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It was hardly an inspiring week. After we saw some 
elevation the previous week, we saw declines last 
week of close to 1%  Volume rose on the stock 
decline, with the heaviest volume toward the end of 
the week, when prices were slipping.  We have been 
projecting increases in market volatility in the short-
term, and one might consider last week just another 
example.  

The Dow and S&P 500 are down respectively 3% and 
2% year-to-date.  The S&P 500 has gone nowhere 
for the last 12 to 14 months.  The market has traded 
in a tight range for much of this year.  There are not 
enough stocks participating to keep indices at these 
levels, and the longer it stays this way, the more 
concerning it becomes.

The S&P has gone an eye-opening 5½ months, with 
less than 60 percent of its components trading 
above its key 200-day moving average, the longest 
streak since 2012. Since 1990, only four such 
streaks have exceeded the six-month mark, three of 
which occurred during the 2000-03 bear market, and 
the fourth during the 2008-09 bear market. 

In other words, it is becoming it is becoming a critical 
time for the market. If the bulls are going to make a 
stand, they need to do it soon.

WEEK IN REVIEW

We have been projecting 
increases in market 
volatility in the short-term 
and one might consider 
last week just another 
example. 



The last time the Federal Reserve 
implemented a series of interest rate hikes – 
in 2004- the world was a different place.
The last time the Federal Reserve implemented a 
series of interest rate hikes – in 2004- the world 
was a different place. Yields were higher, the dollar 
was weaker, and the NASDAQ had a steep recovery 
from the tech bubble.

When the Fed raised rates nearly a decade ago in 
2004, in environment was marked by the following:

• US 2-year note yielded 2.67% vs. current levels of 
0.964%.

• US 10-year note yielded 3.76% vs. current levels of 
2.21%.

• As of June 24, 2004, a fixed 30-year mortgage 
rate stood at 6.25%. As of Dec. 10, 2015, the 
mortgage rate stands at 3.95%.

• Dow closed at 10,435 vs. currently 17,270.

• S&P 500 closed at 1,140 vs. currently 2023.

• NASDAQ closed at 2047 vs. currently 4,971.

• WTI settled at $37.05 vs. todays level of $34.66.

• Gold settled at $393 vs. current level of $1,065.

• As of Q2 2004, GDP stood at 2.96%, vs. Q3 2015, 
which stands at 2.07%

The headlines in financial news this morning are 
“U.S. Third-Quarter GDP Revised Down to 2.0% 
Growth” and “Existing home sales post steepest 
drop since 2010”, and yet the market is trading 
higher. Maybe the news helps investors believe the 
Fed will remain “accommodative” in 2016. 

THE FED HIKES RATES



Chart of the S&P 500 

MARKET ANALYSIS

There are two things that the stock market market is going to grapple with in 2016:  price-to-earnings 
multiple compression as rates rise and financial conditions tighten (the High-Yield corporate bond market is 
figuring this out early, as is usually the case) and profit margins crimped by rising interest expense. By the 
way, while High-Yield corporate bond yield spreads over Treasuries have widened 100 basis points since early 
November, Investment 
Grade bonds have remained 
stable. More on bonds later.

It has been a rough ride for 
parts of the credit markets.  
Global defaults have just 
hit their highest levels in 
six years.  The High Yield 
corporate bond default 
rate has risen to 2.6% from 
2.1% and poised to move 
higher going into 2016.

We have a Junk Bond 
market that is so big that 
the outstanding debt totals 
$1.3 trillion dollars. Eight 
years ago, this was $700 
billion more, but back 
in 1998 it wasn’t even 
$250 billion. This transcends the higher-risk energy group as it reflects corporate America’s merger and 
acquisition binge (which just hit all-time highs in dollar value).  Not to mention the wave of credit-financed 
stock buybacks – to the point where the ratio of High Yield debt to corporate earnings have surged to 
unprecedented levels.

My sense is that this will be a topic for discussion in the coming year. I discussed High-Yield bonds and the 
possible warning to the stock market in the December 14th report.  

Moving Averages Converge… The daily chart below of the S&P 500 Large Cap Index indicates that the 20, 
50, and 200-day simple moving averages are converging.  We will need to observe the shake out of the these 
averages to help determine market direction from here.

In the chart to the right, 
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.



In last week’s report, I mention some longer-term price-supportive developments. I will add some 
historical perspective those developments.

If oil declines in 2016, it will be three years in a row – this has only happened twice preciously:

• 1981 to 1984 (four straight years; cumulative decline of 31.3%)

• 1991 to 1993 (three straight years; cumulative decline 46.9%)

Note that these periods included U.S. recessions, the odds of which are not that great for next year.

It also should be noted that demand growth continues, it is just currently being outstripped by current oil 
supply.  The chart below shows tht 3Q2015 continued to see an excess of supply. 

In last weeks report I mentioned “very strong technical support for oil at current levels, but not having 
trouble imagining it trading lower on a technical basis”.  WTI crude is near its 2009 closing low at $33.98, 
and still represents an important level to hold. 

ODDS FOR ENERGY IN 2016
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Also, looking at a really 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 of between 
$10 and $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.

While most investors do not invest 
directly in oil, the commodity is 
highly correlated to energy stocks. 
With that said, a few comments on 
oil stocks.

The S&P Energy Sector SPDR (XLE) ETF is testing its August/September lows. It is an important test for it 
and the rest of the market as WTI nears its 2009 lows.

Fundamental/Valuation analysis 
is an important part of our 
investment process. Below is a 
comparison of price-to-earnings 
ratios for S&P Energy Sector SPDR 
(XLE) ETF and Market Vectors Oil 
Services (OIH) ETF. This is one 
data point that has us believing 
that oil service stocks offer one of 
the more attractive ways to get oil 
sector exposure.

Valuations

• The table below shows a 
comparison of forward P/E’s as 
of 11/30/15 between XLE and 
OIH per Morningstar. These P/E’s are asset weighted. 

• As we refresh these numbers in the table below using yesterday’s closing prices, we can back into a 
forward P/E for both XLE and OIH:

**Morningstar forward P/E methodology: It is the ratio of the company’s most recent month-end share price to the company’s estimated 
earnings per share (EPS) for the current fiscal year. If a third-party estimate for the current year EPS is not available, Morningstar will 
calculate an internal estimate based on the most recently reported EPS and average historical earnings growth rates.

ODDS FOR ENERGY 2016



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 22, 2015) indicates relative strength (relative to the S&P 
500 Index) for Materials, Financials and Healthcare is improveing relative to the S&P 500.  Consumer Staple 
and Consumer Discretionary indicate weakening in the model.  Utilities continue to lag. 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



On December 16, the Federal Reserve announced that it would end a seven-year near-zero interest rate 
period (Figure 1) by raising its benchmark rate and emphasizing a plan to lift it gradually over the next several 
years. The rate hike is a much anticipated move as the Fed has communicated its intent to raise from zero 
interest policy for some time.

Figure 1.  Effective Federal Funds Rate

Source: Federal Reserve Economic Data (FRED)

The bond dogma says, however, bond prices fall when interest rates rise. This keeps many bond investors 
wondering, “Should I continue investing in bonds?” For people who are at, or near, retirement, bonds or bond 
funds probably make up a large part of their investment portfolios. As a result, they have reasons to worry. 

Before we dive deep on this topic, we should keep in mind that the ultimate return for bond investments is the 
interest payments. If you plan to invest new money into bonds or reinvest in bonds that will mature soon, you 
will earn higher interest payments and thus higher returns in a rising rate environment. 

Bonds with longer maturities deserve more attention. If rates rise sharply, investors may realize losses in 
bond value if they sell those bonds before they mature. Therefore, bond investors should carefully consider 
future liquidity needs and avoid selling before the maturity date. Another key concept worth clarifying is that 
the loss in bond value caused by rising rates is temporary in nature. For example, if an investor is able to 
hold the bond to maturity, he will receive all the interest and principal payments in full. The closer the bond 
is to its maturity date, the closer the bond price will be to its face value, something related to a phenomenon 
coined as “March to the par”. The investor, however, does miss the opportunity to invest the money into bonds 
carrying higher interest rates along the path of the rate hike. 

For investors who have a longer investment horizon and can hold long-term bonds until maturity will be 
rewarded with higher interest rates (Figure 2).

RISING INTEREST RATES AND BOND INVESTING II: THE YIELD CURVE

The rate hike is a well expected move as the Fed 
has communicated its intent to raise from zero 
interest policy.



Figure 2. Correlation of long-term bond returns and interest rates

Source: Blackrock. Interest Rates and Bond Returns represented by IA SBBI IT Govt Index and the Barclays US Aggregate Index.

While the media have obsessed for months about when the Fed will make its first interest rate hike, we believe that the 
future pace (speed and size) of rate hike matters much more than the timing. The rationale is straightforward: when 
rates rise slowly, the interest payments can make up for the drop of bond price and ensures a positive total return. Let 
us look at some historical periods of Fed rate hikes (Figure 3).

Figure 3. Three episodes of Fed tightening over the last 20 years

Source: Bloomberg, J.P. Morgan Asset management

In 1994, the Fed raised rates 7 times in 12 months (0.40% average increase per hike), ending with a 3% rate 
hike that few expected to occur in such a narrow time frame. From 2003 to 2006, the Fed raised rates 17 
times in 24 months with an average 0.25% increase per hike, ending with a 4.25% rate hike. Clearly, the Fed 
took a much slower pace to increase rates, and as result, the broad bond market performed much better in 
2003-2006 (Figure 4). 

RISING INTEREST RATES AND BOND INVESTING II: THE YIELD CURVE



Figure 4. Asset class performance during rising rate periods

Source: Nuveen asset management

In its latest press release, the Fed clearly states, “the Committee expects that economic conditions will evolve in a 
manner that will warrant only gradual increases in the federal funds rate; the federal funds rate is likely to remain, 
for some time, below levels that are expected to prevail in the longer run.” In other words, the Fed is going to be very 
patient on its monetary policy tightening, at least in near-term.

Sometimes, bond investors feel confused about the federal funds rate and the interest rate in a broader sense. When 
Fed Chairwomen Janet L. Yellen was talking about a rate “liftoff”, she really meant the Fed funds rate, which is an 
interest rate at which banks lend money to each other overnight. The Fed uses two rates, interest on excess reserves 
(IOER) and overnight reverse repos, to set the upper and lower bounds of the rate range. Since the Fed funds rate is 
an overnight lending rate, it has a larger impact on short-term borrowing costs as investors tend to “ride it out” to 
maturity. The impact of the Fed rate, however, diminishes for debts with longer maturity. Market-perceived future 
inflation and the demand-supply equilibrium of long-term bonds has a larger effect on the interest rate (yield) of long-
term bonds. Inflation has been running below the Fed’s 2% target for three-and-a-half years (Figure 5). 

Figure 5. Headline inflation rate (red) and core inflation rate (blue)

Source: Federal Reserve Economic Data (FRED)

Slow global growth, a commodity price slump, and a stronger dollar have all put drags on inflation. The market perceives 
limited pressure on future inflation and is thus pricing an average annual inflation rate of merely 1.25% and 1.45% on 
ten-year and thirty-year Treasury Inflation Protected Securities (TIPS), respectively. The latest Fed press release said 
they would reinvest principal payments from its holdings into longer-term securities and keep them at a sizable level. 
Furthermore, forecasted strong demand from regulated asset owners (insurers, central banks, pension funds and banks) 
and a short supply of longer-term bonds is set to support the price level and depress yields (Figure 6). The extension 
of Quantitative Easing (QE) by the European Central Bank and Bank of Japan will only make U.S. long-term bonds more 
attractive, which also provides price support as demand from international investors intensifies. 

RISING INTEREST RATES AND BOND INVESTING II: THE YIELD CURVE



Figure 6. Supply and Demand of Global Fixed Income, 2015-2017

Source: Estimates are forecast by Black Rock Investment Institute, April 2015

As a result, we expect a flattening yield curve in the next 1-3 years: a strong lift of yields on the short end of 
the yield curve and a stable or gentle upward shift on the long end, similar to the yield curve changes we saw 
in 2003-2006 (Figure 3). It turns out that the yield curve flattened after the market was well convinced that 
Fed would increase the Fed funds rate on December 16, a move that appears to have been priced into the 
yield curve (Figure 7). Figure 7. Treasury Yield Curve (10/29/2015 vs. 12/14/2015)  

Source:  U.S. Department of the Treasury

The analysis presented here is based on the Fed’s latest statement and is supported by the market’s 
anticipation of future inflation. The actual path of the federal funds rates and its impact on the yield curve will 
depend on the economic outlook as informed by incoming data. We will pay close attention to evolving market 
conditions and adjust our investment strategy accordingly. 

RISING INTEREST RATES AND BOND INVESTING II: THE YIELD CURVE



REMINDER

Next month, we will discuss strategies that mitigate interest rate risk and investing in bonds with a 

flattening yield curve. Merry Christmas and Happy New Year from the entire team here at STA Wealth 

Management!

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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