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Potential Opportunities in the Equity Correction 
Key takeaways 
» The Dow Jones Industrial Average (Dow) and the S&P 500 Index fell into correction 

territory on Thursday, February 8, but the concerns of these markets have not spread 
to other key financial and commodity markets. 

» Yet, stock-market corrections do not necessarily change the economy’s course, and we 
still see an economic backdrop that should favor equities. 

What it may mean for investors 
» The emerging budget deal in Congress bears watching, but we still see opportunities 

in equity and fixed income markets. 

How did the correction result? What may its financial-market scope be? 

An abrupt rise in interest rates, concerns about rising inflation, and a potentially more 
hawkish Federal Reserve have created an equity market tantrum that now has the Dow 
and S&P 500 Index  in full correction territory (a correction is a price decline of between 
10% and 20%). As of Thursday’s market close, the Nasdaq Index was close to correction 
territory but not there yet.   

We view this correction as more technical, and sentiment-driven, and we do not believe 
that it signals a material change in the economic fundamentals. Global reflation, 
combined with U.S.-dollar weakness, created investor complacency that ideal liquidity 
conditions would continue indefinitely. As calm markets pushed volatility to record 
lows, some strategies increasingly accepted bets against calm markets in order to fund 
equity positions. When volatility returned and stock prices fell, these strategies have 
had to sell holdings to cover losses. Other investors sought to take profits and self-
reinforcing selling then began.  

Sanguine reactions in other markets also have given encouraging signs for equity 
investors. Credit markets have held up relatively well, in contrast to corrections in 2014 
or 2015 and 2016, when credit spreads widened materially. Said another way, there has 
been no real flight to perceived safe havens (gold, the U.S. dollar, and U.S. Treasury 
securities). Commodity prices also are still relatively flat year to date, while currencies 
such as the euro and yen also have been resilient.  
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What does a correction mean for the economy and other markets? 

Market corrections against a strong macro backdrop are historically common, and they 
do not necessarily derail the economy. Since 1928, the S&P 500 Index has had a decline 
of at least 10% approximately every 11 months. Until this week, the index had not had a 
correction since January and February 2016. The October 1987 equity-market decline, 
sometimes called “Black Monday,” shares some similarities with the current sell-off. 
Then, as now, the economy was strong enough to generate some higher inflation. Yet, 
after the 1987 stock-market crash, the economy continued to grow until the next 
recession in mid-1990.  

Our constructive economic outlook implies that the correction’s scope should be 
relatively limited. Even before tax-cut and federal spending stimulus, the U.S. 
economy’s organic growth rate was improving. The fiscal stimulus should drive even 
stronger domestic corporate revenue and earnings growth, and we believe that a 2018 
recession is unlikely. Recent increases in inflation expectations have triggered 
repricing in the fixed-income markets, but we expect inflation and bond yields to trend 
only modestly higher. As bond investors find their preferred yield levels, some equity 
volatility may persist. We continue to expect new highs in equity prices this year—but 
with a bumpier path higher than in 2017. 

What impact could the congressional budget deal have on markets? 

The new federal budget  plan matters and is increasing defense and nondefense 
spending to the tune of $300 billion, which would put the fiscal year 2019 deficit at over 
$1 trillion or 6% of gross domestic product (GDP).  To say the least, it is unusual to have 
the deficit expanding at time when the U.S. economy is growing and unemployment is 
this low. This will put an upward bias to GDP growth and domestic interest rates. 

When will the correction end? 

It is very difficult to predict a correction’s duration. Any break below the S&P 500 Index 
200-day moving average, around 2,538, could signal more losses for the S&P 500 Index 
in the near term. Equity markets may rise or fall from day to day, as some investors are 
forced to sell, but others see value and bring liquidity to the market. Yet, the substantial 
cash still available in investor portfolios should finally attract buyers and greater 
market stability. 

What market opportunities may there be? 

We view the present environment as an opportunity to add quality equity holdings at 
this level or at cheaper valuations. If the market sell-off continues, favoring cyclical 
sectors that can grow top-line revenues and are indexed to an improving 2018 macro 
backdrop has merit. These include the Consumer Discretionary, Industrials, Financials 
and Health Care sectors. We would maintain reduced exposure to Utilities, Consumer 
Staples and Energy holdings here. Within fixed income, we suggest raising average 
credit quality, particularly focusing on investments in areas like high-grade corporate 
and municipal bonds. We would reduce exposure to non-investment grade bonds (high-
yield debt). We have favored nominal exposure to Treasury Inflation Protected 
Securities (TIPS) for some time, and we continue to do so in this environment. 
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Risks Considerations 

Each asset class has its own risk and return characteristics.  The level of risk associated with a particular investment or asset class generally correlates with the 
level of return the investment or asset class might achieve. Stock markets, especially foreign markets, are volatile.  Stock values may fluctuate in response to 
general economic and market conditions, the prospects of individual companies, and industry sectors.  Investments in fixed-income securities, including 
municipal securities, are subject to interest rate, credit/default, liquidity, inflation, prepayment, extension and other risks.  Bond prices fluctuate inversely to 
changes in interest rates. Therefore, a general rise in interest rates can result in the decline in the bond's price. High yield fixed income securities are considered 
speculative, involve greater risk of default, and tend to be more volatile than investment grade fixed income securities. Municipal securities may be subject to 
the alternative minimum tax and legislative and regulatory risk which is the risk that a change in the tax code could affect the value of taxable or tax-exempt 
interest income. If sold prior to maturity, fixed income securities are subject to market risk.  All fixed income investments may be worth less than their original 
cost upon redemption or maturity. Treasury Inflation-Protected Securities (TIPS) are subject to interest rate risk, especially when real interest rates rise.  This 
may cause the underlying value of the bond to fluctuate more than other fixed income securities.   

Sector investing can be more volatile than investments that are broadly diversified over numerous sectors of the economy and will increase a portfolio's 
vulnerability to any single economic, political or regulatory development affecting the sector.  This can result in greater price volatility. Risks associated with 
the Consumer Discretionary sector include, among others, apparel price deflation due to low-cost entries, high inventory levels and pressure from e-commerce 
players; reduction in traditional advertising dollars; increasing household debt levels that could limit consumer appetite for  discretionary purchases; declining 
consumer acceptance of new product introductions; and geopolitical uncertainty that could impact consumer sentiment. Investing in financial services 
companies will subject a portfolio to adverse economic or regulatory occurrences affecting the sector.  Some of the risks associated with investment in the 
health care sector include competition on branded products, sales erosion due to cheaper alternatives, research & development risk, government regulations 
and government approval of products anticipated to enter the market. Risks associated with investing in Industrials include the possibility of a worsening in 
the global economy, acquisition integration risk, operational issues, failure to introduce to market new and innovative products, further weakening in the oil 
market, potential price wars due to any excesses industry capacity, and a sustained rise in the dollar relative to other currencies.  Consumer staples industries 
can be significantly affected by competitive pricing particularly with respect to the growth of low-cost emerging market production, government regulation, the 
performance of overall economy, interest rates, and consumer confidence. The energy sector may be adversely affected by changes in worldwide energy prices, 
exploration, production spending, government regulation, and changes in exchange rates, depletion of natural resources and risks that arise from extreme 
weather conditions. Utilities are sensitive to changes in interest rates and the securities within the sector can be volatile and may underperform in a slow 
economy.  

Definitions 

Dow Jones Industrial Average is an unweighted index of 30 "blue-chip" industrial U.S. stocks.   

NASDAQ Composite Index measures the market value of all domestic and foreign common stocks, representing a wide array of more than 5,000 companies, 
listed on the NASDAQ Stock Market. 

S&P 500 Index is a market capitalization-weighted index composed of 500 widely held common stocks that is generally considered representative of the US 
stock market.    

An index is unmanaged and not available for direct investment.  

General Disclosures 

Global Investment Strategy (GIS) is a division of Wells Fargo Investment Institute, Inc. (WFII). WFII is a registered investment adviser and wholly owned 
subsidiary of Wells Fargo Bank, N.A., a bank affiliate of Wells Fargo & Company. 

The information in this report was prepared by Global Investment Strategy.  Opinions represent GIS’ opinion as of the date of this report and are for general 
information purposes only and are not intended to predict or guarantee the future performance of any individual security, market sector or the markets 
generally. GIS does not undertake to advise you of any change in its opinions or the information contained in this report. Wells Fargo & Company affiliates may 
issue reports or have opinions that are inconsistent with, and reach different conclusions from, this report. 

The information contained herein constitutes general information and is not directed to, designed for, or individually tailored to, any particular investor or 
potential investor. This report is not intended to be a client-specific suitability analysis or recommendation, an offer to participate in any investment, or a 
recommendation to buy, hold or sell securities. Do not use this report as the sole basis for investment decisions. Do not select an asset class or investment 
product based on performance alone. Consider all relevant information, including your existing portfolio, investment objectives, risk tolerance, liquidity needs 
and investment time horizon. 

Wells Fargo Advisors is registered with the U.S. Securities and Exchange Commission and the Financial Industry Regulatory Authority, but is not licensed or 
registered with any financial services regulatory authority outside of the U.S.  Non-U.S. residents who maintain U.S.-based financial services account(s) with 
Wells Fargo Advisors may not be afforded certain protections conferred by legislation and regulations in their country of residence in respect of any 
investments, investment transactions or communications made with Wells Fargo Advisors.  

Wells Fargo Advisors is a trade name used by Wells Fargo Clearing Services, LLC and Wells Fargo Advisors Financial Network, LLC, Members SIPC, separate 
registered broker-dealers and non-bank affiliates of Wells Fargo & Company. CAR 0218-01642 
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