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Animal spirits drive markets lower 
6 February 2018 
 

The US sharemarket has fallen substantially in recent days, spilling over into other markets to varying degrees. The 

US S&P500 fell 2.1% on 2 February followed by a further 4.1% fall on Monday. The Australian sharemarket followed 

suit, and while falls have been significant they have been less extreme than US market declines.  

What is driving market declines? 

There has been nothing in recent economic data to call into question the pace of US economic growth and, by 

extension, US company earnings expectations. In fact, the sharemarket fall on Friday came in the wake of US 

employment data which was stronger than expected. This led some commentators to suggest the strength of the US 

economy may prompt the US Federal Reserve to accelerate the pace and timing of US rate hikes. It’s possible that 

concerns around the impact of monetary policy and rising bond yields has led to profit taking, although the 

likelihood of further US interest rate increases has been well known for some time. The US Federal Reserve has 

publicly stated they are likely to increase rates three times through 2018.  

Chart 1: US S&P500 – daily since January 2017      

 

Source: IRESS and BT Applied Research & Solutions 

In the absence of a proximate cause for the sell-off, we need to consider the broader environment and the possible 

investor behaviour which is driving the fall. John Maynard Keynes used the term “animal spirits” to describe 

economic and investment decisions made in the absence of an obvious basis for the decisions. Some context on the 

recent performance of the US market can be instructive. The US sharemarket increased by 19.4% in 2017 and a 

further 5.6% in January 2018 – the abnormally sharp rise in January is clear in the chart above. The increase through 

2017 reflected improving US and global economic conditions and expectations that US policies under Trump would 

be more business friendly and expansionary. At the end of the year, the US Tax Cuts and Jobs Act was introduced 

which will see US corporate tax rates cut to 21% from 35%, along with a raft of other tax changes. This, together with 
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encouraging earnings announcements from some US companies, saw positive investor sentiment drive the market 

higher in January. It may also be possible that, on reflection, investors have decided they may have been over-

optimistic about the impact of tax cuts and the sharp rise seen in US equities in January was overdone. As a result, 

they have taken profits and reversed these gains.  

What comes next? 

Historically, sustained bear markets are generally brought into being where there is significant negative change in 

expectations. That is, expensive valuations by themselves tend not to be precursors of bear markets, but rather 

downward revisions to company earnings expectations call into question the ability of the valuations to be 

sustained. The catalyst is generally a significant increase in official interest rates (which is seen as impacting 

economic growth prospects) or some other surprise such as rising inflation or unemployment, which may also 

indicate the increased likelihood of a recession. 

The recent increase in bond yields which has accompanied the sharemarket falls suggests inflation concerns and 

changed monetary policy expectations have played a part in the market reversal. However, there is little indication 

that inflation is on the verge of a significant increase that would require aggressive monetary tightening or that the 

probability of a recession has increased. On the current information available, the falls we have seen in recent days 

are more likely to be a correction rather than the start of a sustained bear market. To be clear, this is not to say that 

further declines will not occur but rather we do not believe this should be the trigger for significant changes to asset 

allocation.     

Long term portfolios for long term investing 

The BT Advice portfolios are constructed based on long term asset class expectations and client risk tolerance. Most 

client portfolios will be similarly positioned. They take into consideration the expected volatility of share markets 

with more conservative clients having a lower exposure to shares, while those with a greater risk tolerance and a 

longer investment horizon have a higher exposure to shares. 

These portfolios will have taken into consideration, in their actual construction, the possibility of a correction at 

some stage. While it is obviously unpleasant, to say the least, to see portfolio values fall to such an extent, investors 

should put this in the context of the rise in portfolio values from the equity component of the portfolio over the past 

12 months (and longer). To attempt to time these moves in equities would likely have seen equities weights cut 

substantially in early 2017 when concerns about valuations were just as strong and fears of US Fed tightening just as 

common. In this case, investors would have missed out on the significant rise in international equities that 

eventuated.  

As always, the main lesson from these events is to resist the temptation to act hastily, as share markets have tended 

to recover. Decisions made to exit equities after sharp falls risks locking in losses and not participating in any 

subsequent recovery. Where investors are questioning their risk tolerance in the wake of the current declines or 

believe they are over-exposed to international equities, this should prompt a broader discussion with their adviser 

about overall asset allocation rather than a knee-jerk reaction to current events. 
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Any questions? 

If you have any questions, please email us at BTFGResearch@btfinancialgroup.com. 

 

Author:  
Riccardo Briganti 
Investment Specialist 
Applied Research & Solutions 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 
This publication has been prepared by Westpac Banking Corporation ABN 33 007 457 141 AFSL 233714 (Westpac) and is current as at 6 February 

2018. This document has been prepared for use only by advisers and clients of BT Advice, Magnitude Group Pty Ltd (trading as Magnitude 

Financial Planning) and Securitor Financial Group Ltd (“authorised users”). BT Financial Group is the wealth management arm of the Westpac 

group of companies (“Westpac Group”).This publication does not constitute financial product advice, investment advice or recommendations of any 

kind. This publication has been prepared without taking account of any person’s objectives, financial situation or needs, and so the reader should 

consider its appropriateness having regard to these factors before acting on it. This publication is an overview or summary only and it should not be 

considered a comprehensive statement on any matter nor relied upon as such. The information in this publication may contain material provided 

directly by third parties and is given in good faith and has been derived from sources believed to be accurate at its issue date. While this material is 

published with necessary permission, no company in the Westpac Group accepts responsibility for the accuracy or completeness of, or endorses 

this material. Except where contrary to law, we intend by this notice to exclude liability for this material. It is not the intention of Westpac or any other 

member of the Westpac Group that this publication be used as the primary source of readers’ information but as an adjunct to their own resources 

and training. Past performance is not a reliable indicator of future performance. 

Financial Service Guide (FSG): The Westpac FSG contains important information that applies to the research services provided by Westpac in this 
report. You should read the Westpac FSG which is available on Westpac’s website at www.westpac.com.au/disclosure-documents under “Westpac 
FSG”. Alternatively, you can ask your financial adviser for a copy. 
 
You can find out more information about the following either on the BTFG website www.btfg.com.au/about-bt-financial-group/regulatory-
reporting/regulatory-reporting.asp or from your financial adviser: 1)The scope and expertise of our research service and the purpose of the 
research; 2)The process by which our products are selected for coverage and filters applied; 3)The list of financial products currently covered by our 
research service and a description of the classes of products covered and the scope of that coverage; 4)Historical research; 5)Research and APL 
status methodology applied 6)The spread of ratings; 7) reviews and results of testing of our research reports; 8) Further information about controls 
we have in place to manage conflicts of interest.  
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