
 

“Yikes! Market volatility returns with a vengeance as 
stocks suffer worst December decline since 1931!” 

Market Update 
 
So much for the “Santa rally,” which is the informal name given to the historical tendency for 
stocks to perform well in the period between Thanksgiving and the year end. In 2018, the Grinch 
stole our rally! Here’s the 2018 Year-to-Date Returns. 
 

 
 

So, what happened and what should we do about it? 
 
First, let’s put the decline into perspective. The drop was significant enough with US markets 
selling off about 19% from their all-time high set in September. This was the worst decline in 
stocks since August of 2011 and brought back awful memories of the 2008 crash. However, a 19% 
decline in stocks is within the boundaries of what we should expect as a “normal” stock market 
correction. Since 1980, the average intra-year decline in stocks is 13.9%, according to Standard& 
Poor’s.  2018’s decline is more than the average, but not so dramatic.  
 

(Continued on next page.) 
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Index 2018 YTD  

Return 

Dow Jones (DJIA) -5.6% 

International Stocks (DJ Global ex-US) -13.4% 

US Small Stocks (Russell 2000) -11.0% 

Bonds (Barclays US Agg Bond) 0.0% 

Moderate Growth & Income Allocation -5.0% 

Source: WFA Investment Institute Source: WSJ  

4th Qtr. 2018 

DJIA % Change -12.5% 
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Market Update (cont.) 

 
What caused the sell-off? I believe it was a confluence of three main concerns: 
 
1. An escalating trade war. When the trade tariffs were first threatened this past summer, 

most observers saw it as a temporary squabble. But as the tit-for-tat dispute with China in 
particular escalated, many corporate executives began to question how and when they should 
be re-investing their profits. This uncertainty absolutely began to influence stock traders. 

 
2. Rising interest rates. The Federal Reserve, as was widely expected, raised interest rates in 

December. Although the move was expected, it seemed out of step with what many saw as a 
softening global economy. More disturbing was that longer term interest rates actually        
declined at the same time short-term rates were going up. This has created what is referred to 
as a “flat yield curve.” Meaning that short term rates are not terribly different from longer 
term rates. This is often a pre-cursor for a recession.       

 
3. Political uncertainty. Our old market nemesis, political drama and uncertainty,               

reverberated during the third quarter from the results of the mid-term elections and the    
likelihood of yet another government shutdown. The last time the market declined by 20% in 
a quarter, was in 2011 when political impasse over the debt-ceiling caused an S&P rating 
downgrade of US Treasuries.  

 
Is this just a stock market correction, or the beginning of a “bear market?”  
 
Most market corrections are short lived affairs correcting themselves within months and leading 
to new market highs. Bear markets are defined by declines greater than 20% and are generally 
associated with economic recessions. It is extremely rare for the stock market to enter “bear”    
territory when the economy is not in or near a recession. It has happened twice; in 1962 in the 
midst of the Cuban Missile Crisis, and in 1987. Armed with that knowledge, it is useful to take a 
closer look at the economy and, in particular, that data which tends to be leading indicators of an 
economic recession. 

Economic Update 
 
The Conference Board’s US economic Leading  
Economic Indicator index has plateaued in the 
past several months. Although this does not  
indicate the likelihood of a recession, it is  
suggesting that  economic growth in the first 
part of 2019 will be moderate.  
 
Risk remains that the index starts to  
deteriorate, indicating recession probability in 
late 2019 or early 2020.  
 

Source: The Conference Board 
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Economic Update (cont.) 

 
The employment picture remains very 
healthy.  
 
Over 150 million Americans are employed, an 
all-time high. Each month for the past several 
years the economy produces another  
100-200,000 new jobs.  
 
The unemployment rate is a low 3.9%.  
The lowest since 1969. There are over 7  
million unfilled job openings, according to the 
Bureau of Labor Statistics. 
 
Initial claims for unemployment insurance are 
also at historically low levels suggesting very 
little lay-offs. Finally, wage growth is  
increasing at over 3% annually after many 
years of stagnation.  
 
The housing market looks healthy.  
 
New housing starts has stabilized at around 1.2 
million new housing units per year. This is 
from a low of 500,000 per year in the  
post-recession years of 2010-12.  
 
The household formation rate in the U.S. is  
also around 1.2 million annually. Demand for  
housing, therefore, seems well-aligned with  
supply. 
 
I see no reason to worry about a new 
housing market bubble. 
 
Residential real estate prices have also  
recovered from the Great Recession.   
However, since demand and supply are now in 
alignment, I would expect future real  
estate appreciation to moderate. Historically, 
housing prices move at roughly the pace of  
inflation. 

US Total Nonfarm 

Payrolls 150.26M 

US Unemployment 

Rate 3.90% 

Home Price Index:  

National 205.62 

US Housing 

Starts 1.256M 
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Market Valuation 
 
After the market hit all-time highs this past fall, some observers wondered whether the market 
had become overly expensive or had even ventured into “bubble” territory. From my  
perspective, there is very little evidence of a stock bubble.  
 
The chart below shows the current yield of 2 Year Treasuries (roughly the equivalent of CD 
rates), the Baa Corporate Bond Index yield (what you get paid to “lend” money to  
corporations via bonds) and the estimated 2019 earnings yield of the stock market (earnings 
yield being the inversion of the P/E ratio). I feel the stock market is fairly valued, both  
historically and also in comparison to the alternative. My view is that current valuations call 
for a balanced, diversified approach to asset allocation. 

 
Bottom Line?  

 
Stock market declines are a normal event that investors should expect. They are uncomfortable, 
and lead many investors to question their strategies, however, the wisest strategy is often to let the 
correction take its course.  
 
I see no signs of an imminent recession, which I conclude means a very small probability of  
further significant stock market declines (although it is entirely possible that we will have a re-test 
of the Dec 24th lows). 
 
Nonetheless, the stock market itself is a leading economic indicator, and the violent way that it 
dropped in late December leads us to feel that we should begin the process of lowering risk in  
several of our model strategies in anticipation of the inevitable recession. Sean and I have been 
working on just such a game plan, and he has put forward some of our thoughts in the section that 
follows. 
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Portfolio Structure (Sean Merlonghi, APMA® ) 

 
As we have alluded to in the recent past, it is important to have a plan of action established well 
ahead of when it is intended to be implemented. With that said, we have two phases of a  
counter measure should the economic data begin to deteriorate.  As shown in the following pie 
charts,  the “Income w/Growth” model will see a decrease in equity and increase in treasury/
cash and alternatives by 5%.  We will also begin to shift our “Core” and “Alpha” Models into a 
more defensive positioning, by decreasing equity and increasing  treasury/cash alternatives by 
10-15%. Our “Dividend Growth” Model will see no strategic changes in its allocation.  It will 
maintain its equity exposure; however, the holdings could become more defensive.   
 
In phase two, our defensive positioning would nearly double the shifts from equity to treasury/
cash alternatives should the data deteriorate further than expected.  We would expect a rally to 
occur sometime in Q1 of 2019. To what extent or timeframe is unknown, but we intend to use 
this as an opportunity to de-risk our  portfolios and prepare for what may be continued 
volatility in the markets. 

“Income w/Growth” 

“Core” 

(See page 6 for “Alpha” model.) 
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Lokken Happenings 
 

Join us at one of our upcoming Seminars at the Lewes Public Library.  

 

 January 16, February 27, March 20, April 17, May 15 
 

All seminars are from 10:00 AM to Noon and convene in the large meeting room. Please register 

through our website at www.lokkeninvest.com or call our office at (302) 645-6650. 
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Portfolio Structure (cont.) 

Disclaimer: The material shown is for informational purposes only. Past performance is not indicative of future performance, and all investments are subject to the 

risk of loss. Forward-looking statements are subject to numerous assumptions, risks, and uncertainties, and actual results may differ materially from those anticipated 

in forward-looking statements. As a practical matter, no entity is able to accurately and consistently predict future market activities. While efforts are made to ensure 

information contained herein is accurate, Lokken Investment Group, LLC cannot guarantee the accuracy of all such information presented. Material contained in this 

publication should not be construed as accounting, legal, or tax advice. This message is intended to be educational in nature, and does not represent tax or legal 

advice. Lokken Investment Group, LLC is neither an accounting firm nor a law firm, and we encourage the reader to consult a tax or legal expert for specific tax or 

legal advice. The information provided is derived from sources deemed to be reliable, but we are unable to guarantee its reliability. For more information about 

Lokken Investment Group, LLC and services provided, please contact us at jlokken@lokkeninvest.com, or 302-645-6650. 

“Alpha” 

Lokken Investment Group is celebrating 10 years!!! 


