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Aftertwoyears of COVID-related disruption, there was
hope that 2022 would mark the beginning of apath

toward normalization, for our economies and life in general;
instead, the world has asked us for more patience and
introduced new challenges. The year began with the
relatively mild Omicronvariant,and whileithasbeen only
moderately disruptive in most parts of the world, it is

once againresultingin severerestrictions across China,
exacerbating existing supply-chainissues. With the
pandemic persisting, our attention rapidly turned to the
Russianinvasion of Ukraine, and the reintroduction

of war onto the European continent.

Theimpact of the war has unfortunatelybeen toboth
pushbackthe peak date forinflation tolater thisyearand
lower economic growth. The OECD estimates that U.S.
GDPwillbe 0.9 percentage pointslower than its original
baseline estimate, while growthin the euro areawillbe 1.4
percentage points below the baseline estimate for 2022.
Inflation, meanwhile, isnow expected tobe 1.4 percentage
pointshigher than thebaseline estimatein 2022 inthe
United States and 2 percentage points higherin the euroarea.
Unlike the United States, the EU has still not placed sanc-
tions on Russian energy and agricultural products, but prices
for these have nevertheless skyrocketed globally, given

that Russiasupplies about 19% of the world’s natural gas and

11% of'its oil. The EU gets 40% ofits natural supplies and
27% of its crude oil from Russia, and full sanctions on these
supplies—whichisa growing possibility—would add another
painful dimension to the cost of the crisis.

The odds ofafood crisis areincreasingand could be
particularly devastating for countries that produce few
commodities, thatrelyheavily on Ukraine and Russia,

and where food accounts for alarge share of aggregate
household consumption. A prime example is Egypt, where
wheatimports are heavily subsidized, bread is a staple
ofthe diet, and food accounts for fully 43% of total expendi-
tures. Evenforanetoil and wheat exporter like the United
States,lower-income households are already suffering from
theriseinprices globally. Therise in gas prices has prompted
President Biden to tap into the Strategic Petroleum Reserve
toincrease supply by 1 million barrels per day, and while
accommodating, itis still well short of demand. Brent crude
increased from $77/bl at the start of the year to apeak of
$128/blin early March, and ended the quarter at $104, 35%
higherthanthestart ofthe year,and arguablyservingasa
regressive tax on consumers.

Thewaralso placesaheavyburden on central banks.
Inflation was already touching 8% in the United States and
5%inthe EU, and centralbankers were hoping that as our
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economies reopened, many of the supply-chain constraints
would ease and inflation would moderate, enabling a slow
and steady process of stimulus withdrawal to be achieved.
Theintended roadmap aside, the Fed has nowmade it clear
thatitdoesnotbelieve the war willbe arecession-inducing
eventinthe United States, so it will not deviate from
startingits tightening cycle and achieving its mandated goal
of 2% inflation. In fact, it has turned even more hawkish
than previously envisioned. At the start of the year, market
expectations were for rates toincrease from 0.08% to
1.08%, with the Fed guiding toward closer to 0.83%. By the
end of the quarter, these expectations have nowalmost
tripled, with market expectations forratestoriseto2.35%
bythe end of this year and 3.1% by the end of 2023. Rate
increases grab headlines, yet an expected 2.35% federal
fundsrate would simply return therate to 2019 levels.

War, theloss ofinnocentlives, an enduring pandemic,
worries about global food crises, inflation, and fluctuating
monetary policy allinfluence financial markets. As the above
table shows, financial markets have responded to these
events with “risk-off” sentiment across theboard; all asset
classesnoted remain negative, with the best-performing
indexdown 4% in the quarter. Meanwhile, among the major
S&P 500 equity sectors, only two had positive returns:
utilities, which showed some surprisingresilience in the face
ofhigherinterestrates, risingby 4% in the quarter,and
energy, which was by far the biggest winner, risingby 38%

on strong demand and limited supply.

Fixed-income markets experienced volatilityin the first
quarter as well, with10-year Treasuryyields rising from
1.51%to 2.34% over the quarter, and aggregated Treasury
marketreturns suffering theirlargest drawdown

(-10.3%) since thebond series beganin1976. Gold, however,
proved somewhat of asafe haven, risingby 5.9%in the
quarter, as did the dollar with areturn of 2.8%. The euro,
however, fell by 2.7% over the quarter, sterling by 2.9%,
andtheyenbyaverysharp 5.4% due to higher inflation but
acentral bank willing to tolerate it.

The sheer power of the dollar globally, and the difficulty

that countries can have iftheyfall afoul of the United States
andlose access to dollar-denominated assets, was on full
display this past quarter. The weaponization of the currency
and the speed at which sanctions were imposed on Russia,
whichincluded the freezing of its central bank’s foreign
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assets, were both decisive and significant. Over time,

itis possible that such actions will be considered overreach
by some countries, resultingin a shift away from the
dollar. Inthe near and medium term, however, itis clear
thatthe dollar,and the United States, still has plenty of
weight to throw around when it wants.

Emerging markets over the quarter were more of amixed
bag. The major commodity exporters and those far

removed from Russia and continental Europe, such as Brazil,
Chile,and in manyways Canada and Australia, produced
very strong returns; however, the major commodity
importers, price-takers, and those exposed to dollar-debt
(whichisadverselyimpacted by higherrates and astronger
dollar) suffered badly. China’s markets were battered
bythese and other factors, including the self-imposed
restrictionsrelated to COVID, governmentdirectivesrelated
totechnology, theregulatory threat from the United States
tode-list Chinese tech firms,and uncertainty aboutits
geopolitical stance toward Russia.

Given somuch globaluncertainty, perhaps surprising was
thathigh-yield corporate bonds outperformed investment-
gradebondsover the period. The view from investors seems
tohavebeen that with the economy stillin recovery mode
and consumer and corporate balance sheets in good shape,
defaults are likely to remain low, allowing investors to benefit
from the extrayield they offer. Whether that remains the
caseisanopenquestion given thatvolatilityislikely to
remainhigh.

Aswelook forward, itisimportant to note that the

10Yr-2Yr Treasuryyield curve managed to slightlyinvert
atthe end of the quarter—which hashistoricallybeen a
strongindicator of apendingrecession—and will continue
toputfinancial markets on edge ifit staysinverted.

While theyield curveis not particularly good at timing
recessions, with variability anywhere from one to three years
afterinversion (and also depends on which part of the
curveislooked at), its track record is strong enough that talk
ofrecession willremain in the headlines. These worries
couldbe cooled if1.) the Fed manages to cool inflation

and achieve asoftlanding during this tightening cycle and
2.) geopolitical risk and global conflict subside.

Theresultis that markets are likely to experience continued
volatilityin the near term, as these scenarios persist. Insuch
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circumstances, investors would dowell tomaintainan
active management approach to their portfolios, as
geopolitics and tightening cycles are just two of the current
themes out there, and there are plenty of other structural
investment themes that go farbeyond near-term
cyclicalrisks and ones where any near-term volatility could
yield some veryinteresting opportunities.

PWM Planning TIP

Thereisstill time to make a 2021 IRA contribution. Total
traditional IRA and Roth contributions in 2021 cannot
exceed $6,000 ($7,000 for those age 50 or older). Individuals
with earned income may be able to deductall or aportion
oftheir contributions to atraditional IRA depending on
whether they (or their spouse) are covered by an employee
retirement plan and theirincome isnot greater than certain
phase-outlimitations. Those with amodified gross adjusted
income (MAGI) ofless than $140,000 ($208,000 if married
filingjointly) can contribute toa RothIRA. Contributions
toaRothIRAarenottaxdeductible, butinvestment earnings
grow tax-free and distributions can be tax-free at retirement.
Inaddition, don’t forget about the spousal IRA or RothIRA.
One spouse may contribute to theirown IRAbased on

the other spouse’searnings, eveniftheydon’t work outside
thehome. Lastly, don’t forget about Roth IRAs for children.
Aslongasthechild had earnedincome, they are eligible
tocontribute toa RothIRA based on their 2021 earnings.
Thelimitisthelesser of $6,000 or earned income.

The deadline for all contributionsis April18,2022 (April 19
forresidents of ME and MA).
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