
 

“Volatility Returns to Markets. 
Stocks Recede from Highs; Bear Ahead?” 

After a bountiful market environment in 2017, it has certainly been a rude beginning to 2018! It 

was a very turbulent and volatile first quarter, with 1,000 point plunges on the Dow, powerful 

counter-rallies and a growing sense of unease over the goings on in Washington, DC.  

 

The Dow Jones was down over 2% in the first quarter, breaking an impressive streak of positive 

performance that stretched back nine quarters.  

 

Here’s the market scorecard for the first quarter. 

 

 

 

 

 

 

 

 

 

 

 

 

Since the all-time high on January 26th, the Dow is down about 2,500 points putting it firmly 

into “correction” territory. Of course, this has investors worried and wondering if this correction 

is the beginning of something larger, ala 2008. 
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Index 1st Quarter Return 

Dow Jones (DJIA) -2.5% 

International Stocks (DJ Global ex-US) -1.5% 

US Small Stocks (Russell 2000) -0.4% 

Bonds Barclays (US Agg Bond) -1.5% 

Inflation (US CPI) 2.2% 

Source: WSJ, 4/2/18 
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I’ll give you my thoughts, but first some definitions: 

 

 “Correction.” A drop of 5% to 20%, often due to temporary factors, generally, lasts about 2-3 

months. 

 

 “Bear Market.” A drop of more than 20% in the markets, often lasts for a year or more and 

almost always is associated with an economic recession. 

 

The key, in my view, of determining whether a correction is just a correction, or is the beginning of 

a Bear Market, is the presence or absence of a recession. In other words, absent a recession, most 

corrections stay corrections and do not morph into Bears. Let’s take a quick look at the economic 

data. 

Economic Update 
 

The Leading Economic Indicators (LEI), 

which is produced by the Conference Board, 

continues to push higher.  

 

This signals a high probability of continued 

growth in the U.S. economy. The LEI is  

comprised of 10 different inputs, covering 

housing, labor, manufacturing, and credit  

conditions. It has proven exceedingly accu-

rate in forecasting future recessions.  

 

The job situation also looks good. Although 

at 63%, the labor force participation rate is  

lower than the all-time high of 67% (Jan. of 

2000), the number of Americans working is 

at an all time high.  

 

The Unemployment Rate is at 4.1%. Wage 

growth is currently at 2.9% per year,  

roughly in-line with inflation. 

Source: The Conference Board 

Source: US Bureau of Labor Statistics 



 

Economic Update (cont.) 

 

Consumer Confidence is at a post-recession 

high. In fact, it is now at a level last seen in 

the late 1990s.  

 

Small Business Optimism is also at high 

levels. Although confidence and optimism are 

“soft data points” they are, nonetheless, very 

important.  

 

Consumer spending accounts for about 70% 

of the total U.S. economy and confident and 

optimistic consumers are likely to continue to 

spend. 

 

New home sales are back to their long-term 

trend. In the chart to the right, you can clearly 

see the housing “bubble” occurring during 

2003-2007, and the following “bust” in 2008-

2013. In my view, the housing market seems 

healthy and not exhibiting signs of a new 

“bubble.”  

 

The only negative seems to be the lack of 

affordable housing inventory for new home 

buyers, as much of the new construction 

seems aimed at more affluent market 

segments. 
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Source: The Conference Board 

Source: US Census Bureau 

Bottom Line?   

 

It seems clear to me that the U.S. economy is not about to enter into a new recession in the near 

term. In fact, both the economy and corporate earnings will likely grow at a faster pace in 2018 vs. 

2017. Although we are in the late innings of this economic expansion, I suspect any  

potential recession is at least 9-12 months away. 
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But, nonetheless, are stock prices so high that 

we might be in a market “bubble?”  

 

No, I don’t believe so. Thanks to the growing 

economy and the recently passed tax reform 

legislation, earnings for the S&P 500 are  

estimated to grow by 15% to 20% during 2018. 

 

 Analyst consensus for 2018 earnings is $155/

share, according to Thompson Reuters. This 

gives the S&P a earnings yield of 5.9% 

(earnings yield being the inverse of the p/e 

multiple). This seems a reasonable yield  

relative to the current yield of Corporate 

Bonds (3.7%) or 5 Year CDs (1.7%).  

 

If not a probable recession nor a market  

bubble, then what is driving the market  

turbulence? 

 

The short-term factors driving the current  

correction seem to be a combination of: 

 

• Confusing policy objectives and rhetoric 

out of Washington, D.C. 

• Talk of a “trade war” with China. 

• Increasing inflation and rising interest 

rates. 

• Awareness that stock prices, after a stellar 

2017, may have gotten ahead of  

 themselves. 

 

None of these issues, in my view, will likely  

derail the current economic expansion. I view 

it highly likely that the current correction in 

the stock market will give way to higher stock  

prices as the year goes on.  

Source: WSJ, Thompson Reuters 

 

Upcoming Workshops & Events 

 

Pre-register for workshops at  

www.lokkeninvest.com 

 

April 18 Workshop—Lewes Public Library 

  Topic: “Market Meltdowns… 

  Preparing for the Next Storm” 

  (10:00 AM to Noon) 

 

May 16 Workshop—Lewes Public Library 

  Topic: “Building An All-Star  

  Stock Portfolio” 

  (10:00 AM to Noon) 

 

June 7 9th Annual Summer Kick-Off 

  Picnic at Cape Henlopen State  

  Park (Stay Tuned!) 
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Strategic vs. Tactical 

Asset Allocation During Recessions 

 

Several clients have recently asked me what portfolio changes we anticipate making if the  

economic signals indicate a likely recession. From an investment management perspective, 

preemptively making changes in your portfolio allocation in anticipation of near-future  

economic changes would be considered making tactical (or short-term) changes to your  

strategic (or long-term) asset allocation.  

 

For example, if the long-term portfolio allocation needed to achieve your goals is 50% in stock 

and 50% in bonds and you foresee a recession on the horizon, you may temporarily change 

your allocation to one with less stock and more bond; say, perhaps 30% in stock and 70% in 

bond. This short-term, or tactical allocation change would revert back to the long-term or 

strategic allocation once the economic storm seemed to have passed.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

As an example, the above represents how we might change the allocation of the “Core  

Balanced” portfolio (one of our four primary investment models) from it’s current state, on 

the left, to a more defensive, tactical stance on the right. 

 

 

“Core Balanced” “Tactical”  
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Strategic vs. Tactical Asset Allocation During Recessions (cont.) 

 

My current thinking is that when the Leading Economic Indicators (LEI) and other economic 

data signals a likely recession ahead, we would reduce the stock market exposure in the model 

from 55% to 35%. Bonds, which are a traditional “safe-haven” from stock market volatility 

during recessions, may not provide such safety in the next recession simply because interest 

rates continue to linger at all-time low levels. Instead, we would likely increase the allocation 

to short-term bonds (essentially near-cash equivalents) and “alternatives.” 

 

“Alternative” investments are somewhat of a catchall category which includes investments 

that generally behave differently from stocks or bonds. In statistical terms, alternatives tend 

to be relatively non-correlated investments. The category includes: real estate (REITs),  

private equity, hedge funds, commodities, and others. My plan is to increase this category,  

using diversified, liquid mutual funds which specialize in those areas. We would also likely 

increase the “short term” allocation as well. 

 

This represents my preliminary thinking and, of course, final decisions regarding portfolio 

changes will need to happen as the data is evolving. 

 

Additionally, clients will have an opportunity to change the complexions of the models they 

are using. In other words, they may elect to “shift down” on the risk spectrum. In this regard, 

it is important to understand the “minimum risk” necessary to maintain the distribution flow 

that may be coming out of investment accounts. We will certainly be assisting clients in  

making this determination. 

 

I hope this helps illuminate what our plans are for the next recession. I feel ready for the next 

storm. To steal a phrase; “it ain’t our first rodeo.” 

 

As always, please don’t hesitate to reach out with any questions or concerns. 

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. 


