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A T  A  G L A N C E  

• Over the past month, volatility in 
bond markets has started to play a 
significant role in market 
performance. 

• The recent volatility has been 
caused by prospects for growth 
and inflation as well as questions 
about the Federal Reserve’s 
policy.  

• We believe there is potential for 
further upward pressure on bond 
yields and are therefore taking 
steps to increase our floating rate 
exposure within portfolios. 

• This month, we have also taken a 
deeper look at the commodity 
complex, where a cyclical 
upswing is underway. 

• Rising bond yields will exert 
pressure on the gold price and we 
have therefore trimmed our 
position back to 3% in portfolios.  

• However, we do believe there are 
parts of the commodity complex 
that will outperform, such as 
metals and elements linked to 
decarbonisation processes. 

• We have therefore added a 2.5% 
allocation to a diversified 
commodities fund, which can 
take advantage of divergent 
trends.  

• Our equity exposure remains 
unchanged at 37% and we 
continue to emphasise value and 
cyclical factors over growth and 
momentum. 

 

Since the beginning of the year, we have been focused on three key trends: economic 
growth versus elevated valuations, rotation from growth to value and the search for 
diversification.  

Over the past month, however, a new factor has started to play a significant role in 
market performance, namely volatility in bond markets. While tied to prospects for 
economic growth and inflation, the recent pressure on bond yields relates as much to 
questions about Federal Reserve (Fed) policy and has become the key driver of 
returns. 

1 .  F E D E RA L  R E S E RV E  V E R S U S  B O N D  M A R K E T  V I G I L A N T E S  

Bond yields have been rising steadily over the past six months, but accelerated sharply 

in February (figure 1). Vaccine success and another huge round of stimulus from the 

US government (amounting to $1.9 trillion) has led to upward revisions in both 

economic growth and inflation. Global GDP is set to recover back to its 2019 peak by 

Q2 of this year, led by China and the US. Not only should economic growth bounce 

back but the outlook for inflation has also risen. Inflation expectations over the next 

five years in the US have increased to 2.5%, the highest level since before the Great 

Financial Crisis.  

Figure 1: Global bond yields 
Expectations for strong growth and rising inflation are pushing bond yields sharply 
higher and questioning central bank policy. 

 

Source: Saranac Partners. 

This booming macro backdrop has seen a resurgence in the idea of the ‘bond market 

vigilante’ – bond investors who won’t tolerate the risk of high inflation or policy 

mistakes and who drive bond yields to appropriate levels regardless of central bank 

promises. Deflation and disinflation have dominated the economic picture over the 

past 20 years and concerns over inflation have been few and far between. However, 

the combination of monetary and fiscal stimulus, swollen consumer savings accounts, 

and the prospect of a sharp snap-back in demand as COVID restrictions are eased 

have brought reflation and inflation back into focus. The recent spike in bond yields 

suggests that the Fed’s credibility and willingness to support an accommodative stance 

is coming under pressure and scrutiny.  
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If the Fed succeeds in convincing markets that rates will remain on hold for the next 

three years, despite faster growth and higher inflation, and long-term interest rates are 

headed for 2–2.5%, then the US 10-year Treasury yield is already priced at fair value at 

1.4%. Given the stimulus and growth ahead, bond yields remaining well behaved 

would be very supportive for risk assets this year. However, we think the bond market 

is likely to test that presumption and challenge the current Fed policy position of 

keeping interest rates near zero until 2024. This is likely to lead to short-term volatility 

and the potential for further upward pressure on bond yields. 

Historically, the Fed has proven itself to be reactive to market conditions and investor 

nervousness and has a poor record of acting pre-emptively. While we expect it to do 

‘whatever it takes’ to maintain credibility and sustain accommodative policy, this may 

take time to resolve. A tightening in financial conditions brought on by higher bond 

yields and lower equity markets could well be what is required to prompt the Fed to 

act more decisively.   

This could mean a revival of Operation Twist, further quantitative easing (QE) or even 

possibly yield curve controls where a specific Treasury yield is targeted, as is now 

practiced by the Bank of Japan and Reserve Bank of Australia. 

However, we would not expect the Fed to act proactively in this regard, and further 

intervention and response will likely come about only after the volatility has started to 

hurt. 

2 .  E C O N O M I C  G RO W T H  V E RS U S  E L E V A T E D  V A L U A T I O N S  

Little has changed with respect to the ‘growth versus valuations’ narrative over the past 

month and equity markets remain expensive.  

However, we continue to believe in the potential for positive surprises, as forecasts for 

the pace of economic growth this year are being revised higher. We expect to see the 

same upward revisions to corporate earnings forecasts as the market is notoriously 

inaccurate in estimating the true leverage of companies to a sharp acceleration in 

growth. 

This upward momentum to earnings expectations is likely to be the key positive 

catalyst for equities this year, given the current valuation constraints. 

3 .  RO T A T I O N  F RO M  G RO W T H  T O  V A L U E  

Ongoing volatility in the bond markets has and will continue to unsettle equity 

markets, and exacerbate underperformance of growth and momentum factors most 

sensitive to bond yields.  

Both defensive and growth stocks are vulnerable to higher bond yields. Defensive 

stocks have long been sensitive to bond yields as their very stable business models give 

them bond-proxy characteristics. Thus, as bond prices fall, defensive stocks often 

struggle. Growth stocks have now also developed a sensitivity to bond yields. While 

faster economic growth should be positive for growth companies, their lofty valuations 

are dependent on interest rates remaining at low levels for some time. As bond yields 

rise, and with them expectations for higher interest rates in the future, these valuations 

come under pressure and could de-rate lower. 

Conversely, a broad and robust recovery is likely to further support the 

outperformance of value and cyclical stocks as their earnings respond the most 

vigorously to the supportive environment. Furthermore, valuations for value and 

cyclical stocks remain very attractive relative to their growth counterparts (figure 2). 
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Figure 2: Growth versus value 
Equity valuations show that growth remains expensive relative to value in the US. 

 

Source: Saranac Partners. 

4 .  S E A RC H  F O R D I V E RS I F I C A T I O N  

This month we considered the case for another super-cycle in the commodities 

market. The recent move higher in many commodity prices has led to conjecture that 

we are on the cusp of another period of extended performance from commodities, 

such as we saw in the 2000s (figure 3).  

While we are clearly seeing an upswing in progress, we are sceptical that we are in fact 

seeing a super-cycle given the lack of structural forces to create long-term excess 

demand. There is no large economic bloc engaging in mass industrialisation (such as 

with China in 2000) and the effort to transition to a low-carbon economy is clearly 

going to create winners and losers in the commodity complex.  

In the near term, we think much of the recent demand strength has been priced in and 

we would sound a note of caution with regard to China, where policy is much less 

accommodative and economic growth has eased off somewhat in recent months. 

Figure 3: Commodity prices are rising 
Commodity prices have surged over the past 12 months after a decade of moribund 
performance, but returns across commodities have been unequal. 

 

Source: Bloomberg, Saranac Partners. 

However, decarbonisation and renewable energy trends could see sustainable excess 

demand for specific metals such as copper and rare earths, while the outlook for oil, 

coal and other industrial metals such as iron ore is far less secure.  

Furthermore, gold is under pressure as nominal bond yields have risen faster than 

inflation expectations. Another surge of volatility in bond markets could see gold 

prices fall back to pre-COVID levels.  
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P O RT F O L I O S  

Asset allocation 

While some of the key drivers and dynamics in the market environment have shifted 

over the past month, our overall perspective on the potential for growth and our appetite 

for risk assets is unchanged. We therefore retain our current risk appetite at 5 out of 10 

and continue to hold around 37% of the portfolio in equities. 

Fixed income 

Our fixed income exposure is heavily tilted toward credit risk with a relatively short 

duration. This has protected returns nicely in the recent sell-off as bonds with long 

maturities have been hit hardest.  

The prospect of strong growth this year gives us confidence that default risk has fallen 

back to very low levels, hence our preference for credit risk in the high yield and 

emerging market debt markets. However, credit spreads are also tight by historical 

standards, so we do not expect excess returns from these markets and our investment 

case rests on the additional yield they offer above government and investment grade 

bonds. 

Mindful of the risk that nominal bond yields could move higher in the near term, we are 

looking to increase our floating rate allocation within credit. This would give us far 

greater protection from the impact of higher bond yields and allow us to capture the 

move to more attractive yields. We already have considerable exposure to the floating 

rate bond market through our investment in senior loans, and this is likely to increase at 

the expense of conventional bonds. 

Equities 

As already mentioned, value and cyclical sectors sensitive to the re-opening of economies 

continue to perform well, while growth stocks and names that benefited from COVID 

are struggling in this environment.  

Valuation remains a challenge as earnings growth has yet to make a meaningful impact 

on the P/E levels of markets, which are close to their highs reached earlier in the year. 

Relative valuation compared to the bond market is still favourable, but the re-pricing of 

bond yields last month has weakened that argument somewhat.  

Such an environment is best suited to more value-oriented areas of the market, so we 

continue to emphasise these names in portfolios. 

Alternatives 

Given the challenges to the gold price from rising bond yields and the overall trends in 

the commodity complex, we have taken steps to diversify our commodity exposure. We 

have reduced our gold position to 3% while adding 2.5% to a diversified commodity 

fund, which can take advantage of divergent trends in the space. 
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Multi-asset strategies 
Performance as of 1 March 2021 

Returns (%) 

Periodic returns of sterling (moderate risk) Performance of sterling (moderate risk) 

 

 

*End February 2021 for Steling. End January 2021 for RPI (February data not available yet).  

 
Asset allocation (average across all portfolios, %) 

  

 
Changes over the past month (%) Changes over time (%) 

 Sterling Change    

 

Cash and government bonds 8.9 -1.0    

Cash and equivalents 5.2 0.4    

Government bonds 3.7 -1.4    

Credit 31.1 0.0    

Investment grade bonds 14.3 0.0    

High yield bonds 10.3 0.0    

Emerging market bonds 6.5 0.0    

Equities 37.5 0.0    

Developed market equities 31.0 0.0    

Emerging market equities 6.5 0.0    

Alternatives 22.5 1.0    

Commodities 6.0 0.0    

Alternatives 16.5 1.0    

      

 

Performance figures from inception (28 September 2016) to end May 2017 are based on model portfolios, simulated from a full record of trading decisions and execution levels are readily 
available for review. Performance figures from June 2017 onwards are based on an aggregation of actual client portfolios whose mandate most closely follow the Moderate Risk model. 
Dividends have been included on an accruals basis in both cases. All performance is shown exclusive of fees as charging structures may vary. Your capital is at risk and past performance is 
not a reliable indicator of future performance. 
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Equity strategies 
Performance as of 1 March 2021 
Returns (%) 

Sterling Euros US dollar 

   

 
Top 10 holdings (%) Regional exposure Sector exposure 

Holding Weight (%) 

FANUC 4.2 

Alphabet 4.0 

Microsoft 3.8 

UNITEDHEALTH GROUP INC 3.6 

Home Depot 3.6 

Facebook 3.5 

Discover Financial Services 3.5 

LVMH 3.5 

Visa 3.4 

United Rentals 3.4 
   

Performance figures from inception (1 January 2017) are based on a model portfolio, simulated from a full record of trading decisions and execution levels are readily available for review. 
Dividends have been included on an accruals basis. All performance is shown exclusive of fees as charging structures may vary. Your capital is at risk and past performance is not a reliable 
indicator of future performance. Actual fe.es paid by the client portfolios excluded. Fees may vary. 

 

Credit strategy 
Performance as of 1 March 2021 
Returns (%) Asset allocation and performance measures 

 

Issuer type Weight (%) Yield to maturity (bps) Modified duration Composite rating 

Core IG allocation 73.0 214.6 4.4 BBB 

Developed markets 51.0 200.8 4.5 BBB 

Emerging markets 19.0 236.4 4.7 BBB+ 

Asset backed securities 3.0 310.0 2.2 A- 

High yield satellite 27.0 477.3 3.1 BB 

Developed markets high yield 13.0 418.8 1.9 B+ 

Emerging markets high yield 2.0 753.0 7.5 BB- 

Corporate hybrids 4.0 478.2 2.8 BB+ 

Financial subordinated 8.0 503.0 4.2 BB+ 

Total portfolio 100.0 285.5 4.1 BBB- 
 

 Credit strategy Benchmark 

 USD 
GBP 

(hedged) 
EUR 

(hedged) USD 
GBP 

(hedged) 
EUR 

(hedged) 

Last month -0.6 -0.6 -0.7 0.1 0.1 0.1 

Rolling 12m 4.2 3.9 3.2 1.6 1.2 0.6 

2020 6.5 6.0 5.2 1.9 1.4 0.6 

2019 8.5 6.6 5.3 3.7 1.9 0.6 

Since inception 14.5 11.9 9.6 5.9 3.5 1.4 

Since inception 
(annualised) 

6.5 5.4 4.4 2.7 1.6 0.6 

 

Performance figures from inception 31/12/18 are based on an actual client portfolio whose mandate most closely follows the Diversified Credit Strategy. All performance is shown inclusive 
of fees. Since inception, the portfolio has experienced zero defaults. Your capital is at risk and past performance is not a reliable indicator of future performance. 
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16 St James’s Street 

London SW1A 1ER 

+44 (0)20 7509 5700 

 

Saranac Partners Limited is authorised and 
regulated by the Financial Conduct Authority 
Registered in England & Wales  
Company No 09587905 

This document does not constitute specific investment advice to buy or sell any investment or enter 
into any contract for investment services. Specific investment mandates may not permit some of the 
strategies discussed. Information contained in this document may not be distributed, published or 
reproduced in whole or in part or disclosed by relevant persons to any other person. The distribution 
of any document provided at or in connection with this document in jurisdictions other than the 
United Kingdom may be restricted by law and therefore persons into whose possession any such 
documents may come should inform themselves about and observe any such restrictions. Saranac 
Partners Limited is authorised and regulated by the Financial Conduct Authority. Any personal data 
you disclose to Saranac Partners will be treated as confidential and will be processed in accordance 
with our Privacy Notice which can be found at www.saranacpartners.com. Version RH003 
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