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A return to normal volatility
The increased market volatility in 2018 was difficult for many investors. The preceding year was the smoothest market in
35 years. Investors enjoyed the steady increase in stocks prices. In late January, however, market volatility returned. Stocks
began to decline and on February 2, 2018, the Dow Jones Industrial Average (DJIA) fell -1,175.21 points. This decline set
the record for the largest daily point drop in history.
The record setting moves did not end there. On December 26, 2018, the DJIA gained +1,086.25 points setting the record
for the largest daily point gain in history. The largest daily point gain and loss in history both occurred in 2018.
If you look further at historical data, you will find that five of the top ten largest daily point losses happened in 2018 and
five of the top ten largest daily point gains also happened in 2018. This was not lost on the media. These moves were
major stories on every media outlet. Market moves of this magnitude had never happened before and they were becoming
frequent.
So how can 2018 be a return to normal volatility? The number of points an index moves up or down is meaningless. What
matters is the percentage change that those point changes create. The bigger the index value, the more points it takes to
generate the same percent change.
When you look at these daily point changes in percentage change instead, the historical data shows a different story.
The days referenced above do not even show up in the top 20 of largest percent gains or losses for the DJIA. To put it into
perspective, the largest daily percent loss occurred on October 19, 1987, when the DJIA lost -22.61% in a single day. It
fell -508 points. Today -508 points would equal a -2.05% loss.
To determine what normal volatility looks like, we
can use the 12-month standard deviation (SD) of
the S&P 500 index. SD measures the amount of
variation of monthly returns. Since 1936, 12month SD (red line) has averaged roughly 15%.
Coming into 2018, SD had set a low below 5%.
SD rose throughout the year to finish in-line with
the long-term average.
It is interesting to note how volatility has trended
lower from the high set in 2008. Even more
interesting is how volatility has been below
average since 2012. Lower volatility was the
norm.

US
US economic growth is slowing as fiscal stimulus fades and higher interest rates slow demand for areas like housing.
This slower growth, however, still outpaces other developed market economies. Consumer confidence is strong as
unemployment remains historical low and wages are growing. In December, manufacturing activity slowed noticeably.
This was a negative surprise and raised concerns that trade tariffs are starting to affect the economy.
The battle between the newly elected Congress and the Trump Administration is just beginning. The government
shutdown over the border wall showed how entrenched each side is. It is unlikely that the shutdown was an isolated
event.

US (continued)
Dysfunction in Washington and a prolonged trade war are two major issues investors will deal with in early 2019. Of
these, the trade war has a bigger impact on global equity markets. Left unsolved, it may weigh on economic growth and
consumer confidence. A deal, however, could give global equity markets new positive momentum.

Europe
European growth continues to disappoint. German’s GDP actually declined -0.2% in the third quarter of 2018. Macro
issues like Brexit, trade tariffs, strikes in France and Italian budget problems continue to pressure Europe’s growth
outlook. Valuations for European stocks are lower than US stock valuations and some investors see this as a buying
opportunity. However, until these macro issues are resolved, valuations may continue to stay lower for European
stocks. We currently favor US stocks over European stocks.

China
Chinese stocks have been in a bear market since January of 2018. The benchmark Shanghai Shenzhen CSI 300 Index
ended the year down -23.6%. The escalating trade war with the US and slowing domestic economic growth helped
produce the largest decline in a decade. Chinese officials have fought back with both monetary and fiscal policies
aimed at keeping GDP growth above 6.0%.
A trade deal with China could create upside for Chinese stocks. Valuations are below average and the lowest they have
been since January of 2016. We may add Chinese stocks to more aggressive portfolios pending a positive deal. The 90
-day trade war cease-fire ends on March 1.
As a side note, I included a price chart of
the Shanghai Shenzhen CSI 300 index.
Most investors believe that Chinese
markets have been a perpetual growth
story. Over the last 10 years, the Chinese
markets have generated three strong
rallies. However, with each ensuing
decline retracing 50% – 90%, Chinese
markets have struggled.

Fixed income
The US Treasury yield curve has been flattening since the Federal Reserve began raising short-term rates in December of
2015. Flattening occurs when the difference between short-term and long-term interest rates decreases. In December of
2016, 3-month US Treasury bills yielded 0.53%. That yield has moved up to 2.42% at the end of 2018. Over that same
period, the 10-year US Treasury note yield rose from 2.45% to 2.66%. The difference in yield has decreased from 1.92% to
0.21%. With such a small difference in yield, it makes sense to invest in short-term bonds. Short-term bonds have significantly less interest rate risk.

The Fed rate hike cycle began with the intent of moving short-term rates to neutral. Neutral means that short-term interest
rates are not affecting the economy. Market observers estimate there will be one to two more rate hikes in 2019 pushing
short-term rates to 3%. At that point, investors expect the Fed to end its current rate hike cycle. From the beginning in
December of 2015, the Fed will have raised rates 11 times. With inflation at or below the 2% target and unemployment at
historic lows, the Fed is meeting its mandate.
Short-term, high quality corporate or municipal bonds, mortgage-backed securities and US Treasury bills anchor our fixed
income allocations. The goal is to generate income and buffer the portfolio during an economic downturn. The short
duration also provides protection against rising interest rates.
We expect market volatility to continue in 2019. Investors have a number of economic issues to evaluate with each having
a potential impact on global markets. Uncertainty does not imply a negative outcome. To the contrary, the events could
provide a positive economic impact. In some cases, just removing the uncertainty could be positive.
We are cautiously optimistic. After the Q4 sell-off, global stock markets are no longer expensive. High stock market
valuations had been an ongoing investor worry. The events are clustered in the first few months of the year and volatility
may subside as the year continues. We have positioned our portfolio allocations to manage the increased volatility and
continue to focus on income generation. Strong, consistent income generation is a core tenet of our investment philosophy
as income from dividends and interest act as a stabilizing force for a portfolio’s total return.
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Disclosures
Advisory services offered through AdvisorNet Wealth Management. Lurie Wealth Advisors and AdvisorNet Wealth
Management are separate entities.
The views stated in this letter are not necessarily the opinion of AdvisorNet Wealth Management and should not be
construed directly or indirectly as an offer to buy or sell any securities mentioned herein. Due to volatility within the
markets mentioned, opinions are subject to change with notice. Information is based on sources believed to be reliable;
however, their accuracy or completeness cannot be guaranteed. Past performance does not guarantee future results.
Additional risks are associated with international investing, such as currency fluctuations, political and economic stability,
and differences in accounting standards.
Investors cannot invest directly in indexes. The performance of any index is not indicative of the performance of any
investment and does not take into account the effects of inflation and the fees and expenses associated with investing.
All investing involves risk, including the possible loss of principal. There is no assurance that any investment strategy will
be successful.

Index Definitions
S&P 500 Index – The S&P 500 Index (Standard & Poor's 500 Index) is a market-capitalization-weighted index of the 500
largest U.S. publicly traded companies by market value, The index is widely regarded as the best single gauge of large-cap
U.S. equities.
Dow Jones Industrial Average – Dow Jones Industrial Average (DJIA): a price-weighted average of 30 blue chip stocks listed
on the New York Stock Exchange. One of the oldest and most widely quoted stock market indices.
Shanghai Shenzhen CSI 300 Index – The CSI 300 is a capitalization-weighted stock market index designed to replicate the
performance of top 300 stocks traded in the Shanghai and Shenzhen stock exchanges. The index is compiled by the China
Securities Index Company, Ltd.
US Treasury 3-month Treasury bill – A short-term debt obligation backed by the Treasury Department of the U.S.
government with a maturity of 3 months.
US Treasury 10-year note – A 10-year treasury note is a debt obligation issued by the United States government that
matures in 10 years. A 10-year Treasury note pays interest at a fixed rate once every six months and pays the face value
to the holder at maturity.
Fed Funds rate – The interest rate at which a depository institution lends funds maintained at the Federal Reserve to
another depository institution overnight. The federal funds rate is generally only applicable to the most creditworthy
institutions when they borrow and lend overnight funds to each other.

Connect with us today at luriewealthadvisors.com.
2501 Wayzata Boulevard
Minneapolis, MN 55405
O/612.381.8857
F/612.746.6357

Working as one to advance your wealth

Advisory Services offered through AdvisorNet Wealth Management (AWM). Lurie Wealth Advisors and AWM are separate entities.

