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Finding conviction in a world of higher geopolitical risk

Predicting the outcome of any particular geopolitical event is difficult, but we
can have conviction in some of the broader investment implications of
persistently elevated geopolitical risk. Negative supply shocks will be more
frequent, which will result in higher inflation volatility and more frequent bouts
of positive bond-equity correlation. New sources of diversification will be
needed, including infrastructure and commodiities.

Key Takeaways

. The ceasefire in the US-Iran conflict is fragile and it
is difficult to have strong conviction about what will
happen next.

. But the conflict does underscore certain structural
trends about which we can have more conviction:
geopolitical risk is likely to be persistently high; and
chokepoints will be increasingly weaponised to
gain leverage in geopolitical disputes.

. This has several important implications for the
economy and markets, which will drive secular
investment themes over the longer run.

. Negative supply shocks — which push inflation up
and growth down — are likely to be more common.
Thisinturn means higher and more volatile inflation,
and so greater demand among investors for
products that provide inflation protection.

. Bonds are likely to play a smaller role in diversifying
risks as the bond-equity correlation is more
frequently positive, and investors demand a higher
term premium at the longer end of bond curves.

. Assets with exposure to infrastructure, critical
minerals, other commodities, and higher defence
spending are all likely to benefit in this world.
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Looking for conviction in an uncertain world

The outcome of the Iran conflict remains highly
uncertain. A scenarios framework with dynamically
updated probabilities is the best way of dealing with a
rapidly evolving risk distribution.

Even so, it is often difficult to feel that one has an
investment edge when market sentiment turns on
fast-moving headlines driven by mercurial and often
erratic policymakers.

Regardless of how the conflict evolves in the near term,
though, it highlights some deeper features of the global
environment about which we can have much higher
conviction.

Sorather than focusing on the uncertainties around how
this conflict evolves, this note steps back to consider
what the war reveals about the world and what that
means for investors.

A structural shift toward higher geopolitical risk

Geopolitical risks have been a bigger focus for investors
and a driver of returns in recent years, reflecting deep
structural forces in the international order.



In fact, the period from the early 1990s to the mid-2010s,
when geopolitical risk was generally low (see Figure 1)
was the historically unusual period.

Figure 1: News-based measures of geopolitical risk show a

persistent move higher
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That world was characterised by expanding
globalisation, general acceptance of multilateral
institutions, and a conscious choice by major powers to
prioritise economic integration over geopolitical rivalry.

But this 'end of history’ moment was ultimately
underwritten by US hegemony. And as its relative power
has diminished, so has its wilingness to act as a
guarantor of global public goods.

History suggests that periods of hegemonic transition
are inherently unstable. This need not imply a
‘Thucydides trap’ and great powers ‘destined for war'.

It may just be that as deterrence structures become less
clear and red lines lose credibility, the risk of
boundary-testing and strategic miscalculation rises.
And countries may increasingly look for new sources of
leverage over what might have previously been neutral
spaces.

In particular, economic interdependence, which was
once thought to be dampener of geopolitical conflict in
the period of ‘'high globalisation’, is likely to be
increasingly seen as avulnerability that can be exploited.

"Keys that lock up the world”

Indeed, the closure of the Strait of Hormuz during this
conflict may be an early example of how geographic
chokepoints can be weaponised in this world of greater
geopolitical competition.

The importance of chokepoints has long been
understood. In 1904, Royal Navy Admiral Jacky Fisher
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famously described several strategic waterways
("Singapore. The Cape. Alexandria [Suez]. Gibraltar.
Dover") as the "keys that lock up the world".

And the closure of the Strait of Hormuz is in many ways a
paradigmatic example of a grey swan: a risk that was
well understood in national security and energy market
circles, but low probability and hard to price, so often
assumed away.

But given how many of the major geographic
chokepoints are located in geopolitically fraught areas,
itis worth reflecting on other similar grey swan risks (see
Figure 2).

Figure 2: Important maritime chokepoints are in
geopolitically fraught locations
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The Houthis may yet disrupt the Bab el-Mandeb Straitin
the current conflict should the ceasefire break and Iran
want to escalate. And the risk of both it and Hormuz
being closed simultaneously in some future conflict may
keep a lasting premium on energy prices.

Elsewhere, the Taiwan Strait represents an obvious
vulnerability in the event of an escalation over Taiwan,
with far-reaching implications for global trade and
semi-conductor supply chains.

President Donald Trump has expressed his interestin the
US gaining greater control over the Panama Canal,
presumably to be able to exert geopolitical leverage.
And hisinterestin Greenland s likely in part also driven by
a desire to gain control over what might become a new
Northwest passage as the climate changes and
reshapes the Arctic ocean (see Figure 3).



Figure 3: The High North is becoming an arena of

geostrategic competition
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The geographic metaphor of chokepoints can also be
used to understand the way in which countries are
increasingly using their control over other, sometimes
intangible, critical nodes in the global economy to
achieve geopolitical ends.

For example, the US has long used control over the dollar
financial system to impose sanctions onrivals to achieve
foreign policy objectives. It has also tried to regulate the
export of leading-edge chip technology to China to
restrict its ability to undertake advanced computing,
including for training Al models.

Meanwhile, China recently used its control over rare
earth exports as a negotiating tool in its trade war with
the US to get significant concessions on tariffs.

The economy will be hit by more supply side shocks

From a macro and markets perspective, a key
implication of a world with greater geopolitical risk is that
the economy is likely to be hit by more negative supply
shocks. These push up on inflation and down on growth
at the same time.

The large increase in energy prices resulting from the
Iran conflict is an obvious example of such a negative
supply shock (see Figure 4).
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Figure 4: It might be a “"chart crime”, but the potential
parallels with the 1970s oil shocks cannot be ignored
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And closure, or even the risk of closure, of other
chokepoints in future geopolitical conflicts would put
upward price pressure on whatever various
commodities and goods flow through that chokepoint,
and cause second-round effects as these higher prices
ripple through supply chains.

And supply chains may be more frequently disrupted by
trade disputes, with economies having to deal with the
sudden imposition of tariffs, quotas, or export
restrictions, especially in strategically significant sectors.

Away from geopolitics, the physical and transition risks
from climate change, and even the possibility of future
pandemics, could also create more supply side shocks.

In time, countries and firms may move to reshore supply
chains to reduce these risks. But this is its own kind of
negative supply shock, because presumably the pre-
existing supply chain existed as it was the most efficient
mode of production.

Sacrificing efficiency for resilience may be a perfectly
sensible thing to do in a world of greater geopolitical risk,
but it implies a loss of productive potential and worse
growth/inflation trade-off for the economy as a whole.

Inflation will be higher and more volatile

With more inflation-inducing shocks, average inflation is
likely to be higher and more volatile, with inflation more
frequently converging towards central bank targets
from above rather than below (see Figure 5).



Figure 5: Inflation is returning to a regime of being higher and
more volatile
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And as households and businesses start to adopt to a
world of more negative supply shocks, inflation
expectations may also drift higher.

In turn, wage and price setting institutions are likely to
evolve to reflect the distributional conflicts created by
the expectation of higher inflation, including perhaps an
increase in price and wage indexing and greater union
power.

Ironically, these behavioural and institutional changes
would then make the economy even more prone to
more persistent inflation pressure as-and-when a
supply shock occurs. That's because they make it more
likely that any initial price increase will have second-
round consequences, turning what might be a relative
price shock into a more general price levelincrease.

This makes it even harder for central banks to ‘look
through' the inflation caused by these negative supply
shocks. Instead, they will more frequently be required to
tighten policy to keep inflation under control,
exacerbating the negative growth shock.

So, interest rates are also likely to be more volatile,
especially as it is often hard for markets to predict how
policymakers willnavigate the kind of trade-offs created
by negative supply shocks.

From an investment perspective, this means investors
may look for products that provide greater inflation
protection, including infrastructure, which may have
inflation-index cashed flows, or exposure to
commodities.

And fixed income markets are likely to be even more
volatile due to higher inflation and policy rate volatility.
This means that bond term premia willneed to increase.
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Bonds will provide less diversification to equity risk

Indeed, these more volatile fixedincome assets are likely
to be more frequently positively correlated with equities.

That's because in a world of mostly negative demand
shocks, the times when growth is low (and so equities
are weak) are also likely to be times when inflation and
policy rates are low (and so bond performance is
strong). But in a world of more negative supply shocks,
weak growthis more likely to coincide with high inflation,
and so both bonds and equities struggling at the same
time.

In fact, seen in this light, the period of negative
correlation between bonds and equities from the 1990s
until recently can be seen as a contingent feature of the
geopolitical stability of that period (see Figure 6).

Figure 6: The correlation between bonds and equities is likely
to be positive more frequently in the future
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And as geopolitical risk has increased, it is unsurprising
that the bond/equity correlation has turned positive
given the new set of shocks this implies.

The increased positive correlation between bonds and
equities means that bonds will be a less reliable source
of diversification, and standard 60/40 equity/bond
portfolio construction strategies are going to become a
lot less attractive to investors.

Instead, investors will look to new sources of
diversification, like infrastructure and private markets
which have different correlation structures with equities.

Gold will benefit from market and geopolitical hedging

Notwithstanding its recent weakness during the Iran
conflict, gold is also likely to be another source of
portfolio diversification in a world of more negative
supply shocks, because it is typically a consistent
inflation hedge (see Figure 7).



Figure 7: Gold hasn't been a hedge in the Iran conflict, but
that may reflect the strength of the prior bull run rather than

something intrinsic about gold
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Along with its inflation hedging qualities, there are other
reasons to expect gold and other precious metals to
perform wellin a world of higher geopolitical risk.

As the US continues to use its chokehold over the dollar
system as a tool of geopolitical influence, competing
powers are likely to continue to shift existing holdings of
dollar assets in things like central bank reserves and
sovereign wealth funds towards gold (see Figure 8).
They may seek to minimise confiscation risk in the first
instance, and perhaps in the long run develop a non-
dollar based financial system.

Of course, any loss of dollar hegemony is unlikely to
occur in the near term, as there are powerful network
effects that make dollar usage extremely attractive
even in a world of greater geopolitical risk.
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Figure 8: Central bank purchases a key support of gold
prices, with plenty of scope to add to holdings
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But a collapse in the dollar system is not necessary for
non-sovereign investors in gold to benefit from the price
appreciation caused by marginal, gradual reallocations
towards gold by large sovereign entities.

Defence and infrastructure spending will increase further

Finally, a world of greater geopolitical risk is
unsurprisingly likely to be a world of greater defence
spending. And it is also likely to mean greater spending
on projects to boost national resilience through making
supply chains and infrastructure more robust and
securing access to critical minerals (see Figure 9).

Figure 9: China has dominance over key materials. The US
may look to LatAm as a new source
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European defence spending was already set to rise
considerably in coming years (Figure 10).

Figure 10: The NATO defence spending target has risen from
2% 103.5-5%
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Recentevents have likely only increased concerns about
the reliability of the US as a partner and the need for
stronger sovereign defence capability. So higher
defence spending, concentrated on firms that build a
European defence base is likely to remain a key theme
for markets.

And the US itself is weighing a near-50% increase in its
defence budget, including to replenish munitions
expended in the Iran conflict.

This increased government spending, much of which is
likely to be deficit financed, is likely to have implications
for how investors think about sovereign bond markets,
putting further upward pressure on the structure of
interest rates.
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