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Stocks Fell Last Week.
Large stocks (S&P 500) and small stocks 
(Russell 2000) both fell over 1.2%. Volume ran 
6% heavier than last year’s average and the 
heaviest volume was reserved for down days. 
This may suggest growing caution among 
investors. Further, we note six of nine major 
sectors lost ground with Technology and 
Healthcare both down over 3%. 

Last weeks performance should not surprise 
those that read last week’s market report.  In 
our weekly technical commentary, we included 
the section entitled, “Overbought S&P 500 
Vulnerable to Profit-Taking”. That’s exactly 
what happened.

Stocks are starting to suffer from a lack of 
enthusiastic buyers. There are perhaps no 
more ardent stock cheerleaders than those 
who borrow money just to buy more shares. 
We can track this by following changes in 
margin debt. As long as margin debt is on the 
rise, the bulls can feel comfortable the good 
times will likely continue. However, when these 
cheerleaders pack up their pom-poms and 
margin levels fall, it often signals the game is 
over. We saw this at major turning points for 
stocks in March 2000 and July 2007, which 
resulted in declines of 20% or more in the S&P 
500 over the next two years. The latest margin 
debt peak occurred in April 2015 and may 
have suggested the bumpy ride we have been 
experiencing. 

U.S. Gross Domestic Product (GDP) posted 
its weakest showing since the first quarter of 
2014, with a growth rate of 0.5% for the first 
quarter of 2016. 

The overall tone of this report was weak, 
and the slowdown in the domestic drivers 
for growth points to some deterioration in 
underlying domestic momentum. And the 
sour tone of this report speaks to the renewed 
focus that the Fed is playing to domestic 
fundamentals, and unless growth momentum 
rebounds strongly in the second quarter the 
prospects for a June/July interest rate hike will 
remain low in our view.

Regarding corporate earnings, many 
companies are dealing with top-line (revenue) 
woes. Over 60% of companies have reported 
earnings for the first quarter and data from 
Bloomberg shows declining revenue growth in 
7 of 10 major sectors. Put simply, this is not 
just a problem for energy stocks. 

Why does this matter? Historically we have 
seen a solid correlation between business 
sales and changes in employment. Often, 
when businesses are unable to expand the 
sales of their goods and services, they look to 
lower costs through employee layoffs. Worse, 
this situation can create a vicious cycle. 
As employees feel less secure about their 
continued employment, they pull back on their 
spending and sales fall further. We already 
see some evidence of this. Personal spending 
over the last year grew only 3.5%, roughly half 
its normal pace since 1959. The good news 
is personal savings are on the rise and when 
conditions improve there may be a reservoir of 
cash for consumers to spend. 

How should we invest today? Overall, the 
market’s risk level is rising. We have stated 
in earlier letters that stocks have been in 
a long term topping pattern.  It is typical in 
these phases for prices to work toward higher 
regions, then to fall back into correction 
territory.  Such a pattern could last many 
months. In our opinion, stock prices can 
go higher but the risk levels are becoming 
elevated. We would continue to lower exposure 
to equities for overinvested accounts, and keep 
risk in check.

WEEK IN REVIEW



An Offer They Can’t Refuse
“I’m gonna make him an offer he can’t refuse. Okay? 
I want you to leave it all to me. Go on, go back to the 
party.”  
 ~ Don Corleone in The Godfather

SUMMARY:

• By adding Japan, Germany, and China to its new 
watch list for unfair trade practices and currency 
manipulation, the US Treasury just made its “Shanghai 
Accord” peers an offer they can’t refuse.  

• These countries are now just one step away from 
Congressional trade sanctions if they choose to 
weaken their currencies; and with such consequences 
in mind, we believe the odds are falling that Japan, 
Europe, or China will break the recent ceasefire in the 
global currency war in the coming months.

• In addition to opening up more room for the yen and 
euro to appreciate against the dollar and making it 
easier for the Fed to hike short-term interest rates 
at least once in 2016, we believe the Treasury’s 
warning may be setting the stage for a new wave of 
government-led infrastructure investment in Europe 
and Asia as the focus shifts from monetary policy to 
fiscal policy.

This is what we’ve been waiting for: a sign that the 
fragile ceasefire in the currency war is either breaking 
down or evolving into something more durable.

When the US Treasury delivered its semiannual foreign 
exchange report to Congress last Friday, it added 
Japan, Germany, and China (along with South Korea & 
Taiwan) to its new watch list for unfair trade practices 
& currency manipulation.

 
 
 
If you remember, these are the same countries who 
met with Federal Reserve Chairwoman Janet Yellen 
and US Treasury Secretary Jack Lew on the sidelines 
of the G-20 meetings in Shanghai in late February and 
again in Washington DC in mid-April… presumably to 
weaken (or at least contain) the US dollar and head off 
a global crisis. [In case you missed it, I’ve written about 
this idea extensively in a recent series of STA Market 
Reports (“Did Central Banks Just Save the World?” & 
“You Can’t Blame Them for Trying”).]

As you can tell by the media coverage after the 
Shanghai meeting and the tone of Friday’s Treasury 
report, Japan and Europe aren’t necessarily willing 
participants. The US government (and probably Beijing, 
with its threat to free float the RMB) is giving them an 
offer they can’t refuse.

Abandon the beggar-thy-neighbor practice of 
competitive easing and find other ways to stimulate 
your economies – like fiscal stimulus and/or structural 
reforms – or risk a 1930s-style trade war with the 
United States of America.

FOR WHAT IT’S WORTH

https://www.treasury.gov/resource-center/international/exchange-rate-policies/Documents/2016-4-29 %28FX Pol of Major Trade Partner%29_final.pdf
https://www.treasury.gov/resource-center/international/exchange-rate-policies/Documents/2016-4-29 %28FX Pol of Major Trade Partner%29_final.pdf
http://stawealth.com/wp-content/uploads/2016/03/STAWeeklyMarketReport032116.pdf
http://stawealth.com/wp-content/uploads/2014/05/STAWeeklyMarketReport03.28.16.pdf
http://www.bloomberg.com/news/articles/2016-02-27/japan-not-china-emerges-as-source-of-currency-worry-for-g-20


According to the Treasury’s new criteria, a country 
represents a trade threat if it (1) has a significant 
trade surplus with the United States, (2) maintains a 
material current account surplus, which represents 
the total balance of trade and capital flows, and (3) 
engages in persistent one-sided intervention in the 
currency market.

At this point, Japan, Germany, and China supposedly 
satisfy the first two criteria (as defined and measured 
in the Treasury report); and that means they are just 
one step away from potential trade sanctions.

Any more competitive easing (in Japan and Germany’s 
case) or outright devaluation (in China’s case) that 
drives the US dollar higher could land them in the hot 
seat.

“Under the new law,” reports the FT’s Shawn Donnan, 
“the US has to launch special currency talks with any 
country that has bilateral trade surpluses worth more 
than $20 billion, current account surpluses above 3% 
of GDP, and is making ‘repeated’ net foreign currency 
purchases equivalent to more than 2% of GDP in any 
given year. 

“If countries do not address these concerns, the law 
requires the President to respond by denying access 
to certain US development loans, banning them 
from government procurement contracts, calling for 
stepped-up International Monetary Fund surveillance, 
and/or excluding them from any trade negotiations.”

That’s pretty explicit; and although experimental 
monetary policy like negative interest rates and 
corporate bond purchases technically differ from 
foreign currency purchases, it’s certainly possible that 
US politicians will treat any attempt to weaken the yen, 
euro, or yuan as flagrant currency manipulation.

So what comes next?

For starters, I believe the Treasury’s warning reinforces 
the “Shanghai Accord”, opens up more room for the 
yen and euro to appreciate against the dollar (since 
it’s unlikely those central banks will be aggressively 
weakening their currencies anytime soon), and makes 
it easier for Ms. Yellen and the Federal Open Market 
Committee to hike short-term interest rates at least 
once in 2016. 

As in the September 1985 Plaza Accord, history 
suggests that export-oriented economies like Japan 
and Germany will go to great lengths to avoid a US 
protectionist backlash when things get really nasty. 
And I’d say the rising tide of US protectionism in 
Congress and among Presidential frontrunners Trump 
and Clinton qualifies as nasty.

Although the expectation for more Fed hikes would 
likely drive the trade weighted dollar a bit higher (and 
give Japan and Europe a bit of relief) in a careful 
dance with China’s RMB, the odds are that it can stay 
contained in the absence of additional competitive 
easing. And if China presses its previous threats to free 
float its currency, then the Fed could choose to keep 
rates lower for longer as the dollar continues to fall 
against its major trading partners. 

Those are generally positive short-term scenarios for 
US exporters, commodity producers, and emerging 
markets (which my colleagues on the STA Investment 
Committee have both anticipated and capitalized on 
over the last few months); but a weak and/or range-
bound dollar still falls short of a solution for stagnant 
global growth.

FOR WHAT IT’S WORTH

http://r.search.yahoo.com/_ylt=A0LEVvGcFChXTyMAlQknnIlQ;_ylu=X3oDMTByOHZyb21tBGNvbG8DYmYxBHBvcwMxBHZ0aWQDBHNlYwNzcg--/RV=2/RE=1462273309/RO=10/RU=http%3a%2f%2fwww.ft.com%2fcms%2fs%2f0%2f9d8533f4-0e3c-11e6-9cd4-2be898308be3.html/RK=0/RS=oCa4xrQ6mv1A.ZVG7zn26tmWLk0-
http://bakerinstitute.org/research/personal-account-plaza-accord-september-22-1985/


As I wrote last week (“Don’t Get Too Complacent”) 
the ceasefire between central banks since February 
has helped to stave off a global crisis and support a 
reflation in the most beaten-up markets; but we’re still 
likely headed for a shock unless major governments act 
decisively to boost demand.

That’s why the International Monetary Fund and now 
the Bank for International Settlements are pushing 
for government-led infrastructure investment and 
country-specific structural reforms to raise global 
growth in the coming year.

“If each country plays its part,” explains IMF Managing 
Director Christine Lagarde, “these policies can add up 
to a significant global package.”

Of course, the US Treasury sees that as everyone else’s 
responsibility. 

“More policy action is needed globally to strengthen 
demand. Monetary policy responses have been 
forceful in general, but they need to be supported with 
fiscal actions to deliver a strong boost to domestic 
demand… Increased infrastructure investment could 
be especially powerful, as it would boost near-term 
demand while also strengthening potential growth in 
the long term.”

But here’s the kicker. 

“There are a number of advanced and emerging market 
economies with large external surpluses, including 
Germany, China, Korea, and Taiwan that could bolster 
domestic demand and contribute both to stronger 
global growth and a more balanced global economy.”

In other words, if the major US trading partners now 
on the Treasury’s watch list need to stimulate growth, 
they should do it by kicking off a global infrastructure 
boom in line with Ms. Lagarde’s call for “individual 
country actions that can add up at the global level.”

That may sound like a silly proposal in a world where 
major economies would rather blame global headwinds 
for their domestic growth problems than seek 
politically unpopular reforms, but it appears the policy 
conversation may be changing.

In addition to launching the Asian Infrastructure 
Investment Bank in 2015 to finance President Xi 
Jinping’s unprecedented “Belt & Road” vision to 
connect Europe and Asia by land and sea, China 
recently launched its largest fiscal stimulus push since 
2009. 

Not only has that investment gone a long way in 
temporarily stabilizing global conditions (although 
the risks are rising of another China panic in the 
coming months), Beijing’s larger push for cross-border 
connectivity is presenting governments in Europe and 
Asia with a viable 21st century growth plan (and a 
potential solution to the ongoing refugee crisis) which 
a number of European politicians, including German 
Finance Minister Wolfgang Schäuble, seem interested 
in pursuing. 

Alternatively, Japanese President Shinzo Abe is in 
Europe this week to build consensus ahead of the 
upcoming G-7 summit. The rumor is that Abe hopes 
to fire a G-7 version of his “three arrows” with Japan 
increasing its 2016 budget by at least ¥10 trillion in 
2016 along with some or all of its peers (which include 
Canada, France, Germany, Italy, the United Kingdom, 
and the United States).

FOR WHAT IT’S WORTH

http://stawealth.com/wp-content/uploads/2014/05/STAWeeklyMarketReport042516.pdf
https://www.imf.org/external/np/speeches/2016/040516.htm
http://www.bis.org/speeches/sp160420.htm
https://euobserver.com/migration/131940
http://www.japantimes.co.jp/news/2016/05/01/national/politics-diplomacy/abe-leaves-europe-russia-visits-ahead-g-7-summit/?utm_source=twitterfeed&utm_medium=twitter&utm_campaign=Feed%3A+japantimes+%28The+Japan+Times%3A+All+Stories%29


With such initiatives in the pipeline it’s hard to be too 
negative on the global outlook. 

Yes, failure to build on this fragile ceasefire in the 
global currency war may eventually result in a 
stronger US dollar, Congressional trade sanctions, and 
everything that goes with it.

We have to be on guard for that nightmare scenario 
along with a number of other shocks and not get too 
far over our skis this late into the global business cycle, 
but it’s also increasingly possible that 2016 could usher 
in a global infrastructure boom (or what passes for a 
boom these days) instead of a global financial crisis.

Stay cautious, my friends; but keep an open mind.  

-Worth Wray,  
Chief Economist & Global Macro Strategist 
STA Wealth Management

FOR WHAT IT’S WORTH



S&P 500 PULLS BACK ...  
The daily chart of the S&P 500 below shows the index 
pulling back from resistance formed during the fourth 
quarter. That’s not surprising considering that the 
index was overbought on a short-term basis and has 
been in a resistance zone. Last weeks report included 
the following.

“Overbought S&P 500 Vulnerable to Profit-Taking… 

“The daily chart of the S&P 500 shows the index up 
against resistance (also indicated above) up against 
resistance at its fourth quarter high.  This along with 
other technical indicators leaves the S&P vulnerable to 
short-term profit taking which could bring it back to its 
early April low or moving average lines.”

Again, last week’s market performance should be no 
surprise.

With April behind us, the market is entering a 
seasonally weaker period that usually lasts from May 
to October. That may also cause some traders to take 
some money off the table. As I’ve suggested in earlier 
messages, however, money coming out of technology 
stocks is finding its way into cheaper parts of the 
market. That often leads to short-term selling. But it 
should be enough to keep the market’s major uptrend 
intact…for now.

The daily chart below shows the overbought condition 
of the S&P 500 Index with the price stretched to 
two-standard deviations above the mean.  You can 
also observe the short-term moving averages moving 
above the long-term moving averages.

TECHNOLOGY SPDR RETESTS 200-DAY LINE... 
Technology was the week’s worst performing sector. 
The chart below shows the Technology Sector SPDR 
(XLK) falling to the lowest level in more than a month 
and trading below its 50-day average. The chart also 
shows XLK testing its 200-day average and chart 
support along its early February peak at $41.37. That’s 
an important test for it and the rest of the market. 
That’s because the market usually struggles when 
technology is underperforming like it is now. The XLK/
SPX ratio (top of chart) has fallen to the lowest level in 
six months. Relative strength in other sectors should 
be enough to contain any damage from technology 
stocks. That’s providing of course that the tech selling 
doesn’t get too much worse.

WEEKLY TECHNICAL COMMENT



ENERGY RALLY IS FOR REAL...  
The falling dollar is benefiting all commodities, and 
stocks tied to them. That includes industrial metals 
and energy. Energy and materials were April’s two 
strongest sectors. Their charts also support the view 
that their rally is for real. The weekly chart below shows 
the Energy Sector SPDR (XLE) nearing the highest level 
in nearly six months after having broken through a 
falling trendline extending back to the middle of 2014. 
It is also trading above its 40-week average for the first 
time in two years. In addition, its weekly MACD lines 
(below chart) have bottomed and are trading near a 
two-year high. It’s also noteworthy that the XLE bottom 
formed in January took place right at its October 2011 
bottom. The XLE still needs to clear its fourth quarter 
high to strengthen its uptrend even more. The weight of 
the technical evidence, however, supports the view that 
energy stocks have bottomed along with the price of 
crude. The same is true of commodities in general. 

GOLD REACHES 15-MONTH HIGH ...  
Commodities are the main beneficiary of a falling dollar, 
and gold in particular. The chart shows the price of 
gold ending the week at $1,294, which is the highest 
reading since January 2015. There’s power behind the 
rally. First of all, gold has risen above a falling trendline 
drawn over its early 2014/2015 highs. For another, the 
50-day average has crossed above the 200-day by 
the widest margin in five years (blue circle). Another 
bullish factor for the yellow metal is the fact that gold 
mining shares are rising even faster. The orange line 
in Chart 5 plots a “ratio” of the Market Vectors Gold 
Miners ETF (GDX) divided by the price of bullion since 
2008. The solid gold line is bullion. It shows the stock/
gold ratio surging this year and having risen above a 

falling trendline extending back to the start of 2011 
(shortly before the price of gold peaked). Gold miners 
have gained 88% this year versus a 22% gain in the 
commodity. That’s good news because gold miners 
usually fall faster than bullion in down years, and rise 
faster in up years. In other words, it’s usually a good 
sign for gold when gold mining stocks are leading it 
higher, like they’re doing this year. That strengthens the 
view that the new uptrend in gold may be for real.

WEEKLY TECHNICAL COMMENT



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 May 2, 2016) indicates relative strength (relative to the S&P 500 Index).  
Consumer Staples, Utilities and Industrials are leading relative to the S&P 500. Financials, Healthcare, 
Consumer Discretion and Small Cap stocks have lagged. Technology indicates weakening, and Energy 
improvement 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



401k Plan Manager
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401K MANAGER

Domestic Stocks
Real Gross Domestic Product (GDP in the 
U.S. almost vanished in the first quarter at an 
annualized +0.5% and the cyclically sensitive 
sectors of the market contracted at over 3% 
annual rate. 

Last weeks performance should not surprise 
those that read last week’s market report.  
In our weekly technical commentary, we 
included the section entitled, “Overbought 
S&P 500 Vulnerable to Profit-Taking”. That’s 
exactly what happened. The S&P 500 Index 
continues to be in it’s trading range between 
the October low of 2014 of 1820 and 2100 
(light blue). The resistance zone is between 
2040 and 2120 (darker blue). The S&P is 
currently at approximately 2050 where the 
index is showing signs of stalling. 

How should we invest today? Overall, the 
market’s risk level is rising. We have stated 
in earlier letters that stocks have been in 
a long term topping pattern.  It is typical in 
these phases for prices to work toward higher 
regions, then to fall back into correction 
territory.  Such a pattern could last many 
months. In our opinion, stock prices can 
go higher but the risk levels are becoming 
elevated. We would continue to lower equities 
for overinvested accounts, and keep risk in 
check. 
 

International Stocks 
The reflation them is being underscored 
by the softening in the U.S. dollar index 
after failing recently. Clearly this is one of 
the Federal Reserve’s goals. (Janet Yellen 
carefully isolated two sources of concern – 
China and Oil…and both can be remedied by a 

weaker U.S. dollar.  This is music to the ears 
of the U.S. manufacturing sector, emerging 
markets and commodities. 

The Vanguard Total International Stock ETF 
(VXUS) is looking more constructive from a 
technical perspective with the 20-day moving 
average moving above the 50-day moving 
average (MA) in recent weeks.  The longer-
term technical indicator of the 50-day MA 
moved below the 200-day MA in August of 
2015.  It would be better to see that 50-day 
move above the 200-day once again, but the 
improvements are worth noting.

Bonds 
Bonds are little changed in all the risk-on 
investment activity, but the hard work 
has been done already as Treasuries are 
experiencing their best quarter in nearly 
four years.  The 10-year note yield (started 
the year at 2.27% and now sits at 1.87%)…
and after moving below the 50-day moving 
average, a test of 1.7% or possibly lower, is a 
reasonable expectation over the near term.   
 

Cash 
Being fully invested may sound great to 
many, but may expose you to more risk 
and it prevents you from responding to 
opportunities.  Central banks around the 
world have driven the returns on cash to zero, 
and have caused distortions in the prices of 
more volatile assets.  Those policies will likely 
lead to more risk.  Potentially sacrificing a 
little upside by holding cash is a good trade 
for having a cushion if this grand central bank 
experiment goes awry.

Domestic Stocks International Stocks

Bonds Cash

30% 10%

40% 20%

CURRENT WEIGHT CURRENT WEIGHT

CURRENT WEIGHT CURRENT WEIGHT

CURRENT 
ALLOCATION

*The 401k Plan Manager is a “guide” for a base allocation of a Balanced Investment Model for an 
investor with 5+ years before retirement. It is not intended to provide specific recommendations 
regarding investment style (i.e. value vs. growth), market capitalization ( i.e. small cap/mid-cap/large 
cap). For more information of how STA can assist you in 401k questions, please contact us at info@
stawealth.com. 
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Featured Articles & Interviews
• Tuesday, April 26, 2016 - IRS Provides Tax Relief to Houston Area Storm Victims; Tax 

Deadline Extended to Sept. 1

• Thursday, April 21, 2016 - Edgar Pelaez 
Managing Director at Avanssara, LLC a management and strategy consulting company and President 
of AIC Energy, LLC a technology startup venture for enhanced hydrocarbons recovery and stimulation. 
He is an international operations executive with broad experience in the oil and gas services sector and 
deep knowledge of the oil and gas industry in general. During the interview they discussed Oil, Inventory, 
Production and Doha. 

STA Wealth Management is proud to announce the new home for 
our Radio Program The STA Money Hour, is KPRC AM 950.
Tune in to The STA Money Hour daily from 12-1PM Monday through Friday. You will now have access to

stream The STA Money Hour from your smart phone by downloading the iHeartRADIO App.

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, CEO & Chief Investment Officer

Worth Wray, Chief Economist & Global Macro Strategist

Mike Smith, President

Andrei Costas, Senior Investment Analyst, Equity Strategies 
 
Nan Lu, Senior Investment Analyst, Fixed Income Strategies
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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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