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Week In Review
Stocks broke badly this last week, with the Dow 
Jones Industrials losing about 2.2%, transportation 
stocks 3.7%, the S&P 500 2.2% and small-cap 
stocks fell even more. The tech heavy NASDAQ 
declined about 3.4%. The severity of the loss was 
noteworthy, with daily volume on Thursday and 
Friday running above 5 billion shares. 

Stocks weren’t the only investments falling last week 
with commodities plummeting. The CRB Index lost 
about 5.1% and now has a loss of about 27% for the 
past year! 

Might the selling be overdone?  The technicals 
indicate oversold (see below). Among the S&P 
stocks, only 10% are above their 50-day moving 
averages, another statistic in oversold territory. 
Fewer than 20% are above their 200 day moving 
average, another deeply oversold statistic. We are 
now just above the August 2015 lows on the S&P 
500. 

The mood is both concerning and frustrating for 
investors. On Friday, the markets traded lower intra-
day than the August 2015 lows. This is not a good 
indication, and could mean more trouble.

Also, it’s earnings season and because that many 
corporate buybacks have to be paused during this 
period.  That removes an important potential support 
for the market.  Over the last year, companies buying 
back their own stock have put more money into the 
market than all of the public has. The cessation of 
those buybacks is probably another reason why we’re 
seeing the rather sharp selling that has occurred.

There are several factors that are contributing to 
market turmoil, and  were covered in last weeks 
Weekly Market Report. Don’t let us forget the 
financial markets are undergoing a transition, which 
not only amplify the impact of even the smallest 
developments in China and oil, but also increase risk 
aversion overall and create the conditions for more 
unpredictable outcomes.  

The transition has to do with the shift from a 
prolonged regime of repressed financial volatility to 
an environment in which such instability is higher and 
less predictable.  The primary reason is that central 
banks are less willing (in the case of the Federal 
Reserve) or less able (in the case of the European 
Central Bank and the People’s Bank of China) to act 
as suppressor’s of volatility.  This transition inevitably 
leads to higher risk aversion and ironically MORE 
volatility.  

Stay the Course? What’s Wrong with That?
So what’s wrong with sticking to one’s holdings when 
they tank? Is it even possible?  

Standard advice from most all financial advisors and 
investment management firms typically amounts to 
“the market will be up in the long run,” encouraging 
buy-and-hold for decades.

That might sound like good advice because on paper 
when you take a look at the S&P over the last 10, 20 
or 30 years the performance looks pretty good the 
longer you go. Right?  The problem is that advice is 
just not realistic. You can’t expect an investor to live 
through 2008-2009 and be perfectly happy to see 
their investments decline by 50 percent.

You literally would have lost half…nobody is going to 
be rational to the point of not taking that information 
and reacting to it.  Most investors are at some level 
emotional. Especially, when it comes to there nest 
egg or whether or not they can retire.  That emotion, 
in hindsight, is precisely why pure buy-and-hold can 
be, for most people, unrealistic.

Whether it is making moves on the edge of a 
portfolio or hiring a money manager who adapts and 
tries to guide the portfolio, it’s basic human nature to 
want to avoid pain.

STAY THE COURSE? WHAT’S WRONG WITH THAT?
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It’s not credible to say to an investor, ‘Here’s 
a stock index fund, you ought to just keep 
your money in it and don’t worry about it and 
leave it there for 10 or 20 years. Just ask 
the folks in Japan that invested in a “buy 
and hold” strategy? To the right, is a chart 
of the Tokyo Nikkei Average. In the late 80’s 
the index was well above 35,000. It closed 
Friday at 17,057.  

So that doesn’t hit home enough for you?  
To the right, is a chart of the tech heavy 
NASDAQ. Were you invested in the index or 
technology stocks in 2000?  Do you know 
someone that was?  It took that investor 
15 years to get back to break-even.  If 
you factor in inflation, that investor is still 
underwater 15 years later. 

The necessary ingredient for success when 
investing is discipline, and the market 
will certainly test your conviction.  To the 
right is an illustration of the investment 
discipline followed by our investment 
committee. There are three pillars of the 
investment discipline that helps drive our 
decision. Any one of them have strengths 
and weaknesses, but collectively are very 
effective in preserving capital and growing 
assets over the longer-term.

STAY THE COURSE? WHAT’S WRONG WITH THAT?



I would be the first to agree to encourage investors 
to stick to a plan when the markets are in turmoil, 
but only if its investors have been on a plan all 
along. Let’s assume for a moment that an investor 
has done his or her homework, possibly even sat 
down with a financial planner or given his or her 
money to someone to manage. We are all good then, 
right? I am afraid that may not cut it. 

Investors developing a financial plan tend to look at 
parameters that consider the person’s life situation 
expressed in factors such as financial goals, 
income, expenses, and risk tolerance. They tend to 
choose a mix of assets to pursue their goal. 

If you are a stay-the-course investor, of course, 
anyone taking investments seriously considers 
volatility and correlation, let me ask you this: what 
processes do you have in place to manage volatility 
and correlation in your portfolio? 

If you think you have a good process in place, 
what have you been doing with your portfolio 
in recent years to manage risk and ensure you 
are properly diversified? I am asking because in 
our conversations with hundreds of investors - 
professional and retail alike - the common thread 
is that investors enjoyed the ride. Now, if your 
investment philosophy is to “enjoy the ride,” then 
good for you. But if you think to have a process of 
managing risk and diversification, you may have 
noticed at least two phenomena:

• Volatility in both equities and bonds was, for 
quite some time, below its historic norm;

• Asset prices were increasingly directionally 
correlated, i.e. investors may not get the sort of 
diversification that they expect.

It’s during good times that it’s time to get ready for 
the rougher times. It also means that periodically, 
investors should revisit their goals to stress-test 
their portfolios. 

I think the most straightforward way to stay the 
course in a bull market is to take chips off the table, 
i.e., reduce assets that have outperformed (to 
rebalance a portfolio or to raise cash). 

Before you wonder why such common sense 
would get me riled up, it’s because reality looks 
very different from theory. During the bull market 
that we believe has lasted until last summer, 
many investors did not take chips off the table, 
but ‘bought the dips’ instead.  Investors looked 
to be increasingly afraid of missing out on rallies; 
more so, what could possibly go wrong when asset 

prices move higher and higher on the backdrop of 
low volatility? In such a “low risk” environment, 
isn’t it prudent to load up on stocks, especially 
when fixed income doesn’t yield anything? In my 
assessment, the Federal Reserve (Fed) and central 
banks encouraged risk taking. I’m not telling you 
anything you don’t know. However, only you know 
your financial plan. Don’t you? Did you stay the 
course, or did you follow the call of the Sirens? 
And since I believe we’ve had a high proportion of 
investors following the call of the Sirens, i.e. not 
take the good times with a grain of salt when it 
came to their portfolios, it is hypocritical at best to 
only remember to stay the course once asset prices 
plunge. 

In my opinion, staying the course is especially 
important when asset prices rise. Take 2008: the 
prudent investor would have taken chips off the 
table in the run-up to the financial crisis. Then, 
when asset prices plunged they would have had 
ammunition to buy when prices were low. In 
practice, however, investors had not taken chips 
off the table, with some losing 50% or more of their 
nest egg. I allege most investors cannot afford to 
risk that much. If your financial plan is to play the 
lottery when times get rough, I won’t criticize you. 
But if you had a plan and didn’t stick to it when 
asset prices were rising, I’m not sympathetic to any 
outsized losses endured in a downturn. 
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MARKET ANALYSIS

We headed into 2016 with unresolved issues 
surrounding valuations – any measure 
showed price-to-earnings multiples to be 
high relative to their historical norms, all the 
more so in a world with a greater overhang of 
economic, financial and political uncertainty 
than we have seen in many years.  

China, in particular, and Emerging Markets in 
general are in weak economic states. 

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

U.S. Stock Indexes Threaten 2015 Lows…

Another week of heavy selling has pushed 
major U.S. stock indexes into a critical test 
of their 2015 lows. The first three charts 
tell the story. Chart 1 shows the Dow 
Industrials ending the week just above its late 
September low. Chart 2 shows the Nasdaq 
Composite threatening its late August Low. 
And Chart 3 shows the S&P 500 threatening 
August/September lows from 1867 to 1871. 
So far this month, the Dow and S&P 500 have 
lost 8%, while the Nasdaq has lost 10%. All 
three indexes are in correction territory which 
means they’ve lost more than -10% from last 
year’s highs. Small cap and transportation 
stocks are already in bear markets with 
losses in excess of 20%. That doesn’t bode 
well for the market as a whole. Which raises 
the bigger question of what happens if 2015 
lows don’t hold.

Possible Head and Shoulders Top…

I’m going to focus on the S&P 500 since it’s 
the benchmark for the U.S. stock market. 
Chart 3 shows the price formation for the SPX 
since late 2014 having the look of a potential 
“head and shoulders” topping pattern. A H&S 
pattern has three prominent peaks (circles) 
with the middle peak (the head) higher than 
the two surrounding “shoulders”. 

Dow Jones Industrial Average

NASDAQ Composite

S&P 500



The monthly chart below puts the bull market 
since 2009 in better perspective. And it also 
carries the threat of a drop toward 1600.  
The monthly MACD lines (below chart) are 
negative. That’s a serious warning sign that 
the market uptrend is in trouble and in need 
of correction. Chart 4 also shows that the 
two prior bull market peaks in 2000 and 2007 
took place just below the 1600 level. That 
adds more credibility to 1600 as a potential 
downside target and, hopefully, a major 
support level. [A drop to 1600 would also 
constitute a 38% retracement of the 2009 - 
2015 uptrend].

Treasuries Continue to Gain Ground

With stocks dropping, money continues to 
flow into the ultimate safe haven of Treasury 
bonds. The chart below shows the Barclays 
7-10 Year Treasury Bond iShares (IEF) rising 
to a new three month high. That’s good for 
bond proxies like utilities and REITS which are 
holding up better than the rest of the market. 
It’s also helping support defensive consumer 
staples, many of which also pay dividends 
and which usually do better when bonds are 
outperforming stocks. Rising bond prices, 
however, mean falling bond yields. The green 
bars at the bottom of Chart 6 shows the 10-
Year Treasury Note Yield ($TNX) falling to the 
lowest level since October. Falling bond yields 
are bad for banks. And recent action shows 
that.

MARKET ANALYSIS

S&P 500

iShares Barclays 7-10 Year Treasury Bond Fund



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 19, 2016) indicates relative strength (relative to the S&P 
500 Index).  Consumer Staples, Healthcare and Utilities are leading relative to the S&P 500. Energy and 
Financials 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 2016 Key Dates for Retirees, 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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