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Week In Review
It has been said that January, and the rest of 
the year, goes as the first five days of trading go. 
Historically this has often been true, especially when 
the first trading week moves by 2% or more. With the 
Dow Jones Industrial Average declining over 6% and 
small-cap Russell 2000 Index falling almost 8% to 
bring in the New Year, most investors would not mind 
a do over.

Some technical damage has been done and the 
decline has shaved $4 trillion out of the global 
market cap for equities just last week.  If we do see 
any rally, the key to sustainability will be volume 
and participation among individual stocks.  There is 
technical support around the August 2014 lows of 
1,870 in the S&P 500. Put simply our analysis of the 
economic data, market fundamentals, valuations, 
commodities, central bank policy, and technical 
analysis are sending signals that investors should be 
prepared to act. 

What’s Bugging the Market?
The answer is there are several issues bugging the 
equity markets.  You have global macro economics, 
central banks, corporate profits, valuations, 
deteriorating prices and  technical, as well as 
geopolitical issues all contributing to current market 
volatility.

China. China. China.
The problems for the market most recently began 
in China. Trading in Chinese stock markets started 
2016 with new stock market circuit breakers; it is 
a mandated time out from trading if the markets 
fall too much in a single day. In China these circuit 
breakers actually created more volatility instead 
of cooling it off as investors became increasingly 
worried their money would get stuck in stocks and 
they would not be allowed to sell at all. So far the 
Chinese stock market is down almost 10% already 
this year. 

The market plunge protection (circuit breakers) 
has its work cut out for it because investors have 
become very confused here, thinking that the move 
to sanction further yuan devaluation is a panic sign 
that the economy is performing far worse than the 
official data suggest. 

The problem is that cheapening up your currency to 
buy growth at the same time causes your population 
to become poorer and is akin to a national pay cut. 
Just think about what this does to food prices where 
inflation is accelerating. Shouldn’t this be a concern 
to a Liberal government seemingly concerned about 
the plight of the lower income class?

ot only is the Chinese stock market having difficulty, 
but their economy also has issues. With many 
experts examining the country’s “official” GDP 
numbers with a high degree of skepticism, other 
factors need to be viewed to get a more accurate 
understanding. 

One such method is shipping. Is China seeing a 
resurgence in moving their materials and products 
around? No. Tonnage on rail freight in China has been 
declining at an alarming rate and the Baltic Dry Index, 
which captures shipping costs around the world, set 
a new record low this week.

If you observed most headlines this last weak it 
seemed China is all that matters.  The bottom line 
is that the Chinese stock market has barely a 40% 
correlation to U.S. economic growth.  The Chinese 
economy has but a 15% correlation to the U.S. 
economy, and 8% correlation to U.S. GDP growth.

PREPARE TO ACT

ANNOUNCEMENT:
5 Key Retirement Decisions Webinar
How to Avoid Making Common Mistakes

Wednesday – January 27th at 11AM
Register by clicking HERE

https://cc.callinfo.com/r/1pid790g20o24&eom%20


Fundamental Factors, 
and why they matter! 
Valuations
In last week’s report, I discussed what fundamental 
factors are and why they matter. Another overriding 
problem for the equity market remains one of 
valuation – not that we are in bubble territory, but 
more that the stock market is quite expensive.  The 
price action of 2015 failed to resolve this important 
factor, which was to correct the excess valuations.  
The trailing price-to-diluted earnings multiple is 
21.4x versus the historical norm of 17.5x. while 
the forward multiple on the S&P 500 is 16.8x, and 
again, the mean has been closer to 14.4x.  The 
cyclically-adjusted price-to-earnings have the 
stock market, according to many measures, trading 
close to three multiple points above historical 
norms.  

Like the personal savings rate in the real world, the 
price-to-earnings multiple in the financial world is a 
behavioral aggregate – a signpost of confidence if 
you will.  A lower savings rate is symbolic of higher 
confidence over income or wealth prospects, and 
similarly a higher multiple is characteristic of rising 
investor confidence over the outlook for market 
returns.  The problem is that we do not have the 
clarity, certainty or visibility across the globe, 
whether is comes to policy, oil prices, regional 
conflicts, or China, to warrant multiples being this 
far above the norm.  So, 2016 is likely to be a year 
of transition and one where uncertainty is going to 
dominate the macro investing landscape.

Corporate Profits Recession
The crash in oil prices and the rise of the U.S. 
dollar is expected to continue to take a big toll on 
Corporate America’s bottom line.  It comes at a time 
when the world is worried about global growth and 
the Chinese economy.

Fourth-quarter earnings from S&P 500 companies 
are expected to decline by 5%. If this occurs, it 
would mark the first back-to-back decline since 
2009.  

The timing couldn’t be much worse for the stalled-
out U.S. stock market. Wall street just wrapped up 
its worst year since 2008 and stocks are trading 
at expensive valuations compared with historical 
norms.

At the same time, investors can no longer count 
on the Federal Reserve to juice risky assets with 
stimulus.  

All of this magnifies the importance of corporate 
profits – the traditional drivers of stocks. Expensive 
valuations as I discuss above act as a headwind to 
the market, and further upside in 2016 will hinge 
increasingly on corporate earnings power.

Earnings trouble isn’t all just energy related.  The 
U.S. dollar has risen approximately 20% against a 
basket of currencies since mid-2014 and is now 
nearing parity with the euro.  

A much stronger dollar hurts big U.S. multinational 
companies by making products sold overseas more 
expensive.  (Think: iPhone sold in China.) It also 
shrinks international profits when they’re converted 
back into dollars.

We’re going to have an adjustment period, and it will 
be a choppy process.  Keep in mind the divergence 
in earnings performance should play a role in how 
you are weighted in these sector in 2016.

PREPARE TO ACT



Oil
In my December 14th Weekly Market Report I 
stated the following:

The drop in crude oil to the lowest level in six years 
was cited as a big reason for the week’s stock 
losses. The chart below shows WTIC Light Crude 
ending the week at $35. Its next big test will be its 
2009 closing low at $33.98. A lot may depend on 
that previous low holding.  Short-term momentum 
remains firmly bearish”

ll, it was bearish as I stated and still is.  I have 
discussed in previous reports the reasons for the 
expected declines in oil for two years. My latest was 
in the December 2016 report “Odds for Energy in 
2016”.

The reality for oil is that supply is an impediment 
at a time when there has still not been a real 
slow down in U.S. production and OPEC has been 
pumping 32 million barrels per day (above its quota) 
for seven months in a row.

In my December 7th report, I mentioned “very 
strong technical support for oil at current levels, but 
not having trouble imagining it trading lower on a 
technical basis”.  

The U.S. dollar ETF (UUP) triggered a short-term 
breakout in October, 2014. This will also weigh on 
oil prices, as the stronger dollar is a headwind to oil 
prices.  There WILL be resistance at the 2015 multi-
year high.

The chart below illustrates the break in the 2009 
lows.  It also happens to mark the top of a long-
term trading range between $10 and $35-$40. The 
break in support at $33.98 allows for the possibility 
of lower prices.

Global Economy
The economy is decelerating.  The evidence shows 
up in the usual ways: slowing growth output, 
slumping purchasing-manager indexes, widening 
credit spreads, declining corporate profits, falling 
inflation expectations, receding capital investment 
and rising inventories.  

From the chart below you can see how strong a 
negative correlation there is between high yield 
spread and the S&P 500. To me, it seems that High 
Yield spreads are a possible leading indicator for the 
S&P 500. It certainly appears that way when you 
see the three periods highlighted in the green box 
-- before the 2008 financial crisis, during the crisis, 
and now. 
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MARKET FUNDAMENTALS

The Fed
Another issue is the Fed has taken away the punch bowl of Quantitative Easing (QE). Stock prices have 
enjoyed a strong correlation to the Fed’s balance sheet. Put simply, the more money the Federal Reserve 
pushed into the system the higher stock prices went. With these programs ending, the market has headed 
sideways and needs something new to propel stocks higher now. 

Unfortunately, the new catalyst is unlikely to be a strong economy. It is true the number of jobs created in 
December expanded at a better rate than Wall Street expected. However, most of these jobs remain in lower 
paying industries. Further, the entrepreneurs, the true backbone of the country, have been seeing their 
numbers fall over the last year. 

Given the unpredictability of China and the other factors discussed above, it will likely make sense to treat 
2016 with caution and avoid setting high expectations. Still, this is not a situation to sell all stocks and go 
to cash. We believe the high level of fear reached so quickly suggests a bounce would be normal and our 
intermediate indicators agree. Should those conditions arise it may make sense at that time to lower risk 
levels where appropriate.

Market Analysis
As for the markets, there has been some carnage beneath the surface. Breadth has been very poor for the 
past year and market leadership very narrow.  The average and median S&P 500 stock declined 5% last year.  
More recently, four in five stocks on the S&P 1500 are down 10% or more – so clearly in corrective mode.  
Volume has been lacking on up days and rising on low days.  The Federal Reserve stopped quantitative easing 
in October 2014 and since then the S&P 500 has sputtered.  Now the Fed is hiking rates and since the first 
volley last month, the S&P 500 has fallen (6% YTD).  

In the report on December 14, I also mention the following:

“Commodities have also tended to lead equity markets in the past so this may turn out to be another warning 
of upcoming equity weakness.”

Overall, the dramatic negative global market reaction to the Chinese equity rout underscores that investor 
confidence in the global recovery is increasingly fragile.  

A Retest of the 2015 Lows Appears Likely
The charts pretty much speak for themselves. The S&P 500 and the NASDAQ stock indexes fell to three 
month lows in heavy trading. The next downside target is the two lows formed in August and late September. 
What the indexes do from there will determine whether the current downturn is just a correction or 
something more serious. 



In last week’s report I wrote a section called 
“Small Cap and Mid Cap Break Down”, stated 
the following:

“Russell 2000 ETF (IWM) and Midcap SPDR 
(MDY) show a classic bearish sequence 
unfolding on the price charts.”

So, are we surprised? No.  Unfortunately, some 
portions of the market have already broken 
support levels. Relative weakness in small and 
midsize stocks gave early warnings in December 
that the year end rally was mainly a large cap 
affair and too narrow to continue. That situation 
has gotten worse since then. 

The charts to the right show the Russell 2000 
Small Cap and the S&P 400 Mid Cap indexes 
falling below their 2015 lows. That puts them 
at the lowest level since October 2014. That’s 
another important test for them and the rest of 
the market. 

MARKET ANALYSIS

Small Cap and Mid-Caps Signal Weakness



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 January 12, 2016) indicates relative strength (relative to the S&P 
500 Index) for Consumer Staples and Healthcare is improving relative to the S&P 500. Energy, Emerging 
Markets, Small Caps, & Mid Caps have lagged. Technology, Consumer Discretion and Industrials indicate 
weakening 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



ANNOUNCEMENT

Our upcoming Webinar titled 5 Key Retirement Decisions will be held on Wednesday, 
January 27th at 11am. We will be covering How to Avoid Making Common Retirement 
Mistakes. Click Here to Register Now!

REMINDER

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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