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Foreword
Russia’s invasion of Ukraine, and
central bank back-peddling in the face
of surging inflation, create significant
uncertainties for investors. But that
does not mean the market outlook
must be gloomy.

Colin Reedie
Head of Active
Strategies

Global ‘shocks’ are
adding urgency to the
need for investors to
favour resiliency over
efficiency.

Figure 1: Fixed income investors endure a tough Q1
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Just as the 2008 crisis exposed the fragility of the financial
system, the pandemic revealed that of the non-financial
system – and now the war in Ukraine has highlighted
geopolitical vulnerabilities.
The latter conflict, together with the reluctant
acknowledgement from central banks they are woefully
behind the interest-rate curve, has stoked the worst
quarterly drawdown in bond indices in over 30 years.
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Source: Bloomberg as at 31 March 2022. Bloomberg Global-Aggregate Total Return Index USD (60% Govt, 40% Credit). The value of an investment
and any income taken from it is not guaranteed and can go down as well as up, you may not get back the amount you originally invested.
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Scrambling central banks

The case for optimism

Given that the threat of inflation has been with us for
some time now, investors had been relatively relaxed that
the issue would prove ‘transitory’ in nature. This was the
reason why 10-year US Treasury yields could finish 2021
at only 1.5%, while core CPI rose to 5.5%.

But we’re not so sure. If the hostilities in Ukraine can be
de-escalated, we believe there is still strong underlying
demand in a post-pandemic world. (For insights on the
impact of the conflict on emerging markets, see the
section below by Uday and Raza.)

But fixed-income markets have been forced to wake up
to this inconsistency this year. The Russia-Ukraine
conflict has further added to the inflationary impulse
through the weaponisation of energy prices, especially
European gas.

We have to acknowledge the concern around the pace of
central bank rate increases now factored into valuations.
If fixed-income investors, in particular, simply cannot get
comfortable with the path to higher rates, then we will
likely witness a more significant tightening of financial
conditions via the credit channel. This could threaten
further economic expansion.

The central bank scramble to restore credibility has been
another significant source of volatility. The forward
interest-rate market is currently priced for eight to nine
further hikes by end this year from the US Federal
Reserve (Fed), implying two or three 50bps moves; five
to six more hikes from the Bank of England; and two
hikes from the European Central Bank.
This dramatic repricing has been most felt in the shorter
maturity areas of yield curves, as two-year yields have
moved to a level higher than their 10-year equivalents.
And the brief inversion of the two-year/ten-year yield
curve is seen as a long-trusted indicator that recession
is now on the horizon – and investors will be looking
to position for it.

However, if markets can see a ‘demonstration’ over the
coming months that economies can actually cope with
higher rates, the cycle could be extended. In the US, for
example, 10-year yields are still well below levels seen in
2018, while the economy is in much better shape today
than it was back then.
Part of what could draw out the cycle is the high
likelihood of inflation relief at some stage in the next
12-18 months. A potentially significant slowdown would
give the Fed some leeway to temper the pace of rate
increases. Not to stop the hikes – and certainly not to
reverse them – but pause a little to assess the impact of
what they have already done.
In addition, decelerating inflation would be a big support
for consumers, assuming ongoing solid nominal wage
growth. Household labour income growth over the four
quarters to December was about 9%, but only some 3%
after inflation. The nominal growth rate will almost
certainly slow, but if inflation slows at least as fast, real
aggregate labour income will be maintained at robust
levels. (See Jennifer and Ilana’s piece on the next page
for more on the overall state of the consumer.)
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Part of what could draw out
the cycle is the high likelihood
of inflation relief at some stage
in the next

”

12-18 months.
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LGIM's Credit Scorecard
(-3 to +3 range and previous scores in parentheses if different)

Short-term scores

Big questions
If markets can find relative calm under this scenario,
existing behaviours will probably reassert themselves.
An area we are watching closely is corporate investment
intentions, as discussed by Nitin below. Company
management teams have a once-in-a-decade
opportunity to raise prices and invest while growth is
higher than interest rates. Given challenges with labour
costs, should companies embark on capex that alleviates
cost pressures – as appears to be underway – this could
be very positive for equity valuations.

As we have consistently highlighted, the pandemic
has accelerated many existing trends. The current war
will further amplify some, while introducing others.
We expect to see more onshoring, more diversification
of supply, higher inventories and the balkanisation
of certain sensitive industries.
Big questions remain, though. Following the sanctioning
of the Russian central bank, what are the implications for
central bank reserves? And how might environmental,
social and governance factors, and the mega-trend of
responsible investing, be redefined in this environment?
Our upcoming Spring CIO update will be dedicated to the
longer-term implications of the Russia-Ukraine war, the
first conflict in the new multi-polar world we have
entered. The world is not what it was.

-3

-2

-1

US (-1)

0
Europe
Global
UK (-1)

+1

+2

+3

+2

+3

EM

Long-term scores

-3

-2

-1
US

0

+1

Europe (-1)
UK (-1)

HY (+2)
Global (-1)

HY (+2)

Source: LGIM, as at March 2022; can be subject to change at any point. No HY short-term provided. The value of any investment and any income taken
from it is not guaranteed and can go down as well as up, and investors may get back less than the amount originally invested.

If markets can find
relative calm under
this scenario, existing
behaviours will
probably reassert
themselves.
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The state
of the
consumer
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UK online penetration of non-food categories
80%
70%

As consumers, companies and economies
adjust to post-pandemic life, our
consumer-sector Global Research and
Engagement Group gathered to analyse
the key trends that will shape 2022 and
beyond.
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Source: BRC data via JP Morgan, as at January 2022.

Ilana Elbim

Senior Credit Analyst,
Active Strategies
Colleagues across our Active Strategies and
Investment Stewardship teams in London
and Chicago contributed to this research.
COVID-19 has meaningfully disrupted numerous
consumer trends. Online adoption accelerated
during the pandemic; although the pace has
moderated somewhat as economies reopen,
many industries are settling at a higher online
penetration rate than we might have had
otherwise at this point in time.

The UK grocery sector is a good
example, with online penetration
now almost double the prepandemic level1. Looking ahead,
we expect online retail penetration
to continue ticking upwards, and
prefer retailers with scale and a
strong multi-channel presence
that can make sustainable profit
out of their online operations.

On the other hand, we expect the
pre-pandemic trend of consumers
shifting their spending towards
services versus goods to return,
as society reopens and
consumers seek out experiences
missed during the pandemic. We
expect discretionary consumer
travel spending to continue
recovering in 2022, and to reach
2019 levels by 2023-24.

1. Source: ONS
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Beyond disruptions caused by
Covid, we expect inflation to have
a meaningful impact on competitive
dynamics. Private-label products,
which lost market share in the US during
the pandemic across most consumer categories, may
regain share as inflationary pressure hits consumer
wallets.

In the UK grocery sector, we expect
the ‘big 4’ not to repeat the mistakes of
2008-09, and refrain from fully passing
cost inflation on to consumers, given the
threat of hard discounters. Thus, we believe grocers will
see some margin deterioration, and favour larger retailers
that have greater scale and pricing power versus
suppliers.

Lower-income consumers will be hardest
hit by the sharp rise in the cost of living,
and we prefer discounters that will likely
be beneficiaries of downtrading. We also
continue to be positive on select luxury
brands that have strong pricing power, are exposed
to higher-income consumers less impacted by inflation
and have been less impacted by supply-chain tightness.

Looking longer term, we continue to
monitor the spending habits of younger
consumers. Survey data2 suggest
Millennials and Gen Z (who will account
for 70% of global consumer expenditure
by 2040) are looking to substitute away from unhealthy
foods, alcohol and environmentally intensive foods such
as meat.

Importantly, the data also indicate there’s
a willingness to pay higher prices for more
sustainable products: in most cases up to
10% more. This cohort is also driving
growth in digital fashion, which is being
sold across social games and as non-fungible tokens.

Where’s the beef?

Lastly, we remain focused on working with consumer
goods companies to reduce their supply-chain risk. We
believe two commitments signed at COP26 last year
(Glasgow Leaders’ Declaration on Forest and Land Use,
and the COP26 Commitment on Eliminating Agricultural
Commodity-Driven Deforestation from Investment
Portfolios) will further ratchet up expectations around
how consumer goods companies manage and perform
due diligence on their supply chains.
This may ultimately even impact the calculus for those
commodities in product portfolios with the most
significant land-use impact, such as beef.

2. Source: Credit Suisse Research
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Emergingmarket
credit
amid the
Ukraine
conflict
Emerging-market (EM) credit was hit
hard by Russia’s invasion of Ukraine.

Uday Patnaik

Head of Emerging Market Debt,
Active Strategies

Raza Agha

Head of Emerging Market
Credit Strategy,
Active Strategies

From the start of the conflict on February 24 to March 8,
EM Sovereign and corporate spreads widened by
approximately 100bps. Barring the initial impact of the
pandemic, spread levels are the widest since the global
financial crisis (see chart).
Looking at the dynamics of the widening, at an overall
level, it was led by high-yield credits. Within the latter,
sovereigns widened by about 170bps3 from the start
of the invasion. Investment-grade credits also widened,
but by a relatively smaller ~65bps.
Regionally, credits in close geographic proximity to
the crisis weakened the most (countries like Azerbaijan,
Kazakhstan and Uzbekistan), despite relatively decent
economic fundamentals. Similarly, countries like Egypt
and Pakistan – which are heavily dependent on food and
/or energy imports – saw sharp falls in bond prices.

Underperformers included countries
where the reform story and
fundamentals were weak, either due
to large financing needs (reflecting big
budget and current account deficits)
or high debt levels. That includes the
countries of El Salvador, Ghana,
Sri Lanka and Pakistan.

The relative outperformers included
commodity producers like the Gulf
Cooperation Council countries

(including Qatar, Saudi Arabia
and UAE), South Africa, and
Brazil where exports would benefit
from higher commodity prices.

3. Source: Unless otherwise stated, all information is sourced from Bloomberg as at 29 March, 2022.
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What all this widening of spreads meant is that the yield on our emerging-market sovereign benchmark rose to over 7%,
meaning nearly 60bps of monthly carry alone. Much of the long end in the high-yield space rose above 9% – in those
tenors at least – meaning market access was restricted. Indeed, issuance remains muted since the conflict began.

EM sovereign benchmark yields

EM sovereign benchmark spreads
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Diversity amid contagion
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While contagion from the crisis has been widespread,
we have several diverse themes running in our portfolios.
We like bonds from countries and corporates which
benefit from higher commodity prices (Angola, Gabon,
Oman and Bahrain, for example).
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Source: JPMorgan, Bloomberg, as at 28 March, 2022 (J.P. Morgan EMBI Global Diversified Index). The value of any investment and any income taken
from it is not guaranteed and can go down as well as up, and investors may get back less than the amount originally invested.
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We also have a positive view of countries which have
reform momentum, or have reform anchors in place like
the IMF or a reform-minded government (e.g. India, Ivory
Coast, Oman). These commodity producers and
reformers also benefit from stable and improving ratings.
Indeed, some of the countries we have exposure to have
actually been upgraded in recent months (such as
Angola, Gabon, Ivory Coast).

In addition, we view curves and/or bonds that have
potential for buybacks favourably as this supports
technicals and helps lower their beta to the market
(Angola, Mongolia, Gabon, Kenya). Then there are credits
which are defensive in nature, with relatively lower betas
to market moves, due to supportive technicals like a
small-traded float, participation of local investors, and/or
tightly held bonds (Mongolia, Jordan).
Finally, we are comfortable with names where valuations
are attractive and where we are not overly concerned
about fundamentals given decent external liquidity
buffers, lower debt burdens, favourable growth dynamics
and/or a proven ability to weather exogenous shocks
(e.g. Nigeria, Egypt). This portfolio diversification and
credit selection has supported performance in EMD
funds since markets turned on March 8.
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Capex and the challenge
of rising labour costs

The industrial world is also currently in
the midst of several structural growth trends
that complement the need to replace ageing
equipment.

The corporate world is casting around for ways to combat the pressure of rising inflation.
Could capital spending be the solution?

Nitin Anandkar

Equity Fund Manager,
Active Strategies
For many decades, the response to rising costs has been
to move production to regions with a lower cost base,
largely to developing countries with vast labour pools.
However, labour shortages and wage inflation are today
hitting various sectors and geographies globally. Besides,
geopolitical concerns make it unlikely that the corporate
sector will want to concentrate production further in
certain geographies.

Automation investments vs people
Capital spending does indeed offer one possible
solution to this issue. While the potential for automation
to enhance productivity has long been acknowledged,
shortages of labour and consequent wage inflation have
created additional incentives.

Factory
automation

A number of complementary factors support the idea
that increasing capital spending will be the corporate
sector’s response to wage inflation.
The installed fleet of fixed capital equipment has aged in
the past decade, especially post the global financial
crisis. Capex-to-depreciation trends show signs of a
recent rise; these have been backed up by surging orders
reported by providers of capital equipment.

Digitalisation

16

Vehicle

Green energy
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Artificial intelligence is already finding uses
in manufacturing, amid significant progress
in:

The new industrial revolution
Telecom operators around the world have recently
started rolling out 5G networks; this has the potential to
spur an innovation and investment cycle in the Industrial
Internet of Things.
Artificial intelligence is already finding uses in
manufacturing, and this comes alongside significant
progress in industrial machine vision, robot guiding and
equipment with embedded industrial software. All these
systems could help tackle the problem of rising labour
costs. 5G network rollouts could prove the tipping point
in adoption of these industrial technologies, potentially
paving the way for innovative industrial businesses over
the next couple of decades.

18

After a long period of economic growth being dominated
by consumption trends, we appear to be on the cusp of
industrial investment taking on the growth mantle. While
there are clear economic cycles at play that could make
the road bumpy, the need to offset labour-cost inflation,
coupled with structural megatrends, suggests we are in
the early stages of a sustained capital spending cycle.

• Industrial
machine vision
• Robot guiding
• Equipment with
embedded industrial
software
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Contact us
For further information about LGIM, please visit lgim.com or contact your usual LGIM representative

Key risks
Past performance is not a guide to the future. The value of an
investment and any income taken from it is not guaranteed and
can go down as well as up, you may not get back the amount you
originally invested. Assumptions, opinions and estimates are
provided for illustrative purposes only. There is no guarantee that
any forecasts made will come to pass.
Important information
The information contained in this document (the ‘Information’) has been
prepared by LGIM Managers Europe Limited (‘LGIM Europe’), or by its
affiliates (‘Legal & General’, ‘we’ or ‘us’). Such Information is the property and/
or confidential information of Legal & General and may not be disclosed by
you to any other person without the prior written consent of Legal & General.
No party shall have any right of action against Legal & General in relation to
the accuracy or completeness of the Information, or any other written or oral
information made available in connection with this publication. Any
investment advice that we provide to you is based solely on the limited initial
information which you have provided to us. No part of this or any other
document or presentation provided by us shall be deemed to constitute
‘proper advice’ for the purposes of the Investment Intermediaries Act 1995 (as
amended). Any limited initial advice given relating to professional services will
be further discussed and negotiated in order to agree formal investment
guidelines which will form part of written contractual terms between the
parties.
The Information has been produced for use by a professional investor and
their advisors only. It should not be distributed without our permission.
A summary of investor rights associated with an investment in the Fund shall
be available from www.lgim.com/investor_rights.
The risks associated with each fund or investment strategy are set out in this
publication, its KIID, the relevant prospectus or investment management
agreement (as applicable) and these should be read and understood before
making any investment decisions. A copy of the English version of the
prospectus of the Fund and the key investor information document relating to
the Fund is available on lgim.com and may also be obtained from your Client
Relationship Manager. Where required under national rules, the key investor
information document will also be available in the local language of the
relevant EEA Member State.
Confidentiality and limitations:
Unless otherwise agreed by Legal & General in writing, the Information in this
document (a) is for information purposes only and we are not soliciting any
action based on it, and (b) is not a recommendation to buy or sell securities or
pursue a particular investment strategy; and (c) is not investment, legal,
regulatory or tax advice. Any trading or investment decisions taken by you
should be based on your own analysis and judgment (and/or that of your
professional advisors) and not in reliance on us or the Information. To the
fullest extent permitted by law, we exclude all representations, warranties,
conditions, undertakings and all other terms of any kind, implied by statute or
common law, with respect to the Information including (without limitation)
any representations as to the quality, suitability, accuracy or completeness of
the Information.
Any projections, estimates or forecasts included in the Information (a) shall
not constitute a guarantee of future events, (b) may not consider or reflect all
possible future events or conditions relevant to you (for example, market
disruption events); and (c) may be based on assumptions or simplifications
that may not be relevant to you.
The Information is provided ‘as is' and 'as available’. To the fullest extent
permitted by law, Legal & General accepts no liability to you or any other
recipient of the Information for any loss, damage or cost arising from, or in
connection with, any use or reliance on the Information. Without limiting the
generality of the foregoing, Legal & General does not accept any liability for
any indirect, special or consequential loss howsoever caused and, on any
theory, or liability, whether in contract or tort (including negligence) or
otherwise, even if Legal & General has been advised of the possibility of such
loss.
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A decision may be taken at any time to terminate the arrangements made for
the marketing of the Fund in any EEA Member State in which it is currently
marketed. In such circumstances, investors in the affected EEA member state
will be notified of this decision and will be provided with the opportunity to
redeem their shareholding in the Fund free of any charges or deductions for
at least 30 working days from the date of such notification.
Third party data:
Where this document contains third party data ('Third Party Data’), we cannot
guarantee the accuracy, completeness or reliability of such Third-Party Data
and accept no responsibility or liability whatsoever in respect of such
Third-Party Data.
Publication, amendments and updates:
We are under no obligation to update or amend the Information or correct any
errors in the Information following the date it was delivered to you. Legal &
General reserves the right to update this document and/or the Information at
any time and without notice.
Although the Information contained in this document is believed to be correct
as at the time of printing or publication, no assurance can be given to you that
this document is complete or accurate in the light of information that may
become available after its publication. The Information may not take into
account any relevant events, facts or conditions that have occurred after the
publication or printing of this document.
Telephone recording:
As required under applicable laws Legal & General will record all telephone
and electronic communications and conversations with you that result or
may result in the undertaking of transactions in financial instruments on your
behalf. Such records will be kept for a period of five years (or up to seven
years upon request from the Central Bank of Ireland (or such successor from
time to time)) and will be provided to you upon request.
In the United Kingdom and outside the European Economic Area, it is
issued by Legal & General Investment Management Limited, authorised and
regulated by the Financial Conduct Authority, No. 119272. Registered in
England and Wales No. 02091894 with registered office at One Coleman
Street, London, EC2R 5AA.
In the European Economic Area, it is issued by LGIM Managers (Europe)
Limited, authorised by the Central Bank of Ireland as a UCITS management
company (pursuant to European Communities (Undertakings for Collective
Investment in Transferable Securities) Regulations, 2011 (S.I. No. 352 of
2011), as amended) and as an alternative investment fund manager with “top
up” permissions which enable the firm to carry out certain additional MiFID
investment services (pursuant to the European Union (Alternative Investment
Fund Managers) Regulations 2013 (S.I. No. 257 of 2013), as amended).
Registered in Ireland with the Companies Registration Office (No. 609677).
Registered Office: 70 Sir John Rogerson’s Quay, Dublin, 2, Ireland. Regulated
by the Central Bank of Ireland (No. C173733).
LGIM Managers (Europe) Limited operates a branch network in the European
Economic Area, which is subject to supervision by the Central Bank of Ireland.
In Italy, the branch office of LGIM Managers (Europe) Limited is subject to
limited supervision by the Commissione Nazionale per le società e la Borsa
(“CONSOB”) and is registered with Banca d’Italia (no. 23978.0) with registered
office at Via Uberto Visconti di Modrone, 15, 20122 Milan, (Companies’
Register no. MI - 2557936). In Germany, the branch office of LGIM Managers
(Europe) Limited is subject to limited supervision by the German Federal
Financial Supervisory Authority (“BaFin”). In the Netherlands, the branch
office of LGIM Managers (Europe) Limited is subject to limited supervision by
the Dutch Authority for the Financial Markets (“AFM“) and it is included in the
register held by the AFM and registered with the trade register of the Chamber
of Commerce under number 74481231.Details about the full extent of our
relevant authorisations and permissions are available from us upon request.
For further information on our products (including the product prospectuses),
please visit our website.
© 2022 Legal & General Investment Management Limited. All rights reserved.
No part of this publication may be reproduced or transmitted in any form or
by any means, including photocopying and recording, without the written
permission of the publishers.

