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Key Takeaways

■■ We retain conviction in our major asset 

allocation views as we move into 2021

■■ We remain overweight equities and 

credit and continue to hold inflation 

protection and an underweight 

to Canadian assets

■■ While some of these themes are shared 

by the market consensus, we remain 

confident in our positioning

This year more than ever, the turning of the calendar 

inspires feelings of renewal and change. But in terms 

of the positioning of the asset allocation funds we 

manage for Canadian investors, there is a strong sense 

of consistency. The views we have held for most of 

the last year are increasingly coming into focus as the 

global economy looks ahead to brighter days. There will 

undoubtably be setbacks and volatility along the way but 

sometimes when investing, resisting the desire to change 

is the right decision. So as 2021 dawns, we outline our 

major views and what they mean for our positioning.

Overweight equities and credit
Expectations for a robust global economic recovery are 

the primary motivation for our overweight to equities 

and credit. The distribution of COVID-19 vaccines should 

allow economies to reopen this year and provide the 

confidence for households and businesses to unleash 

pent-up demand created during the pandemic. The 

desire to resume life as normal is further facilitated 

by the tremendous stimulus provided by governments 

and central banks.  When combined with the observed 

reduction in spending, households have been left with 

considerable excess savings (Exhibit 1). Moreover, 

the dramatic rebound in financial and real assets has 

strengthened household balance sheets, enhancing the 

ability to spend. And as spending rebounds, corporate 

fundamentals are set to strengthen, likely lifting 

earnings and providing a further tailwind to equities 

and credit.

EXHIBIT 1: Government largesse and lack of spending 
opportunities have resulted in enormous increases in 
deposits (change from year ago, in billions of local currency)

Sources: Bank of Canada, Federal Reserve Board.  
Canada = Currency outside banks and chartered bank deposits  
(including private sector float).  
US = Money Stock (M1).
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The conviction we have in our procyclical positioning 

is reinforced not only by what policymakers have 

done but importantly by what they are expected (not) 

to do. Whereas in prior cycles policymakers would 

look to reduce stimulus as the recovery takes hold, 

the distinguishing feature of the current cycle is that 

stimulus is expected to remain in place well into the 

recovery. Governments have embraced sizable deficits 

to fund both pandemic relief and ambitious programs 

of spending well into the future. Meanwhile, central 

banks are committed to maintaining a low interest rate 

environment to address the shortfall in economic output 

and employment relative to their pre-pandemic levels 

(Exhibit 2) as well as tolerating higher future inflation. 

In the case of the Federal Reserve in the United States, 

this desire was codified in the Average Inflation Targeting 

framework, a new regime for monetary policy that will 

further cement the Fed’s desire to avoid a preemptive 

tightening of financial conditions. 

EXHIBIT 2: Even with strong growth, the economy will 
take a long time to heal fully
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Note on Exhibit 2: If the U.S. were to add 200,000 jobs a month, roughly the 
average monthly gain between 2014 and 2019, it would still take about 4 years 
just to get back to pre-COVID employment levels. 

Source: US Bureau of Labor Statistics.

As the prospect of economic recovery has solidified, the 

stock market’s prior laggards – overseas equities, value 

and smaller-cap – have begun to outperform (Exhibit 3).  

We believe the scope exists for further catch-up in these 

segments of the market and have adjusted our equity 

overweights accordingly. 

Protection against future inflation
A rebound in private sector demand, sustained fiscal 

stimulus, and a tolerant central bank is a potent 

combination that is expected to lead to higher inflation. 

Over a cyclical horizon, some patience will be required, 

as demand-driven inflation will only emerge once the 

slack in the global economy created by the pandemic 

is reabsorbed. This process is likely to be accelerated 

by ongoing dislocations to supply chains and the 

general trend towards deglobalization that may create 

a supply-driven increase in consumer prices.

As we discussed in our last Thought Leadership 

publication, the legacy of rising debt burdens is also 

EXHIBIT 3: Prior laggards have started to outperform 
(ratios normalized to 1 in January 2019)
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https://www.fidelity.ca/fidca/en/expertinsights/assetallocation/reportq42020
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a potent catalyst of higher inflation over a longer horizon. 

Providing protection today against these longer-term 

risks, especially when we can do so in an inexpensive 

manner as at present, is a key consideration in how we 

provide risk management in the funds. We continue to 

hold out of benchmark allocations to gold and inflation 

protected government debt.

Canada, currency, and risk management
We also maintain our long-standing underweight to 

Canadian assets. The outlook for the Canadian economy 

remains challenged by both private and now increasingly 

significant public debt burdens. And while an improving 

global backdrop is a rising tide that will lift Canada’s 

boat, our global perspective as asset allocators allows 

us to invest in other regions that are not constrained 

by the structural anchor weighing down the Canadian 

economy. Emerging markets remain our preferred 

regional allocation to benefit from the recovery narrative, 

where an equity overweight is funded by an underweight 

to Canadian equities. We also hold EM debt in both 

USD and in local currency. 

The underweight we hold to Canadian assets also 

extends to an underweight to the Canadian dollar. This 

position reflects the view that the currency needs to 

depreciate to return balance to the economy. Economic 

activity continues to tilt dangerously towards consumer 

spending and the housing market at the expense of 

more productive sectors such as exports and business 

investment. With the view that the US dollar is also 

expected to depreciate, we have taken steps to increase 

our exposure to developed and emerging market 

currencies that should strengthen against both the CAD 

and the USD (Exhibit 4).

EXHIBIT 4: The appreciation of the Canadian dollar 
lagged all other G10 currencies last year
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Sources: Bloomberg, FMRCo.

The underweight we hold to the Canadian dollar 

also plays a risk management role. As was plainly 

demonstrated in the dark days of the pandemic, 

when equities and credit are under pressure, global 

investors flee cyclical currencies like the Canadian dollar 

in favour of safe-haven alternatives such as the US Dollar, 

Japanese Yen and Swiss Franc.

To summarize, we are maintaining both positions that 

are cyclical in nature that are expected to perform well 

in tandem with the global economy as well as defensive 

allocation as a hedge against elevated uncertainty and 

market volatility.

Isn’t it all in the price?
You can be forgiven if reading the above gives you 

a sense of déjà vu. Many of the reopening themes laced 

with optimism for 2021 are shared by the consensus 

of economists and professional forecasters. Financial 

markets have also discounted much of the economic 

weakness today to look ahead to a more normalized 

global economy. As a result, measures of valuation 

of equities and credit look decidedly expensive relative 

to history. 
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Sharing the consensus expectation amid full valuations 

is not always a comfortable place to be. The bar for 

disappointment has moved lower and any unforeseen 

setback could quickly undermine investor sentiment. 

It is therefore prudent to ask what could possibly go 

wrong. Setting aside the unknown unknowns that shroud 

any outlook, the following risks stand out:

■■ Negative news concerning the COVID-19 virus or the 

distribution of vaccines would affect the reopening 

narrative. It is our judgement, however, that this risk 

would only delay and not stop the healing in the global 

economy. Markets would need to adjust to price 

in a potentially slower recovery over a longer horizon, 

but the end point of a normalized economy would 

remain largely unchanged.

■■ Policymakers prematurely withdrawing stimulus would 

quickly undermine the wider economic recovery if 

the private sector was not healthy enough to assume 

the mantle of growth. Stimulus withdrawal is the 

hallmark of the maturation of prior economic cycles. 

However, as noted above, this is a unique cycle and 

the behaviour and incentive of governments and 

policymakers has changed to favour more stimulus 

over a longer horizon.

■■ The arrival of higher inflation before the global 

economy has fully healed would test the resolve 

of policymakers to keep stimulus in place. We would 

judge this medium-term risk as most likely to upend 

the global economy and undermine the performance 

of equities and credit. This is the justification for 

maintaining a sizable allocation to asset classes that 

provide inflation protection.

NEW YEAR, SAME PLAYBOOK

A final check in being comfortable with sharing the 

consensus expectation is to evaluate investor sentiment. 

Extremes in measures of optimism or pessimism often 

give contrarian signals for the direction of financial 

markets. Given the expectation for strong growth 

and market returns, we are closely monitoring signs 

of extreme optimism. Measured across a wide range 

of indicators, sentiment is tilted positively but not overly 

so. Moreover, there appears to be some gap between 

cup and lip – investors may share our views but are 

not (yet) positioned accordingly. As a result, we remain 

comfortable with our current cyclical positioning while 

maintaining elements of defensiveness to protect against 

risks over a longer horizon.

David Wolf, David Tulk and Ilan Kolet, February 4, 2021 

Follow Fidelity Canada on Twitter @fidelitycanada 

https://twitter.com/fidelitycanada
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