™

Outlook 2022: UK Equities

C A P I T A L

Foreign Equities: United Kingdom
Quicktake: Sitting firmly in the global value category the UK offers intriguing exposure to
financial, cyclical, and defensive positions at historically low relative valuations. These factors
also tend to perform well during mid-cycle expansions. Political uncertainty and a habit of
aggressive covid lockdowns have turned many investors away from the relatively smaller equity
market. Brexit uncertainty is still an issue which will need to be watched given its effect on
foreign trade which makes up a large portion of the UK's GDP. Additionally, the Bank of England
(BoE) and their lack of concrete forward guidance has embedded unnecessary volatility in the
bond and stock markets. Positive policy and government activity would support greater upside
for the region, but to start the year, we prefer foreign developed exposure in the euro area over a
more concentrated UK allocation.
The FTSE 100 has remained stuck below its pre-pandemic levels which makes the UK one of the worst
laggards of the post-covid recovery. After a lackluster relative year, we see signs of momentum
building for UK earnings growth which will provide much needed support for the equity market. With
one of the lowest P/E ratios (12.4x) and P/B ratios (1.8x) in Europe, UK shares are trading at more than
a 40% valuation discount versus global peers. The UK stands to benefit from attractive valuations on
both an absolute and relative basis at a time when macro trends are beginning to favor value factors.
As with their EU neighbors, the UK markets UK index exposure is dominated by cyclical and defensive sectors
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FTSE 100 Sector Weights
sectors. Sectors which tend to exhibit high
Consumer Staples
17.9%
valuations and growth factors such as
Financials
17.8%
Information Technology, Consumer
Materials
13.4%
Industrials
Discretionary, and Communications make
12.2%
Health Care
11.7%
up a combined 12.6% of the index versus
Energy
9.5%
50.7% for the S&P 500. A lower exposure to
Consumer Discretionary
6.9%
factors which are negatively impacted by
Communications
4.3%
higher interest rates and inflation will help
Utilities
3.5%
Information Technology
1.4%
support UK equities in an environment of
Real Estate
1.4%
higher but steady interest rates and inflation
0.0%
2.0%
4.0%
6.0%
8.0%
10.0% 12.0% 14.0% 16.0% 18.0% 20.0%
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UK markets should also benefit from a rebound in consumer mobility and activity as the Omicron wave
subsides. Rapid spikes in activity following the April and May re-opening measures indicate strong
demand for a return to normal activity. A strong labor market and covid stimulus have shored up
consumer balance sheets, and another rebound in activity will brighten the outlook for revenue growth
early this year.
Source: MSCI, Morningstar, Waterloo Capital

We would be remiss to ignore the shifting monetary landscape in Great Britain. The Bank of England
(BoE) was one of the first to blink in the face of post-covid economic normalization and inflation
conditions. The BoE raised rates for the first time since 2018, and policy makers have given forward
guidance for rate hikes to continue over the next two years. The move was a vote of confidence in the
trajectory of the UK economy, and additional hikes should quickly move the key rate back up to the
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bank's 0.5% target. A nearly 18% index weighting to financials will help the FTSE benefit from the Bank
of England's (BoE) rate hike trajectory. Going forward, persistent inflation could put pressure on policy
makers to raise rates further, but future hikes are unlikely to occur until later in the year after the flow
through effects of the first hikes have been observed. Forward guidance has been opaque at best, but
the negative reaction of both the stock and bond markets to recent surprises in central bank activity
should encourage more thorough guidance going forward.
The potential for a rebound in relative performance is there, but potential means it has not been done
yet. Risks to our outlook include uncertainty around politics, Brexit, and the potential for the BoE to
move too fast and stymie the current recovery. UK markets have a bigger reliance on strength in
foreign economies than many other developed markets. Nearly 80% of company revenues come from
outside the UK. As the global market cycle continues
to mature, a decline in demand would lower our
We expect a quick turnaround in consumer
return expectations. Additionally, this leaves the UK
activity post-omicron
more susceptible to foreign inflation and currency
UK Mobility Data
shifts. A stronger pound would negatively impact
export prices and weigh on export demand. Brexit
risks cannot be fully discounted yet either. On the
political front, the ongoing implementation of postBrexit import and export rules and the potential for
government turnover raise more risks. Persistent
political uncertainty would likely lead to reduced
business spending and a decline in future production
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and-see approach to investing. Finally, the BoE runs
reverse quickly
the same risk that many of its peers have taken on
this year in raising rates enough to combat inflation,
but not enough to create headwinds to growth.
Raising rates too quickly could create the opposite
Source: Google Community Mobility Report,
as of December 2021
of the intended effects and keep UK equity
performance near the bottom of the developed
markets category.

VALUATIONS AND CYCLICAL SECTOR
EXPOSURES ARE 2022 TAILWINDS FOR
EUROPEAN MARKETS
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The commentary set forth herein represents the views of Waterloo Capital Management and its investment professionals at the time indicated and is subject to change without
notice. The commentary set forth herein was prepared by Waterloo Capital Management based upon information that it believes to be reliable. Waterloo Capital Management
expressly disclaims any responsibility to update the commentary set forth herein for any events occurring after the date indicated herein or otherwise. The commentary and other
information set forth herein do not constitute an offer to sell, a solicitation to buy, or a recommendation for any security, nor do they constitute investment advice or an offer to
provide investment advisory or other services by Waterloo Capital Management. The commentary and other information contained herein shall not be construed as financial or
investment advice on any matter set forth herein, and Waterloo Capital Management expressly disclaims all liability in respect of any actions taken based on the commentary and
information set forth herein. Hedge funds, private equity and other alternative investments involve a high degree of risk and can be illiquid due to restrictions on transfer and lack
of a secondary trading market. They can be highly leveraged, speculative and volatile, and an investor could lose all or a substantial amount of an investment. Alternative
investments may lack transparency as to share price, valuation and portfolio holdings. Complex tax structures often result in delayed tax reporting. Compared to registered
mutual funds, hedge funds, private equity and other alternative investments are subject to less regulation and often charge higher fees. Alternative investment managers typically
exercise broad investment discretion and may apply similar strategies across multiple investment vehicles, resulting in less diversification. Trading may occur outside the United
States which may pose greater risks than trading on US exchanges and in US markets. Alternative Investments generally are offered through private placements of securities
which are unregistered private placements and are available only to those investors who meet certain eligibility criteria. The above summary is not a complete list of the risks and
other important disclosures involved in investing in alternative investments and is subject to the more complete disclosures contained in the Fund's confidential offering
documents, which must be reviewed carefully prior to any investment.

