
Correction, Not 
Collapse

By BNY Mellon Investment  
Management

Volatility is considered an 
important gauge of risk, so  
its return isn’t surprising.

The return of volatility to equity markets raises the question of  
whether the turbulence is merely an expected side effect of the  
shift in monetary policy as the Federal Reserve ends quantitative 
easing, or a signal of more serious trouble to come. Renewed 
concerns over a slowdown in Europe and some emerging 
markets as well as heightened geopolitical risk and Ebola have 
weighed on markets over the last few weeks. We asked portfolio 
managers and strategists from across BNY Mellon Investment 
Management and its affiliates to put the latest market 
fluctuations into perspective. 

Iain Stewart, lead manager of Newton’s Real Return strategy 
points out that the S&P 500 had gone 19 months without a 
meaningful correction and says the abrupt market moves are 
not unexpected. “Volatility is considered an important gauge  
of risk, so its return isn’t surprising, given our belief that real 
risks in financial markets have been increasing as investors 
have stretched for yield in a low interest rate environment. 
We’ve been positioned in expectation that markets will turn 
more volatile and that growth will be modest,” he says. 

Jack Malvey, Chief Global Markets Strategist at BNY Mellon 
Investment Management, also observes that markets had been 
unnaturally quiet and that a combination of factors has broken 
that calm. “Summer of 2014 saw the lowest volatility for all major 
asset classes in 25 years. That’s not sustainable. Now the focus 
is on questions about the resilience of the US economy, the 
prospect of a triple-dip recession in Europe, potentially worse 
than expected corporate earnings and the belief that risk assets 
have run their course, at least for the near term.” While market 
participants’ increased attention to all of these factors means
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News about the US  
economy and corporate 
profits continues to track  
our expectations.

that markets may prove choppy for some time, Malvey’s view on 
equities remains positive. “What we’re seeing now is effectively 
the re-pricing of risk across global markets. But these things 
burn themselves out and by the end of October or November, 
we’ll likely see investors get back to looking at fundamentals and 
finding opportunities where valuations now make more sense. 
Over the next 12-14 months, I think the equity markets offer 
better opportunities for many investors than does fixed income.”

A Spike In The Implied Volatility Index Caused By Stock Market Selloff

Source: Bloomberg as of October 17, 2014.

 

Dave Daglio, head of The Boston Company’s Opportunistic 
Equity Team also had been anticipating the return of volatile 
equity markets. “Equity-market volatility was unusually low  
in 2013, and we fully expected it to return to more normal  
levels at some point,” he says. 

Daglio says recent events don’t change his underlying assumptions 
about the prospects for the US and global economies. “News 
about the US economy and corporate profits continues to track  
our expectations. After weather-induced softness in the first 
quarter, we anticipated a recovery in economic growth. As recent  
data illustrate, the US economy is improving, albeit at a slower 
rate than forecast earlier. Given this economic foundation, we 
expect corporate EPS growth to range between 8 percent and  
10 percent via share reductions and profit growth through at 
least 2015 and to provide ballast to market corrections. We’ve 
sought to set return expectations for US equities in line with 
corporate profit growth and while our revised expectations 
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Markets are continuing 
the transition from being 
policy-driven to being 
fundamentals-driven.

represents a step down from returns experienced over the past  
five years, we believe the relative returns, compared to many 
other markets and asset classes, will prove to be rewarding.

Daglio foresees a coming shift in the sources of corporate profit 
growth. “We believe companies in the financials, technology, 
health care and domestic industrial sectors could emerge as 
profit growth leaders,” he says. “Trends appear to be weaker  
in China, continental Europe and Brazil, but stronger in the US. 
Over the past few months, the US dollar seems to be reflecting 
this view and that could depress growth. Movements in the 
long bond, energy and corporates are all additive to growth 
expectations with a lag. The market is not sure what to make  
of all these moves and is not surprisingly taking a pause.”

Steve Kolano, Investment Strategist with BNY Mellon’s 
Investment Strategy & Solutions Group, sees the revival of 
market volatility as a side-effect of the shift from one set of 
policy and market assumptions to another, rather than as a 
sign that US growth is faltering. “Markets are continuing the 
transition from being policy-driven to being fundamentals-
driven that we’ve anticipated. The US market has come under 
pressure recently because of fears that a global slowdown will 
impact the US, but data shows the economy getting stronger,”  
he says. “Unemployment and labor participation are improving, 
bank loan growth is accelerating, corporate capital spending 
is rising and holiday shopping is expected to increase by four 
percent over last year. The theme from a few years ago was that 
of a US that was never going to do anything and that investors 
should focus on the stocks of US companies that had significant 
exposure to emerging markets. Now that trend has reversed and  
the US is set to be the growth engine of the global economy.”

All of our experts caution that a number of wild cards could 
have an impact on their forecast for increased volatility and 
modest, but continuing growth. As Malvey says, “The biggest 
things we’re watching are geopolitical risks and the course of  
the Ebola epidemic, both in Africa and elsewhere. Those are 
things whose direction is very hard to accurately predict.”

Still, the overall message for investors is one of caution but 
optimism. As Daglio puts it, “One needs to remember that bull 
markets are made of slow ascents and fast descents. Typically, 
your only chance to buy is when you hear some noise.”
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