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Economic and Market Commentary March quarter 2022

Russia’s invasion of
Ukraine had a large
impact on markets
over the quarter.

Most asset classes
suffered, but there
were a few bright
spots.

Most equity markets
fell, with the notable
exception of
Australia given its
large exposure to
resources and
energy.

Markets fell as Russia invaded Ukraine

Just as the global economy was saying goodbye to the COVID-19 pandemic, the
world faces another “shock” from Russia’s invasion of Ukraine. Unprecedented
sanctions have been placed on the Russian economy by Western governments
and Russian stocks have been dropped from global index providers and by most
managed funds. Oil and European gas prices in particular have surged in
response to the conflict, along with commodity prices more generally.

More than a glimmer of hope has been provided by Ukraine’s strong resistance
and the roll back of Russian armed forces from Kiev at the time of writing.
Partly in response, market performances were stronger in the month of March
than over the quarter as a whole. While these are uncertain times, Russia and
Ukraine are not large contributors to the global economy and history suggests
that recovery from small scale conflicts is rapid. That said, the war has clearly
raised global inflation and inflationary risks at a time when central banks were
already “behind the curve” in terms of getting on top of surging inflation rates.

Market performances over the quarter were very much driven by the
contrasting impacts of the conflict. Most equity markets fell, as did bonds as
higher inflation and interest rate risks were priced in. Within equities, resource
stocks rallied strongly, benefitting the Australian equity market with its large
mining and energy sector. Asset classes expected to be more resilient to
inflation risks, such as infrastructure, property, and gold, were also relatively
resilient. Please see figure 1 for performances.

Market roundup

Developed market equities fell around 6.5% over the March quarter in NZD
terms while NZD hedged equities fell around 5%. While a poor result, it is on
the back of very strong returns in 2021, with the annual return to March 2022
being around 11%. Within global equities, higher risk small caps had a much
weaker annual return (-0.5%) while value stocks have outperformed as the
shine has come off growth oriented stocks towards companies with lower
valuations, and hence less reliance on future growth conditions.

Emerging Market (EM) equities bore the brunt of the sell off as war broke out
in Ukraine, falling around 8.5% in the quarter and 11% over the year to March
2022. ltis important to note that the contribution of Russian stocks to this fall
was quite small given Russian equities were only a small part of emerging
market indexes. In response to the invasion and sanctions placed on Russia,
EM index providers have removed it from their indexes and fund managers
have followed suit.

NZ and Australian equity market performances were very mixed. Australian
stocks increased around 4% over the quarter, driven by a huge rally in its
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Fixed income returns
were generally poor
as markets priced-in
higher interest rate
levels.

But short-term bonds
funds out-performed
as did listed
infrastructure.

We allocate to
infrastructure
because we asses it
to offer several
benefits for
portfolios.

New Zealand bonds
are beginning to look
attractive again.

resources sector (up over 20%). New Zealand equities fell around 3% as the
RBNZ increased interest rates and as risk appetites waned.

As mentioned above, international infrastructure and property stocks had a
relatively strong quarter as they are generally resilient to a higher inflation
environment. International property stocks fell around 3% in the quarter but
returned 16% over the year. Global infrastructure stocks — as we feature below
— returned around 2.5% in the quarter and 18% over the year. As shown in
figure 1 these are stand out performances over the year.

On the flip side, bonds are less resilient to rising inflation and interest rates. As
a consequence, New Zealand, and offshore investment grade (1G) bonds with
benchmark terms (or duration) both fell around 4% in the quarter and have
similarly sized negative returns over the year. In contrast, bonds with short
terms and “cash enhanced” exposures, which we have tilted portfolios towards
given our concern over inflation risks, fared much better and eked out small
positive returns.

Infrastructure and the role it has in your portfolio

Portfolios typically have around a 3% to 5% weight to global listed
infrastructure. Infrastructure assets provide essential services for societies to
function and consist of physical assets that are costly and difficult to replace.
Examples include electricity transmission, water utilities, air and seaports and
various cellular networks and data centres.

The inclusion of infrastructure in portfolios is motivated by several factors.
First, many infrastructure companies have monopolistic functions in the
market, which enables them to have true pricing power. As a result, this asset
class is often seen as one of the best ways to protect against rising inflation.
Second, the long-dated nature of the assets and essential services they tend to
offer provides stable and repeatable earnings, which are resilient through a
market cycle. That is, the asset class tends to be a ‘defensive’ growth asset
which normally outperforms in a market sell-off — as occurred over the March
quarter. Third, infrastructure stocks (like listed property stocks) tend to have
higher dividend vyields than equities overall.  Given these features,
infrastructure is likely to offer a portfolio diversification benefit.

Portfolio allocations

We continue to be broadly comfortable with the portfolio allocations following
large changes we made within fixed income in 2021. However, as illustrated by
Forsyth Barr in figure 2 interest rates in New Zealand are now well above where
they were at the beginning of the year. As a result, NZ bonds are now
approaching our estimated fair value when we would start to reduce the large
underweight to benchmark duration fixed income. Global bonds are further
from our fair value estimates and so we do not propose changing our short
duration positioning yet.
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Figure 1: Property and Infrastructure offered the highest returns over the year
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Figure 2: The NZ Swap Curve is well above where it was at the beginning of the year
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