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Market cycles used to run for 3-10 years and gave us plenty of opportunity to build a plan
and execute it, with subtle changes implemented along the way. We are currently moving
from growth stocks outperforming, such as technology, to value stocks, such as energy
and financials dominating market returns. We move from market exuberance to market
corrections, all within the space of months. Throw in inflation rising to 5.4% in the UK,
the highest rate since March 1992, and we certainly have much to think about. May you
live in interesting times – it certainly seems that we do.
It is my great pleasure to welcome you to a new look investment
review of 2021. Global central banks have certainly had much
to think about after bailing out economies in 2020 as the
previously unheralded COVID 19 swept around the world.
The unimaginable level of monetary and fiscal stimulus may
never be repeated again, but in the new world of largesse and
great financial experimentation, I would not count on it.
In 2021, markets and central banks together started to
consider the fallout from such huge levels of support and
once vaccinations gained momentum, the mass release from
lockdown drove unprecedented demand for goods. It became
evident that these goods were actually in short supply and
coupled with a recovery in year on year energy prices, inflation
started to rear its head after a long period in the wilderness.
How effectively can inflation be countered in a world of record
low interest rates and record high levels of Government debt?
Only time will tell, but we have been given a strong hint of
things to come and we will explore these events in more detail
throughout this annual review.

	As always, our sincerest thanks to all of our clients who
have placed their trust in us. We will keep hard at work
on your behalf and we will keep in touch throughout
the year ahead.
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For 2022, our outlook is centred on the question of inflation and how
markets and policymakers may react to it and how Covid will
continue to influence economies and consumption.
Following dramatic fiscal and monetary policy moves in 2020
and 2021, the stage is set for 2022 to be a year of transition as
policies and economies move toward a more “normal” state.
With central banks, (and the US Federal Reserve in particular),
being so important to global markets, President Joe Biden’s
re-appointment of Jerome Powell and Lael Brainard to chair
and vice chair respectively of the Federal Reserve was welcome
news, as it signalled consistency for the Bank’s approach to
rising inflation.

UK and broader Asian markets (excluding Japan)
underperformed the rest of the world in much of 2021,
however a change in investment focus away from large
cap technology stocks have already started to benefit
the FTSE.
In addition, a change in focus by the Chinese Government to
create liquidity to support the housing market has increased the
potential for Asian equities to perform once more, especially
versus the more expensively priced US Equity market. Jerome
Powell’s indication of sooner than expected interest rate rises
and a reduction in the balance sheet at the Federal Reserve
heavily rattled technology stocks as the end of the year
approached, and this has continued into 2022.
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There is an expectation that inflation will peak in mid-2022 and
then start to slowly moderate, backing down toward target rates
by the end of 2023 as supply chain issues resolve, vaccination
levels increase, and more employees return to the workforce.

More Inflation
Less Growth

Base Case

Less Inflation
More Growth

Inﬂation peaks in mid-2022,
cooling gradually into 2023
Persistent Inﬂation
Inﬂation expectations become
unanchored in light of higher
inﬂation prints
DM central banks react with
strong hawkish pivot, prompting
a signiﬁcant risk of ending the
current economic cycle

DM central banks maintain
current tightening
expectations
Economies glide toward
trend real growth rates

Higher probability

Transitory Inﬂation
Inﬂation gradually cools
towards 2% or below
Monetary policy proves
less hawkish
Growth remains above
potential for longer

The Bank of England has now raised UK rates twice in three
months and we expect to see the Federal Reserve follow in
March and the size of its first increase will be interesting with
the market expecting a 0.25% rise. However the Federal Reserve
now appears slightly behind the ball in tackling inflation, so they
may wish to make a statement with a higher initial rate rise.
We shall see. Whilst we can see reasons to expect volatility to
increase as markets digest the transition to slower growth and
a gradual tightening in monetary policy, volatility brings with
it investment opportunities and we are primed to take
advantage of these for our clients.
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The uptake of global vaccines in 2021 has been key to the continued economic recovery,
although there remains a divide between developed and developing markets. The charts below
show the low vaccine update in April 2021, compared to 2nd January 2022.
The darker the colour, the higher the vaccine uptake.
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Whereas the situation is somewhat different at the start of 2022.
No data

0

20

No data

0

No data

0

40

220

240

260

220

240

260

20
40
60
80
100
120
140
180
220
COVID-19
vaccine
doses
administered
per
100160people,
Jan200
2, 2022

240

260

20

60

40

80

60

100

80

120

100

140

120

140

160

180

160

180

200

200

All doses, including boosters, are counted individually. As the same person may receive more
than one dose, the number of doses per 100 people can be higher than 100.

No data

0

20

40

60

80

100

120

140

160

180

200

220

240

260

Source: Official data collated by Our World in Data – Last updated 26 January 2022, 07:40 (London time)
OurWorldInData.org/coronavirus • CC BY

A REVIEW OF INVESTMENT MARKETS IN 2021 | 6

For now, we remain focussed on
the key market issues and stand
by to act as and when required
to guide your portfolio safely
through 2022.
In the meantime, please find within the rest
of the document our summary of how
markets moved through 2021.

START POINT LIGHTHOUSE,
SOUTH DEVON
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1st Quarter 2021

2020 was a year where markets recovered from a very
low base thanks to huge central bank policy support, and
expectations grounded in the belief that vaccines would
come. The first quarter of 2021 started with investors
attempting to front-run the next stage of the cycle –
higher inflation and possible monetary tightening.
To start with, the view was that inflationary pressures were
short term. Oil prices rose significantly from where they were
in April 2020, and we started to see increased demand and
constricted supply in the first quarter.
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In January 2021, The US Federal Reserve (Fed) reiterated that
2023 was the most likely date that rates will start to rise. This
message was repeated over the coming months as inflation
moved higher as demand straight out of lockdown surged.
However, inflation expectations also take on board judgment
calls on policy stance. In 2021 we saw an important change
from the Fed as it pledged to tolerate inflation overshooting its
2% target for a period of time. The Fed therefore maintained a
dovish communication mode during the acceleration in inflation,
thus strengthening the credibility of their “Average Inflation
Targeting” framework.

A REVIEW OF INVESTMENT MARKETS IN 2021 | 8

United States Inflation Chart
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Asides from talk of inflation and rate hikes, the first quarter
also saw a UK Budget. The budget fitted into the broader policy
narrative of central banks as Chancellor Rishi Sunak made
some concessions to those in his party concerned about the
size of the UK budget deficit and the increase in outstanding
debt by pre-announcing an increase in the tax take. However,
the benefits of that to the public accounts will not be seen until
2023. In the meantime, there was another £65bn of emergency
funds announced with the extension of the furlough scheme,
the stamp duty partial holiday and other measures.

The Office for Budget Responsibility estimated that the
budget deficit would decline in 2021 – from 13.3% of
GDP to 7.6% in 2022 largely on the back of the increase
in GDP growth. The key to the extended recovery
remains central banks keeping financing costs low.
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2nd Quarter 2021

The second quarter saw an escalation in UK cases of the
Delta variant of COVID to over 30,000 cases a day and
Boris Johnson continued to reassure the country that
“Freedom Day” would remain the 19th July.
At the start of the second quarter, we wrote to clients citing
concerns about rising inflation and the effect on bond yields and
future interest rates. Basically, if inflation was to continue to rise
and then stay 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 saw 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
commodity 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.

Backlogs and bottlenecks:
Supply chain turmoil
Suppliers’ delivery times in the US and EU
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This short-term inflationary pressure impacted on portfolio
construction with value equities performing well in this
environment, with technology struggling after a strong
2020. Last year's stay at home stocks were replaced by
stocks benefitting from an expected relaxation in
COVID restrictions.

Stay-at-home stocks

VS

Going-out stocks

In April, England’s chief medical officer, Sir Christopher
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. New variants were another risk as the
rise of the “Delta” variant proved, even before anyone had
heard of Omicron.

A REVIEW OF INVESTMENT MARKETS IN 2021 | 11

3rd Quarter 2021

In the third quarter, market focus returned to China.
The Chinese authorities’ decision to opt for a
much smaller stimulus than in the West to deal with
the pandemic resulted in a lingering weakness
in consumption.
Moreover, the regulatory crackdown on real estate dampened
activity in a crucial sector for the Chinese economy (it directly
and indirectly contributes to about a quarter of GDP) and
led to financial stability concerns. Investors focussed on
Evergrande, a large HK-listed property developer, which, in
September, failed to pay an interest payment on some of its
bonds, triggering a 30-day grace period ahead of a formal
default. In August, all key macro indicators in China came
out below expectations.

Deepening Slowdown
China’s home sales widened in August,
down the most since 2020.
Source: China’s Statistics bureau, Bloomberg

Sales by value (year-on-year)
150

100

50

0

FEB APR
2019

JUN

AUG

OCT

DEC

FEB APR
2020

JUN

AUG

OCT

DEC

MAR
2021

MAY

JUL

The Chinese slowdown was largely self-inflicted as Beijing
seemed to be genuinely intent on addressing the speculative
BEIJING

aspects of real estate and therefore the risks to social stability
– a key goal for the Chinese leadership – from a too brutal
correction. As the slowdown was policy driven, it was also
therefore reversible if required.
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Retail Rout
Private consumption slows drastically in
August after Covid outbreak.
Source: China’s National Bureau of
Labour Statistics
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As inflation continued to rise in developed markets, the era of
economic policy experimentation came under the spotlight once
more as it was evident that the next few years pose challenges
to central banks as it was becoming clear that they should be
trying to reduce the pace of balance sheet growth (debt) and
restore interest rates to “normal” levels – the start of so-called
“tapering” and at that point it was expected that the FED in the
US would lead the way.

Probability of mid-2022
Fed rate hike soars
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Standing back from the data in the third quarter, what was
clear is that the world is having to live with COVID. Early hopes
that vaccines, new treatments and restrictions would end the
pandemic have been dashed. Even Singapore, with its enviable
record during the pandemic, found in the summer that tight
restrictions and high vaccination levels (77% of the population
compared to the UK’s 66% as at the end of August) do not
guarantee success as Delta variant cases moved rapidly higher.
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4th Quarter 2021

Eurozone Inflation

As we started the fourth quarter of 2021, the consensus
view was that the increase in inflation being experienced
around the world was transitory. As the dictionary
definition of transitory is technically “not lasting nor
permanent”, we then posed the question “how long can
inflation keep rising and still be deemed transitory”?
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Both the Fed and the Bank of England (BoE) continued to
prepare markets for the end of super-accommodative policies.
Central banks are not suggesting a rapid move back to longterm “normality” (2.5% Fed Funds in the US?) and markets are
not pricing in anything too draconian just yet.
The chances of a central bank policy mistake remains but for
now we should go with the idea that the central banks have got
it right. An early withdrawal from QE followed by rate increases
would be something that could quite quickly be reversed if
inflation and growth fell back quickly or financial markets
reacted badly. Given concerns about global levels of debt,
this is a realistic scenario.

The “let inflation run” scenario is unlikely given just
how long monetary policy makers have been waiting for
inflation to pick-up. Surely, they have a good plan to
deal with that?
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Supply disruptions pose another policy challenge. On the
one hand, pandemic outbreaks and climate disruptions have
resulted in shortages of key inputs and lowered manufacturing
activity in several countries. On the other hand, these supply
chain shortages, alongside the release of pent-up demand and
the rebound in commodity prices, have caused consumer price
inflation to increase rapidly. Food prices have increased the
most in low-income countries where food insecurity is most
acute, adding to the burdens of poorer households and
raising the risk of social unrest.

The year finished on a positive note, especially in UK
markets, as the Government pushed forwards with Plan
B to allow life to continue on a relatively normal basis
in the face of some pretty incredible Omicron
infection rates.
Time will tell if this was the right decision. Whilst we invest in
some shorter-term trends, we make the bulk of our investment
decisions over a medium-term time horizon. Some stocks that
have struggled in the last few years are now being picked up by
the investment team if the thesis remains intact today. There is
an argument that stocks respective competitive positions are
getting stronger, compared to weaker peers in the same sector,
the longer disruption persists. We remind ourselves that ‘hope’
is not an investment strategy. Buying good businesses with
excellent long-term prospects, at attractive valuations, and being
patient enough to see those prospects come to fruition,
seems to us to be a much more sensible plan.

Thank you for your time.
We look forward to 2022.
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