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War and Inflation
Amplify Winds of Change
DIVERSIFICATION AND DISCIPLINE ARE ALWAYS A SOUND STRATEGY
FOR DYNAMIC MARKETS

KEY TAKEAWAYS
n

 Three major developments drove markets in the first quarter — the pandemic, the
war in Ukraine and the Federal Reserve’s increasingly hawkish stance as it tightens
monetary policy.

n

 Inflation may have peaked and will likely stay about where it is or recede. One way
or another, the massive gap between inflation and interest rates has to narrow.
Either inflation falls or interest rates rise.

n

The next two or three years will almost certainly differ from the past 13 years. In no
way does that mean you cannot achieve what you want to achieve over a long period
of time. There will be new asset classes to consider, including equity investments and
fixed income opportunities that haven’t been available in over a decade. Diverse
portfolios and active management are more important than ever in this environment.
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We always caution investors against quick or emotional reactions to
such events because, historically, markets have tended to overreact
to large scale geopolitical events. Quite frankly, that has not been the
instance in this case. Equity market reaction has not been marked by
panic. Since November 2021 and continuing through the disturbing
events of the first quarter of 2022, we have seen a reasonable and
orderly equity sell-off. And, as I said last quarter, this notable repricing
of the most expensive parts of the market is normal after more than
12 years of above-average equity returns.
The sell-off in fixed income markets, however, was less than orderly.
This was a bit of a surprise, mostly because we had expected a decline
every quarter for about seven years and had begun to doubt it would
ever happen. This was the first quarter since 1994 that bonds and stocks
posted negative numbers at the same time. The steep rise in yields,
including the 10-year Treasury yield which rose from 1.5ish to 3.00ish
by quarter end, led to broad declines across bond sectors and maturities.

Much Depends on the Fed’s Execution Ability
The third market driver and probably the most pertinent to capital

Back in January, I believed Fed Chair Jerome Powell recognized the

markets is inflation and the reversal of Fed monetary policy. Inflation

Fed should have taken action sooner and was now ready to wield the

has morphed from a wonky esoteric topic to a kitchen table issue

inflation fighting tools at his disposal. I also believed that once the

that is affecting consumers and may shape forthcoming elections.

economy cooled a bit or if markets showed signs of distress, the Fed
would step back. I have changed my thinking on this and now believe

A year ago, the Fed believed most inflation was transitory. Clearly,

the Fed will not stop until inflation recedes or the economy falters,

that was not the case. There is systemic inflation that will remain

regardless of the consequences for equities and/or the labor market.

once the transitory runs off. Faced with 8.5% inflation and a 2.9%
yield on the 30-year Treasury, the Fed raised the federal funds rate

There are some signs inflation is modestly receding: used car sales

by a ¼ percentage point during the quarter and laid out its plan for

have cooled and though housing has not meaningfully slowed, mortgage

consistent rate increases through the remainder of the year. (See

rates above 5% should temper the market. These improvements stand

Chart A: Consumer Price Index).

in opposition to the inflationary pressures of China’s continuing supply
chain issues and the Ukraine war’s effect on energy and other

Chart A:
Consumer Price Index: All Items Less Food and Energy
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Equity Correction Was Rational Amid Strong Earnings
and High Valuations
While equities and bonds declined in the first quarter and there
was much talk of weakening investor sentiment and increased risk
aversion, I don’t sense that investors are capitulating. They did not
overreact to what can only be described as severe global shocks.
Rather, markets behaved as expected following the significant gains
in growth stocks over the prior three years.
Defensive stocks were the undisputed leaders in the first quarter.
Dividend paying stocks performed well, while anything of long
duration was crushed, whether a 30-year bond or a stock that won’t

There will be new
types of investments
to consider and
opportunities in
alternatives that have
not worked for
investors in over
a decade.

pay a dividend or realize economic growth until far into the future.
Value held up substantially better than growth across the market cap
spectrum. For now, this defensive trade seems to have staying power.
Equity markets staged a pretty significant recovery in March following

successfully reduce inflation then the Fed will be able to thread the

declines in January and February. However, most measures of underlying

needle with economic growth and corporate earnings supporting stocks.

technical support were tepid, including internal statistical measures
like put/call ratios and bull/bear ratios. Until those measures improve it

That said, investors must realize that the previous environment in

is hard to see March’s gains as a precursor to a more substantial rally.

which there were no attractive alternatives to owning US equities
may have ended. Just about everything risk related was a winner in

First quarter corporate earnings reports remain solid, with robust

the zero interest rate environment we have become accustomed to.

revenue and earnings. Aggregate S&P 500 earnings for 2022 should

That’s unlikely to be the case going forward. Instead, we could have a

be in the ballpark of $230, a relatively strong number. Remember,

sloppy market, like in the 1970s and ‘80s, that goes around in circles,

corporate revenues and earnings are stated in nominal terms, making

directionless, but with individual stocks and particular sectors or

equities attractive in periods of moderate inflation. However, more

styles that perform well. In a period like that, two things are critical —

severe inflation will pressure profit margins and a weakening economy

a properly positioned portfolio and effective active management to

would pressure revenue. We will likely see greater dispersion in

distinguish between winners and losers.

earnings results, similar to what happened with Tesla and Netflix, two
tech darlings whose first quarter earnings reports led to vastly
different stock performance.

Non-US Assets Still Offer Long-term Opportunities
as Globalization Recedes

While aggregate earnings should hold up, price-to-earnings ratios
are likely to moderate. History tells us that a 3% interest rate on

There has been speculation that the Ukraine war heralds the end

the 10-year Treasury bond is generally aligned with p/e ratios in the

of globalization. I disagree. Globalization has improved the lives of

neighborhood of 16x earnings. In that context, it will be hard for the

billions of people. In China alone, the power of global capitalism

market cap weighted S&P 500 Index to move much higher this year.

brought 600 million people out of abject poverty. I do think the
global community will expect individual governments to behave in

We should note that the Fed has already wrung a great deal of

an acceptable manner in order to be full partners and that some

speculation out of the equity market without actually doing much. A

will choose not to comply. That may slow globalization but won’t

single quarter-point rate increase and the market acted like we were

end it. Technology and the collective tide of progress will keep

well into the middle of a rising interest rate cycle. The yield curve briefly

globalization in play and though the global uptake of capitalism

inverted and anything with a long duration — equity or bond — suffered.

may be more muted, it will endure.

What happens from here depends on the Fed. For the last several

We are certainly not giving up on international and emerging market

years, Fed officials have stated they are confident in their tools to fight

investments, though for the short term they will remain under

inflation. This summer will be a check on the veracity of those claims as

pressure from the strong US dollar. However, recent global events

they use their preferred inflation fighting tools in earnest. If those tools

call for adjustments in how investors evaluate non-US markets.
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For a long time, it has not been necessary to apply a geopolitical

exposure to a wide range of asset classes because any one could be

overlay to financial and market analysis. In a stable global environment,

a winner. It’s an exciting time. There will be new types of investments

analysis focused on formulaic anomalies between income streams

to consider and opportunities in alternatives that have not worked

and types of investments. Going forward, much like in the 1960s

for investors in over a decade. We also foresee the market rotating

and ‘70s, geopolitical analysis will be essential. We can no longer

back to traditional general partner/limited partner hedge fund

view international or emerging markets as a homogenous opportunity.

structures. There may not be much excitement at the overall market

There will be differences economically and politically.

level,
but there
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We all know how badly Russian investments fared in the first quarter.

is more
important than ever in this environment.
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China also had a terrible quarter, mainly due to the Ukraine war
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Unfortunately, the war in Ukraine appears likely to last much longer

in 2013, the changes in China’s rhetoric and future place in the

than7.0many of us thought. The US has been a leader in helping Ukraine

world’s economic activities have been astounding. The US and other

defend
6.0 itself, providing some $4.2 billion in arms and military support

countries are actively taking steps to reduce dependence on China’s
supply chain. A cadre of people no longer think China is investable.
I would not go that far. China may go through a period of low tide
but will ultimately see that its economy works when America and
western countries buy Chinese products and if government actions
deter us from doing so, the economic fallout will be devastating.
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and its political posturing. Compared to when I first visited Beijing

(as of April 2022), substantially more than any other country. Ultimately,
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I believe Russia will suffer major economic and political defeats, but
how4.0
and when the conflict ends is impossible to say at present. We
can 3.0
only hope the human suffering ceases as quickly as possible.
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As we cope with an unsettling but normal reordering of the capital
1.0
markets,
it’s a good time to remember that even in volatile periods,

In more positive news, while attention has focused on weakness in

stocks
0.0 will have good days. The biggest risk is missing those good days.

China and Russia, Brazil has been on fire, performing well even with

Investors who miss the best 20 or 30 days in a 10-year period might

the strong dollar. Brazilian equities were up 36% in the first quarter,

as well hold U.S. Treasury bills. (See Chart B: S&P 500 Compound

primarily bolstered by the energy segment of Brazil’s economy.

Annual Growth Rate). Our investment philosophy is that as long as we
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capture the good that a market offers, we can also take the bad because

Diverse Portfolios Can Take the Good and Handle the Bad

in the long run, gains on the up days will far outweigh the down days.

Chart B: S&P 500 Compound Annual Growth Rate

As we wrote last quarter and have said frequently over many years,
things are never as bad or as good as they seem. A year ago there
was a lot of euphoria in the market; today it is harder to see past the
negative headlines. The next two or three years could be tough and
will almost certainly differ from the past 13 years. In no way does
that mean you cannot achieve what you want to achieve over a long
period of time. This is not the time to run away from the markets.
Instead, now is the time to readjust portfolios that have deviated
from balanced positioning and to be sure that portfolios have
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