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LEARN FROM THE PAST, PLAN FOR THE FUTURE

Introduction and Market Overview

As we write this quarterly update to you on the Tst July 2021, UK cases of the Delta variant of COVID have
risen four-fold in less than a month to over 30,000 cases a day and Boris Johnson continues to reassure us
that Freedom Day will remain the 19th July. am not sure what will be the case by the time you read this. As
news of the global pandemic moves so quickly, in this quarterly review we will instead focus on the global
investment environment and summarise the last three months and our views and positioning for the rest of
the year. Over the second quarter the key word has been “inflation”and we expect this to be the case for the
rest of the summer — with markets deciding between short term transitory inflation or a longer-term spike
that may force central banks hands to raise interest rates ahead of time.

At the start of the quarter, we wrote about rising inflation and the effect on bond yields and future interest
rates. Basically, if inflation continues to rise and remains high, it puts pressure on central banks to raise
interest rates to cool the economy, which in turn causes bond yields to rise and as bond yields rise, there is a
reciprocal fall in the bonds capital value. We have seen this in action in the second quarter of the year, where
UK Government Gilts were one of the worst performing assets. It was interesting that the nearest parallel to
the inflation rise in the second quarter was probably in 2016 when 10 year Treasury Bond yields rose from
1.3% to 2.5% between July and November that year. This coincided with a year in which technology shares
experienced a sharp correction, before embarking upon a sustained rally through the 4th Quarter into 2018
as inflation concerns receded.

Over the first two months of the quarter higher oil and commaodity prices caused a rapid rise in inflation, then
in June we saw significant cost increases caused by a supply / demand imbalance of a gradual reopening of
the economy. Although the US Federal Reserve (FED) initially ignored this rise, it has since used inflationary
pressures in its updates to forecast its monetary policy and rate guidance speeding up through to 2023.
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Counter-intuitively, a higher oil price can lead to a fall in inflation beyond the immediate timescale as,
according to John Authers, “higher oil prices act like a tax increase, and tend to dampen consumption
- eventually” Let us not overlook the fact that automation has probably taken a step forward due to the
pandemic as well and the deflationary effects of technology have probably only been increased by the
events of 2020. Ah, but what about the stimulus cheques paid out in the US | hear you cry? Fair enough,
there is a likelihood that these may be spent more than saved, but as we mentioned previously, as they
are spent, this is likely to be short term spending and therefore only a temporary spike to inflation.

What about demographics? Again, it is hard to make the case for inflation in the longer term when
the population is aging. The older generation tends to save more (not inflationary) while the younger
generation of the under 40s is spending their money on much different “stuff” than people of older
generations did. Much of their spending has moved online and they tend to be cost-conscious.

This short-term inflationary pressure has led us to rejig our portfolios over the last eight months to
accommodate more value equities that have performed well in this environment, and we had reduced
our technology exposure accordingly. Having said this, this may be a short-term position. For now though,
last years stay at home stocks have been replaced by stocks due to benefit from a relaxation in COVID
restrictions.
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In April, England’s chief medical officer, Chris Whitty, warned that the UK will see another surge in COVID-19
cases at some stage. Simple arithmetic demonstrated why. UK Government modelling assumes an overall
vaccine take up of 79%. Coupled with effectiveness of 80% to 95%, depending on vaccine and the dosage,
this could potentially leave as much as a third of the adult population at risk. It seems optimistic to assume
that rising case rates could be confined entirely to the healthy and young. New variants were another risk
and the rise of the “Delta” variant in the last two months is proof enough. The vaccination programme has
turned the tide, but it is likely we will have to learn to live with this virus.

Investor sentiment currently reflects the good economic news. Interest rates are seen as manageable, and
the risk radar is not bleeping very loudly. Bitcoin has been the rollercoaster ride of the last six months,
rising by 100%, then falling back down by more than half on the back of Chinese state crackdown on
cryptocurrencies. We are often asked if we would hold Bitcoin as an asset in our portfolios. Until we
understand more about the violent price fluctuations, it is an “asset” we are happy to leave to one side for
now.
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Our recent quarterly review of markets concluded that returns continue to be driven by a positive macro
environment as economies gradually release from lockdown and the surge in global money supply has
found its way into equities through savings products as returns on cash deposits remain at historic lows.
Given valuations across markets, it is difficult to answer the question about what investors should do with
their portfolios today and how any spare cash should be invested. The only real answer we can give is to
take a longer-term view and engage with active investment reviews. When we consider the positive macro
views, the glue that holds it all together is sentiment. Investors have cash, see an ongoing recovery and are
bullish. What can burst the bubble? The obvious thing is early rate rises (pre-2023) and sustained higher
inflation (the latter probably leading to the former), but that will only manifest itself if a central bank turns

decisively hawkish. Related to that, the beginning of a reduction in central banks buying bonds (Tapering)
could be a negative signal.
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Market timing is tricky. It is hard to hedge against adverse market moves at exactly the right time, because
when the actual event will happen is, of course, unknown. We remain positive on markets as Central
Banks around the world maintain their policy of keeping interest rates low and focussing on job creation,
rather than tackling the growing threat of inflation. Having said this, we have been adding bonds to
our portfolios at attractive prices as we are a fan of having some bond duration in portfolios just in case
equities should sell off. The correlation between bond and equity returns, over the long-term, is negative
after all (i.e., they should perform at different times).

Yes, inflation is creeping in, but this is likely to ease off as supply bottlenecks get ironed out, and prices
rising modestly as a result of increased demand is no bad thing. So on balance, we remain committed
to the view that we held at the start of the year, that 2021 is likely to be a good year for stock market
investment and we hope to deliver strong positive returns for our investors through active management,
focussing on the risks we are paid to take and avoiding the ones that do not make sense.
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Investors are living with risks that are seen to be manageable while growth and the set-up of our financial

system is rewarding capital allocated to risk. As always, we will keep a close eye on any developments and
make sensible changes as and when required.




