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MARKET TAKES A TURN FOR THE WORSE



Stocks started the first week of 
February in the same manner 
they started January. The S&P 
500 Index was down over 3% 
while the Russell 2000 Index was 
down over 4%. 
Declining stocks outnumbered advancing stocks 
by a 2 to 1 margin on the NYSE, while new lows 
outnumbered new highs on most exchanges, 
especially on the NASDAQ.

Part of the outperformance in large growth stocks 
over the past few years has come from the so called 
“FANG” stocks which include: Facebook, Amazon, 
Netflix, and Google. These large growth stocks have 
started to underperform in 2016, they are down 
15% on average, as investors may have started to 
question their valuations and future prospects. 

Historically, investors have rewarded companies that 
can grow their revenues faster than the market with 
much higher Price to Sales ratios compared to the 
market. The problem is these types of companies 
cannot live up to the high expectations embedded in 
their stock prices. Consequently, their stock prices 
tend to underperform the market over the long run. 

Bond investors are avoiding riskier assets and 
favoring higher quality bonds, as volatility remains in 
the markets. Investment grade AAA corporate bonds 
are up 1.2% on the year, while high-yield bonds have 
lagged and are down 2.7% in 2016. The Treasury 
market has been the biggest beneficiary to the 
stock volatility, as long-term US Treasury bonds are 
up 6.5% year-to-date. The yield for the 30-Year US 
Treasury bond fell to 2.67% this week, as prices rose 
1.4%. 

The current subpar overall equity market conditions 
and strength of the U.S Dollar make a rate hike 
anytime soon very unlikely. In fact, the market 
has shifted dramatically in its view of the Fed and 
possible interest rates hikes in the coming months. 
The futures market began 2016 reflecting a 50% 
chance of a hike in March and in just over one month 
that probability has dropped to 10%.

In last week’s report, I penned the following:

“Some may think that the stock decline has simply 
been a January phenomenon.  This is not the case.  
We have noted that the market has been trending 
downward since the spring of 2015.  We have a 
hidden bear market as the typical stock is now 
actually in bear territory (down 20% or more from 
its peak).”

Market takes a turn for the worse... 
Despite the market’s recent bounce, most long-term 
indicators remain in negative territory. This week’s 
downturn in consumer discretionary and internet 
stocks is a sign that the market has taken a turn for 
the worse. 

WEEK IN REVIEW



Consumer Discretion Leads Market Lower
It is never a good sign to see economically sensitive 
stocks leading the market lower. That is because 
they are most closely tied to investor confidence (or 
lack thereof) in the U.S. economy. But that is what 
happened last week. The chart below shows the 
Consumer Discretionary SPDR (XLY) suffering its 
lowest close in a year. More telling is last week’s drop 
in the XLY/SPX ratio (red line) to the lowest level in 
six months. That is a bad combination of absolute 
and relative weakness. Among the weakest parts of 
XLY were autos, retailers, travel-related, and internet 
stocks. 

NASDAQ may be on the verge of Breaking 
Down
It is also never a good sign to see the NASDAQ leading 
the rest of the market lower, which it did this week. A 
plunge of 3% on Friday (and a -5% loss for the week) 
made it the weakest of the major market indexes. 

Heavy selling in software and internet stocks were 
especially troubling. So is its chart pattern. The 
weekly bars in the chart below show the Nasdaq 
Composite bearing down on its January and August 
lows. On a closing basis, the NASDAQ is already at 
its lowest level in more than a year. In addition, the 
Nasdaq/S&P 500 ratio (red line) on top of the chart 
has fallen to the lowest level in a year.  That is a bad 
omen for the rest of the market. 

Previous leaders stumble… A lot of the selling in the 
NASDAQ this month was tied to a big drop in internet 
stocks. Since the start of the year, the Nasdaq 
Composite has lost 12% (versus an 8% loss in the 
S&P 500). 

The First Trust Dow Jones Internet Index (FDN), 
however, has fallen -19% (but is down more than 
20% since December, which puts it in bear market 
territory). The chart below shows the FDN falling to 
the lowest level in a year, and breaking a support line 
extending back to 2012. The red line on top of the 
chart compares the FDN to the NASDAQ market (FDN: 
$COMPQ). The red line peaked at the end of 2015 
(right at its early 2014 peak), and has been falling 
since the start of year. In a peaking stock market, 
investors usually punish stocks with high valuations 
-- like internet stocks. That is another bad sign for 
the NASDAQ and the stock market in general.

CONSUMER DISCRETION LEADS MARKET LOWER



2001 had marked a very important stock market 
bottom by a rise in the CBOE Volatility (VIX) Index 
above 40. [It rose above 80 during 2008]. The chart 
below shows VIX moves above 40 during 2010, 2011, 
and this past August leading to market upturns. Its 
current reading of 23 is in correction territory, but not 
nearly high enough to signal a market bottom. 

The chart of the Volatility Index ($VIX) below 
compares the current low VIX reading to its August 
spike over 40. If history is any guide (and it usually is), 
the VIX needs to reach 40 to signal a potential market 
bottom. Until that happens, stocks may have further 
to fall.

VOLATILITY DOES NOT YET INDICATE A BOTTOM



•Improved labor markets with little change to wages 
and prices

    o December employment showed +292,000 jobs 
and 2.4% wage growth

    o Employment report last Friday showed 151,000 
jobs being added last month and the unemployment 
rate dropping below 5%, to 4.9%

•Fed officials continue to express concerns about 
the economic risks posed by low inflation and tighter 
financial conditions

•ISM Manufacturing data came in at 48.2 which was 
disappointing

•ISM Non-Manufacturing index is above 50, but saw a 
sharp decline from 55.8 to 53.5. This represents a 3rd 
consecutive monthly decline

•Fed comments on 1/27/2016 signaled a more dovish 
stance in light of lower than target inflation and 
the committee reiterated their intention to make 
increases gradual and data dependent

•Core capital goods orders posted a -4.3% decline in 
December, much lower than consensus of -0.2%

•November capital goods orders were also revised 
lower by 70bps

•December pending home sales were up +0.1% 
in December which missed consensus of +0.9%. 
However, data over the past year still shows +3.1% 
gain 

•November FHFA and S&P/Case-Shiller indices grew 
at +5.9% and +5.8% respectively over the past 12 
months. This signals that housing is doing alright 

•9 of 12 Fed districts saw economic activity expand 
since the December Beige Book release

•Consumer spending saw slight to moderate growth

•3Q consumer expenditures +3% y/y after +3.6% in 2Q 
y/y

•Auto sales mixed

•Retail sales growth weakened to lowest level since 
2009 (+2.1%)

•Manufacturing sectors are showing some weakening

•Residential and commercial real estate activity has 
improved

        o Multifamily and commercial real estate 
construction strong

        o Commercial rental rates increased

        o Loan demand stronger with better credit quality 
and declining loan delinquencies

•Core CPI increased 2% y/y

        o Decline in energy prices was a major drag

•PPI moved lower in December by 1% y/y

•Interest Rates were moved higher by 0.25% in 
December by the Fed and ended 7 years of ZIRP 

        o Flattening of yield curve underscores low 
inflation expectations

MACRO-ECONOMIC BULLET POINTS



•As of the close of last week, we now have 
earnings reports from 317 companies of the 
S&P500 

•Revenue misses continue to plague most 
sectors with more than ½ of companies 
missing top line estimates 

      o Materials, Consumer Staples, Consumer 
Discretionary are having a difficult time 
meeting revenue estimates

•The chart below shows the breakout by sector 
of EPS and revenue results through last week

      o 34% of the S&P has beaten on both 
revenues and EPS

      o Technology, Healthcare and Financials 
have the largest percentage of reporting 
companies beating on both EPS and 
Revenues. However even those percentages 
are unimpressive. 

Valuations
•Based on Forward P/E’s Consumer Staples, Energy, 
and Utilities are overvalued sectors when compared 
to the 15-year historical averages

•The energy sector has gotten more overvalued as 
earnings estimates have gone even lower than at the 
beginning of the quarter

•The S&P500 is now trading slightly above its 15 year 
historical average forward P/E

EARNINGS UPDATE 4Q 2015



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, it highlights the drivers of returns versus the 
detractors. 

The chart below (updated through February 8, 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, Financials 
and Materials 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



REMINDER

We had an overwhelming response to our 5 Key Retirement Decisions Webinar on Wednesday, January 

27th. if you happened to miss it, please continue to read the Weekly Market Report as we will be 

announcing a date in which we will have a replay of the Webinar Broadcast that you will be able to register 

to attend.

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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