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Dissecting the equity market correction: ominous warning sign or healthy dose of volatility?
Equity markets often react differently than bond markets to economic data and are subject to a much greater degree of price
volatility and investor myopia. Monetary policy, however, is one market driver that binds both asset classes inextricably together,
and February’s equity market correction was a good example of this.

As shown in the graph below, US average hourly earnings had the highest reflationary print of 2.9% since June 2009. This meant
expectations for the Federal Reserve’s (Fed) interest rate path was marked up, causing equity and bond prices to decline as longterm discount rates applied to future cash flows increased. As a result, future corporate earnings and investment income would be
worth less today than they did previously in a lower interest rate environment. This ‘normalisation’ of economic expectations
unfortunately coincided with the end of a stable four-year term for the U.S. central bank Chairwoman Janet Yellen. Her Republican
successor, Jerome Powell, represents a change of guard at a critical phase for US monetary policy, where a policy error could prove
fatal to an equity bull market entering its tenth year.
We believe that the Fed is unlikely to stray too far from its slow and steady rate hike path and expect inflation to remain within its
‘healthy’ range, between 1% and 3%. This should allow equity markets to continue their upward march, albeit accompanied by
higher volatility, as a combination of tax cuts, fiscal easing and deregulation in the U.S. supports the global economic expansion,
whilst technological innovation, globalisation and demographic trends keep rising inflation in check.
Behind the US Equity Market Correction
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Global Agg: Bloomberg Global Aggregate TR Hedged GBP; Global Sovereign: Bloomberg Global Treasury TR Hedged GBP; Global IL: Bloomberg
World Govt Inflation Linked Bonds 1-10Y TR Hedged GBP; Global IG: Bloomberg Global Corporate TR Hedged GBP; Global HY: Bloomberg Global
High Yield TR Hedged GBP; EM$ Sov: Bloomberg Emerging Markets Sovereigns TR Hedged GBP; EM% Corp: Bloomberg EM USD Corporate 10%
Cap Hedged GBP; EM Local Sov: Bloomberg EM Local Currency Govt TR Unhedged GBP; Equities: MSCI indices reflect net total returns in local
currency, except Asia and EM in USD; Commodities: Bloomberg Commodity TR Index; Global Property REITS: FTSE EPRA/NAREIT Global Index;
Global Hedge Fund: HFRX Global Hedge Fund Index; British Pound: Bloomberg British Pound Index; Euro: Bloomberg Euro Index; US Dollar:
Bloomberg US Dollar Index; EM Currency: JP Morgan Emerging Market Currency Index. Source: Bloomberg. Data as at 28/02/2018.

Analyst Commentary
Fixed Income
• US 10-year treasury yields jumped to just below 3% after inflation data released surprised on the upside and spooked investors
by raising inflation expectations and causing bond prices to decline
• Global investment grade and high yield credit spreads widened as investors are anticipating lower corporate profits in a
tightening monetary policy environment, whilst low default rate expectations are preventing bond yields from rising significantly
• Emerging market US dollar denominated debt was not spared in the market turmoil and was the worst performing segment of
the global fixed income universe in February
Equities
• February saw a pullback in global equity markets, with many commentators sighting technical selling and increased investor
sensitivity to rising inflation as the likely causes of the correction
• In a highly volatile and broadly risk-off month, the worst performer was Emerging Markets, with cyclical sectors and notably
Asian technology leading the fall
• Despite US equities selling off sharply at the beginning of the month, the remainder witnessed a partial recovery, as earnings
came in stronger than expected and future earnings estimates were revised higher
• European equities sold off in line with other developed markets, with upcoming Italian elections having limited additional impact
Alternatives & FX
• Commodities pared most of their January gains in February with the broad market index returning -1.73%, led by energy prices
• Natural Gas prices were the big mover on the month declining -11.07% due to warm weather in the eastern United States,
although weather forecasts show a return to colder weather during the first week of March, the bigger picture suggests that
warmer temperatures will return right behind the cold weather, cutting into demand for the heating fuel
• The US Dollar DXY Index made up some of the losses it incurred in January by recovering to 90.6 (+1.7%). Bullish sentiment on
the Euro indicated by various positioning indicators reached an extreme in February and there was need for a reversal. This was
a reason for the dollar strength cited by some
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•

Global: We are most positive on the strength of the economic outlooks for Europe, Japan and the Emerging Markets, and remain
most cautious for the outlook on the UK economy

•

US: The passing of tax cuts and reforms by congress should further support a continuation of a solid economic expansion for an
economy that was previously viewed as being in the latter stages of its cycle

•

Europe: Economic and earnings recoveries are earlier in their cycles and gathering momentum, but face potential headwinds
from a less accommodative European Central Bank and strengthening domestic currency

•

UK: High consumer price inflation and negative real wage growth, combined with existential Brexit uncertainty with the European
Union, has begun to weigh on consumer sentiment and the growth outlook for the UK economy

•

Japan: The Bank of Japan remains firmly committed to its accommodative policies to stimulate consumer price inflation, whilst
the Japanese economy stands to benefit most from a continued synchronised global economic expansion this year

•

China: Curbing of pollution levels in China is an environmental positive but comes at an economic cost by slowing industrial
output growth at a time when the corporate sector is deleveraging and economic growth is on a downward trend

•

Emerging Markets: Buoyant commodity prices and a weak US Dollar environment are historically a perfect cocktail for strong
emerging market growth, which also stands to benefit from a continued synchronised global economic expansion this year

Important Information
The information set out in this document has been provided for information purposes only and should not be construed as any
type of solicitation, offer, or recommendation to acquire or dispose of any investment, engage in any transaction or make use of the
services of Signia. Information about prior performance, while a useful tool in evaluating Signia's investment activities is not
indicative of future results and there can be no assurance that Signia will generate results comparable to those previously achieved.
Any targeted returns set out in this document are provided as an indicator as to how your investments will be managed by Signia
and are not intended to be viewed as a representation of likely performance returns. There can be no assurance that targeted
returns will be realised. An estimate of the potential return from an investment is not a guarantee as to the quality of the investment
or a representation as to the adequacy of the methodology for estimating returns. The information and opinions enclosed are
subject to change without notice and should not be construed as research. No responsibility is accepted to any person for the
consequences of any person placing reliance on the content of this document for any purpose.
No action has been taken to permit the distribution of this document in any jurisdiction where any such action is required. Such
distribution may be restricted in certain jurisdictions and, accordingly, this document does not constitute, and may not be used for
the purposes of, an offer or solicitation to any person in any jurisdiction were such offer or solicitation is unlawful. Signia Wealth is
authorised and regulated by the Financial Conduct Authority.

