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2016 First Quarter Financial & Investment General Commentary 
 
This is the General Commentary for the 1st quarter of 2016 and covers information of general interest 
on Financial Services, Market Results, Economic & Market Conditions, Economic & Market Outlooks 
and current Portfolio Investment Management. The last page provides a list of index returns for each of 
the market’s major categories.   
 
You can access this and other timely articles on a variety of subjects through our website at 
www.stjohnfinancial.com on the page titled “Reports & Postings”.  As in the past, our sources of 
information are varied and vary from period to period. For this period, sources referred to include the 
Wall Street Journal, Investment News, Morningstar, Fidelity Investments, Bob Veres, and others. 
 
We have posted this report for future reference on our website. Go to www.stjohnfinancial.com then on 
the left hand side of the page click on Reports and Posting. Look for this report under Quarterly 
Commentary. 
 
INFORMATION OF GENERAL INTEREST 
A good read from Motley Fool: Is Today's Market More Volatile Than in the Past?  Here are the 
highlights. Compared to the 1950’s and 1960’s, the 2000’s were pretty wild day to day. That isn't 
surprising. Two bubbles burst, and high-frequency traders came into business and began rapidly trading 
faster than humans ever could. Daily volatility in recent years was nowhere near what it was during the 
Great Depression. And over the last five years it's actually lower than it was in the 1980’s. But today's 
daily market is a wild place compared to the three decades after World War II. No getting around that. 
The last five years were actually less volatile than we've seen for most of the last four decades. You 
think this year has been volatile? There was an eight-week period in 1980 when stocks fell 5% one 
week, fell 4% the next, fell 3% after that, then rose 3%, fell 2%, rose 2.6%, fell 3%, and surged 6%.  
 
The wild 2000’s had about the same volatility as the 1950’s and 1970’s. The last five years has actually 
been one of the least-volatile periods in history. 
 
The sum up: Only in the false tale told by nostalgia is there such a thing as a calm stock market. It's 
never existed. And it never will exist. We think part of the reason we believe the market was more 
tranquil in the past is because we know how past returns ended up. We know stocks did well in the 
1950’s and 1960’s, so we assume it must have been a calm, orderly time for investors. But it wasn't. 
There was a period in 1955 when the market fell 5% one month, rose 7% the next, fell 3% after that and 
then rose 5%. If this kind of madness happened today we'd blame high-frequency traders and take it as a 
sign that today's market is too risky to take seriously. But since we know in hindsight that stocks did 
well in the 1950’s, volatility is easy to overlook. 
 
The good news is that where today's market really is more volatile — hour to hour, day to day — is the 
kind of period long-term investors shouldn't pay much attention to anyways. For the periods we care 
about — year to year, decade to decade — it's same as it ever was. 
 
Important New Ruling 
Last week, the Department of Labor issued much-anticipated final rules that impose a fiduciary duty on 
financial advisors to the extent they recommend investments for their clients’ IRA accounts. These final 



 
 

   2 
 

rules represent a significant improvement over the proposed rules DOL issued last year, although some 
fundamental concerns remain to be worked out. 
 
What is a fiduciary standard? Basically, an advisor subject to a fiduciary standard must place the client’s 
interest ahead of their own and must always act in the client’s best interest. Violation of this standard 
can be cause for action by an aggrieved client. Those advisors not subject to a fiduciary duty generally 
follow a lesser suitability standard…was the advice or product you paid for “suitable”.  
 
We embrace and have practiced a fiduciary standard here at SJA for years and now the industry is 
reluctantly (in many cases) following suit. 
 
FINANCIAL PLANNING/FINANCIAL SERVICES  
We are experimenting with more interactive financial planning sessions for some of our clients 
beginning next month. The next generation of our primary financial planning software platform has 
added more interactive capabilities that will enable us to frame and layout your financial plan together in 
a single meeting. With this increased functionality we will seek to initiate client conversations that help 
add additional depth and quality to their financial plans. Misconceptions are challenged and ideas 
provided in areas such as concerns, longevity, loss tolerance and results. Our goal is to target the 
financial planning discussion and data gathering based on where a client is in the planning process. 
 
New Financial Service Partners  
We are pleased to report that we have added some new financial service partners to serve the needs of 
our clients. Partners have been added in mortgage financing, life insurance, annuities, estate planning 
and coming soon is reverse mortgage financing. These new relationships will increase and improve our 
ability to service the needs of our clients in these areas.   
 
Taxes 
Dividend and capital gains taxes: not too much to report here. Dividend and capital gains rates are the 
same for 2016 as they were last year, though the income tax brackets used to determine those rates have 
been adjusted for inflation. Investors who are in the 39.6% income tax bracket will pay a 20% tax rate 
on qualified dividends and long-term capital gains; investors in the 25% to 35% brackets will pay a 15% 
tax rate on qualified dividends and long-term gains; and investors in the 10% and 15% tax brackets for 
income tax will owe 0% tax on dividends and long-term capital gains. 
 
Incidentally, do you have any foreign bank or investment accounts? If so you might be subject to the 
Report of Foreign Bank and Financial Accounts (FBAR) and be required to file form 8938 Statement of 
Specified Foreign Financial Assets. You may need to file 8938 and disclose the holdings if you have 
foreign financial accounts with investments including foreign stocks, bonds and mutual funds, foreign 
hedge funds, private equity funds, foreign trusts and a few others. The reporting threshold depends on 
how you file and where you live. Contact us if you are unsure and need more information. 
  
Retirement Planning 
IRA contribution limits are the same for 2016 as they were in 2015: $5,500 for investors under age 50 
and $6,500 for those 50 or older. That limit is the same for both traditional and Roth IRA contributions.  
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Education savings  
Each individual can contribute up to $14,000 a year to a 529 college savings plan on behalf of a specific 
individual without having that contribution count toward the gift tax. Additionally, investors who would 
like to make a large upfront contribution to a 529 can contribute up to $70,000 on behalf of a single 
individual in a given year as long as he or she makes no future contributions on behalf of the same 
individual for the next five years.  
 
Medicare 
Employees and self-employed persons are required to pay an additional 0.9% surtax on the amount 
identified on their W2 as Medicare wages and net self-employment income that passes the threshold 
amount based on a person's filing status. Medicare wages are an employee's total wages for the year, less 
any benefit deductions that offset Medicare wages themselves (such as medical and dental insurance and 
contributions to a dependent care flexible spending arrangement). The income thresholds for the 3.8% 
Medicare surtax will remain unchanged from 2015 to 2016: $200,000 for single filers and $250,000 for 
married couples filing jointly. 
  
Roth IRA Contributions 
We encourage you to check with your employer if you have a 401k plan to see if an option is available 
for Roth contributions to the plan. Not all plans provide this option - it isn’t mandatory, but is a great 
way to fund a tax free Roth using bigger contributions than can be made to a Roth IRA. 
 
Non Deductible (After-tax) IRAs 
A recent question from one of our clients prompted us to spend some time on this subject.  
 
We sometimes use this type of IRA to enable high income clients a “backdoor” Roth IRA contribution.  
Direct contributions to Roth IRAs remain subject to income thresholds (in 2016, contributions are not 
allowed for single taxpayers with modified adjusted gross incomes of more than $132,000 or for married 
couples filing jointly with MAGIs of more than $194,000).  Income limits on conversions from 
traditional IRAs to Roth were removed in 2010. That gave high income investors who had been shut out 
of direct Roth IRA contributions a workaround: They could contribute to a non deductible IRA, and then 
convert to a Roth later on. The conversion is a tax free maneuver, assuming the investor has no other 
traditional IRA assets that have never been taxed and the new non deductible IRA hasn’t gained in value 
since the contribution was made. 
 
There is concern that congress may close this “loophole” sometime soon. If so, would contributing to an 
after-tax IRA make sense for any other reason than the backdoor Roth?  
 
The after-tax IRA is similar to a taxable brokerage type of account. Traditional nondeductible IRAs and 
taxable brokerage accounts vary in their tax treatment. Investors can only put after-tax dollars into either 
account type. Traditional nondeductible IRA assets enjoy tax deferred compounding - that is, as long as 
the assets remain in the IRA, investors won’t be taxed on their investment earnings in them. Investment 
earnings in a taxable account, by contrast, will be taxed in the year in which they’re received, even if 
they’re reinvested.  
 
The two account types also differ in how withdrawals are taxed. Investors are not taxed on withdrawals 
of contributions from either account; after all, that money has already been taxed. But the portion of the 
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IRA balance that represents investment gains is taxable as ordinary income when the IRA investor takes 
money out. The taxable investor, meanwhile, is able to enjoy the lower capital gains rates on 
withdrawals of investment appreciation - currently 15% for most investors and 0% for those in the 10% 
and 15% tax brackets. That means that for an investor who plans to invest in tax efficient, capital gains 
producing assets—a buy and hold equity investor, for example-the taxable account may be preferable to 
an IRA. That’s because the investments wouldn’t kick off much in the way of taxable income or capital 
gains on a year-to-year basis, so they wouldn’t benefit too much from the tax deferred compounding 
conferred by the IRA. Moreover, the taxable investor would enjoy long term capital gains treatment on 
withdrawals of investment earnings. By contrast, the investor who holds tax efficient capital gains 
producing assets inside of a tax deferred account would be subject to ordinary income tax on 
withdrawals of investment earnings. 
 
On the flip side, investments that kick off a lot of income or short-term capital gains on an ongoing basis 
will benefit more from that tax deferred compounding that comes along with the IRA. Moreover, most 
of the long-term appreciation from those assets will consist of ordinary income, so the long-term capital 
gains treatment that the taxable account confers would be less beneficial. Thus, investors who are 
closing in on retirement who have run out of tax-sheltered receptacles to house income producing 
investments may be better off stashing those investments inside of the after-tax IRA. 
 
Estate and gift tax  
The annual gift tax exclusion amount is staying the same, at $14,000. However, the exclusion amount 
for the estate tax is jumping up slightly to $5.45 million per person in 2016. 
 
MARKET RETURNS  
If you followed the domestic equity market over the quarter, you may have felt like you just got off a 
roller coaster.  While the market may have peaked in November, December’s ride felt like slow rolling 
hills. This was just the warm up for 2016. The S&P fell 1.4% on the first trading day of the year, had its 
worst starting week on record, and the worst January since 2009. By early February, the global stock 
market was looking like the beginning of the technical definition of a bear market, down roughly 20% 
from a high last spring. News reports began to focus on doomsday scenarios related to plummeting oil 
prices and a rapidly decelerating Chinese economy. Then to add more confusion, the Federal Resserve 
discussed more rate increases while their European counterparts were not only discussing more 
decreases, but the idea of negative interest rates. 
 
On a total market basis, the Wilshire 5000 Total Market Index, the broadest measure of U.S. stocks and 
bonds, was up 1.17% for the first three months of 2016, which is remarkable considering that the index 
was down more than 10% by the second week of February.  The comparable Russell 3000 index has 
gained 0.97% so far this year. 
 
Domestic Equity 
This bull market has been dominated by growth stocks, large-cap growth in particular. As is usually the 
case, investors have chased the hot segment and piled into large growth names. Stocks like Google, 
Amazon, Microsoft, Facebook, Disney and Visa are easy to like, and they have become very popular, 
especially starting in late 2014 and 2015. But once a segment becomes crowded and universally loved, it 
often signals the party is almost over. So far this year, growth stocks are down and value stocks are up.  
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Looking at the market by capitalization size, the Wilshire U.S. Large Cap index gained 1.25% in the 
first three months of 2016.  The Russell 1000 large-cap index was up 1.17%, while the widely-quoted 
S&P 500 index of large company stocks posted a gain of 0.77% in the first quarter of the year. 
 
The Wilshire U.S. Mid-Cap index gained 2.24% for the quarter.  The Russell Midcap Index was also up 
2.24%. 
 
Small company stocks, as measured by the Wilshire U.S. Small-Cap index, gave investors a 0.85% 
return during the first three months of the year.  The comparable Russell 2000 Small-Cap Index was 
down 1.52%, while the technology-heavy Nasdaq Composite Index lost 2.75% for the quarter.  
 
For 6 of the last 7 years, US stocks have been one of the top two best-performing asset classes. 
Diversification into other areas has generally been dilutive to returns. But Q1 was a reminder that 
diversification is not dead. We think a multi-asset-class approach will be critical to success over the next 
5–7 years, but see many giving up on it.  US equity valuations are elevated compared to historical 
averages, and high-quality bond yields are low. This combination means expectations for US assets 
should be moderated. Over the next five years, we think single-digit annualized returns are much more 
likely than double-digit returns. Isolated negative years should be expected, including some 
meaningfully negative ones, though we think it is counterproductive to speculate on when they will 
surface. 
 
International equity 
Meanwhile, global markets are not off to a good start.  The broad-based EAFE index of companies in 
developed foreign economies lost 3.01% in the first quarter of the year, in part because Far Eastern 
stocks were down 6.06%.  In aggregate, European stocks lost 3.18%, and are now down more than 10% 
over the past 12 months.  Emerging markets stocks of less developed countries, as represented by the 
EAFE EM index, fared better, gaining 5.71% for the quarter, but these are just beginning to bounce back 
and for the year still has losses of 12.03% during 2015.  
 
Outside of US there are reasons to be more enthusiastic about stocks and bonds. International developed 
stocks are trading roughly in line with historical averages, with a price to earnings (PE) of 15 times. 
Emerging markets stocks are at a discount, with a PE of just 13 times. Both have a dividend yield above 
3%. These valuations could translate into stronger relative returns over coming years, although this has 
not been the case recently. 
 
Alternatives 
Looking over the other investment categories, real estate investments, as measured by the Wilshire U.S. 
REIT index, was up 5.20% for the first quarter.  Commodities, as measured by the S&P GSCI index, 
gained 3.78% of their value in the first quarter, largely because of a modest 3.5% rise in oil prices since 
the end of last year. Still commodities suffer over the near term and have a ways to go to get back to 
their highs. For the past 12 months the Bloomberg Commodity index is still down 19.56%. 
 
Domestic Bonds 
Meanwhile, interest rates have continued their downward drift, leading to gains in bond portfolios.  The 
Wilshire TUCS Fixed Income index returned 3.97% and the Barclays US Aggregate Bond index was up 
3.35% for the first quarter.  The Bloomberg U.S. Corporate Bond Index returned 2.87% for the quarter, 
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while the Bloomberg U.S. Treasury Bond Index rose 0.15%.  Treasuries continue their long trend of 
paltry returns to investors; 3-month notes yielded 0.21% at the end of the quarter, while 12-month bonds 
were yielding just 0.60%.  Go out to ten years, and you can get a 1.78% annual coupon yield. 
 
High-yield corporate bonds were hit last year by increased default risk from energy and materials 
companies. Yields shot up to around 8%, and are now sitting around 7%, which represents roughly a 5% 
spread over similar dated Treasuries. Historically, that kind of gap is seen when the economy is in 
recession, not in a moderate growth phase. When yield spreads widen to this degree, the next few years 
have historically been a very good time to own high-yield corporate bonds. 
 
ECONOMIC & MARKET CONDITIONS  
The easy call at the beginning of the year would have been to bail out when the markets were declining 
and sit out the widely-predicted start of a painful, protracted bear market.  Some analysts were talking 
openly about another 2008-09 drop in share prices.  But 10% market declines are simply a part of the 
market’s normal turbulence, and anyone who spooks as soon as they see a month of bearish sentiment is 
likely to miss out on the subsequent gains.  Since hitting their 2016 lows on February 11th through the 
end of the quarter, both the S&P 500 index and the Nasdaq Composite have gained roughly 13% in 
value. That doesn’t guarantee that there will be gains going forward, however.  The Market Watch 
website reports that half of the S&P 500 sectors are reporting declines in earnings per share this quarter 
over the same period last year, and a poll by the FactSet analysts suggests that seven out of the ten 
sectors will end the earnings season reporting declining earnings. 
 
So what has driven the market back up? It’s the same thing that drove it down, the FED, the US Dollar, 
China and oil. The U.S. Federal Reserve Board, which had originally signaled that it planned to raise 
interest rates four times this year, had investors worried that too many rate increases would put a strain 
on the fragile growing economy.  After its most recent meeting, the Fed is now projecting just two 
interest rate hikes this year, and Fed Chairwoman Janet Yellen has clearly indicated that the Fed will 
remain cautious about disrupting the markets or the economy as it unwinds its various QE initiatives.   
 
Another factor was provided by the falling dollar.  After strengthening through 2015, in the first three 
months of the year, the dollar’s value against a basket of six major currencies fell 4.2%.  A weaker 
dollar makes U.S. exports more price-competitive against goods and services sold in other currencies, 
potentially leading to higher top-line revenues for companies that do business overseas. 
 
Investors also seemed to take comfort that the Chinese stock market has stabilized (for now at least).  
Recently, Chinese officials reported that the purchasing manager index, an important manufacturing 
statistic rose for the first time in the last eight months. 
 
Arguably the biggest stabilizer of U.S. and global stock markets was the rise in oil or more precisely, the 
end of a long unnerving drop in the price of crude that caused anxiety to ripple through the investor 
community.  Other than being a sign of deflation, we are not sure how the price of a barrel of crude oil is 
connected with the value of stocks, as for most companies, lower energy costs are a net plus to the 
bottom line.  Still, investors seemed to take comfort in the fact that the price of the world’s most 
important commodity had stabilized.  It’s worth noting that the day the stock market hit its low for the 
year—February 11—was also the day when oil futures hit their low of $26.21 a barrel.   
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You can easily compare the movements of oil and stock prices.  Charting both shows the two looking 
identical in this market cycle.  Eventually, that inexplicable link will be broken, but who knows when? 
Additionally, the drop in the price of gas and oil will eventually find its way to many companies’ bottom 
line. 
 
MARKET & ECONOMIC OUTLOOK  
Longer term, the market will again have to look at economic fundamentals and not just those conditions 
that created the volatility in the first quarter. For that, investors will need to look at the health of the U.S. 
and global economy.  In the U.S., employment growth has remained strong, with 215,000 new jobs 
added in March, above predictions of 199,000.  Overall, the economy has added millions of jobs in the 
last two years.  Wage growth continues to be low, up 2.3% today over a year earlier, but while that’s 
discouraging for workers, companies (and their bottom lines, and eventually their stock values) are 
benefiting from relatively cheap labor.  It’s worth noting that the Institute for Supply Management’s 
manufacturing index reflected growth for the first time since last August, suggesting that manufacturing 
activity is picking up in the U.S. economy. 
 
Does that mean the market will go up?  We can’t predict the future; indeed, even the present is hard to 
understand especially in this politically charged election year. Our mission as investors is to stay focused 
on fundamentals, results and economic values which include the millions of workers who get up every 
morning and go to work to do what they do best: incrementally, hour by hour, day by day, week by 
week, grow the value of their companies. Investors will stress and sometimes flee stocks, driving their 
prices down, but for the longer-term, the returns on your investments are invisibly, inexorably driven by 
the underlying value that is created in the offices, cubicles and factory floors all over the world.  
 
Internationally, the recession still looms in Europe. So far the QE experiment of negative interest rates is 
not paying off. While the European central banks are paying banks to take money from them, they have 
not allowed the banks to offer the same incentive to their customers. With the customers’ unwillingness 
to take money out on credit, they are also increasing their cash holdings. This has made the banks fat 
with money but it has not increased lending or economic activity.  
 
CONCLUSION 
We don’t have a firm directional forecast for stocks for the remainder of the year. The bullish and 
bearish camps each have a good case. We believe the best course of action for investors is to stick with 
strategic, long-term allocations in making sure to maintain adequate liquidity for the short term so as not 
to have to withdraw funds from your portfolio during down market periods. We can help you with this 
through various financial strategies.   
 
Putting it together, globally minded investors with a mix of different classes and types of stocks, bonds 
and alternatives should sleep well at night. Those who sit only in cash or short-term bonds will almost 
surely lose to inflation over time. Those who remain concentrated in U.S. stocks may ride the trend a 
little longer, but this is becoming increasingly risky as the asset class fights loftier valuations. 
 
PORTFOLIO INVESTMENT MANAGEMENT 
We recognize and acknowledge that the overall market and our client portfolio returns have been flat 
over the past two years. In managing client funds for more than 25 years, we have experienced many flat 
markets, market declines and market advances. The current flat market condition is systemic in the U.S. 
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and overall world economy and in order for it to advance we need earnings growth, but for this we may 
have to wait awhile longer. Analysts forecast that earnings growth will begin to occur during the 2nd half 
of 2016 especially in the 4th quarter when comparisons with the same period of 2015 will be favorable 
both in terms of revenues and profits. Although seeing price volatility, bonds have yet to begin a 
correction but it is to be expected when interest rates begin to rise. We do expect this to be hard on 
conservative clients in the short term, but better for them in the long term. All of these improvements 
will come to bare in good time.  
      
Internally we have made a few changes to the portfolio this year after underweighting some on 
commodities last year. We took advantage of a weak market to make some changes in equity funds that 
have been lagging, but previous long term gains had prevented us from selling. 
 
Soft closes in many small-cap and mid-cap equity funds have made it difficult to find quality 
investments for new clients in those areas. In some cases, we have been able to get special consideration 
to get new clients in some of these closed funds because we already have investments with them and a 
relationship with the fund companies. 
 
While we still feel it is appropriate to reduce duration on the fixed income side of the portfolios, we have 
not been rewarded as the yields on short term positions are lower, but so is the volatility (risk) as the 
FED can’t seem to decide about interest rates. As a result it is difficult to determine an investment 
strategy for inflation protected bonds. As inflation remains low, these positions provide little return, but 
they will provide greater stability when inflation comes and it will eventually come. 
 
During these times of high volatility, it is important to keep looking long term. While these movements 
may seem dramatic, over a number of years in retrospect they will just be a small blip on a chart. 
 
 
St. John & Associates, Inc.  
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Below are the returns for mutual fund categories making up our clients’ portfolios and the major stock 
market averages. Morningstar sourced these mutual fund returns. Returns beyond one year are 
annualized. 
  

 
  

1st Qtr.
2016 

Year to Date
Return 

5 Year Average 
Return 

Large-Cap Growth -2.45 -2.45 9.88 
Large-Cap Value 1.28 1.28 8.75 
Mid-Cap Growth -1.84 -1.84 7.57 
Mid-Cap Value 2.41 2.41 8.06 
Small-Cap Growth -4.33 -4.33 6.48 
Small-Cap Value 2.19 2.19 6.61 
DJIA 2.20 2.20 10.27 
S&P 500 1.35 1.35 11.58 
S&P Mid-Cap 400 3.78 3.78 9.52 
Russell 2000 -1.52 -1.52 7.20 
Russell 3000 0.97 0.97 11.01 

    
Health -13.53 -13.53 16.17 
Commodities 0.42 0.42 -14.15 
Real Estate 4.68 4.68 10.78 
Technology -2.25 -2.25 8.88 
    

    
Emerging Markets 3.87 3.87 -3.84 
International Large Growth  -2.00 -2.00 2.87 
International Large Value -1.64 -1.64 0.98 
Intl Small/Mid Growth  -1.51 -1.51 5.47 
Intl Small/Mid Value  -0.12 -0.12 2.78 
MSCI EAFE -3.01 -3.01 2.29 
MSCI Emerging Mkt 5.71 5.71 -4.13 

    
  Inflation Protected Bonds  3.57 3.57 1.95 
Long Term Bonds 6.20 6.20 7.30 
Intermediate Term Bonds 2.50 2.50 3.53 
Short Term Bonds 0.99 0.99 1.54 
Multi Sector Bonds 1.77 1.77 3.69 
Barclays Aggregate Bond 3.03 3.03 3.78 
High Yield Bonds 2.13 2.13 3.84 
High Yield Muni 2.02 2.02 7.45 
World Bonds 4.25 4.25 1.85 
Moderate Allocation Funds 0.88 0.88 5.88 
    
Fidelity Money Market Fund 0.05 0.05 0.02 

 


