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Market Musings

Following the dark news coming out of Ukraine over
the last two months, our hearts break at the sight of
the human tragedy unfolding each day and the grave
impact this senseless act of aggression has inflicted
on the lives of millions of innocent people. It is a grim
part of our work that entails looking at such conflict
through the lens of an economist or statistician, and
coldly assessing the costs and the risks events like
this pose to our clients. Even so, we find that the task
reveals hopeful trends and offers useful lessons for
global investors who must inevitably cope with such
crises in the course of protecting and growing capital
over the long term.

An Economic Battlefield

For one thing, those of us who have invested through
many past cases of geopolitical conflict would likely
agree that one of the most notable aspects of the
current episode is the extreme degree to which
markets have been deployed as financial weapons,
forcing Russia and its citizens to internalize the costs
of its belligerence. Beyond the old tools of economic
sanctions, decades of intense globalization have
created an interconnected community of nations, for
whom the benefit to remaining a part of the network

creates strong incentives not to act so as to be cut
out.

In many ways, the public reaction to Russia’s invasion
reflects a trend toward ESG investing that has been
underway for some time, though we have rarely seen
customers and shareholders put such pressure
on companies to act in defense of a country under
military siege. For their aggression, Russian citizens
have been deprived of McDonald’s, Coca Cola, and
Starbucks. They won’t have access to new Samsung
and Apple smartphones, nor will they receive
shipments of Sony and Nintendo gaming consoles.
Disney, Sony, and Warner Bros. will stop releasing
films in Russia, and Netflix has suspended streaming.

So far, the West’'s economic offensive has failed to
deter Russian hostility, and on the face of it, such
measures may seem weak in comparison to military
weapons. It's worth noting, however, that no amount
of spending on national defense can insulate Russia’s
population from the loss of so many goods they have
come to expect since the end of the Soviet era—let
alone protect them from the more direct, widely felt,
and extreme costs imposed by traditional sanctions.
Bank runs and supermarket fights over sugar will

Figure 1: Russian Markets Collapse Under the Weight of Western Sanctions
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undoubtedly take a toll on Russia’s morale in the
longer run. The steep price Russia pays in terms of
global financial and economic alienation will, at the
very least, serve as a stark warning to other would-be
aggressors.

Russian Markets Postmortem

That Russia hasn’t yet called off its attack should
not be taken to mean economic penalties haven't
had an effect. Indeed, within weeks of launching its
offensive, Russia’s financial markets were already on
the brink of collapse (see Figure 1). On 25th February,
just one day after Russian stocks lost one-third of
their value upon the official start of the invasion, the
nation’s stock exchange was shuttered, and global
benchmark provider MSCI quickly declared Russian
stocks to be ‘uninvestable’, marking positions down
to zero. While trading nominally resumed in late
March, the longest closure of Russia’s equity market
since the fall of the USSR, foreign investors are still
barred from transacting. Russian debt hasn’t fared
much better, with the price to insure the nation’s
bonds against default skyrocketing as sanctions

were imposed. Russia officially entered ‘selective
default’ in early April, when the country attempted to
make interest payments on two dollar-denominated
bonds in roubles, the first time Russia defaulted on
foreign debt since just after the Bolshevik Revolution
in 1917.

One obvious lesson for investors is that international
diversification remains among the best ways of
managing risk and fortifying one’s portfolio against
extreme events. Russian stocks and bonds made
up a tiny part of global model allocations, limiting
prudent investors’ direct exposure to the conflict.

Global Conflict and Stock Returns

Of course, as the fighting continues, investors will also
naturally wonder how the impact might extend to other
markets and what the implications might be if the
war expands beyond Russia and Ukraine. Here, as is
often the case, we believe it's useful to zoom out and
take a broader, data-driven historical perspective on
how stocks react to geopolitical events (see Figure 2).
Examining over a century of geopolitical strife since
the end of the First World War, we find that the effect

Figure 2: A Century of Geopolitical Conflict Couldn't Curb Growth in U.S. Stocks

S&P 500 growth of $1 invested in Nov. 1918, log scale, through Mar. 2022
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on US stocks of international incidents—ranging from terrorist attacks and assassinations to nuclear standoffs
and armed conflicts—is typically short-lived, with very few such events even perceptible as stocks have reliably
marched upward over the last hundred years.

This may come as a surprise, given how salient today’s risk feels when reading the headlines, though we note
that the increase in volatility since last year has actually been relatively modest (see Figure 3), and might only
seem pronounced because markets have been so unusually calm since the end of the Global Financial Crisis.
Ultimately, our experience tells us that the key to navigating periods of market stress, including those induced by
military conflict, is separating our very reasonable human response to such events from their actual investment
impact on our portfolios, maintaining sensible strategic exposures to risk, and searching for opportunities to
add value through disciplined tactical allocations—in other words, the core tenets of our approach to managing
clients’ wealth.

Figure 3: Recent Volatility Breaks Nearly a Decade of Unusual Calm in Markets
CBOE VIX, Dec. 1990—Mar. 2022
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Asset Classes

Equities

Stocks were weak to start
the year, with the S&P
500 experiencing its first

Figure 4: Equity Market Performance
Returns as of 31 March 2022
M Last quarter ®Last 12 Months
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on equities, especially growth
stocks, whose worth is tied
to far-off cash flows, which
are more sensitive to rising
rates. The Western response
to Russia’s attack—ranging from freezing and seizing of oligarch’s assets (not to mention those of the nation’s
central bank) to sanctions on Russian oil and its banks being barred from access to the global financial
system—stoked fear that global growth might take a more acute hit. Likewise, the shock to commodity prices
and supply chains further complicated the work of the Fed, struggling to engineer a ‘soft landing’ for the
economy, raising rates to fight inflation without triggering a recession.
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Source: S&P 500 (USD), FTSE All-Share (GBP), EURO STOXX 50 (EUR), and MSCI EM (USD) via Bloomberg

Elsewhere in equity markets, European shares slipped by -1.9% in Q1, given their greater exposure to
Russian energy (prior to the invasion, Russian oil, gas, and coal accounted for 35%, 55%, and 50% of German
imports, respectively), while UK stocks actually posted a modest gain of 0.5% for the quarter, driven by low
valuations going into the year, as well as the market’s sector composition: underweight tech, and heavy on
energy, mining, and financials, which naturally outperformed in the current climate of geopolitical stress and
rising rates. Emerging markets underperformed the broad market, declining by -6.9% for the quarter, not
primarily a direct result of the Russian market’s collapse (it was a small part of the index), but more as a
product of mounting fears of a global economic slowdown, along with China’s self-inflicted regulatory wounds
and its difficulty squaring stubbornly ‘zero-COVID’ policy with the highly contagious variants now locking down
Shanghai.

We note that despite their Q1 decline, US stocks still traded at lofty valuations to end March, with the S&P
500’s price clocking in at 35x cyclically adjusted earnings, roughly two times its average since the late 1800s
(see Figure 5). While such ratios have a mixed track record as tools for timing the market, they certainly
capture the current froth in US shares. We saw more glaring evidence in late March, when Tesla announced a
stock split, which practically serves only to make the shares slightly easier to buy for tiny retail investors; the
news in fact added $84 billion to the company’s market cap—nearly the entire value of Volkswagen’s stock—in
a single day. That said, there are fundamental data to support at least the denominator of the market’s P/E, as
corporate profits bounced back strongly from COVID in early 2020, a trend which analysts expect to continue
(see Figure 6). Such markets pose risk, to be sure, but also opportunity for active stock pickers, where the
challenge becomes separating overpriced ‘growth traps’ from high-quality bargain stocks likely to benefit from
a rotation, as excessive optimism gives way to more realistic appraisals (see Figure 7).
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Figure 5: Over 140 Years of U.S. Market History Suggest Stretched Valuations

Market timers are fond of referencing market price-to-earnings (P/E) ratios as a too! for gauging when prices
have risen too high. One such measure, the Cyclically Adjusted P/E (CAPE), was introduced by Yale economist
Robert Shiller, winner of the 2013 Nobe! Prize for Economics, who calculated the ratio for U.S. stocks going back
to 1881. Only two times in that jong history has the price paid for U.S. companies' earnings come close to its
current level: in the Roaring Twenties rally that ended with 1929's 'Great' crash, and in the late-1990s dot-com
bubble. Many things have changed in 140 years to support a higher CAPE later in the sampie—the rise of
companies with inherently higher growth, for example, which shouid command a higher muitiple, or a downward
trend in interest rates, which also leads to higher valuations—so, while present prices are no reason to panic,
they do highlight the importance of separating quality growth from overpriced glitz.

U.S. Cyclically Adjusted Price-to-Earnings (CAPE) ratio, Jan. 1881 - Mar. 2022
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Figure 6: Corporate Profits Climb as the Global Economy Rebounds from COVID

With global supply chain disruptions, searing inflation, and now geopolitical tensions taking a tolf on investors'
confidence, bulls may still point to public companies' immense profitability to justify stocks' lofty valuations. The
U.S. Commerce Dept. Bureau of Economic Analysis (BEA) reported in late-March that non-financial corporations
posted an average profit margin of 13.9% at the end of 2021, a level not reached since 1950. Price increases to
combat inflation have allowed U.S. firms to maintain a rally in profits which began shortly after a COVID-induced
drop in the first quarter of 2020. Sell-side analysts expect that streak to continue, at least through the end of
2022, with Wall Street forecasts implying an 8.5% increase in S&P 500 earnings per share, year-over-year.
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Figure 7 | Guidance Turns Decidedly Gloomy on S&P 500 Earnings Calls in Q1

Perhaps in response to equity analysts' rosy forecasts, executives at S&P 500 firms appeared keen on Q1 earnings calls to
manage expectations. Indeed, just under 70% of companies issuing guidance warned of a downturn—in stark contrast to
the first quarter of last year, when only 40% of firms guided negatively. Based on an analysis of nearly 2,500 transcripts
from U.S. companies' Q1 calls, loT Analytics reported that 'inflation' was a frequently cited challenge, mentioned on 58% of
calls, as were 'supply chain disruptions' and 'lead time', cited on 15% and 13% of calls, respectively; roughly 15% of calls
featured at least one reference to 'Ukraine', underscoring the implications of the conflict for the global economy.
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Fixed Income

The March FOMC meeting marked
‘lift-off” for US rates, with a quarter-
point hike commencing the Fed’s
fight against inflation. Investors
anticipated this move, having been
pricing in more aggressive action
by the central bank to deal with
surging inflation over the last few
months. The Bank of England, for
its part, bumped rates up for the
second time in February, and even
the ECB—lagging a bit in making its
policy pivot—signaled tapering of
asset purchases and at least the
possibility of rate increases by year
end. The inevitable result of this
hawkishness, despite a brief ‘flight
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Figure 8 | Fixed Income Market Performance
Returns as of 31 March 2022
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to quality’ that led Treasuries to rally at the outset of Russian hostilities, was a sharp decline across the board
for bonds in Q1 (see Figure 8). Fixed income investors moved to a decidedly ‘risk off’ stance by the end of
March, as the geopolitical and macro situation worsened, reflected in rising credit spreads and steeper losses
on corporate and EM debt for the quarter.

Indeed, between supply chain bottlenecks established in the last year, the emerging crisis in Ukraine, and
COVID lockdowns disrupting China’s economy, investors appeared concerned by the end of March that a global
recession might be the price to pay for stopping inflation, as the US yield curve inverted: with high rates on
the short end due to rising rates in the near term, and lower yields further out, given the likelihood that rates
will come back down before long to stimulate a flagging economy. Of course, none of this is lost on central
bankers, who walk an increasingly fine line—though, judging by a market-based forecast of the Fed Funds
rate’s future path, chairman Powell's gameplan seems roughly par for the course versus the trajectory of policy
rates in past tightening cycles going back three decades (see Figure 9). The silver lining in all of this is that the
higher rates climb, the easier it will be for asset owners dependent on investment income to find a halfway
decent yield (see Figure 10).

Figure 9 | Futures Traders Predict an Aggressive Path for the Fed's Policy Rate

March's meeting of the FOMC marked the first rise in rates since 2018: a 25 basis-point hike that officially puts
an end to easy pandemic-era monetary policy and sets the tone for a tightening cycle intended to bring inflation
under control. While this quarter-point increase was expected, relentlessly rising prices and the new wrinkles of
fallout from Russia's invasion of Ukraine and extensive COVID lockdowns in China have created uncertainty
around the path policy rates might take. Such developments put the Fed in a difficult spot, as aggressive hikes
to halt inflation now pose a real threat to a recession-free 'soft landing'. Even so, futures traders at the end of
March seemed comfortable enough, pricing in a trajectory for policy rates that—while somewhat steep—was not
out of the ordinary for the Fed since tightening that took place in 1994.

Cumulative increase in Fed Funds rate during each rate hike cycle, 1994—2022
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Figure 10 | U.S. Corporate Yields Above Average for First Time Since Pandemic

One consequence of recent Fed hawkishness is that the yield on investment grade corporate bonds, which tend to
have longer maturities and smaller coupon payments—and thus, greater sensitivity to changes in rates—has spiked
this year, with U.S. bond yields rising from 2.3% to 3.6% during the first quarter. This puts rates above their
average over the last decade for the first time since a brief peak in March 2020 at the height of COVID's disruption
to financial markets. While rising yields translated to losses for fixed income investors over the last few months,
the prospect that fixed income might actually provide an income might come as good news to asset allocators
forced to search elsewhere for yield during an extended period of ultra-loose monetary policy.

U.S. corporate bond yield, Jan. 2011 — Mar. 2022
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Source: Yield to worst on Bloomberg US Corporate Bond Index, via Bloomberg.

Commodities

Russia’s attack on Ukraine
drove a strong rally in
commoditiesin Q1, with energy
and agricultural prices leading
the way to a 25.5% gain on the
Bloomberg Commodity Index
for the quarter (see Figure 11).
Prior to the conflict, Russian
oil exports made up just
about 8% of global petroleum
production, with economists
estimating the disruption
of war and sanctions have

Figure 11 | Commodities Performance

Returns as of 31 March 2022
M Last quarter ™ Last 12 Months
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Source: Bloomberg Commaodity Index (USD), WTI Crude (USD), Gold Spot (USD) via Bloomberg

removed roughly 2-3 million barrels per day of production, accounting for up to 3% of the world’s supply. With
little relief expected from members of OPEC—who have recently stepped up cooperation with Russia—and US
shale oil producers finding it difficult to expand capacity in the short run, this shock to supply has kept the price
of WTI crude elevated in the wake of Russia’s invasion, which saw prices briefly touch $120 per barrel. The
reluctance or inability of buyers to step in and take advantage of a deep discount on Russian oil accounts for a
record divergence between Urals and Western crude (see Figure 12).
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Figure 12 | Sanctions Send Russian Oil to Record Discount vs. Brent Crude

Western buyers' avoidance of Russian oil exports knocked an estimated 2-3 million barrels per day out of supply,
stoking a rally in the price of crude from other sources. Meanwhile, with fewer buyers, Urals oil, a reference
mixture of Russian oil exports, failed to keep up, leading Russian oil to trade at a discount to Brent crude of $30
per barrel at the end of March. Such bargains attracted buyers—from Indian refiners to European commodity
trading houses building inventory for future sale—offering limited relief to Russia's energy sector, which Putin
acknowledged in April had taken a hit. Although China's recent COVID lockdowns helped to curb pressure on the
demand side, the threat of further sanctions on Russian energy, including increased talk of an outright EU
embargo, kept the price of Brent crude high going into Q2.

Price difference, Urals vs. Brent crude, USD per barrel, May 2017 - Mar. 2022
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Figure 13 | Chinese Metal Billionaire's Bet Against Nickel Triggers Short Squeeze

The impact of sanctions against Russia reverberated throughout commodity markets in March, including on the London Metal
Exchange (LME), which suspended trading in nickel for the first time in its 145-year history, after a 'short squeeze' on 8th
March saw the commodity's price more than double in a single day. Russia produces roughly 12% of the world's high-grade
nickel, leading prices to rise when sanctions threatened to cut off that supply. This was bad news for Xiang Guangda, owner of
Tsingshan Holding Group, China's largest stainless steel maker, who had wagered billions on a decline in nickel, and faced a
margin call as prices rose. That forced Xiang to enter the market as a buyer of nickel to make good on his losing bet, sending
the metal even higher, until the LME closed the market to save Xiang, as well as other brokers and traders, from ruin. When
trading resumed a week later, prices were still twice as high as before the fiasco.

Price of nickel futures traded on London Metal Exchange in USD, Apr. 2012 - Mar. 2022
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In addition to surging energy prices, the conflict between Russia and Ukraine has pushed up the price of wheat,
for which the two nations add up to 30% of global supply. While precious metals posted small gains in Q1,
industrial metals recorded larger profits, led by nickel, which gained 54% for the quarter (see Figure 13). The
base metal, an important input to lithium-ion batteries, initially rallied in response to sanctions on Russia’s
12% share of global production, before skyrocketing in early March, when a Chinese billionaire’s massive short
position was ‘squeezed’, triggering a margin call so severe it forced the London Metal Exchange (LME) to shut
trading down for the first time in 145 years. One of the big winners in the episode was Volkswagen, whose
hedging operations resulted in the automaker holding one of the largest long nickel positions on the LME and
booking a reported $3.8 billion in commodity trading gains as part of its first-quarter earnings.
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Closing Thoughts

From the preceding commentary, it
will be clear that Russia’s invasion of

Ukraine was the driving force behind
many investment themes at the
start of the year. Entering the second
quarter, the big question is whether
the fallout from this war—including
additional supply chain disruptions
and a shock to global energy
markets—will ultimately derail central
bankers’ attempt to cool off inflation
without stalling the world economy.
Recent bond market volatility reflects
uncertainty on this point, while stock
valuations seem to suggest soft-

Key Economic Releases and Events
for Q2 2022
UNITED KINGDOM
Bank of England Official Bank Rate Release: 5" May, 16™ June
GDP Figures: 12" May, 30" June
PMI Figures: 22 April, 3 May, 24" May, 15t June, 23" June

EUROZONE

ECB Monetary Policy Meeting: 9" June

GDP Figures: 29" April, 17" May, 8" June

PMI Figures: 22 April, 2"¢ May, 24" May, 15t June, 23" June

UNITED STATES

landing optimists may still have the

FOMC Rate Decision: 4" May, 15" June
upper hand.

GDP Figures: 28" April, 26" May, 29" June

When the fighting in Ukraine began, PMI Figures: 22 April, 2" May, 24 May, 1% June, 23" June

Bank of America strategists turned

bearish and cited a heightened risk

of the Fed making a ‘policy error’ that leads to recession; fund managers in a recent survey by the bank put
the likelihood of such a mistake—being too late in their response to inflation or tightening too much—at 83%.
At this moment, we believe investors are also at greater risk than usual of making errors in their portfolios, as
the temptation to radically shift allocations in response to fear can distract from long-term investment plans.

In fact, it is often most profitable to invest precisely when fear is gripping the market. China’s financial policy
makers are experienced in this area. For years, the country’s ‘National Team’, an informal name given to a
group of state-affiliated financial entities, has sought to prop up China’s stock market during times of stress,
engaging in coordinated purchases of struggling shares in beaten-down companies with solid fundamentals.
While the motivations for doing so may be superficial and political, the irony is that such a strategy has likely
outperformed most market timing fund managers and retail traders.

Given the range of macro and geopolitical perils facing investors as 2022 unfolds, investors inclined to follow
this approach should expect more opportunities to ‘buy the dip’ ahead.
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Important Information

This publication does not constitute a financial promotion as defined by Section 21 of the Financial Services and Markets Act
2000 (FSMA).

This document is intended for the use and distribution to all client types. It is not intended for distribution to, or use by, any
person or entity in any jurisdiction where such distribution would be unlawful and participation in the portfolio referred to
herein shall not be offered or sold to any person where such sale would be unlawful. Any onward distribution of this factsheet
is strictly prohibited.

The value of investments and the income from them can go up as well as down and you may realise less than the sum
invested. Some investments may be subject to sudden and large falls in value and you may realise a large loss equal to the
amount invested. Past performance is not an indicator of future performance. If you invest in currencies other than Sterling,
the exchange rates may also have an adverse effect on the value of your investment independent of the performance of the
company. International businesses can have complex currency exposure.

Nothing in this document constitutes investment, tax, legal or other advice by Henderson Rowe Limited. You should understand
the risks associated with the investment strategy before making an investment decision to invest.

Investors should be aware of the risks associated with data sources and quantitative processes used in our investment
management process. Errors may exist in data acquired from third-party vendors, the construction of model portfolios, and in
coding related to the index and portfolio construction process. Information contained in this fact sheet is based on analysis
of data and information obtained from third parties. Henderson Rowe Limited has not independently verified the third-party
information. The firm, its directors, employees, or any of its associates, may either have, or have had, a position, holding or
material interest in the investments concerned or a related investment.
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