real Estate

11.2%
4.8%

Source: Morningstar

Small stocks and foreign emerging stocks outpaced their larger and developed market peers. It is encouraging to see
these results materialize, as these categories have struggled over the past few years to provide returns close to their
historical averages. Foreign small stocks did not post as strong performance as other growth categories, but
nonetheless beat their larger counterparts. Headwinds such as a strengthening dollar and poor performance from
smaller U.K. companies following the Brexit vote contributed to this result.
With much uncertainty in Europe, foreign large companies barely squeaked out a positive return. However, this had little
impact on performance since Paracle has a relatively low strategic allocation to foreign large companies in our portfolios.
This is the fourth consecutive year that U.S. stocks have outperformed foreign developed stocks. When this dynamic
turns, it will present a headwind to performance relative to the global benchmark. However, it is important to note that
our portfolios are designed for a good long-term outcome for the families that we serve, not for what happens from one
year to the next.
Investors have become accustomed to very little bond market
volatility over the last decade. Bonds do indeed turn down at times,
Asset Category
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however, and the level of the bond market’s decline after the
Intermediate Term Tax-Exempt Bonds
-0.4%
election was well within longer term historical norms. Nonetheless,
Short Term Taxable Bonds
1.3%
even small bond movements feel disturbing since bonds are intended
Intermediate Term Taxable Bonds
2.7%
to serve as safe ballast in portfolios. In a recent call, one global
Source: Morningstar
market strategist quipped that a bear market in stocks is a akin to a
grizzly, while a bear market in bonds is more like a koala. It is important to observe that even an unsettled bond market

is usually safer than an average stock market environment.
Although bonds provided lower returns in 2016 than in years
past, our strategic positioning in intermediate bonds worked
out well. Shorter term bonds held up better in the aftermath
of the election, but the greater yields that intermediate
bonds delivered throughout the year caused them to end the
year with a higher overall return. On the other side of the

2016 Bond Returns
14%
12%
10%
8%
6%
4%
2%
0%
-2%
-4%
-6%
Short Term Bonds

Intermediate Term Bonds

Pre-Election

PERSONAL FINANCIAL MANAGEMENT

paracle.com

Long Term Bonds

Post-Election

7900 SE 28th Street—Suite 204 | Mercer Island, Washington 98040
EMAIL info@paracle.com | MAIN 206.466.6200 | FAX 888.855.4887

PERSPECTIVES

The Year in Review (cont.)

maturity spectrum, long term bonds demonstrated their tendency toward volatility by losing more than twice the value of
intermediate bonds following the election.
We continue to believe that intermediate term bonds offer the best tradeoff between yield and downside risk. As part of
our normal investment category review cycle, Paracle’s investment team is reviewing our bond portfolio in the first
quarter of 2017 to confirm our positioning and the strategies we are utilizing. We will of course be in touch if we
determine that any strategic changes are desirable. Additionally, we always welcome questions from anyone with
specific concerns.

Asset Category

2016

Hedge Funds

2.3%

Bank Loans

10.2%

High Yield Bonds

17.1%

Emerging Market Bonds

9.9%

Commodities

11.8%

Source: Morningstar

Non-traditional investments are intended to provide diversification from
U.S. stock and bond exposure. However, since unsettled global
investors have largely considered U.S. stocks and bonds a safe haven
over the last many years, non-traditional categories have performed
less well and have proven to be a trying asset class to own. In a
welcome turn, 2016 provided a change of direction. The budding
global economic recovery has provided a rebound in oil prices that
aided commodities as well as strategic fixed income categories such
as high yield bonds and emerging market bonds.

Looking Toward 2017
As in any environment, each day brings new developments. Looking overseas, much remains to be seen with regard to
the effects of China’s slowdown, the details of the U.K.s exit from the E.U., as well as whether other E.U. member
countries will attempt to follow suit. Here at home, it is likely that the Federal Reserve will continue raising interest
rates, and the Trump Administration’s policies will unfold over the coming months. Any surprises have the potential to
unsettle investors at times, and financial markets may exhibit volatility as these issues are digested.
Although some things may seem clearer than others, the lesson of 2016 teaches that trying to gain from predictions is
difficult if not impossible. In light of this, we will continue to pursue a long-term strategic focus, while also taking
advantage of market driven near-term opportunities to harvest tax losses and rebalance portfolios. Markets can cycle
around predictively and emotionally in the short run, but they eventually come back to rationality.
Indices:
Global Stocks: U.S. Stocks—Russell 3000, U.S. Large Stocks—Russell 1000, U.S. Midsized Stocks—Russell Mid Cap, U.S. Small Stocks—Russell 2000, Foreign
Developed Large Stocks—MSCI EAFE, Foreign Developed Small Stocks—MSCI EAFE Small Cap, Emerging Market Stocks—MSCI Emerging Markets; Non-Traditional:
Emerging Market Bonds—JPM Emerging Market Bond Index, High Yield Bonds—Barclays U.S. Corporate High Yield, Bank Loans—S&P/LSTA Leveraged Loan,
Commodities—Bloomberg Commodity Index; Bonds: Intermediate Term Tax-Exempt Bonds—Bloomberg Barclays Municipal 5 Yr, Intermediate Term Taxable
Bonds—Bloomberg Barclays U.S. Aggregate, Short Term Bonds—Bloomberg Barclays U.S. Aggregate 1-3 Yr, Long Term Bonds—Bloomberg Barclays US Long Govt/
Credit
Disclosure:
Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of current opinions or positions.
Moreover, you should not assume that any discussion or information contained here serves as the receipt of, or as a substitute for, personalized investment advice
from Paracle Advisors, LLC. 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. Paracle Advisors, LLC is neither a law firm nor a certified public
accounting firm and no portion of this content should be construed as legal or accounting advice. A copy of the Paracle Advisors, LLC’s current written disclosure
statement discussing our advisory services and fees is available upon request. Paracle Advisors is an investment advisor registered with the Securities and Exchange
Commission.
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