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Last week was ugly for stocks as the Dow fell 2.2% 
and the small cap Russell 2000 tumbled 5%. We 
saw about 7 times more stocks fall than rise and 
almost eight new lows for every new high.  The top 
10 performing stocks in the S&P 500 this year have 
returned +21% while the other 490 stocks have 
returned -3%. If you did not own at least one of the 
top 10 stocks in the S&P 500, your returns are likely 
to be negative in 2015.

We have mentioned before that the amount of 
time between 10% corrections in the S&P 500 was 
getting long in the tooth. The decline in August finally 
ended that streak but another one is lurking. The 
current S&P 500 rally is the fourth longest on record 
without a 20% decline. The only rallies longer than 
the current one include those that ended March 
2000, September 1929, and August 1956. 

Commodity prices continued to fall in the last week. 
The S&P GSCI Commodity Index, a production-
weighted index of over 24 different commodities, 
dropped about 1%, bringing the total year to date 
decline to over 30%. Oil is testing a 7-year low, and 
natural gas is near a 14-year low.  Commodities have 
also tended to lead equity markets in the past so 
this may turn out to be another warning of upcoming 
equity weakness. 

Share buybacks may continue to be a positive factor 
for stocks in 2016. U.S. companies are expected to 
purchase $450 Billion in stock on a net basis. This is 
likely to be especially good for value stocks.

We have been talking about increased volatility in the 
short-term and this past week was a good example. 

WEEK IN REVIEW

Last week, we saw about 
7 times more stocks fall 
than rise and almost 
eight new lows for every 
new high.



The past several months have seen 
vigorous media coverage on potential 
Federal Reserve interest-rate moves.
The Federal Reserve faces conditions that are not 
exactly ideal as it heads into its meeting this week.  
The past several months have seen vigorous media 
coverage on potential Federal Reserve interest-
rate moves.  Many are speculating about what will 
happen to investments when rates rise.

Some pundits are putting forth the argument 
that rate increases are actually good news for 
investors, because they signal the Fed’s belief in a 
healthier economy.  Our findings suggest that equity 
investors would be well advised to lower their return 
expectations—as rates rise. The empirical evidence 
is persuasive that rising rates have simply not been 
good news for the stock market. 

What we have found is that there are very strong 
patterns of returns related to monetary policy 
present in the capital markets. 

Domestic equities perform quite well when 
the Fed is pursuing an expansive monetary 
policy, and provide more pedestrian returns in a 
restrictive monetary environment. This may not 
be a big surprise, but the magnitude of the return 
differences is remarkable. 

From 1966 through 2013, the Standard & Poor’s 
500 returned 15.2% annually during expansionary 
periods (when rates were falling) and only 5.9% 
during restrictive periods (when rates were rising).

Not all stock market sectors are created equal when 
one is considering Federal Reserve policy. There 
is a great deal of disparity of returns across stock 
market sectors in different monetary policy periods. 

During expansionary periods, consumer-
discretionary industries such as apparel, retail, 
automobiles, and durable goods are top performers. 
It makes sense: As the Fed pumps more money into 
the pockets of consumers, they can buy that new 
car, washing machine, or business suit. 

During restrictive periods, defensive industries such 
as food, energy, and utilities have performed better 
than most. When money is dear, people still have to 
eat, drive their cars, and heat their homes.

Pace of Rate Hikes…

Only three of 97 Fed watchers polled by Bloomberg 
see the Fed missing the opportunity to raise rates 
this week.  A Wall Street Journal survey found that 

more than 90% of economists expect a rate hike 
this time around, and a complete assessment of 
market conditions suggest that a move is already 
90% priced in.  In addition, more than half of 
economists polled are predicting federal-funds rate 
will be back near zero within the next five years. I 
would be interested to know what percentage of 
those would predict the Fed might push rates into 
negative territory, as the European Central Bank 
and others in Europe have done – meaning financial 
institutions have to pay to park their money with 
the central banks. What could go wrong?

The Fed lacks credibility, and Fed Chair Janet Yellen 
has been making the case for an increase.  The 
soft economy and market turmoil adds risk to the 
decision to act now.  As a result, the Fed will be 
Dovish (note the capital D) in its communication 
emphasizing a few key elements:

• The interest rate hike is the first of what is likely to 
be a very shallow path.

• The Fed will not follow it usual “hike at every 
meeting” process.  Instead, the pace will be 
irregular, and highly dependent on conditions.

• The Fed policy rate will be below historical 
averages when it completes the cycle.

Other Central Banks

Although the Fed will be carefully easing away from 
its extraordinary stimulus program, other central 
banks -- including the ECB, the Bank of Japan and 
People’s Bank of China -- are likely to opt for more 
stimulus using unconventional measures. With 
most other aspects of macroeconomic policies 
essentially frozen due to political constraints -- 
particularly fiscal and structural reforms -- it will 
be up to the private financial markets to reconcile 
the policy divergence. That is likely to induce greater 
price volatility in many markets.

MONETARY POLICY AND THE MARKETS



Chart of the S&P 500 
The three-year weekly chart of 
the S&P 500 Large Cap Index 
below indicates that the index 
has fallen below the November 
support level around 2020.  
That level is more important 
because that’s where the mid-
September peak took place.

in the chart below, you will notice that the S&P 500 has not broken down below the October 2014 
lows. October is the important level to hold, because October 2014 is when we had a significant 
spike in volatility.  There was a lot of fear that came back into the market to accompany to downside 
move on the S&P 500.  Whenever you see a high volatility reading with a low, that low becomes more 
significant.

MARKET ANALYSIS



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, but downside pressure could get a brief reprieve with 
developing oversold conditions.  

Now, looking at a long-term chart of crude oil we can see that not only is the 2009 low an important level 
of support, it also happens to mark the top of a long-term trading range between $35-45. While this fact 
strengthens the current support level, the chart also reveals the earlier trading range and allows for the 
possibility of lower prices.

There is very strong technical support for oil at current levels, but I have no trouble imagining it trading 
lower on a technical basis. I would look for clear evidence that support is going to hold before we become 
too optimistic.

The crude oil inventory data are near-term bearish as well, and OPEC did not make any effort to curb the 
cartel’s overproduction at last week’s meeting (the stated quota is 30 million barrels per day).  No clear 
guidance.

OIL..NEAR-TERM DOWNSIDE BUT LONGER TERM OUTLOOK MORE CONSTRUCTIVE



Some price-supportive developments may be starting to surface. 

Fiscal deficits equivalent to 20% of GDP in Saudi Arabia are simply not sustainable – and the Saudis, have 
changed their tone from this time last year, and no longer are espousing “lower for longer”.

In the U.S., there have been hundreds of billions of dollars of investment retrenchment over the past year, 
tens of thousands of job losses and more that 1,000 oil rigs taken out of service (545 at last count from a 
peak of 1,609 in October 2014).

Now the financing capacity for the marginal producers – those lines have finally been cut off and defaults 
are increasing. At the end of November, fully two-thirds of bank loans to companies in the S&P 500 Oil & 
Gas sector were trading at distressed levels; six months ago, this level was 13%. 

According to Fitch, the trailing 12-month default rate for the Energy space just touched 5%, which is the 
highest since 1999 (when crude oil price was near $10 per barrel).

Again, the shorter-term is bearish, and we will be observing the technical test of the 2009 lows. Longer-
term, we may see times a changin’.

OIL..NEAR-TERM DOWNSIDE BUT LONGER TERM OUTLOOK MORE CONSTRUCTIVE



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 14, 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



The decline of high-yield bonds is finally making headlines – hard not to after a fund collapsed and the largest 
junk bond ETF lost 2% in a day – but the slide has been a long-time in the making. The SPDR Barclay’s High 
Yield Bond exchange-traded fund (symbol: JNK) has been in decline for the better part of the past two years. 
It is now, however, in an accelerated declining trend that is flashing a warning for this market and indeed all 
risk-based financial markets.

Junk bonds are considered a “risk on” asset since the credit risk they carry is by nature higher than that of 
many other assets. When investors feel bold they flock to these bonds along with stocks. When they are 
nervous or outright bearish, investors move money into safer assets such as Treasury bonds and cash. Right 
now, it seems that investors are fleeing from junk bonds in a hurry, especially on Friday, when the iShares 
iBoxx $ High Yield Corporate Bond fund (symbol: HYG)) had its worst day in 4 years.

The relative paths of junk bonds and stocks have been close for the past two and a half decades (see Chart 
below). The chart shows the Vanguard High Yield Corporate Bond mutual fund (VWEHX) overlaid on the 
Standard & Poor’s 500. (The junk bond ETF is only 8 years old, so we can use the Vanguard fund as a proxy.)

JUNK BONDS SENDING A WARNING TO THE MARKET?

Junk Bonds Sending  a 
Warning to the Market?

What we see is that junk bonds seem to flash 
a warning ahead of major incidents in stocks 
including the crash of 1987, the stealth bear 
market in 1994, and the end of the bull market in 
2000. 

Fear also shows up as the long bond market 
represented below by the iShares Barclays 20+ 
Year Treasury Bond Fund (TLT) continues to 
climb higher in price. The long bond is breaking 
out to the upside and recently crossed above the 
200 moving average.  

The newly rising fear and a palpable shift from 
the “risk-on” stock market rally in October to a 
“risk-off” feel, the falling junk bond market may 
be warning of change in the air, and that change 
is not for the better.



REMINDER

We have added new articles on our website discussing Seven Money Moves to Make Before the End of the 

Year, 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 
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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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