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Sustainability of Dividends
The market continued to twist and turn last week. The 
S&P 500 was nearly unchanged while smaller stocks 
like those of the Russell 2000 enjoyed a gain of 1.2%. 
So far 2016 has been highlighted by solid returns in 
Utilities, Energy and Basic Materials while Healthcare 
and Financials have lagged. 

Stocks have gone essentially nowhere for the last 
18 months. Just looking at prices, the Dow Jones 
Industrial Average is down 0.2%. Furthermore, the 
difference between the high and the low during this 
time (on a month end basis) is only around 11%. It 
doesn’t always feel like it, but this is a narrow band over 
such a long time frame. With the lack of movement 
over an extended period, it is easy to understand why 
many market participants are antsy.

When talking with investors, we get questions like…
”why not just buy dividend paying stocks and hold on.”  

Not all dividend paying stocks are the same. Investors 
love a good dividend, but companies have to earn 
money before they can give it away. 

That is a fact that seems to be lost on almost 20 
percent of the companies paying dividends in the S&P 
500 that paid out more than they earned in the last 
fiscal year. That’s up from about 9 percent a decade 
ago.

One way to judge the sustainability of cash dispersals 
is to look at a company’s dividend payout ratio. The 
ratio is simply the dividend per share divided by the 
earnings per share, with a number above 1(or 100 
when expressed as a percentage) indicating the 
company is paying out more than it’s earning.  

Generally, lower numbers mean the company has more 
space to maneuver before it would ever have to cut its 
dividend. A company with a 50 percent ratio could lose 
half its earnings and still pay its dividend. 

Among companies with both positive earnings and 
data for each year, General Electric (GE) comes 
out with the worst dividend payout ratio in the last 
fiscal year — paying out about $6 for every dollar the 
company earned.

Even worse are the more than 30 companies that have 
continued paying out dividends while losing money 
for the year. The payout ratio breaks down as a good 
comparison metric when companies have negative 
earnings, but it’s clear that the main offenders in this 
category are down-on-their-luck energy companies. 

About 60 percent of the companies that paid out 
dividends despite negative earnings were in oil-related 
businesses. The story is different for the approximately 
40 companies with positive earnings and ratios of 100 
percent or higher — only three of those companies 
are oil-related. Also included are large pharmaceutical 
and consumer goods companies and a number of real 
estate investment trusts.

Notes: Payout ratios are expressed as percentages. All figures as of 
latest fiscal year.

Source: FactSet

The overall picture is one of a market that is under 
pressure to sustain large dividends but is more likely 
to be missing the fundamentals. If revenues continue 
to slump and earnings growth falls, companies could 
abandon their dividends, leaving investors who leaned 
too heavily on high-dividend companies in the lurch. 
Even if economic indicators stay exactly where they 
are today, companies will likely steadily draw back 
those payments.

Like high buybacks, high dividends may be a sign that 
companies may be prioritizing short-term gains over 
long-term research and development. If a recession is 
looming, those companies may come to regret those 
decisions.

The problem I have with financial engineering is that 
it’s a sugar high that wears off way too quickly, and it 
doesn’t in my opinion often leave companies better off 
over the long term.  

Looking across the spectrum of Fundamental, 
Monetary, Sentiment and Technical indicators, we 
would say the risks are increasing. It is wise to have 
reduced equity levels while still keeping a healthy 
portion of the portfolio in stocks. We expect the 
market to work through these uncertainties and return 
to a more usual status, one that rewards common 
sense investing.
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Storm Warning:                                    
10 Reasons to Take Cover

SUMMARY:

In this week’s issue of For What It’s Worth, I outline 
ten reasons to “take cover” in broadly-diversified & 
defensive portfolios for what may be a difficult end to 
the year.

• (1) Brexit: In less than two weeks, British subjects are 
scheduled to vote whether or not they will leave the 
European Union. It’s still too close to call.

• (2) US Election: Regardless of party politics, markets 
tend to struggle in the final year of a President’s term… 
and, in the case of two term presidents like Barack 
Obama, they tend to go out with a bang.

• (3) US Recession: The US economy has been in an 
industrial recession since the second half of 2015, but 
the slowing trend in payrolls and services suggests we 
may be finally be rolling into recession.

• (4) Fed Policy Error: The Fed has probably missed its 
window for an orderly interest rate hike, but we still 
can’t rule out a move in June or July.

• (5) Chinese FX Reform: While a weaker US dollar 
has helped to calm Chinese capital outflows in 2016, 
capital flight continues at a pace of $50 billion per 
month and FX reserves are still shrinking relative to 
the M2 money supply. 

• (6) Japanese FX Defiance: If the two biggest macro 
risks to global stability today are a US dollar surge and 
a Chinese RMB shock, Japan has the power to force 
those risks into play. Moreover, it’s getting desperate 
as the yen rallies.

• (7) Global Liquidity & Commodity Shocks: Since 
we remain in a dollar-dominated world, another US 
dollar breakout threatens to curtail global liquidity and 
result in sharply lower demand for dollar-denominated 
commodities.

• (8) European Banks: Not only are a number of 
European banks insolvent, they represent a major 
vulnerability in the global financial system given their 
exposure to troubled assets both in Europe and major 
emerging markets.

• (9) Richly Valued US Financial Markets: With all of 
these macro risks in mind, it’s a bit surreal to look at US 
equities trading near all-time highs with credit markets 
near their tightest levels in six months. We believe the 
equity market may be priced for a serious decline.

• (10) Flash Crash into a Bear Market: We’ve never seen 
a bear market in the new age of passive investment 
structures and high frequency trading, but it’s safe to 
say that liquidity can dry up in a flash.

Policy elites have staged a valiant effort over the 
last several months to support global commodity 
prices and stave off a disorderly adjustment in China’s 
exchange rate; but rather than saving the world 
and addressing the fundamental sources of global 
instability, it appears central banks have simply 
reintroduced complacency to global financial markets.

I wish I could tell you – like Stanford University’s Niall 
Ferguson – that February 2016 marked a decisive 
turning point for the world economy. But as far as I 
can see, the global macro outlook is starting to darken 
once again. 

That may sound like a strange statement at a time 
when the US equity volatility index (the VIX) is trading 
at a subdued 13.8 with the S&P 500 trading near all-
time highs. 

Or when credit spreads have narrowed dramatically 
after what may look to the uninformed like the worst is 
somehow behind us.

But richly-valued equities and tightening credit 
spreads in the middle of an unresolved earnings 
recession are not the hallmarks of a bull market with 
years to run. They’re signs of excess just waiting to 
shake out.

FOR WHAT IT’S WORTH



On that note, look a little further out on the horizon. 

Look at long-dated yields for “safe haven” sovereign 
bonds like US Treasuries and German bunds, which 
continue to sink amid weak global growth and the 
spread of negative rates abroad. 

Look at Dr. Copper, which apparently disagrees with oil 
prices on the state of global demand. 

Or simply look at global trade volume, which continues 
to stagnate as export economies like Japan, Germany, 
China, and South Korea fight each other for market 
share.

I’d say welcome to the “New Normal,” but it’s worse 
than that. 

The world economy is no longer as durable as it was 
in 2011, 2012, or 2013. After pulling future growth 
forward for nearly eight years, China’s investment 
boom is running out of steam, global debt is weighing 
on global GDP like never before, and central banks are 
morphing from heroes into villains. 

As the brilliant Mohammed El-Erian recently noted, 
“the path the global economy is on is likely to end soon 
and potentially quite suddenly.” 

All it takes is one shock to trigger another violent sell 
off, or worse… the end of the greatest debt-fueled 
cycle on record at a time when central banks are 
effectively out of ammunition. 

That’s an ugly scenario for the average investor who 
tends to pile in to stocks at the end of a bull market 
or reach for yield just before spreads blow out; but it 
spells tremendous opportunity for disciplined investors 
who have the courage to wait patiently for more 
favorable valuations and higher long-term expected 
returns.

With that in mind, I want to outline the ten reasons 
to “take cover” in broadly-diversified and defensively 
positioned portfolios and to focus more on the return 
“of” capital than the return “on” capital for the next 
stage of the market cycle. 

Some of these risks may be avoidable, while others 
should intensify with time. Some have expiration dates, 
while others can only be resolved in crisis.  

It may still be a while before the winds and the rains 
return in full force, but each of these risks warrant 
your attention as they may pose clear and present 
dangers to average investors across America… and 
generational opportunities for a patient minority. 

FOR WHAT IT’S WORTH



(1) Brexit

In less than two weeks, British subjects are scheduled 
to vote whether or not they will leave the European 
Union after 43 years of ever closer integration. And the 
vote is still too close to call.

According to Bloomberg, the “Remain” and “Leave” 
votes are polling at 47% and 44% respectively with 
roughly 9% of voters still undecided.  

In contrast, the latest survey data from UK polling 
firm YouGov points to a much more open field with the 
“Leave” vote now leading the “Remain” vote 45% to 
41% with 14% of UK voters still undecided.

In other words, polls are pretty useless. Anything can 
happen… which means that, as investors, we have to 
prepare our portfolios for whatever happens on June 
23.

Just to be clear, “Brexit” is about the United Kingdom’s 
membership in the EU – not the euro. While countries 
like Germany, Italy, France, the Netherlands, and 
Spain (along with fourteen others) consolidated their 
currencies into a collective “Eurozone” starting in the 
1990s, the United Kingdom has maintained its own 
independent currency (the “pound”) for centuries.

In contrast, the European Union is a “partnership” 
where 28 member countries submit themselves to 
common political and economic laws in order to gain 
the advantages of a larger union. This has historically 
allowed the United Kingdom to (1) circumvent trade 
barriers within the single European market, (2) “punch 
above its weight” in foreign policy matters, and (3) 
combine forces with major economies like Germany, 
France, & Italy to negotiate more favorable trade deals 
with the rest of the world.

Economists disagree whether going it alone is 
ultimately the right move for the United Kingdom. 
On one hand, voters could choose to give up those 
established advantages to reclaim their national 
sovereignty from an EU bureaucracy that has 
supposedly outgrown and overreached its original 
design; but on the other hand, reclaiming that 
sovereignty could mean recession, capital flight, and 
years of messy divorce proceedings. 

Still, “Brexit” is not just about the United Kingdom. It’s 
about the broader European experiment. The worry is 
that a decision to “leave” could reinvigorate a series 
of political exit movements across the Eurozone, lead 
to a potentially euro-wrecking spike in short-term 
government interest rates, and fuel the US dollar to a 
point that could unleash a larger global financial crisis.

From that perspective, Brexit is a major – and perhaps 
even underappreciated macro risk – capable of fueling 
not just a summer sell-off as the date approaches, 
but a global crisis in the event of a bad outcome. 
Fortunately, it’s also a macro risk with an expiration 
date. 

(2) US Election

Speaking of risks with expiration dates, the November 
8, 2016 US presidential election has the potential to be 
quite a market-mover.

Most of the news cycle at this point revolves around 
the growing awareness that Donald Trump could 
actually win the general election… as if Hillary Clinton 
(or Bernie Sanders, in the event of a Hillary indictment) 
somehow poses less risk as President of the United 
States.
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For example, the following illustration from Business 
Insider’s Josh Barro argues that Hillary is a “safe” 
bet as an extension of Obama’s administration, while 
Trump is a complete wild card capable of delivering 
anything from world-ending nuclear war to growth-
supporting infrastructure expansion. 

Aside from the obvious political bias in the chart above 
(something I try to avoid as part of my day job), that 
dispersion of potential political returns speaks to 
something very true about this election. Aside from 
a personal thirst for political power, we still don’t 
know what the candidates actually stand for – Hillary 
included. In fact, the only remaining candidate we 
actually understand is the outspoken socialist, Bernie 
Sanders. 

For those of you who can’t get enough of 2016 election 
coverage, rest assured that I’ll be begrudgingly writing 
a lot more on these themes as the election draws near; 
but, for the time being, I want to leave you with just 
one thought to highlight the investment rationale for 
remaining cautious through the summer months and 
into the election.

Regardless of party politics, markets tend to struggle 
in the final year of a President’s term… and, in the case 
of two term presidents like Barack Obama, they tend 
to go out with a bang. As we’ve seen toward the end of 
the last four two-term presidencies, all the uncertainty 
surrounding a presidential election tends to keep 
markets in check; but after November 8, illusions will 
give way to reality. 

Markets could always breathe a sigh of relief – 
especially since a Hillary win may reassure global 
investors – but whenever investors collectively 
wake up to the reality of deteriorating economic 
fundamentals on top of an ongoing earnings recession, 
the resulting drop in P/E multiples could usher in a 
nasty bear market.

(3) US Recession

You may not hear this on CNBC, but it’s beginning to 
look a lot like… recession. 

As you can see in the chart below, the US economy has 
clearly been in an industrial recession since the second 
half of 2015; but what’s interesting about this chart is 
that we have NEVER – in more than 100 years – seen 
an industrial bust this severe that did not lead to an 
outright recession. 

It’s compelling data to say the least. But wait, it gets 
even more interesting. 

As you can see in the next chart, the headline 
industrial production index (the blue line) has tracked 
manufacturing activity (the green line) almost 
perfectly since the sub-index data became available 
in 1973… until the shale revolution led to the biggest 
mining boom and bust on record (the red line).

FOR WHAT IT’S WORTH
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If you look closely you can see headline industrial 
production rising above the manufacturing index in 2013 
before crashing into negative territory in 2015 and 2016. 

In other words, this is no ordinary industrial recession. 
It’s a mega-mining bust – somewhat similar to 1985 
and 1986 – where manufacturing production continues 
to post dismal, but positive year-over-year growth 
numbers. And to make things complicated, just look at all 
the mining contractions that have happened throughout 
history with the broader economy still in expansion 
mode.

If that leaves you scratching your head, let me assure 
you. You’re not the only one. I’ve been watching these 
charts for months and waiting for a break in one direction 
or the other.

For a while it looked like a larger (USD-driven?) drop 
in the manufacturing sector would seal the deal, but 
now we’re seeing clear signs that both service-based 
economic activity and private non-farm payrolls are 
rolling over (and have been for several consecutive 
months). Either of these developments would be 
concerning in isolation, but together they suggest – at 
bare minimum – that the risk of recession is rising fast.

It’s one more reason to believe that – absent large 
scale fiscal and/or monetary intervention – we are likely 
approaching the tipping point for a powerful bear market.

(4) Fed Policy Error

After slamming the breaks on their January forecast 
for 4 rate hikes in 2016, Janet Yellen and her colleagues 
on the Federal Open Market Committee recently made 
it clear they want to hike interest rates this summer… 
supposedly before the labor market overheats and 
inflation rises too far above their 2% target. 

That’s a nice narrative, but anyone who is watching this 
story closely knows that there are several important 
explanations for their erratic behavior in recent months: 
(1) the Fed is trying to play catch-up after failing to 
normalize short-term rates earlier in the business cycle, 
(2) the Fed’s army of PhDs is too busy looking at the 
world through complex mathematical models to pay 

 
attention to what’s happening in the real world, (3) the 
Fed is caught in a policy feedback loop where its efforts 
to prepare financial markets for a rate hike make it 
difficult to actually hike, and (4) senior Fed officials are 
trying to maintain a fragile FX truce with China, Europe, 
and Japan that could break down at any time.

The trouble is, the US business cycle is now showing 
signs of rolling over and the labor market appears to be 
loosening. That sets up what I think could be a dangerous 
policy error in the coming months as the Fed balances 
the need to (i) protect its credibility with (ii) the need to 
respond appropriately to changes in the business cycle 
and (iii) the need to get nominal interest rates higher 
ahead of the next recession. 

While the UK’s upcoming Brexit vote and last Friday’s 
awful jobs report gives the Fed the cover to delay a rate 
decision until July, that’s probably the last viable chance 
the Federal Open Market Committee will have to hike 
rates before the November election. And if Ms. Yellen has 
learned anything over the last year, it’s not to waste a 
window of opportunity.

For the record, I’m still not convinced the Fed intends to 
sit tight in June… although that’s certainly the consensus 
view. And I’m legitimately concerned they may decide 
to move in July even though that’s the last thing the 
economic data warrants. The fact of the matter is that 
the Fed has probably missed its window for an orderly 
rate hike such that moving at this stage in the game will 
do more harm than good. 

Moreover, if you consider the impact that both China 
and Japan could have in terms of amplifying the global 
effects of a Fed hike, a 25 basis point increase is a lot 
riskier than it used to be.

FOR WHAT IT’S WORTH



(5) China FX Reform

As you can see in the chart below, weakness in China’s 
currency relative to the US dollar have been one of the 
key drivers of global risk aversion since August 2015.

And, unfortunately, that risk isn’t going away.

Every time the US dollar rises, capital outflows from 
China accelerate, the RMB falls, and global markets 
eventually sell-off. As you can see in the chart above, 
we’re just waiting for the next shock… especially if the 
Fed moves to hike rates in June or July.  

In the interest of time, I won’t get into the nitty gritty 
details this week. But I do want to leave you with a few 
ideas on China’s exchange rate policy and what it could 
mean for global markets in 2016.

For starters, the US dollar’s drop since late January 
together with Beijing’s best efforts to tighten capital 
controls has helped to slow China’s capital outflows, 
but money is still leaving China at a monthly rate of 
roughly $50B per month. 

Moreover, Beijing’s ability to defend against ongoing 
capital flight – measured relative to its $22.3 trillion M2 
money supply – is steadily falling even as the People’s 
Bank of China reports positive growth in its $3.2 trillion 
war chest. 

As recently as 2011, the PBoC’s $3.2 trillion in FX 
reserves covered nearly 27% of the domestic M2 
money supply. Today, this ratio has nearly fallen to 
just 14%, suggesting that China’s foreign exchange 
reserves are woefully inadequate to defend the 
currency in a crisis.

In the event that Beijing continues with its policy of 
injecting the big banks with cash to keep bad debts 
rolling through the system, the M2 money supply will 
continue to grow in the face of flat or falling foreign 
exchange reserves. And in the event of a major bank 
recapitalization, the ratio between China’s FX reserves 
and domestic M2 would easily collapse below 10%.

While Beijing clearly does not want to take the risks 
associated with free floating its currency, it may find 
that unleashing the RMB and recapitalizing its banks is 
the only way to regain control over its debt-saturated 
domestic economy. 

From that perspective, RMB risk continues to hang 
over global markets like a knife from a fraying string of 
twine.

(6) Japanese FX Defiance

If the two biggest macro risks to global stability today 
are a US dollar surge and a Chinese RMB shock, Japan 
has the power to force those risks into play. Moreover, 
it’s getting desperate as the yen rallies in the face of a 
weaker US dollar. 

In the event that Japan decides to hit the panic button, 
it could drive the US dollar to new highs, force the 
RMB to new lows, and usher in a painful new chapter 
in the global currency war… especially if Bank of Japan 
Governor Haruhiko Kuroda stays true to form by easing 
on the back of a Fed hike.
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(7) Global Liquidity & Commodity Shocks  

As you can see in the chart below, the relationship 
between the US dollar and major commodity prices is 
fairly clear.

So is the relationship between the US dollar and 
emerging market currencies.

What’s not so obvious is the direct influence the US dollar 
has on global liquidity. 

In direct terms, the US dollar is the world’s dominant 
funding currency. In other words, foreigners tend to 
borrow in dollars when dollars are cheap, and they tend to 
get squeezed – sometimes to the point of default – when 
dollars get more expensive.

In addition to subjecting emerging market borrowers 
to painful boom-and-bust cycles over the last several 
decades, this dynamic has resulted in a serious build-
up of cross-border dollar-denominated debt totaling 
more than $9 trillion (and potentially more than $10 
trillion since this chart from the Bank for International 
Settlements was last updated in early 2015) on top of a 
total global debt burden now exceeding $200 trillion.

Cross-border Credit Denominated in US Dollars
(Outstanding Stock in $T vs. the Percent in Bank Loans) 

Source: The Bank for International Settlements

In indirect terms, the dollar’s influence is even more 
powerful. 

Since a stronger US dollar and higher nominal US interest 
rates tend to trigger capital flight out of vulnerable 
markets, foreign central banks are often forced to 
hike their domestic interest rates even in the face of 
weakening economies to resist sharp collapses in their 
currencies. As a result, global liquidity tends to dry up 
when the US dollar rises, especially when the Fed is hiking 
interest rates.

On the flip side, a weaker US dollar and lower nominal US 
interest rates gives foreign central banks the flexibility 
to pursue monetary policies that are more appropriate to 
their domestic situations, often contributing to a rise in 
global liquidity.

Regardless of the catalyst – a US recession, a Fed policy 
error, a Chinese RMB shock, Japanese FX defiance, 
etc – a major breakout in the dollar could be horribly 
destabilizing for commodity producers and emerging 
markets, which in turn could cascade through our highly 
leveraged, highly interconnected global financial system.

I may sound a bit like a broken record, but I believe this 
is still a tremendous risk to global stability as the year 
progresses. 
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(8) European Banks

It’s no secret that a number of major European banks are 
insolvent. They’ve been insolvent for years; and with nearly 
$1 trillion in nonperforming loans, the only thing that’s been 
keeping them afloat has been the European Central Bank.

These lenders represent a major vulnerability in the global 
financial system because of their exposure to troubled 
assets both in Europe and major emerging markets, but 
also due to their linkages with the United States. 

Europe is the worst place imaginable for a major banking 
crisis in the world today. Yet, as my friend Raoul Pal 
explained to CNBC’s Melissa Lee, ECB policy has actually 
spent the last two years setting the table for a crisis.

As he explains, negative interest rates – which in theory are 
supposed to force savers to spend and invest their capital 
in the real economy, but in practice are eroding what’s left 
of the banks’ net interest margins – are something the 
banks cannot handle.

While Europe’s banks are an independent source of risk 
that threaten global markets in their own right, they also 
represent a series of very big dominos that can fall in the 
event of a global shock.

(9) Richly Valued Financial Markets

With all of these macro risks in mind, it’s a bit surreal to 
look at US equities trading near all-time highs with credit 
markets near their tightest levels in six months. 

As you can see in the following chart, multiple expansion 
has driven the S&P 500 up by more than 83% over the last 
four years while earnings have fallen by 0.75%.

That’s remarkable considering the broad-based profits 
recession that’s dragging on literally every sector in the 
S&P 500.

 
Here’s what BCA Research has to say:

“Stocks have breathed a sigh of relief following earnings 
season. Nevertheless, cracks are spreading beneath the 
surface. The chart shows a compilation of nonconventional 
indicators that are waving a yellow flag. Breadth is thinning, 
as evidenced by the downtrend in the NYSE A/D line. 
Sentiment is also poor, with bullish investors throwing in 
the towel at an accelerating pace (second panel). Rather 
than view this contrarily, it can often be a sign that selling 
may accelerate. Moreover, once vibrant M&A activity is 
cooling rapidly (top panel), and the news has been recently 
dominated not by deal making, but by deal break ups. This 
may reflect increased trepidation about further adding 
debt to already bloated corporate sector balance sheets 
(third panel). Bottom Line: Resist the temptation to deplete 
cash balances, and continue to favor defensives over deep 
cyclicals. A capital preservation mindset is still warranted.”

FOR WHAT IT’S WORTH



(10) Flash Crash in a Bear Market? 

Forget what you think you know about the stock 
market. 

Trading no longer happens on the NYSE trading floor. It 
happens within a global network of computer servers 
and fiber optic cables.

According to the most recent data – back when the 
exchanges still reported this kind of information to the 
general public – most of the daily trading volume on 
major American stock exchanges flows either through 
exchange traded funds (ETFs) or high frequency 
computer programs (HFTs).

Gone are the days when market makers – like the big 
investment banks – would stand by in times of crisis 
to take the other sides of panicked trades. And gone 
are the days when human beings made up the vast 
majority of trading volume on the NYSE or the NASDAQ.

Since many of the computer programs that now 
dominate day to day trading on the major exchanges 
are designed to exploit inefficiencies in normally 
functioning markets, they tend to shut down when 

markets get volatile. And when liquidity dries up, 
panic sets in as human investors – many of whom are 
overextended in a chase for return or reach for yield – 
sell their ETFs and leveraged closed-end funds, leading 
to stampedes of indiscriminate selling.

We’ve never seen a bear market in a world driven by 
passive investment structures and distorted by high 
frequency trading, but it’s safe to say that liquidity can 
dry up in a flash.

I still believe that disciplined investors can navigate 
modern financial markets to their long-term benefit; 
but it requires that we play a different game. If we slow 
down, allow ourselves to think, and do the hard work 
to understand where the world is going, thoughtful 
investors who are patient enough to take what the 
market gives them without levering up, and disciplined 
enough to raise their cash positions when valuations 
are high, have an opportunity to capitalize on all this 
new volatility. 

-Worth Wray,  
Chief Economist & Global Macro Strategist 
STA Wealth Management
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S&P 500 RALLIES TOWARD NEW HIGH... 
The chart below shows the S&P 500 Large Cap Index 
trying to clear its April intra-day high at 2111. A new 
high could be imminent. 

The following was stated in the Weekly Market Report 
only two weeks ago:

“It remains positive, as the S&P 500 moves above its 
50-day moving average and looks to be testing the 
April highs near 2,100.”

Well…here we are. The S&P 500 closed Friday at 2,099. 
The S&P 500 chart below shows how the index has 
broken out of its short-term down trend, and testing 
the April highs.

WEAKEST JOB REPORT IN FIVE YEARS SURPRISES 
EVERYONE...  
 
Friday’s job report of only 38,000 jobs created in 
May was the weakest in more than five years. And it 
pretty much shocked everyone. Some of the market 
reactions, however, were reasonably predictable. 
Interest rate yields tumbled along the entire yield 
curve. The chart shows the 10-Year Treasury Yield 
(TNX) plunging 10 basis points and closing near the 
lowest level since February. Naturally, that pushed 
bond prices sharply higher.

The chart of the 20+ Year Treasury Bond iShares 
(TLT) surged to a four-month high. The reason for that 
sharp reaction was that the weak job report pretty 
much took a June rate hike off the table, and may have 
jeopardized Fed plans for a hike sometime over the 
summer. The two-year yield, which is most sensitive 
to a rate hike, fell even more than the long bond. The 
plunge in bond yields helped some stock groups like 
utilities and hurt others like banks.

FALLING DOLLAR BOOSTS GOLD...

The other big casualty from the weak job report was 
the dollar. The chart below shows the U.S. Dollar 
Index ($USD) tumbling -1.6% on Friday and pushing it 
back below its (blue) 50-day line. The USD also failed 
a test of a falling trendline drawn over its January/
March highs. The plunging dollar helped lift most 
commodities, and gold in particular. 
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The spot price of gold surged $33 on Friday to 1247 
(+2.7%).  The chart below the gold price bouncing off of 
the 1200 level that current technical support level for 
gold since it broke above that price in February.

You can observe the inverse relationship between gold 
and the trade weighted dollar in the chart below. 
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The Sector Relative Rotation Model shows what sectors of the S&P 500 are strengthening and what 
sectors are weakening relative to the index. In other words, what is driving returns versus detracting from 
them.

The chart below (updated through June 6, 2016) indicates relative strength (relative to the S&P 500 
Index). Energy, Materials, and Small Cap stocks are leading relative to the S&P 500. Technology stocks 
have lagged. Consumer Staples, Industrials and Utilities indicate weakening, and Financials, Consumer 
Discretion, and Healthcare indicate improvement in the model.  Keep in mind while this model is helpful 
to analyze sector strength in the S&P 500, it is one tool and should be used with a comprehensive 
investment discipline

 

Note: There are four quadrants on the chart:

• Leading (Green) – strong relative strength and strong momentum

• Weakening (Yellow) – strong relative strength but weakening momentum

• Lagging (Red) – weak relative strength and weak momentum

• Improving (Blue) – weak relative strength but improving moment

SECTOR RELATIVE ROTATION MODEL

Sector Relative Rotation Model
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Domestic Stocks
The stock market has been in transition and 
it has not been easy to find any long lasting 
trends. Since the FED stopped Quantitative 
Easing, the market has been adrift. For 
example, over the last 12 months, the S&P 500 
Index is down -3.46%.  We have seen a similar 
pattern among the different sectors as about 
half have risen while half have fallen. We saw 
several of these sectors reverse course in the 
last three months, with Basic Material and 
Energy stocks rebounding strongly, but still are 
losers over the past 12 months. 

The chart below shows the S&P 500 treading 
water (down -3.8% from last May). The S&P 
500 is trading below its 50-day moving average 
and trending toward its 200-day average. The 
fact that the 50-day average remains higher 
than the 200-day average line is a positive 
sign. The key to short-term market direction, 
however, may lie with the Nasdaq. (see 
Technical Commentary)

Overall, the market’s risk level is rising. We 
have stated in earlier letters that stocks 
have been in a long-term topping pattern.  It 
is typical in these phases for prices to work 
toward higher regions, then to fall back into 
correction territory.  Such a pattern could 
last many months. In our opinion, stock prices 
can go higher but the risk levels are becoming 
elevated. We would continue to lower equities 
for overinvested accounts, and keep risk in 
check.

International Stocks 
China is the globes second largest economy 
with a $33-trillion-and-growing banking 
system. We are getting in some pretty scary 

debt to capital numbers as China passes 300% 
of gross domestic product. Also, countries that 
depend on China for trade represent 40% of 
global gross domestic product. If China really 
goes into decline, it’s going to take of lot of 
countries down with it. 

The Vanguard Total International Stock ETF 
(VXUS) is losing some momentum. The longer-
term technical indicator of the 50-day MA 
moved below the 200-day MA in August of 
2015. Our recommendation is to underweight 
international stocks, and more specifically 
emerging markets

Bonds 
Bonds are little changed in all the risk-on 
investment activity, but the hard work has been 
done already as Treasuries are experiencing 
their best quarter in nearly four years.  The 
10-year note yield (started the year at 2.27% 
and now sits at 1.82%)…and after moving below 
the 50-day moving average, a test of 1.7% or 
possibly lower, is a reasonable expectation 
over the near term.  Remember: Bond prices 
increase as yields decrease.  
 

Cash 
Being fully invested may sound great to many, 
but may expose you to more risk and it prevents 
you from responding to opportunities.  Central 
banks around the world have driven the returns 
on cash to zero, and have caused distortions 
in the prices of more volatile assets.  Those 
policies will likely lead to more risk.  Potentially 
sacrificing a little upside by holding cash is a 
good trade for having a cushion if this grand 
central bank experiment goes awry.

Domestic Stocks International Stocks

Bonds Cash
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40% 30%
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CURRENT WEIGHT CURRENT WEIGHT

CURRENT 
ALLOCATION

*The 401k Plan Manager is a “guide” for a base allocation of a Balanced Investment Model for an 
investor with 5+ years before retirement. It is not intended to provide specific recommendations 
regarding investment style (i.e. value vs. growth), market capitalization ( i.e. small cap/mid-cap/large 
cap). For more information of how STA can assist you in 401k questions, please contact us at info@
stawealth.com. 
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Featured Articles & Interviews
• Thursday, May 26th - Michael Churchill 

Scott Bishop, Director of Financial Planning at STA Wealth Management hosted a special edition of the 
STA Money Hour with guest Michael Churchill, CPA.  Mike is a CPA and Tax Manager with ABIP CPAs that 
has offices in Houston and San Antonio.  Mike and Scott discuss 2016 Tax Planning Ideas to help lower 
your personal and business taxes 

• Wednesday, May 18th - Danielle Dimartino Booth 
Danielle DiMartino Booth makes bold predictions based on meticulous research and her years of 
experience in central banking and on Wall Street. Known for sounding an early warning about the housing 
bubble in the 2000s, Danielle offers a unique perspective to audiences seeking expertise in the financial 
markets, the economy, and the intersection of central banking and politics. 

• Thursday, May 12th - Thomas F. Kennedy 
Michael Smith interviewed Thomas F. Kennedy. Mike and Tom discussed Estate Planning and Asset 
Protection. Tom Kennedy has practiced law in the Houston area for over twenty years. For ten of those 
years, he served as the managing partner of a law firm which had offices in Houston and Austin, Texas, 
and Paris, France. He is Board Certified in Estate Planning and Probate Law by the Texas Board of Legal 
Specialization. He is a graduate of LaSalle University, with a degree in Psychology, and the University of 
Houston Law Center, where he was a Law Review Student. While he was in law school, he was published 
twice and won the American Jurisprudence award as the top student in Wills, Estates and Administration. 
 

If you have any questions, please feel free to email me at luke@stawealth.com. Have a great week!

Luke Patterson 
 
 

Weekly
Market 
Report

Disclaimer:

Please remember that past performance may not be indicative of future results. Different types of investments involve varying degrees 
of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or product (including 
the investments and/or investment strategies recommended or undertaken by STA Wealth Management, LLC), or any non-investment 
related content, made reference to directly or indirectly in this newsletter will be profitable, equal any corresponding indicated historical 
performance level(s), be suitable for your portfolio or individual situation, or prove successful. Due to various factors, including changing 
market conditions and/or applicable laws, the content may no longer be reflective of current opinions or positions. Moreover, you should 
not assume that any discussion or information contained in this newsletter serves as the receipt of, or as a substitute for, personalized 
investment advice from STA Wealth Management, LLC. Please remember to contact STA Wealth Management, LLC, in writing, if there are 
any changes in your personal/financial situation or investment objectives for the purpose of reviewing/evaluating/revising our previous 
recommendations and/or services. STA Wealth Management, LLC is neither a law firm nor a certified public accounting firm and no portion 
of the newsletter content should be construed as legal or accounting advice. A copy of the STA Wealth Management, LLC’s current written 
disclosure statement discussing our advisory services and fees continues to remain available upon request.
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