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2016 Second Quarter Financial & Investment General Commentary 
 
This is the General Commentary for the 2nd quarter of 2016 and covers information of general interest 
on Financial Planning, 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 diverse 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 deviated from our usual reporting format to be more responsive to current topics and market 
conditions that are knowable at this time. 
 
FINANCIAL PLANNING  
Our focus on personal financial planning is in the process of evolving as we continue to differentiate 
ourselves from the automated, cookie-cutter world of digital financial planning systems.  
 
A complete revision of our primary financial planning software platform - MoneyGuidePro from 
PIEtech - was recently unveiled. MGP:G4 was built around certain priorities from PIEtech including a 
deeper understanding of the client, improvements in setting realistic client expectations, better 
estimations of life expectancy, determining health care costs, and better risk/reward decision making. In 
addition, we wanted to speed the planning process, create planning workflows, and improve usability. 
 
We are also conducting interactive planning sessions with our clients on a case-by-case basis. These are 
working meetings where we will frame out a client’s financial plan. The big screen in our conference 
room is on, we’re live on our planning platform and collaboratively we work on your financial plan 
together. If this is of particular interest to you, let us know. 
 
Another initiative we’re working on is integration between our clients’ personal financial plans and 
Yodlee. What in the world is Yodlee you ask? Yodlee provides secure data aggregation. It pulls the 
balances from your various asset and liability accounts and puts them into the appropriate place within 
your plan. We can start linking your financial accounts to get an accurate picture of your net worth and 
how the resources you have affect the success of your personal retirement plan. You’ll see your whole 
financial picture: your resources, your liabilities, your net worth and how likely you are to reach your 
spending and retirement goals. It will all be in one safe, secure place when you log in through your 
client portal. We aren’t able to see your user names or passwords. Our access is read only as to the 
account totals and status. It means a more accurate, constantly updated financial plan, with less work on 
your part to track down and provide paper statements. 
  
FINANCIAL SERVICES  
Mortgage rates have continued to decline during 2016 and you should at least consider whether 
mortgage refinancing at these rates would be in your best interest. Mortgages can even be secured with 
the lender paying most of the closing costs. Clients may want to call us for assistance or referrals if this 
applies to you.  
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Did you know that insurers keep a report on you? Insurers, according to Clark Howard, compile 
something known as the Comprehensive Loss Underwriting Exchange (CLUE) report. It contains seven 
years of claims you have made. There is one for your house and one for your auto losses. This is a 
source used by insurance for your renewals, for monitoring, and when applying for coverage. The good 
news is that you can order your free CLUE report once a year to check the accuracy of this information. 
If you find that something in the report is not correct, you have the right to challenge it through the 
dispute process. Visit PersonalReports.LexisNexis.com to request your report.   
 
A few years ago Federal estate tax regulations were changed which substantially increased the 
exemption amounts. This eliminated in most cases the need for bypass or credit shelter trusts within 
Wills. There have also been some changes in General Powers of Attorney and Healthcare Directive. If 
you haven’t updated your estate documents in the past 5 years, and especially if your needs have 
changed, you should consider doing so. Please contact us for assistance or a referral.  
 
It’s not too early to be thinking about any change in your Medicare coverages.  While the open 
enrollment period for changes in drug coverage providers starts on 10/15, any change in your Medicare 
supplement or Medicare Advantage is subject to provider approval and needs to be requested prior to 
this date. Please contact us for assistance or more information.  
 
According to the 2016 Medicare trustees report, retirees should expect their Medicare Part B deductions 
to increase by about 22% and from $121.80 to $149 per month in 2017. This increase is in spite of a tiny 
projected 0.2% Social Security cost of living increase in benefits. However, many in Medicare Part B 
will be protected from the increase due to a hold harmless agreement in the regulations that exempt 70% 
of recipients from any Medicare Part B premium increases that are larger than the beneficiary’s Social 
Security cost-of-living (COLA). The shortfall in total premiums required will be offset by elevated 
premiums from “high income” earners unless Congress intervenes as they did last year.  
 
For those clients who have taken action of converting IRA funds to a Roth account, as you may know 
there is a right to reverse this process (which might be applicable in the event of losses in the account). 
The deadline for this reversal is October 15th. If you are a full service will be in contact with you if we 
believe such reversal applies to you. If you self-directed a Roth conversion and have any questions let us 
know. 
 
Just a reminder - the deadline for funding your employer or Self 401(k) plan is the earlier of your actual 
date of filing your 2015 tax return or 10/15/16.  
 
According to the 2016 Medicare trustees report, retirees should expect their Medicare Part B deductions 
to increase by about 22% and from $121.80 to $149 per month in 2017. This increase is in spite of a tiny 
projected 0.2% Social Security cost of living increase in benefits. However, many in Medicare Part B 
will be protected from the increase due to a hold harmless agreement in the regulations that exempt 70% 
of recipients from any Medicare Part B premium increases that are larger than the beneficiary’s Social 
Security cost-of-living (COLA). The shortfall in total premiums required will be offset by elevated 
premiums from “high income” earners unless Congress intervenes as they did last year.  
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There is much going on in the world of finance and investing that affects clients, and it is important that 
we have regular communications with all of you. One of our goals is to have an in-depth discussion with 
each of our clients at least annually. This doesn’t necessarily need to be a face to face meeting, but could 
be a conference call or Skype online meeting.  If we haven’t had a meeting with you within the past 12 
months, please call us to make arrangements to do so.  
 
We included an additional link on the home page of our website (www.stjohnfinancial.com) to request 
our digital financial planning newsletter and alerts. Please sign-up if interested, if you are not presently 
receiving it.  
 
Since our last General Commentary, we have filed an updated ADV as required for our annual license 
renewal. While we have notified all clients of the regulatory filing and offered this report to all clients, 
this report is also accessible at FINRA.org. In addition, we renewed our Professional Liability Insurance 
in April of this year.  
 
MARKET RETURNS  
Equity market returns for the quarter and for the past year (12 months) have been well below the average 
return for the past 5 years. However, some asset classes had better returns in the 2nd quarter than they did 
for the past year as reported below. The Russell 3000, the broadest gauge for U.S. equities was up 2.6% 
for the 2nd quarter and only 2.1% for the last year compared with 11.6% for the average over the past 5 
years. Likewise, the S&P was up 2.5% for the quarter, 4.0% for the year compared to 12.1% for 5 years, 
the S&P 500 MidCap 400 4% for the quarter, 1.3% for the year and 10.5% for 5 years. The Russell 2000 
(small-cap stocks) was up 3.8% for the quarter, -6.7% for the year and 8.4% for 5 years and the EAFE 
(foreign index) was -2.6% for the quarter, -12.7% for the year and -1.2% for 5 years.  
 
Generally, bonds have better performances with the average taxable bond having a total return of 2.2% 
for the quarter, 7.7% for the year and 3.8% per year for the past 5 years. Still, short term bond returns had 
lower yields and returns, and much of the higher returns of the bond segment came from the lowest rated 
bonds. So the lowest risk bonds produced the lower returns and the higher risk bonds produced the higher 
returns. 
 
ECONOMIC & MARKET SUMMARY  
Someone stop the madness…Why are the world markets so volatile? 
 
Investors’ portfolios have pushed up and crashed down over the last year in response to the market 
turmoil created primarily by three geo-political events: 
 

 China - In the fall of 2015, the scare of a Chinese economic slowdown began with a devaluation 
of their currency.  Shortly thereafter the market weakened, setting off a chain reaction across 
global markets ultimately erasing $5 Trillion of value in a matter of days. 

 Oil - During the first quarter of 2016 OPEC threatened to keep pumping oil, sending the price of a 
barrel to under $30, a multi-decade low. This spilled over to US equity markets which had their 
worst start ever to begin the year with the S&P 500 down over 11%, even though lower oil prices 
benefited consumers and most businesses. 

 UK (Brexit) - The UK vote to leave the EU shocked the world. Currencies and equity markets 
stumbled.  In response, interest rates dropped even further - the US 10 Year Treasury hit an all 
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time low 1.3%.  Although the following weeks saw a good recovery, the ultimate consequences of 
Brexit are still being determined.  

 
Many economists believe these bouts of volatility could be the new normal. Most Clients realize that with 
signs of economic weakness, uncertainty about interest rates rising, and political elections, volatility is 
back in equities, bonds, currencies and commodities. 
 
The second quarter began on a positive note as a sense of normalcy returned to global markets and 
investors seemed to favor fundamentals over central bank decisions. This was a much less exciting 
quarter right up until the last week.  In the U.S., markets continued to stabilize, sustaining a trend 
witnessed near the end of the first quarter. However, global markets were mixed as investors struggled 
with slowing growth in China and concern with Britain's potential exit ("Brexit") from the European 
Union ("E.U.").  
 
In early June, signs of negative investor sentiment began to creep into global markets. In the U.S., a 
weaker-than-expected jobs report shaped investors' uncertainty on the health of the economy and greatly 
reduced any chance of a Federal Reserve rate hike in June. Globally, while headline risk surrounding the 
Brexit vote dominated global news, volatilities were muted and correlations were stable. As it became 
clear that the "Leave" party was victorious, which came as a complete surprise to the market, an extreme 
market reaction proceeded. In the two days following the Brexit, global markets lost an estimated $3 
trillion as investors grappled with the potential Brexit implications for the European Union and markets 
globally. After reeling from the initial spike in volatility, markets rebounded, and in some cases even 
surpassed pre-Brexit levels. 
 
In summary this is what happened in the second quarter.  
 

 The second quarter was rewarding for diversified investors. Aggregately, stocks and bonds were 
up a little while “alternative investments” generally provided even stronger results. Alternative 
investments include such things as commodities and real estate. 

 
 U.S. stocks have dominated the long bull market as those with negative views continue to wait for 

the pendulum to swing and asset-class leadership to shift. There were some predicting what is 
happening so far in 2016, but it is too soon to tell if this trend will continue. Emerging market 
stocks, commodities and international bonds have been some of the best performing asset classes 
this year, yet all have also shown periods of volatility. 

 
 On balance, Brexit was viewed as a negative, but for the markets it is just one factor among many 

and the long term ramifications are impossible to predict. Britain’s departure from the EU will be 
a long and complicated process which will occur over multiple years and phases. Still, this was a 
bit of a surprise. As the polls were closed the bookies had odds of “leave” at only 20%. This was 
the reason for the short term market jolt. 

 
 Market activity around Brexit was a confirmation of our belief that the best chance for successful 

investing is achieved with a strategic, diversified asset allocation and a disciplined approach for 
maintaining it. 
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 US equity valuations are high compared to historical averages, and bond yields are low. This 
combination means expectations for U.S. assets should be moderated. Over the next five years, 
we view mid-single digit annualized returns to be much more probable than double digit returns 
for both stocks and diversified approaches. This does not mean the bull market is over, only that it 
is maturing. 

 
 We urge investors not to get emotional about how the presidential election will affect stocks. The 

winner will have important policy impact, but from an overall market perspective, each has its 
own positives and negatives. 

 
 In the near term, bond total returns are not likely to offset equity corrections, only to add a level of 

stability to the overall portfolio. The low interest rate environment creates challenges for bond 
investing. Expectations for bonds should be muted and there will be sporadic negative years. With 
a timeframe of at least five years, we expect a proper mix of bonds will provide both portfolio 
stability and higher returns than cash. 

 
 With historic low interest rates, we are seeing some investors willing to stretch for yield in 

dangerous ways. Investing in higher dividend yielding stocks as a bond substitute is a way to 
increase yield, but it is also subject to the risk levels of the underlying stocks and the stock 
market. It is why we are so focused on creating diversified and tax efficient portfolios tailored to 
our client’s cash flow goals. 

 
 International stocks remain fair to undervalued, but the economic issues of the international 

countries has limited growth. As the U.S. looks to raise interest rates, Europe continues to cut. 
The MSCI EAFE international equity index was actually negative for the quarter returning            
-1.46% and worse over the last year at -10.16%. 

 
 Emerging markets bounced during the second quarter, but still have a ways to go to recover from 

the losses over the past year. China’s economy continues to be a black cloud over the emerging 
market index as the expectations for recovery seem worse and its currency continues to slide. For 
the quarter the MSCI Emerging Markets index was up 0.66%, but still weak over the year at         
-12.06%. 

 
 From a worldwide equity perspective, the MSCI ACWI All World Equity index remains weak 

and was up only 0.99% for the quarter. For the year it remains negative with a return of -3.73%. 
 

 The US remains the highest performing domestic equity market worldwide as the Russell 3000 
broad market equity index returned 2.63% for the quarter, but was only up 2.14% over the last 12 
months. The S&P 500 was similar at 2.46% for the quarter and 3.99% for the last year. 

 
 When you look at the global markets, you realize that the U.S. has been a haven of stability in a 

very messy world. 
 

 On the bond side, based on the Barclays US Aggregate Intermediate Bond Index, intermediate 
bonds were only up 1.44% for the quarter. Longer term bonds fared better as there was no rate 
increase by the Fed, but short term bond returns came in below 1%. 
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 The 10-year US Treasury yields are still near multiyear lows at 1.492% compared with 2.273% on 

December 31st. Yields on the 10-year UK governments bonds touched an all time low of 0.851% 
as the prediction was made that interest rates would be cut yet again over the summer. 

 
 With inflation at or near its 2% target and a further improving U.S. economy, the Federal Reserve 

must again decide when the next rate hike will be. The market consensus is for maintaining low 
interest rates for a longer period, with most expecting at most one more hike for the rest of 2016 
and a higher probability going into 2017. In the most recent minutes, the Fed stated it will remain 
cautious in the face of considerable uncertainty. 

 
 Gold was up 24% for 2016 so far at $1,318 per ounce after its best two-quarter gain since 2007. 

This is clearly a sign of fear as the equity market reaches for new highs. 
 

 Technically, the equity bull market that turned seven in March continues. But Q2 only extended a 
streak of lackluster returns for stocks, especially overseas. This has been frustrating to many 
global equity investors, but it is normal for gains (and losses) to come in short bursts, which is one 
reason why most people who try to time the market end up getting it wrong. 

 
ECONOMIC & MARKET OUTLOOK 
The Good - Earnings should grow over the last six months of the year and possibly into 2017. Outside the 
U.S., stocks are reasonably priced, but are fighting negative economies elsewhere and have not yet begun 
to turn up.  
 
The U.S is nearly energy free from imported oil, inflation by most measures continues to be low and 
under control, GDP should continue slow growth during the 2nd half of 2016 and should improve for 
2017, and earnings growth should improve somewhat in 2017.  
 
The Bad - On balance, we believe Brexit is good for UK, but bad for Europe and creates additional long-
term risk, but it is just one factor among many. Certainly European interest rates and currency concerns 
are wearing on investors. Within the U.S., stocks are again on the expensive side and following new 
highs in July. We expect a bounce off the top while bonds are providing almost no yields.  
 
The Scary – Globally, stocks currently yield averages near 3%, which isn’t great but is attractive relative 
to bond yields. With major central banks keeping interest rates near zero or even negative, owners of 
stocks have the potential for decent returns, but do so at a much higher risk.  The Federal Reserve needs 
to raise interest rates, but hasn’t done so as a result of global issues which are beyond the scope of their 
responsibility. It will remain difficult to raise rates as Europe continues to lower theirs and China’s 
currency continues to devalue. The size of the uncounted unemployment continues to grow along with 
wage stagnation. Finally, we have a nearly out of control Federal debt.  
 
Looking ahead - Certainly there is no consensus of the direction of the market. We hear from just as 
many bullish analysts saying they expect positive returns in the near future as we do bearish ones calling 
for negative movements in the market. Few and far between are those calling for a robust or booming 
market going forward. This could be a good thing as the markets like proving people wrong. 
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Right now it appears 2016 rate hikes are off the table and it appears rate hikes are not being factored into 
the Fed Funds futures until 2018. 
 
We do expect volatility to remain and even increase. The Brexit shakeup was only a small example and 
we expect to have some bigger swings over the next few quarters. Finally, what will happen to the 
European Union going forward? Will it remain intact or will we see others wanting out as well? 
 
PORTFOLIO INVESTMENT MANAGEMENT  
Certainly it feels like the international equity, emerging markets and bonds were a drag on the portfolio 
when we compare those to the returns of the US equity market, but this has not always been the case. 
Bonds minimize losses in the overall portfolio during corrections and the international equity and 
emerging markets have had their share of years where they outperformed the US market. It is important 
to remember that outside the aggressive style portfolios, the goal is not to shoot for returns only, but to 
earn enough to meet your goals while minimizing risk. For those in retirement or nearing retirement, 
managing risk can be more important than return. 
 
Active vs. Passive 
Portfolios continue to be constructed with a very diversified strategy. In late 2015 and into 2016 we 
added a passive allocation along with an active management. Last year we added Vanguard funds to the 
passive roster. In 2016, we are replacing some of the Vanguard funds with Ishare ETF index funds. 
Fidelity recently added these to the platform on a no transaction fee basis. We have replaced Vanguard 
only in the segment we feel the Ishare ETFs are outperforming. Having both active and passive funds 
builds yet another layer of diversification to the portfolios. 
 
Reduction in the number of funds 
We are in the midst of reducing the overall number of funds in the portfolio. A number of funds have 
been replaced over the last year as our “core” funds within the portfolio. With consideration to capital 
gain exposure, short term trading fees and purchase limitations the transition to the new funds does not 
happen overnight. In some cases where capital gains is the primary factor, it may take some time to make 
the conversion so as not to expose the account to higher current taxes. Volatility in the market does give 
us some ability to make these changes, as it reduces the tax exposure to sell during corrections, but this 
still depends on the tax exposure based on how long the fund was owned. In any case, you should begin 
to see a reduction in the overall number of funds.  
 
CONCLUSION 
The past couple of years have reflected the most uncertain market conditions that we have seen in over 25 
years of managing client portfolios. We have seen major market declines followed by recoveries and 
there have been multiple years in which there has been very little change from year to year. Today, with 
so many domestic and international events, conditions that rapidly change, and immediate 
communication, especially of bad news, there is a great deal of anxiety and apprehension in investing.  
 
As attributable to Yogi Berra of baseball fame, “It’s tough to make predictions, especially about the 
future”. Wall Street analysts make their predictions about the next quarter or the next year, but are 
invariable wrong. Our view is to look at near term for tactical opportunities, the intermediate term for  
market cycle conditions, and the long term based on the overall portfolio design and asset allocation in 
meeting Client’s personal financial plan and/or risk tolerance profile. 
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In the short term, we have included more asset classes, more divergent holdings, more in-depth research 
and  additional type of securities including actively managed funds, passive index funds and ETFs 
(exchange traded funds), both active and passive. This has reduced portfolio risk somewhat, stabilized 
portfolios and provided opportunity for increased returns especially in fixed income investments.  
 
In the intermediate term, we have researched, identified and added or changed some of our holdings.  As 
we arrive at the back half of the current economic cycle, some asset classes, sectors and securities tend to 
do better in this type of economic conditions and are more heavily weighted in the portfolio.  
 
In the long term, we remain true to our portfolio design models as consistency and diversification remain 
the best strategy.  Nevertheless, we continue to examine and test our portfolio with the research finding of 
those available at Morningstar, Fidelity, Money Guide Pro, Tamarac, Litman Gregory and other 
companies with which we do business.  
 
Our overall concern is not so much with the below average performance of the market during 2015-2016, 
but that we don’t see in the near term any reason to believe the returns will change without a catalyst to 
effect such change. During most economic conditions, stocks and bonds act as counterweights to each 
other, but with stocks at very high P/E ratios, and bonds and cash equivalence at historically low yields, 
interest income returns will depend on company earnings growth and either negative interest yields (bond 
prices rise in reverse direction as yields) or interest rate increases by the Federal Reserve. The portfolio 
returns, measured after inflation, have not underperformed as much as reflected, since the value of money 
remains nearly the same. The result of having historically low inflation rates puts less of a strain on the 
portfolios to produce higher returns, because the part of the return that needs to keep up with inflation has 
been significantly reduced.     
  
Still, while these conditions will change in time, for the present it would be prudent for us to consider 
reducing the targeted rate of returns used in your current personal financial plan, and for you to offset the 
effects of this in your plan by making or adding funds to your managed investment portfolio.   
 
 
 
 
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. 
  

 
  

2nd Qtr.
2016 

Year to Date
Return 

5 Year Average 
Return 

Large-Cap Growth 0.54 -1.93 9.98 
Large-Cap Value 2.68 4.01 9.37 
Mid-Cap Growth 1.98 0.04 7.93 
Mid-Cap Value 2.37 4.89 8.77 
Small-Cap Growth 3.79 -0.66 7.26 
Small-Cap Value 2.27 4.64 7.67 
DJIA 2.07 4.31 10.41 
S&P 500 2.46 3.84 12.10 
S&P Mid-Cap 400 3.99 7.93 10.55 
Russell 2000 3.79 2.22 8.35 
Russell 3000 2.63 3.62 11.60 

    
Health 4.43 -9.43 15.57 
Commodities 11.71 12.61 -10.95 
Real Estate 5.51 10.46 11.17 
Technology 0.25 -2.11 9.39 
    

    
Emerging Markets 2.28 6.22 -3.19 
International Large Growth  -0.49 -2.29 2.54 
International Large Value -1.47 -3.00 0.35 
Intl Small/Mid Growth  -1.24 -3.01 4.77 
Intl Small/Mid Value  -1.50 -1.43 2.21 
MSCI EAFE -1.46 -4.42 1.68 
MSCI Emerging Mkt 0.66 6.41 -3.78 

    
  Inflation Protected Bonds  1.56 5.17 1.54 
Long Term Bonds 5.86 12.49 7.76 
Intermediate Term Bonds 2.35 4.92 3.64 
Short Term Bonds 1.03 2.04 1.54 
Multi Sector Bonds 3.08 4.96 4.00 
Barclays Aggregate Bond 2.21 5.31 3.76 
High Yield Bonds 4.23 6.43 4.58 
High Yield Muni 3.73 5.86 7.33 
World Bonds 2.25 6.61 1.91 
    
Fidelity Money Market Fund 0.07 0.14 0.18 
    

 


