
CONTENTS THIRD QUARTER MARKET UPDATE  
AND OUTLOOK FOR 2016/2017
BY TED BRIDGES

PRESIDENTIAL  
ELECTIONS  
AND MARKET  
IMPLICATIONS:  
A HISTORICAL  
PERSPECTIVE

PROPOSED REGULATIONS 
WILL LIMIT DISCOUNTS 
ON TRANSFERS OF 
FAMILY-CONTROLLED 
ENTITIES

1

2

3

THIRD QUARTER 
MARKET UPDATE 
AND OUTLOOK FOR 
2016/2017

1BRIDGESINV.COM

OCTOBER 2016BRIDGES INVESTMENT MANAGEMENT  QUARTERLY NEWSLETTER

THINK FORWARD
Welcome to the Bridges Investment 
Management Quarterly Newsletter – 
Think Forward. Our goal is that this 
newsletter will be a useful tool to 
keep in touch with you.

If you would like to receive this 
newsletter by email, please send us a 
message at contact@bridgesinv.com 
or sign up on our website.  
Thanks and happy reading!

U.S. equities posted positive returns 
in the third quarter, continuing a 
strong rally off the mid-February 
2016 stock market low. The S&P 500 
ended the quarter at 2168, up from 
1810 on February 15. The S&P 500 
posted a total return of 3.85% during 
the third quarter and has advanced 
20% from the February 11 intra-day 
low. The S&P 500 ended the third 
quarter up 6% year-to-date; mid-cap 
and small-cap stocks performed even 
better, up 11% and 13%, respectively.

The strong advance in stock prices 
since February has been largely 
driven by: 1) continued solid corporate 
earnings in a slow growth global 
economy, 2) continued low interest 
rates (low interest rates increase 
the value of companies with growing 
earnings and cash flow streams) 
and 3) investors looking for higher 
returns than are implied by current 
valuations for fixed income securities.

We expect continued equity market 
volatility in the fourth quarter and 
during 2017. Investors face a wide range 

of risks and uncertainties, including a 
weak global economic environment, 
rising government debt levels, declining 
liquidity in capital markets, widespread 
political uncertainty and price and 
valuation disparities in many asset 
classes that are several standard 
deviations from historic norms.

We remain constructive on U.S. equities 
looking into 2017. We believe U.S. stocks 
currently trade reasonably close to our 
appraisal of “fair value”, implying that 
returns for stocks going forward should 
generally track underlying corporate 
earnings, free cash flow and dividend 
growth. Longer term, we believe that U.S. 
stocks are currently priced to provide 
average annual total returns in a range 
of 6-9% over the next five to ten years.

As such, the level, trajectory and quality 
of corporate earnings growth are the 
most important factors in the current 
investment environment in our view, and it 
will be interesting to see how companies 
communicate with investors regarding 
the outlook for 2017 during third quarter 
earnings release conference calls over 
the next several weeks.

Our investment approach remains 
decidedly long-term in nature and focused 
on identifying those companies that are 
able to show solid business value growth 
in the current challenging global economic 
environment. We will continue to utilize 
periods of broad equity market weakness 
to add to positions in those companies 
that we believe offer the best combination 
of long-term business value growth and 
attractive valuation characteristics.
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PRESIDENTIAL ELECTIONS AND MARKET IMPLICATIONS:  
A HISTORICAL PERSPECTIVE

In a few short weeks, our country will elect a new president. The 
list of potential implications to the investment world seems to 
be pretty broad including tax policy, trade policies, health care 
reform, business regulation and foreign policy, just to name a 
few. This growing list of potential changes is the reason that so 
much media time and personal conversation has been dedicated 
to the election recently, so, we decided to see what history can tell 
us about the impact of elections on the markets. While some will 
always argue that this time it’s different, this is hardly the first 
election to feature two opponents with widely differing political 
views, nor is it the first time that the country seems divided by 
those ideas and policies. So, with that in mind, let’s take a look at 
some history.

First, the basics: 
election years have 
only a minimal 
influence on U.S. 
equity performance 
and volatility. Over the 
past 22 election cycles, 
the average return in 
an election year has 

been 7.5% compared to 7.4% for all years. The average volatility in 
election years has been 12.3% compared to an overall average of 
13.9%. In an odd coincidence, on the day I’m writing this, the S&P 
500 Index is up 7.62%.

For those of you who want to pick sides, Republican winners 
are better for election year returns (11.6% vs 4.0%). However, 

Democrat winners are better for the next three years. Election 
years without an incumbent have historically been weaker than 
those with an incumbent running (10.1% vs 3.6%). On that basis, 
2016 would seem to be a bit of an outlier so far. Thanks to  
J.P. Morgan and Bloomberg for the above statistics.

Then we get into the complicated stuff—what about a presidential 
election paired with the control of Congress? There is a theory 
(urban legend) that markets prefer divided government. Well, 
according to an InvesTech search, that seems to be backward. 
Since 1928, when one party wins the White House and controls both 
houses of Congress, the average two-year return has been 16.9%; 
however, when one party wins the White House and the other party 
controls both houses of Congress, the average return has been 
15.6%; and lastly, if both houses of Congress are divided, the return 
drops to 5.5%.

So what does all of this mean? Nothing. The markets are volatile in 
the short term based on changes to the environment in which the 
companies that make up those markets operate. In the long run 
though, stocks move based on how those companies adapt to those 
changes in environment. Election cycles are great for getting us 
all talking about politics, but investing comes back to the basics: 
do the companies you invest in have the ability to continue to grow 
regardless of the political environment around them? Even if a 
candidate or president seems predisposed to make business more 
difficult for a certain segment, most of the time good management 
can find a way to peacefully and profitably co-exist, as the numbers 
above would seem to indicate.

BY BRIAN M. KIRKPATRICK

ELECTION YEARS HAVE 
GENERALLY HAD A 
MINIMAL INFLUENCE 
ON U.S. EQUITY 
PERFORMANCE AND 
VOLATILITY.  
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PROPOSED REGULATIONS WILL LIMIT DISCOUNTS  
ON TRANSFERS OF FAMILY-CONTROLLED ENTITIES
BY BRIAN R. MILES

INTRODUCTION

In August, the U.S. Treasury Department released proposed 
regulations that will have a considerable impact on the tax 
consequences of transfers of interests in family-controlled 
entities. In particular, the new rules would substantially reduce 
and potentially eliminate most valuation discounts for estate, gift 
and generation skipping transfer (GST) tax purposes, thereby 
dramatically limiting the effectiveness of this estate-planning 
technique. The end result is that a useful estate-planning tool 
may be lost and the tax cost of transferring interests in family-
controlled entities could increase significantly.

BACKGROUND

The use of a family-controlled entity such as a family limited 
partnership (FLP) to hold, manage and control family assets has 
been a popular estate planning tool because of the potential to 
transfer interests in the FLP to family members at a reduced 
transfer tax by discounting the value of the transferred interest 
based on certain limitations, such as, lack of control or lack of 
marketability. The lack-of-control discount reflects a minority 
owner’s limited ability to control the entity, while the lack-of-
marketability discount reflects an owner’s limited ability to 
convert the interest to cash by way of a liquidation, redemption or 
sale. These valuation discounts, which could amount to roughly 
30% of the net value of the transferred interest, reduce the tax 
cost of transferring interests in closely-held entities to other 
family members, such as children and grandchildren.

DISCUSSION

The proposed regulations would, in many circumstances, 
significantly reduce or eliminate the valuation discounts that 
currently are allowed when a person transfers an interest in 
a family-controlled entity to another family member (or to a 
trust for a family member) during life or at death. As a result of 
the potential loss of valuation discounts, the gift and estate tax 
consequences of such a transfer could increase substantially.  

The following example, while simplified for the purpose of this 
discussion, should help illustrate the potential impact of the new 
rule. Assume that a parent makes a gift of a limited interest in 
an FLP to a child. The value of the FLP interest is $1 million and 
the parent has no remaining exemption from gift tax remaining.  
Using current valuation methodologies, a 30% discount might 

be applied to the transferred interest for lack of control and lack 
of marketability. This would result in a gift of $700,000 for gift 
tax purposes and $280,000 in gift tax (at a 40% rate). Under the 
proposed regulations however, the discount for lack of control 
and lack of marketability could be eliminated. In that case, the 
parent would be deemed to make a gift of $1 million and would pay 
$400,000 in gift tax on the transfer, an increase of $120,000.

CONCLUSION

At this point, the proposed regulations are just that: proposed. The 
new rules will only become effective after a public comment period 
and formal adoption process, which is expected to occur no earlier 
than the first quarter of 2017.  

Despite the potential impact of the proposed regulations it’s 
important to note that the new rules will generally only be relevant 
for those who have estate tax exposure in the first place (i.e., those 
with assets exceeding $5.45 million individually or $10.9 million as a 
couple). As a result, families that are below this threshold probably 
won’t need to worry about the new rules at all. It’s also important 
to remember that many other valuable planning techniques will 
continue to be effective despite the proposed rules. For example, 
arrangements designed to shift the appreciation on transferred 
assets outside of the transferor’s taxable estate should be 
successful even without valuation discounts. 

Although it is feasible that the proposed regulations, if adopted  
in their current form, could be challenged as going beyond that 
which Congress originally intended, it is unclear to what extent 
such a challenge would be successful. Fortunately though, the  
new rules would only apply to transfers that occur after the 
effective date. This means that high net-worth families with 
significant wealth centered around a family business still have  
time to engage in planning before the new rules take hold. This  
may include initiating current gifts of shares of a family business 
or possibly even forming a family-controlled entity to facilitate 
intra-family transfers.  

Individuals who might be impacted by the proposed rules should 
consult with their legal and tax advisors as soon as possible to 
evaluate their particular circumstances.  

If you have questions about how the proposed rules might impact 
your situation please contact us at 402-397-4700. 
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