
those levels by the end of the year? If so, 
did you act accordingly? If not, did you 
have the discipline to remain invested 
despite dramatic volatility?

For our part, we did call for a +10% year 
for stocks, but that’s because we always do. 
Why? Because 10% has been the 30-year 
average return for the S&P 500, and it 
seems a benign guess when we are asked 
each January. Our calls for a modestly 
improving economy were solid enough, 
but most of the headwinds and uncertainty 
we saw and continue to see have largely 
been dismissed. 

The key for investment success in 2016 
was discipline.  If you didn’t have one, or 
didn’t adhere to it, your goose was likely 
cooked.  We heard from several clients 
at the beginning of last year that 2016 
would be a “dead money” year, at best, 
for stocks.  Bonds would fall as the Fed 
raised rates.  Some called for us to sell 
everything after Brexit while even more 
called to sell prior to Election Day.  All 
who called had good reasons and sound 
arguments.  The problem was and is that 
sound arguments have nothing to do with 
short-term stock prices.  

Our steady clear discipline of being as 
fully invested as we can through all types 
of markets leaves us in the best stead 

Uncertainty is an uncomfortable 
position. But certainty is an absurd 
one.  - Voltaire
2016 was a doozey of a year!  But 
despite bitter political divides, terrorist 
and cyber-attacks, the Brexit, Syria, 
natural disasters, and who-knows-where- 
to-stop-a-list-like-this, stocks fared pretty 
well.  The S&P 500 produced a total return 
of +12.0% and the Russell 1000 Growth 
index was +7.1%. Amid a powerful 
uptrend like the one we’ve enjoyed, it’s 
easy to forget that we started 2016 with 
a very ugly January.  Stocks corrected 
immediately to start the year based largely 
on the promise (or threat?) of four interest-
rate hikes from the Federal Reserve.  That 
didn’t happen, but the mere prospect of 
higher interest rates did the trick.  Market 
lows were made on January 20th for the 
Dow Jones Industrial Average at 15,451 
and on February 11th for the S&P 500 at 
1,810.  On the last trading day of the year, 
the indices closed at 19,763 and 2,239, 
respectively.  The largest part of the rally 
came in the last two months of the year, 
after the election.   

How much of 2016 went as you thought it 
would?  Did you predict a Trump victory, 
an improving economy, and a double-digit 
year for stocks?  In mid-February, when 
the S&P 500 was making its lows for the 
year, did you expect a 24% increase from 
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over time. If a smaller exposure to stocks 
is appropriate for certain clients, so be 
it.  But money that is invested in stocks 
has to be invested dispassionately, after a 
great deal of research, and for a relatively 
long period of time. This is how and when 
most good investment managers provide 
real value.  This is another way of saying 
that it’s simply not possible to time the 
markets with any degree of consistency  
or precision.  

Hope Springs Eternal
The hour of Fed policy normalization is 
finally at hand.  Or is it?  Several times 
during the course of the economic 
recovery the markets have been jolted by 
the prospect of Fed interest-rate hikes only 
to see the central bank reverse course as 
the markets swooned.  This time, investors 
are not only not selling but they’re buying!  
What gives?

The current bull narrative is that easy 
monetary policy, so long the lifeblood for 
the bull market, will be rapidly and fully 
supplanted by the heretofore missing 
ingredient: fiscal stimulus. Indeed, 
president-elect Trump’s promises of 
lower taxes, infrastructure spending, and 
reduced regulation served as the sugar 
plums dancing in investors’ heads for most 
of the holiday season.  But if near-zero 
interest rates for almost eight years were 
insufficient to prime the economic pump, 
will fiscal stimulus be able to do so?

Our concern (and we’re ALWAYS 
concerned about something) is that 
investing in the Trump era has introduced 
a number of new variables that, for now, are 

being largely ignored.  Questions abound, 
but the answers still seem a long way off.  
Are Trump’s proposed fiscal-stimulus 
initiatives supportive of economic growth?  
The answer is probably yes.  But there are 
many additional issues to consider.  Can 
he get the measures through a Republican 
Congress worried about deficits?  Will the 
stimulus initiatives be powerful enough 
to offset the removal of eight years of 
ultra-low interest rates?   How long will 
the initiatives take to work?  And perhaps 
most importantly, what will be the side 
effects of Trump’s proposed policies?  

From where we sit, there are likely to 
be some powerful headwinds created as 
the baton is passed from monetary to 
fiscal stimulus.  These headwinds include 
rising budget deficits, higher inflation 
and interest rates, a stronger dollar, larger 
trade deficits, and an increase in energy 
prices.  Any and all of these factors could 
inhibit the pace of economic growth we 
can expect.  

The primary dilemma is that the Fed’s 
actions have effectively pulled forward 
future demand, future economic growth 
and future investment returns.  In other 
words, we have been enjoying tomorrow’s 

prosperity.  For the third time in the past 20 
years, the Fed has, in dramatic fashion, used 
the only lever it has - low interest rates – to 
influence consumer, business and investor 
behavior.  This was a conscious decision by 
a central bank intent on avoiding a harsh, 
deep recession at the expense of a long, 
protracted period of sub-par economic 
growth.  Some believe it would have been 
easier to “rip off the Band-Aid,” wring out 
the economy’s excesses (bad debt), and 
wipe clean the slate.  Instead, economic 
growth will continue to disappoint those 
with lofty expectations as debt levels 
remain elevated, savings rates continue 
to rise, and investment returns become  
more challenging.  

2017
Stocks opened the year near all-time highs, 
and the economic data are improving 
somewhat.   As noted, we look for continued 
moderate growth this year as stimulative 
actions by the federal government will 
take months, if not years, to agree upon 
and put into place.  We agree that many of 
the proposed policies could help accelerate 
economic growth to the 3-4% range - but 
this won’t happen immediately. If we do 

The primary dilemma is that the Fed’s 
actions have effectively pulled forward future 
demand, future economic growth and future 
investment returns.  In other words, we have 
been enjoying tomorrow’s prosperity.
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get to that level of economic growth in 
2017, it will more likely be attributable 
to animal spirits and their effect on 
confidence and investment. Ultimately, 
though, the aforementioned fallout  
from monetary policy normalization 
is likely to put a ceiling on economic 
growth, notwithstanding any hard-fought 
legislative victories on Capitol Hill for 
fiscal stimulus.  

Dow 20,000
For all the talk about Dow 20,000, 
there are a couple other interesting 
milestones taking place right now.  We 
are all well aware that the S&P 500, the 
most commonly used index to track US 
stock prices, is well into record territory 
following the dramatic swoon during 
the Financial Crisis.  In fact, the index 
is now sitting some 45% above its pre-
crisis high set on October 9, 2007.  Since 
1990, the S&P 500 is up nearly six-fold, 
which corresponds to a compound annual 
growth rate of about 7.4% (not including 
dividends).  The recovery in housing, 
on the other hand, has been far slower 
to develop.  One index of home prices, 
the S&P CoreLogic Case-Shiller US 
National Home Price index, is just now 
entering record territory, surpassing the 
previous high set prior to the Financial 
Crisis.  Home prices are up 140% since 
1990 for a compound annual growth rate 
of about 3.3%.  It’s pretty remarkable that 
the housing market has already erased 
the dramatic losses sustained when the 
housing bubble burst.  If you consider how 
low mortgage rates had to go to achieve 
these new highs, though, it’s really not 
that surprising.  

Index, or CPI.  The chart with the 
orange line shows that inflation-adjusted 
stock prices have just recently surpassed 
the prior record set in mid-2000.  We 
also found that the inflation-adjusted 
compound annual growth rate in the S&P 
500 has been only about 4.8% since 1990 

We thought it would also be interesting 
to gauge where stock and housing 
prices currently stand after adjusting for 
inflation.  We found that our analysis 
produced another noteworthy milestone.  
In the charts below, we deflated housing 
and stock prices by the Consumer Price 

Sources: S&P CoreLogic Case-Shiller US National Home Price Index, Bureau of Labor Statistics.

Source: Standard & Poor’s, US Bureau of Labor Statistics, Bureau of Labor Statistics.
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- far below the 7.4% rate prior to adjusting  
for inflation.  

As for housing prices, they remain well 
below the pre-crisis peak after adjusting 
for inflation and have grown at an 
inflation-adjusted CAGR of just 0.9% 
since 1990.  Depending on where you live, 
of course, the housing data could suggest 
that residential real estate remains a pretty 
attractive investment.     

Low Interest Rates and 
Earnings Remain Key
We’ve been critical of Fed monetary policy, 
in part, for its propensity to artificially 
inflate asset prices.   It remains to be seen 
whether asset prices will adjust lower now 
that the process of policy normalization 
has begun.  However, taking a long-term 
view of asset prices and adjusting for 
inflation, as we have done in the analysis 
above, suggests that prices may not be 
nearly as frothy as they were during the 
dot com and housing bubbles.  For stocks, 
it has taken over 16 years to return to 
the inflation-adjusted highs from the 

year 2000. For housing, prices remain 
well below the bubble-year highs on an 
inflation-adjusted basis.  

Is this the correct way to gauge asset 
prices? Yes and no. Inflation-adjusted 
growth of less than 1% does not seem 
excessive for housing prices.  After all, land 
is not an unlimited resource, especially in 
choice locations. As for stocks, though, 
simply adjusting for inflation may be 
inadequate. Stock prices need to be 
compared to underlying earnings power 
in order to get useful valuation metrics.  
Earnings growth has been very weak over 
the past three years, and so the increases 
in stock prices we’ve seen reflect P/E 
multiple expansion rather than earnings 
growth. As such, stock prices may now 
be reflecting the expectation of higher 
earnings growth in the future. With 
earnings season right around the corner, 
we will see if outcomes reflect some of the 
more bullish projections.  But if earnings 
growth does not materialize, then interest 
rates are unlikely to rise meaningfully.  
Which brings us back to where we 
started: the current level of stock prices 

is much more defensible if interest rates  
remain depressed.   

Finally, we leave you with a little Inside 
Baseball.  One investment opportunity 
that we identified early in the year was 
the bank stocks.  Although we certainly 
were not predicting the Trump victory on 
November 8 or the sharp spike in interest 
rates that followed, we did determine that 
bank stocks were highly attractive from a 
risk/reward standpoint.  Valuations were 
very cheap from an historical perspective; 
balance sheets had improved dramatically; 
interest rates had started moving in the 
right direction (higher); dividends were 
attractive and growing; and perhaps most 
importantly, the bank stocks should offer 
some portfolio insurance and serve as a 
hedge against Fed-induced increases in 
interest rates.  

Our commitments to bank stocks in 
2016 worked out well for clients, and we 
continue to position the portfolio to take 
advantage of future opportunities and 
reap the rewards of past decisions.  Not all 
of the decisions wrought rewards, so we 
always try to recognize and eliminate our 
mistakes quickly.  The sun has been shining 
on US stocks for nearly eight years, and it 
may continue to shine.  We hope so.  Our 
approach for clients is to construct portfolios 
that can both enjoy and endure whatever 
market conditions ensue.  Through sunshine 
and maelstrom, we will keep a steady hand.  
Please review your plan with us if you have 
any questions or concerns.  

However, taking a long-term view of asset 
prices and adjusting for inflation, as we have 
done in the analysis above, suggests that prices 
may not be nearly as frothy as they were during 
the dot com and housing bubbles.


