
While Monday saw a modest, welcome rise across 
global equity markets, including the S&P 500, the 
previous weeks’ sell-off has left investors unsettled 
(the S&P fell nearly 4% between April 2-11, with 
some “momentum names” hit much harder). Was 
the March/early April equity selling simply another 
correction, similar to that experienced in January? 
Or is something else in the works that could impact 
portfolios over the medium term?

Our bias is that the latest market swoon is not 
the start of a more medium-term bearish trend for 
stocks, based on a number of factors highlighted 
below. This update is focused more on the U.S., 
given that we are overweight U.S. equities and the 
U.S. economy (representing about 22% of global 
growth) dominates our global macro view.

Economic cycle. History is never a perfect guide, of 
course, but it is a useful starting point for analysis. 
Historically, equity rallies have been driven 
notably by economic cycles. Specifically, equities 
tend to find greater support during expansions 
and before monetary policy becomes overly tight. 
On average, equities don’t start underperforming 
sustainably until the start of a recession is only 
months away. So, where are we now in the cycle? 
We’re approaching the fifth anniversary of the 
start of the expansion (June 2009), as defined 
by the National Bureau of Economic Research. 

Cycles on average have lasted eight years; no 
U.S. recovery in modern times has ever extended 
beyond 10 years. While this time could always be 
different — and we may now be closer to the end 
of the equity rally than the beginning — history 
suggests we are not facing an imminent recession 
and/or an end to the equity bull market.

Global monetary policy. One reason we believe this 
economic cycle has a ways to go is central bank 
policy. The U.S. Federal Reserve’s continued 
tapering of its asset purchases (the next meeting 
of the Federal Open Market Committee is April 
30) is creating volatility, to be sure. Investors are 
looking beyond the end of tapering (likely in the 
fourth quarter of this year) and towards the start 
of tightening. We believe the Fed is unlikely to raise 
rates early or aggressively. While Fed members 
are concerned about the unintended risks of “low 
for long” monetary policy, they appear equally 
concerned about the number of underemployed 
and long-term unemployed Americans. As long as 
inflation remains modest, we believe the central 
bank will move very modestly on rates, with an 
eye to helping “heal” the labor market. Notably, 
March core consumer prices rose 1.7% year-on-
year, up from February but still comfortably below 
the Fed’s longer-term inflation target. Meanwhile, 
global central bank policy remains very growth-
friendly. Across developed markets, GDP-weighted 
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policy interest rates are around 30 basis points, 
more than 3% below levels seen in 2005-2007 and 
still in line with crisis lows; further, quantitative 
easing (QE) programs imply that actual policy 
is even easier than that implied by interest rates. 
Looking forward, even with the Fed and the Bank 
of England inching away from QE, the bias is for 
global monetary policy to stay focused on easing, 
given the Bank of Japan’s likely further QE steps 
this summer and the European Central Bank’s bias 
to fight deflationary risks. Historically, equity sell-
offs have been more common during periods of 
much tighter monetary policy (that is, not around 
first hikes but much later in the tightening cycle). 

Growth/wages. Actual GDP growth is not always 
a great predictor of equity returns — just look at 
last year. While U.S. GDP rose by some 1.6%, the 
S&P 500 surged more than 30%. Clearly, growth 
was not the key factor impacting the U.S. equity 
markets. Instead, a number of other forces were 
critical, including share buybacks, capital moving 
from cash and bonds to stocks, and sentiment 
around growth (that is, investor expectations that 
growth would come, in turn prompting them to 
look for higher future valuations). 

This year, we expect U.S. growth to improve — 
not only versus the first quarter but also this year 
broadly versus 2013 and consensus expectations  
for 2014 (now at 2.7%). Helping growth, in ad-
dition to a still-easy Fed, are low inflation pressures, 
less fiscal drag, slowly recovering labor markets, 
and a smaller trade deficit. We believe that actual 
growth — and growth sentiment — show a positive 
bias as we move through spring. We are focused 
specifically on weekly jobless claims and business/
consumer sentiment indices to reinforce our view. 
(Note that last week’s jobless claims were the 
lowest since 2007.) Meanwhile, as we contemplate 
the equity markets, and profit margins in particular, 
we would note that wage growth remains benign  
at around 2.2% year-on-year. Historically, U.S. 
profit margins are not vulnerable until wages grow 
closer to 4.5%.

Technical indicators. Beyond our still-constructive 
macro view, we believe the latest equity correction 
was short-term, based on a number of more technical 
indicators such as positioning and sentiment. 

•	 Market “internals” during latest sell-off. It’s always 
useful to see what occurs within a sell-off. In 
the case of recent weeks, emerging-market (EM)  
equities rallied strongly despite still-poor econom-
ic fundamentals and political uncertainty. This 
suggests that shorter-term investors were simply 
taking bearish EM positions back towards neutral 
and reducing portfolio risk. Meanwhile, many of 
the equities that saw the most dramatic selling 
pressure were tied to biotech, internet, and so-
called “disruption technologies.” These stocks 
had outperformed the market for some time and, 
in many cases, had price-to-earnings ratios well 
above the broader market averages. The nature of 
the market trends of late do not suggest a medium-
term change in investors’ view towards the U.S. 
and/or global economy. In such an environment, 
emerging stocks would almost certainly weaken 
alongside their developed-market peers. 

•	 Market adjustments into earnings season. Recent 
weeks have seen a lot more negative earnings 
pre-announcements than positive ones. Indeed, 
the negative/positive pre-announcement ratio has  
reached 6.2, a level seen during the 2008-2009 
crisis period. While we certainly keep a close eye 
on earnings, especially from a bottom-up perspec-
tive, we believe more broadly that there is a lot of 
“gamesmanship” in the earnings-season process. 
A case in point: Negative pre-announcements  
have been rising for the last three years, but 
earnings-per-share (EPS) surprises have been 
consistently positive. The consensus now is for 
a 6.4% fall in first-quarter U.S. EPS versus the 
fourth quarter. If that occurred, it would be the 
first negative EPS print since 2002. Bottom line: 
The bar for earnings has been lowered so much 
(by corporations and sell-side analysts) that 
positive surprises look increasingly likely as the 
season continues.
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•	 Investors have gotten much more cautious. While not 
very helpful for our medium-term views, investor 
sentiment and positioning indicators can suggest 
where one is within shorter-term equity trends. 
The American Association of Individual Investors 
(AAII) Sentiment Survey, which measures the 
percentage of individual investors who are bullish, 
bearish, or neutral on the stock market short-term, 
turned negative as of mid-April. That suggests 
very little optimism is priced into U.S. equity 
market valuations. This indicator also turned 
negative in January ahead of the February market 
bounce and, in general, is a decent contrarian sign 
when it approaches extreme levels. 

What might make us more cautious on equities in the 

medium term? Beyond the momentum in the U.S. 
economy, we would not want to see a continued 
slowing in Chinese growth beyond what is already 
discounted by investors. Overnight Wednesday, 

China will report first-quarter GDP. Consensus 
expects growth of 7.3% year-over-year versus the 
fourth quarter’s 7.7%; anything considerably below 
consensus could at least tactically weigh on global 
risk assets such as stocks, especially if not followed 
quickly by growth-supportive policy comments 
or actions. (Our base case on China remains that 
growth is structurally slowing but the government 
will try to ensure gradual moderation.) Separately, 
we always carefully consider geopolitical risk. While 
some Russia/Ukraine uncertainty is now understood 
and discounted by investors, any sudden escalation 
of the conflict, especially if it leads global oil prices 
sustainably higher, could impact our views. 

For now, we continue to believe that 2014 returns 
will prove better for equities than other asset 
classes, even with bouts of volatility and equity 
valuations that are no longer cheap. As such, we 
remain comfortable with our overweight. 
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