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Overview
Inflation has made a marked comeback this year with Russia’s invasion of
Ukraine early in 2022, combined with the worldwide easing of restrictions
related to the Covid-19 pandemic, pushing commodity and energy prices
much higher. These inflationary forces are having knock-on effects
throughout the economy, dampening growth expectations.
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In this paper, we look at the response of central banks to inflation and how
monetary policy normalisation may be different this time. We establish the
sector and factor exposures best suited to this looming stagflation
environment. Finally, we analyse the underlying positioning of the Low Risk
style to reveal its strong prospects in periods where growth is lower and
inflation is high.

Higher Inflation: A Macroeconomic and Central Bank Policy Shift
Since the Great Financial Crisis (GFC) of 2007 to 2009, central bank policies and
government fiscal policies have been very supportive. Although global GDP growth
came back quickly after the GFC, thanks to central banks pushing liquidity, inflation
remained stubbornly low. However, that has all changed very quickly and today’s
inflation levels vastly exceed those seen in the last 20 years – indeed for many countries
it’s necessary to look back to the 1970’s to find such elevated levels of inflation.
But can we learn from the monetary policy of the 1970s and 1980s to understand
central bank action today? Since 2008, a loose monetary policy has been implemented
through not only low rates, but also with unconventional easing measures such as
repurchase programmes. In providing this supportive environment, central banks had
one thing in mind: reaching their long-term inflation targets while sustaining growth.
This provided a boost for the economy, as well as for investors through significant asset
price inflation even during a period of weak consumer inflation.
Figure 1: Price to Book Ratio of MSCI World vs. Global Inflation Nowcaster
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Source: Unigestion, Bloomberg, monthly Price to Book ratio for MSCI World Index from 31.12.1998
to 31.05.2022.
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Key Points
1. With inflation at multi-decade
highs in several countries and with
no end in sight, stagflation has
become a real concern.

2. In an environment of high inflation
and low growth prospects, along
with restrictive monetary policies,
dispersion within the equity
market will increase, leading to
resilient returns in some area of
the equity market.
3. Our analysis shows that the Low
Risk style has a natural tendency
to outperform during such times
thanks to its higher exposure to
defensive sectors and to a
combination of the Value and
Quality factors.
4. By switching to a Low Risk
strategy in the current market
context, equity investors can
protect their portfolios against
downside risks and continue
generating longer-term
outperformance.
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Today’s inflation increase has been mainly driven by higher energy prices, which have
translated into higher input prices. These are damaging corporate profitability, forcing
companies to reduce investment and capex, while higher final prices are hitting
consumers even harder. While the amount of money needed to operate a company or
a household keeps on rising, what remains for non-vital investment or consumption is
shrinking. This has led to rapidly decreasing GDP numbers, turning negative for many
countries for the first time since the Covid crisis.
Central banks are now adopting a decidedly hawkish tone, showing their
determination to bring inflation back under control. They have confirmed their
willingness to fight the recent surge in inflation, with a series of rate hikes already
implemented by the Fed, the BOE and the BNS over the last few months, while the
ECB has also signalled its intention to soon start hiking. These more restrictive
monetary policy measures are also bringing tighter financial conditions for companies
and for households, which would dampen growth expectations in a high inflation
environment.

“Central banks are showing
their determination to bring
inflation back under control,
which will dampen growth
expectations in a high
inflation environment.”

Figures 2a and 2b: Unigestion Global Growth and Inflation Nowcasters
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Source: Unigestion, Bloomberg. Data as at 31.05.2022.
Reading notes: The Growth Nowcaster index is a real-time synthetic measure of economic growth. It is
computed as a proprietary normalised average of a broad spectrum of indicators spanning the different
domains of the economy (production, consumption, employment, investment). The Growth Nowcaster takes
positive or negative values. A reading above (resp. below) 0 of the Growth Nowcaster expresses that the
economy is growing at a higher (resp. lower) pace than the “normal” growth (also called potential growth).
The Inflation Nowcaster index is a real-time synthetic measure of inflation surprises. It is computed as a
proprietary normalised average of a broad spectrum of indicators spanning the different domains of the
economy (imported inflation, production costs and expected inflation). The Inflation Nowcaster takes
positive or negative values. A reading above (resp. below) 0 of the Inflation Nowcaster expresses that
inflation is growing at a higher (resp. lower) pace than expected.
For the definitions of inflation and growth regimes, see the footnote at the end of the paper.

Another tool in the monetary policy normalisation toolbelt is quantitative tightening,
which offers central banks a number of options to shrink the size of their balance
sheets. One way is to not reinvest the proceeds of maturing bonds the central bank
has in its portfolio. This is excatly what the Fed started in June.
All of these restrictive measures will lower money liquidity in the market, and are
expected to lead to lower bond prices. Therefore, although government bonds have
historically enjoyed safe haven status, the prospect of lower purchases (“demand”)
from central banks and higher interest rate expectations means their prospective
relative returns may be lower than expected in the past. Looking at equities in such an
environment, the dispersion of returns within the market is increasing and some areas
of the market will particularly suffer.

“Government bonds have
historically enjoyed safe
haven status, but the prospect
of lower demand and higher
interest rates means relative
returns may be lower than
expected in the past.”
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Figure 3: US Monetary Policy vs. S&P YoY Returns
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Source: Unigestion, Bloomberg. Data as at 27.05.2022.

The Leaders in a Stagflation Environment
In the context of higher inflation risk and lower growth prospects, corporate margins
come under pressure and impact profitability. But how do the different market sectors
fare in such a macroeconomic environment?
Figure 4: Average Relative Performance Over the Next 12 months of Sectors
(GICS2) of the MSCI World Index (USD) in Periods of High inflation Risk and
Medium to Lower Growth Prospects
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Source: Unigestion, Bloomberg. Data as at 31.05.2022.
Reading notes: Sectors using a global universe, as defined by Unigestion. High Inflation defined by a Global
Inflation Nowcaster above 0.3. Recession defined by a Global Growth Nowcaster below -0.3. Neutral Growth
defined as a Global Growth Nowcaster between -0.3 and 0.3.

During periods of high inflation risk, we see strong performance from defensive
sectors such as Health Care, Consumer Staples and Utilities, as illustrated in Figure 4.
The outperformance of these sectors arises from their inelastic demand to
consumption, inflation and growth shocks. An example may be in the provision of
public services (Health Care, Utilities) in a regulated monopoly where growth
prospects are less sensitive to GDP growth expectations. These sectors also benefit
from higher pricing power, as final consumer demand is less sensitive to higher
prices. Below, we take a closer look at each of these defensive sectors in turn.

“The outperformance of
defensive sectors during
periods of high inflation and
low growth stems from their
inelastic demand to
consumption, inflation and
growth shocks.”
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Consumer Staples
Although lower growth prospects imply lower consumption, the consumer staples
sector is less sensitive to the slowdown, as consumers continue to use basic supplies
such as Food & Staples and Household Products. Consumers might shift their
consumption from premium products to cheaper alternatives – potentially with lower
margins – but this does not result in a total demand destruction. Premium brands may
also be more easily able to pass on the price increase directly to consumers.
Health Care & Pharmaceuticals
Growth prospects for the Health Care sector are relatively less affected by a higher
inflation and lower growth environment, since they are more a result of a company’s
innovation. Research and development programmes often have long funding horizons
and may be subsidised by states. On the other hand, although the price of medication
and medical care may increase, the costs are passed through the health care system,
be it through the state or through health insurance. They are much less likely to be
passed onto customers.
Utilities
Utilities supply basic services such as electricity, gas and water. Often the sector
provides these public services in a highly regulated setting, with a strong intervention
of public institutions. We saw this recently, for example, in France, with the state
controlling the price of gas and subsidising it to keep final consumer prices as low as
possible. While economic activity may be lower, leading to shrinking demand, the
revenue impact can be smoothed by the regulatory mechanism.
The New “Defensive Sectors”: Telecommunication & Software
The increasing reliance of consumers and businesses on digital technology has led to
the emergence of a new class of defensive technology stocks. Across the technology
infrastructure spectrum – from telecoms through to hardware and enterprise
software – the economics of these industries increasingly reflect those of traditionally
defensive sectors. Their strong performance throughout the pandemic highlighted
this shift in economic sensitivity.
Referring back to our study in Figure 4, we already see some evidence of this in the
performance of Telecommunication Services companies during high inflation risk
periods. The potential caveat to this position is that many of these companies remain
in a high growth phase. While there is certainty in terms of near-term revenues, the
stocks remain valued on this future growth and so are subject to the volatility
associated with increased uncertainty.
What About the Other Regions?
While our study has been based on a global universe of companies, the superiority of
these defensive sectors in periods of higher inflation and lower growth is also applicable to
the European and emerging market universes. There are very few specificities in terms of
sector hierarchy, especially concerning the Utility sector in Europe, which is more regulated
than in other regions. The sector benefits from higher state support in periods of high
inflation and lower growth – hence on average, these companies tend to better maintain
their margins in such periods and therefore outperform.

“The superiority of defensive
sectors in periods of higher
inflation and lower growth is
a global phenomenon,
applying everywhere.”
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Low Risk: The Defensive Play in a High Inflation Risk and Lower
Growth Environment
Figure 5: Average Factor Performance Over the Next 12 Months in High
Inflation Regimes With Lower to Medium Growth
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Source: Unigestion, Bloomberg. Data as at 31.05.2022.
Reading notes: Factors are defined using a global universe, as defined by Unigestion. High Inflation defined
by a Global Inflation Nowcaster above 0.3. Recession define by a Global Growth Nowcaster below -0.3.
Neutral Growth defined as Global Growth Nowcaster between -0.3 and 0.3.

So Why Does the Low Risk Style Perform Well During These Times?
In short, the Low Risk style is invested in well-capitalised defensive stocks. It is more
heavily exposed to sectors such as Consumer Staples, Health Care and Utilities – and
as we have already seen, these sectors tend to outperform during periods of high
inflation and low growth. The stability of their revenue streams allows them to continue
their business and to maintain earnings in line with long-term expectations, despite
downward pressure on margins. With fears of stagflation currently at the forefront of
investors’ minds, we can expect these areas of the market to continue to thrive.

“The Low Risk style is
invested in well-capitalised
companies in defensive
sectors – areas that tend to
outperform during periods of
high inflation and low
growth.”

Balancing Factor Exposures
Higher inflation is a source of uncertainty for future corporate earnings: its size, timing
and the extent to which companies may pass through cost increases to the
consumer. Under classical models of equity pricing, this uncertainty should be
reflected as a ‘discount’ on the value of those future earnings. When the discount
increases, the current value of an equity should fall.
In order to maintain stable equity values, it is then important to have stable future
earnings in the face of inflation. As illustrated in Figure 5, we see evidence of three
factors that perform well during periods of moderate inflation: Low Risk, Quality and
Value. There are reasonable economic intuitions why this might be the case.
Traditional Quality definitions tend to focus on profitability – and we see this driving
returns during periods of low inflation. We prefer to enhance this metric with
measures of balance sheet stability. The result is a factor that shows good
performance across inflation regimes – with this stability rewarded during periods of
higher inflation.
Value stocks are typically associated with lower growth rates and consequently less
uncertainty about the scale of their future earnings. However, their low valuations may
also reveal business model risks in the near term. During episodes of moderate
inflation, we see strong performance while periods of very high inflation lead to a
greater focus on business model risks.
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Low Risk proves to be a powerful combination of these two factors. By combining
with a focus on price stability, there is an implicit filter to prefer Quality stocks with
stable return streams (and not just high recent profitability) and Value stocks whose
business models are less exposed to imminent threats (the so-called ‘Value traps’).
A Low Risk Equity Strategy in a Stagflationary Environment
Investors have several ways to protect their portfolio against the prospect of higher
inflation and lower growth. Although de-risking the portfolio with a reallocation to
bonds seems to be a good strategy, the prospective returns of bonds are lowered
when central banks are taking the rates-hiking path. Reallocating within the equity
bucket to a Low Risk strategy allows investors to maintain their equity asset
allocation, while de-risking their portfolio.

“Reallocating within the
equity bucket to a Low Risk
strategy allows investors to
maintain their equity asset
allocation, while de-risking
their portfolio.”

We see defensive sectors outperforming in periods of high inflation risk and lower
growth prospects. Further, factors such as Quality and Low Risk see favourable
returns. In such a macroeconomic environment, the bias of the Low Risk strategy
towards these sectors (see Figure 4) and these styles (see Figure 5), leads the strategy
to outperform the market-cap weighted index. We can see this historically in Figure 6,
where the performance peaks and troughs of the strategy correlate with the peaks and
troughs in global inflation risk. Outperformance increases as macroeconomic stresses
arrive in the shape of higher inflation and lower growth prospects.
Figure 6: Next 12 Months Performance of Unigestion’s Global Equity Strategy
vs. the Benchmark in Periods of High Inflation (shaded areas)
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Source: Bloomberg, Unigestion. Data from 31.12.1999 to 30.04.2022.

Conclusion
Against a backdrop of high inflation and declining growth prospects, global Low Risk
stocks have historically shown strong resilience, driven by the inelasticity of demand
in defensive sectors to inflation and growth shocks. The characteristics of Quality and
Value are enhanced by the combination with Low Risk in this macroeconomic
scenario, maintaining a strong visibility on equity fundamentals.
With global economies experiencing such conditions once again, these strategies
should be favoured in order to protect equity portfolios against downside risks and to
help continue generating the longer-term outperformance.
Inflation and Growth Regimes:
Defined according to the level of the Unigestion Nowcaster from 31.12.1999 to 31.05.2022. The inflation,
respective growth, regime is high when the Nowcaster is above 0.3, the regime is considered medium
when the level of the Nowcaster is between -0.3 and 0.3, the regime is considered low when the
Nowcaster is below -0.3. Nine regimes are therefore defined: a) High inflation risk with low, medium and
high growth prospects; b) Medium inflation risk with low, medium and high growth prospects; and c) Low
inflation risk with low, medium and high growth prospects.
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Important Information
Past performance is no guide to the future, the value of investments, and the income from them change frequently, may fall as well as rise, there
is no guarantee that your initial investment will be returned. This document has been prepared for your information only and must not be
distributed, published, reproduced or disclosed by recipients to any other person. It is neither directed to, nor intended for distribution or use by,
any person or entity who is a citizen or resident of, or domiciled or located in, any locality, state, country or jurisdictio n where such distribution,
publication, availability or use would be contrary to law or regulation.
This is a promotional statement of our investment philosophy and services only in relation to the subject matter of this pres entation. It
constitutes neither investment advice nor recommendation. This document represents no offer, solicitation or suggestion of suitability to
subscribe in the investment vehicles to which it refers. Any such offer to sell or solicitation of an offer to purchase shall be made only by formal
offering documents, which include, among others, a confidential offering memorandum, limited partnership agreement (if applicable), investment
management agreement (if applicable), operating agreement (if applicable), and related subscription documents (if applicable). Please contact
your professional adviser/consultant before making an investment decision.
Where possible we aim to disclose the material risks pertinent to this document, and as such these should be noted on the ind ividual document
pages. The views expressed in this document do not purport to be a complete description of the securities, markets and developments referred
to in it. Reference to specific securities should not be considered a recommendation to buy or sell. Unigestion maintains the right to delete or
modify information without prior notice. Unigestion has the ability in its sole discretion to change the strategies described herein.
Investors shall conduct their own analysis of the risks (including any legal, regulatory, tax or other consequences) associated with an investment
and should seek independent professional advice. Some of the investment strategies described or alluded to herein may be construed as high
risk and not readily realisable investments, which may experience substantial and sudden losses including total loss of inves tment. These are not
suitable for all types of investors.
To the extent that this report contains statements about the future, such statements are forward-looking and subject to a number of risks and
uncertainties, including, but not limited to, the impact of competitive products, market acceptance risks and other risks. Actual results could
differ materially from those in the forward-looking statements. As such, forward looking statements should not be relied upon for future returns.
Targeted returns reflect subjective determinations by Unigestion based on a variety of factors, including, among others, internal modeling,
investment strategy, prior performance of similar products (if any), volatility measures, risk tolerance and market conditions. Targeted returns are
not intended to be actual performance and should not be relied upon as an indication of actual or future performance.
No separate verification has been made as to the accuracy or completeness of the information herein. Data and graphical infor mation herein are
for information only and may have been derived from third party sources. Unigestion takes reasonable steps to verify, but does not guarantee,
the accuracy and completeness of information from third party sources. As a result, no representation or warranty, expressed or implied, is or will
be made by Unigestion in this respect and no responsibility or liability is or will be accepted. All information provided here is subject to change
without notice. It should only be considered current as of the date of publication without regard to the date on which you may access the
information. Rates of exchange may cause the value of investments to go up or down. An investment with Unigestion, like all investments,
contains risks, including total loss for the investor.
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UNITED KINGDOM
This material is disseminated in the United Kingdom by Unigestion (UK) Ltd., which is authorized and regulated by the Financial Conduct
Authority ("FCA"). This information is intended only for professional clients and eligible counterparties, as defined in MiFID directive and has
therefore not been adapted to retail clients.
UNITED STATES
This material is disseminated in the United States by Unigestion (UK) Ltd., which is registered as an investment adviser with the United States
Securities and Exchange Commission (“SEC”). All inquiries from investors present in the United States should be directed to
clients@unigestion.com at Unigestion (UK) Ltd. This information is intended only for institutional clients and qualif ied purchasers as defined by
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Authority ("FINMA").
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