
Chris Sexton
Investment Director, Saunderson House

E: chris.sexton@saundersonhouse.co.uk 
T: 020 7315 6506

Withdrawal Symptoms

The tailwinds that kept investment markets moving higher through 2017 lasted 
only a few weeks into the New Year.  January saw a final flurry of investor 
optimism, but February has brought heightened volatility and a correction in 
equity markets.  In this update note we consider the triggers for this sudden 
change in sentiment, whether these effects are likely to be long-lived and, most 
importantly, if they require a response from us as investors.   

February’s sharp bout of volatility was driven by two fairly low-key developments.  Firstly, there was 
a change of wording in the Federal Reserve’s statement after its 31st January rate setting committee 
meeting.  This signalled that the US central bank expected inflation in the all-important American 
economy to move up to its 2% objective over the coming 12 months.  Prior statements had noted 
that inflation was expected to stay below this level.  Thus, the world’s key central bank was flagging 
up the possibility of more rapid rises in interest rates.  Secondly, just a week later came the release of 
employment data from the US Bureau of Labor Statistics, which showed wages growing slightly more 
strongly than markets had anticipated.  The two, taken together, drove US government bond yields 
sharply higher and gave investors an abrupt wake-up call.  Suddenly, market participants were struck 
with the thought that the halcyon days of low interest rates might be numbered.  This realisation 
shattered the extraordinary calm that had reigned in markets since early 2016, a calm that saw 2017 
become the lowest volatility year since the 1960s as share prices climbed without any interruption of 
note.
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Figure 1: Shattered calm – US equity market falls amid a sharp spike in volatility 

Why has the market’s response been so 
violent?  Our one word answer is complacency.  
It seems likely that almost two years of gently 
rising equity markets had lured some investors 
into higher risk positions than they would 
naturally take.  US government bond yields 
are the key determinant of interest rates the 
world over.  Their rapid rise, by more than 
40bps since the start of the year, raised the 
spectre of higher interest rates across the 
globe and triggered a sudden reassessment 
of portfolio positioning and a self-reinforcing 
dash by many to reduce risk.  The result, as we 
have seen, has been a fairly unnerving spell 
of volatility which has left market participants 
wondering if they need to take a long, hard 
look at their assumptions about the future 
path of economies and markets. 

The slight irony in developments over the past 
two weeks is that they have occurred at a time 
when the world economy is almost certainly in 
better shape than it has been at any time since 
the financial crisis, now almost a decade in 
the past.  Indeed, at the January update of its 
economic outlook, the International Monetary 
Fund upgraded its growth forecast for the 
world economy; 2018 and indeed 2019, look 
like being even better years for global 

growth than 2017.  However, with stronger 
growth comes the need to withdraw the 
super-accommodative monetary policy that 
was put in place after the crisis.  This needs to 
happen before overheating becomes an issue, 
leading to an inflation problem further down 
the road.  Investors should and probably did 
know this, but were presumably trusting that 
interest rate increases were further into the 
future than now appears to be the case. 

Events of the past two weeks beg the question 
- are recent developments a short-term flare 
up, or indicative of a longer-term change in 
direction?  This is what investors are frantically 
trying to assess and what market gyrations 
are currently trying to price in.  The key 
determinant, in our view, will be the path of 
inflation from here.   As we wrote at the end 
of last year, central banks, economists and 
financial markets are maintaining a close watch 
for signs of rising inflation.  The recent wage 
data gave us one sign – albeit a minor one, and 
one that might reverse in the coming months.  
However, it was enough to force the yield on 
government bonds up (i.e. prices down) and 
thereby trigger the knock-on effects we have 
seen in other financial markets. 
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Our view remains that the deflationary forces in place for much of the past 20 years remain 
strong and are likely to prove long-lived.  By contrast, the current inflation impulse is cyclical 
and likely to be fairly weak.  However, there are too many moving parts for us to say this with 
a strong degree of certainty.  This is partly because economies are complex machines that are 
continuously changing and also because every cycle is meaningfully different from the previous 
one.  For example, we cannot say for certain what the effect of the withdrawal of quantitative 
easing may be and whether it will necessitate a slower path of interest rate increases.  We also 
cannot be sure what the impact of the recent tax cuts in the US will be on growth and inflation in 
the US.   For now, however, we remain of the view that the current, cyclical uptick in price levels 
is not going to lead to an inflation problem that would necessitate aggressive, panicky interest 
rate increases from central banks. 

This conclusion informs our view that, for the present, no action is required in portfolios.  Having 
reduced equities in 2016, we are now only marginally overweight in risk assets.  This we believe 
is appropriate.  Economic growth is strong and should mean that corporate profits, which drive 
earnings, dividends and ultimately share prices, should also grow.  Against this, after several 
years of very strong returns, equities are no longer cheaply valued, and, as we have discussed 
above, the tailwinds of 2017 are turning to headwinds.  Thus, while the outlook remains positive, 
the going is getting tougher.     

If you have any questions on the above, do please contact me or your usual adviser.  


