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Thanksgiving week is often a subdued time for U.S. 
financial markets. After all, most markets were 
closed on Thursday and closed early on Friday. 
However, with many highly seasoned traders taking 
time off, it can still be a time of surprising volatility 
on relatively thin volume.

Last week transportation and utility averages 
suffered small declines. Large stocks in the tech 
heavy NASDAQ also experienced a slight decline.  
Instead, it was a week for the small stocks as the 
Russell 2000 showed a gain of more than 2%.  
Among the sectors, Consumer Staples provided a 
good return of about 1.5%.

For such a short week there were a number of 
economic releases to consider. The economy is 
important because bonds, long term, tend to have 
an opposite reaction to the news and releases. 
Certainly the latest revision on 3rd quarter GDP 
(from 1.5% to 2.1%) would not at first blush seem to 
be good news for bonds. However, this is a headline 
number and usually one must dig deeper to find the 
truth. Unfortunately, much of the gain in GDP can 
be attributed to inventory growth. This is not the 
same thing as consumer sales growth. Considering 
the poor state of sales in our country, an inventory 
buildup may prove to be more of an economic 
warning sign. Businesses accumulated $90.2 billion 
worth of inventories, up from the preliminary $56.8 
billion reported in October.

Remember, businesses accumulate inventory for 
two reasons: 1) a voluntary accumulation in the 
anticipation of an avalanche of orders, or 2) an 
involuntary accumulation because of disappointing 
sales.

Given third-quarter earnings reports and sales 
warnings we heard from retailers – such as Macy’s 
Nordstrom, Walmart, and Tiffany’s – we will go with 
reason number 2 for the build up in inventories.

There are other signs of concern for the economy. 
In order to sell products they typically must first be 
transported somewhere. One of the best worldwide 
gauges for this is the Baltic Dry Shipping Index 
which tracks shipping prices for dry bulk items. 
Recently it set an all-time record low. In China, 
their overall freight count is down 29% so far in 

2015. How about the U.S.? One indication is pay to 
employees in our general freight trucking industry. 
It has actually fallen according to the Bureau of 
Labor Statistics. This does not suggest a healthy 
economy. 

What of the Federal Reserve? Many wonder if they 
will raise the Fed Funds rate. With the current level 
of talk, a rate hike is certainly expected. The better 
question may be should they raise rates? 

There is also another anomaly if the Fed chooses 
to raise rates now and that is the state of the 
economy. The four previous series of rate hikes from 
the Fed began when GDP (on a year-over-year basis) 
was more robust and averaged over 4%. Today’s 
comparative GDP is considerably lower at 2.2%. 

Finally, there is the matter of inflation. One guide 
for inflation (and the Fed’s favorite measure), the 
Personal Consumption Expenditure (PCE) Price 
Index was recently released. On a year-over-year 
basis it suggests inflation is only growing at a 
miniscule 0.2%. Certainly this does not suggest 
current inflation should be a major concern to force 
the Fed to raise rates. 

Sometime in the year ahead, we believe it is likely 
stocks will make their final rally of the Bull Run 
before a decline. This will correct many distortions 
we see in our markets. However, we would not give 
up just yet. 

We anticipate volatility over the short term, 
especially among lower quality securities that have 
risen dramatically. The prudent investor should 
maintain moderate equity levels, timing additions to 
periods of pullbacks and sales to rallies. 
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volatility on relatively thin volume. 



Daily Chart
of the
S&P500
In the chart below, you will notice that the S&P 500 has not broken down below the 
October 2014 lows.  Why is October the important level to hold? Because in October 
2014 is when we have a significant spike in volatility.  There was a lot of fear that came 
back into the market to accompany the downside move on the S&P 500.  Whenever 
you see a high volatility reading with a low, that low becomes more significant. By the 
way, in the big picture a correction and consolidation can be healthy for the market.
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It seems the way many retired investors 
think about the yield of their investment 
portfolios is complicated and puzzling. 
At STA we spend much of our time educating our radio and readership audience regarding investment 
management. It seems the way many retired investors think about the yield of their investment portfolios 
is complicated and puzzling. Too often, they blur the distinction between yield as an investment 
characteristic and yield as a source of income for retirement spending. Our conversations with investors 
over the past few years have taught me that there is a peculiar psychology of yield. Unfortunately, this 
psychology can be dangerous when it overshadows sound investment thinking.

What creates the psychology of yield?

One cause of this curious perspective on yield is the old adage: “Never invade principal.” The natural fear of 
running out of money in old age demands a reliable solution. If you only spend the income from a portfolio, 
you’ll leave your nest egg intact and never run out of money in old age, right? 

This may have been true in the good old days when investors stuck to CDs, conservative bonds or a 
collection of stable blue chip stocks offering moderate yields. However, with current yields at historical 
lows, investors are confronted with unsatisfying incomes from these traditional investments. For this 
reason, we’ve observed investors more and more chasing yield.

What are the consequences of irresponsible yield? 

Chasing yield can lead investors to concentrate their portfolios into those asset classes, sectors and 
securities that supposedly offer higher yields. But those yields can come with additional risks. Investors 
also need to keep in mind another old adage: “There’s no such thing as a free lunch.”

Many investors understand the basic trade-off between investment risk and reward. However, the 
psychology of yield can disrupt this understanding. Many times, investors seek yield while ignoring the 
total return of their investment, as if it doesn’t matter as long as they don’t sell any part of their portfolio. 

This may be sensible when considering U.S. Treasuries, but it’s not so sensible for a collection of dividend-
paying stocks or high-yield bonds. Dividend-paying stocks are still subject to market volatility, and bonds 
— especially high-yield bonds — don’t always pay you back what you are expecting. Don’t forget that 
high-yield bonds are sometimes referred to as “ junk bonds” and generally pay higher yields in order to 
compensate investors for a higher risk of issuer default. 

Consider the current yields versus the worst one-year returns from October 1995 to September 2015 for a 
few asset classes that yield-seeking investors may use in their portfolios:

HOW INVESTORS GET YIELD WRONG



Investors shouldn’t necessarily avoid these last three asset classes, even with such painful downsides. 
They just need to be careful when deciding how much to allocate to any one of them, while keeping in mind 
their specific risk tolerance. Despite the lure of yield, investors can’t escape the reality of this equation:

Total Return = Interest + Dividends + Capital Appreciation (or – Capital Losses!)

If an investor’s $500,000 portfolio has a 5% yield, but a return of -7% during a year, they didn’t really earn 
$25,000 that year even if they got a check for that amount. The portfolio earned $25,000 in income and 
lost $60,000 in value, leaving them $35,000 poorer overall. That 5% yield is an optical illusion. It’s like 
somebody who owes you $5 and asks for a ten-spot so they can pay you back.

How can investors manage yield responsibly?

Investors should always keep in mind that the income from a security must come from the underlying 
business of the security’s issuer. Whether it’s an interest payment from a bond or a dividend from a 
stock, the company behind the security has to earn enough revenue to first pay its bills and then pay 
you. And depending on the specific security type you own, there may be many others in line ahead of you. 
Remember, higher yields generally are tied to higher-risk investments. 

The point is that retired investors need to keep investment decisions distinct from decisions about how to 
replace their pre-retirement work income.

If investors are committed to a yield-focused investing approach, they should pursue it responsibly. They 
should pay attention to how much yield the current market environment can reasonably deliver (i.e., seek 
a responsible level of yield). They also should pay attention to the portfolio risks they are carrying (i.e., be 
mindful of the source of their yield).

Practically speaking, that means adhering to two principles: 1) balancing a portfolio to seek both current 
income and long-term growth to help support future income; and 2) adapting to the changing risks and 
opportunities in markets through time. Please let us know how STA Wealth Management may help you. 

HOW INVESTORS GET YIELD WRONG



Interest Rate Hikes and
Bond Investments
Most bonds carry a fixed interest rate known as coupon, which is expressed as a percentage of the face 
(principal) amount. The coupon rate is established when a bond is issued and paid semiannually. For example, 
bond A with 4% coupon maturing in 3 years pays $20 interest (1000 x 4% x 0.5) every six months until 
maturity, when the principal $1000 is paid back with the last interest payment. An investor will receive $120 
interest payment (see cash flow of bond A in appendix). 

Suppose immediately after an investor purchases bond A, interest rate goes up by 1%. Now a newly issued 
comparable bond B carries a 5% coupon rate, 1% higher than the coupon of Bond A. So an investor who 
purchases bond B will receive a $150 interest payment at the end.  If bond A and B are identical in terms 
of maturity date and credit rating, bond A has to be traded at lower price to compensate investors for less 
interest income. In fact, bond A and bond B will be traded at prices that they generate comparable yields 
(called yield to maturity).  As a result, the adjusted price of bond A after a rate hike becomes $972.46 (see 
calculation in appendix). Figure 1 shows the price of bond A at different yield.

Importantly, the investor who owns bond A receives the same cash flow regardless of market interest rate.  
However, he may 
realize capital loss 
when he sells bond A 
prior to maturity. The 
closer to the maturity 
date, the less capital 
loss will incur (Figure 
2). If an investor holds 
bond A to maturity, 
he will receive $1000 
principal back without 
any capital loss.
However, he misses 
the opportunity to 
purchase bond B that 
pays higher coupon 
rate, which is an 
opportunity cost. 

if an investor foresees 
the rise of interest 
risk, he may hold 
cash to purchase 
bonds later. However, 
the dilemma is that 
he will miss the 
interest payment 
during the waiting 
periods, which is an 
opportunity cost as 
well.  If the prediction 
on rate move turns 
out to be wrong and 
interest rate remains 
unchanged or even 
lower, the investor will 
be punished on rate 
speculation.

BONDS



One effective strategy for buy-and-hold bond investors in a rising rate environment is to build a bond ladder, in which 
bonds are laddered with different maturities. A laddered portfolio has principal being returned at defined intervals. 
Therefore, maturing short-term bonds are reinvested in bonds at the ladder’s long end, which typically offers higher 
yields.  If rates are rising, investors can reinvest the returned principal at higher rates.

Source: www.pimco.com

Next month, we will discuss yield curve and how we can get higher returns on bond investment by correctly 
positioning on the yield curve.

-Nan Lu 
Investment Analyst 
 
STA Wealth Management
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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 December 1, 2015) indicates relative strength (relative to the S&P 500 
Index) for Energy, Materials, and Industrials are indicating improvement relative to the S&P 500. Healthcare 
& Financials have lagged, but are beginning to turn up. Consumer Staples, Consumer Discretion 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. 

SECTOR RELATIVE ROTATION MODEL

Sector Relative
Rotation Model

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



REMINDER

We have added new articles on our website discussing 2015 Tax Saving Tips, Changes to Social Security 
Claiming Strategies, and What Are People’s Biggest Regrets in Retirement. 

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 

STA Wealth Management Investment Committee

Luke Patterson, CIO

Mike Smith, President

Andrei Costas, Senior Investment Analyst

Nan Lu, Investment Analyst
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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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