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The Correction
Has Arrived
After more than 1,100 days, the long-awaited equity market correction appears to be upon us. While the
narrative for much of the past two years has centered around investors’ desire for a correction of some
magnitude, so as to create the proverbial “buying opportunity”, when these things finally arrive, they often
come very quickly and violently and feel nothing like a buying opportunity. We believe that while this market
correction may have some days or even weeks left to run, the overriding backdrop by our reckoning is little
changed and remains supportive of higher stock prices in the intermediate to longer-term.

Global growth is slowing, but U.S. outlook continues to improve
While U.S. stock markets have corrected ~10% (more so for midcaps and small caps) since peaking in midSeptember, the global picture has not changed very much.
Europe: To be blunt, Europe remains a significant drag on the global outlook, but this is not new news and
we believe that at least directionally, policymakers are taking the right steps to combat growth weakness.
The ECB appears ready to embark on a quantitative easing program that we believe could have a positive
effect on lending and eventually growth in region.
Asia: Chinese growth has slowed from 10%+ a few years ago to around 7% today. Further, the nature
of this growth has changed as China is in the midst of altering its growth mix from one dependent on
investment to one driven more by consumption. This transformation will take many years to play out and
we believe will eventually make China more stable albeit slower growing. In the interim, China will not
be the contributor to global growth that is has been. This has already become especially acute within the
commodity sector as not only is China growing at a significantly slower pace than in past years, but also
consumption driven growth is less “commodity-centric” than are capital investment and infrastructure
build-out. This obviously creates a headwind for more commodity heavy economies such as Canada,
Australia and many emerging markets.
United States: Against this backdrop, the U.S. narrative continues to improve. The U.S. economy is
relatively insulated from global growth concerns as U.S. exports comprise a relatively small part of the
economy, while the U.S. economy generally benefits from lower commodity prices. The U.S. consumer
balance sheet has improved markedly over the past six years with measures of debt-to-disposable income
at decade lows and savings rates continuing to gradually rise. Further, the U.S. economy has created an
average of more than 225,000 jobs per month this year and while wage growth has been muted, most
surveys suggest that the jobs picture is becoming tighter, which we believe will translate into wage growth
in the coming quarters. Add to this the sharp decline in gasoline prices, which acts as a de facto tax cut for
consumers, and the stronger U.S. dollar, which can have a similar effect via lower import prices, and we
believe the U.S. set up remains constructive.
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Headline Risks are High
While the stock market often has to scale the proverbial “wall of worry”, that wall seems
particularly high at the present time:
•

Ukraine: This situation remains an ongoing source of uncertainty and instability and has
had a significant negative impact on eurozone sentiment.

•

The Middle East: The rise of ISIS in Iraq has raised the risks that the U.S. may once again
get pulled into an open-ended conflict in the Middle East.

•

Ebola: Ebola has already wreaked a terrible toll on West Africa with a vector of cases now
popping up in the United States. While the likelihood of a widespread outbreak in the
developed world is very low, based on mathematical projection models, the number of
cases in West Africa is likely to grow into the hundreds of thousands or even millions before
the outbreak is contained.

What does this mean for stocks?
We wrote back in May about the nature of stock market corrections. We broke down market corrections into
three buckets:
•

Mild corrections, which we defined as 5% to 10% pullbacks tend to occur about once per year and take
about one month to reach a bottom and a further two months to see the market recover to its prior highs.

•

Intermediate corrections, those between 10% and 20%, tend to occur about once every 2 to 3 years and take
about four months to reach a bottom and a further four months for the market to recover to its prior highs.

•

Bear markets, which we defined as declines of greater than 20%, occur about once per decade and take
about 18 months to reach a bottom and a further 26 months for the market to recover to its prior highs.

As we wrote then and would once again reiterate, bear markets are almost always associated with a U.S.
recession. We continue to rate U.S. recession risks as very low, especially because the usual precursors of such
an extended economic downturn are nowhere in evidence. Rather, we believe the current correction is very
likely to fall into either the “mild” or “intermediate” categories, where the selloff is generally very swift and the
recovery often just as rapid.
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We have been here before
We would note that while the past few weeks have felt especially perilous, we have seen similar periods of angst
over the past 51/2 years. In fact, since the market last had a correction of greater than 10%, there have been six
“mild corrections”, which have lasted between 13 and 42 trading days with each carrying their own unique set of
worries. Further, if we go back to the March 2009 lows, we have experienced corrections of 16% and 19%, both
of which in retrospect were fantastic long-term buying opportunities.

Start Date
10/28/2011
4/2/2012
9/4/2012
5/21/2013
1/15/2014
9/18/2014
Median
Source: Bloomberg

5%+ Corrections since October of 2011
End Date
% Decline
11/25/2011
9.8%
6/1/2012
9.9%
11/15/2012
7.7%
6/24/2013
5.8%
2/3/2014
5.8%
10/15/2014
7.4%
7.6%

# of Trading Days
19
42
42
23
13
19
21

Recommendation
We believe the correct approach for investors is to build a list of good businesses with sustainable,
superior earnings growth, which often command a premium price that usually makes them appear
expensive. Corrections usually produce some price weakness even for these outperformers and provide a
rare opportunity to buy them “on sale.” Identifying these high-quality targets in advance is part of the
discipline required to capitalize on such opportunities when they arise, which is usually when others are
fleeing for the exits. We believe such a situation is currently unfolding and investors with a willingness to
look through some of the short-term whipsaws of the market will be rewarded in the long run.
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