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In this investment report, we look back at markets over Q1 2021 and consider 
how our recommended portfolios have performed against them. We also 
reassess our outlook for the next two years as well as the key risks. 

So far, 2021 has been kind to our portfolios, with our key allocations performing well, while areas to 
which we have less exposure have lagged. This positioning reflected our view that the recovery from 
the Covid-19 pandemic would gain pace as vaccines were rolled out, favouring more cyclical areas of 
global markets that had been trading cheaply relative to more defensive segments and fashionable, 
high growth sectors.

Our view remains that this economic expansion will be durable, and that recovering earnings will 
continue to provide a tailwind to cyclical equities and corporate credit over the remainder of 2021, and 
potentially well into 2022. 

The key risks are a stalling of the recovery, resulting in increased risk aversion among investors and a 
rise in insolvencies, and a sustained period of higher inflation that causes the prices of many assets to 
fall. 

While we think there is a chance that the recovery is interrupted, the high levels of policy support from 
governments, notably the US, and central banks globally are likely to prevent a relapse into crisis. Any 
market weakness on recovery concerns is more likely to present a buying opportunity, in our view, than 
a reason to adopt a defensive stance. 

As for inflation, our view at present is that we will see a period of elevated inflation around the middle 
of 2021, but that it will fade back towards the end of the year. However, we will be watching for signs 
that inflation could prove more persistent and will add further protection to portfolios if they emerge. 

Our recommended portfolios contain some assets that we think will perform well if either the recovery 
stalls or inflation expectations increase. However, a larger part of our portfolios is comprised of assets 
we believe will perform well as the new economic expansion gains pace. We do not recommend any 
changes to the asset allocation of portfolios at this time, but are always looking out for opportunities.

Performance
While the returns from our model portfolios differ based on the degree of risk being taken, and client 
portfolios are tailored to the individual, the drivers of performance in all conventional portfolios are 
generally the same. Looking at what has worked over Q1 2021, it has been high allocations to UK, North 
American and Asian and emerging markets equities. In addition, equity allocations have benefited 
from a tilt towards more economically sensitive sectors, notably financials, industrials, oil companies 
and miners, as investor expectations for economic growth and inflation have risen in response to the 

Covid-19 vaccination programmes.

Traditionally defensive sectors, such as healthcare and consumer staples, alongside the fast growth 
technology sector, which was hugely popular in 2020, have lagged. Our relatively light positioning in 
these sectors has helped our portfolios so far this year. 

Introduction
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Turning to bonds, which have had a very weak start to the year on the back of the same growth and 
inflation story that has supported more economically sensitive equities, recommended allocations have 
held up well. Our focus on less interest rate sensitive funds, and short dated global inflation-linked 
bonds in particular, has been helpful.

Investment Outlook
Our central view is that the economic recovery we are starting to see from the Covid-19 pandemic 
will prove stronger and more durable than many investors think. We see it as being driven by rising 
consumer confidence and spending as people are vaccinated and economies are unlocked, alongside 
strong business investment. Many companies allowed their inventories to run down during the 
pandemic and deferred capital investment plans. Now, we are seeing inventories being rebuilt – a 
process that typically takes 18 months – and capital investment plans being restarted. The US is leading 
in this regard, though other economies are also seeing inventories and capital spending start to 
improve. Our belief is that this is a global story that will continue until at least early-2022 and will bring 
with it a recovery in corporate profits.

Supporting the economic recovery are rising fiscal stimulus and sustained loose monetary policies from 
global central banks. 

On the fiscal side, we are seeing the opposite of the austerity of the post-global financial crisis period. 
Now, governments are willing to borrow at near-zero interest rates and spend today, while waiting until 
the recovery is entrenched before trying to balance the books through higher taxation. The strongest 
example of this is the $1.9tn fiscal support package in the US that was approved in March. Already, the 
US is discussing a large infrastructure investment programme. Our view is that government largesse 
will help to support economies for the next two years – though infrastructure programmes could 
provide a tailwind for several years. 

As for central bank policies, our expectation is these will remain highly supportive for the remainder of 
2021 at least. Messages from central banks are stronger still – interest rates could be unchanged until 
2024 – though we are somewhat sceptical that they will be able to hold off for that long. Our concern 
here is inflation, though central banks seem to be of the view – as are we – that it will be transitory in 
2021 and well-behaved over 2022.

Our thinking here is that inflationary pressures in the short term are being driven by rising commodity 
prices and supply bottlenecks as consumer demand recovers. We do not see much risk of commodity 
prices continuing to rise at the same pace as over the last 12 months, not least because China, a huge 
consumer of commodities, is taking a more measured approach to stimulus. Supply bottlenecks, 
meanwhile, will only affect parts of the inflation basket and should clear over time as capacity increases 
or demand shifts to other goods and services. We see little evidence yet that rising short-term inflation 
expectations are resulting in demands for higher wages – something that has historically been a factor 
behind entrenched inflation. Today, high unemployment rates, which will take considerable time to 
return to pre-pandemic levels, even with a stronger than expected economic recovery, restrain workers’ 
bargaining power for higher wages.

Longer-term, we continue to see downward pressures on inflation. The deflationary story of the 
previous decade broadly remains intact. High levels of debt, demographic trends and technology 
change all make it harder for inflation to accelerate on a sustained basis. Globalisation is one 
deflationary trend from the last decade that is weakening. Increased trade frictions and restrictions 
on the supply of international labour are likely to add to inflationary pressures but many aspects of 
globalisation remain. A new deflationary factor comes in the form of higher capital investment by 
companies, resulting in increased productivity. However, this is yet to be seen coming through.

Our view overall is that inflation will rise over the coming months, in large part due to comparisons with 
last year when prices were flat or falling, but should fade going into the end of the year. Of course, we 
could be wrong on this, so will be looking at money supply and bank lending data for signs that animal 
spirits have been unleashed and could fuel inflation for a sustained period. For more on inflation, read 
“Will Inflation Become a Problem”.
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Our other concern is that the economic recovery simply fades going into 2022. The risks here stem 
from China, where monetary conditions are somewhat restrictive as policymakers seek to avoid too 
much debt growth, and economic scarring globally from the pandemic. We still do not know quite how 
much damage has been done by Covid-19 and it is possible that consumers and companies become 
much more cautious permanently. Increased debt burdens could result in higher rates of insolvency 
and more job losses even as the crisis fades, and this could, at least in the short term, weigh heavily on 
economic activity.

So, we are watching for signs of less benign outcomes and will adjust portfolios accordingly if the 
need arises. Already, though, portfolios contain some protection against both the sustained inflation 
and fading recovery scenarios. For the former, portfolios hold inflation-linked government bonds, high 
yield bonds and strategic bond funds that can protect against falling bond prices. Within equities, our 
recommended value funds typically have higher exposures to financials, miners and energy companies 
that may benefit from higher inflation, depending on where it is emerging. In a fading recovery, 
meanwhile, allocations to government bonds and defensive growth funds in equity allocations are likely 
to be helpful, at least on a relative basis.

Portfolio Positioning
The table below shows, for illustrative purposes only, where our model portfolios are over and 
underweight to different asset classes, styles and factors. At the headline asset class level (equities, 
property, bonds and cash), the neutral level equates to the average strategic weighting we have 
considered appropriate for clients since adopting our current investment process. Within equities 
and bonds, the neutral position for each region, segment, style or risk factor is based on market 
capitalisation weighted indices for those asset classes.

Currently, we are recommending:

• A modest overweight to equities, in particular markets and styles we think will perform best in the 
recovery from the Covid-19 pandemic.

• An underweight position in UK commercial property, reflecting structural headwinds to the asset 
class but recognising the scope for asset values to recover as the economy reopens.

• A broadly neutral position in bonds, with a focus on corporate credit and inflation protection, while 
remaining light in more interest rate sensitive government bonds.

• A very underweight position in cash, reflecting the negligible rates of interest available on deposit 
accounts and money market funds.

Quarterly Investment Briefing
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The value style of equity investing has had a tough time over the past 10 years but 2020 was extreme 
in the weakness of the style compared to previous periods of value versus growth underperformance. 
The ‘valuation of value’ therefore remains very attractive. While, over recent months, we have seen 
a move from expensively valued growth stocks and ‘pandemic winners’ towards more economically 
sensitive sectors, such as financials and energy, the wide spread of valuations between cheap and 
expensive stocks remains close to levels seen at the height of the tech bubble in 2000 and the depths 
of the global financial crisis in late-2008. Historically, wide valuation dispersion has preceded periods 
in which the value style of investment has outperformed growth. In addition, news flow and earnings 
growth expectations for cyclical businesses trading on low valuations have been improving. Many 
companies that cut their dividends during the early months of the pandemic are now raising them 
again.

Despite these positive factors, most global investors have yet to make a meaningful switch from 
growth stocks and funds to value orientated strategies, having abandoned the latter over the past 
few years. Indeed, some UK wealth managers have reportedly called an end to value investing despite 
building their careers on it. 

So far, anecdotally, only highly algorithmic and momentum driven hedge funds appear to have made 
significant changes in strategy, closing their short bets on value stocks while reining in positive bets 
on quality growth. Furthermore, following their strong performance over the past 6-9 months, value 
stocks are also now starting to form an increasing weighting within momentum-driven funds and 
exchange-traded funds (ETFs).

We therefore believe that there is still a lot of potential for the rotation away from growth and 
into value to continue. However, we think we may see a change in the type of value strategies 
outperforming from here. So far, it has been mainly more volatile cyclical sectors (miners, banks and 
consumer discretionary) that have rallied the most. In contrast, many less cyclical value stocks (for 
instance, telecoms, healthcare, tobacco and specialist financials), have been left behind and now offer 
attractive dividend yields compared to their cyclical counterparts. We believe these may lead the next 
leg of the recovery in value style investing.

Has the Value Rotation Got Legs?

 Ben Williams
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Here we set out the arguments as to why we believe inflation may not become a problem for investors 
and why it might. On balance, we do not think inflation will get out of control but we know what to 
watch for that would tell us we should change our view. 

Reasons why inflation is unlikely to become an issue:

1. Strong economic growth on its own is not sufficient to generate sustained inflation. Rising unit 
labour costs are a more reliable leading indicator of inflation. Given the large amount of slack in 
labour markets around the world due to increased levels of unemployment and reduced workforce 
participation rates, we expect unit labour costs to remain stable for some time. Productivity 
improvements are also underappreciated, and should limit the rise in unit labour and production 
costs. 

2. Following an expected strong recovery in global economic activity this year, forecasts from the 
Organisation for Economic Co-operation and Development (OECD) and International Monetary 
Fund (IMF) are for slower economic growth over the following years. If they are correct in their 
outlook, slower growth could suppress longer term structural inflation. 

3. For decades, central banks have struggled to hit their inflation targets and expectations are that 
this trend continues. Latterly, unconventional monetary policies like quantitative easing (QE) may 
have had the opposite effect to what was intended regarding inflation. By creating vast amounts 
of reserve assets and discouraging banks from lending by pushing longer term interest rates down, 
QE has caused the velocity of money – the rate at which money circulates through the economy 
– to fall sharply. While the use of unconventional monetary policies persists, growth and inflation 
rates may remain muted.

4. The rapid rise in the digitalisation of working and consumption. Changes in the ways we work, 
shop, communicate and entertain ourselves during lockdown have rapidly accelerated the shift to a 
digital economy. These changes are likely to persist and should have sustained deflationary effects 
due to the efficiencies they bring.

Reasons why inflation could be higher and more persistent:

1. QE today may be working differently to the pre-pandemic QE programmes. In previous rounds 
of QE, the monetary policy transmission mechanism was broken, with much of the money 
created staying in the banking system and only leading to inflation of asset prices. In the current 
programme, money printing is, in effect, financing governments’ fiscal stimulus programmes.

2. Fiscal stimulus is more likely to be inflationary than monetary stimulus, as it goes into the real 
economy via payments directly to households, job creation and spending on infrastructure, goods 
and public services.

Will Inflation Become a Problem?
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3. While QE may have slowed the velocity of money over the last decade, according to a survey of 
46 banks by the US Federal Reserve in October 2020, the main factors discouraging banks from 
lending late last year were uncertainty over the economic outlook, industry specific problems 
(presumably driven by more Covid-19 sensitive industries) and reduced risk tolerance within the 
banks. As economies open up and business and consumer confidence increases, these barriers to 
lending may recede and credit conditions could improve. If banks lend out the reserves created by 
QE, this could be a catalyst for a sustained rise in inflation.

4. Deglobalisation, the reshoring of manufacturing and efforts to make supply chains more resilient 
in the aftermath of Covid-19 are likely to push production costs up unless offset by significant 
improvements in productivity. Higher production costs should lead to higher inflation, if 
manufacturers have pricing power, or profit margin declines if not. Reshoring is also likely to take 
place over many years, so the impact on inflation will probably be persistent. It may also lead to a 
strong increase in job creation in the developed world, eroding labour market slack, which would 
be a strong indicator of a potential wage-driven rise in inflation.

Both scenarios are plausible and, at present, we think that inflation will not be a problem. However, 
in setting out the arguments both for and against, we have identified the data we need to monitor in 
order to gauge which way the wind is blowing. Our focus is on unit labour costs, labour market slack, 
capital investment, productivity gains, money supply growth, the velocity of money, bank lending, 
credit conditions and job creation.

Quarterly Investment Briefing
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The UK stock market was the strongest regional equity market in Q1 2021, benefiting from 
economically sensitive sectors such as financials, energy and retail finding favour with investors. In 
addition, early success in the UK’s Covid-19 vaccination programme and some further clarity on the 
future trading relationship with the EU have resulted in a marked improvement in investor sentiment 
towards domestic equities.

As we move towards summer, a relaxation of lockdown measures and a return to a more ‘normal’ 
economic environment, we gauge whether UK equities (as a whole or certain sub-sectors and styles) 
have already priced in too favourable an outcome and whether the significant cyclical rebound we have 
experienced over recent months is a one-off or the start of a much longer trend.

Here we provide a number of reasons why we believe a healthy overweight position versus our long 
term strategic weighting and a value-tilted portfolio remains appropriate. 

1. UK equities remain cheap versus other global markets. We have argued for the past couple of years 
that the discount on UK equities versus other regions looks unwarranted. The responsive vaccine 
rollout compared with many other countries, coupled with the signing of a trade deal with the 
EU means that some of this discount has now tightened as overseas investors have become less 
bearish on our market. However, with the UK market still under-owned by many investors and, with 
valuations of many UK companies at a large discount to their international peers (notably in the 
fairly homogeneous pharmaceuticals, banks, telecoms, tobacco and beverages sectors), we see 
a strong case for overseas investors committing more capital to UK equities. A recent increase in 
corporate activity suggests that UK businesses are increasingly being seen as attractive targets for 
overseas trade buyers and private-equity, the latter looking to spend their considerable weight of 
‘dry powder’ and capitalise on this valuation discount.

2. With optimism around the rollout of the UK vaccination programme improving, together with 
falling Covid-19 cases in the UK, expectations are for a return to ‘normality’ by mid-summer and a 
buoyant economic recovery. This is likely to unleash a ‘wall of spending’, on hospitality, ‘staycations’ 
and retail, given the pent-up demand over the past 12 months and the strength of household 
balance sheets. According to the Office for National Statistics, UK households in aggregate saved 
more than a quarter of their disposable income last spring. While the savings ratio fell back to 
the mid-teens at the end of 2020, this is a historically high level and we expect some of this 
accumulated cash to be spent as the UK economy reopens. 

3. The composition of the UK stock market, with its high weightings to economically sensitive sectors 
(miners, energy, financials and consumer discretionary), makes it a convenient purchase for 
investors looking to position for reflation and pare back their cyclical and value style underweights 
to more neutral levels. See “Has the Value Rotation Got Legs?”.

4. A number of defensive UK stocks now look attractively valued versus the wider market and relative 
to their own history. Unilever, for instance, offers a dividend yield relative to the index not seen for 
almost 10 years while, for British American Tobacco, this is a 20-year opportunity. GlaxoSmithKline, 
Tesco and Imperial Brands also look extremely attractive. We still see these as part of the ‘value’ 
theme in the UK stock market, but they are arguably higher quality businesses than we see in some 
cyclical value funds.

UK Equities
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Figure 1: UK household savings ratio

Source: Refinitiv Datastream

Given the differentials in returns over the past year and the wider opportunity set of attractive 
defensive stocks, we believe now is a good opportunity to tactically adjust our value ‘bet’ while 
increasing the quality of the portfolio. While over the longer term we still believe that value should 
outperform growth, we think this is less likely to be driven by riskier cyclicals but by value stocks with 
better fundamentals.

We remain of the view that the UK market itself and those managers with a valuation-driven 
philosophy and process offer extremely good long-term value. Other investors are starting to recognise 
this, and there has been a strong rally in value sectors as the ‘elastic band’ between value and growth 
that had become so stretched last year has begun to snap back. Over the long term, we expect this 
to continue, with a wall of money flowing from defensive, quality stocks into value names. However, in 
the short term, we believe the strong value rally provides an opportunity to add to some higher quality 
stocks at attractive prices and make UK equity allocations slightly less cyclically-exposed without 
compromising on valuation.
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So far this year, we have seen marked divergence in the fortunes of different segments of global 
bond markets. Government bonds have struggled, with market expectations for stronger economic 
growth as the Covid-19 pandemic recedes and the prospect of structurally higher inflation persisting 
for some time, pushing prices down and yields up. However, high yield corporate bonds and short 
dated inflation-linked bonds have held up well, with the former benefiting from improving growth 
expectations and the latter from rising inflation expectations.

We still see a strong case for including bonds in portfolios. Government bonds provide some 
protection to the wider portfolio in the event that economic growth disappoints in the future, while 
inflation-linked bonds offer some insurance against accelerating inflation. High-yield bonds can benefit 
if the economic environment continues to improve and strategic bond funds provide flexibility in a 
range of outcomes.

Our base case over the coming months is a positive economic environment in which government bond 
prices may fall a little further, while high-yield corporate bonds can deliver positive returns as corporate 
profits grow, balance sheets improve and default risks recede.

In terms of valuations, government bond yields are much higher than they were at the height of the 
Covid-19 pandemic last year but remain low relative to history. In contrast, corporate bonds are less 
attractive than a year ago, as the additional yield they offer over equivalent maturity government 
bonds has reduced significantly as investor confidence has recovered. At current levels, the high yield 
corporate bond market is still a good place to obtain a yield pickup without taking excessive interest 
rate risk, but one must have a positive outlook on the corporate backdrop to retain comfort.

Within recommended portfolios, bond allocations retain a balanced exposure to fixed income markets; 
a core allocation to high quality, defensive government bonds, offset by a more risk-seeking allocation 
to strategic and high yield bond funds. The blend of funds has less interest rate sensitivity than a broad 
global bond index, and has a larger allocation to higher yielding credits, which continue to look the 
most attractive sector given the economic backdrop. 

Our expectation is that bond allocations can make money in most outcomes, though the key risk to our 
positioning is a ‘taper tantrum’ event, where the prospect of central banks tightening monetary policies 
causes bond yields to rise and prices to fall. Such an environment would likely see both government 
and corporate bonds fall alongside equity markets, though we do not think that central banks would 
allow such a scenario to endure for long, as it might undermine financial stability and raise the cost of 
debt, thereby constraining the economic recovery.

To some extent, we have already seen bond markets positioning for this risk, with 10-year government 
bond yields in the UK, US and Germany having risen back to the levels they were at as the Covid-19 
pandemic was beginning. Much of the rise in yields occurred this February as bond prices fell. However, 
if we see inflation rates and expectations for future inflation overshooting market expectations, 
there could be a second leg to this rise in yields that pushes the US 10-year yield above 2%. See “Will 
Inflation Become a Problem?” for more on the prospects for inflation.
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Figure 2: 10-year government bond yields since the beginning of 2020

Source: Refinitiv Datastream

In our view, bonds still have a place in diversified portfolios and, with allocations structured to take 
account of both the risks and opportunities, can make money in a range of scenarios.

If you have any questions regarding the information covered in this bulletin, please contact your 
Saunderson House adviser. 
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The value of investments and any income therefrom can go down as well as up and 
you may not get back the full amount you invested. This note is for general guidance 
only and does not constitute and should not be construed as, investment advice or 
a recommendation to buy, sell, or otherwise transact in any investments. Detailed 
advice should be taken before entering into any investment activity, any specific 
recommendations are based on your individual stated objectives and defined risk profile.

Saunderson House Limited is authorised and regulated by the Financial Conduct 
Authority. Levels and bases of, and reliefs from, taxation are those currently applying 
but are subject to change and their value depends on the individual circumstances of the 
investor. We cannot assume legal liability for any errors or omissions. 
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