
rates. The plan calls for a $500 bil-
lion decrease in personal and corpo-
rate taxes over the next decade. But 
this stimulus will take time to work 
through the economy and depends on 
monetary conditions remaining fa-
vourable.

There are potential negatives to 
Trump’s plan as well.  They include  
trade policy, protectionism and im-
migration reform. What happens to 
the budget deficit and the federal 
debt is still open to conjecture. Total 
debt (household, business, govern-
ment) is at a new high relative to 
GDP. This alarming level of debt 
could restrain growth for years to 
come.  

Another headwind for the American 
economy is the strengthening dollar, 
currently trading close to a decade 
high. The Chinese yuan has slumped 
to a seven year low; the yuan's drop 
could actually force disinflationary 
pressures back onto the US econ-

omy. Corporate profits, which have 
retreated to 2011 levels, could come 
under more stress from a surging 
dollar.

A notable risk today is of America 
slipping into recession. The econ-
omy’s expansion at over six years is 
getting a little fatigued. This  means 
that demand for big ticket items - 
apartments, single family homes, 
new vehicles and plant and equip-
ment - is possibly satiated. Auto 
lenders are dealing with the fastest 
rise in delinquent loans since 2010. 
Volatile oil prices could also cause 
some trouble for the economy in the 
intermediate term. In spite of dismal 
productivity growth, wage pressures 
are increasing. And bond yields have 
been rising along with the Federal 
Reserve’s December rate hike.  

With interest rates still historically 
low, the Fed has much less room to 
manoeuvre to combat a downturn 
compared to previous cycles. Never-
theless, the Fed may have to continue 
increasing rates until the financial 
system buckles.  

There is also the risk of geopolitical 
turmoil as Trump transitions into 
office. There does not seem to be any 
geopolitical risk premium priced into 
the market at this time.  

In recent years many analysts have 
regularly forecast that companies 
would produce double-digit growth 
in profits, only to be disappointed. It 
may well happen again. Even if 

“The essence of investment management is 
the management of risks, not the manage-
ment of returns.”          Benjamin Graham 

Well, it’s been quite the few weeks! 
Sandwiched between Britain’s vote to 
leave the EU in June and the Italian 
vote to reject constitutional reform in 
December, we had the American presi-
dential election. These populist devel-
opments have shocked financial mar-
kets.

The prospects of a Trump presidency 
has shifted sentiment towards faster 
economic growth and higher inflation. 
Equities have soared, pushing valua-
tions even higher, while fixed income 
markets have cratered. There certainly 
are potential positives in the Trump 
plan regarding tax reform, deregulation 
and infrastructure spending. However, 
investors anticipating only the positive 
side of the growth equation might be 
running a bit ahead of themselves.1

A powerful component of the Trump 
plan certainly is the reduction in tax 

Winter 2016 

1401—675 West Hastings Street, Vancouver, BC  V6B 1N2, Canada Phone: (604) 687-5884 Fax: (604) 681-9694 Email: admin@investwell.ca 

Sentiment



instability, currency wars, etc.  

Remember that stock markets dis-
count this information; that’s why 
foreign market performance has been 
so poor relative to the US. Things 
could deteriorate from here but these 
drawbacks don’t have to get better for 
markets to recover; things just have to 
get less worse.  

When the market heavily discounts 
one outcome, such as American out-
performance, it makes sense to con-
sider hedging the other way. We are  
taking this opportunity to trim back 
on some of the areas that have bene-
fited from the sentiment about the 
Trump presidency. Presently, there is 
not a lot of room for error built into 
American share prices. In other 
words, market risk is elevated. 

Risk knows no geographic bounda-
ries. And as we cannot know the fu-
ture, we diversify.  
Sources:

1. Jeff Hicks, Jonathan Flucher, David 
Hay, “Evergreen Chartbook”, Ever-
green Gavekal, November 2016 

2. Ben Carlson, “Diversification Is No 
Fun” Wealth of Common Sense, 6 
December 2016 

3. Ben Carlson, “Expected Risk”, 
Wealth of Common Sense, 13 De-
cember 2016 

4. Chart page one, “Schiller Warns: 
Stocks are Partying Like its 1929”, 
Zero Hedge, 8 December 2016 

5. Charts page two, Ben Carlson, 
“Expected Risk”, Wealth of Common 
Sense, 13 December 2016 

Trump’s proposals get through Con-
gress undiluted, they will take time to 
affect the economy, and thus to impact 
corporate profits. 

And yet equity markets are at all-time 
highs. Indeed, the American stock mar-
ket is priced for Trump perfection. 
American multinationals, however, are 
not priced for protectionism or for a 
surging dollar. If a downturn were to 
occur, this will lead to a drop in finan-
cial assets and a contraction of con-
sumer spending.  

The market’s sentiment demonstrates 
America’s exceptional dynamism. In-
deed, a recent Wall Street Journal story 
highlighted the dominance of U.S. 
stock market performance versus the 
rest of the world’s over the past few 
years.  Since 2012, the U.S. share of 
global stock market capitalisation has 
risen from roughly 35% to over 40%.2

The problem for many investors is that 
they only want to be invested in the 
best performing markets so they end up 
chasing what’s worked well lately. It’s 
certainly possible that American shares 
could continue their strong relative 
performance for years. Or the outper-
formance could end tomorrow.  

Investors ought to be wary when politi-
cal outcomes encourage them to stam-
pede into positions and bid up prices 
that are already expensive. Relative to 
history, market reality should give in-
vestors pause to be more cautious at 
the present time. This reality is cap-
tured in Robert Shiller’s Cyclically 

Adjusted Price Earnings Ratio 
(CAPE), which averages profits over 
the past ten years.  

CAPE is now over 27 on the index (see 
chart on previous page), a valuation 
that is 65% above the long-term aver-
age. Apart from the dotcom bubble, the 
last time valuations were this high was 
in 1929!  

For investors there is a relationship 
between initial valuations and average 
future stock market performance. It’s 
clear from the market history (see chart 
above) that future returns could be 
lower from current CAPE levels .3

However, averages typically hide the 
risk or fluctuation in the data. Ben 
Carlson used data going back to 1926 
and shows CAPE as ranges of best and 
worst three, five and ten year returns 
(see chart below). It is possible to still 
earn great returns from these high 
CAPE levels. Of course the opposite is 
also true. What is likely is disappoint-
ing future returns. 

There are alternatives to expensive 
American stocks - but foreign stocks 
also have their own drawbacks: stag-
nant economic growth, poor demo-
graphics, the European Union disinte-
gration, Chinese debt levels, political 
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