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Last year the Dow only gained 0.21% while the small 
cap Russell 2000 index fell 4.41%. It was an unusual 
year in many ways. First, December and even the last 
week of December saw stocks prices fall, which isn’t 
normal. In addition, what we saw was a very narrow 
advance. More stocks fell than rose in the year as 
the average stock in the S&P 500 fell 4%. In addition, 
more sectors fell than rose with Energy stocks losing 
more than 20%. 

All in all, this was in keeping with what we explained, 
when we stated, a volatile year is to be expected this 
year. Indeed, we saw volatility rise, with the first 10% 
correction since 2011. Unfortunately, there weren’t 
many places to hide in 2015, as value oriented 
stocks continued to lag and even bonds provided 
little comfort. Fortunately, stocks and bonds didn’t 
experience the significant losses we saw in precious 
metals and commodities. 

With the dividend the S&P 500 was up 1.4%. While 
that is not a great one year return for stocks, the 
average stock was down 4%; and excluding the flashy 
names like Amazon, Google, Microsoft and Facebook, 
the rest of the market was down 4%.  So it really 
was a stealth bear market of sorts in 2015, with the 
market overall hanging on by the strength of a few 
big-names.

Of course, this is the past, which is all too clear. Now 
we turn to the future, which is always a humbling 
exercise. From a Macro perspective, we continue 
to see more doldrums for our economy, which likely 
translates into weak earnings growth and challenging 
stock markets. However, this could have a silver 
lining for value oriented stocks and those with less 
exposure to overseas sales and a strong dollar. 

Under the circumstances, risks are moderate but so 
is return potential. This isn’t a political position, being 
moderate, but it appears to be a fact of life. We would 
maintain moderate equity levels for now. 

We are also encouraged about bonds because 
forecasters continue to predict higher rates. 
Bloomberg did a survey and found these experts 
thought the yield on ten year treasuries would rise 
more than 0.25% in the next six months. They have 
consistently been wrong and unsteady growth in the 
U.S. is unlikely to cause a surge in rates. 

High quality corporate bonds are offering above 
normal yields relative to treasury bonds. High yield 
bonds have seen yield spreads widen as well, but they 
trade more like stocks than bonds, so we wouldn’t 
suggest chasing them at this time. Muni bonds had 
such a big move they no longer offer the deep values 
they did last year. 

We think bonds should hold up better in 2016 and 
be a safe alternative to stocks during periods of 
volatility. The economy isn’t likely to overheat and 
Fed rate hikes are very unusual at such low levels of 
economic activity. Their focus could actually benefit 
longer term bonds. We would maintain moderate 
durations in high quality bonds. 
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We hear the word 
“fundamentals” on an 
almost daily basis.
We hear the word “fundamentals” on an almost 
daily basis. On CNBC’s Squawk Box,” for instance, 
company CEOs come out and proclaim that their 
companies have good fundamentals. Analysts 
and fund managers are always talking about how 
this stock or that stock has strong fundamentals.  
There are also some traders, who, in turn, proclaim 
that fundamentals don’t actually matter and 
investors should rely on the market or stock’s 
“technical” merits only instead.  All this talk about 
fundamentals is confusing for many.

What are they all talking about?

In the broadest terms, fundamental analysis 
involves looking at any data, besides the trading 
patterns of the stock itself, which can be expected 
to impact the price or perceived value of a stock.  
As the name implies, it means getting down to 
basics.  Unlike its cousin, technical analysis, which 
focuses only on the trading and price history of a 
stock, fundamental analysis focuses on creating 
a portrait of a company, identifying the intrinsic, 
or fundamental, value of its shares and using 
that information to assist in making investment 
decisions. 

The reason I say “assist” is that STA uses three 
primary disciplines to make investment decisions. 
Macro economic data, fundamental analysis, and 
technical analysis are all used together to make our 
by and sell decisions.

Some of the indicators that are used in fundamental 
analysis are earnings and valuations.

Earnings
Earnings season for the third calendar quarter 2015 
is now behind us, and the fourth quarter earnings 
season will begin soon. As we survey results from 
the third quarter, we note that the S&P 500 saw 
an earnings contraction of 1.39% year-over-year. 
Despite this, we have still had 64% of S&P500 
companies report earnings above expectations. 
This is slightly below the historical mean of 66% 
and highlights the earnings drag created by a few 
specific sectors, particularly energy which has been 
challenged for more than a year. 

Looking more closely at sectors, consumer 
discretionary has been a strong earnings performer 
with a 16.4% earnings growth rate. We have also 
had 30% of consumer discretionary companies 
beat estimates on both an earnings per share and 
revenue basis. Similarly, the healthcare sector has 
had a formidable earnings growth rate of 15.13% 
while the sector saw 53% of companies exceed 
both earnings per share and revenue estimates. 
The sectors that have been most disappointing on 
an earnings and revenue “beat” basis during the 
quarter were utilities and materials. From those 
sectors, only 14% beat expectations on the basis of 
both earnings per share and revenues.

For the quarter, earnings per share growth rates 
across sectors were positive for 7 of 10 S&P 500 
sectors. In the aggregate, the S&P 500 produced 
earnings per share of $29.64 which represents a 
1.39% decline year-over-year. As we look ahead to 
the fourth quarter, earnings growth is expected 
to be negative (4.81%) for the S&P 500. In total, 
S&P 500 fourth quarter earnings per share are 
projected to come in at $29.09. Despite the 
forecasted slowdown, earnings growth is expected 
to remain strong for some sectors including 
the telecommunication services sector with an 
expected earnings growth rate of 18.06%.
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In addition to the telecommunication services 
sector, the consumer discretionary and healthcare 
sectors have the second and third strongest 
earnings growth outlooks for the fourth quarter, 
respectively. Offsetting the expected gains in these 
three sectors are sharp expected earnings growth 
declines from the energy sector and materials 
sector at -66.78% and -21.56%, respectively. 

As the next earnings season kicks off we will be 
watching for comments about a set of themes 
that we believe may impact sector performance in 
2016. As we discussed in our September report, 
an interest rate hike could bolster bank profits. 
Now that the fed has moved off of zero rates, we 
will be watching for an improvement in net interest 
margins for banks like JPMorgan, Wells Fargo and 
Bank of America. As many of these banks have 
stated in recent earnings calls, they expect higher 
rates to translate favorably to the bottom line. 

While we expect the interest rate hike to be a net 
positive for banks, we will be watching closely for 
the magnitude of the improvement that the policy 
announcement makes heading into 2016. 

Additionally, we will continue to watch for 
improvement from the energy sector. This has 
been one of the longest lasting energy slumps and 
recently has tested seven-year lows for crude oil. 
We have been providing guidance in the energy 
space for a long time and warning investors of 
much of the damage we have seen in energy stocks. 
We have also seen some dividend cuts intended 
to shore up balance sheets in the sector and we 
will continue to watch for developments that could 
provide some much needed stability for the sector. 

Currently, full year 2015 earnings for the S&P 500 
are expected to be $117.00 while full year 2016 
earnings are currently expected to be $126.19.

Valuation 
As of December 16, 2015 the S&P 500 has a 
forward P/E of 16.8x. In our view, this continues to 
represent a marginally stretched valuation level for 
the S&P500. On average over the last fifteen years, 
the S&P forward P/E has been 16x. 

As we survey valuations in international markets, 
we continue to see the most attractive valuations 
in Japan and Asia Pacific excluding Japan which 
both have forward P/E’s slightly below the 10-
year median. Europe, similar to the United States, 
has somewhat stretched valuations above the 
10-year median but the ECB continues to signal a 
commitment to accommodative monetary policy 
which could lend support to the slightly higher 
valuation level. 

While valuations are an integral part of our 
investment process, it is worth noting that it is only 
one of many factors we examine on a continual 
basis. In addition to the work we do to understand 
current valuation levels and how they compare 
to historical levels, we also closely monitor the 
macroeconomic environment, sector fundamentals, 
and technical analysis.
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MARKET ANALYSIS

So far this week, we are seeing a bond, gold and yen rally coupled with a dive in equities and resource-based 
currencies –rarely if ever a very constructive combination. 

The message from December was already quite clear in that investors were busy selling into rallies rather 
than buying into selloffs. 

And the lack market breadth and downtrend in the advance-decline lines alongside the inability of the S&P 
500 to successfully reclaim its 50- and 200-day moving averages are all consistent signs of technical 
damage to kick off the year (not to mention the valuation excesses in the U.S. market has yet to be fully 
resolved even after least year’s disappointing price performance.

2015 was a very difficult year.  We 
witnessed our first serious selling since 
2011.  It’s unusual to trade in a bull market 
for four years with little interruption, yet 
that’s exactly what we did.  Despite not 
breaking down, the trading environment 
was quite challenging in 2015.  Sure, 
consumer stocks and technology 
performed better than average, but energy 
and material shares were tossed aside 
much of the year.  And if we dig a little 
deeper, we’ll find that not even consumer 
stocks were broad winners.  

For example, there are 23 industry groups 
within consumer discretionary.  Of those, 
12 finished the year higher while 11 were down.

While major market indices may have 
remained close to breakeven in 2015, it was 
not a great year for traders as rotation left 
both bulls and bears frustrated throughout 
the year.  Unfortunately, we’re going to begin 
trading in 2016 with many challenges and 
few answers.  Money rotated towards safety 
BIG TIME in the month of December and 
the Russell 2000 had its worst December 
showing last month since the index began in 
1988, falling more than 5% in just the past 30 
days.

You can see three ratios that fell apart in 
December that NEED to recover in order for 
the bulls to regain the upper hand in 2016 in 
the graphs to the right.

The blue vertical line simply shows how these 
ratios have fallen since the beginning of 
December.  

Once again, we have small-caps and mid-caps breaking down and weighing on the market. This is nothing 
new because the small cap index Russell 2000 iShares (IWM) and S&P MidCap SPDR (MDY) have been lagging 
the S&P 500 SPDR (SPY) and Nasdaq 100 ETF (QQQ) for the last six to nine months. IWM and MDY, on the 
other hand, fell well short of their summer highs and formed lower highs in late 2015. These two broke down 
again in mid December and remain under selling pressure. The summary view below shows the one year 
percentage change for the major index ETFs. 



Russell 2000 ETF (IWM) and Midcap SPDR (MDY) show a classic bearish sequence unfolding on the price 
charts. Let’s look at IWM first…

Now Midcap SPDR (MDY)…

Almost four in five stocks in the S&P 400 Mid-Cap index are in an official bear market and almost half of the 
S&P 600 Small-Caps are also down 20% or more from the highs.

The fact that the market basically closed the year where it started masked some huge swings and 
heightened volatility.  
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REMINDER

Again, Happy New Year, and we will be here to bring you our best analysis of the markets so that you can 
have success investing in 2016.

We have added new articles on our website discussing Key Financial and Tax Planning Numbers as well as 

Self-Directed IRAs-Avoiding the Tax Landmines. 

We encourage you to visit our Retirement Toolbox which encompasses the following topics:
• Retirement and Cashflow Planning
• Future Work and Consulting
• Investments/Rollovers
• Income Tax
• Insurance and Benefits 

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

Luke Patterson 
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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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