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“It ain’t what you know that gets you into trouble. It’s what you
know for sure that just ain’t so.”

The above quote is often attributed to Mark Twain. It also provided the opening display
for the Oscar-winning film ’The Big Short’.
We provide three examples of what we think are consensus views held by investors
that could potentially be wrong. Each proposition will have a significant impact in
equity market leadership if it turns out to be unsubstantiated.
•
•
•

Inflation is dead
Bond yields will remain low
Growth will outperform value
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Introduction
The Quarter was another tough one for funds with a value style. We appreciate that
the continued underperformance of the fund tests the patience of our clients as well
as providing us with sleepless nights. We take some comfort from the long-term
strength of our process and our regular re-assessment of the investments in the fund.
We believe we have a portfolio of high-quality businesses that are significantly
undervalued given their prospects. So why is the fund not performing?
In times of uncertainty, investor time horizons tend to shorten. There are multiple
reasons for this at present; the lack of a clear path out of Covid lockdowns, news of
job losses, uncertainty and slowing economic growth: not an easy scenario for value
orientated businesses.
This Quarterly tries to challenge some of the generally accepted paradigms, highlight
the holdings in the TB Saracen Global Income & Growth and why we believe taking
contrary positions to consensus will eventually prove to be very profitable trades.
We will also look at attribution, portfolio activity and sector positions.

Inflation is dead!
Inflation has been the dog that hasn’t barked! Conventional wisdom suggests that
with sluggish global demand and technological change, capacity can easily be ramped
up and operating costs will continue to fall. As Central banks try to stimulate growth
the mantra of interest rates ‘lower for longer’ has been unchallenged.
In our regular conversations with business managers, we often hear of rising cost
pressures. It’s not just in financial services that the cost burden continues to rise as
firms meet ever tighter regulatory constraints. It’s happening in most markets where
ESG pressures, Health & Safety etc are increasing costs. Skilled labour is in shortsupply and wage pressure is building in certain sectors. Commodity prices are also
rising.
The force of globalisation and the access to cheap labour in China was a source of
cost reduction. With many businesses reappraising their supply chains post Covid
and potentially bringing production closer to home, this source of cost improvement
may be exhausted at the same time as wage pressures are increasing in China. There
is no obvious country of size, or with the infrastructure that appears able to take on
the cheap outsourcer role.
Another feature, which we highlighted in our previous Quarterly is the rapid growth in
money supply: we repeat the chart here. It shows money supply growth in the UK
since 1271, highlighting the extremity of the current rates of growth. This tends to be
a lead indicator for inflation.
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Composite broad money M3/M3 growth in the UK since 1271

Source: BoE, Jefferies

The commentary from Central Banks has also subtly changed. Recent comments by
the Fed and the ECB signal that inflation targeting will form part of new central bank
policies. President of the Fed, Jay Powell, announced a strategic shift to average
inflation, that would allow inflation to overshoot the 2% target for a short period of time.
It has been reported that the ECB will consider following this lead.
So why is this important? If there was a modest resurgence in inflation, bond yields
would be expected to rise: this is usually an attractive environment for more cyclically
orientated businesses and financials. It would also lead to investors (especially
retirees) asking for a higher income yield. While the yield on Global indices is around
2%, our fund has a much healthier yield of 3.7% for 2020 and 4.2% for 2021 (see
dividend comments below).

Implied inflation expectations rising globally
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Bond Yields will remain low
The most powerful economic theory is surely the relationship between supply and
demand. Governments have learnt from the GFC, that a robust fiscal response is
more likely to return their economies to growth and stimulate employment.
Countries with the largest stimulus packages, such as the US, UK, Germany and
France that have offered massive loan guarantees and employment subsidies, will
likely suffer the least long-term damage.
Central banks are roughly purchasing the entire net issuance of sovereign bonds. As
a result, borrowing costs are at near historical low levels and even negative in some
countries. This may not prove too problematic in the short-term, but clearly if market
confidence is tested by the rising level of debt/GDP, or if economies begin to run into
supply constraints, this will add to inflationary pressure.
General government debt (% GDP)

Government spending as share of
GDP (%)

Nevertheless, demand is not unlimited and current low rates of borrowing have been
boosted by Central Bank repurchases. As the level of debt increases and with a reemphasis on inflationary targets, unless new buyers are found, it looks likely that the
increase in supply will eventually be reflected in price.
Central bank holdings of government bonds as % total debt

Source: US Treasury, Bank of Japan, ONS, Eurostat, Bloomberg, Berenberg
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Bond yields are the main anomaly in this recovery

Source: Refinitiv, Bloomberg, Morgan Stanley

Growth will outperform Value
Markets have a tendency to over-react in each direction. While we can always find
extreme examples to support a proposition, the chart below surely puts the
extraordinary underperformance of Value into context. At Saracen we have always
been careful in the use of the term ‘Value’, as it means different things to different
people. When we consider or screen any investment, we look for high and sustainable
margins, a positive ROIC spread, a strong balance sheet, healthy dividend cover etc.
No matter how favourable all of the above factors the share must also pass the vital
test of “Is it cheap?”
Our starting point is that buying good businesses at attractive prices and not
overpaying for growth appears a sensible approach. We struggle with many
valuations at present, especially in technology and consumer sectors where
prospective earnings multiples appear detached from likely growth rates.

The worst ever returns to value stocks

Source: BofA Research Investment Committee, Fama & French
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Share price momentum and fund flows have proved self-fulfilling. The chart below
highlights the flows into sectors in the last 12 months. Technology and the biotech
part of Health Care have been the clear winners. The drivers to the equity market
have been narrow, especially considering that 5 of the big tech companies make up
22% of the S&P 500. The risk to these companies is not just a re-assessment of their
prospects compared to their share valuations, but now also regulatory as they are
seen as too powerful. A recent democratic Subcommittee report could become a
stumbling block after a potential Biden win.
We continue to believe that valuation is important and these extremities provide
attractive contra-cyclical investment opportunities.
Cumulative global sector fund flows (last 12m, weekly, $bn)

Source: Deutsche Bank Asset Allocation, EPFR, Haver Analytics

Performance Review
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After recovering some lost ground in Q2 2020, the fund had another difficult quarter.
The fund has struggled since January 2018, which is when Value started to
meaningfully underperform both “Growth” and “Quality” as highlighted in the chart
below.
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Relative performance of Value, Quality & Growth
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As mentioned previously, there appears to be no price at which investors are
interested in buying certain parts of the market. Given the extreme valuation
differential in markets, we expect the fund to make up lost ground when market
leadership broadens or changes.
Positive Contributors

Many of our global cyclical businesses that happen to be listed in Europe had another strong
quarter as they benefitted from economies re-opening and the future impact of Fiscal stimulus.
Our holdings in Fuchs Petrolub (+7%), Heidelberg Cement (+9%), Johnson Matthey (+10%),
Saint Gobain (+11%), Schneider Electric (+8%) and Valeo (+11%) all had an outstanding
quarter. Despite the strong share price performance, these shares all still attractively valued.
We continue to have a big exposure to the Healthcare sector given the favourable long-term
growth dynamics and cheap valuations. Our holdings in Merck (+3%), Novo Nordisk (+3%)
and Pfizer (+6%) all performed well.
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Negative Contributors

As can be seen from the above chart, Financials have been a major drag on fund
performance. Our holdings in AIB (-21%), Barclays (-15%), DBS Group (7%) and
Handelsbanken (-17%) all had another tough quarter.
Regulatory pressure to cancel dividends and rising bad debts are clearly a headwind,
nevertheless it seems incredible that valuations are as low as they were in the GFC:
since then balance sheets have shrunk, regulatory capital has built and leverage has
decreased.
There has been a close inverse correlation with bond yields, but this has also broken
down. In some cases, if the shares doubled, we think they would still look cheap!
Banks valuations approaching record lows

Source: MSCI, Bloomberg, Refinitiv, Morgan Stanley
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Oil, which is another value sector that is completely friendless, performed very poorly too,
including our holdings in Chevron (-22%) and Schlumberger (-17%). Similar to Banks, this
sector looks anomalously priced.
In a market dominated by large cap Tech companies, it was disappointing that both Cisco (19%) and Intel (-16%) had poor quarters.
Cisco reported better than expected numbers for its fiscal Q4, however gave weak guidance
for its fiscal Q1 as it has yet to see a pick-up in customer spending patterns. We expect the
top-line to recover over the next 12 months and with the shares trading on 13x Year 1 PER
and yielding over 3% with net cash on the Balance Sheet, we think the shares remain very
attractive.
Intel had strong Q2 results with revenue up 20% y/y. However, a 6-month delay to their 7
nanometer product means it is now not expected until 2022/23. We believe the impact of the
delay was blown out of proportion considering the medium-term time frame. Shares tend to
be volatile and we take advantage of this to adjust our position accordingly. At 10x 2020 PE
and with a 2.6% yield the valuation does not reflect Intel’s market leader position or R&D fire
power.
Our holdings in both Danone (-12%) and Imperial Brands (-12%) both had a sluggish quarter
but remain good value. We note with interest that Stefan Bomhard, the new Imperial Brands
CEO, started work in July and we expect him to outline his vision for the business in Q4 2020.
Given the lowly valuation, combined with our expectation of a sensible strategy based on cost
savings and cash returns, should see the shares materially appreciate in value.

Portfolio Changes
After making numerous changes to the portfolio in March and given the significant upside to
many of our current holding, we made very limited changes to the portfolio during the quarter.
We bought Wienerberger and continued to build our holding in Fuchs Petrolub. We also
increased our positions in both Intel and Pfizer after share price weakness. We funded these
purchases by taking profits in eBay, Heidelberg Cement and Saint Gobain after the share
prices more than doubled from their lows in March. We also reduced our weighting Johnson
Matthey after a period of strong share price performance.
Wienerberger is a play on European building and construction. The business ranges from
facing bricks, floor heating water pipes, underlay, paving stones, water filtration, roof tiles etc.
It manufactures from 200 sites across 30 countries. Since restructuring post the GFC,
residential decreased from 85% to 60% of revenue, non-residential increased from 10% to
15% and infrastructure from 5% to 25%. Infrastructure and RMI now account for around 45%
of revenues. Since a hedge fund became a shareholder in 2016, Wienerberger has changed
from a typical cyclical company earning poor returns across the cycle: in the last 3 years there
has been several changes of management including the Chair and CFO, a move to digitisation
and product innovation. While the innovation in building materials might appear modest,
manufacturers are able to charge a higher margin and it plays to the declining skills/experience
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available in the workplace. 35% of products have been developed in the past 5 years. The
shares are cheap, the economic background is supportive and management is improving
returns in the business.

Wienerberger

Share price

EPS Y1

PE Y1

Dividend Yield

Return on Equity
Source: Bloomberg
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SGIG Portfolio strategy and valuations
Whilst our value stance has been painful, we now believe that the worst is over!!
As we made clear in the earlier sections, a change to any of the current consensus
views re inflation, bond yields and value versus growth will see a change in market
leadership which the fund will benefit from.
We, therefore, retain large weightings in companies that are classified in the following
sectors:
•
•
•
•

Industrials
Basic Materials
Financials
Healthcare

And we continue to find limited value in bond proxies like:
•
•
•

Consumer Staples (expensive for expected growth)
Utilities (limited growth and too much debt)
Telecoms (limited growth and too much debt)

TB SGIG sector split
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Source: Saracen Fund Managers as at 30/09/20
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The fund’s sales exposure remains closely aligned with global GDP distribution:
TB SGIG geographical split
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The fund remains cheap on all metrics. The table below highlights its value
characteristics. It is important to point out that there has been no style drift with the
fund. It remains firmly in the large cap value bucket. This fund will do very well when
the market leadership changes.

SGIG value characteristics versus FTSE All World index
Characteristic
Best P/E 1Y FWD
Best Dividend Yield 1Y FWD
Best P/CF 1Y FWD
Best P/B 1Y FWD
Best P/S 1Y FWD
5 Year ROIC

TB SGIG
13.2
4.0%
9.1
1.5
1.4
13.0%

FTSE All World
18.6
2.4%
11.6
2.1
1.6
12.8%

+/-5.4
+1.6
-2.5
-0.6
-0.2
+0.2

Source: Bloomberg 30/09/20

In addition, the fund continues to trade close at an all-time high discount to the market.
It currently trades on a 30% discount based on 2021 numbers.
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Dividend outlook
We pride ourselves on having grown the dividend every year since the fund was
launched in June 2011. However, as we have made clear since March, the impact of
COVID-19 and the reaction from some Governments and Regulatory authorities
across the globe will mean that the fund dividend will fall in 2020.
We provided an interactive dividend model for clients so that they could make their
own assumptions. However, we gave a base case dividend cut of 20% year on year
and a worst-case dividend cut of 33%.
We now have more visibility on the 2020 dividend and central case is now for a 25%
fall, year on year. The worst-case remains unchanged.
TB SGIG Dividend
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2021 F'cast

TB SGIG Dividend (pence per share)
Source: Saracen Fund Managers, Bloomberg as at 30/09/20

Therefore, the central case 2020 dividend yield on the fund (based on the 30
September unit price) is still an attractive 3.7%.
TB SGIG vs MSCI Forecast Dividend Yield
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Source: Saracen Fund Managers, Bloomberg as at 30/09/20
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A key point is that we would expect any decline in income to be temporary given the
unprecedented degree of fiscal and monetary stimulus, which should create a strong
rebound when the lockdowns are removed. Indeed, we view the overwhelming
majority of the dividend cuts as temporary and expect payments to normalise in 2021.
We expect the fund to yield approximately 4.2% based on our 2021 dividend
forecasts. This would not only represent significant year on year growth (+13%) but
also looks incredibly attractive against the market and Bonds.

Investment Approach
TB Saracen Global Income & Growth Fund aims to provide a long-term return from
investing in a portfolio of low risk, highly liquid global equity securities. There is an
explicit recognition that income is an important factor for many investors and a
significant contributor to long-term investment returns.
We have a focussed and highly differentiated portfolio of 40-60 quoted global
companies, a high conviction fund with a significant active share, which is currently
93%. There is no formal benchmark for the fund, although we do report performance
against the IA Global Equity Income Sector.
We aim to invest in global-leading businesses which can sustainably grow their
revenues, their profits and ultimately, their dividends. We are attracted to businesses
which have high and sustainable margin profiles, create value by generating a return
on investment above the weighted average cost of capital and have a strong Balance
Sheet. We also like to see directors owning shares in the business and being
remunerated on total shareholder returns as opposed to an earnings-per-share
measure, which can be easily manipulated. However, the most important things that
we look for in an investment are an attractive valuation and a starting yield of more
than 2%. We don’t simply buy great businesses at any price - they must be
demonstrably cheap!!
Our Wish List for Companies
•

Global Leading Businesses

•

Long-term revenue growth potential

•

Positive return on equity spread

•

Sustainable margins

•

Strong Balance Sheet

•

Acceptable Worst Case (extent and likelihood)

•

Attractive valuation and starting dividend yield more than 2%

•

Alignment of interest with directors

We have a long-term approach and the turnover in the fund has, on average, been less than
20% per annum since the fund was launched.
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Outlook
The relative attraction of equities versus bonds remain. Despite both regulatory and
the trading impact from Covid, which has resulted in many dividends being cancelled
or cut, the yield attraction of equities remains.

MSCI Europe: Dividend Yield – Bond Yield

In this Quarterly we raised the potential benefits to Value based funds when investor
confidence improved, either on the strength of the economic recovery, if there were
signals of rising inflation and bond yields, or investors seriously considered what is
‘priced-in’ to many valuations in the technology sector. As can be seen in the charts
below, any sort of correction would appear to have some way to go.
Value is currently pricing in a further
reduction in nominal yields

Growth/Value valuation remains
stretched
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We also have seen a noticeable pick up in M&A and activists buying stakes in
companies that are out of favour, many of them at the value end of the market. It is
becoming clear that if the market doesn’t recognise the true worth of these companies,
there are others who will.
In the next quarter we will have US Elections, a likely stimulus package from the new
administration, perhaps more from Europe too, maybe a Brexit deal and potentially a
vaccine to Covid as several Phase III Trials read out. The equity landscape might be
quite different and potentially there is much in the above that is likely to be favourable
to Value based investors.
Thank you for your continued support and patience during these challenging times.
We hope you and your families stay safe!
Graham Campbell
David Keir
Bettina Edmondston
30 September 2020
For further information on TB Saracen Global Income and Growth Fund please contact:
Graham Campbell (graham@saracenfundmanagers.com) or
David Keir (david@saracenfundmangers.com)
0131 202 9100

Important information:
This information should not be construed as an invitation, offer or recommendation to buy or sell investments, shares or
securities or to form the basis of a contract to be relied on in any way and is by way of information only. The historic yield
reflects distribution payments declared by the fund over the previous year as a percentage of its share price. Taxation levels,
benefits and reliefs may all vary depending on individual circumstances and are subject to change. Subscriptions will only be
received, and shares issued on the basis of the current Prospectus, Key Investor Information Document (KIID) and
Supplementary Information Document (SID). These are available, in English, together with information on how to buy and sell
shares, on-line at www.saracenfundmanagers.com. Issued by Saracen Fund Managers Ltd, 19 Rutland Square, Edinburgh,
EH1 2BB, authorised and regulated by the Financial Conduct Authority. Registered in Scotland No. 180545.
Risk factors you should consider before investing:
Past performance is not a guide to future performance. The value of investments and the income from them may go down as
well as up and you may get back less than the amount invested. A full list of the risks applicable to this Fund can be found in
the Prospectus. All fund performance figures calculated on a single price basis.
This Quarterly Commentary is for professional Investors only.
Investment Manager - Saracen Fund Managers Ltd, 19 Rutland Square, Edinburgh, EH1 2BB Tel: 0131 202 9100/ Fax: 0131 221
1895
ACD & Fund Administrator – T Bailey Fund Services Limited (TBFS), 64 St James’s Street, Nottingham, NG1 6FJ Tel: 0115 988
8274
Custodian – The Northern Trust Company, 50 Bank Street, Canary Wharf, London, E14 5NT
Depositary – NatWest Bank PLC, 135 Bishopsgate, London, EC2M 3UR
Regulatory Status:
FCA Recognised: Yes
Scheme Type: OEIC
Issue date –7 October 2020
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