
Surveying Markets in the Correction

October 25, 2018



Corrections Happen From Time to Time

1 Source: Strategas



Anxiety Over Slowing Growth and Rising Rates

2 Source: Strategas, CNBC

At any given point in the market 

cycle, there is no shortage of global 

issues which may cause 

consternation.

While the rest of the world’s equity 

markets started their correction some 

time ago, the recent drawdown by 

the US equity market is primarily 

driven by anxiety over earnings 

growth slowing at the same time 

interest rates are rising.

Expectations for US earnings growth 

(S&P 500) for 2019 are currently 

about 10% (which has been revised 

higher in the past 4 weeks).  While 

this is slower than recent quarters 

boosted by tax cuts, next year’s 

earnings growth compares 

favorably to longer term history

and is driven by sales growth.

US Treasury 10 Year Yield
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Source: Goldman Sachs, Strategas

Don’t Fight the Fed

The FOMC has been gradually 

raising the Fed Funds rate since 

December 2015.  Earlier this year, 

the market was concerned that an 

inverted yield curve is on the 

horizon.  An inverted yield curve 

has historically been a precursor to 

recessions with an approximate 18 

month delay.  

Ironically, the concern over a 

potentially inverting yield curve is 

now overwhelmed with fear of a 

rising long-term yield (steepening 

the curve).

Despite years of slowly 

tightening monetary policy, the 

real Fed Funds rate (adjusting for 

inflation) remains at zero.  

The Fed has been in 

the market for a 

while, but remains 

accommodative with 

the real Fed Funds 

rate still near zero.



Flows Still Favor Bonds
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Despite the substantial increase in equity markets since the bottom of the financial crisis, capital flows 

have remained steadily out of US equities and into fixed income.

Eventually, the fund flows will shift which are more likely to be a support for equities (and a 

headwind to fixed income) before this cycle is complete.



Keep Duration in Check, Stick with Credit

5 Source: Bloomberg as of 10/24/18
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Credit Spread on Leveraged Loans

Credit risk in more 

“risky” areas of the 

market have stayed 

contained during the 

equity market correction.

Long-term rates have not moved up as much as 

short-term rates have over the past year.  

Therefore, it is possible to earn most of the yield 

of a longer portfolio with relatively less interest 

rate risk.

The extra yield demanded (credit spread) by 

investors for taking below investment grade risk 

has remained steady despite the equity market 

anxiety which implies that the fixed income market 

is less concerned.  



US Equity Valuations Correct More than Price
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Comparing today to one-year ago shows that 

valuations have compressed far more than 

returns would suggest. The combination of lower 

valuation with solid earnings growth gives support 

to forward equity returns.

We tend to favor the “value” sectors of the 

market given its P/E advantage which can help 

protect capital if sentiment worsens and boost 

return as the style cycles back into favor.

Source: Bloomberg as of 10/24/18



Dividends Drive Return Realization
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Dividend equity, which often correlates 

with the “value” style, has 

underperformed the broader markets in 

recent years.  

While the dividend investing style 

cycles in and out of favor over shorter 

periods, it is a valuable allocation 

throughout a full cycle to deliver cash 

return for current needs or re-

investment. 

Importantly, we believe it is a key 

component to portfolio equity 

exposure in the latter part of a cycle

as the current yield (combined with 

lower relative valuation in the current 

environment) protects capital should 

a correction become a bear market 

and experiences quicker recovery 

periods from these more extreme 

events.



Non-US Equities Offer the Most Return Long Term
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Valuations have also compressed significantly 

in equities outside of the US.  Both Developed 

and Emerging Markets are at valuation levels 

last seen in late 2015.  Earnings growth in 2019 

is expected to be 8% and 11% in the regions 

respectively.

While it is typical for US equity to trade at a 

premium, the valuation gap is at significant 

levels which will eventually normalize.  

Source: Bloomberg as of 10/24/18



Summarizing the Views
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Stick to your long-term investment plan.
While there are always concerns and risk in the market, the current correction appears to be a normal bout of anxiety as 

we are in the later stages of the cycle.  Portfolio risk levels are not “light switches” that should turn on and off; instead you 

make modest adjustments up and down as conditions warrant.  For now, maintain your strategic allocation risk target and 

adjust exposures within asset classes.

Keep your interest rate risk in-line and balance with credit risk in fixed income.
Short-term rates increasing implies that you can get most of the return in longer-bonds without as much interest rate risk.  

Keep your compensation (yield) in balance with the interest rate risk by selectively maintaining credit risk where 

appropriate.

Within US equity, favor the segments of the market trading at lower relative valuation.
Value and dividend equity valuations have compressed more than growth equities with lower expectations for earnings 

growth.  Near-term, these areas may preserve capital better should the correction become bigger and offer relative 

outperformance as the favor shifts longer-term.

Maintain your allocation to non-US equity exposure.
Valuations show that Developed and Emerging Market equity is unloved.  While there are a host of concerns outside the 

US (as there are in the US), over time the gap will close.

Add value by tax-loss harvesting through the cycle for current or future use.
It’s not what you make but what you keep.  Sweeten long-term, after-tax returns by realizing losses during volatility while 

maintaining substantially similar investment exposure to participate in a recovery.



US Equity Bear Market 
Experience
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US Equity Bear Markets

2
3

45

8 7
69

*Denotes that the Great Depression Drawdown is not pictured in the 
chart. Sources: MorningStar ; businessinsider.com ; trendfollowing.com

Excluding #1 and #2 from above:

Drawdown Average Duration: 16 months

Recovery Average Duration: 36 months

Time horizon is one of the most 

effective ways to protect capital 

during bear markets.  It also 

empowers value creation when 

combined with re-balancing and 

asset allocation discipline.
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Evaluating the Macro Environment in a Bear

Recessions coincide with most, but not 

all, equity bear market periods.  This 

explains the emphasis on understanding 

where we stand in the economic cycle.



DISCLOSURES

This material is being provided to demonstrate the general thought process and methodology used by Edge when constructing a portfolio for an 
individual client. This material should not be interpreted as a representative sample of the portfolio performance achieved by all Edge clients and there 
can be no assurance that any client is likely to achieve the results shown. 

Since each portfolio will be tailored to the specific client’s unique investment objectives and tolerance for risk, a client's actual portfolio and investment 
objective(s) for accounts managed by Edge may look significantly different from this or other models, as appropriate. Investors are strongly urged to 
consult with their own advisors regarding any potential strategy or investment. 

This material is based upon information which we consider reliable, but we do not represent that such information is accurate or complete, and it should 
not be relied upon as such. 

Index information reflects the reinvestment of dividends and is included merely to show the general trend in the equity markets for the periods indicated. 
You cannot invest directly in an index. 

The opinions expressed herein are those of Edge and the report is not meant as legal, tax or financial advice. You should consult your own professional 
advisors as to the legal, tax, or other matters relevant to the suitability of potential investments. 

The external data presented in this report have been obtained from independent sources (as noted) and are believed to be accurate, but no independent 
verification has been made and accuracy is not guaranteed. 

The information contained in this report is not intended to address the needs of any particular investor. This presentation is solely for the recipient. By 
accepting this report, the recipient acknowledges that distribution to any other person is unauthorized, and any reproduction of this report, in whole or in 
part, without the prior consent of Edge is strictly prohibited. 

This communication is not to be construed as an offer to sell or the solicitation of an offer to buy any security such as an offer can only be made through 
receipt of an offering memorandum which will explain all risks. 

All figures are estimated and unaudited. The case studies shown are meant to demonstrate Edge’s investment process and are no t meant as an 
indication of investment performance. Past performance is not necessarily indicative of future results.

The sample asset allocation models shown were constructed using indices to demonstrate Edge’s sector allocation. All performance shown is net of all 
fees and reflects reinvestment of dividends. You cannot invest directly in an index.

Past performance is not indicative of future success and there is the possibility of lower returns or the possibility of loss.
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