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Market Views – January 2018 
 
Yesterday (23.1.2018) the US stockmarket, as measured by the S&P 500 set a new record for the longest 
period without a 5% fall. The background for this phenomenal run has been the erratic and largely 
ineffectual first year of Donald Trump’s presidency. Markets have completely ignored the risks and drama 
roused by the new administration, from potential nuclear holocaust to trade wars and late-night tweets. 
Instead, day after day, the market has ground ever higher. 
 
Herein lies the dilemma for most investors – equity markets are performing strongly and many are at or near 
all-time highs, but they look expensive and there is a sense of how long this can last.  However the 
alternatives do not look attractive - cash rates are still low and inflation is rising in many areas and bonds 
look vulnerable as interest rates continue to rise.  Can investors afford to be out of equity markets when 
returns have been so good or should they be taking profits and getting out of the equities because they have 
performed so well and now look expensive? 

As leading fund manager, Neil Woodford, recently pointed out not all shares have been subject to these 
large price increases, and he highlights these disparities.  For instance, in the US market “the difference 
between the performance of value stocks and growth stocks today, is greater than at any stage in stock 
market history.” It is the same in the UK where the “few stocks that are perceived to be capable of delivering 
dependable growth have, like in the early-1970s, become very popular and that popularity has manifested 
itself in extreme and unsustainable valuations.” However, there is a flip side to this. When there are bubbles 
in asset prices there is always a subset of the market that remains unloved, out of favour and cheap. This is, 
arguably, where the best opportunities exist.    

There are never any easy answers even when things are looking good. It would be wrong to consider 
stockmarkets in isolation.  They operate alongside the real economy reflecting it, financing and sometimes 
distorting it.   
 
The news from the real economy still seems to be positive.  The US labour market is running hot, more large 
retailers are raising wages to hold on to staff with some hiking their minimum pay by 10% to $11 an hour, 
promising it will be $15 by 2020.  
 
Wage growth, long dormant, may be in for a burst of life this year. Inflation would likely rise along with it, 
given the poor productivity growth in the West and China. This would put pressure on bonds, as yields would 
rise to account for greater inflation. As problems go, a buoyant economy with the poorest getting better off 
is not really one. Still, after a record-smashing run for stocks that was driven mainly by falling interest rates 
and higher valuations, higher yields could cause a correction. If markets do take a tumble, it would likely be 
short lived. Market setbacks rarely upset periods of steady economic growth. All major nations appear to be 
doing well and global commerce looks healthy, so cheaper shares would probably attract new buyers. 
 
After a bull market that has lasted over 30 years bond markets look more vulnerable. However, despite 
worries about tightening monetary policy, there are still plenty of buyers. People and pension funds looking 
to match future liabilities are happy to lock in slightly higher yields every time bonds sell off a bit. Of course, 
that doesn’t mean that they always will. Meanwhile, corporate bonds which have higher yields than 
government debt– the extra return for taking on default risk – look expensive and warnings about “zombie 
companies” are rising. These firms are only profitable because bargain-basement rates of borrowing have 
drastically cut their cost of capital. How will they fare once interest rates rise and they have to refinance? 
Some people ask the same question about highly leveraged households, too. 



 
 
 

 
There are risks of being in the market but there are also risks or loss of opportunities by being out of the 
market.  As always a diversified approach to maintaining portfolios should protect us from the worst 
downside risks but should also enable investors to participate in what is likely to be another positive year for 
stockmarkets.   
 
However, vigilance is required and it is important to be aware of your tolerance to risk and to understand 
what your capacity for loss is. In investment terms risk is often associated with volatility i.e. to what extent 
an investments price rises and falls.  Capacity for loss is a more subjective consideration of the impact that 
falls in value of your investments would have on you and your lifestyle.  If you’d like to discuss this or any 
issues that relate to your investments please get in touch. 
 
NB as we approach the end of the tax year please remember to consider any unused tax allowances e.g. 
capital gains tax allowances and make sure that, if relevant, you used your ISA allowance for 2017-18.  
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