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Short-Term Pain Generates Long-Term Gains

Financial year 2022 is proving to be far more difficult for investors to navigate than the one 
previous with an increasing number of challenges requiring a lot of work for seemingly 
little return. The March 2022 quarter was no exception with a weak January and relatively 
flat February before a stronger finish in March. 

It is timely to reflect on the fact that successful investing is a long-term pursuit where 
periods of heightened volatility are simply par for the course. These periods can feel 
uncomfortable over the short term, but are precisely the reason investors can expect to 
enjoy attractive returns over the long-term. 

As can be seen in the chart below, when viewed over extended time frames, history 
suggests investors should remain largely invested, with a well-diversified, multi-asset class 
portfolio, helping to smooth out volatility along the way.
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March Quarter 2022 performance drivers

Thanks to the trusty ‘barbell’ of the commodity and banking sectors, Australian Equities 
were by far the main positive contributor to performance over the March 2022 quarter, 
with Alternative Investments such as long-short funds, gold bullion and infrastructure also 
contributing.

Offsetting these gains was weakness in International Equities, Real Estate and Fixed Interest, 
which were all negatively impacted by a sharp rise in bond yields as markets began pricing 
in the prospect of a more aggressive lift in in cash rates than had previously been expected. 

Adopting a More Cautious Stance

Given increased uncertainty surrounding a range of issues that are key inputs to the growth 
outlook, we have entered this quarter with a more cautious stance. 

Expectations have shifted from above trend growth with higher but still accommodative 
monetary policy to more trend like growth with cash rates rapidly working their way back to 
neutral settings. That in itself is not a concerning outlook, however, the burning question 
most observers like us are grappling with is can central banks manage a ‘soft landing’ or will 
inflationary pressures force central banks to push interest rates to levels likely to choke 
economic growth and induce recessionary conditions.

Inflation outlook remains key 

Inflation, therefore, continues to be an important focal point and as can be seen in the table 
below, it is running very hot in most regions at present.



The expectation has been that as the world learns to live with COVID-19 and supply chains 
open up, some of the associated inflationary pressures would begin to abate. There has 
been some evidence of this occurring, but the war in Ukraine and renewed lockdowns in 
China have thrown some sand in the cog with supply chain disruptions remaining elevated.
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As significant producers of hard and soft commodities, the Russian/Ukraine conflict has 
also exacerbated some of the pricing trends for commodities we were already witnessing 
prior to the conflict, adding to inflationary pressures. How and when the conflict is 
resolved is highly uncertain with no clear pathway to an end point apparent. As a result, 
the effects of the war on commodity prices will likely be an ongoing factor for some time. 

With higher prices and tight labour markets, we are starting to see signs of more 
meaningful wage rises in key regions such as the US, UK and Canada. In Australia, headline 
wage increases are more moderate, however, the trend is up. We attended the recent 
Macquarie Equities Conference in Sydney where 103 companies, ranging from large to 
small caps, presented. It was notable that most highlighted inflation and labour cost 
pressures to some degree.
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Two of the key jobs central banks are tasked with are to achieve full employment and price 
stability. At present, full employment is roughly defined as an unemployment level around 
4% or below. Price stability is inflation around 2% with 2%-3% generally regarded as an 
acceptable range. 

With employment mandates largely met, central banks in developed markets, believe they 
now have the capacity to focus on price stability by signalling a swift rise in interest rates 
to target inflation. Our base case is that they will be successful in achieving a moderation 
in inflation over the medium term. However, we are conscious that there is some risk 
around that base case as rising interest rates tend to be effective at tempering demand 
driven inflation effects but may be less impactful on the supply and commodity inflationary 
pressures discussed above.

Approach to Equities 

At the index level, equity market valuations, as defined by price to earnings ratios (PE), 
have broadly pulled back from expensive levels towards their long-term averages. This is 
due to a combination of share price moderation and rising earnings expectations. 
Moving forward, we feel there are some risks around the earnings part of this ratio. These 
risks stem from the potential impact that rising interest rates and prices may have on 
demand. For consumers, rising wages and elevated savings rates are likely to mitigate this 
to some degree at least.

As well as the potential effects on demand, corporate margins and therefore profitability, 
may come under pressure for those companies unable to pass on rising input costs via 
price increases.

Despite these concerns, equity market analysts are currently forecasting reasonably robust 
earnings growth over 2022 and 2023. Any reversal in these expectations is likely to be a 
headwind for markets. As a result, when building equity market exposures, we believe a 
focus on quality and value will continue to be important.

For regional exposure, we have a preference for the US over Europe and Emerging Markets 
as we believe the US is a much higher quality market with higher returns on equity and is 
less exposed to the energy crisis that is currently impacting Europe.

As a net beneficiary of high commodity and energy prices, Australian equities also look 
relatively well placed. In addition, Australia is the highest yielding market, which we 
believe is a component of total return that will be very attractive to investors in the current 
environment.
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At the sector level we continue to like commodity and energy exposures but we are 
cognisant this is becoming a consensus view and therefore, potentially a crowded trade. 
Also, as cyclical exposures, any short-term concerns about economic growth will be a 
headwind for these sectors. As a result, we will look to manage exposure levels and position 
sizes based on market movements and any changes to the outlook.

The mining and energy service sector also look interesting. As we have discussed in 
previous quarterlies, resource and energy companies have underinvested in capex in recent 
years preferring instead to return cash back to shareholders. Over coming decades, the 
energy transition thematic will lead to increasing demand for commodities. The 
Russian/Ukraine war will only add to this demand as countries look to diversify their 
commodity and energy sources and increase spending on defence. To meet this rising 
demand, resource and energy companies will need to lift their capex with service 
companies a clear beneficiary. This may also see a change in the power balance between 
producers and service companies, which should allow margins to improve. Finally, as the 
commodity and energy story gathers pace, those investors that do not possess the skill set 
to invest in energy and commodity producers directly will tend to invest in the service 
companies as a derivative on the theme, providing additional momentum for the sector.

Other areas of interest include defensive sectors such as healthcare and consumer staples 
as well as tech companies exposed to structural growth thematics, with many now offering 
better valuation entry points than a few months ago.

On a more micro level, we have a preference for companies that have strong competitive 
advantages or natural moats to their business. These advantages mean they should be 
better placed to pass on rising input costs to their customers helping to protect their 
revenues and margins.
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Approach to Fixed Income 

From a benchmark perspective, fixed interest markets have been the weakest asset class 
in the current financial year. 

There are two main reasons for this, the primary one being a sharp rise in bond yields. 

When markets start pricing in the prospect of higher cash rates they do so via the 
reduction in the price of existing bonds, causing a drawdown in capital value for existing 
holders. However, as these bonds mature, the capital released is rolled into bonds that 
are generating much higher yields. Over time these higher yields will offset the initial 
capital hit.

The second reason for the recent weakness relates to exposures that are not issued by 
governments, such as corporate bonds. The yields of these bonds are priced at a margin 
above government bonds, the margin dependent on the perceived risk associated with 
the bond. Given the recent macro uncertainties, the margin investors have demanded for 
many corporate bond exposures has increased leading to price weakness in secondary 
markets as existing tradeable bonds adjust current market expectations.

Our fixed income portfolios have performed well in a relative sense, but have not escaped 
general weakness in the sector. The reason for the relative outperformance stem from a 
few factors. Firstly, our concern about the prospect of rising yields drove an ‘underweight’ 
positioning to long dated government bonds that are more sensitive to changes in 
interest rates. Instead, we have been overweight shorter duration bonds and floating rate 
instruments, which actually benefit from rising yields.

In our Australian fixed income portfolios, we have been overweight hybrid securities, 
which have been one of the best performing fixed income exposures over recent times.

In our international fixed income portfolio, we have been overweight cash, which has also 
assisted relative performance.

We are starting to gently lean into rising yields, with Australian yields an initial focus. As 
the chart below shows, over recent months bond markets have significantly increased its 
expectations for rate rises in the US and Australia, so arguably, the outlook for rising rates 
is already largely priced into these markets.

For the US, the Fed has indicated the likelihood of rises at each of the next seven 
meetings. Markets are pricing in nine, which suggests an expectation for some 50bp 
increases along the way.

In Australia, the market is pricing in around eight increases. We feel this is too many too 
fast and therefore, provides an attractive entry point to lift more interest rate sensitive 
exposures. To fund these purchases, we have been taking advantage of the 
outperformance of hybrid securities where margins have contracted to historical lows. 
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Other Portfolio Construction Considerations

• Cash - Given the uncertainties mentioned above, we believe where possible it is 
prudent to continue to hold higher than normal levels of cash. This additional cash 
helps to reduce the volatility that is being experienced in both equity and bond markets 
from rising yields. Higher cash levels also provides optionality to deploy that cash as 
appropriate opportunities present.

• Alternative Investments - This is an environment where we look to our alternative 
investments to provide useful diversification benefits to portfolios with relative value 
funds, long-short funds and gold bullion as examples.
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Entrust Wealth Management, a Division of Euroz Hartleys Limited ABN 33 104 195 057 AFSL No. 230052 
(“Entrust”) provides no warranty of accuracy or reliability in relation to any information contained in this 
document and to the extent permitted by law, no responsibility for loss or damage whatsoever arising in 
any way for any representation, act or omission, whether express or implied (including responsibility to any 
person by reason of negligence) is accepted by Euroz Hartleys Limited or any officer, agent or employee of 
Euroz Hartleys Limited.

Euroz Hartleys Limited, does not accept any liability for loss or damage suffered or incurred by any person 
however caused (including negligence), without limitation, the information contained within, any errors or 
omissions however caused or any person placing any reliance on this data, its accuracy, completeness or 
reliability. This information is of a general nature only and has been prepared without taking into account 
personal investment objectives, financial situations or particular needs.

Those acting upon information contained in this material without first consulting with professional advisers 
do so entirely at their own risk. The Directors and/or employees of Euroz Hartleys Limited, holder of 
Australian Financial Services License 230052 (and its parent company or any subsidiaries) may receive 
financial benefits as a result of a transaction arising from any advice. This document is subject to copyright. 
No part of it should be reproduced without the consent of the copyright owner. The model portfolio is a 
theoretical internal model used by advisers as a reference point for their investment decisions. 

Actions on your portfolio may be materially different from those undertaken on the model portfolio. Please 
speak with your adviser to confirm your current holdings and recent transactions.
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