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Stay cool  

What to make of the recent equity market correction 

Last week we held our quarterly investment roadshows. Hardly were those roadshows over and we had witnessed a 

global equity sell-off, the worst in 10 months. For the week, the S&P 500 corrected 4.1%, the MSCI World Index 

lost also 4.1%, whilst the MSCI Emerging Markets Index was down 2.1%. Year to date, these three indices stand at 

+3.5%, -3.6% and –15.4%. 

 

The purpose of the following considerations is to give you our view on last week’s events. The October Quarterly 

Investment Review is with the printer, but we thought it would be a good idea to send you this update now. 

 

Volatility is normal  

First and foremost, it is important to stress that the volatility of 2018, registered in the first months of the year and now 

again, is normal. What is not normal is the total lack of volatility that we enjoyed in 2017. 

 

Pressure on equities and bonds inevitable 

Second, the global equity market of reference, that is the US equity market, appears overstretched. By March 2019 US 

equities will enter the eleventh year of the current bull market. Valuations are rich, both in absolute and in relative 

terms, at a time that interest rates are rising. Less quantifiable risks are emerging, such as higher oil prices, (not only 

trade) tensions with China, as well as growing pressures to regulate the high flying tech stocks that have driven the 

current bull market in the first place. This is a moment when long-term investors normally would take some risk off 

the table. And that is why on June 4 2018, we reduced our global equity overweight to neutral, alongside bonds, and 

we consequently raised cash levels. 

 

US equity market remains resilient 

At the same time we stuck to our long-dating US equity overweight and Emerging Markets underweight calls (with 

the exception of India and Saudi Arabia), and for good reasons: the global rise in yields and the US dollar is choking 

off credit in Emerging Markets, not in the US. Also, earnings in the US appear very resilient. We do not expect this to 

change soon, as we explained during the roadshows, and as is illustrated in the upcoming Quarterly Investment Review. 

 

How do we position ourselves over the next months? 

We have been stressing the risk that markets are underestimating the determination of the Federal Reserve to raise its key policy rate above 3%. 

Also for this reason we warned in July that US long-term Treasury yields might temporarily break-out to the 3.5% level. We now accept the risk 

that in fact those yields might stay at that level for longer (although in the very short term the Treasury market is extremely oversold on technical 

grounds, such that some reversion to a lower level is more likely in the near future). If this is true, US equity markets might correct further in order 

to restore the average risk premium that they have demanded over the last years. 

 
*S&P earnings yield based on 2019 analyst expectations minus real US 10 year Treasury yields, source: Bloomberg 

In view of these considerations, and the fact that the three month Treasury Bill now is higher than the dividend yield, our call to raise cash levels 

still holds. 
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Source: Bloomberg 

Why not go underweight in US equities? 

At the same time we would like to reiterate that a US recession seems still unlikely through 2019, and perhaps a good part of 2020. It is of course 

extremely difficult to time exactly a recession. Yet, as tactical asset allocators we should at least try to assess the direction of economic growth, up 

or down. Right now the US economy appears to be speeding ahead thanks to fiscal stimulus, continuing credit growth and rising wages. There is 

even a chance that aggregate savings in the US, as measured by the savings over disposable income rate, could come down. Indeed, according to 

the Bureau of Labor Statistics, for the first time in a long while, wage growth now seems to be accelerating for the lower decile of the income 

distribution. This should not surprise because lower skilled wages only tend to go up when the labor market is really tight. But what really matters 

for us is that low income households’ spending rises relatively more for every dollar of higher wage, simply because the consumption share of 

income is higher for these households. 

As we have pointed out during the roadshows, and as is discussed in more detail in the upcoming Quarterly Investment Review, US recessions 

usually occur as a result of serious excessive credit levels in balance sheets. Today US household balance sheets are relatively solid and US 

corporate balance sheets, whilst more indebted than at any time since the Global Financial Crisis, appear still manageable. In other words, given 

reasonable debt levels, higher interest rate levels are not yet negatively impacting consumption and investment spending. The tightening policy is 

thus not yet reflected in credit contraction: credit is still growing and financial conditions are still perceived to be easy, not tight. 

 
Source: Bloomberg 

Not surprisingly, most leading indicators tell us that a recession is not imminent. 
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Source: Bloomberg 

 
Source: Bloomberg 

If our assumption is correct and US growth will remain strong through 2019, then an adjustment in relative equity valuations should provide a good 

entry point. Bear markets, it should be mentioned, occur typically when financial conditions are perceived to be tight, not just because those 

conditions are tightening as a result of the changing monetary policy. Bear markets, also, typically materialize when a recession is relatively close, 

not distant. 

 

Source: Bloomberg 
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Thus if US equities would correct another 10%, it would make sense to further raise our US equity allocation, and thereby we would go again 

overweight the overall global equity asset class. 

Further ahead, at some point in 2019, we would expect the USD Index to peak at around 100. That would happen if some of the US growth spills 

over to Europe, and the ECB will finally start talking about hiking rates. We are not there yet, but most likely that would be the moment and the 

condition for us to become again bullish on the overall Emerging Market asset class. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

mailto:assetmanagement@adcb.com


 

 

Investment Strategy Note 
October 15 2018 

 

Asset Management assetmanagement@adcb.com 5 

 

Sources 

All information in this report has been obtained from the following sources except where indicated otherwise: 

1. Bloomberg 

2. Wall Street Journal 

3. RTTNews 

4. Reuters 

5. Gulfbase 

6. Zawya 

7.  

 

Disclaimer 

ADCB Asset Management Limited (“AAML”), is a member of ADCB Group, licensed by Financial Services Regulatory Authority in Abu Dhabi 

Global Markets under financial services permission number 170036. 

This publication is intended for general information purposes only. It should not be construed as an offer, recommendation or solicitation to purchase 

or dispose of any securities or to enter in any transaction or adopt any hedging, trading or investment strategy. Neither this publication nor anything 

contained herein shall form the basis of any contract or commitment whatsoever. Distribution of this publication does not oblige ADCB Group to 

enter into any transaction.  

The content of this publication should not be considered as legal, regulatory, credit, tax or accounting advice. Anyone proposing to rely on or use the 

information contained in the publication should independently verify and check the accuracy, completeness, reliability and suitability of the 

information and should obtain independent and specific advice from appropriate professionals or experts regarding information contained in this 

publication. Investment products are not available to US persons. 

Information and opinions contained herein is are based on various sources, including but not limited to public information, annual reports and 

statistical data that AAML considers accurate and reliable. However, AAML makes no representation or warranty as to the accuracy or completeness 

of any statement made in or in connection with this publication and accepts no responsibility whatsoever for any loss or damage caused by any act 

or omission taken as a result of the information contained in this publication. This publication is intended for customers who are either retail or 

professional investors. 

Charts, graphs and related data or information provided in this publication are intended to serve for illustrative purposes only. The information 

contained in this publication is prepared as of a particular date and time and will not reflect subsequent changes in the market or changes in any other 

factors relevant to their determination. All statements as to future matters are not guaranteed to be accurate. AAML expressly disclaims any obligation 

to update or revise any forward looking statement to reflect new information, events or circumstances after the date of this publication or to reflect 

the occurrence of unanticipated events.  

ADCB Group does and may at any time solicit or provide commercial banking, investment banking, credit, advisory or other services to the 

companies covered in its publications.  As a result, recipients of this publication should be aware that any or all of foregoing services may at time 

give rise to a conflict of interest that could affect the objectivity of this publication. Opinions expressed herein may differ from opinions expressed 

by other businesses or affiliates of ADCB Group.  

Past performance does not guarantee future results. Investment products are not bank deposits and are not guaranteed by ADCB Group. They are 

subject to investment risk, including possible of loss of principal amount invested. This publication may not be reproduced or circulated without 

ADCB Group written authority. The manner of circulation and distribution may be restricted by law or regulation in certain jurisdictions. Persons 

who come into possession of this document are required to inform themselves of, and to observe such restrictions. Any unauthorized use, duplication, 

or disclosure of this document is prohibited by law and may result in prosecution. 
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