
Efforts underway to resolve them 
will favour quality companies.

So far 2022 has been unusual for the number 
and magnitude of events that have taken place. 
The shifting to the endemic stage of the first 
pandemic in a century, the largest invasion 
in Europe since World War II, and the first 
75-basis-point increase in the US policy interest 
rate since 1994 are just three of significance. 
Layering on to that is an escalating climate 
crisis and inflation at highs not seen in decades. 
Many of the issues are inter-related, the result 
of significant imbalances in supply and demand 
across many markets. These are difficult 
times for investors across asset classes, as 
governments and central banks attempt to 
reach a steadier path.  

What is driving share prices and how do 
we protect wealth during such times? We 
outline what we believe are the issues of most 
significance to the global economic outlook 
and to global equity returns.

Let’s start with inflation. US inflation is hovering 
around four-decade highs and is unlikely to 
slow sharply any time soon. European and 
Australian inflation, among others, are too 
at unusual highs. The excesses of fiscal and 
monetary policies implemented to deal with 
forced economic shutdowns to save lives 
during the pandemic have fuelled huge demand 
for goods and, more recently, services. Those 
same shutdowns also led to significant lost 
supply, and supply-chain disruptions. Add in a 
war in Europe, which led to sanctions and loss 
of access to commodities, especially energy, 
and supply disruptions have been exacerbated. 
Further fuel to the inflation-inducing 
imbalances comes from the climate crisis. 
Bushfires, droughts, floods, rising sea levels, 

water shortages et al are causing widespread 
destruction in cities and to productive land. 
The cost is not just lives lost, but a persistent 
rebuilding that strains resources and more 
disruption to food supplies.

When you stimulate demand with close-to-
free money but have limitations on supply, 
prices will soar. History shows out-of-control 
inflation damages livelihoods and so there is 
an ‘unconditional’ approach to reduce inflation 
to acceptable levels. To do this, most major 
central banks are tightening monetary policies 
by raising interest rates and reducing financial 
liquidity via quantitative tightening. Central 
banks are moving away from stimulatory levels 
set during the pandemic that with hindsight 
were too loose because they transferred huge 
sums to consumers and created excessive 
demand. The problem is that monetary 
policy cannot easily quell inflation driven by 
impediments to supply; its effect will be to 
reduce demand. Today’s inflation is driven by 
both. The risk in attempting to slow inflation 
with a tool that only reduces demand-led price 
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“ Further fuel to the 
inflation-inducing 
imbalances comes 
from the climate crisis.” 
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increases is that rates might be increased to 
a level that triggers a recession.

Signs have already emerged that tighter 
monetary policies in the major economies 
(except Japan) are dampening demand as 
intended, but they are yet to slow inflation. 
The difficulty surrounding monetary policy 
is that tightening of financial conditions will 
invariably hurt economic growth but calibrating 
this is imprecise. Central bankers are seeking 
to engineer a gentle slowing in growth – a 
‘soft landing’ – while taming inflation. Given 
the mandate central banks have, it is almost 
impossible not to expect inflation to be brought 
down to acceptable levels, let’s say low single 
digits. But we do not expect this to happen 
quickly even in the absence of further shocks 
(such as more sanctions against Russia, 
supply cuts of energy in Europe, or sustained 
lockdowns in China with its zero-covid policy). 

This brings us to the ultimate question for 
investors. How bad will the demand destruction 
need to be for this to be achieved? Does it mean 
a gentle economic slowing with a few low- or 
no-growth quarters; or does it require a sizeable 
recession in all or many major economies to 
kill off inflation? For now, with inflation still 
accelerating, the risks of a bleak outcome 
remain large. While the extent to which growth 
slows is debatable, we know from history that 
slower (or negative) growth leads to conflict 
over resources. Eurozone members are bound 
to fight over how high interest rates should go 
(Germany high versus Italy stay low). Creditor 
nations are likely to argue with debtor nations 
over income transfers needed to support 
economies in any downturn. They are likely to 
clash over any program the European Central 
Bank devises to help hold down bond yields 
of key indebted nations (Germany not needed, 

Italy yes please). European harmony and 
collaboration are likely to be tested yet again.

Emerging countries as well as China are hurt 
by higher US interest rates as a stronger US 
dollar makes it more costly to meet US-dollar-
denominated debt repayments. On top of 
that, emerging countries face their separate 
challenges. China’s pursuit of a zero-covid 
policy and resulting lockdowns, as well 
as a struggling housing sector that is the 
store of wealth for many Chinese, mean the 
government must add economic support via 
looser monetary and fiscal policies. While we 
expect Beijing will stimulate its economy in a 
restrained manner and note some encouraging 
Chinese vaccine developments, we see China’s 
economic and political risk as elevated as 
President Xi Jinping seeks to cement his grip 
on power. 

So, how do we navigate the uncertain and 
unbalanced world to protect capital? We 
remain focused on investing in only high-quality 
companies that can cope with the challenges 
the world faces. We are seeking companies that 
we expect to be resilient during the tightening of 
financial conditions and those that can benefit 
from such conditions. This means companies 
that are protected from rising and high inflation 
or indeed can benefit from high prices. In terms 
of the portfolio, a world of rising interest rates 
has prompted us to scale back our holdings of 
energy utilities that had risen on their bond-
proxy allure when rates were low. We avoid 
growth (but not cash-generating) companies 
that are susceptible as valuations are deflated 
by higher discount rates and we exited those 
similarly vulnerable due to low cash generation 
now. Our concerns about China prompted us 
to exit Chinese-domiciled stocks. We added 
banks that are likely to enjoy higher margins as 
interest rates return to more normal levels. We 
have added high-quality defensive companies 
with pricing power and minimal commodity and 
labour-related cost pressures.

The second issue likely to determine the fate 
of economies and investment markets is that 
inequality seems to be reaching its political 
limits. A pushback against inequality has driven 
many policy changes of late in countries from 
China to the US that act against investment 
returns. In the US, for example, the backlash 
against inequality has led to higher minimum 
wages, the rising influence of business-
unfriendly progressives within the ruling 
Democratic Party, instructions for the Federal 
Reserve to take account of people on lower 
income and minorities when conducting 

“ With inflation still 
accelerating, the 
risks of a bleak 
outcome remain 
large.”



THE WORLD CONFRONTS AN UNUSUAL NUMBER OF DIFFICULTIES 3

monetary policy, and more onus on companies 
to justify their social licence (a bigger risk in 
the age of smart phones and social media). 
Beijing’s drive to improve ‘common prosperity’ 
by eliminating poverty and social inequality is 
another example. The risk for equity investors is 
that any lowering of the corporate profit share 
of national income will weigh on overall equity 
returns. Rising social-licence risks contributed 
to our decision to reduce our holding in Meta 
Platforms (formerly Facebook).

The third issue confounding the economic 
outlook and financial markets is that geopolitics 
has become more unstable. Russia’s invasion 
of Ukraine in February is a pivotal event 
because it is fanning a decoupling of the West 
and its competitors (foremost China) due to 
concerns about national, health, economic and 
energy security. The invasion is likely to cause 
rifts in Europe’s ‘security architecture’ because 
countries nearer to Russia are seeking to help 
Kyiv while Western Europe is more aware of the 
economic costs of doing so. The risk now is 
that Europe will trigger a downturn to break its 
reliance on Russian energy. This could herald 
another financial crisis as threatening as the 
one from 2008 to 2012 – another risk spurring 
our caution on Europe.

Among the last things Europe or elsewhere 
needs is another energy upheaval. But the world 
intends to pivot from Russian hydrocarbons 
towards Gulf energy sources. The risk is that 
global economic security could be used as a 
bargaining chip in Iran’s nuclear negotiations or 
become a vulnerability for the West if Iran were 
to retaliate to any attack.

In Asia, Taiwan remains a flashpoint. Economic 
interdependence and nuclear weapons reduce 
the likelihood of a Chinese invasion of what 
Beijing regards as a renegade province. But 
economic cooperation is being eroded by the 
decoupling of China and the West. Expect 
standoffs or ‘incidents’ involving Taiwan. But 
as Russia’s invasion of Ukraine showed, large 
military deployments take time to organise and 
can be observed. A lack of surprise could deter 
a Chinese invasion. 

The investment implication of heightened 
geopolitical risks is that benefits of 
globalisation are reduced. That means slower 
economic growth and stalled increases in 
living standards. Unhappy voters reinforce the 
risks around inequality because people might 
support populists promising to redistribute 
income and wealth to the masses. Some 
companies might be caught up in such 
political developments.

The fourth issue holding sway over economies 
and investment markets is the energy transition 
to renewables and to electrification. This is of 
paramount importance to us as citizens as well 
as for our fiduciary responsibility as we aim to 
strengthen our portfolio returns by analysing 
the implication of the changes needed. Much 
is yet to happen, and government policy, 
regulatory frameworks, reporting requirements 
and corporate strategies are in flux as the world 
navigates its way to Net Zero. Implications 
will be far-reaching and will present outsized 
opportunities and outsized risks as new 
economic models and new technologies arise. 
Huge addressable markets will be created and 
destroyed and vast sums of capital will be spent 
to find solutions to our deteriorating climate. 
So we are enhancing our understanding of the 
changing competitive landscape, and return 
prospects of companies exposed.

What then is the central economic case 
stemming from tightening monetary policy, 
fiscal contraction, efforts to address inequality, 
ongoing global political tensions and steps 
to mitigate climate change? The global and 
US economies are already slowing quickly, 
asset prices (equities, bonds, property) are 
either deflated or no longer rising, while price 
inflation is remaining doggedly high. But herein 
lies the silver lining. As demand destruction 
continues, technology and innovation deliver 
productivity, labour markets benefit from 
renewed international flows and some other 
supply disruptions unlock, we believe there 
is a good prospect that inflation drops back 
to 3% or so. Signs of this will add confidence 
back to financial markets and companies. 
Whether it happens quickly enough to allow 
major economies to avoid recession remains 
difficult to gauge. Even with the engineering 
of conditions by central banks today, the cycle 
lives on.

“ The investment 
implication 
of heightened 
geopolitical risks 
is that benefits 
of globalisation 
are reduced.”
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THIS TOO SHALL PASSTHIS TOO SHALL PASS
What might this central economic case mean 
for global share markets? Equity markets 
have declined from record highs in January 
because investors have brought forward their 
expectations of when, and increased their 
assessment of at what height, central banks’ 
policy rates will peak.

Assuming no more shocks, the dominant 
driver of equity market returns is likely shifting 
from interest rates to earnings; in particular, 
downgrades to earnings expectations. This 
is a natural sequence when higher rates 
slow economies. 

Earnings estimates for S&P 500 countries 
have been resilient so far this calendar year 
with this number especially buoyed by the 
booming energy sector and any company 
benefiting from rising commodity prices. 
European earnings could be susceptible to 
downgrades; Chinese earnings expectations 
have already been downgraded. We expect 
more downward pressure on earnings outlooks 
through the balance of this year as companies 
review guidance. Broad capitulation of negative 
earnings revisions is normally a prerequisite for 
a bottoming in equity markets.

As such, the global portfolio is holding a cash 
level moderately higher than usual. We will 
seek to use this money to buy high-quality 
companies at great prices as we navigate the 
volatility induced by the uncertain backdrop. We 
remain confident that the portfolio is positioned 
to benefit from longer-term investment 
thematics and secular growth tailwinds to 
above-GDP growth in many segments of 
industry. These include digitalisation trends 
across our lives – in payments, in enterprise 
processes, in advertising, entertaining and retail 
spending – as well as the energy transition 
and electrification and rising usage of data 
analytics via increased computation speeds. 
We are working to ensure our investors benefit 
from today’s inflationary pulse and the return 
to more-normal social engagement and 
community activity, including travel. 

While the visibility of daily share prices makes 
volatility appear risky and uncomfortable, 
proper due diligence and concentrated 
investment in high-conviction opportunities are 
the ways we take advantage of the opportunity 
this brings for strong future returns. We do 
not invest in overtly risky market segments 
such as unprofitable emerging companies or 
commodity-linked companies. 

This quality-focused portfolio, aligned to the 
opportunities presented by the macroeconomic 
backdrop, has generally stood the strategy 
and our clients in good stead. We will persist 
with the robust process behind our absolute-
return, lower-risk objectives and we remain 
focused on seeking to deliver outstanding 
performance over the economic cycle to you, 
our valued clients. 

“ The dominant 
driver of equity 
market returns 
is likely shifting 
from interest rates 
to earnings.”
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Nikki Thomas has returned to Magellan as Global Portfolio 
Manager at a crucial juncture for global shares. She joined Arvid 
Streimann, Head of Macro and co-Portfolio Manager of the Global 
Equity Strategy, to talk to Head of Strategy, Asset Management, 
Matthew Webb. They discussed how to identify opportunities for 
growth in a macroeconomic environment dominated by inflation 
and rising interest rates. 

with Nikki Thomas and Arvid Streimann 
““IN CONVERSATIONIN CONVERSATION””

Matthew: Nikki, you and Arvid have been 
working together closely on the portfolio for 
six months now. How has it been going?

Nikki: It’s wonderful being back at Magellan. 
Arvid and I worked together when I was Head 
of Research, and we have complementary skills. 
There has been good input from Arvid into 
the process to help with stock selection and 
consideration of macroeconomic issues. 

Arvid: Complementary is a great way to 
describe our relationship. Nikki has a significant 
amount of experience looking at stocks and 
markets and, while I’m a stock analyst at heart, 
I spend most of my time looking at risk and 
macro. Bringing those things together is really 
important – more so, given what’s been going 
on in the world right now.

Matthew: Have there been many changes to 
the investment team?

Nikki: The existing team is made up of about 
30 analysts who have been doing great work 
with Magellan for a long time and continue to 
engage in deep research that sits behind the 
Magellan philosophy and process. 

We’re engaging with them every day, digging 
through different stocks and issues confronting 
the markets right now. They’re supporting new 
and different ways to position properly for 
volatility across global markets. The experience 
of our investment team is a great asset for us.

Matthew: What about your experience with 
Magellan co-founder Hamish Douglass who 
has returned to the firm in a consultancy role?

Nikki: We’re looking forward to that – I think it’s 
a real win-win. He understands how Magellan 
invests and I’m looking forward to being able 
to tap into the mind behind the strategy to 
enhance our offering going forward. He’ll be 
a wonderful addition back into the team.

Matthew: Arvid, I’ll ask you a few questions 
about the macroeconomic environment and 
then we’ll turn to Nikki for the impact on the 
portfolio. The last 12 months have been a 
tale of two halves – the “growth at any price” 
mentality ended in December. But while 
markets overall have fallen, energy indices 
have rallied by 50%. Are energy companies 
going to be a good investment?

Arvid: It has certainly been an unusual year. 
When we look at companies, we have an 
intense focus on quality. For our strategy, 
pricing power is almost a prerequisite for a 
company to be considered a quality investment 
opportunity. That isn’t generally found in the 
energy industry.

Take the oil industry, for example. Generally, 
oil producers don’t have the pricing power that 
OPEC has. There are also many government 
restrictions and regulations that can limit 
pricing changes. Because of this, energy 
industry companies don’t have the level of 
quality that we look for. 
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Oil markets are a good example of the 
cyclicality of the industry. Oil prices are more 
than $100 a barrel now. Just two years ago, in 
some places oil prices were actually negative. 
You had to pay people to take oil off your hands. 

While energy industry returns are up almost 
50% in the last six months, it’s an aberration. 
Over the last 10 years, the sector has only 
generated returns of around 5% per year 
– including the 50% returns from the past 
six months. Looking to the future of energy 
prices, while they’re relatively high at the 
moment, I don’t think they’re going to continue 
to increase at this pace. When they level 
off, the energy sector is probably going to 
underperform the broader market. 

Matthew: How have quality companies 
performed in the bear market?

Arvid: Quality companies tend to be defensive, 
which means they provide reliable earning 
streams. They have low leverage and high 
returns on capital. So, it’s fairly unusual to 
see quality companies underperforming in 
a bear market. 

I think the biggest consideration about why has 
to do with higher interest rates. Growth-focused 
quality companies tend to have profits further 
into the future than most other companies. 
That means their valuations are more sensitive 
to higher interest rates, which have gone up 
significantly this year. While we still consider 
these quality companies, this mechanical link 
between interest rate hikes and valuation has 
dragged down the overall quality index.

The question now is, “where are interest rates 
going to go?” Looking at the 10-year bond yield 
in America, which is probably the key interest 
rate here, the Federal Reserve has already told 
people that it is going to raise rates to a level 
that is going to start constraining activity. If 
they did more than that, people in the bond 
market would say that growth is already going 
to be constrained. 

I think the chance of recession will go up even 
more if rates continue to increase. But as 
recession risk rises, yields on the 10-year bond 
may come down; think of it as an average of 
interest rates over the next decade.

The point is that it is getting harder for the 10-
year bond yield to go up materially from where 
it is right now. And so, the drag from higher 
rates on the performance of quality companies 
is unlikely to be as strong as it has been so far 
this year.

Matthew: How should investors think about 
geopolitical risks like the war between Russia 
and Ukraine and interest rate increases, as 
well as new considerations about inflation 
or stagflation?

Arvid: While there is a lot going on in the 
markets right now, there is a normal sequence 
of events that we’re seeing. The first step is 
higher inflation that causes the second step, 
which is central banks raising interest rates 
to keep inflation under control. This is when 
investor sentiment starts to weaken, which 
I think we’ve already seen. In the third step, 
higher interest rates start to do their work and 
reduce economic growth and profit growth. 
This is where I think we are right now as people 
are reducing their expectations. 

This slowing in growth is going to make it 
hard for bond yields to move higher. I think the 
market is going to perform in a very similar 
manner to the sequence I just described. In 
the first six months of the year, the rise in 
interest rates was the dominant reason why 
returns were negative. At this time investors 
were focused on what companies and sectors 
were most sensitive to interest rates. 

Looking forward, we’re expecting an 
environment with slowing economic and profit 
growth. I think investors are going to start 
focusing not on interest rate sensitivities but 
earning resiliency. The companies that will 
hold up the best in this environment are quality 
companies with defensive or more reliable 
earnings. While they have been hit in some 
places by higher interest rates, I think they’ll 
do a lot better in the future. 

If you can find a quality company that has a 
strong, long-run industry thematic, then you’ve 
got a real winner. They’re the type of companies 
that we’re looking for. 

“The chance of recession will go 
up even more if rates continue 
to increase.”

“The companies that will 
hold up the best in this 
environment are quality 
companies with defensive 
or more reliable earnings.”
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Matthew: Nikki, how are you incorporating 
these broader macro trends in the portfolio? 

Nikki: Broadly speaking, we’re looking for the 
things that are working right now. We want to 
have pricing power. We want to have protection 
from inflation and, if we can get it, to be able to 
leverage inflation. That means we’re looking for 
companies that can make more money on the 
back of inflation. 

We want to stay with the high-quality options 
that Magellan is known for, finding businesses 
that we think will outgrow GDP year in, year out 
for the next decade. 

We’re confident in the companies that we have 
in our portfolio, which is very concentrated 
– it’s only ever 20-30 stocks. We have high 
representation from businesses like Visa and 
Mastercard, which are largely inflation protected 
and, in fact, leverage inflation.

Strong exposure to Microsoft and Alphabet – 
both with strong tailwinds around enterprise 
software, global digitalisation and digital 
advertising – provide a strong base. 

We’ve also leaned on reliable earnings 
generators like McDonald’s and Yum! Brands 
that clip the ticket on top-line sales that come 
from franchise operators. They don’t get the 
headwinds of commodity costs to the same 
degree as a typical restaurant chain. We believe 
these brands will perform well and will be 
resilient if we go into a period where economic 
growth is challenged. 

They’re the sort of companies that we’re looking 
for and leaning on in this difficult market. We’re 
starting to see some opportunities appear 
where the market’s oversold and we find brands 
that have strong tailwinds, in our opinion. We’re 
looking for opportunities like these in these 
difficult markets. 

Matthew: What are some of these new 
opportunities?

Nikki: Some of them are new and some are 
stocks that have been reintroduced to the 
portfolio that have history with Magellan. 
Stocks like Diageo, the world’s largest spirits 
manufacturer. It is very leveraged to the end of 
lockdowns and reopenings happening around 
the world. Its last results saw a 20% organic 
growth in its business; that’s an example of 
an economically resilient business that has 
extraordinary pricing power. 

Others may be new, like ASML, the leading 
supplier to the semiconductor industry. It’s 
probably the least-known monopoly in the 
world. When you think about the growth in 
semiconductors in this digitalised world – 
everything from your dishwasher and fridge 
to your phone and car are all connected – 
you need semiconductors for that. This is a 
business we had an opportunity to pick up 
and put into the portfolio.

Another one is Chipotle Mexican Grill, a high-
quality Mexican food chain with store roll-out 
opportunity giving it at least 8% to 10% per 
annum growth for the next decade due to an 
efficient operating model. Restaurant margins 
are very strong and returns on capital as they 
roll out these stores are extraordinarily good. 
It’s a classic Magellan-type of investment, but 
we’ve been able to start acquiring this at what 
we believe are bargain basement prices.

“We’re starting to see some 
opportunities appear where 
the market’s oversold.”

© 2022 MFG Asset Management



© 2022 MFG Asset Management

IMPORTANT INFORMATIONIMPORTANT INFORMATION

This material has been produced by Magellan Asset Management Limited trading as MFG Asset Management (‘MFG Asset 
Management’) and has been prepared for general information purposes only and must not be construed as investment 
advice or as an investment recommendation. This material does not take into account your investment objectives, financial 
situation or particular needs. This material does not constitute an offer or inducement to engage in an investment activity 
nor does it form part of any offer documentation, offer or invitation to purchase, sell or subscribe for interests in any type of 
investment product or service. You should read and consider any relevant offer documentation applicable to any investment 
product or service and consider obtaining professional investment advice tailored to your specific circumstances before 
making any investment decision. 

Past performance is not necessarily indicative of future results and no person guarantees the future performance of any 
financial product or service, the amount or timing of any return from it, that asset allocations will be met, that it will be able 
to implement its investment strategy or that its investment objectives will be achieved. This material may contain ‘forward-
looking statements’. Actual events or results or the actual performance of an MFG Asset Management financial product or 
service may differ materially from those reflected or contemplated in such forward-looking statements.

This material may include data, research and other information from third party sources. MFG Asset Management makes 
no guarantee that such information is accurate, complete or timely and does not provide any warranties regarding results 
obtained from its use. This information is subject to change at any time and no person has any responsibility to update 
any of the information provided in this material. No representation or warranty is made with respect to the accuracy or 
completeness of any of the information contained in this material. MFG Asset Management will not be responsible or liable 
for any losses arising from your use or reliance upon any part of the information contained in this material. Statements 
contained in this material that are not historical facts are based on current expectations, estimates, projections, opinions and 
beliefs of MFG Asset Management. Such statements involve known and unknown risks, uncertainties and other factors, and 
undue reliance should not be placed thereon. 

Further information regarding any benchmark referred to herein can be found at www.mfgam.com.au. Any third-party 
trademarks contained herein are the property of their respective owners and MFG Asset Management claims no ownership 
in, nor any affiliation with, such trademarks. Any third-party trademarks that appear in this material are used for information 
purposes and only to identify the company names or brands of their respective owners. No affiliation, sponsorship or 
endorsement should be inferred from the use of these trademarks. This material and the information contained within it 
may not be reproduced, or disclosed, in whole or in part, without the prior written consent of MFG Asset Management.

http://www.mfgam.com.au


Leon Panetta has had a remarkable career, having been US 
Secretary of Defense, Director of the CIA, White House Chief 
of Staff and a Congressman representing California. Secretary 
Panetta joined Portfolio Manager and Head of Macro Arvid 
Streimann to discuss some critical global issues. 

Leon Panetta, Former 
Secretary of Defense 
and CIA director

Q: There’s a lot going on in 
the world today. The rise of a 
superpower in China, the war 
between Russia and Ukraine, 
and increasing partisanship. 
How uncertain do you think 
the world is today? 

A: I think we’re looking at a world that is both 
very dangerous and at a pivotal moment that 
could tell us a great deal about what the future 
holds in the 21st century. 

In many ways, what happens in Ukraine 
will tell us a great deal about the future. 
I’ve never seen NATO more unified than it 
has been in confronting Russia and supporting 
Ukraine. If that combination of courage and 
bravery on the part of Ukrainians, plus the 
support of the United States and our allies 
– if that can come together and the result 
is a defeated or weakened Russian President 
Vladimir Putin and Russia, I think that will go 
out as a message to others like China, North 
Korea, Iran, and terrorists. 

I think it can also tell us a great deal about 
whether or not democracies can sustain 
themselves in a way that can really give them 
the ability to strengthen and develop in the 21st 
century – as opposed to autocracies. 

Q: That gives an interesting sense 
of perspective. In investing, we 
look at the world with uncertainty 
and say, “there’s a reason to be 
worried.” How worried are you 
about the conflict in Ukraine?

A: If you think about World War I, it set the 
power struggle for the 20th century. What 
ultimately happened was a failure of efforts 
to try to find peace in the world that led to 
World War II and the US confrontation with the 
Soviet Union. That table was set as the result 
of what happened in World War I. I look at the 
war in Ukraine as having that same impact 
in terms of setting the table for what happens 
in the 21st century. 

I see three potential outcomes now that we’re 
seeing a war of attrition develop. If it’s a long 
war of attrition, that may play into Putin’s 
hands because I think he’s trying to wear down 
the United States and our allies and Ukraine. 
The longer this war goes on, the more concern 
there is about the unity and whether you can 
really hold these countries together. So, I think 
probably the worst result would be a long war 
of attrition. 

The second possibility is a negotiated 
settlement of some kind. My concern is that 
this could have happened a long time ago if 
Putin wanted it to happen. I think he wants to 
gain more territory and more leverage. I think 
he’s concerned that unless they’re able to hit 
back, Russia somehow will lose face and be 
viewed as a loser. 

with Leon Panetta 
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The third is that it escalates and somebody 
makes the wrong kind of decision and 
suddenly we find Russia using either gas or 
chemical warfare or some kind of battlefield 
nuclear weapon. If that happens, one of the 
worst consequences is it could very well lead 
to World War III. 

My view is that the key right now is for the 
United States and our allies to maintain unity, 
maintain that dedication to supporting Ukraine. 
I think Ukraine President Volodymyr Zelensky 
is right, if he could bring this war to some 
kind of conclusion by the end of this year, 
then I think we could get a good result in the 
sense that Russia, no matter what they may 
maintain, will be viewed as having lost and 
Putin will have been weakened. 

Q: There are also questions as to 
Putin’s goals. I think the most 
common answer to that question 
is that he wants security for the 
Russian motherland – is that 
actually what he wants?

A: I have to go back to, as director of the CIA, 
the basic intelligence on Putin is that he’s KGB. 
That’s what his background is. That’s where 
he comes from. I think having been in the 
intelligence arena for a long time, he’s paranoid. 
He’s very suspicious of the United States. 
I think his principal goal is to undermine the 
United States as well as other democracies. 
He has a czarist approach to Russia, to regain 
lost territories and rebuild the empire of Russia 
as it was. 

If Ukraine can manage the capability of pushing 
the Russians back at a time when I think the 
Russian forces are depleted, then I think Putin 
has a very tough decision to make – does he 
face a total loss on the battlefield, or does he try 
to negotiate and at least gain some face in the 
end? The only way to get Putin there is through 
the use of effective force. 

CHINA RISE AS A SUPERPOWERCHINA RISE AS A SUPERPOWER

Q: The rise of China as an 
economic superpower comes 
from a consumer desire for 
cheaper goods. But it’s coming 
at a cost and we’re starting to see 
some fractures in the relationship 
between China and America. 
How do you see it panning out 
over time?

A: China is a strong economy and we’ve 
developed relationships in terms of trade. 
If you’re going to deal with Chinese President 
Xi Jinping, you’d better do it from strength, 
not from weakness. If Xi reads weakness 
on the part of the United States or our allies, 
then he’ll try to take advantage of it. That’s what 
he’s done to date. When the US pulled out of the 
Trans-Pacific Partnership (TPP), Xi immediately 
went into those countries and tried to take 
advantage of that. 

It’s important that the US has a strong alliance 
in the Pacific, both economically and in terms 
of security. The US, Australia, South Korea, Japan, 
India, the Quad, the ASEAN countries ought 
to come together in a strong alliance, similar 
to the way the US and NATO came together.

China will look at that alliance and realise that 
they don’t have much of a choice but to try to 
reach out if they want to maintain their economy 
and where they want to go in the future. 

I go back to conversations that I had 
with President Xi when I was Secretary of 
Defense. Normally in those meetings, both 
sides get their talking points out, say what 
they’re supposed to say, but it doesn’t really 
accomplish a hell of a lot. With Xi, there were 
no talking points. He basically sat down and 
was very frank and direct with me because 
we had just made the pivot to the Pacific 
in our defence policy and he raised concerns 
about that. He said, “What are you doing 
pivoting to the Pacific?” And I told him, “Look, 
we’re a Pacific power, just like you’re a Pacific 
power. And we have an interest in the Pacific, 
just like you have an interest in the Pacific and 
very frankly, there are areas where we could 
work together. Areas like dealing with North 
Korea and their problems. Like dealing with 
trade, dealing with disaster assistance. You’re 
a Pacific power, we’re a Pacific power, it would 
be much better if we were working together 
to do that.” And he reacted to that and said, 
basically, “You’re right. To a large extent, that 

“The key right now is for the 
United States and our allies 
to maintain unity.”
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would be a better path to peace and prosperity 
than having a confrontation.” 

I think that Xi is much more pragmatic about 
what steps need to be taken to ensure that 
China has a strong economy and moves 
forward in the future. I don’t think it requires 
a confrontation of some kind or a crisis in 
the way Russia did. You can offer China the 
opportunity to resolve some of these issues, 
whether it’s technology, space, cyber, or other 
areas where we have to have a dialogue and 
figure out where we’re going. 

At the same time, you have to make it very 
clear that China cannot advance their interest 
in the South China Sea, that they cannot show 
any kind of aggression towards Taiwan, that 
what happened in Hong Kong is unacceptable 
in terms of what happens in Taiwan. I really 
do think you could have a positive dialogue, but 
it has to be from strength, not from weakness. 

It makes sense for us in the Pacific to try 
to develop a strategy for how we can work 
together, to try to make sure that the islands 
and other areas in the Pacific know that if they 
really want to develop their economy, if they 
really want to develop their security, if they 
really want to develop their country, they are 
much better off working with us than working 
with China. 

GROWING PARTISANSHIPGROWING PARTISANSHIP

Q: When people talk about China, 
many say China’s foreign policy 
is an extension of its domestic 
policy. Maybe you could say 
that for other countries as well. 
Is the increase in US domestic 
partisanship a powerful influence 
on geopolitics?

A: It’s an important issue that can tell us a lot 
about whether or not the United States can 
be a world leader. To be a world leader, the US 
has to show that it can govern its democracy 
at home. 

If you want to look at threats to our national 
security, the biggest threat is the dysfunction in 
Washington. The partisanship and polarisation 
that often interferes with the ability of the 
country to come together to deal with major 
issues confronting our country. 

There are going to be challenges in a free 
society. There are going to be differences. 
But, ultimately a democracy has to be able 
to govern and deal with the major issues. 

There are signs that, despite polarisation and 
disruptions as a result of what happened on 
January 6th 2021, there is a willingness to work 
together. You’ve seen it on infrastructure, on 
Ukraine, on gun control. Political leaders were 
able to come together and compromise. 

It’s going to require leadership. In a democracy, 
we govern either by leadership or by crisis. 
If leadership is there and willing to take the 
risk associated with leadership – and make 
no mistake about it, whether in business or 
politics, if you’re going to lead, you’ve got to 
take risks. If you’re willing to take those risks, 
then I think we can contain crises in the future. 
If leadership is not there, then we’ll govern by 
crisis. And that’s when our democracy really 
weakens itself. The price you pay is the loss of 
the trust of the American people in our system 
of governing.

Ultimately, I have to place my trust in the 
American people that regardless of the politics, 
regardless of the loudmouths, regardless of 
the demagogues who often appear in politics, 
I think when you look at the country itself, 
whether it’s a red state or a blue state, there 
are common values that are represented. 
Having a good job. Raising a family. Educating 
kids, providing healthcare for themselves or 
their family. The rule of law. It’s ultimately those 
values that show up at election time and I see 
the American people willing to be the ultimate 
check in our democracy.

 

“To be a world leader, the US has 
to show that it can govern its 
democracy at home.”
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It’s the best way to force companies 
to change for the better.

An essential ingredient in the pantry of the long-
term environmental, social and governance, 
or ESG, investor is the ability and willingness 
to pragmatically engage with a company. 
Engaging with a company on material risks and 
opportunities can provide improvements that 
enhance value to stakeholders. Sometimes 
those outcomes can be quantified in monetary 
terms, but more frequently the outcomes are 
non-monetary but nonetheless important. 
Desired engagement outcomes, for instance, 
might be a reduction in the risk of political 
interference, enhanced brand perception 
among customers, or improved sustainability of 
the societies in which the company conducts its 
business. In our view, achieving such outcomes 
requires a pragmatic perspective from investors 
in recognition that companies operate in 
complex environments.

‘Engagement’ simply describes the process 
of conversing with a company with a view to 
influencing it to achieve specific outcomes. 
‘Conversing’ could be interacting with relevant 
board members, senior management, other 
officials of the company, or advisers to the 
company. The form of interactions span 
meetings through to formal letters. ’Specific 
outcomes’ refer to desired strategies or actions 
from the company; for example, climate-risk 
strategies or specific employee diversity goals.

Ultimately, an investor’s power to engage stems 
from voting rights that attach to their share 
ownership. These voting rights are exercised in 
the ’proxy voting’ process, which can result in 
significant change, including the appointment 
of new directors and auditors, and approval 
of specific proposals. Naturally, the size of 

an investor’s ownership in a company has 
a proportional impact on voting rights and, 
therefore, influence. Collaborating with other 
like-minded investors can help increase the 
pressure on a company for a specific outcome.

It’s worth noting some of the most non-ESG 
companies escape this type of engagement 
because ESG investors often have specific 
exclusion requirements from such businesses. 
Many (including us) choose not to invest 
in tobacco manufacturers. These sorts of 
exclusions are sensible because a tobacco 
manufacturer can’t help being other than a 
purveyor of tobacco products. No level of 
engagement would prompt them to stop 
selling packaged nicotine.

For many other types of business, ESG 
investors are happy with the products and 
services but seek to engage for changes that 
enhance opportunities and reduce risks. Most, 
say, are content with the business of supplying 
electricity to homes and businesses; however, 
sometimes concerns arise that some of these 
businesses are not properly planning for 
decarbonisation and climate-related risks. 

Dom Giuliano,  
Deputy CIO, Head of 
ESG and Portfolio 
Manager 

“ Collaborating with other 
like-minded investors can 
help increase the pressure 
on a company.”
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In these instances, we believe it rational for 
investors to invest in these businesses and 
then seek to engage for specific outcomes 
that improve management of climate-related 
risks. These investors have the voting power 
to agitate for improvements and then reap the 
longer-term rewards of those improvements. 
Merely divesting those businesses results in 
no voice with which to engage a company to 
improve their practices. In these instances, no 
investment means no impact.

This perspective, however, does not obviate 
the rational investment decision to divest 
a company that chooses not to engage on 
material risks, or pretends to engage but doesn’t 
make genuine changes, which may then expose 
the longer-term investor to significant risks.

The explosion of interest in ‘sustainability’ and 
‘ESG’ considerations in investing has led to 
a growing number of shareholder proposals 
being submitted for voting at annual general 
meetings.1 Yet many of these shareholder 
proposals are immaterial to the company, 
relate to issues already being managed, or are 
even detrimental to the interests of long-term 
shareholders. Indeed, this year’s proxy voting 
season (April to June, mostly for US and 

1 “A shareholder proposal is a recommendation or requirement that a company or its board of directors take a 
particular action, which is submitted by a shareholder for consideration at a meeting of the company’s shareholders.” 
– Thomson Reuters

European companies) has seen the number 
of shareholder proposals increase by 40% 
from 2021 for the companies that we vote 
upon (those stocks we manage on behalf of 
our clients).

We assess each of these proposals on behalf 
of our investors. We do not outsource this 
important responsibility. For each proposal, we 
assess whether the issue at hand is material 
to the company, or perhaps to the company’s 
industry, and whether the company is already 
managing the issue appropriately. If the 
proposal has merit, we will generally vote for it, 
while opening a conversation with the company 
about the issue to express our perspectives and 
what a desirable outcome might look like. In our 
assessment of materiality, we do consider how 
much time and effort is involved in meeting the 
demands of the proposal and the likely degree 
of management, or board, distraction involved. 
Managements should be busy creating value 
for long-term investors and not be distracted by 
immaterial matters.

In conclusion, our engagement goal is to 
recognise our stewardship responsibilities of 
being custodians of our investors’ capital over 
the long term. This recognition steers us to 
engagement that improves the management of 
material risks and opportunities of our investee 
companies, and not merely box-tick issues 
that are topical but not material to a company. 
Properly doing this requires thoughtful and 
pragmatic consideration of complexities 
companies and societies face.

“ Our engagement 
goal is to recognise 
our stewardship 
responsibilities of 
being custodians 
of our investors’ 
capital over the 
long term.”
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‘Geoeconomics’ is fanning an inward 
turn that produces some winners but 
mostly losers.

Tennis staged its first ‘open’ tournament in 
1968, when the British Hard Courts were 
staged at Bournemouth. The open tag meant 
professionals were welcome to play in national 
tournaments including Grand Slams, which until 
then were restricted to amateurs. For more than 
five decades, prestigious tennis tournaments 
welcomed players from any country. 1 

No more. This year’s Wimbledon has banned 
players from Belarus and Russia. Their offence? 
Russia attacked Ukraine, and Belarus was a 
base for some of the Russian invaders. While 
no one will call it the Wimbledon Almost-
Open, the fracturing in the global nature of 
sport competitions reminds how the era 
of hyperglobalisation is over. Hindering the 
movement across borders of commodities, 
components, culture, goods, ideas, money, 
people and services appears an irreversible 
trend for the foreseeable future.

The most recent impetus is that war between 
Russia and Ukraine has elevated a strategy 
known as geoeconomics, 2 when economic and 
financial tools are used to promote national 
political goals. About 30 Western countries 
are choking Russia with the most draconian 
financial sanctions and export controls ever 
imposed on a leading power. The freezing of 
half of Russia’s foreign-exchange reserves is 
such a breach of trust and property rights it 
portends an unfixable tear in the US-dollar-
dominated global financial system. 3 As too 
are moves to cut Russian commercial banks 
from the US (SWIFT) payments system and to 
confiscate the assets of Russian individuals 
connected to power. Europe’s move away from 

Russian hydrocarbons shows how free trade 
only happens when the world feels secure.

The pandemic was the previous setback to 
globalisation because it showed that producing 
essential goods far away from where they 
are needed is too risky, no matter the cost 
savings from cheap labour. Washington 
has no intention, for instance, of allowing 
China to remain the source of 50% of US 
penicillin imports. 4 

An initial impediment in advanced countries 
for the globalisation that occurred from the 
1980s was the cultural pushback against the 
loss of local political accountability, and the 
political reaction from those who lost jobs as 
manufacturing shifted abroad. The winners 
were the billion-plus people in emerging 
countries who soared out of poverty. 5 These 
countries, foremost China, expanded in political 
muscle. Beijing’s flexing, often in norm-breaking 
ways (Hong Kong, for example) counts as 
another blow to globalisation because it 
provoked fear, mistrust and retaliation.

The post-hyperglobalisation era too will come 
with winners and losers and economic and 
political consequences. Winners will include 
emerging countries close to, and friendly with, 
Western powers. Countries such as Mexico 
stand to gain from any ‘near-shoring’, or 

Michael Collins 
Investment Specialist 

“ The era of 
hyperglobalisation is over.”

is morphing into something less
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‘regionalisation’, of production. 6 US allies stand 
to gain from “friend-shoring”, as US Treasury 
Secretary Janet Yellen described strengthening 
links among countries that (mostly) share 
liberal values. 7 An example is the new US-led 
Asia Pacific Economic Framework that groups 
13 (anti-China) allies. 8 Other victors will include 
Western businesses producing essential items 
deserving of tariffs and subsidies. Unworthy 
winners will be companies of lesser offerings 
that are talented at ‘rent seeking’. This term 
describes when businesses manipulate 
policymakers to boost their profits. Losers will 
include emerging countries that missed out on 
investment that would have created local jobs 
and wealth. A notable loser might be China as 
it becomes more estranged from the West, 
even if Western adversaries enjoy cheaper 
commodities and energy from Russia. 9  

Other also-rans will be multinationals that seek 
customers across the globe and companies 
that were prepared to have production 
arrangements that spanned the world. The 
‘splinternet’ will be starker as governments 
block access, protect local data and toughen 
cybersecurity. For consumers, production 
‘misallocated’ to higher-cost locations, steeper 
tariffs and rent seeking (price gouging) spell 
lower living standards. 

The economic consequences of 
‘slowbalisation’ 10 are faster inflation (at least 
initially) and slower growth. 11 Emerging 
countries will miss out on know-how and an 
opportunity to build wealth through exporting. 
Barriers preventing investment in emerging 
countries, however, could give workers in 
advanced countries greater bargaining power. 
As the global pool of labour deglobalises, 
Western workers might achieve a greater share 
of national incomes, which after four decades 
of hyperglobalisation fell to record lows. 12

While inequality might decline, there might 
be less wealth to fight over because profits 
might be lower in a more-fenced world. 

Returns on capital might be reduced because 
protectionism will inhibit economies of scale. 
Companies will carry larger inventories as 
just-in-time production has proved vulnerable 
to transport delays and much else. Reduced 
profits spell lower corporate tax takes.

Hindered capital flows suggest investors might 
have to stomach lower returns. Governments, 
especially in the emerging world, might need to 
pay higher interest rates to woo bond investors. 
Slowing economies would make it harder for 
governments to trim debt-to-GDP ratios. If less 
competition leads to less innovation, reduced 
productivity would mean lower living standards 
and reduced long-term investment returns.

Politically the world is likely to split into “distinct 
economic blocs with different ideologies, 
political systems, technology standards, 
cross-border payment and trade systems and 
reserve currencies”, as IMF Chief Economist 
Pierre-Oliver Gourinchas, sees it. 13 One US-led 
group will favour a rules-based order among 
themselves. The other China-led bunch will 
group authoritarian countries extolling a 
power-based world and possibly democracies 
such as India, Indonesia and South Africa 
that hang back from a rules-based global 
system. The Chinese-US “lose-lose tech war” 14 
will create a schism across tech platforms 
and ‘data sovereignty’, 15 and will mean less 
innovation. The IMF estimates that ‘technology 
fragmentation’ will cost smaller countries that 
straddle multiple tech hubs 5% of their GDP. 16

A split world means less international 
cooperation on global challenges such as 
climate change, pandemic responses and 
resolving food shortages. In any emergency, 
which grouping could save a crisis-hit G-zero 
world, as the G-20 did in 2008 by standardising 
the response? 17 Not the WTO. 18 Nor a 
hyperpolarised US. In a fragmenting world, 
more military spending might be required, 
which ties up resources (though often spurs 
innovation). In emerging countries, hunger and 
lower living standards might lead to uprisings 
and defaults.

Within countries, globalists will battle patriots 
for political power. One destabilising by-
product of stronger national identity politics is 
that it tends to fan secessionist movements, 
especially when nationalities absorbed into 
countries such as the Catalonians in Spain have 
such distinctive identities. 

What might remain the same? The US currency 
is bound to stay the world’s reserve currency 
because it lacks a credible rival, even as US 
opponents seek alternatives.

To be determined? The cleverness of 
policymakers. The West would best avoid 

“ The economic 
consequences of 
‘slowbalisation’ 
are faster inflation 
(at least initially) 
and slower growth.”
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a permanent stand-off against a rival bloc, 
in what would be ‘the clash of civilisations’ 
that Samuel Huntington warned of in 1996. 19 
Advanced countries, through an empowered 
IMF, might need to rejig the international 
financial system for a multipolar world to 
better support emerging countries. 20 But 
even if policymakers prove sound, the era of 
inefficient globalisation heralds a poorer future 
than otherwise. Perhaps people might feel 
more secure.

Now for the qualifications. Globalisation 
always proceeded at different speeds and 
security considerations were never ignored. 21 
Globalisation is so layered it’s hard to generalise 
about its direction or pace. It’s debatable 
too whether the end of hyperglobalisation 
is a form of deglobalisation or another type 
of globalisation. More the latter because 
trade flows are exceeding IMF pre-pandemic 
forecasts, 22 China-US trade reached a record 
in 2021, 23 and authoritarian governments 
still apply export-led economic models. Note 
too that any retreat from the recent pace of 
globalisation has natural limits, as does the 
China-US split. Too much is intertwined and too 
many vested interests favour the status quo. 
Short of China invading Taiwan, the West would 
be reluctant to incur the costs of suddenly 
isolating China, while Beijing has an interest in 
preserving, rather than snapping, ties with the 
US. The internet might make people feel they 
are as tied to a globalised world as before.

People and businesses will be connected but 
not like they were. Their state of mind has 
turned away from the hyperglobalisation that, 
for all its drawbacks, enriched the world. A 
more-stunted form of globalisation points 
to less prosperous times. Even winning 
Wimbledon will be tainted.

CEMENTED STATUSCEMENTED STATUS
The Asian financial crisis of 1997-1998 
contained lessons for the region. One was the 
need to assemble foreign-exchange reserves to 
protect currencies against adverse capital flows 
if need be. By 2014, China’s symbol of success 
was that it had amassed a record US$4.0 
trillion of foreign reserves, the bulk in US-dollar-
denominated securities. 24

By all reports, China was stunned earlier this 
year when Washington weaponised the US 
dollar against Russia after it invaded Ukraine, 
even though the US had so acted against 
Afghanistan, Cuba, Iran, North Korea and 

Venezuela. Russia’s central bank could defend 
the rouble only by raising interest rates to 20% 
and thereby crush Russia’s economy.

The greater the damage to Russia, the greater 
the incentive for US opponents to explore ways 
to shift foreign-exchange reserves away from 
US-dollar-denominated assets. Included in such 
efforts are Beijing’s drive to internationalise 
the yuan and build a cross-border yuan 
payments system. 25

But it would be hard for rivals to dethrone the 
US dollar as the world’s reserve currency. 26 
At the end of 2021, 59% of global currency 
reserves of US$12.9 trillion were denominated 
in US dollars (even if that’s down from 72% in 
1999 when the euro appeared). At year end of 
last year, the next favoured currency was the 
euro at 21%, the yen at 5.6%, UK sterling at 4.8% 
and the renminbi at 2.8%. 27

The US dollar has peerless status because 
the currency of the world’s largest economy 
is the world’s medium of exchange and unit 
of account and US securities are the global 
financial haven. US capital markets are deep 
and liquid. Investors trust the rule of law and 
other infrastructure such as an independent 
central bank that gives them confidence 
US-dollar-denominated securities will hold 
their value. 

Away from currencies, options for diversifying 
away from the US dollar include crypto 
currencies, commodities, namely gold, and a 
global fiat money such as the IMF’s special 
drawing rights. But crypto currencies including 
so-called stable coins are unstable – Bitcoin 
(not a stable coin) fell more than 70% since it 
peaked last year to June. They have no intrinsic 
value, are awkward to trade and the amount on 
issue is small. The market worth of cryptos on 
June 20 was US$1.2 trillion, just 9% of global 

“ It would be 
hard for rivals 
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US dollar as the 
world’s reserve 
currency.”
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forex reserves. 28 Gold is awkward to trade 
physically, needs to be stored and its price 
gyrates. The IMF’s rights would be stillborn 
as a reserve option.

As for currency rivals to the greenback, the 
euro is stymied because the lack of a eurozone 
government limits the sale of the needed 
securities. A bigger problem is the eurozone 
monetary union lacks the political, fiscal 
and banking union a currency union needs 
to endure. This means the euro’s future is 
not assured. 

Other Western currencies such as the Swiss 
franc and the yen lack the security issuance to 
be substitutes for the US dollar. These countries 
are part of the West’s sanctions on Russia. 
They aren’t out to undermine the West’s ability 
to torment Russia. 

The yuan, and its digital equivalent, is not a 
threat to the US dollar because China’s currency 
lacks the backing of a trusted democratic 
government and rule of law. Beijing restricts 
China’s capital account, the country’s financial 
markets are underdeveloped and Beijing does 
not want to lose the control over the economy it 
would forgo if the yuan were market set. China, 
which sells sovereign bonds denominated in US 
dollars, is too dependent on the US-dollar-based 
global financial system to flee from it. 29 

Over time, however, China could widen use of 
the yuan among the emerging countries that 
are its closest and biggest trading partners. 
The US could undermine the reserve power 
of its dollar by allowing inflation to get out of 
control, running massive fiscal deficits that 
boosted Washington’s debt to uncomfortable 
levels, or if social cohesion broke down. 

But the yuan’s chance of deposing the US dollar 
in the foreseeable future, even in a split world? 
About the same as Russians or Belarusians 
competing under their nationalities had of 
winning this year’s Wimbledon.

Michael Collins 
Investment Specialist 

Currency composition of foreign exchange 
reserves since 1999 (IMF. June 2022)

“ China’s currency 
lacks the backing 
of a trusted 
democratic 
government and 
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