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Stock Market collapse is inevitable (Neil Woodford, Niall Ferguson, November 2017)

Case for the Bull Markets to charge on (Tom Stevenson, Gerard Lyons, October 2017)

The conflicting signals at the beginning of 2017 suggested a possible major correction by
mid-year, or even October (thirty years after the October crash of 1987). However, the
equity markets ignored the many negative factors (Brexit, Trump, North Korea, China, QE
and Global debt) and ended the year at record levels, with exceptionally low volatility
(VIX below 10). Global growth in GDP surprised to the upside at 3.7% and looks set to grow
further in 2018. Perhaps we will be spared another year before the inevitable corrections
kick-in?

2018 may well be the final moment to pump-up the equity portfolio in preparation for bad
times ahead. Perhaps the biblical metaphor of the seven years of plenty followed by the
seven years of famine is relevant to us all in the twenty first century?
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Top-line predictions for the year ahead
Several factors indicate a sustained positive run on equities before the next major
correction – now likely in 2019, or at latest, 2020. Here are some key indicators for 2018
equity markets:

Unmatched Bull run over the last decade
We have enjoyed an unmatched bull run of 100 months so far, post the 2008 crash. This
compares favourably to the average of 60 months of historic bull runs. However, the
returns between 2000 and 2016 have been a miserable 1.9% compared to 10.6% in the
period 1980 to 1999. Muted inflation, cheap money (QE pump priming), tepid wage
growth all appear to keep the bull run on track, despite sluggish corporate profits.
Political shocks did not seem to matter much in 2017 as the FTSE and S&P continued to
climb despite a disastrous UK election, multiple set-backs for the Trump administration in
the USA, unparalleled global indebtedness (above $250TR, or 350% of global GDP) and
growing conflicts with North Korea. Syria and Iraq appeared to be merely a sideshow in
comparison.

And the good news continues into 2018, with Trump’s US tax reform pumping $1.5TR into
corporate and personal wallets; recovery across the EU with unemployment falling below
10% (compared to 4.5% in the US and UK); and digital technology transforming all major
sectors (FAANG now dominating the S&P, and BATS the Chinese stock exchanges).

EU on the up and up with GDP at 2%
Draghi’s efforts to stem European recession in 2012 seems to be working, and the recent
Macron victory in France shows that the threat from the far right might be over-estimated
(but beware Austria and Poland). The EU remains relatively well placed in the recovery
cycle to deliver strong returns in 2018. Barnier and Junker will procrastinate over Brexit
negotiations through 2018 with little progress being achieved – the EU has never reached
a single trade deal with top ten global economies in the last twenty years, so why now
with the UK? Expect little or no impact from Brexit on the continent in 2018.

USA remains in the driving seat with GDP set to rise by 2.4%
The USA economy appears strong with corporate profits likely to move ahead due to
recent tax reforms and technological advances (machine learning and AI could
accelerate productivity). The rise of the digital giants (FAANG) is also helping to stimulate
equity markets. Tech now represents 23% of the S&P compared to 12% just a decade ago
(and 5% in the nineties). There is little sign of a dot.com bust given the level of global
connectivity that is being enjoyed by tech players (access to 2 billion consumers daily via
platforms such as Google, Facebook, and Amazon). Incumbents have yet to jump on
board the digital revolution, but are expected to do so by 2020.

The UK remains volatile, with GDP dropping to 1.5%
UK performance in 2017 was somewhat better than expected with a 1.7% growth in GDP
and unemployment at a record low of 4.3%. However, inflation hit 3.1% for the year and
debt increased by £90B (so much for austerity and public sector cut backs).

Many of the positive tenants of a Brexit remain valid in 2018, but as with all ‘big change’,
success is linked closely to the quality and resolve of leadership. Theresa May and her
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cabinet have demonstrated weakness and have little chance of using this important
event to transform the UK into a global digital hub offering its population free trade, low
taxes, and strong innovation. We can only succeed if we have leaders of the stature of
Churchill or Thatcher. None appear to be surfacing for the present (perhaps Boris?). Nevil
Chamberlain look-alikes will not get us there!
Many of our FSTE100 equities are global players and will enjoy the fruits of global economic
expansion in 2018. The prospect of a stronger pound is unlikely given the incompetence of
our Brexit negotiating team. We could expect further weakness as stage two trade
negotiations progress – down to $1.25? This will further strengthen global companies such
as Shell, Diageo and Unilever. Local UK stocks (banks, retailers, utilities) stand at low P/E
ratios compared to the US (around 50%), implying some value plays. Progress with the
FTSE250 and AIM was strong in 2017 (up 14%) and may not be repeated in 2018. Overall, a
play-it-safe approach is appropriate given high levels of uncertainty.

Emerging nations (Asia, Africa, and South America)
Despite high levels of indebtedness, these regions continue to power the global economy
with growth rates in the 6-7% compared to EU and US in the 2% range. China, Russia, and
Turkey have P/E ratios of 50% of western equity markets implying potential for growth.
However, debt in China is $28TR, or 300% of GDP, and prompts constant warnings from the
IMF. Emerging economies are now beginning to pay healthy dividends, so should be
included in any balanced portfolio.

Recommended asset allocation for 2018
Figure 1 – asset allocation for 2018
Asset Class (SIPPs
and ISAs)
Cash/Short dated
strategic bonds
US Equities (S&P,
NASDAQ)
European Equities

2016
allocation
40%

2017
allocation
30%

2018
allocation
25%

20%

25%

20%

10%

10%

20%

UK Equities (FTSE100
and 250)
Global/Asian Equities

10%

10%

10%

15%

20%

20%

Other (property)

5%

5%

5%

Rational
Keep cash reserves for
market corrections
Strong dollar, Tax reform
stimulus, FANG influence
Early in cycle so expect
continuing gains
Potential for UK stocks, e.g.
Lloyds Bank, Sainsbury’s
Powering global growth at
6-7% GDP
Little liquidity here

No equity investor should have lost money in 2017 – virtually all markets were up by 10-20%
(with exception of FTSE100 at 7.6% and NASDAQ at 26%). Continuing global growth in GDP
for 2018 at 3.7-4.0% ensures that most economies will benefit going forward.
Key elements for asset allocation in 2018 include betting on a continued European
recovery (12% equity growth in 2017, and same again in 2018); sustained US performance
of around 10-15% (fuelled by tax reforms and related 13% growth in corporate earnings);
low exposure to UK due to continuing Brexit uncertainties (perhaps some value stock
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opportunities); maintaining a balanced global portfolio (across Asia, Europe, USA and UK);
and preserving a cash reserve for potential buying opportunities (e.g. market correction of
20-30% as predicted for 2017).
However, there are many risks associated with an equity biased portfolio in 2018. North
Korean implosion; Brexit uncertainties; possible Labour victory in UK; rapid QE unwinding by
FED and ECB; Chinese hard landing; $320TR of global debt. Equity markets are yet to take
any of these factors into account – the VIX reached record levels of stability in 2017 (at 10
compared to average of 30 and highs of 80). Stock markets showed a smooth progression
for most of the year (compared to 25-30% fluctuations between peak and troughs in 2016).
In the words of Sir John Templeton; Bull markets are born on pessimism (2008 crash); grow
on scepticism (2013); mature on optimism (2017); and die on Euphoria(2019?). Perhaps we
are now at the third stage as we reach the longest Bull market in 50 years?

Note on wealth polarisation
Wealth polarisation continues to accelerate causing
concern over the future of capitalism. The Rich get
richer. Lower and middle-income workers remain
Top 500 richest people
worse off as inflation rises above wages. Top 500
richest people are now worth over $5.3TR, up from
are now worth over $5.3TR
$4.4TR. The top 56 billionaires are worth as much as
50% of the world’s population. However, it is worth
noting that most of the very rich such as Warren Buffet,
Jeff Bezos and Elan Musk invest their wealth in economic
boosting projects. Governments never achieve the economic
returns of these talented individuals (as proven by the many failed
attempts to build a profitable public sector – just look at Venezuela!).
Before 2008 the top 10% of UK households owned 77% of equities and 64% of all bonds. The
boom post crisis has increased this wealth. However, the top 50% of earners pay 90% of all
taxes, and the top 1% pay over 30% of tax. Inequality works both ways! The Conservatives
have continued to prop up a bloated public sector despite cries of austerity. It is likely that
many talented young people will consider leaving the UK if this high taxation regime
persists (or worsens under a Corbynist state).
People under forty in the UK are unlikely to ever own a home unless bank rolled by parents.
This causes a swing towards socialism as a last cry of despair (as witnessed in the May
election). Thatcher recognised the need to promote home ownership to preserve
capitalism. Again, the Conservatives appear unable to address this central issue.
Millennials are unlikely to exceed the previous generation in earnings or assets. Most face
11 different jobs in a lifetime (Lynda Gratton’s Hotspots research) – and a ‘death of
retirement’. Millennials in the private sector need to save 18% of earnings to provide an
adequate pension.
Politicians would do well to recognise these facts and adopt more radical approaches
including a realistic cut-back in the public sector (down to 35% of GDP pre-Gordon
Brown).
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Looking back on 2017 – markets reach a peak

Bitcoin started the year at $750 and peaked at $20,000 before stabilising at $15,000
2017 will be remembered as an exceptional year for equity and related investments – the
MSCI global index rose by 24%; USA equity markets by 22%. Trackers were the safest way of
capitalising on growth (Vanguard has $3.5TR under management). The Dow started the
year at record 20,000, rising to 22,000 in August and closing at 24,719 by end of year.
The best returns came from Europe and USA, although emerging markets proved to be
strong – recovering from weak performance in 2015/16. Oil and Mining enjoyed a
bonanza; FAANG had a record year; but Bitcoin swept everything away with a 2,000% rise.
UK smaller companies deliver strong returns: FTSE250 up 13% and AIM up 24% (40% since
June 2016) compared to a modest 7.6% rise in the FTSE100 (gains mostly due to currency
movement).

Figure 2 – Changes in the 2017 market indices
Market
Index

Change in
2015
(Jan-Dec)

Change in
2016
(Jan-Dec)

Change in
2017
(Jan-Dec)

Range in
2017

Peak
2008

Final
level in
2017

FTSE 100
FTSE 250
AIM
S&P 500
NASDAQ
DAX
CAC
Nikkei

-5%
+9%
+5%
-1.0%
+9.5%
+9.5%
+8.5%
+9%

+14%
+4%
+14%
+9.5%
+12%
+8%
+6%
+3%

+7%
+13%
+24%
+20%
+27%
+12%
+12%
+16%

7%
5%
4%
3%
5%
11%
10%
16%

6,750
12,000
1,200
1,500
2,200
8,000
6,000
18,000

7,690
20,726
1050
2,687
6,950
12,917
5,334
22,765
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All predictions of a strong correction in 2017 proved wrong. Markets peaked in January
and then in December. The USA CAPE rose to 29 compared to average of 15. USA CAPE is
now close to dot.com levels in 2000. Market volatility remains very low with the VIX at 10
points compared to historic levels of 30 (up to 80 before a crash).
UK dividends fell from 4 to 3.6% whilst shares reached a peak in January 2017 (at 7,300)
and the Dow Jones surged through 20,000. Trump has pushed stocks up by 24% during
2017. Low interest rates help to sustain high stock values (low cost of capital). UK dividend
pay-outs continued to rise, reaching £191B in 2017 (compared to £96B in 2016). Dividend
cover remained slightly ahead of corporate earnings at 1.2 in Q3 of 2017. Forecasts put UK
dividends up again at £213B in 2018.
Higher value London properties took a beating during the year (15-25% decline) due to a
combination of Brexit uncertainty and excessive taxes (12% stamp duty).
Tech stocks have risen to 23% of the S&P compared to 12% in 2007 and 5% in 1990 –
favouring growth over dividends. Amazon shares doubled in 2017, taking Bezos’ wealth to
$100B. Tech valuations are hitting the roof with Uber up above $60B – post What’s App sale
at $19B. Europe has yet to follow the VC path. In comparison, Financial Services are just
14% of the S&P. GE and Exxon are now 8th and 16th on the S&P, and all top five positions
are digital giants (Apple, Amazon, Google, Facebook, Microsoft).
Money managers remain committed to equities, and are low on cash (around 4-5%).
There is a continuing rotation out of bonds into equities. However, bonds in emerging
markets can offer higher dividends (M&G emerging market bonds)

Risks for equity investors in 2018

In the opinion of Howard Marks, the possibility of a dot.com style bubble ‘burst’ becomes
ever more likely as the global economy overheats. In summary:
• High levels of uncertainty prevail around interest rates (and tapering of QE),
economic growth patterns and political conflicts (N. Korea as an example)
• Low cash returns have encouraged a flight to higher risk investments, especially
equities and now digital currencies
• Equity markets are above historic levels (especially in P/E terms) and have
enjoyed a bull run almost double the historic average.
• Tech stocks such as FAANG now dominate US equity market growth, and
represent 23% of S&P market cap. Few of these produce a dividend.
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The S&P is over-priced at P/E of 29 compared to historic average of 15. Corporate earnings
have been stretched, with little productivity improvements. The VIX is ultra-low and the era
of cheap money (sub 1% interest rates) is ending both for corporates and the consumer
(many of whom have acquired record credit debts). Momentum trades dominate today’s
market transactions.
Since the Lehman crisis in 2008 central banks have continued to take on high levels of
debt, standing now at $15TR of bonds, through quantitative easing. A decade of ultraloose money supply has kept the lid on debt servicing and masked risk. FED tightening
could drain the global system of liquidity. Global debt is up by 40%.
Normalisation, or the unwinding of global debt, is yet to begin. Gradual tightening of rates
might cause instability, especially in emerging markets and China. A policy error by the
FED or ECB could cause global volatility, with stock markets crashing and China entering a
hard landing.
The banking sector may be more secure post Lehman, but tighter regulation has reduced
returns from 25 to 10%, causing bankers to seek out higher yield investments. This pushes risk
up again. Equally, private investors have sought to put all their money into equities to
avoid near zero returns on cash in the Bank.
The deflationary effect of technology might mask underlying risk. Too much money is now
invested in FAANG ‘super stocks’ that could fall rapidly (as per 2001). Private equity is also
oversubscribed with companies such as Soft Bank accumulating capital reserves of $100B
plus for investment in tech (such as the recent acquisition of ARM). Junk bonds are again
in the ascendancy.

Finally, the flurry of activity around ICOs (Initial Coin Offers) and Blockchain currencies
(Bitcoin and Etherium) has induced unprecedented levels of speculation over the last
year.

Brexit implications for the UK

Eurocrats try to punish the UK for leaving the Brexit vote (Barnier and Junker)
After 45 years of membership of the EU, our influence has declined whilst political
integration continues to strengthen. With 16% of EU GDP, we in the UK only have 3.6% of EU
officials. Clearly, we have been pushed to the back door by the power seekers of Brussels,
most of whom have no mandate, and are obsessed by political rather than commercial
factors.
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The leaving process as demonstrated by Junker, Barnier and other self-serving bureaucrats
have dispensed with any economic logic and are trying to punish the UK for its desire to
seek freedom from their EU shackles. Others will see sense in time as Germany continues to
dominate the economic scene. We might do better to seek alliances with the USA and the
Common Wealth by removing trade barriers (over decades the EU has been unable to
institute even one trade agreement with the top 10 trading nations such as USA and
China).

Trading through Brexit transition
Will the UK get a special deal on Brexit? Given our poor leadership and weak negotiating
position, the likelihood is no. 2018 will be a volatile year for the Pound and the British
economy as we wade through the political minefields of Brussels. The EU has proven itself
quite incapable of making any decisions on foreign trade, so we can expect further
meandering until the UK recognises that it is time to pull the plug and revert to
international trading standards.
Key sectors will be affected in different ways:
• Financial services need to preserve passporting rights, but Frankfurt and Paris will
block any progress given their potential for local gains in jobs and taxes
• Aerospace, Pharma and automobiles need frictionless boarders to conduct
business efficiently. The UK is home to many foreign car companies – European
and Japanese. Again, Barnier will do his best to block such possibilities
• Agriculture is heavily taxed by the EU. Escaping their penal tariffs could reduce
food costs in supermarkets and restaurants across the UK
• Tech will benefit from Brexit by avoiding burdensome regulatory controls that
are geared to constraining US success stories such as Google and Microsoft
The UK should strike out and agree foreign trade deals with non-EU countries. This could
accelerate exports given our weak currency.

Investment strategies for 2018

British stocks are the cheapest amongst all developed and emerging markets, at their
biggest discount for 25 years (Luca Paolini, Pictet Asset Management)
Equity markets have progressed at different speeds during 2017, and are likely to do so
again in 2018. However, a balanced portfolio will help to reduce risk and ensure positive
returns. Here are strategies for the different sectors and geographies:
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Unloved British stocks
The FTSE100 finished 2017 at 7,620, with an annual increase of 7.6%. This is to be compared
with 2016 where the index enjoyed a 14% rise. The UK was one of the worst performing
indices within both the western and emerging economies.
Non-UK focused companies such as Vodafone, Shell, Diageo, Burberry and Unilever are
trading at relatively high P/E ratios of 21. UK focused companies such as Direct Line,
Sainsbury’s, Lloyds Banking Group and Persimmon are down at 9-11 P/E. This implies a
value opportunity for UK focused companies who continue to generate strong profits and
pay good dividends, especially in retail, home construction, banking.
UK equities have become the cheapest asset class amongst the developing and
emerging markets, available through a low valued currency, and at their biggest discount
for 25 years. Jupiter UK Special Situations and Fidelity UK Special Situations take a ‘value’
approach. Other UK funds of interest are Slater Growth, Invesco Perpetual, Woodford, and
Interesting stocks include Aviva, Prudential, RELX (Formerly Reed Elsevier), Lloyds Banking
Group, Next, Halfords, Balfour Beatty, ITV and Rentokil, all trading at low P/E ratios of
around 11.
Small UK cap (FTSE35) stocks enjoyed a 220% rise since 2000 against 82% for large caps. The
FTSE 250 achieved double digit growth rate in 2017 (13%) against the FTSE100’s 7.6%. A
further revival of UK small value stocks in 2018 is also a possibility if Brexit negotiations
surprise on the up side, as per Christmas agreement on the divorce pay-off. Marlborough
UK Micro-Cap and Jupiter UK Small Companies (James Zimmerman) are worth
considering.
One other stock is worth a punt – Oxford Biomedica. This company has excelled in cancer
drug development and has links with Novartis. The stock stands at 9p and could be
considered an option on future performance

European growth opportunities
The EU is in the early stage of recovery compared to the USA, with half the stock market
growth (12%) in 2017, and twice the unemployment rate (at 10%). Sustained improvements
are likely in 2018 if the ECB continues to flood the market with cheap money (Euro 60B per
month), and maintains near zero interest rates. Funds to consider include CRUX special
situations, Miton European Opportunities, Blackrock Continental European Income, Fidelity
European Value, European Asset Trust, and Schroder European Alpha Income.
An alternative approach is to invest in leading European companies with global coverage
such as Nestle, Heineken and Adidas. These should be helped by the growth in global
GDP and deliver 7% capital growth in 2018.

Strategic bonds
Bonds continue to be an attractive asset, although their value may decline with rising
interest rates. £9B flooded into the UK bond market in 2017. With the likely delays in Bank of
England interest rises, bonds may remain relatively stable and attractive against cash.
Much of last year’s bond investments went into strategic bonds that exploit a range of
derivatives and short-dated bonds. Funds such as TwentyFour Dynamic and Global
Unconstrained Bonds; M&G Strategic Corporate Bonds; GAM Star Credit Opportunities;
Royal London Sterling Extra Yield Bond; Artemis High Income and Axa Framlington
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Managed Income have achieved a five-year performance ranging from 45 to 75%
growth. Three-year performance ranges from 20-30%. They also offer a 3% yield.
Discounted income trusts with long term progressive dividends offer another relatively safe
haven for money. These include: Blackrock Commodity Income; Murray Income;
Merchant Trust; Scottish American; JPMorgan Claverhouse; Schroder Income growth; and
City of London. These offer yields of 4-7%.

Tech stocks
FAANG companies now dominate equity growth in the US and pose a challenge to
incumbents in virtually all sectors. The prospects for transformation are real: from driverless
cars to distributed power and energy within two years. It is hard to believe that there is
much further potential in FAANG stock prices, some of which might top one trillion this
year.
New technologies such as virtual reality, artificial intelligence, biotech and robotic
automation are beginning to gain traction and contribute to productivity. These bring with
them new companies in the tech area that could be worth investing in such as: Infineon
Technologies (auto); Nvidia (AI); Blue Prism (RPA); Cognex (Machine Vision); Improbable
(virtual worlds). Two companies that relate to infrastructure of the new economy are of
special interest:
• Assa Abloy, a Swedish firm that is a global leader in building locks (owning
Chubb, Yale and Union). It has formed a global deal with Amazon to provide
digital locks that enable parcels to be delivered when houses are unoccupied
(£15.26p per share)
• ASELI, Aberdeen Standard European Logistics Income, that is providing logistic
services including warehousing across Europe. Online is now 15% of UK retail but
only 8% of continental trade. Demand for local distribution could grow rapidly.
All these elements suggest a diverse portfolio, covering a wide range of currencies and
assets. It also promotes a longer-term strategy based on strong dividend flows (5-6%) rather
than pure capital growth. A personal view is:
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• Upgrade
holdings in the investment portfolio to reflect possible upside in 2018
•
•
•
•

Maintain US investments to ride the tax reform wave and tech stock growth
Expand holdings in emerging markets to reflect high growth and dividends
Limit UK investments but look for value stocks (retail, building, insurance)
Hold sufficient cash in short-dated bonds to capitalise on market corrections
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