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The Dow fell four out 
of the five days last 
week.
However, Wednesday’s advance was enough to allow the Dow 
to squeak out a 0.1% gain for the week. Smaller stocks weren’t 
so fortunate as the Russell 2000 small cap index fell 0.34%.  
Healthcare and cyclical stocks had the best week, while utilities 
fell the most.

All in all, October was a solid month for stocks. The Dow 
rebounded 8.59% while small cap stocks advanced 5.63%. Every 
sector of the stock market advanced, with double digit gains in 
Basic Material, Energy and Technology stocks. The dollar also 
continued its advance against the Euro and the Yen. 

The strength of the recent rally can be seen through multiple 
lenses. First, the selloff had been dramatic and short selling had 
become very popular. In fact, short interest had reached the 
highest level in years. When stocks start a rebound, short sellers 
who want to preserve their gains will buy back the shares they 
had been short, adding to the upward movement in stocks. 

Second, earnings season has been as expected. It hasn’t been 
strong, with the second quarter in a row of declining earnings 
growth, but overall, earnings as a percent of GDP remains high. 
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Capitalism in the Debate…

The current political cycle is now in full swing, and seem to 
be again hearing the debate between free market capitalism 
and Socialism.  I will discuss this topic for a bit. The world has 
experimented with Communism which has been thoroughly 
discredited, a billion people have been lifted from poverty 
through free-market competition, and even European Socialists 
are beginning to give up on state ownership and the nanny state. 

Then why do we have to continue to have this debate about what 
works and what does not?  Democratic Presidential Candidate 
Bernie Sanders has been getting an audience, and does not 
mind being labeled a Socialist. It is hard to see if you watch the 
democrat debate how Hillary Clinton is far behind Bernie. 

Socialism (as defined by Merriam-Webster): 

1) a way of organizing a society in which major industries 
are owned and controlled by the government rather than by 
individual people and companies.

2) a: a system of society or group living in which there is no 
private property

     b: a system or condition of society in which the means of 
production are owned and controlled by the state

Why do “Intellectuals” hate Capitalism?

Whole Foods Market cofounder John Mackey helped create 
the global grocery store chain intellectuals arguably love best. 
He was asked why intellectuals hate capitalism in a recent 
interview.  He responds by saying “Intellectuals have always 
disdained commerce.”  They “have sided with the aristocrats to 
maintain a society where the businesspeople were kept down.”  
Mackey has evolved into one of capitalism’s more persuasive 
champions, making moral, practical and even spiritual case that 
free exchange ennobles  all who participate.  “You might say that 
capitalism was the first time that businesspeople caught a break. 
Because of Adam Smith and the philosophy that came along with 
that, the industrial revolution began this huge upward surge of 
prosperity.” 

How is it that we are hearing some politicians argue for 
something entirely different?

A high-profile critic of the minimum wage, Obamacare, and the 
regulatory state, Mackey believes that free markets are the best 
way not only to raise living standards but to create meaning 
for individuals, communities, and society. At the same time, he 
challenges a number of libertarian dogmas, including the notion 
that publicly traded companies should always seek to exclusively 
maximize shareholder value. 
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Free-Market Capitalism

Consumers try to make themselves as well off as 
possible and firms try to maximize profits.  Those 
are seemingly simple concepts, yet they can tell us a 
tremendous amount about how the world works.  

1) The market economy is a powerful force for 
making our lives better.

The only way firms make profits is by delivering goods 
that we want to buy.  They create new products, or 
make existing products cheaper and better.  This kind 
of competition is good for consumers.  Profit inspires 
some of our greatest work, even in areas like higher 
education, the arts and medicine.  How many world 
leaders fly to North Korea when they need open-heart 
surgery?

2) Our system uses prices to allocate scarce 
resources.

Since there is a finite amount of everything worth 
having, the most basic function of the economic 
system is to decide who gets what.  Who gets tickets 
to the Super Bowl? The people willing to part with 
the most money.  Who had the best seats for the 
Supreme Soviet Bowl in the old USSR? The connected 
that were chosen by the Communist Party. Prices had 
nothing to do with it.  Price controls in economies 
controlled by the state amounted to long lines, and 
those first in line got the goods. Those at the back of 
the line were out of luck.  Capitalism and Communism 
both ration goods. We do it with prices; Communists 
do it with waiting in line. 

3) Market transactions make all parties better off.

Companies are acting in their own best interests, 
and so are consumers. This is a simple idea that has 
enormous power.  Markets are consistent with our 
views of individual liberty. The Socialist system that 
some are advocating in the current political cycle 
want to control the economy by controlling people’s 
lives. 

Markets are consistent with human nature and 
therefore wildly successful at motivating us to reach 
our potential.

4) Markets are self correcting.

Because we use prices to allocate goods, most 
markets are self-correcting.  We often get 
opportunities to observe the combination of finance 
and human behavior.  More recently, we have had 
to opportunity to watch market reaction real time, 
courtesy of oil prices. 

In the years leading up to the financial crisis, there 
was a singular narrative about energy; we need more.  
The US and China were simply blowing through the 
world’s daily energy production, with no signs of 
letting up. 

So what happened?  Oil prices rose. That’s basic 
economics, from the demand of a scarce resource. 
When there is not enough of something to go around, 
prices go up. Those willing (and able) to pay more for 
the resource get the resource. Markets work.

What happens next? High oil prices incentivize 
producers to get busy producing. There is a lag effect 
here. Prices are skyrocketing around 2007-2008, but 
production doesn’t really start to ramp up until 2010-
2012. It takes time to order equipment, explore, 
hire workers, drill and start producing.  Market 
participants responded to high energy prices exactly 
as we would expect them to.  As a result, US and 
global daily energy production goes through the roof.

We all know what happened next.  We had a 
recession, improved fuel economy, people pass up the 
SUV for the more fuel efficient car, demand growth 
slows, but energy production continues higher.

What should we expect? If the cycle is an indicator, 
lower prices will lead to less production (it will be 
much less profitable to drill for $40-50 oil than it was 
at $100) and more demand helped by consumers 
changing their behavior. This is how economies work. 
Especially for something like energy, which is an input 
to practically all production of physical goods and 
many services.

My point is that markets work – competing forces 
looking for profit and creating opportunity; the 
constant shifting of price and supply and demand 
hunting for equilibrium that will never be fully 
settled. Control and interference of these forces 
by governments and central banks leads to 
misallocation of capital and resources, speculation 
occurs creating bubbles that eventually burst.   
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Daily chart of 
the S&P 500
Over the last couple of weeks, I have been discussing the 
prospects for positive technical events, and what to watch for 
in the S&P 500.  The first was a move above the 20-day EMA, 
which occurred in the first week of October at 1950. Second, 
was the 20-day EMA moving above the 50-day EMA which 
occurred later in October at 2000.  Third, was the break above 
the trend line established in July. This occurred at 2015.  The 
S&P 500 is currently at 2104 as of the close on November 2nd.

Below is a daily chart of the S&P 500. We still have a long-term 
bearish signal in when the 50-day moving average (MA) crossed 
below the 200-day MA.

NOTE 
The Exponential Moving Average (EMA) used in the 
chart below is similar to a Simple Moving Average 
except that more weight is given to the latest data.

On the chart below, we can see that price has moved 
above all three EMAs, which, of course, causes them 
to move up and converge. The 20-day EMA crossed 
up through the 50-day EMA, generating a short-term 
positive technical event. It will take quite a bit longer for 
the 50-day EMA to cross up through the 200-day EMA, 
and the bear market will remain in effect until it does. 
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There are 
positive 
technical 
signs that 
can’t be 
ignored
Because we are in a longer-term bearish 
trend we should continue to expect 
negative outcomes more often than 
positive ones. 
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NOTE 
The solid blue section that moves through the chart 
below is a Bollinger Band.  Bollinger Bands are volatility 
bands placed above and below a moving average.  
Volatility is based on standard deviation, which changes 
as volatility increases or decreases.  Standard deviation 
is a statistical term that measures the amount of 
variability or dispersion around an average. Standard 
deviation is also a measure of volatility.  Generally 
speaking, dispersion is the difference between the 
actual value and the average value.  By definition, prices 
are high at the upper end of the band and low when they 
are at the lower end of the band. At more extreme highs 
or lows, we sometimes refer to prices as “overbought” 
or “oversold”.



Rising Rates 
Favor Cyclicals..
Sometimes to get a better read on the market, it 
is better to compare the two consumer sectors 
directly.  The black line in the chart below is a 
“ratio” of the Consumer Discretionary SPDR (XLY) 
divided by the Staples SPDR (XLP). The green 
line plots the 10-Year Treasury Yield. There’s a 
correlation between the lines. When bond yields 
are falling (like in 2014 and this past summer), 
staples usually do better. When yields are rising 
(first half of 2015 and this October), discretionary 
stocks do better. This past week, for example, 

saw bond yields jump to a one month high on the 
Fed statement hinting at a possible December 
rate hike. At the same time, the XLY/XLP ratio 
broke out to a new high (the XLY rose while the 
XLP fell). Here’s my theory. The Fed statement 
tried to signal confidence in the economy, which 
favors economically-sensitive stocks. Rising 
bond yields reduce the appeal of defensive stocks 
that pay dividends, like consumer staples. That 
also explains why utilities fell sharply on the Fed 
statement. 

RISING RATES FAVOR CYCLICALS



Sector Relative
Rotation Model
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 November 2, 2015) 
indicates relative strength (relative to the S&P 500 Index) 
for Consumer Discretion, Technology and Consumer 

Staples.  Energy, Materials, and Industrials are indicating 
improvement relative to the S&P 500. Healthcare, Financials 
and Utilities 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.

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 
October 26, 2015 ) indicates relative 
strength (relative to the S&P 500 
Index) for Consumer Discretion, 

• Improving (Blue) – weak 
relative strength but improving 
momentum

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 momentum



Change to Social Security 
Claiming Strategies

The Bipartisan Budget Act of 2015 signed on November 2, 2015 includes the 
significant changes to Social Security rules. The following is our understanding of 
these changes:

• The file-and-suspend strategy will be eliminated after 6 months. If you file and 
suspend your benefits after 6 months, any benefits payable based on your earnings 
records (e.g. spousal benefits) will be cancelled and resumed once you restart your 
benefit. 
• Voluntary suspension will still be available for anyone who started benefits early 
and want to stop them (as long as they have reached their full retirement age) and 
resume the payments later in order to earn delayed retirement credits. The option to 
receive a lump sum payment of suspended benefits will be cancelled.
• The restricted application strategy will also be eliminated for anyone who will reach 
age 62 after the end of 2015. Under the old rules, you could choose to file for spousal 
benefits only (as long as you were at least full retirement age) and later switch to 
your own benefits. 
• Those who are already age 66 or older or who will turn 66 within 6 months can still 
utilize the file-and-suspend strategy under the old rules.
• Anyone who will be 62 or older by December 31, 2015 and whose spouse is receiving 
benefits or will file and suspend within the next 6 months will be able to file a 
restricted application for spousal benefits only once they reach the full retirement 
age. 
• Anyone who has already filed and suspended benefits or filed a restricted 
application will not be affected by these changes. 

We will continue to closely monitor the changes. Please contact us with any 
questions at 281-822-8800, or go to our website and click on the ask a question 
button. We will be posting an article on www.stawealth.com later this week for more 
on this topic.

The information above has been obtained from sources believed to be reliable; however, we do not 
guarantee its accuracy or completeness. To the extent that a reader has any questions regarding 
the applicability of any specific issue discussed above and how it pertains to his/her individual 
situation, he/she is encouraged to consult with the professional advisor of his/her choosing. 

SOCIAL SECURITY CHANGES

http://www.stawealth.com


REMINDER 
In last weeks report I mentioned that bonds were winning, and they were. I also mentioned 
the following:

“Our Fed meets this week, but it won’t likely do anything. 
We have a debt ceiling showdown going on in Washington, 
but it will be raised and it will only have a temporary 
impact on bond prices.“
The Fed met- no interest rate change. On Monday the President signed into law the budget.  No debt 
ceiling battle or government shut down possibility to discuss anymore. Central banks are clearly in charge 
for now. 

Bond Yields Rise…

Last weeks Fed statement had a slightly more hawkish tone, and it seems they are wanting to get off of 
zero interest policy.  The chart below shows the 10-Year T-Note Yield ($TNX) moving higher after the Fed 
statement. 

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.


