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What Makes for a “Healthy” Correction?

Key Takeaways:

-

Broad market absorbing selling pressure

- Sentiment seeing uneven pullback from excessive optimism
- Presidential election adding noise and uncertainty
With the news dominated right now by COVID and conflagrations (real and metaphorical), discussing the healthiness (or is it
healthfulness) of stock market corrections might feel like an indelicate distraction. But clarifying uncertainty where we can is a bit
of a calling – so while emotions are running hot, our encouragement is to calm down, look past the noise of the headlines and see
what, if anything, has changed where it matters. This week's commentary does that through the lens of the market, next week's
update will look at the impact of recent macro developments.
In an update last week, we reminded readers that while volatility could rise, the still neutral message from the weight of the
evidence suggested a shift to more defensive posture was premature. The market swings since that update (including a 3-day, 7%
decline for the S&P 500) have not changed the message. The question that is now being asked is to what extent this is a healthy
correction vs. the start of a more substantial downturn. We do not have evidence to suggest it is more than the former at this point.
However, to remain healthy, a correction will need to provide an unwind of the excessive optimism that emerged over the course
of the summer before damage is done beneath the surface of the market. A correction that does not see concern replace
complacency and/or significantly damages underlying breadth trends could hardly be considered healthy.
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While the market is barely a week
removed from all-time highs, we can
still monitor sentiment, breadth and
trend developments for evidence
that support or refute the view that
this correction is on track to remain
"healthy." As we have mentioned in
the past, with a handful of megacaps responsible for so much of the
S&P 500's recent gains, we want to
keep an eye on index-level
momentum as much as breadth.
The chart on the previous page
shows
that
from
a
weekly
perspective, the momentum uptrend remains intact. Looking at
global
rally
participation,
the
percentage of markets above their
50-day averages has contracted.
This trend emerged over the second
half of August and if it continues,
could weaken the argument that
breadth remains on solid footing.

Source: Ned Davis Research

While selling pressure has been
focused on mega-cap high-flyers,
domestic breadth trends have not
been immune to damage during this
pullback. The NASDAQ composite
suffered a 10% three-day decline
that left fewer than half its stocks
above their 200-day averages and
only 37% above their 50-day
averages. Our sector-level trend
indicator had started to tick higher
prior to this sell-off and remains in
positive territory. The risk of a more
significant (i.e., less "healthy")
pullback increases if sector-level
trends turn negative. Breadth is
absorbing the selling so far, but we
continue to watch closely.
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Sentiment indicators show some
evidence of more caution from
investors. The individual investors
surveyed by the AAII who were
already bearish became even more
so, and the NAAIM Exposure index
(which tracks sentiment among active
investment managers) posted its
second largest single-week decline in
the history of the survey. While not
pessimism, this does point to an
encouragingly
rapid
unwind
in
optimism. Advisory services remain
overwhelmingly bullish and the
sentiment composites constructed by
Ned Davis Research have only begun
to move out of the excessive optimism
zone. More stability from the broad
market as sentiment continues to
show more caution would bolster the
view that the correction's health has
not taken a turn for the worse.

While the final outcome of the
Presidential election may not have
much impact on the stock market,
getting to the point of electoral
resolution can add volatility ahead of
November 3. If the outcome is in
doubt after that, the risk of more
meaningful weakness could increase.
There are plenty of studies and
statistics showing what has happened
around previous elections, but the
2020 experience seems poised to test
the limits of the usefulness of those
comparisons. We'll rely on history as
a guide, but tread the path lightly
when it comes to the specifics about
outcomes. The election is adding
uncertainty and that is fueling
volatility. That may be a sufficient
analysis in our current situation. The
cycle composite suggest a seasonal
headwind into the election and a relief
tailwind (assuming a clear victor) after
the election.
Source: Ned Davis Research
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Appendix – Important Disclosures and Analyst Certification
Analyst Certification
The senior research analyst(s) certifies that the views expressed in this research report and/or financial model
accurately reflect such senior analyst's personal views about the subject securities or issuers and that no part of
his or her compensation was, is, or will be directly or indirectly related to the specific recommendations or views
contained in the research report.
Disclaimers
This is not a complete analysis of every material fact regarding any company, industry or security. The opinions
expressed here reflect our judgment at this date and are subject to change. The information has been obtained
from sources we consider to be reliable, but we cannot guarantee the accuracy.
ADDITIONAL INFORMATION ON COMPANIES MENTIONED HEREIN IS AVAILABLE UPON REQUEST
The Dow Jones Industrial Average, S&P 500, S&P 400 and Russell 2000 and any other indices mentioned are
unmanaged common stock indices used to measure and report performance of various sectors of the stock
market; direct investment in indices is not available. Baird is exempt from the requirement to hold an Australian
financial services license. Baird is regulated by the United States Securities and Exchange Commission, FINRA,
and various other self-regulatory organizations and those laws and regulations may differ from Australian laws.
This report has been prepared in accordance with the laws and regulations governing United States brokerdealers and not Australian laws.
United Kingdom (“UK”) disclosure requirements for the purpose of distributing this research into the UK
and other countries for which Robert W. Baird Limited holds a MiFID passport.
The contents of this report may contain an "investment recommendation", as defined by the Market Abuse
Regulation EU No 596/2014 ("MAR"). This report does not contain a “personal recommendation” or “investment
advice”, as defined by the Market in Financial Instruments Directive 2014/65/EU (“MiFID”). Please therefore be
aware of the important disclosures outlined below. Unless otherwise stated, this report was completed and first
disseminated at the date and time provided on the timestamp of the report. If you would like further information
on dissemination times, please contact us. The views contained in this report: (i) do not necessarily correspond
to, and may differ from, the views of Robert W. Baird Limited or any other entity within the Baird Group, in
particular Robert W. Baird & Co. Incorporated; and (ii) may differ from the views of another individual of Robert
W. Baird Limited.
This material is distributed in the UK and the European Economic Area (“EEA”) by Robert W. Baird Limited,
which has an office at Finsbury Circus House, 15 Finsbury Circus, London EC2M 7EB and is authorized and
regulated by the Financial Conduct Authority (“FCA”) in the UK.
For the purposes of the FCA requirements, this investment research report is classified as investment research
and is objective. This material is only directed at and is only made available to persons in the EEA who would
satisfy the criteria of being "Professional" investors under MiFID and to persons in the UK falling within Articles
19, 38, 47, and 49 of the Financial Services and Markets Act of 2000 (Financial Promotion) Order 2005 (all such
persons being referred to as “relevant persons”). Accordingly, this document is intended only for persons
regarded as investment professionals (or equivalent) and is not to be distributed to or passed onto any other
person (such as persons who would be classified as Retail clients under MiFID).
All substantially material sources of the information contained in this report are disclosed. All sources of
information in this report are reliable, but where there is any doubt as to reliability of a particular source, this is
clearly indicated. There is no intention to update this report in future. Where, for any reason, an update is made,
this will be made clear in writing on the research report. Such instances will be occasional only.
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Investment involves risk. The price of securities may fluctuate and past performance is not indicative of future
results. Any recommendation contained in the research report does not have regard to the specific investment
objectives, financial situation and the particular needs of any individuals. You are advised to exercise caution in
relation to the research report. If you are in any doubt about any of the contents of this document, you should
obtain independent professional advice.
Robert W. Baird Limited and Robert W. Baird & Co. Incorporated have in place organisational and administrative
arrangements for the prevention, avoidance, and disclosure of conflicts of interest with respect to research
recommendations. Robert W. Baird Limited’s Conflicts of Interest Policy, available here, outlines the approach
Robert W. Baird Limited takes in relation to conflicts of interest and includes detail as to its procedures in place to
identify, manage and control conflicts of interest. Robert W. Baird Limited and or one of its affiliates may be party
to an agreement with the issuer that is the subject of this report relating to the provision of services of investment
firms. Robert W. Baird & Co. Incorporated’s policies and procedures are designed to identify and effectively
manage conflicts of interest related to the preparation and content of research reports and to promote objective
and reliable research that reflects the truly held opinions of research analysts. Robert W. Baird & Co.
Incorporated’s research analysts certify on a quarterly basis that such research reports accurately reflect their
personal views.
This material is strictly confidential to the recipient and not intended for persons in jurisdictions where the
distribution or publication of this research report is not permitted under the applicable laws or regulations of such
jurisdiction.
Robert W. Baird Limited is exempt from the requirement to hold an Australian financial services license and is
regulated by the FCA under UK laws, which may differ from Australian laws. As such, this document has not
been prepared in accordance with Australian laws.
Copyright 2020 Robert W. Baird & Co. Incorporated
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