
  

RESEARCH: SOUND NOTE; JUNE 2, 2016 

We hope this letter finds you well. 

The instigator remains the same: the news media. 

 

“MANDELBAUM, MANDELBAUM, MANDELBAUM!” 

 

The news has used the correlation and decoupling of oil prices, recession fears, the Federal Funds 

rate and the Fed’s ‘language,’ and global currency to bring the ‘market’ (S&P500) down over 10.5% 

from the beginning of the year to the February 11 low, all to recover in “V-Shape” fashion by late 

March, 2016. In this SOUND Note we will address the current and historical redress of the market, 

some behavioral psychology, what we see in the coming weeks and months, and cite upcoming 

SWMG educational and wealth management pieces. 

We will start with what has happened in 2016 and how it rhymes with history. The S&P 500 (the 

market) started the year (January 4) on a down day, and continued to sell off to the February 11, 

2016 bottom. We have mentioned this many times, but to reiterate: statistically, the market declines 

5-10% 3.3 times per year, 10-20% every 1.1 year, and greater than 20% every 3 years (not linear) – yet 

the market averages high single digit returns (Source: MorningStar Research, weighted). Where this 

rout has felt different is the mental accounting of how volatile the market has been. In actuality, the 

CBOE Volatility Index (a measurement of market put purchases, or bearish sentiment), has been 

relatively flat with short-term peaks – see CHART 1.  
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The beginning of the year had the pessimism pundits out 

in full force and they touted recession, oil sensitivity, 

emerging market collapse etc., yet the market recovered 

in the face of all of this “danger.” To address the 

recession fears, please reference TABLE 1 where we look 

at the historical drops of the S&P500 when there was NO 

recession (by the way, we are not in a recession; our GDP 

continues in positive growth, and is generally revised  to 

be better than most economist predict). The ensuing 

returns of the S&P500 5 and 10 years later are pretty 

impressive forward returns, but it certainly didn’t feel like it 

was possible while we were in the thick of it.  

The arithmetically averaged drop in the last 77 years 

(without a recession) was down19.4%, and the next five 

years averaged a positive 15.92% annual return (79.6% 

cumulative). Recessions do not happen overnight, and 

there are usually harbingers for their occurrence; we live  

 
in Florida, so it is akin to a hurricane, and, like a hurricanes and their news coverage, depending on 

which weather channel you watch, you will get a different take on what is currently happening 

and the forecast, but there is some predictability – like the milk man or the paperboy. “Bull markets 

are born on pessimism, grown on skepticism, mature on optimism and die on euphoria” – John 

Templeton. There is enough pessimism out there to ensure the bull can continue in it’s anxious state. 

Today (June  2, 2016), the market has recovered to a level that is essentially flat for the year. What 

is most vexing to many investors is the fact that, although the market has had many drops, we 

have been basically flat for the past 19 months (CHART 2).

 

 

 

Table 1 

Chart 2 (Sources: Thomson Reuters; SWMG) 



  In the past 19 months, we have had a massive crude oil price decline, currency devaluations, a 

Chinese market crash, the end of Quantitative Easing, an increase in the Federal Funds rate, Greek 

defaults, Ebola, polar vortexes, Russia in Crimea, and missing airplanes – with all of this news, the 

economy has not fallen into a recession, and the market has stabilized – a testament to the strength 

of corporations, consumption, and persuasion to risk assets (we will address this later).  This type of 

market movement reminds us of the 2011 period (CHART 3) when we had a flat year, but plenty of 

volatility and news: the Japanese earthquake, the second Greek default/bailout, the US debt 

ceiling shut-down, and the U.S. debt rating was cut to AA+ from AAA. The market made a sideways 

movement to build a baseline for a strong rally in 2012, 2013, and 2014 (+13.41, +29.60, and +11.39 

respectively).  

 

 

We are not necessarily calling for a repeat of these returns, but there are a great deal of statistics 

and data that would promote this type of positive trend. The high-yield bond market has seen a 

double-digit move, and since 1985, every time this has occurred the equity market has seen a similar 

positive movement within 12 months. Further, we are seeing the precursors for a good, stable 

economy: the unemployment rate continues to go down and remain low, housing starts and 

applications are on the rise, and this week’s consumer spending report for April showed results that 

have not been seen since 2009 – even on the back of a bizarre jobs report that included tens of 

thousands of telecom workers on strike. Business innovation and entrepreneurship continue to 

indicate the future is bright. Many industries and companies did not exist just a few years ago; UBER 

and Square are only 6 years old, the Apple watch is just over one year, and medical discovery has 

led to DNA sequencing to discern the exact point of mutation of cancer cells in the body. 

Whenever someone tells you how bad the market is now, take the opposing view, and wonder 

Chart 3 (Sources: Thomson Reuters, SWMG) 



  

how great it will be in the future. Arthur C. Clarke said: “ If by some miracle a prophet could 

describe the future exactly as it was going to take place, his predictions would sound so absurd that 

everyone would laugh him to scorn. The only thing we can be sure of about the future is that it will 

be absolutely fantastic. So, if what I say now seems to you to be very reasonable, then I will have 

failed completely. Only if what I tell you appears absolutely unbelievable have we any chance of 

visualizing the future as it really will happen.” In the last 16 years (including the dot-com, September 

11, and the financial crisis [two recessions]), the aggregate bond market has returned positive 5.42% 

(0.36% annualized), whereas mid-cap stocks (an area of great innovation and entrepreneurship) 

have returned positive 213.15% (14.21% annualized) (Source: Bloomberg). 

This brings us to the fear and loathing of the Federal Reserve and what they may, or may not do. It is 

important to note that although they plan to tighten policy by increasing rates and decreasing 

open market purchases, they do not intend to become tight – they will remain accommodative. 

With rates so low, the only direction is up, so we have provided a chart on the impact to bond 

investors when rates rise. In TABLE 2 focus on the Intermediate-term government bonds – as this is 

considered to be a standard risk-free investment. 

 

Table 2 (Source: MorningStar Research) 
History of Interest Rates 1925 to 2015 

 



  You will note that the intermediate bond is 3.5 percentage points below the normalized average 

yield; rates need to quadruple to get back to normal. The next table (TABLE 3) demonstrates the 

devaluation of these bonds if rates were to rise 1% percentage point. A 1% percentage point 

increase in the Federal Funds rate decreases these bonds’ principal by negative 5.3%, or an 

impending 18.55% drop in value to get to ‘normal.’ 

 

 

To further complicate things for bond investors, the low yields of the fixed income market are likely 

to deliver extremely low – if not negative – inflation adjusted returns, diminishing your purchasing 

power year after year. These yields are just as helpful and effective as Cosmo’s money in his freezer 

(along with his blood) (CHART 4).  

 

 

 

Table 3 (Source: MorningStar Research) 

Chart 4 (Source MorningStar Research) 

Intermediate-Term Government Bonds, 1926 - 2015 



  With this knowledge, money tends to follow the path of least resistance, and has turned to other 

asset classes as surrogates for yield. A natural surrogate has been dividend paying stocks. We can 

make a case that many of these companies are overvalued on an earnings basis as opposed to 

their lower yielding growth cohorts, but what is important to delineate is the fact that money is 

treated much better in the yielding stocks than the bond market, especially with the impending 

rate movement. Equities without dividends can make up the difference by having lower multiples 

and better growth metrics. 

We at SOUND Wealth Management Group have been scratching our heads on why the markets 

have been so reactionary to the Fed’s language – suspending on every word (pun intended?). The 

economy is sound enough to sustain a rate rise, and they are talking increments of 0.25-0.50 

percentage points. To loosely paraphrase Brian Wesbury, when/if the Fed raises rates, Apple will still 

come out with the iPhone 7 … businesses will continue to innovate. The rate rise will also stimulate 

banks to lend more from their M2 excess reserves that have been stock piled since TARP and Basel II 

through financial intermediation – just like Kramer’s blood bank. The Fed has frequent speaking 

engagements every month, and they have been saying for some time that they are data 

dependent. Therefore, they will raise rates when the economy can sustain and thrive – the writing is 

on the wall. Again, if the Fed raises rates tomorrow – does that materially impact the valuation of 

non-debt laden companies such as Checkpoint Software from innovating and selling cyber security 

software? We think not. Any nominal raise to the rate should not (doesn’t mean it doesn’t; it does) 

impact the market instantly. As Sam Stovall put it:  “a boxer is rarely felled by the punch he 

expects,” or was that Izzy Mandelbaum? An investor should take the long-term view to seek and 

achieve their financial goals. 

 

Chart 5 (Source: Benartzi & Thaler) 



  See the short-term focus analysis done by Benartzi & Thaler (CHART 5). This demonstrates the myopic 

reaction to short term movements (one year) as opposed to many investment cycles (30 years). 

Investors react to the most recent data (availability bias). In a similar fashion, we have cited 

Kahneman & Tversky’s research on emotional investing and myopia – please see our previous 

SOUND Notes. 

The following chart (CHART 6), with research from Carlson, shows the rolling 30 year returns going 

back to 1926 – meaning starting any day over the past 90 years then moving forward 30 years for an 

annualized return.  

 
 

 

You will note that the most dramatic drop (1929-1930) – investing at the worst time – still provided an 

8% annualized return over the next 30 years. You can also see that the mean return is around 10%, 

and there is not much deviation (about 5%) from this mean over the 90 years. Almost poetically, the 

worse the period, the better return is in the future. Carlson broke this analysis into three periods: 1926-

1956 which consisted of the Great Depression, World War II, the Korean War, and 4 recessions; 1956-

1986 contained the Civil Rights Movement, the Vietnam War, JFK assassination, an OPEC embargo,  
 

Chart 6 (Source: Carlson; Bloomberg; Returns 2.0) 



  double digit inflation, and 6 recessions; and 1986-2016 covered “Black Monday” of 1987, the 

Savings & Loan crisis, Desert Storm, September 11, and 3 recessions. The 30 year annualized returns 

for these periods are as follows: 

1926 – 1956: +10.77% 

1956 – 1986: +9.63% 

1986 – 2016: +9.99% 

 

All of this data, along with market timing, loss aversion, hindsight bias, mental accounting, and a 

myriad of other irrational investor behaviors has led to our SOUND Education for a Lifetime research, 

and our first edition (out shortly) Tim “the market timer” Taylor. You will see in this analysis that being 

the worst investment timer – as long as you stayed invested and had time – has provided positive 

results in the equities markets, even against the odds of the aforementioned tragedies and events.  

  

We expect a lot of noise over the summer: elections, Brexit, and some thing(s) we cannot predict. 

We will likely have commentary before the election, but would not be basing any fundamental 

changes to risk assets on whether a Democrat or Republican is in the office – we do not know true 

policy yet (mostly demagoguing). Whether “Brexit” happens or not, global free trade will likely 

continue in the same fashion; a free trade agreement will be reached and commerce will flow as it 

has for decades.  

We will have this note, as well as previous notes and aforesaid education pieces on our website 

(www.soundwealthmanagmentgroup.com) soon for your perusal. 

We hope this was helpful and informative. We welcome any and all questions and conversations. 

Please feel free to distribute our SOUND Notes to friends and family or anyone who may find them 

of interest.  

We look forward to speaking with you soon! 

 

Regards, 

SOUND Wealth Management Group  

 

 

3801 PGA Blvd., Suite 910 
Palm Beach Gardens, FL 33410 

561.293.3500 
www.soundwealthmanagementgroup.com 

 

 



 

 
  

 
  

 

     

 

 

 

 

This information contains forward-looking statements about various economic trends and strategies. You are cautioned that such forward-

looking statements are subject to significant business, economic and competitive uncertainties and actual results could be materially different. 

There are no guarantees associated with any forecast and the opinions stated here are subject to change at any time and are the opinion of the 

individual strategist. Data is taken from sources generally believed to be reliable but no guarantee is given to its accuracy. 

Views expressed are the current opinion of the author, but not necessarily those of Raymond James & Associates. The author’s opinions are 

subject to change without notice. Information contained in this report was received from sources believed to be reliable, but accuracy is not 

guaranteed. Past performance is not indicative of future results. Investing always involves risk and you may incur a profit or loss. No investment 

strategy can guarantee success. Any information is not a complete summary or statement of all available data necessary for making an 

investment decision and does not constitute an offer to sell. 

The S&P 500 is an unmanaged index of 500 widely held stocks that’s generally considered representative of the U.S. stock market. Inclusion of 

these indexes is for illustrative purposes only. Keep in mind that individuals cannot invest directly in any index, and index performance does not 

include transaction costs or other fees, which will affect the actual investment performance. Individual investor results will vary. 

   


