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KEY TAKEAWAYS

e Investors have significant sustainable investment opportunities
despite tension

e The need for energy security will compete with the transition to
a low-carbon economy

e Global trade fracas will challenge labor and supply chains

It may be natural to assume that the political discontent, economic
woes, and inflamed geopolitical stress of the past year would disrupt the
sustainability trends we predicted |ast January. Quite the opposite: we largely
expect the trends to continue and, in some cases, accelerate. Ongoing
tensions between the energy transition, energy security, and skyrocketing
power demand; between international cooperation and geopolitical strife;
between demographic, technological, and policy shifts and demand for
resources, labor, and housing — have only grown more acute. Moreover, all
this complexity is occurring in the wake of ever-increasing and more severe
weather events.

As a result, investors will have no shortage of opportunities to build
portfolios that incorporate a sustainable lens with active management.


https://www.tcw.com/Insights/2024/2024-01-29-Sustainable-Insight

Energy Transition, Energy Security, and Growing Power Demand

The scale and scope of the effects of shifting forces within energy markets cannot be understated, which is why
we see investment opportunities across a broad range of sectors and asset classes. Energy security remained a
dominant theme throughout 2024, accentuated by the expanding conflict in the Middle East, threats of attack in the
Red Sea and near the Strait of Hormuz, and ongoing Russian sanctions that interrupted global oil supply. Oil price
volatility, however, remained somewhat stemmed by overall energy consumption declines in Europe and substitution
effects from natural gas, renewables, nuclear, and other fuel sources. Globally, oil demand growth is slowing; OPEC
predicts that oil as a share of total energy mix will be below 2023 levels by 2050." (See Figure 1.) Energy source
concentration risk is a driving factor in global efforts to build out domestic capacity and will continue to mobilize
energy strategies in 2025.

Figure 1: OPEC Projects Oil Demand Growth Slowing Over Time
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The imperative to address energy security issues will continue to butt up against the transition to a low-carbon
economy. Solar remains the fastest-growing energy source?, but energy security risks and rising electricity needs have
increased overall energy demand, including for dirtier fuels like coal. In the next year, we expect global coal production
growth to slow, though we predict coal use will continue to rise in many emerging market economies. Developed
markets, meanwhile, will experience prolonged phase-outs.

Development and urbanization will drive energy demand growth and electrification in emerging markets, whereas the
expansion of artificial intelligence (Al) and an uptick in manufacturing activity will turbocharge incremental energy
demand in developed markets. In the U.S. alone, where power demand has stagnated for nearly 20 years, reshoring
and data center activity could require utilities to generate between 7% and 26% more power by 2028.}

Despite decarbonization commitments from utilities and large-cap technology companies, the tension between
the energy transition, power demand growth, and the need for reliable baseload will be a central theme in the
coming years, presenting attractive investment opportunities along the way. Within fixed income, we see potential
in utilities that are poised to benefit from the increase in power demand, particularly those serving data center and
manufacturing customers. Across equities, energy companies with vast natural gas reserves, as well as those investing
in diversifying their energy mix, are attractive.



Globally and across public and private markets, industries that support grid infrastructure buildouts continue to be in
high demand. These include raw material suppliers in the metals and mining industries, steel and cement producers,
construction and engineering companies, and logistics and shipping companies.

Geopolitics, Supply Chains, and Labor

Geopolitical and climate shocks have prompted a wide rethinking of the benefits and disadvantages of global
sourcing. Companies around the world are undertaking an effort to de-risk supply chains, which involves a
combination of reshoring select industries and diversifying sourcing away from adversarial economies toward
economic and political allies. A new era of industrial policy is supporting this effort, with investment implications
for manufacturing, supply chains, trade, and critical materials and inputs.

This realignment of global trade will inevitably create short-term obstacles and volatility as companies and
countries identify alternative suppliers and build up local capacity. We expect to see economic development
implications for countries in the ASEAN and LATAM regions as China increasingly outsources manufacturing
capacity and the U.S. de-risks its critical supply chains. On the other hand, political developments in the U.S. and
Europe will reveal the future level of economic connectedness between the two regions amid a potential European
shift toward China for goods and services.

From a sector and labor perspective, efforts to reinvigorate an American manufacturing base with a focus on
strategic industries, such as technology, chemicals, energy, and defense, will shift demand for both high-skilled
and manual labor. (See Figure 2.) At the same time, the promise of Al to revolutionize industries from software
to healthcare is likely to dislocate swaths of the labor force and reveal skill gaps. Nearshoring, trade barriers, and
industrial capital expenditures could create attractive investment opportunities across the manufacturing chain.

Figure 2: Investment in U.S. Manufacturing Plant Construction Has Been Booming
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For investors, the seeming end to the post-World War Il free trade paradigm will create volatility that is an ideal
market environment for active managers to outperform. Opportunities to capitalize on this turbulence are present
in industries and companies protected by domestic trade barriers. While we remain broadly underweight credit on
the fixed income side, we continue to identify opportunities in equities and private credit that we believe will benefit
from protectionist policies.

Resource Scarcity
The concept of scarcity cuts across the themes that we are highlighting for 2025 and is fundamental to investing.

From an energy perspective, efforts to increase power supply, reduce reliance on foreign sources and dependence
on fossil fuels are exposing parts of company value chains that are most vulnerable to shortages. The new era
of restrictive trade policies further underscores the concentration of clean energy value chains. Since 2020,
approximately 200 trade measures that support domestic clean technology have been introduced globally compared
with just 40 in the preceding five-year period.* Meanwhile, the global race to develop domestic capacity creates
its own risks. For example, rising demand for semiconductors and data centers strains domestic water supplies
that are needed for production and cooling. That then creates a knock-on effect for agricultural, industrial, and
household sectors.

The scarcity of labor cannot be underestimated amid these global shifts. There is a worldwide gap in the skills
that are needed for the evolution of the power grid and global supply chains. In the U.S., demand for construction
workers, electricians, welders, and other tradespeople is expected to outpace supply until at least 2032.> The need
for additional labor will also be essential in industries like healthcare as Baby Boomers age and lifespans get longer
at a time when providers are still recovering from the loss of workers because of the COVID-19 pandemic.

Scarcity is an important factor to be considered when making investment decisions. It creates complexities
for companies that are trying to expand and evolve their businesses. Some will benefit from rising demand
in the wake of limited supply, but others won’t be able to keep up. From a credit perspective, we consider the
effectiveness of corporate supply chain management as part of our downside risk analysis, particularly for
companies that are impacted by trade barriers or facing unprecedented demand. In equities, we assess upside
potential in domestic suppliers.

Climate Physical Risks and Real Assets

The world is undoubtedly in a new period of climate-related events and the frequency and severity of climate change
driven natural disasters is accelerating. This past year was the hottest on record and the first full calendar year
with global temperatures more than 1.5 degrees Celsius above pre-industrial levels, the threshold set by the Paris
Agreement.® (See Figure 3.) The U.S. alone saw 27 confirmed natural disaster events exceeding $1 billion in losses
in 2024. For comparison, the 1980-2024 inflation-adjusted annual average is nine events, with the annual average
for the most recent five-year period (2020-2024) at 23 events.” Estimates of the global impact of extreme weather
events suggest they could cost the global economy $5 trillion over five years.?

The economic consequences are playing out in real time, with insurers pulling out of the most climate-vulnerable
regions, increasing premia for remaining ratepayers, and creating implications for housing turnover and
affordability. On a macro level, more costly weather events are illuminating systemic risk in the insurance markets:
weather events once viewed as idiosyncratic are now growing so frequent and pervasive that they threaten the stability
of those markets.



We believe that physical ramifications from climate change are not fully priced, understood, or appreciated by
markets or policymakers.

Figure 3: Anomalies and Extremes in Surface Air Temperatue in 2024
Data: ERAS 1979-2024 . Reference period: 1991-2020 « Credit: C3S/ECMWF
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Across equities and fixed income, we consider exposure to various natural hazards in our assessment of physical
assets. Within fixed income, we consider downside risk posed to insurers from the physical risk exposure of their
policy holders. Ultimately, while we are not yet seeing climate physical risks fully priced into markets, we are preparing
to capitalize on dislocations that we expect to see in the future.

Regulatory and Policy Shifts

In 2024, more than half of the world’s voting population in more than 70 countries went to the polls. Broadly
speaking, electorates demonstrated dissatisfaction with the status quo; party turnover, in which voters opted for a
change of party of the executive, occurred in 16 (32%) elections last year.? Such repudiation of the prevailing political
landscape is now giving way to turbulent policy shifts. It may be too soon to identify with certainty the implications for
investing, but market volatility is already apparent.

The new U.S. administration affects many of the themes highlighted above, including rollbacks on provisions of
the 2022 Inflation Reduction Act (IRA) provisions related to electric vehicles and wind, along with a push for an
expansion of oil and gas. We believe the trend of energy source diversification will continue under the second Trump
administration. Unprecedented increase in power demand from Al and manufacturing growth will continue to drive
a vast expansion of energy systems, supported by greater heterogeneity in the energy mix. Even with a revocation of
climate commitments, the U.S. energy transition continues to proceed.
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European policymakers are focused on consolidating rulemaking and deregulation to improve overall economic
competitiveness, as well as simplifying reporting requirements without affecting overall policy goals. The EU’s
Competitiveness Compass outlines several objectives to address EU’s competitiveness challenges while meeting
sustainability goals, including efforts to improve capital formation and investment, accelerate renewable energy and
advance energy security. Across the globe, increased scrutiny both from the anti-ESG effort and from those who are
trying to weed out greenwashing will continue to pressure companies and asset managers from multiple directions.

Meanwhile in Japan, the government is advancing a $1 trillion energy transition plan known as GX that focuses
on decarbonizing the highest-emitting sectors. This effort is far and away the largest initiative from a single nation
with plans to catalyze public and private capital flows to support a “brown to green” economic transformation. As
part of this initiative, the Japanese government has committed ¥20T of novel transition sovereign bonds to advance
investment in EVs, renewables, and the electric grid.

Conclusion

The turbulence of 2024 is continuing in 2025 and may well accelerate. The tension and volatility that accompany
competing strategies, policies and philosophies underscores the advantages of active management. We are confident
that the varied, yet interrelated, nature of the trends we’ve identified will create investment opportunities across
sectors and asset classes in the service of our clients. &
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