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S E A S P R A Y  F I N A N C I A L

We continue to believe that the risk of a global recession this year is minimal; however, it must be said that a
more hawkish Federal Reserve does slightly increase recession risks for some time in the second half of
next year or 2024. That said, positive corporate earnings, above-trend growth, and still accommodative
financial conditions suggest risk assets can still perform well, even as the Fed raises interest rates.  Also
supporting equity markets on a relative basis over bonds is that despite the increase in bond yields year-to-
date, real yields adjusted for inflation, remain negative.

It is further worth noting that despite the ongoing conflict in Ukraine, equity markets have now recouped
practically all of the losses incurred since the invasion on February 24th while in the US all three major
indices are in fact higher than their closing levels on the eve of the invasion. This resilience comes despite
the fact that expectations for the pace of interest rate hikes from the Fed have increased following the
recent Fed policy meeting with the market now pricing for the Federal funds rate to be around 2.5% at year-
end.

As the opening quarter of the year draws to a close and we
enter Q2, we reflect on what has definitely been a memorable
three months for markets. The period has been characterised
by accelerating inflation amid surging energy prices which have
had a series of consequences for financial markets. There has
been a notable hawkish shift in both interest rate expectations
and central banks’ outlook , which in turn has seen bond yields
rise significantly. Elsewhere, the main equity indices have
suffered falls as investors have been adjusting to the higher
inflation and interest rate outlook. 

The second half of Q1 was a particularly volatile period across
financial markets, as investors struggled to assess the
implications for economies of the invasion of Ukraine, not to
mention the major humanitarian crisis that is still unfolding as
each day passes. Inflation will almost certainly now rise even
further in 2022, which has negative implications for growth in
advanced economies. 

Introduction
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The general consensus coming into 2022 was that a moderation in energy prices and some improvement in
supply chain disruptions would bring the rate of inflation down to more acceptable levels, over the course
of the year. However, it became clear to investors in the early part of Q1 that higher inflation would not
prove to be transient. Then, at the end of February, we saw the immediate impact from the war on global
commodity prices and ongoing supply chain issues that will add to inflation pressures over the coming
months. This in turn, will accentuate the negative drag on consumer spending from the impact on
disposable incomes. Inflation rates are already at 40-year and 30-year highs in the US and UK respectively,
while in the Eurozone they have reached record highs in March.

We feel it is important to state that while we are now facing an increased pace of monetary tightening, along
with the ongoing disruptions to commodity markets due to the invasion of Ukraine, we do not forecast a
global recession. The profound shift in monetary policy during the first quarter and the frankly concerning
developments in geopolitics will both have lasting implications for asset allocation. Unsurprisingly, asset
markets are taking some time to recalibrate, and we should probably expect volatility to persist for a while.
While we are proceeding with caution, we do see scope for improving returns over the middle part of the
year and into H2.

Recession risks have indeed risen over recent months, but our base case remains that factors such as
strong balance sheets, resilient margins and earnings, and the release of post-pandemic pent-up demand
will support global growth this year. There are however regional variations. We see the potential for
European growth to be roughly flat during the middle two quarters of the year as supply chain issues and a
higher cost of living weigh on consumption. In the United States, the rise in energy costs may be a headwind
for growth, but it is unlikely to cause a slump in activity now that the US is largely energy independent. All in
all, the pace of global growth may be slower, but we expect it will remain positive and around trend.
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Prior to the Russian invasion of Ukraine, economic signals were encouraging through February as the
Omicron wave retreated and supply chains began to improve. Looking at March Services and Manufacturing
PMIs for the major developed regions, the relaxation of pandemic restrictions helped business activity
weather the initial shock from the war. Headline PMIs were surprisingly resilient with growth gaining
momentum despite still-surging inflation and heightened geopolitical uncertainty. As can be seen below, the
United States marched further into expansion from both a manufacturing and services standpoint, with a
composite reading of 58.5 (vs previous 55.9). Despite closer geographic and economic ties to the conflict,
Eurozone and UK growth held its ground at 54.5 (vs prior 55.5) and 59.7 (vs 59.9) respectively. All readings
above 50 indicate expansionary territory for the nation in focus.
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It’s been roughly six weeks now since Russia invaded Ukraine. Our hearts go out to all the people affected
by the crisis and our admiration goes to the Ukrainians defending their country.  At this time, we offer no
predictions as to how and when the war will end. Instead, we prefer to focus on the broader impact on the
economy, markets, and our clients’ portfolios. This war, which is deeply concerning on a human level, raises
considerable questions for investors trying to gauge its long-term impact on the global economy and
financial markets.

Near-term risks have been created for markets, but the conflict also casts a shadow over the longer-term
outlook. The immediate threat comes from high energy prices, rising food prices and disrupted supply
chains. The longer-term issues would include a new cold war between NATO countries and Russia,
increased military spending and a further hit to globalisation. The war is a defining moment for Europe,
which now needs to unwind decades of Russian energy dependence, accelerate its sustainable energy
transition, and rebuild military capability.

The eurozone economy is further from full capacity than the US and faces a bigger economic hit from the
conflict. This means the European Central Bank will likely focus on growth risks more than inflation, which is
now mostly supply side driven and somewhat out of their control. Markets are now pricing for the ECB to
hike rates by 50bp this year, but in our opinion it is likely that rates will remain unchanged or only rise by
25bp as higher energy prices slow economic growth. In terms of the global economy, it should be noted
that Russia and Ukraine together account for only 2% of global GDP, therefore the impact on the economy
and to an extent, corporate earnings, will likely be determined by the extent to which the conflict escalates
to draw in other participants and how long it persists.

The big problem will be inflation.  We’re at almost 8% in the US, and over 7% and 6% in the Eurozone and
UK respectively. Despite this being another energy crisis, we are not at the multi-year double-digit inflation
of the late 1970s & early 1980s.  With unemployment low and balance sheets strong, we are a long way
from the “stagflation” (stagnating economy and high inflation) of that period, in our view.  Economies are less
energy-intensive and households spend less of their income on commodities than we did back then.
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One possible positive that we can see coming from the Ukrainian tragedy may be an extra impetus to the
move away from fossil-fuel dependence. The EU now plans to be independent from Russian fossil fuels well
before 2030, with energy-saving measures and more of a role for wind and solar. China, in turn, can use
discounted Russian natural gas to lower its coal dependency.

We also believe that the invasion has highlighted global political fault lines. Russia’s no-limits partnership
with China puts the focus on the US-China relationship. The severity of the economic sanctions on Russia
likely will deter China from pursuing its claims over Taiwan anytime soon, but ongoing tensions will be a
continuing watchpoint.

While it is impossible to accurately forecast how long the fighting will last and when the volatility will subside,
we are of the strong opinion that following this initial market shock, the situation will ultimately stabilise. Risk
assets should make a recovery over the coming months. Markets, in our view, will be underpinned by a
return to normal conditions after what was a harsh global pandemic, still-relatively-easy monetary policy
and low bond yields on a historical basis, and also by continued strong earnings. Long-term fundamentals
should re-assert themselves as the most important drivers of economic and financial performance.
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While we maintain our positive outlook for stock markets over the long run, we still see it as likely that the
current spell of market volatility may continue in the short-term, due to ongoing concerns around
geopolitical uncertainty as well as the leadup to the next Fed meeting on the May 4th. 

While markets have moved to price in a 50 basis point rate hike by the Fed next month, most of the
uncertainty lies in what Chairman Jerome Powell might communicate about the possibility of further 50
basis point rate increases and also on the timing and pace of balance sheet reduction. Equities have
historically delivered positive returns over the past six Fed hiking cycles, with the S&P 500 averaging a 9.5%
annualized return, as can be seen below. We believe significant policy room exists before rates challenge
equity returns.
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" When building equity portfolios, metrics we look for include long-term
profitability, high return on assets, and consistent earnings and sales growth
rates. That approach is expressed through our investment process, which
uses a fundamental approach to identifying quality companies with strong
ESG ratings....."
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We would also like to point out that next week we will see the beginning of the first-quarter earnings season,
this will be another significant theme for stocks this month, whether disappointing or encouraging. We
should get a clearer indication of how geopolitical and inflationary headwinds are impacting companies with
these earnings results. Apart from any impact recent events might have had on actual Q1 earnings, we will
get a better indication on management are seeing for the coming quarters in terms of demand, margins, and
supply chain disruptions.

Given current economic conditions, value should outperform growth during the coming months. However,
investors should not avoid growth all together. Instead, investors should take a more cautious approach with
a preference for high quality and profitable growth names rather than the more speculative companies who
are struggling to generate earnings at present. When building equity portfolios, metrics we look for include
long-term profitability, high return on assets, and consistent earnings and sales growth rates. That approach
is expressed through our investment process, which uses a fundamental approach to identifying quality
companies with strong ESG ratings.

Volatility is not a recent phenomenon. Each year, one can expect the market to experience a significant
correction, which for the S&P 500 has averaged approximately 14% since 1980. History has shown that those
who chose to stay the course were rewarded for their patience more often than not, as can be seen below.
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In 2021 we witnessed a year of small pullbacks in stock markets, but in reality pullbacks of 10-15% are normal to see in
any given year. While a concerning situation has clearly developed in Eastern Europe recently, the type of drawdown
and numbers that we have seen during this pullback would not be unusual for markets in any given average year.

Despite the possibility of further conflict in Ukraine and the chance of further bouts volatility across the main asset
classes, we would like to reiterate that we are urging clients to remain invested and make no hasty changes to their
holdings as a result of the war. We have been here before in similar scenarios, and we believe once again that long-term
market trends will prevail. We came across a study (shown below) in March which relates to the S&P 500 equity index
and illustrates what has historically happened during wars. 
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While past performance is not a guarantee of future
results, we take solace in the fact that the annualised
return during each of the above wars was in positive
territory. We hope this provides clients with some clarity
and insight of what is likely to occur over the coming
months and quarters.



At Seaspray, we strongly believe that ‘time in the market’ is far more important than ‘timing the market’. The
below graph, which displays the percentage chance of an investment in the S&P 500 being in positive
territory based on the index’s performance between 1969 and 2021, demonstrates this. Historically,
investors who were in the market for up to one week saw about a half chance of being in positive or
negative territory, while longer-term investors saw the odds for positive returns increase significantly – up to
a 100% chance at 15 years. 

It is for this reason that we think it is important to keep proper perspective when stocks rise or fall over
short periods of time, as they have done during Q1.
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Historically during a ‘risk-off’ environment when equities are pulling back we would have seen bonds do well.
What we saw over the course of Q1 2022, especially in the US, has been quite the opposite. The US
government bond market in fact suffered its worst month during March since Donald Trump was elected
president in 2016, as high inflation numbers pushed the Federal Reserve to aggressively pull back monetary
stimulus from the economy. Falling bond prices lifted the benchmark 10-year Treasury yield 50 basis points
in March alone to 2.35%, and having since pushed on to 2.55% for the first time since May 2019.

As we laid out in our 2022 Investment Outlook in January last, we are underweight nominal government
bonds and believe yields still likely have room to move higher this year, even after their recent surge. We
have held this view for some time now and believe that investors must instead look to opportunities across
other asset classes, regions, and within alternative assets, eg. Structured Solutions, to appropriately
diversify. As can be seen below, 10-year real yields (even on inflation-protected bonds) in both the US and
the Euro area remain in negative territory, even after their recent move higher in yields. 
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A major theme for bond markets over the past few weeks has been the inversion seen on parts of the
yield curve in the United States, with many market commentators pointing out that this has historically
been an indicator of an impending recession. Last week we saw the US 10yr minus 2yr spread dip into
negative territory, while at the time of writing the 30yr minus 5yr spread is just about negative.

In short, we believe concerns around these yield curve inversions may be overstated. Firstly, the hurdle
for inversion is without a doubt lower in a low-rate regime, indicating that we should probably not be
comparing this inversion to those that we have seen in previous decades. Secondly, during their
pandemic-driven QE programme the Fed was buying more of the 10yr than the 2yr for example, which
could have been one of the reasons for this inversion, and may be a reason why it is not a good
recession indicator this time around. We must remember that the Fed, and other central banks, have
never before carried out asset purchases on the scale that they did during the pandemic. This move has
likely (artificially) pushed longer-dated yields lower than they otherwise would have been, and distorted
the yield curve as a result.

Also, it is worth taking a look at the August 2019 inversion – yes, a recession did happen a year and a half
later, but it was triggered by a global pandemic, something the bond market never could have foreseen
or predicted. In our view, this brings the so-called recession indicator into question. In addition, we
recently saw the Fed Chairman J Powell state that “We monitor a broad range of financial conditions, the
shape of the yield curve is just one thing. We do look at that, and we look at different measures,”. This
should be encouraging to investors. 
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While on the topic of yield curve inversions, one thing that we would like to point out is that recessions
after a yield curve inversion have tended to come with a lag of between 1 and 3 years, rather than
immediately. What we have seen in the past is that equity markets have tended to actually rise after an
inversion, as can be seen below in the 2006 example. 

Then they have only started to fall when the economy peaks and begins to roll over – something that we
do not believe is occurring at present. We believe staying invested is the best course of action and do not
advise holding large quantities of cash in hopes of a significant recession-related pullback in prices.
Holding cash during an inflationary environment is a sure way to lose purchasing power on all
timeframes.
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United States

A strong labour market recovery in the US and broadening wage and price pressures are forcing the Federal Reserve to
pivot monetary policy toward a neutral stance faster than was anticipated by markets last year. The rapid shift in
expectations over the past few months for a much more hawkish Federal Reserve in 2022 has made for a tough start to
the year for equities. This has particularly been the case for American longer-duration and not-yet-profitable growth
companies. The good news is that with hikes now priced for every remaining Fed meeting in 2022, we believe this risk
factor for markets is maturing.

The war in Ukraine has injected further uncertainty into the outlook, but the United States should be among the most
resilient economies globally, given its energy independence and its lower share of commodity consumption in GDP.
More broadly, the business cycle is rapidly maturing. The labour market is tight, and the Fed is on a path to more
restrictive monetary policy. That means recession risks are gradually increasing from the rock bottom levels we
estimated earlier in the recovery. 2022 still looks to be a year of above-trend growth, though, as strong household and
corporate balance sheets keep the economy on firm footing for now.

At its most recent meeting on March 16th, the Federal Reserve followed market expectations and increased the Fed
funds rate by 25 basis points to a range of between 0.25 – 0.50%. The American central bank signalled that it was likely
to hike its interest rate at all of its remaining six meetings this year, which depending on the size of the increases could
bring the funds rate up to about 2.25% by December. 

It is important to note that markets are currently pricing for the Fed to execute three 50bp increases in May, 
June, and July, followed by the more regular 25bp hikes to bring rates to 2.50 – 2.75% by year end. 
Recently, we have seen the Fed argue that the US economy is strong while inflation is elevated, 
and it therefore expects the economy to be able to withstand monetary tightening at 
an increased pace.

Regions & Monetary Policy



However, the Fed did note at its March meeting that there is considerable uncertainty about the economic outlook, as
shown by the wide range in its forecasts. The projections for 2022 see GDP growth in the range of 2.1 - 3.3% y/y, with a
median of 2.8%. This is to be followed by growth of 2.2% in 2023 and 2.0% in 2024. The Fed envisages average
inflation this year being somewhere between 3.7% and 5.5% (4.3% median), followed by 2.7% next year and 2.3% the
year after.

In the meantime, we have seen the Fed Chairman Jerome Powell make some relatively hawkish comments, stating that
the central bank needs to move "expeditiously" towards tighter monetary policy and is prepared to act even more
aggressively if necessary to tackle high inflation. "There is an obvious need to move expeditiously to return the stance
of monetary policy to a more neutral level and then to move to more restrictive levels if that is what is required to
restore price stability" he said. 

Powell also said there was nothing stopping the US central bank from moving forward with a 50 basis point rate hike in
May when it next meets. This is a move that has not been carried out in over 20 years and is seen as a 'double hike'.
He also laid out steps to shrink the Fed's roughly $9 trillion balance sheet, a move which would undo much of the QE
carried out during the pandemic, and cited a labour market in the States that looks "extremely tight", along with
inflation that is "much too high".
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EUROZONE 

The invasion of Ukraine has complicated the outlook for the Eurozone, which was on track for stronger economic growth
than the US market. Inflation pressures were lower than in the US, Covid lockdowns were easing and the outlook for
corporate earnings growth was supportive for equity market returns. However, the invasion has clearly created significant
uncertainty. The main risk right now comes from energy prices, given the region’s dependency on Russian natural gas and
oil. A decision by Russia to shut down energy exports to Europe, or by European governments to boycott Russian energy,
has the potential to trigger a recession in the region. While it is possible, we see this scenario as unlikely given Russia’s
need for oil and gas revenues and Europe’s reliance on Russian energy. 

A short-lived shock to energy prices should see European economies recover in the second half of the year. This outlook
should allow European indices to recover. Europe’s exposure to financials and cyclically sensitive sectors such as
industrials, materials and energy, and relatively small exposure to technology, should be an advantage as economic activity
picks up and geopolitical risks subside.

The European Central Bank last month opted to leave interest rates unchanged, as was widely expected by markets.
However, investors were surprised to hear that the ECB now plans on ending its asset purchases in the third quarter. The
bank will reduce its bond buying at faster pace than was previously planned for, lowering it to €40b in April, €30b in May,
and €20b in June. This compares to its previously planned schedule of €40bn during Q2, €30bn in Q3 and €20bn from
October onwards for as long as necessary.

Regions &
Monetary Policy
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"The Eurozone is set to
see growth this year of
3.7% and is now
anticipating growth of
2.8% and 1.6% in 2023
and 2024, respectively...."
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The ECB President Christine Lagarde stated that she still expects robust domestic demand as high household savings are
utilised due to fiscal support, the recovery from the pandemic, and strong labour markets. Against the backdrop of increased
risks to the economic outlook arising from the war in Ukraine, the ECB revised lower its near-term growth expectations.
According to the bank's updated projections, the Eurozone is set to see growth this year of 3.7% (vs its previous 4.2%
expectation), and is now anticipating growth of 2.8% (from 2.9%) and 1.6% (from 1.8%) in 2023 and 2024, respectively.
Inflation is forecast to come in at an average of 5.1% (vs the previous 3.2%) in 2022. Importantly, inflation is set to fall back to
2.1% next year and 1.9% in 2024.

Aside from its base case, the ECB did provide details on two alternative scenarios. In its adverse scenario (stricter sanctions
on Russia, supply chain disruptions, cuts in Russian gas supplies) GDP growth would be expected to slow to 2.5% this year.
Under a more severe scenario (includes features of adverse as well as even higher energy cost, larger second round effects
from this, and stronger re-pricing in financial markets), the ECB envisages GDP growth of 2.3% in 2022.

"A decision by Russia to shut down energy exports to Europe, or by European
governments to boycott Russian energy, has the potential to trigger a
recession in the region. While it is possible, we see this scenario as unlikely
given Russia’s need for oil and gas revenues and Europe’s reliance on Russian
energy. ......." 
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United Kingdom

The UK economy began the year with strong momentum, but is likely to be on a slowing path due to faster tightening
from the Bank of England (BOE), surging energy prices due to the war in Ukraine, and a planned national insurance levy
increase (effectively a tax hike) to help fund the NHS. It is possible that the British government will loosen fiscal policy
slightly or delay this tax hike because of the energy price headwinds, but this is unlikely to prevent its economy from
slowing. 

Despite concerns around the economy, London’s FTSE 100 Index has been one of the better-performing equity markets
so far this year. Most of the companies within the index actually generate their revenues outside of the UK. The FTSE
100 has high exposure to commodity prices and financial names that are set to benefit from an increase in interest
rates and almost no exposure to the technology sector. However, while the UK is outperforming this quarter, we are
sticking with our view from the beginning of the year and are maintaining our slight underweight positioning on the UK.
We will continue to monitor this over the coming quarters.

Last month the Bank of England hiked interest rates as expected, and for the third month in a row, bringing the Bank
rate 25 basis points higher to 0.75%. Markets are now expecting the UK’s central bank to remain on a rate hiking path
for the remainder of the year and into 2023. They look for rates to get to circa 1.9% by the end of this year and 2.25%
by late 2023. The BOE, though, seems a lot less sure. In an important adjustment to its guidance, the bank is now saying
that “some further modest tightening in monetary policy may be appropriate in the coming months”. Previously, “is likely
to be” was used instead of “may be”. Furthermore, while four of the bank’s nine voting members opted for a 50bp hike
at its last meeting in February, there were no such votes at this month’s meeting. Indeed, one member voted
 to keep rates unchanged. 

Regions & Monetary Policy 
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