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Learning to Fly? 

FC Advisors Quarterly Investment Update – Q3 2015 
 
For the past 18 months, 2015 and more specifically the 3rd quarter of 2015, was supposed to be the 
moment that the Federal Reserve finally stopped coddling the US economy.  In other words, the US 
economy and the US stock market by extension, were supposed to learn to fly again on their own 
this quarter.   Despite the fact that markets and investors almost always enjoy central bank support.  
Most investors agree that the US stock market has achieved and probably even surpassed fair value.  
The result is that the longer the Fed waits to raise rates, the more it fosters doubt that US stock 
market can support itself at the current price level.  Unfortunately, the Fed’s last minute U-turn 
means that we must wait longer to learn if our economy and stock market have learned to fly on 
their own. 
 
Relevant Index Performance 

As of 9/30/15 
    Qtr to Date  Year to Date 

 S&P 500   -6.9%   -6.75% 
 MSCI World ex-US  -11.08%  -8.69% 
 MSCI Emerging Mkts  -17.78%  -15.22% 
 S&P Municipal Index  +1.71%  +1.72% 
 10 Year Treasury  +3.02%  +3.03% 
 
 
Executive Summary 

• Equity markets sold off this quarter, but valuations remain high 

• Investor sentiment has fallen out of bed and is now quite bearish 

• Virtually all global equity markets are counting on some form central bank support 

• Deflationary forces continue to keep the Fed on hold and support bond prices 

• The US economy continues to grow and recession risks are low 

• Markets continue to adapt to lower commodity prices and a stronger USD 
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Where We Stand Today 

 
The chart above shows our opinion on where various markets are as the end of the third quarter.  
Many of the best purchase decisions are made when prices are cheap and sentiment is depressed 
(bottom left quadrant).  Conversely, many of the best sell decisions are made when prices are 
expensive and sentiment is euphoric (top right quadrant). 
 
Equity Market Recap & Perspectives 
At the beginning of 2015 many investors expected the US economy to take flight and finally break 
away from the zero interest rate support from the Fed.  Markets did not stick to the script and the 
third quarter of 2015 saw equity markets around the globe, and particularly in emerging countries 
sell off significantly.  US equities were long overdue for a sell-off and from it’s all time high of 
2130.82 on May 21st, the S&P 500 sold off 12.35% to the trough of 1867.61 on August 25th.  In the 
grand scheme of things a 12% sell-off is not a rare occurrence for the S&P 500.  Historically, 10% 
corrections have happened a little more often than every other year and the S&P 500 had not had 
one since 2011.  Corrections like the one we have, or are still currently experiencing are actually 
welcome occurrences for long-term investors, especially when valuations are high.  Unfortunately, 
US and global equity valuations are still a long way from being cheap.  Several of the metrics we 
use to determine value such as the Cyclically Adjusted P/E Ratio (or PE 10 Ratio), and the Market 
Cap to GNP ratio (aka the Buffett Ratio) continue to point to the US markets being expensive from 
a historical standpoint.  However, based on current earnings & dividend yield relative to Treasury 
bond yields, US equity market valuations do not look as expensive. 
 
     Trailing P/E  Forward P/E  PE/10 
S&P 500 on 9/30/15   20.84   16.14   24.5 
S&P 500 long term average  16.6   12.1   16.6 
 
10-Year Treasury Yield   2.04% 
S&P 500 Dividend Yield   2.22% 
S&P 500 Trailing Earnings Yield (E/P) 4.80% 
S&P 500 Forward Earnings Yield (E/P) 6.02% 
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This leaves us pretty much where we have been all year, looking for pockets of cheapness in US 
stocks and emphasizing parts of the market that have long term trends supporting earnings growth.  
The recent sell-off has created a short-term buying opportunity that we have used to buy equities in 
portfolios that are dollar cost averaging into the market; however, we intend to keep cash 
weightings relatively high until we see more attractive buying opportunities. 
 
Investor Sentiment 
After reaching some extreme highs in May and June, indicators of investor sentiment have fallen 
out of bed and are now quite bearish relative to historical averages.  For instance the 9/30/15 results 
from the American Association of Individual Investors are compared with their long-term averages 
below. 
    Bullish   Neutral   Bearish 
AAII 9/30/15   28.1%   32.0%   39.9% 
AAII average   38.8%   31.0%   30.3% 
 
Anytime the Bears outnumber the Bulls it is indicative of very negative sentiment, and levels like 
these have historically been associated with market bottoms. 
 
Central Bank Support 
The impact that the Fed and other central banks have had on markets cannot be understated.  
Central banks have been paying an enormous amount of attention to equity markets and conversely, 
equity markets have been paying an extraordinary amount of attention to central banks.  The big 
question for global markets is, when and if economies and stock markets will learn to fly on their 
own again?  Historically, that is prior to 2008, there was virtually no correlation between the size of 
the Fed’s balance sheet and the price level of the S&P 500.  But as you can see in the chart on the 
next page, there is a very strong and troubling correlation ever since the Fed began expanding its 
balance sheet (i.e. printing money) in 2008.  The reason this correlation is troubling is that it is 
virtually impossible for the Fed to grow its balance sheet while simultaneously raising interest rates. 
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Source: Federal Reserve, Yahoo! Finance 

 
This chart illustrates what is at the heart of the current turmoil in financial markets.  Faith in the Fed 
swooping in to save the day has been a big part of the gains in the equity market.  While earnings 
and GDP have increased significantly since 2009, all investors are wondering how much this 
support has helped, and what it will be like when it is gone.  Equity markets will almost certainly 
sell-off when the Fed finally does raise rates, but this does not mean that the economy will suffer as 
a result.  As mentioned above we continue to hold elevated cash positions in order to take advantage 
of an equity market sell-off.  Unfortunately, the Fed taking its support away is not the only risk. We 
are constantly on the lookout for the unintended side effects of the unprecedented amount of 
monetary intervention that has occurred around the world in the last 6 years.  Creating such massive 
amounts of money (and the associated debt) increases the risks of both deflationary and inflationary 
shocks.   
 
The Fed and Treasury Yields 
Aside from the volatility in equity markets, the biggest story in Q3 was the continuing soap opera 
that that Fed has created.  For over a year the Fed has been like a nervous driver trying to turn 
across a busy intersection, desperately trying to make the move, but lacking the courage to 
ultimately make progress.  At the beginning of the quarter, most investors were expecting the Fed to 
raise rates at the September 16th meeting.  Apparently, turmoil in emerging markets and global 
stock market volatility spooked the Fed and they decided to hold rates in the all-time low range of 
0-0.25% where they have been since December 2008.  The fact that Fed cited international factors 
as one of the primary reasons to stay on hold was unprecedented.   Historically they only worry 
about the US economy, and this shift sheds light on the predicament they have created for 
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themselves.  The Fed’s policy of transparent communication (a relatively new development) has 
created an environment in which financial markets are constantly front-running the Fed.  This is 
most apparent in the currency markets.  Whenever the Fed indicates that it is stopping quantitative 
easing (2013) or preparing to raise rates, the value of the US dollar relative to other currencies rises. 
The net effect of this increase in value of the US dollar is that global currency markets have 
effectively done the Fed’s job for them because when a currency strengthens it effectively raises 
borrowing costs relative to the rest of the global economy. 

 
Source: Barchart.com 

The chart above shows the value of the US dollar relative to a basket of international currencies.  
The powerful rise in the dollar since mid-2014 has dramatically changed the environment for US 
exporters and for many foreign companies and countries that conduct business in US dollars.  As 
the value of the dollar rises, it increases the deflationary pressure on the US economy because all 
the things we import are now cheaper.  This dynamic is unlikely to change anytime soon and will 
likely keep the Fed on the sidelines for a while longer.   
 
US Economy 
Meanwhile, the US economy continues to steadily grow and there does not look to be much risk of 
a recession in the US.  The economy continues to add jobs although at a slower pace than last year.  
One thing that rarely accompanies the headlines about a weak jobs report is the fact that the US 
economy only needs to add about 80,000 – 100,000 jobs per month in order to maintain the current 
rate of unemployment, which is now back to a very acceptable 5.1%.  Additionally, there is 
continuing improvement in the housing market, which has always been one of the key drivers of 
economic growth in past cycles.  The charts below indicate (clockwise starting from top left) that 
the critical 25-24 year old age group for new household formation are finding jobs, that current 
inventories are tight, new household formation has accelerated and finally that for the past 8 years, 
the US has been underbuilding houses.  All of these factors are likely to support home values and 
reward US homebuilders. 
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Source: Breakfast with Dave, economic report by Gluskin Sheff’s Chief Economist & Strategist, David Rosenberg 

 
In other words, the one piece of the US economy that was not working, looks like it is going to once 
again become one of the key drivers of economic growth in the US.  Improvement in the housing 
sector should more than make up for the decline in the energy sector. 
 
Adapting to Lower Commodity Prices and a Stronger Dollar 
It takes a while for the economy to adjust to sudden changes and the global economy is still in the 
midst of adapting to lower oil prices and a stronger dollar.  The 50% collapse in oil prices has 
caused considerable impact on markets.  The losses in energy companies are the first and most 
painful part of the process, however, low energy prices have never caused a recession in the US.  
Companies and countries that buy a lot of oil are likely to see significant cost savings over the next 
couple of years.  Notable geographies that import the majority of their energy are: continental 
Europe, India, China & Japan.   
 
While the US is likely to breakeven off of lower oil prices, US based exporters are likely to face 
stiff headwinds from the stronger US dollar.  The strategy of taking a good idea in the US and then 
“going global” with it is unlikely to be very successful unless the US dollar weakens.  The other big 
loser from a stronger dollar are foreign companies and countries that have borrowed a lot of US 
dollars as that debt is now much more difficult to service.  It may sound like there are a lot of losers 
from a stronger dollar, but there are winners too.  The biggest winners are foreign companies that 
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export to the US.  These companies, after having to fight to maintain market share when the dollar 
was weak, now have a wonderful tailwind.  Japan in particular looks likely to be a winner, not just 
because they export a lot to the US, but also because they hold a tremendous amount of US dollar 
denominated assets.  Japan holds nearly $1.2T in US Treasury bonds according to the Federal 
Reserve.  This is equivalent to more than 25% of Japan’s GDP and more than 10% of Japan’s total 
government debt, without even considering the value of US equities or other dollar denominated 
assets in Japan.  So not only does Japan’s heavily export oriented economy benefit, but so does the 
Japanese government’s balance sheet.  As the Yen weakens relative to the US dollar, Japan’s debt 
to equity ratio improves.  Japan, just like the rest of the world is in the process of learning to fly 
again, although Japan will likely need more support from its central bank before that happens. 
 
 
 
 
 
 

To learn more about FC Advisors please contact us at: 
415-528-2826 

hello@fcadvisors.us 
www.fcadvisors.us 

 
 
 
 
 
 
 
 
 
 
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
Following	  Claire	  Advisors,	  LLC	  DBA	  FC	  Advisors	  is	  a	  Registered	  Investment	  Adviser.	  This	  brochure	  is	  solely	  for	  
informational	  purposes	  and	  is	  not	  intended	  to	  provide	  investment	  advice.	  Advisory	  services	  are	  only	  offered	  
to	  clients	  or	  prospective	  clients	  where	  FC	  Advisors	  and	  its	  representatives	  are	  properly	  licensed	  or	  exempt	  
from	  licensure.	  	  Past	  performance	  is	  no	  guarantee	  of	  future	  returns.	  Investing	  involves	  risk	  and	  possible	  loss	  
of	  principal	  capital.	  No	  advice	  may	  be	  rendered	  by	  FC	  Advisors	  unless	  a	  client	  service	  agreement	  is	  in	  place. 


