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Market Rally Ends with a Bang 
  
The last two weeks have been very, very tough to watch, as it appears that our stock rally is ending with 
significant volatility and sharp losses.  As noted more below, those losses have impacted all financial 
assets. 
 
First, some brief history:  using the Vanguard Total Stock Market Index ETF as a proxy for our market, 
we hit a near-term high on January 26 of $147 (rounded to nearest dollar) per share.  The markets 
closed slightly down going into the end of the month, with the Total Stock Market Index ETF finishing at 
$144.  The graph of the S&P 500 and our diversified portfolio appeared as follows at the end of January, 
just before the chaos broke loose:   
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Year-to- Annualized

January Date Since 1/1/2013
Diversified Portfolio 1.88                      1.88           9.26                  
  Index Components
    U.S. Stocks 5.31                      5.31           17.01                
    International Stocks 5.59                      5.59           8.39                  
    Bonds (1.08)                     (1.08)         1.79                  
    Real Estate (4.20)                     (4.20)         8.53                  
    Money Market 0.12                      0.12           0.37                  

S&P 500 5.71                      5.71           16.46                

Money Market 0.12 0.12 0.37

 
 
Bluntly, January was another blow-out month for stocks.  Both domestic and international stocks moved 
up in excess of five percent.  As had been the pattern for 2017, larger cap stocks led the move, and in 
particular large cap, growth stocks.  What was missed in the media party over the rally was losses in 



interest rate sensitive investments – bonds and real estate.  Both fell significant amounts for them.  
Bonds had weakened over the last half of 2017, and real estate had a poor year by recent historical 
standards. 
 
We then move to Friday, February 2nd.  The Labor Department announced an unexpectedly high wage 
increase for January:  an annualized increase of 2.9 percent which was the largest in nine years.  A total 
of 200,000 new jobs were added, with unemployment staying at 4.1 percent.  The economic recovery 
had come to the labor market, and the bond market revolted.  Rates on the ten-year Treasury rose that 
Friday to 2.85 percent, a four year high on the security.  This compared to a 2.4 percent rate on January 
1.  That sized move for bonds is unusual.   
 
The revolt in bonds spread into stocks.  Equity investors faced four concerns: 
 

1. Rates would continue to rise.  The Federal Reserve had already forecast three rate increases for 
this year.  If the economy was really that strong, then rising wages would produce inflation and 
the Fed may be forced to raise rates faster or higher than anticipated.  Rising rates serve as a 
drag on the economy, because…. 

 
2. Borrowing costs would go up.  It would cost companies and individuals more to borrow to buy 

equipment, cars, homes and anything else demanding credit.  This slowdown would in turn hurt 
profits, which makes stocks less valuable. 

 
3. Higher rates would make stocks less attractive.  If an investor could earn a decent return on a 

Treasury bond, why take the risk in owing a stock?  An increase in bond interest rates would give 
some investors a reason to own bonds as opposed to a dividend paying stock. 

 
4. Had the stock market finally moved too far, too fast?  All through 2017, we heard the concern that 

stocks had gotten too expensive, that they were overvalued relative to earnings.  The 
extraordinary gains in January may have finally been the breaking point for investors.  The 
January gain was so strong that some investors decided to take profits.  The changes in the bond 
markets confirmed that for those traders. 

 
The immediate result was a 666 point loss in the Dow that Friday and loss of another 1,175 points on 
Monday, February 5.  Since then, we have seen the markets gyrate up and down at a dizzying pace.  As 
it stands, the Vanguard Total Stock Market Index stood at $137 on February 7, or down $10 since the 
high on January 26. 
 
So, what happens next?  First, this is not a repeat of 2008.  The market is down because stocks got too 
high and traders forgot that interest rates would increase as the economy got better.  It did not fall due to 
problems in the economy.  Rather, like in the 1990’s and 2000’s, we had a return to the warped market 
logic that in the short term good economic news would cause stock market losses.  Higher economic 
growth equals higher interest rates, which is bad for stocks.  Baring some policy mistake by the federal 
government or a geopolitical shock, we are not headed for a recession. 
 
Second, inflation may finally be returning after almost a decade absence.  Higher wages, better growth, 
more money flowing around due to tax cuts and now even more deficit spending by the federal 
government all add up to inflationary pressures.  It is difficult to see how new federal borrowing of up to 
$1 trillion will not produce some increase in inflation. 
 
Third, stocks will face a headwind from interest rates.  If inflation does come back, the Federal Reserve 
will look to fight it by raising interest rates.  We may likely see more increases than we had originally 
planned. 
 
Lastly, bonds will be a difficult place to make money in the next year.  We believe in holding bonds in our 
portfolios as ballast against volatility, as well as a source of interest income.  However, in this 
environment, we will be working over the next several weeks to reposition bond holdings to shorter 
maturities and different types of strategies to guard against future rate increases.  We feel confident in 



beginning these types of moves in that it appears to us that the odds are stacked against interest rates 
falling. 
 
Then, what about stocks?  We are willing to generally wait out this crisis.  We will make some trimming 
on the edges, but feel that this sell-off will stop and some self correction upward will take place.  It does 
not seem wise to potentially sell now only to see stocks turn around.  Further, in such a volatile 
environment, it is hard to see when is best to sell and buy.   
 
We want to say thank you to our clients who have been patient.  It is never fun to sit down to your 
computer and see red numbers all over the screen.  You understand that stocks do go down as well as 
up, and that short-term corrections are always a possibility.  I hear my peers speak of the panic they see 
in their clients.  You have not panicked.   
 
As always, we welcome your thoughts and comments.   
 
 
 
Roger E. Southward, CFP® 
 
 
Disclaimer:  The information in this newsletter is for general educational purposes only and is not a recommendation to buy or 
sell any investment.  Funds mentioned are for illustrative purposes only and are not recommendations to buy or sell those funds.  
The diversified index as shown is to illustrate the possible growth pattern of a mix of investments and cannot be purchased as a 
single investment.  This newsletter is distributed to and intended for clients and friends of Southward Financial Services, LLC 
and not for public distribution.  Past performance is not a guarantee of future investment results. 


