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In part 1 of this paper, we touched on the secular themes 
that we believe will shape a more inflationary and volatile 
environment going forward. In part 2, we explore each 
theme in greater depth, explain the systematic exposures 
that will likely benefit from these changes, and assess how 
they interact with our portfolio positioning.

From a long-term perspective, we believe several important secular forces will drive the post-
pandemic cycle — these represent slow moving, structural changes.

The economic problems of the 1970s helped to bring in sweeping economic reforms in the 1980s. 
Policy changes triggered during the Reagan and Thatcher era resulted in waves of deregulation, 
lower unionisation, privatisation, lower taxes and the end of credit controls. Following the collapse 
of the Berlin Wall in 1989, signing of the North American Free Trade Agreement (NAFTA) in 
1994, India and China joining the World Trade Organisation (WTO) (in 1995 and 2001); the pace 
of world trade grew at approximately twice the pace of world Gross Domestic Product (GDP).1 
This resulted in significantly lower global manufacturing cost base, created highly efficient and 
complex global supply chains and expanded the effective global labour supply. While import 
prices and labour shares of GDP fell, profit shares moved to record high levels. Globalisation of 
world trade peaked around the GFC and has been moderating since — as shown in Figure 1.
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Figure 1 
Global Goods Trade 
Peaked as a Share of 
GDP in 2008 
World Trade (Imports + 
Exports) as % of GDP

Source: World Bank, Group as at 31 December 2020.
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Consequences and 
Investment Implications

Scalable technologies further exacerbated the disinflationary forces of globalisation. This was 
most notable in the exponential drop of computing hardware costs and cheaper and more 
effective communications. Improvements in technology reduced the need for credit growth at 
a time when inflation was already falling.

In the Post-Pandemic cycle, we expect to see an acceleration of regionalisation and plans by 
companies to simplify their supply chains. This requires a re-wiring of the highly efficient but 
complex global supply chain, and will incur a significant amount of capital expenditure (capex) 
upfront. The reduction in global trade intensity that we’ve seen since the Global Financial Crisis 
(GFC) will likely accelerate, thereby reversing some of the secular disinflationary pressures of 
the past. The regionalisation trend is currently being accelerated by a combination of:

• Technology improvement Technology solutions for less labour-intensive production helps 
to make on-shoring more viable

• Covid & the Russia/Ukraine conflict both put a spotlight on the fragility and over reliance 
on just in time inventory systems and complex supply chains

Many companies are actively discussing de-globalisation, reshoring and improving supply 
chain resilience. In the US, for example, talks of improving supply chain resilience during analyst 
earnings calls have jumped approximately 8x2 from pre-Covid levels and remains a key focus for 
many globally integrated firms. Legislation is further supporting the trends towards localisation 
and re-shoring. In the US, we have seen the introduction of bills such as the ‘Strengthening Supply 
Chains for Servicemembers and Security Act’ to reduce America’s reliance on foreign entities 
for pharmaceuticals. Similar pressures are building in semiconductors, for example; the US 
senate in July-22 passed sweeping legislation to subsidise the domestic semiconductor industry, 
while the EU has eased funding rules for semiconductor plants to boost its chip industry and cut 
dependence on US and Asian suppliers. 

More localised production should increase input costs for companies that have previously 
benefited from globalisation, with pressures already rising notably from more expensive local 
labour markets and local energy sources. At a high level, we are now living in an era where input 
costs, as measured by the Producer Price Index (PPI), are rising significantly faster than output 
costs, as measured by the Consumer Price Index (CPI). This is shown in Figure 2. We believe this 
type of environment heavily favours companies with pricing power, and penalises those with 
limited ability to pass through input and labour costs.

Figure 2 
Input Costs Rising 
Faster Than Output 
Costs — YoY % 
Change in  
(PPI — CPI)

  US

  Eurozone

Source: FactSet, as at 31 July 2022.
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Greenflation — Cheap 
and Plentiful Energy to 
Decarbonisation

Consequences and 
Investment Implications

As risks to profits build from higher wages and energy costs, companies are likely to look for 
technological solutions and substitutions in an attempt to improve efficiency — incurring 
significant capital expenditure over the coming years. In this environment, we expect 
company Quality factors to play an increasingly important role as investor preference for 
top-line growth in the past cycle is replaced by a preference for stable and sustainable 
profit margins. We expect innovative and disruptive firms in fields such as energy storage, 
automation/labour substitution and robotics to benefit.

As a systematic manager, we continue to refine our ability to assess industry specific 
company ‘Quality’ (to improve our ability to identify companies that can generate 
sustainable profits) and are researching new ways to be able to capture ‘disruptor/
innovator themes’.

Significant investment in the 1990s and 2000s into the commodities market, during an era of 
increased globalisation, meant that energy became abundant and cheap. Between 2004 and 
2014, there was a period of energy exploration and mega-projects build-up that led to a revival 
of non-Organisation of the Petroleum Exporting Countries (OPEC) growth and a decreased 
incentive for further investment.

Since then, the world has experienced almost eight years of fossil fuel under-investment 
(2015–22), falling oil reserve life (which has roughly halved since 2014) and declining non-OPEC 
resources. As such, the energy crisis of 2022 cannot simply be blamed on the Russian/Ukraine 
war or Covid disruptions — they’ve merely placed a spotlight on already existing problems.

In order to meet future demand, a steep recovery in energy capex will be needed. Climate change 
and commitments to reach net-zero by 2050 will also require an enormous shift in the energy mix 
used today — compounding the capex costs involved. While there has been some notable shifts 
in recent years to invest in sustainable energy sources, the hard truth is investment into energy 
transition isn’t happening fast enough; and progress so far has been insufficient to offset the 
collapse in investment in the traditional energy space. This is particularly true given the smaller 
scale and higher capital intensity per unit of energy output of renewables.

Achieving net-zero requires a complete transformation of the global energy system. With the 
increasing adoption of price-based incentives (like carbon taxes) to cap emission targets, we 
expect the energy transition to incur enormous costs — in the order of US$3.5 trillion p.a.3 over 
the next 30 years during the transition period.

The degree of inflationary pressures felt will vary across different countries and across different 
sectors of the economy. For economies and companies that still largely rely on energy from 
hydrocarbons, that transition cost will be more pronounced. Decarbonisation plans will also 
dramatically boost demand for new industrial metals used to generate and store renewable 
energy — like copper, zinc, cobalt and lithium.

As the world progress from manipulating digits (software, platform economy) toward 
manipulating physical matter (robotics, automation, internet of things), we expect demand for 
these new industrials materials to place further pressure on supply for years to come — adding 
further pressure on overall inflation.

Considering the transformations required for a more sustainable tomorrow and its 
inflationary impacts; we think incorporating ESG/climate specific factors alongside a 
greater focus on company valuations and margin sustainability, will be important in 
identifying future outperformers. Currently, for example, we are actively researching 
forward-looking Quality signals that measure company commitments towards improving 
their environmental technologies and advancing their ESG profiles.
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More Black Swans — 
Higher to Lower Stability

Compared to today, investing was relatively straightforward for much of the post-90s era; as a 
relatively benign disinflationary environment and higher starting policy rates gave central banks 
better control of economic volatility and to some extent, market volatility. The styles of investing 
that worked during the stagflation period of 1970s–80s was different but relatively predictable —  
with an emphasis on inflation protection, mean-reversion, valuations, dividend yields and 
real assets.

Going forward, not only will investors have to contend with the inflationary impacts of global 
energy transition, changes in production (manipulating matter) and the re-wiring of global supply 
chains, but will also need to prepare for more frequent black swan events as a result of climate 
change, healthcare crises, rising geopolitical/social tensions, deglobalisation, commodity shocks 
and technological revolution. Unlike state policies that have more predictable impacts on growth 
and inflation cycles, black swans are neither predictable nor estimable. However, as they play a 
major role in shaping global environment, it is still important to at least identify whether extreme 
outcomes are likely to become more frequent. Below we outline the key themes that are likely to 
lead to more volatility and black swan events going forward:

Climate change the science behind climate change is clear, as are the impacts. Data from 
US National Centers for Environmental Information (NCEI) show a clear uptrend in the number 
of weather and climate related disasters in recent years as shown in exhibit 3. Over the past 
5 years, the costs associated with weather and climate disasters totaled US$788.4 billion4 — an 
all-time high since records began. This upward trajectory is set to continue, and investors would 
be wise to prepare for more climate related shocks, and its associated negative economic and 
social impacts.

Figure 3 
Major Climate-
Related Disasters5 
are Rising Around 
the World

  Drought

  Flooding

  Freeze

  Severe Storm

  Tropical Cyclone

  Wildfire

  Winter Storm

Source: NOAA National Centers for Environmental Information (NCEI) U.S. Billion-Dollar Weather and Climate 
Disasters (2022).
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Healthcare Crises Covid is progressing from pandemic to endemic, and governments and 
economies are dynamically adapting. This progress, however, should not be seen as an indication 
that another pandemic will become less likely in any given year (pandemics do not need to be 
evenly spaced out over time). A recent study by Marco Marani, Ph.D., of the University of Padua in 
Italy, used new statistical methods to measure the scale and frequency of disease outbreaks for 
which there was no immediate medical intervention over the past four centuries. Their analysis 
indicate that the risk of intense outbreaks is growing rapidly. Based on the increasing rate at 
which novel pathogens such as SARS-CoV-2 have broken loose in human populations in the 
past 50 years, the study estimates that the probability of novel disease outbreaks will likely grow 
three-fold in the next few decades. Using this increased risk factor, the researchers estimate that 
another pandemic similar in scale to COVID-19 is likely within a span of 59 years.

Social or geopolitical tensions Throughout time and across geographies, inequality, 
geopolitics and conflicts/revolutions have all been inter-related. Together they create long cycles. 
As a very small percentage of the population gains and controls larger and larger percentages of 
total wealth and power, they become over-extended, and inevitably encounters bad times, the 
result hurt those least wealthy and least powerful the hardest. This then often leads to conflicts 
that produce revolutions and/or wars to redistribute wealth and force change. We appear to 
be reaching peak inequality, as populist movements gain more traction and we begin to see 
higher taxes, increased protectionism and increased regulation in an attempt at redistribution. 
Unfortunately for markets, ‘Populist Easing’ will likely to be much less asset-price friendly than 
Quantitative Easing.

Other than higher equity market volatility, the exact impact of black swan events on equity 
market is unknowable. Depending on the nature of the black swan event, investors 
might need to significantly lower earnings estimates while raising risk premia. It is 
difficult to know beforehand whether any one event could lead to a self-perpetuating 
cycle of value erosion, but as long as risks remain high, the only course of action that 
equity investors can take is to have already built a well-diversified, resilient portfolio 
with defensive characteristics.

The current backdrop likely means that we should all be dusting off some pages from 
the 1970s stagflation playbook, an investing game plan that includes overweighting 
pricing power, valuation discipline, upfront cash flows, and collateral (e.g. Real Estate). 
It also means buying defensive companies with lower volatility to weather more market 
turbulence, and not over-leveraging as the cost of capital is likely to go up, not down. 
Rather than trying to time every twist and turn in markets, we believe building a well-
diversified portfolio on an intersection of alpha and risk mitigation is most suited to this 
forward environment.

In our view, the market needs to have line of sight on inflation getting back towards the 
Fed’s target before valuation multiples can again inflect higher on a sustained basis. 
As illustrated in Figure 4, historical periods of higher inflation in the US (and higher discount rates) 
are associated with lower equity valuations. Post-Covid, real yields and valuations took some 
time to adjust as many believed inflation to be transitory, which explains why valuations remained 
unusually high even though annual CPI was running above 5%.

Consequences and 
Investment Implications

Diversifying Well Across 
Attractively Valued, High 
Quality Companies That 
Exhibit Lower Volatility

How to Prepare for 
More Inflationary/
More Volatile 
Environment
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Figure 4 
Higher Resting Rate 
for Inflation Implies 
Lower Valuations 
US Core CPI (YoY) 
vs Cyclical Adjusted 
PE Ratio, Monthly 
Frequency

Source: FactSet, Robert J. Shiller, as at 31 July 2022.

If inflation comes off the boil but settles at a higher resting rate this cycle (say ~4%), then we 
would not expect valuations to rise to the extreme levels of the last cycle, and we expect long-
duration secular growth names in particular to remain under pressure. As discussed in our paper: 
Stagflation Playbook, higher inflationary periods are associated with the outperformance of the 
Value factor over the medium-term. The stagflation period of the 1970s/80s saw significant Value 
outperformance due to a repricing of duration risk, as well as the unwinding of excess valuations 
of expensive stocks built up during the prior period. 

In our opinion, simply relying on traditional value factors will be insufficient in the forward 
environment. In order to more accurately identify undervalued companies in a rapidly evolving 
world, we have been incorporating detailed analysis of sector and industry specific drivers within 
our systematic stock selection process — such as R&D, intangible assets, mining exploration and 
ESG considerations.

In an era of higher volatility where profits are likely to suffer as a result of rising inflation and 
input costs, we prefer companies that score highly on a range of Quality metrics. These metrics 
combine to identify companies with strong balance sheet strength, margin sustainability and 
pricing power. Higher market volatility naturally makes low volatility investing more appealing. 
Although higher quality stocks in a portfolio will tend to naturally exhibit lower price volatility, 
adding an additional layer of risk mitigation via portfolio construction — and combining stocks 
in a way that lowers overall portfolio volatility is key to ‘diversifying well’.

Over the past 100 years, a hypothetical portfolio that combines two objectives: 1) seeking to 
maximize excess returns and 2) produce lower total volatility, significantly outperformed during 
decades where volatility was higher. Our defensive strategies aim to achieve a low volatility 
profile of 80:60 — attempting to capture 80% of market upside and 60% of market downside, 
on average, over the long-term. As evident in Figure 5, a low beta portfolio produced significantly 
larger excess returns during periods of higher volatility.
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Figure 5 
A Low Volatility  
(80:60) Portfolio 
Performed Better 
During Decades of 
Higher Market Volatility

Return: 
Dow Jones 

Industrial 
Average 

Index Dow 
Jones (%)

Return: 
80%:60% 

(%)

Excess 
Return 

(%)

Annualised 
Standard 

Deviation of 
Dow Jones 

(%) 

Proportion of 
up Months 

(%)

Proportion of 
down Months 

(%)

1900 to 1910 4.20 8.50 4.30 18 54 45

1910 to 1920 0.80 5.80 5.00 19 55 42

1920 to 1930 8.80 12.30 3.60 20 55 45

1930 to 1940 -4.90 6.80 11.70 35 56 44

1940 to 1950 2.90 6.20 3.30 14 58 42

1950 to 1960 13.00 12.90 -0.10 11 64 36

1960 to 1970 1.70 4.90 3.20 13 57 43

1970 to 1980 0.50 4.80 4.40 16 51 49

1980 to 1990 12.60 13.60 1.00 16 56 44

1990 to 2000 15.40 15.10 -0.20 14 68 32

2000 to 2010 -1.00 3.70 4.70 16 53 47

2010 to 2020 13.40 13.20 0.20 12 71 29

Source: State Street Global Advisors, FactSet, as at 31 December 2021. 80:60 portfolio returns shown above are hypothetical 
and are based on the returns of the underlying market index in the proportions shown above. The returns are calculated using 
monthly index returns, by multiplying any up-months by 80% and any down-months by 60%, then compounded in the same 
way as the underlying index (Dow Jones Industrial Average Index). Market indices are unmanaged and not subject to fees and 
expenses which would lower returns. Neither index performance nor 80:60 portfolio performance is intended to represent 
the performance of any particular mutual fund, exchange-traded fund or product offered by SSGA Funds Management, Inc. 
SSGA Funds Management, Inc. has not managed any accounts or assets in the strategies represented by the sample portfolios 
above. Actual performance may differ substantially from the hypothetical performance presented. Past performance is not a 
guarantee of future results.
Index returns are unmanaged and do not reflect the deduction of any fees or expenses. Index returns reflect all items of income, 
gain and loss and the reinvestment of dividends and other income as applicable.

To summarise, we believe that building a diversified portfolio that captures attractively valued, 
high quality companies with lower volatility will be key in achieving better risk-adjusted returns 
over the next cycle. These attributes make up the bulk of stock selection process within our 
Global Defensive Strategy (State Street Global Equity Fund). The intersection of alpha and the 
risk mitigation objective of the strategy naturally tilts our portfolio exposures to companies that 
are likely to provide shelter from the cyclical and secular risks in store, and generate long-term 
excess returns over the broad market in the process.

Endnotes 1 Goldman Sachs: Occasional Paper Series — Global 
value chains: measurement, trends and drivers.

2 Based on Russell 3000 Index, includes terms 
like “reshoring”, “nearshoring” and “backshoring”. 
Source: GS Dataworks, Goldman Sachs Global 
Investment Research.

3 Kenneth P. Pucker and Andrew King — “ESG Investing 
isn’t designed to save the planet”, Aug-2022.

4 NOAA National Centers for Environmental Information 
(NCEI) U.S. Billion-Dollar Weather and Climate Disasters 
(2022). https://ncei.noaa.gov/access/billions/, DOI: 
10.25921/stkw-7w73.

5 NOAA National Centers for Environmental Information 
(NCEI) U.S. Billion-Dollar Weather and Climate Disasters 
(2022). Major disasters are measured as those that 
exceed US$1billion in damages/costs — CPI adjusted 
to 2022 prices.

https://ncei.noaa.gov/access/billions/
https://ncei.noaa.gov/access/billions/
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