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As the dust settled from the 
Global Financial Crisis of 2008, 
governments around the world 
had one of the most challenging 
economic problems imaginable, 
to reignite credit markets to 
stoke confidence in the public to 
spend money again. Seemingly, 
only one set of institutions 
could provide the helping hand 
needed: central banks. As the 
monetary authority of the 
largest economy in the world, 
the Federal Reserve (Fed) in 
the US had the eyes of the world 
upon it.  

In the wake of the crisis, it became 
clear that savers had lost faith in the 
banks. At the same time, the banks 
became resistant to lending money 
to people who could not afford the 
interest repayments. In response, 
the Fed pulled an unprecedented 
move in slashing interest rates 
to record lows which gave little 
incentive for savers to keep money 
in the bank and more incentive 
to borrow cheap and spend. To 
give things that extra boost, and 
to ensure the banks had enough 
capital to lend to this new army of 
borrowers, the Fed started buying 
government-issued bonds from the 
banks with newly printed money.
Known as Quantitative Easing 
(QE), the Fed gave the economy 
a shot in the arm with its 
experimental policy, and the critics 
came out in force. Economists 
feared that an uncapped facility 
to print money, in tandem with 
ultra-low borrowing costs, would 
send the economy out of control 
and send inflation skyrocketing. Of 
course, this doomsday situation did 
not materialise amongst the perfect 
storm of increasing globalisation 
and digitalisation through the rise 
of the internet and e-commerce. 
However, an unintended 
consequence of the move was the 
meteoric rise in asset prices, where 

savers began to see the appeal of 
investing to achieve any meaningful 
return on their money, and 
expanding companies were able to 
borrow cheaply to invest in their 
future growth. With little sign of 
inflation on the horizon, investors 
were comfortable in paying a higher 
price for the future growth of 
companies that did not turn a profit 
immediately (See: Recovery and 
Inflation). 

During the height of last year’s 
pandemic woes the Fed struck 
again, turning the QE taps back on 
and dwarfing previous monetary 
stimulus of around US$2tn by the 
end of 2008, to almost US$8tn 
today. To compound this, the US 
Government has been handing 
stimulus cheques directly to the 
American people throughout the 
pandemic.

Today we face an inflection point. 
The critics are out again and 
inflation is back on the agenda. 
This time they are right, of course, 
as annual inflation in the US has 
just surpassed 5%. The investment 
markets are worried. High-growth 
companies are being rotated by 
investors into those with more 
certain and present cash flows 
(See: Riding the Wave). 

But will it be transitory or here 
to stay? The cyclical forces of the 
pandemic are certainly not helping; 
supply constraints, bottlenecks and 
excess demand for labour are real 
problems across the world (See: 
Inflation: What Happens Next?). 
However, the structural and more 
disinflationary powers remain; 
digitalisation, increased competition 
and the reshoring of supply chains 
should normalise things somewhat 
once the initial euphoria of 
spending has diminished. How long 
for, however, is hard to say.
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STOCK FOCUS

RIDING THE WAVE

It has become well accepted across the wide spectrum 
of market commentators that a wave of inflation is 
approaching. The question remains, however, as to 
whether this is to be a transitory phase or a return to 
1970s-esque price pressures. 

Inflation is often stigmatised as a critical danger by investors. 
While it certainly presents challenges and difficulties which 
one must navigate, it also offers investors opportunities and the 
chance to ride the inflationary wave towards achieving higher 
cash flows and returns. 

Thus, the key is searching for the sectors and securities with 
cashflows intrinsically linked to inflation. Based in the UK, we 
lie at the heart of the megatrend that is the push towards green-
energy and a carbon-neutral future, with the majority of global 
offshore wind projects structured around our shores.  

It is refreshing not to be forced to look towards US markets for 
exposure to a global macroeconomic megatrend shaping the 
future investment horizon. America may have the FAANGs 
(Facebook, Apple, Amazon, Netflix, and Google), but Europe 
can boast about the ORIS (Orsted, RWE, Iberdrola, and SSE) 
with the continent leading the race towards achieving carbon-
neutrality.  

SSE, formerly known as Scottish and Southern Energy, is a 
utilities company which owns energy networks, wind farms 
and gas-fired power plants and supplies gas and electricity to 
businesses. Fundamentally, the company has announced that 
its dividend-per-share, the cashflow investors receive from 
holding the shares, will grow in line with inflation until 2023.

Alongside the contractual nature and inflation-linkage of 
such agreements, SSE has a thematic and structural tailwind 

Source: Factset

0

20

40

60

80

100

120

140

160

01/06/2016 01/12/2016 01/06/2017 01/12/2017 01/06/2018 01/12/2018 01/06/2019 01/12/2019 01/06/2020 01/12/2020

   SSE PLC - TOTAL RETURN          MSCI UNITED KINGDOM (SR) (GBP) - TOTAL RETURN  

01/06/2016 01/12/2016 01/06/2017 01/12/2017 01/06/2018 01/12/2018 01/06/2019 01/12/2019 01/06/2020 01/12/2020



4

MARKET INSIGHT

CELEBRATING 145 YEARS |  ESTABLISHED1875

driving expectations for future returns. The company is the 
world’s largest producer of offshore wind facilities and, by 
developing renewable energy generation capacity and investing 
in the networks that will be essential for the electrification of 
the economy, lies at the crux of the Government’s ambition of 
achieving net-zero carbon emissions by 2050.  

SSE has interests in Dogger Bank in the North Sea, which 
will be the world’s largest offshore wind farm when completed, 
concurrently developing Scotland’s largest offshore wind 
farm in Angus. In addition, SSE is backing other forms of 
low-carbon power generation including carbon capture and 
hydrogen as an alternative to natural gas. 

The business is rapidly transitioning away from fossil fuels 
towards cleaner energies. Asset sales are helping to fund 
this shift, as it aims to treble its renewable energy generation 
capacity by 2030. As recently as May, SSE announced that 
it was putting its 33.3% stake in the UK gas distribution 
business Scotia Gas Networks (SGN) up for sale, and analysts 
expect between £1bn and £1.1bn to be raised from the sale. 
This comes off the back of offloading its household energy 
supply business to Ovo Energy last year and selling its North 
Sea gas fields. 

Although SSE’s diversified business profile makes the 
company more attractive than pure-play UK utilities such 
as United Utilities and National Grid, Ofgem’s December 
ruling which introduced price controls for companies that 
own electricity and gas infrastructure in Britain could reduce 
earnings in this division by close to 40%. At present, SSE’s 
regulated electric and gas networks account for around 50% 
of the group’s earnings. Consequently, this presents a major 
headwind for the company and poses the question as to 
whether a potential break-up between the renewable energy 
division and the regulated gas and electricity segment is on 
the cards. Depending on how this develops, the company may 
have to solve the trade-off between the high dividend payment 
and renewable investments in the future. 

Notwithstanding this, SSE remains an attractive investment 
for those looking for exposure to the Electric Transmission/
Distribution sector; it currently offers a dividend yield of c.5%, 
well above its peer-group average, while its Return on Equity 
of 28% dwarfs that of its rivals. Moreover, the shares have a 
forward price to earnings ratio of 15x which once again looks 
more attractive than its competitors. This, together with the 
structural tailwind propelling growth and inflation-linked cash 
flows, fashions a more attractive investment opportunity. 

Please note that this communication is for information only and 
does not constitute a recommendation to buy or sell the shares of the 
investments mentioned.
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While some sectors of the economy 
have fared better than others during 
the pandemic, with many examples 
of companies at both extremes, there 
has been an overall monumental 
decline in economic activity. This 
deep and aggressive deterioration 
in economic and business stability 
naturally affected the cyclical value 
stocks significantly more than their 
growth counterparts, owing to their 
business models and the products 
sold being particularly sensitive to 
changes in economic circumstances.  

This has continued to perpetuate the 
outperformance of growth versus value 
stocks that has occurred over the past 
ten years or so, significantly widening 
the gap as the more forward-looking 
and asset-light companies are able to 
better adapt, thanks to their more agile 
business models and targeted products. 

However, the outperformance of growth 
stocks since the financial crisis has been 
accelerated somewhat by economic 
conditions that favour faster growing 
companies. This near-perfect storm has 
consisted of long-term inflation readings 
below expectations coupled with rock 
bottom interest rates across key global 
regions. While rates did rise in the four 
years leading up to 2020, the COVID-19 
crisis soon sparked central banks to stoke 
their respective economies by sending 
them back down, and in the case of the 
US, to 0.25%, a rate that was seen from 
2009 to 2016. 

With rates close to zero, companies 
were able to borrow at extremely low 
interest rates, giving them the ability 
to spend more aggressively, aiding 
expansion opportunities and allowing 
them to invest heavily into research and 
development opportunities, helping 

to drive revenue growth. Growth 
companies were able to use such tactics 
to accelerate their growth further 
and sustain high rates of expansion 
for a number of years. Companies 
such as Amazon and Alphabet (the 
parent company of Google) are perfect 
examples of this. Both firms are valued 
at over US$1tn, however, despite their 
size they have been able to sustain 
impressive revenue growth rates of 29% 
and 20% respectively when averaged 
out over the past five years. While 
undoubtedly the main reason behind this 
is the now essential products they offer, 
vital in our daily lives, the capability 
to remain agile and consistently target 
customer needs will derive, in part, from 
the ability to raise funds quickly and 
cheaply.

However, it is not just the direct impact 
of low interest rates that helped growth 

RECOVERY & INFLATION 

Source:US Inflation Calculator, U.S. Labor Department’s Bureau of Labor Statistics 
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Source: Factset

companies outperform. The lower 
rate of charges on financial products 
such as credit cards and mortgages 
have left many with higher levels 
of disposable income with which to 
purchase discretionary products such as 
luxury goods, automobiles and clothing, 
amongst others. 

Nevertheless, in recent months there 
have been multiple signs of change, not 
only across financial markets but also 
within the global economy. Inflation has 
begun to rise rapidly, especially in the 
US, given the reopening efforts, rising 
to 4.2% so far this year, a level not seen 
since before the financial crisis. 

This anticipation of higher inflation 
and, by association, interest rates, 
coupled with a reversal and explosion in 
consumer spending, has helped cyclical 
value stocks outperform over the past 
few months. Stocks from banks to oil 
have performed strongly, with indices 
that possess a high concentration of such 
stocks also posting solid gains while 
tech-heavy indices such as the NASDAQ 
Composite struggling as its constituents 
grapple with the short-term reality of 
underperformance.

The million dollar question, then, is 
whether higher inflation is transitory 

or permanent, that is to say whether 
it will last only for the duration of 
the COVID-19 recovery or whether 
investors and savers will start having to 
get used to the idea of higher inflation 
persisting as it did in the 1970s and 80s. 
While investors do have a long history of 
overestimating inflation, the recent spike 
does provide cause for concern for many 
who have enjoyed strong market returns 
in recent years owing to the tech-based 
rally that has continued for some time 
now. 

The problems associated with higher 
inflation and interest rates also present 
opportunities, in particular within 
the non-equity space. While the 
umbrella term of ‘alternatives’ does 
encompass many asset classes, sectors 
such as infrastructure and property 
possess some of the strongest inflation-
protection characteristics. Such sectors 
typically lease out or sell a physical asset 
which, if on a multi-year deal, has yearly 
inflation-linked price increases baked 
into the contract, allowing the owner to 
avoid erosion of capital. Investments into 
commercial property and infrastructure 
projects of which the government is 
the main/sole customer have typically 
benefitted from longer contracts with 
inflation linked price rises.

While there are many ways in which to 
protect against inflation, a select few 
non-equity assets are just one way to do 
so. However, it is important to consider 
such options given the negative impact 
inflation and rising interest rates have on 
bonds, which have historically formed 
roughly 40% of balanced portfolios.
Future performance and market 
dynamics will likely depend heavily on 
the future movements of inflation and 
interest rates and investors should be 
prepared to reshuffle their portfolios 
accordingly. If investors are of the belief 
that inflationary pressures will continue, 
a higher weighting towards inflation-
protected assets and more cyclical 
sectors such as banks and energy may be 
a wise option. However, despite all the 
recent talk of higher inflation, investors 
and economists have historically 
overestimated inflation. While the recent 
spike is somewhat worrying, it is not out 
of the ordinary for a rapid economic 
recovery, such as the post-COVID-19 
bounce we are starting to experience. 
As such, the recent dip in growth 
stocks may represent a potential buying 
opportunity to purchase fast-growing 
assets with strong future potential, at a 
reasonable discount. 

Chart 2 – MSCI World Growth vs MSCI World Value six months 115
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The drivers of potential inflation over the short to 
medium term will be multifaceted in nature, with a 
range of causes both from the supply and demand side. 
With many economies experiencing financial hardship 
from the COVID-19 pandemic, it came as no surprise 
that governments, and in particular the governments 
of developed nations, exercised every tool in their war 
chests to mitigate the effects. With prolonged low interest 
rates and an unprecedented economic environment 
entering a sharp recovery, we ask what happens next and 
if history give us some clues?

The 1973 oil crisis began when the Organisation of Arab 

Petroleum Exporting Countries (OAPEC) declared an official 
ban on trade with nations perceived to be supporting Israel 
during the Yom Kippur War – including the United Kingdom, 
United States, Canada, Japan and the Netherlands. As a 
result, the price of crude oil rose roughly 400% from US$3 to 
US$12 per barrel by 1974. When oil prices rose, this forced 
many manufacturing firms to cut back on production as they 
could not afford the additional fuel costs. By 1975, most of the 
developed world experienced what we call cost-push inflation, 
which is the type of inflation that occurs when production 
costs rise and are passed on to the consumer in the form of 
price rises. Annual inflation peaked at just under 25% in the 
UK, and roughly 12% in the US. 

INFLATION: WHAT HAPPENS NEXT?

TOPIC OF THE 
MONTH

STOCK FOCUS

Source: IMF
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In 2008, the US Government raised subsidies for ethanol 
production, resulting in another example of cost-push 
inflation. Consequently, farmers focused on corn growth for 
ethanol production instead of food use, resulting in the price 
of corn surging due to a shortage, with cost increases moving 
on to the consumer in food prices. Cost-push inflation also 
takes place from several origins outside of price increases in 
commodities such as oil and grains. One factor which partly 
contributed to the severe inflation in the 1970s was the demand 
for higher wages in response to growing inflation. As one of 
the main costs facing companies, a rise in wages ultimately 
impacts prices as firms look to offset the higher costs. It could, 
therefore, be argued that when workers in the 1970s demanded 
higher wages, temporary cost-push inflation (the rise in oil 
prices) fed into permanently higher inflation. 

As the recovery from the Coronavirus setback continues, the 
inflation risks run higher for four main reasons. Firstly, we see 
historic levels of money supply, with developed nations utilising 
debt like never before. The United States is currently running 
in excess of US$28.3tn worth of debt, with about US$3tn 
being added in the past year alone. The US is not alone in 
this, with the pandemic adding US$19.5tn to global debt. 
Jerome Powell, the Chairman of the Federal Reserve, refers to 
the stimulus as a “bridge” to get the population and economy 
through this tumultuous time. The issue is that nothing is free 
in this world, especially when it comes to money out of the 
government’s pocket.

What this excessive global stimulus has done is lined 
consumers’ pockets with more savings than in an average year. 
With many people working from home, reducing travel and 
work-related spending, these levels of savings are expected to 
drive a boost in discretionary spending, creating demand-pull 
inflation. Couple this with global supply chain issues brought 
on by the pandemic and you have a pincer movement from 
cost-push inflation. With the money supply increasing to 
unprecedented levels, the value of major currencies has fallen 
considerably, with the US Dollar falling 10% year-on-year. 
This increases the costs for domestic companies to import 
components, reducing profit margins, which is likely to be 
passed onto the consumer via higher prices on finished goods. 
Additionally, supply chain disruptions have eaten into the cash 
reserves for many companies. With companies being conscious 
of the high level of savings for the consumers, prices are likely 
to be raised further to recuperate the losses.

Overall, the inflationary pressures coming out of the current 
‘unpredictable’ black swan event are likely to be far greater 
than that of the previously mentioned crises. Developed 
nations may suffer a multi-pronged struggle of inflation risks 
from cost-push and demand-pull impacts. Whether or not, as 
Mr Powell believes, this is “transitory” is yet to be seen. 

Source: IMF
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