
Nicholas Lacy, CFA Chief Portfolio Strategist, Asset 
Management Services 

After an extended two-year period of “quiet” that saw U.S. 
equity markets steadily climb to record highs, volatility 
made its long-awaited appearance last week.  Since January 
29, the Dow Jones Industrial Average has fallen 10.2% (at 
the time of this writing), marking an official equity market 
correction.  So, what caused these market jitters?

The recent pickup in volatility and consequently the 
declining markets is really related to two factors that tend 
to be at the root of most declining markets: leverage and 
liquidity.  The deleveraging and derisking that took place can 
be largely attributed to trade algorithms linked to changes 
in volatility that sent high frequency trading programs into 
selling overdrive. This type of market movement differs 
greatly from more traditional factors that have triggered a 
selloff by “human” traders in the past. 

Many would like to point at factors such as the recent 
increase in long-term interest rates or higher expected 
inflation, but there is no evidence that these conditions 
caused a negative market reaction. The fact that yields are 
higher on the 10-year Treasury should not come as a surprise 
as the Federal Reserve has been raising rates for some 
time now while the 10-year yield didn’t budge (due to high 
global demand for U.S. Treasuries).  Does this recent activity 
suggest that a downtrend in equity prices will continue and 
should investors be reevaluating their portfolio positioning? 

If you are a diversified investor, than no. The markets in 
the U.S. are in great fundamental shape, just a bit elevated 
when it comes to valuations.  The world is in great shape 
as well when it comes to the markets.  Earnings in the U.S. 
and around the world are growing at an above-average rate:  
a tailwind for equity performance. Companies are not only 
beating earnings estimates but also sales estimates at near-
record levels. 

We still believe investors should own both stocks and bonds 
in their portfolios and specifically both U.S. stocks and non-
U.S. stocks. That being said, we feel that for the last several 
years, investors should have had a strategic overweight to 
equities outside the U.S. This is based on both fundamental 
support as well as improving economic conditions around 
the world.

Market declines create buying opportunities, especially 
when the declines are asymmetrical.  We have seen selloffs 
pretty broadly across markets, offering fewer opportunities 
at this point, but for those investors looking to employ cash, 
this is certainly an attractive time to allocate to equity, 
especially if you are overweight fixed income. One point of 
caution within the fixed income markets is credit. Typically 
when equity markets fall, credit markets, especially in the 
high yield space, also experience a selloff due to the equity 
risk associated with these assets.  This did not happen in the 
recent downturn so, we do not recommend allocating funds 
to these markets at this time. 
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