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Policy-Induced Headwinds 
 

 
 
Capital markets have had a challenging start to the year.  Both 
stocks and bonds declined in the first quarter, with global 
equities returning -5.4% and US dollar bonds returning -5.9%, 
as surging inflation, COVID-related shutdowns in China, and 
geopolitical conflict raised concerns regarding the economy 
and government policies.  The otherwise positive environment 
of above-average growth with waning COVID risks and further 
reopening of economic activity has been marred by three 
issues that can be described as policy errors by government 
authorities. 
 
Inflation has risen to levels not seen in over forty years with 
consumer prices in the US rising at an 8.5% annualized pace.  
Massive government spending and a loose monetary stance, 

 
Exhibit 1: US CPI vs. Federal Reserve Target % 

Inflation Has Surged 
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Equities 

MSCI AC World  711.6 
  Price / Earnings 17.1x 
  Dividend Yield  2.0% 

S&P 500  4,530 
  Price / Earnings 20.1x 
  Dividend Yield  1.4% 

US Interest Rates  

2 Year Treasury  2.3% 
10 Year Treasury 2.3% 
30 Year Treasury 2.4% 
Bloomberg US Agg. 2.9% 
 
US Corporate Spreads 

Investment Grade 1.2% 
High Yield  4.0% 

Equity Volatility 

CBOE SPX Volatility 20.1 

US Economic Figures 

GDP Growth 4Q21 6.9% 
Unemployment  3.8% 
Inflation (core)  6.5% 
Fed Funds Rate  (mid) 0.375% 
3 Month SOFR              0.675% 

Commodities 

Oil (Brent)  $107.9 
Natural Gas  $5.64 
Copper ($/lb.)  $4.75 
Gold ($/oz.)  $1,949 

Foreign Exchange  

Euro   $/€ 1.10 
Japanese Yen  ¥/$ 122 
Chinese Yuan  元/$ 6.35 

Market summary data as of: 
March 31, 2022 
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which have remained well past the need for pandemic relief, have contributed to an excess of funds 
chasing too few goods.  A resulting and overdue turn from unbridled spending and central bank 
stimulus   ̶ shifting from “build back better” ambitions and further monetary expansion as recent as a 
few months ago  ̶  has been abrupt and revealing of how off-tune policies were for an economy that 
grew last year at the fastest pace in several decades. 
 
The announcement and minutes from the Fed’s March meeting marked its flip from loosening to 
tightening.  It raised the upper bound Federal Funds rate from 0.25% to 0.50%, provided a view on 
future rates that suggests further increases toward 1.875% by the end of the year, and discussed a 
plan to reduce its bloated $9 trillion balance sheet.  Prices in the Fed Funds futures market suggest 
the Fed will need to tighten even faster to bring inflation back to its 2% target and to restore its 
substantially damaged credibility.
 
Exhibit 2: Year-End Fed Funds “Dots Forecast” 

Rates Lift-Off 
   

 

Exhibit 3: Central Bank Bond Holdings ($Tr) 
A Lot of QE to Unwind 

 

Another factor weighing on the outlook is China’s so-called “COVID Zero” policy of tightly-enforced 
lockdowns to control the spread of the virus.  Areas of the country that account for 40% of its economy 
are under full or partial lockdown.  Credited with keeping cases and mortalities low during the 
pandemic’s initial waves, the policy remains, despite the current variant’s lower risk of death and 
evidence from around the world that lockdowns don’t make much of a difference.  Political exigency 
to suppress surging case counts that might highlight the country’s thin healthcare infrastructure and 
low-efficacy vaccines comes at the cost of slower growth in the world’s second largest economy and 
renewed stress to supply chains for a wide variety of products consumed worldwide. 
 

Exhibit 4: Goldman Sachs Lockdown Index -- China Locks Down While the World Reopens 
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Finally, Russia’s aggression in Ukraine, while foremost a humanitarian catastrophe and moral 
outrage, further hurts the outlook for global growth.  From our mid-quarter update published in 
February: 
 

While Russia accounts for only 3% of the global economy, it can have an outsized effect 
through its role as one of the world’s largest producers of commodities.  It is among the top 
three exporters of hydrocarbons, playing a large role supplying Western Europe with natural 
gas.  It is also a major supplier of industrial metals, representing around 10% of global ex-
China production of copper and nickel.  Essential for the automotive industry, its production 
of palladium and platinum is 40% and 20% respectively of global output.  Russia and Ukraine 
together account for 30% of global wheat production. 
  
Although it is unlikely that the export of these commodities will be completely shut off, prices 
of oil, metals, and agricultural products have risen sharply as a “geopolitical risk premium” has 
compounded tight supply-demand conditions.  Inflation, already at a multi-decade high, is 
further supported by rising commodity prices.  The case for central bank policies to pivot, 
perhaps more forcefully, from highly stimulative to tightening is consequently strengthened. 
  
The outlook for economic and corporate profit growth in 2022 is hurt by elevated geopolitical 
risk and higher energy prices. 

 
Russia’s imperialist stance  ̶  from its invasion of Georgia is 2008, to its initial invasion of Ukraine in 
2014, and then its broader offensive this year  ̶  has manifested at times to leverage its role as a 
global energy supplier when oil and gas prices are quickly rising.  Today’s geopolitical crisis will have 
a larger effect on growth than in 2008 and 2014, reflecting the higher scale of conflict and resulting 
sanctions.  Accurately predicting the duration and severity of the Russia-Ukraine war is impossible, 
but we are encouraged by the reduced scope of Russia’s objectives  ̶  from the entirety of Ukraine to 
the eastern and southern portions which have been conflict zones for years – and the rising incentives 
for Russia to find an off-ramp as sanctions escalate and as countries hitherto neutral, such as Sweden 
and Finland, take steps to join the NATO alliance. 
 
Facing the headwinds of an accelerating pace of monetary tightening, COVID-related supply 
disruptions, and geopolitical tensions exacerbating already problematic levels of inflation, investors 
are grappling with both the possibility that these forces derail the current economic expansion and an 
unusual level of uncertainty, given the source of these risks being government decisions.  As such, a 
concern that a “stagflationary” economy – a sharp deceleration of growth or a recession accompanied 
by high inflation – could happen is weighing on sentiment and financial asset prices. 
 

Exhibit 5: 2022 & 2023 Consensus Global Growth Forecast % 
Moderating, But Still Above Historical Average 
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Weighing these substantial risks and current indictors of economic activity, we see the near-term 
probability of recession and a decline in corporate profits as low at this time, with calls for an imminent 
end to the economic expansion premature.  Labor markets are strong across the major economies, 
as are frequently-updated measures of global manufacturing and services.  Given the aforemetioned 
uncertain nature of the present risks to growth, we will monitor developments closely and adjust 
accordingly.
 

Exhibit 6: JPMorgan Global PMIs 
Manufacturing & Services Activity is Strong 

   

 

 
Exhibit 7: Global Unemployment Rate % 

Labor Markets are Strong 
 

Meanwhile, we believe an investment posture that is durable to higher long-term interest rates is in 
order.  A near-term shift toward shrinking central bank bond holdings, combined with a long-term 
trend change from the disinflationary forces of globalization and low geopolitical tensions toward one 
that favors supply reliability over lowest cost, suggests higher interest rates and pressure going 
forward on financial asset prices that are not well supported by cash flow. 
 
Within equity portfolios, that means being valuation sensitive in a market that is trading at historically 
high multiples of earnings and cash flow, and within bond portfolios, that means favoring short-term 
maturities and including securities that have the potential of adjusting coupons as the interest rate 
environment shifts. 
 
We hope this review of the economy, markets, and investment strategy helps inform you of today’s 
key investment issues and how we are managing the capital you have entrusted to us.  We would be 
pleased to answer any questions you have. 

 
With best regards and appreciation for the opportunity to work on your behalf, 

 
 

                                          
Jeffrey E. Bernardo CFA  Gregory M. Estes CFA  Milena D. Spasova CFA CIPM 

    

                                 
Frederick M. Blum   Neil J. Sullivan CFA  Franco Cirelli CPA CFP 

                           
  Courtney J. Teschner  Kimberly A. Lewis 
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