
THE QUARTERLY STATEMENT

Market Commentary

As we begin 2017, we pause to reflect on what transpired in the market over the last quarter and year. 

Among concerns of an economic slowdown in China, the U.K.’s vote to leave the E.U., the U.S. presidential 

election, and speculation of global monetary policy action, uncertainty and headline risk were the 

dominant themes in 2016, as shown in Exhibit 1. However, fourth-quarter and year-to-date returns seem to 

suggest market normalcy, with the S&P 500 up 3.8% for the quarter and 12.0% for the year.

While the fourth quarter opened 

in October with equity markets 

in a holding pattern, November 

was a different story. The most 

shocking development was 

not the election outcome itself 

but the market’s subsequent 

reaction. After falling 5% the 

night of the election, ahead 

of a Trump victory, the market 

quickly reversed course with 
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FOURTH QUARTER 2016 INDEX RETURNS

• Equities thrived following 

 election results 

• Cyclicals led sector performance 

• Dollar melted upwards 

• Bonds sold off across the curve

• The Federal Reserve incrementally   

 increased interest rates 

FOURTH QUARTER 2016 
MARKET HIGHLIGHTS

EXHIBIT 1: S&P 500 2016 Price Return

Source: Factset, Cornerstone Macro

Source: Glenmede Investment Management, FactSet, as of December 31, 2016
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the three major U.S. indices reaching record highs in November.  Relative to other presidential elections, 

the S&P 500’s 3.9% return at the close of the election week was the second highest return since 1928, 

lagging only Franklin D. Roosevelt’s 1932 election.1

Post-election equity market 

and sector movement appears 

to be largely related to the 

expectation of pro-business 

policy changes and improving 

global economic data, as 

seen in Exhibit 2. For example, 

financials rejoiced at the 

prospect of easing regulation 

and returned 12.1% in 

November, while bond proxy 

sectors like utilities and REITs 

underperformed due to rising 

interest rates. 

Companies with relatively low 

tax rates, perceived to receive 

little to no benefit from any 

potential change in corporate 

tax policy, underperformed 

companies with higher tax 

rates in the fourth quarter, as 

shown in Exhibit 3.  Similarly, 

small-cap stocks, given their 

domestic orientation, bounced 

in response to potential 

corporate tax reform as 

reflected in the 8.8% rise in the 

Russell 2000 for the quarter. 

The fourth quarter rally in equities came at the expense of fixed income securities. Bond yields and the 

dollar surged as potential pro-growth fiscal policies indicated the possibility for higher than expected 

inflation and a faster pace of interest rate increases by the Federal Reserve. President Trump's campaign 

EXHIBIT 2: S&P 500 Sector Returns Since Election Night

Source: Standard & Poor's Corporation, FactSet                      Data through 12/31/16

Past performance is not indicative of future returns. Performance attribution 
and headings based on Glenmede Investment Management opinion.                   

1Cornerstone Macro.

EXHIBIT 3: Performance of S&P 500 Stocks Relative to Tax Rate Quintile

Source: Evercore ISI                                                                      Data through 12/31/16
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promised to slash taxes and increase infrastructure spending spooked fixed income investors with the 

specter of increased bond supply and erosion of existing government debt value. 

Two sectors of the fixed income 

market disproportionately 

affected this quarter were 

municipal and municipal high-

yield securities, declining 

-2.6% and -5.8%, respectively.2 

Expectations of lower tax rates 

dulled the attractiveness of tax-

exempt securities, and yields 

for municipal securities rose to 

a nearly equivalent level versus 

the Treasury curve as shown 

in Exhibit 4. Likewise, with benchmark borrowing costs expected to rise, corporate bonds experienced 

record trading activity in November. 

In addition to the post-election rally in corporate spreads, the Federal Reserve remained true to its 

promise of slow and steady rate hikes with a mid-December increase. With continued wage growth and 

inflation momentum, projections for 2017 include the possibility of a faster pace of rising rates, with a 75% 

probability of at least one incremental increase by the FOMC’s mid-June meeting.

As the quarter and year have shown, reacting to headlines tends to leave asset allocations wrong-footed. 

In an environment where the market is shaped by political and economic uncertainties, it is important for 

managers to step back from initial (over)reactions and discern what may be a lasting, sustainable trend. 

To that end, GIM uses a variety of indicators to manage risk and search for viable performance trends.

“Show me the money” 

As mentioned last quarter, we believe diversification by sector within strategies should mitigate the risk 

of outsized, unintentional industry bets which are often a downfall of passive strategies. We also believe 

a strong valuation discipline is central to a consistent and repeatable investment process and free cash 

flow in particular is an important characteristic of these processes: thus the reason for borrowing the line 

repeatedly expressed by Cuba Gooding’s character, Rod Tidwell, in the 1996 movie Jerry Maguire.  

There are a variety of ways to define free cash flow, but most simply, free cash flow is operating cash 

less capital expenditures. This calculation represents the cash a company is able to generate, net of 

2Barclays Municipal (1-10Y) & Barclays Municipal High Yield.

EXHIBIT 4: Tax-Exempt Municipal Yields

Source: Glenmede Investment Management, FactSet
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the spending required to maintain or expand its asset base. As such, free cash flow has several important 

attributes:

• Focuses on the operating cash flow of a company

 Free cash flow represents the cash version of the company’s net income and concentrates on cash  

 inflows and outflows related to a company’s main business activities. It excludes non-cash charges  

 reflected in accrual accounting for earnings or any one-time write-offs unrelated to the company’s 

 core business.  

• Enhances shareholder value

 Ultimately, free cash flow can be returned to shareholders via dividends or buybacks, reinvested in the 

 company, used to pay down debt or for acquisitions.  

• Allows for comparison of companies

 Free cash flow can be used to evaluate companies across a multitude of levels including industry, 

 sector and overall market. While free cash flow may not be entirely appropriate for specific sectors  

 such as financials, where price-to-book value is a more precise measure, the metric does have 

 predictive power for cyclical and defensive (e.g., health care) sectors.

Exhibit 5 demonstrates the 

excess returns based on a 

variety of valuation metrics. 

On a stand-alone basis, 

most of these metrics 

provide modest gains over 

the long term, but it is easy 

to become distracted by 

short-term fluctuations. For 

example, stocks with top 

quintile dividend yields have 

performed well over the past 

year as investors searched 

for income. Over the long 

run, however, these stocks 

are mostly flat in comparison 

to the benchmark.  In 

contrast, long-term 20-year 

per formance based on 

the price-to-free-cash-flow 

metric resulted in an excess 

VALUE 1M 3M 1Y 3Y 5Y 20Y

DIVIDEND YIELD 0.6 2.1 6.7 1.4 1.5 -0.2

PRICE/EARNINGS (ACTUAL/ESTIMATE) 1.4 4.3 1.9 0.3 0.5 1.3

PRICE/EARNINGS/GROWTH (P/E/G) 0.5 2.2 -1.7 0.3 0.7 1.2

PRICE/BOOK 0.3 1.3 0.9 0.2 0.8 1.1

PRICE/SALES 0.8 4.7 6.5 0.2 0.9 2.2

PRICE/FREE CASH FLOW 0.4 3.1 0.8 0.7 1.6 2.3

EV/EBITDA 1.4 5.0 3.8 0.7 1.1 1.8

VALUE AVERAGE 0.8 3.3 2.7 0.6 1.0 1.4

Dividend Yield: A dividend expressed as a percentage of a current share price. 
Price/Earnings: A ratio of stock price to earnings.
Price/Earnings/Growth: A stock's price-to-earnings (P/E) ratio divided by the growth 
rate of its earnings for a specified time period.
Price/Book: A ratio of stock price to the book value of the stock.
Price/Sales: A valuation ratio that compares a company’s stock price to its revenues.
Price/Free Cash Flow: An equity valuation metric used to compare a company's per 
share market price to its per share amount of free cash flow.
EV/EBITDA: A ratio of enterprise value to earnings before interest, taxes, depreciation 
and amortization. 

Source: Glenmede Investment Management, FactSet
* Sector Neutral: the top quintile in each sector is selected and equally weighted to  
 eliminate the effect of sector rotations.

EXHIBIT 5: Glenmede Quantitative Factors

Top Quintile Excess Returns - Sector Neutral (Ex-Financials)*
Russell 1000 Index, 12/31/1996 - 12/31/2016



annualized return of 2.3%. Near-term the price-to-free-cash-flow metric is also promising, with the 3- and 

5-year annualized excess returns reflecting 0.7% and 1.6%, respectively.  

Free cash flow is not the only factor used by GIM strategies but certainly one of the most prevalent for 

many of our fundamental and quantitatively based equity products. For instance, valuation accounts for 

over 30% of GIM’s Large-Cap Core strategy’s stock selection model, with free cash flow representing the 

most significant component of the methodology. Regardless of style, each of our “quantamental” equity 

strategies utilizes free cash flow in their processes, given its reliability in an ever-changing investment 

environment.

For additional information on Glenmede’s strategies and the inclusion of free cash flow into their respective 

processes, please visit www.glenmedeim.com.

Opinions represent those of Glenmede Investment Management, LP (GIM) as of the date of this report and are 
for general informational purposes only. This document is intended for sophisticated, institutional investors only 
and is not intended to predict or guarantee the future performance of any individual security, market sector or 
the markets generally. GIM’s opinions may change at any time without notice to you.

This report is not intended to be a client-specific suitability analysis or recommendation, an offer to participate 
in any investment, or a recommendation to buy, hold or sell securities. It may contain information which is not 
actionable or appropriate for every investor, and should only be used after consultation with professionals. 
References to risk controls do not imply that all risk is removed. All investments carry a certain degree of risk. Past 
performance of any strategy, area or security is not indicative of future performance. Information contained 
herein is gathered from third party sources, which GIM believes to be reliable, but is not guaranteed for 
accuracy or completeness.
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