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Kick-off Rescheduled

The December 2021 quarter was a positive one with equities and real estate doing all 
of the heavy lifting. Commodity exposures had a significant turnaround in 
performance to be major contributors.

The start of the new calendar year though has been far more challenging with 
heightened levels of volatility and large divergences in performance between sectors.

The cause of this volatility is one of the areas of transition that we discussed in our 
September 2021 quarterly, namely changes in central bank policies. In that note, we 
highlighted that central banks were beginning to remove stimulus via a reduction in 
asset purchases. This gave cause for investment markets to bring forward their 
expectations on the timing of rate rises from 2023/2024 to the end of 2022. 

More recently, there has been an abrupt change in the interest rate outlook from a 
number of central banks. As an example, the US Federal Reserve began indicating in 
December 2021 that is was likely to raise rates three times in 2022, with the kick-off 
expected to be the middle of the calendar year. However, by the end of January the 
chair of the Fed, Jerome Powell signalled that March 2022 is now likely to be the 
start. Noticeably when asked, he failed to rule out the possibility of a hike at each of 
the seven FOMC meetings in 2022. The significant change in the Fed’s interest rate 
outlook between the beginning and end of 2021 can be seen in the chart below.
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Uncertainty remains around the size and number of rate rises we are facing, however, 
bond futures are currently pricing in six to seven rises for the US in 2022.

At its January 2022 meeting, the Reserve Bank of Australia announced that it would 
cease its bond buying program on 10 February 2022. However, the RBA stated that 
this does not imply a near term increase in interest rates, preferring instead to see 
inflation sustainably within the 2 to 3 per cent target range. Bond markets, though, 
are not prepared to wait and are now pricing in multiple rate hikes this year.

We highlighted in our September 2021 quarterly that ‘the transition away from the 
ultra-supportive monetary environment we have experienced since 2020 may cause 
some not so insignificant market gyrations along the way.’ January 2022 certainly 
provided evidence of this. However, it is useful to look back at previous tightening 
cycles to assess the effects on equity markets longer term. The chart below shows 
that despite initial wobbles, in three out of the four most recent tightening cycles 
since 1990, equity markets were higher one-year post the first rate rise.

Source: Munro Partners presentation 9 Feb22



It is also important to remember the reasons rates are likely to increase. 

Firstly, economic growth has been strong and despite expectations that the rate of 
growth going forward will slow, it is forecast to remain above trend for the near term. 
Therefore, a move away from highly accommodative interest rates is justifiable. 
Importantly, despite the number of rate rises currently factored in to markets, our 
expectation is that rates will remain below the neutral rate of interest for some time 
and therefore, continue to be supportive of growth. 

Another reason for the shift in the interest rate outlook is increasing short term 
inflation expectations. As we highlighted in our last quarterly, the impact of inflation 
has been felt across a broader range of items with recent inflation prints coming in 
above expectations. Wages are also starting to rise although so far it has been most 
noticeable in lower income brackets. To maintain their longer-term credibility around 
managing inflation, central banks need to be seen to react to short-term lifts in 
inflation that are becoming more persistent. So far this appears to be working with 
the market pricing of inflation five years from now at the bottom end of the target 
range.
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So, in summary, expectations around rising interest rates have been brought forward 
in time but the peak in rates has not changed and are expected to remain 
accommodative. As can be seen from the chart below, such an environment suggests 
equities should continue to outperform other asset classes. 
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Valuation Matters (again)

At this point we view the recent weakness in equity markets as a valuation 
adjustment rather than a fundamental change or significant weakening of the 
economic outlook. We had noted in recent quarterlies that there was not a lot of risk 
priced in across asset classes and with an expectation of increased volatility we were 
not unhappy to maintain higher than normal levels of cash.  

For equity markets, one thing that has been notable FYTD compared to FY21 is the 
dispersion in returns between regions, sectors and investment styles. Cyclical 
exposures, such energy, financials and materials as well as more defensive sectors 
have been positive contributors while the growth orientated heroes of recent years, 
such as technology, have been under pressure.
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In our view, a key reason for this revolves around valuation. The strong price 
momentum enjoyed by many growth investments over recent years we feel, caused 
investors to become complacent about the valuations they were paying.

Rising interest rates have shifted the goal posts. The intrinsic value of a high growth 
company is very sensitive to changes in interest rate assumptions. As the outlook for 
interest rates has increased the value of these companies has fallen causing a reversal 
in price momentum as investors rushed to hand the hot potato to the person next in 
line. 

The sectors that have fared better have tended to be those that offer better valuation 
support. Moving forward we think sector choices will continue to be an important 
contributor to investment outcomes while investors will need be more discerning 
about the price they are prepared to pay.

Risks to the Outlook?

The main risk we see to the outlook for investment markets revolves around longer 
term inflation expectations. 

As mentioned earlier, despite short-term spikes in inflation, longer term expectations 
remain contained. This scenario is defendable under the assumption that prices for a 
number of key inputs will begin to abate as supply chains open up and workers that 
have been either sidelined or unable to cross boarders due to COVID-19 disruptions, 
begin participating in the workforce again.

Of course, in the end assumptions can be shown to have been misguided. Should this 
be the case and central banks are forced to lift rates to levels that are higher than the 
peaks currently expected, both equity and fixed income markets will come under 
pressure.
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In our view, if such a scenario unfolds one of the contributing factors of more 
persistent inflation is likely to be commodity prices. Continuing economic growth will 
increase the demand for commodities. The transition towards renewable energy will 
also add to the demand for commodities. This rising demand is occurring at a time of 
underinvestment in new supply and even if investment increases there is a time lag 
before new production can be delivered. This suggests ongoing support and potential 
upside risk to commodity prices. As such, we believe commodity exposures remain 
important inflation hedges.

Gold also has a role to play in managing this risk and as discussed in the September 
2021 quarterly, we have increased our exposure.

Russia v Ukraine

Increasing tensions around the possibility of a conflict between Russia and Ukraine 
has been adding to the volatility in investment markets. Although this remains a very 
fluid situation, our geopolitical consultants currently assign a 75% probability that 
Russia will invade Ukraine, however, only a 10% probability of Russia conquering all of 
Ukraine. Therefore, at this point we do not foresee any long-term impacts for markets 
but we will continue to monitor developments closely. 

If this does develop into a military conflict, risk assets in general will no doubt come 
under some short-term pressure but we would expect so see at least some offsets 
from further strength in the price of gold, oil and certain commodities.

Implications for Portfolios

• The expectation of above trend economic growth and accommodative monetary 
and fiscal policies lead us to maintain a moderately pro-risk stance towards 
equities and credit instruments.

• We continue to expect periods of heightened volatility from the various 
transitions we discussed in our September 2021 quarterly as well as the 
developing Russia v’s Ukraine situation.

• A focus on appropriate valuations will be important for navigating the current 
environment. This will influence our decision making not only on initiating new 
ideas but the position sizes of existing holdings.

• We are not uncomfortable in holding higher than target levels of cash at present, 
however, are we actively looking for opportunities to deploy that cash into our 
preferred sectors and investment themes.

• We expect sustainable dividend or distribution yields will be an important 
component of total returns in the current environment and should also help to 
reduce portfolio volatility.

• Commodity and energy exposures remain attractive from both an economic 
growth perspective and as a potential inflation hedge.

• We see gold as a useful portfolio diversifier as part of overall risk management.

• Being underweight interest rate sensitive exposures has served our fixed income 
portfolios well when compared to the relevant benchmarks, however, with long 
term bond yields approaching the upper end of our expected range we are 
actively considering lifting our exposure to bonds.. 
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