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Executive Summary 
Emotion is the enemy: Can you overcome Anchoring Bias (read more…) 

• The tech crash (2000) and financial crisis (2008) can anchor investors and keep them 

from making rational investment decisions. 

• Investors that succumb to anchoring bias are prone to emotional reactions including 

panic selling or pre-mature profit-taking. 

Data is your compass: Where is the market heading? (read more…) 

• We remain constructive on the global economy but believe caution is warranted. 

• Two recession indicators, based on macroeconomic data and market sentiment, suggest 

that the US economic expansion is likely to continue. 

• US financial conditions remain accommodative, even after the Fed has started 

increasing interest rates. 

• The global economy is currently in a robust and synchronized expansion, not seen since 

2010. Economic growth abroad provides a tailwind for an aging US economy.  

• US investors should consider overcoming a home bias and welcome broader 

diversification that includes global investments.  

Investment Discipline Is the Seat Belt: Are You Ready for a Bumpy Ride? (read more…) 

• In our view, there are three major risks (ABC) that could meaningfully impact future 

returns: Aging US economy, Balance sheet reduction, and China. 

• Unpredictable geopolitical risk can spur market volatility, catch investors by surprise, 

and cause investment mistakes.  

Proactive risk management is the key: Do you have a game plan? (read more…) 

• Quantifying portfolio risk is a key first step  

• Before you make model changes, also consider your investment horizon 

• Don’t forget about liquidity – it matters 

• Have a pre-defined risk management process 
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Selling out of investments during a bull market, merely because markets are at all-time highs, 

can be a mistake that investors regret for years to come. However, leaving emotions like fear 

and greed out of decision making is easier said than done. This is especially true as many 

investors experienced catastrophic losses during the dot-com crash in 2000-2001 and again 

during the financial crisis in 2008. It took years to recover from those massive drawdowns, but 

the pain felt by investors during those events can take even longer to dissipate. In fact, the 

stock market crashes in 2000 and 2008 have left many investors anchored to those experiences, 

which create behavioral biases that make it difficult to make sound and well-reasoned 

investment decisions.  

Although we don’t foresee an economic recession looming, a proactive and well-defined risk 

management process remains vital for capital preservation. A rational and forward-looking 

game plan can never be overemphasized, particularly as the current business cycle matures and 

enters later stages. First and foremost, it is important for investors to have a clear picture of 

their long-term financial objectives and risk tolerance so that they take on the appropriate 

amount of risk. Moreover, tactical management based on macroeconomic, fundamental, and 

technical analysis can help reduce errors and potentially generate excess returns as volatility 

creates opportunity.  

Emotion Is Your Enemy: Can You Overcome Anchoring Bias? 
Anchoring bias is a term used in psychology to describe the common human tendency to rely 

too heavily, or “anchor”, on one piece of information when making decisions. This is something 

that investors must overcome, especially today. The reason is that many investors still have 

vivid memories of both the tech crash and the financial crisis, two market meltdowns which 

were unusual in three ways: 1) they were both deep declines, 2) lasted longer than most 

declines throughout history, and 3) occurred in relatively close succession. Only between the 

late 1920’s and 1930’s had markets also exhibited these three characteristics.   

Coming out of the financial crisis the pain investors felt was thus magnified. It also caused many 

to react emotionally and sell out of investments at or near the bottom. If that wasn’t bad 

enough, those same investors then experienced “double-losses” as in many cases they were 

paralyzed by fear and unable to put capital back to work as markets entered a post-crash 

recovery.  

To prevent falling into the trap so many investors did during the financial crisis, it is important 

to not succumb to anchoring bias. As part of that effort it is helpful to put corrections and bear 

markets into a historical context. What you will find is that over the last 89 years, corrections 

and bear markets happen frequently. In fact, since 1928, there have been 51 corrections of at 

least 10%. That amounts to a 10% correction every 1.75 years. Do you remember the one we 

had in mid-2015? What about the one that lasted from November 2015 until February 2016? If 

you don’t, you probably have good company as volatility has remained low for the better part 

of 18 months and moves of greater than 1% have become rare.  As we alluded to previously, big 
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drawdowns of 40%+ are relatively rare events. Going back to 1928, we have had only 7 declines 

for the S&P 500 of 40% or more. Going back to 1939, it has only occurred 3 times.   

 

Source: STA Wealth Management 

Corrections also tend to last relatively short periods of time. In fact, only 11 times have 

corrections or bear markets for the S&P 500 lasted longer than one calendar year. The longest 

bear market lasted 929 days, during the dot-com crash. In other words, beware anchoring bias 

as long-lived bear markets have been exceedingly rare.   

 

Source: STA Wealth Management 
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Data is Your Compass: Where is the Market Heading? 
Economists typically group macroeconomic readings into three categories: leading, coincident 

or lagging. Think of it like driving a car by looking through the windshield to look ahead, the side 

windows to look left and right, and the rearview mirror to look behind you.  

Leading indicators are most relevant as they are used to predict the future movements of an 

economy. The Conference Board has constructed a leading economic index, essentially 

composite averages of several individual leading indicators. It is a tool used by many to 

summarize economic data and reveal inflection points that may signal peaks and troughs in the 

business cycle.  

In the last three US recessions, this leading Index peaked and started to decline at least 1 year 

in advance of the US economy entering a recession, thus providing a useful “warning signal”. 

The index was stagnant between the second half of 2015 and the first half of 2016, as the global 

economy was stressed by a broad commodity selloff, currency devaluation in China, corporate 

earnings recession in the US, deflationary pressures, and Brexit in Europe. However, shortly 

after the Brexit vote, the index resumed trending higher and has not shown signs of fatigue.  

 

Source: STA Wealth Management 

The shape of the yield curve is a market-based economic indicator that has correctly predicted 

the last seven recessions going back to the late 1960's. Under normal conditions, the yield 

curve slopes upward as shorter-term bonds offer a lower yield than longer-term bonds. 

However, the yield curve inverts if shorter-term interest rates exceed longer-term rates, which 

reflects the bond market’s bearish long-term economic outlook. Thus, an inverted yield curve 

often signals coming recessions, because bond investors will buy longer-term bonds to 

effectively lock in higher yields in anticipation of interest rate cuts common during economic 

downturns.  
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The following chart displays the yield differential between 10-year and 2-year US Treasury 

notes. A positive reading (above the black horizontal line) indicates an upward sloping yield 

curve and a negative reading (below the black horizontal line) indicates an inverted yield curve. 

The green shaded areas during 1989, 2000, and 2006 were periods when the yield curve was 

inverted. As you will also notice, this occurred roughly a year prior to recession (shaded grey 

areas).  

Currently, the yield curve remains sloped upward, indicating that bond investors believe that 

economic expansion still has room to run. However, it is gradually flattening (red arrow), which 

may signal a transition in the business cycle from mid- to later-stages. 

  

Source: STA Wealth Management 

While old age doesn't necessarily kill a bull market, the Fed often does. Inflation pressure in the 

late stages of the business cycle often forces the US Federal Reserve to increase interest rates, 

which tightens financial market conditions. Under more restrictive financial conditions, 

corporations are faced with higher financing costs for their new projects and can stall 

investment; consumers find it difficult to obtain inexpensive loans and accordingly cut 

spending; outstanding debt may have to be refinanced at higher rates, which subsequently 

increases the probability of default. Overall, a tightening credit market drains liquidity out of 

the economy and can eventually trigger a recession. 

Missteps by central banks in this process of tightening and loosening financial conditions 

typically poses tremendous risk to the economy. However, the Fed has been slowly and 

gradually hiking rates since the end of 2015 which may mitigate the risk of error. The two 

factors driving this are low inflation and a post-crisis economy now saddled by elevated 

leverage. The first factor enables the Fed to remain accommodative without risking an 

overheating of the economy. The second factor has resulted in an unusually cautious Fed as 

they are acutely aware of the dangers policy missteps pose to the economy.  
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Counterintuitively, US financial conditions have eased despite being amid a rate hiking cycle. 

What is causing this? First, the global economy is experiencing synchronized growth for the first 

time since 2010 with double-digit earnings growth in both developed and emerging markets. 

Second, concerns of a hard-landing for the Chinese economy have eased due to resilient growth 

in China. Third, protectionism and anti-globalization sentiment have moderated, at least for 

now, following the Brexit vote and the US election. Fourth, monetary policy in Japan and 

Europe remain extremely accommodative. Fifth, the US dollar has weakened from its peak, 

providing support for commodities and US exports. These tailwinds have coalesced to boost 

business and consumer confidence, have driven stock markets higher, and lowered credit 

premiums, which, in turn, have eased financial conditions in the US. Therefore, the Fed can 

remain committed to rate hikes without fearing an over-tightening of financial conditions that 

push the economy into a recession.       

 

 

Source: STA Wealth Management 

However, investors should remain vigilant as things can change quickly. While the US economy 

has not shown signs of weakness, we favor taking a cautious stance given lofty stock market 

valuations and some looming uncertainty about the Fed’s unprecedented balance sheet 

reduction plans. Additionally, ongoing congressional wrangling over President Trump’s fiscal 

policy add another source of risk.  
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Caution, however, does not mean keeping capital idle in a bank account. Instead, US investors 

should consider overcoming a home bias and welcome broader diversification that includes 

global investments. Echoing what the yield curve is telling us, Fidelity Investments’ research 

arm also believes that the US is transitioning from the mid- to late- phase of the business cycle.  

Conversely, Europe and China appear to be in the middle stages of their business cycles while 

Japan, Brazil, and Russia are firmly in a recovery phase. Thus, the economic expansion in foreign 

countries may outlive that of the US.  

 

Source: Fidelity 

Why have other economies been lagging the US during the current business cycle? In Europe, it 

can be attributed to a sovereign debt crisis and Brexit. In Japan, it has been caused by an aging 

population, structural deflation, and devastating earthquake in 2011. In emerging markets, it 

has been the combination of currency devaluation, massive capital outflows, commodity selloff, 

concerns over China’s economic transition, and political reforms in India. Despite these 

challenges, earnings in Japan and emerging markets have improved by approximately 50% 

while Eurozone earnings have now also started their recovery. Economic growth in these 

regions has simply reinforced growth in the US, helping US corporate earnings double since 

before the financial crisis and set the stage for tactical global asset allocation to shine.  
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Investment Discipline Is the Seat Belt: Are You Ready for a Bumpy Ride?  
As the old wall street adage says, focus on the downside and the upside will take care of itself. 

Said another way, investment success requires sound risk management. This is especially true 

today as the economic environment changes rapidly and risks can surface quickly. Thus, 

ignoring market risk dynamics and a failure to make timely portfolio changes can be costly and 

painful during periods of market stress. 

While we remain constructive on the macroeconomic backdrop, we must remain mindful of 

potential risks and monitor the investment landscape for signs of their emergence. In our view, 

there are three major risks (ABC) that could meaningfully impact future returns: 

• Aging US economy: We are now in the eighth year of economic expansion which means 

eventually growth will eventually slow. We are closely watching for red-flags that may 

signal a recession, including consumer overspending, business overinvestment, sizeable 

wage and inflation pressure, or asset price bubbles. 

• Balance sheet reduction:  The Fed has done a good job communicating its plan for 

unwinding its giant balance sheet. However, it remains a monetary policy experiment 

that may put downward pressure on asset prices as it is implemented. For the moment, 

we are less concerned about this because investors continue searching for income- 

producing financial assets and ongoing monetary policy action in Japan and Europe 

should help stymie negative effects. However, if the unwinding of the balance sheet is 

accelerated, or one of the other major central banks tapers their bond purchasing 

programs, this could all change.  

• China:  Over the last several years, China has prioritized their short-term stability over 

long-term economic reform. Although China's enormous 'One Belt, One Road' initiative 

can present attractive investment opportunities, any policy shift toward more 

aggressive economic reform could slow growth and ripple through the world economy.  
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All three risk factors are currently manageable, in our view. However, we also face ample 

Geopolitical risk. Its unpredictable nature can spur market volatility and catch investors by 

surprise. This is especially true as investors have become complacent as low volatility has 

become the norm. Without a well-defined investment discipline and pre-determined game 

plan, investors risk acting emotionally and making costly mistakes when volatility does 

increase.       

 

Proactive Risk Management Is the Key: Do You Have a Game Plan?  
Quantifying portfolio risk is a key first step 

“It is wise to inspect the roof before a storm.” The same principal applies to portfolio 

management. Being aware of the risk exposure in your portfolio and feeling comfortable with it 

is important. This will ensure that you remain calm and stay invested during periods of market 

stress. However, risk analysis at the portfolio level can be a challenging task given the 

complexity of portfolio construction and underlying factor sensitivities of each asset class.  

To help our clients achieve this goal, we utilize the Bloomberg Multi-Asset Class Risk Model to 

quantify how each of our portfolio models might perform in bearish stock- or bond- market 

scenarios. Although this is a hypothetical analysis not designed to be a precise forecast, it can 
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help investors gauge whether the risks taken are appropriate given their investment objectives 

and risk tolerance. If you find that you aren’t comfortable with the model output, you can then 

make changes ahead of a selloff, not during, or after one.  

 

Source: STA Wealth Management 
Shocks above are modeled to propagate to other asset classes according to a correlation matrix defined by Bloomberg’s Multi-
Asset Class Risk Model. 
 

Before you make model changes, also consider your investment horizon 

In general, the longer an investor's time horizon, the more risk and less liquidity the investor 

can accept in their portfolio. While a well-diversified 100% stock allocation can make sense for 

an investor with a 20-year investment horizon, it is likely too risky for an investor a few years 

from retirement or for an investor who must fund a large purchase with investment proceeds 

at year end. For such an investor, investment grade bonds may be more appropriate 

investments because of their risk profile and ample liquidity.  

To illustrate the impact investment horizon has on risk, the table below shows the annualized 

return an investor fully invested in global stocks (MSCI World index) at the beginning of 

September 2007, right before the onset of global financial crisis, would have earned. For an 

investor with a short investment horizon, he may have been forced to liquidate investments 

during the market decline, taking painful losses ranging between 17% and 30% depending on 

the date of the sale during the three years that followed. Investors with a longer time horizon 

had a different experience as they could ride through the crisis and recover all their losses by 

the 6th year. In fact, those investors would have made a 5.1% annualized return by the end of 

2011, despite having incorrectly timed the market.  

Investment Model 20% S&P 500 Decline 20% Emerging Market Decline 1.00% Interest Rate Increase

Growth -15.55% -10.94% 3.87%

Growth with Income -12.43% -8.84% 2.66%

Balanced -8.98% -6.50% 1.31%

Income with Growth -5.83% -4.41% 0.09%

Hedged Fixed Income -2.81% -2.30% -1.10%

Fixed Income 0.45% 0.65% -2.25%

Based on Bloomberg Risk Model and Portfolio Model Positions as of 10/11/2017.

Scenario Analysis
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Don’t forget about liquidity – it matters  

Investments tend to be very liquid when you don’t need the liquidity but when you do need it, it can be 

hard to find. In fact, when liquidity is needed most, an investor may be forced to sell assets at a deep 

discount if they haven’t planned adequately. Therefore, measuring liquidity needs, as part of a thorough 

financial plan, is important. It can help examine the liquidity of an investors physical and financial assets, 

and help minimize the risk of having to sell investments at deep discounts if liquidity dries up in a period 

of market stress.  

Have a pre-defined risk management process 

Emotionally-driven investing rarely wins. A disciplined approach with a pre-defined risk 

management process is a key to investment success. We use a combination of risk 

management disciplines that help us manage portfolio risk objectively throughout a full market 

cycle.  

First, portfolio models are diversified across sectors, geographies, and strategies. The extent of 

diversification is measured at the asset class level and risk factor level. This ensures that we 

expose the portfolio to specific risks we intend and where our investors are sufficiently 

compensated for the risk taken.  

Second, we adjust the sensitivity of each portfolio model to the broad stock market based on 

the stage of the business cycle we are in. At the early stages, we take higher market risk that 

can help us benefit from accelerating economic momentum. As we move through the business 
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cycle, we gradually adjust our market risk level lower. This, however, doesn’t necessarily mean 

that we keep capital idle. Instead, we increase exposure to investments that provide a 

diversified source of return while providing less correlation to the broad market.  

Last, we use a disciplined approach to technical analysis that helps manage our cash position. 

This is especially valuable in times of market stress. We will raise cash when certain pre-defined 

technical signals deteriorate and decrease cash levels when technical signals become more 

constructive. It ensures that we don’t succumb to the subjectivity of fear and greed which can 

keep investors from meeting their objectives.  

Overall, we believe that our multi-layered risk management process helps reduce volatility, 

diminishes the likelihood of costly errors, and provides a framework that allows for calm when 

markets may not be.   

Important 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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