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Carsten Roemheld: It has now been two 
years since start of the global covid 
pandemic, but Russia’s invasion of 
Ukraine now represents a new major 
geopolitical crisis, one whose magnitude 
could not have been anticipated, even in 
the weeks immediately prior to the event. 
The conflict is unfolding in a terrible 
manner, with numerous deaths and a 
developing humanitarian crisis. 
Meanwhile, the commonly accepted 
political and economic status quo that 
has been in place for the past three 
decades has been thrown into question. 
Markets are in full risk-off mode, with 
stocks down, credit spreads wider, 
government bonds and gold rising, and 
commodities soaring. 
Salman, can you provide your 
macroeconomic assessment? 
 
Salman Ahmed: Firstly, let me state that the 
humanitarian crisis is at the forefront of our minds. 
Economically, it is a time of great uncertainty and we are 
potentially facing another commodity price shock similar 
to the oil crisis of the 1970s. Going into the conflict, 
global growth was already slowing, but in the first quarter 
of this year we had seen signs that it was starting to 
stabilise, albeit with significant dispersion between the 
situations of the US, Europe and China. 

There were some green shoots in service-sector PMIs, 
which were showing signs of recovery after covid, and 
China’s shift towards more supportive monetary policy 
and credit stimulus was seemingly cutting off the extreme 
risks perceived around its property crackdown last year. 
Nevertheless, the global inflation picture was already 
troubling due to the lasting effects of covid supply and 
demand shocks, with developed world central banks 
pivoting their monetary policy stances in recognition that 
inflation has become more persistent than transitory.  
 
Inflation had reached over 7% in US (with core inflation 
over 6%) going into the Ukraine crisis, with breadth of 
inflation also high. Likewise, it is accelerating in many 
other developing economies. China is an outlier, in that 
its consumer price inflation has remained relatively low. 
 
We are now mapping the key channels through which the 
conflict in the Ukraine could affect the global economy 
and financial system. The first is through a commodity 
channel, which has multiple dimensions. The second is a 
financial channel, caused by the severe sanctions that 
are effectively pulling Russia out of the international 
financial system. Our focus is on the commodities 
channel, as this is where the main risks lie. Russia’s 
share of the global commodities market is significant (it 
represents around 10% of global oil production and is a 
major player in agricultural markets like grain and wheat). 
The risks associated with the financial channel appear to 
be more or less manageable; they involve risks 
associated with huge asset write downs of over $500bn 
since the sanctions were put in place, but Russia is not 
really a major player in the global financial system.  
 
Severe sanctions have been put in place rapidly, with the 
restrictions placed on Russia’s central bank perhaps the 
most damaging in economic terms. However, we are also 
now seeing strong voluntary sanctioning from companies, 
with the effects manifesting in markets over the past 
week. Most visible have been the sanctions around oil 
and concerns around the energy market are dominating 
the market narrative. Meanwhile, Ukraine’s exports have 
effectively fallen to zero and are likely to remain so for at 
least the next year. The air-space shutdown over the 
conflict zone will also have significant repercussions. 
 
Europe will be at the forefront of the disruption resulting 
from these channels. For Europe, gas supply is the main 
issue, as around 40% of its gas comes from Russia (as 
well as 25% of its oil). The industrial sector is most 
dependent on Russian gas and households are also 
reliant upon it in winter, whereas transportation is less so. 
Generally speaking, the closer countries are to Russia, 
the more dependent they will be on Russian supply; 
countries like Germany get around 50% of their gas 
supply from Russia, whereas countries like Hungary, 
Poland and the Czech Republic are even more heavily 
dependent on it. The major economies on the eastern 
side of Europe tend to have large manufacturing sectors, 
which makes them particularly vulnerable to volume-
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based disruption shocks, but they are also vulnerable to 
higher energy prices (the UK and US are relatively 
unexposed to such risks). There are three main pipelines 
supplying Europe with gas - Nordstream 1 which flows 
through the Baltic sea, a pipeline through Belarus, and a 
third through Ukraine, which is exposed to potential 
infrastructure-damage disruption. However, the main risk 
we can see at present is that Russia could halt energy 
exports. 
 
We project that a 100% rise in oil prices would affect a 
200bps rise in year-on-year inflation globally, but this 
effect could increase through the inflation expectations 
channel. We note that inflation expectations are starting 
to move upward and that inflation was already high 
coming into this crisis. The direct and second-order 
effects of such a shock on global growth could be around 
300bps. In Europe, we could even see a 4% growth 
shock this year due to higher oil and gas prices. The 
effect of what we have already seen is likely to be a 
reduction of 1% off European GDP in 2022, but there is 
lots of uncertainty as we don’t know how severe any 
disruption will be, or how long it will last. 
 
Globally, financial conditions are tightening. In terms of 
central bank reaction functions, the ECB is likely to put 
more emphasis on the forthcoming growth shock than the 
inflation shock. However, in the US, the Federal Reserve 
is more likely to focus on the inflation shock, given the 
relatively low economic impact of the conflict on its 
economy - this is in line with what we have been hearing 
recently from Fed Chair, Powell. We now expect inflation 
to peak in the second quarter, rather than the first, and 
potentially with a 9% handle. Over the longer term, the 
level of inflation will be a function of where the oil price 
settles. 
 
We had already expected a 6-12-month period of 
stagflation at the start of the year due to the supply and 
demand shocks associated with covid-related fiscal and 
monetary stimulus. However, the intensity of this 
stagflation will now increase. In terms of what to expect, 
we have been analysing the 1973 oil embargo roadmap. 
At that time, 16% of global oil supply was disrupted, 
sending the price of oil up from $20.9 to $48.5 (at current 
prices), although there were spikes during the period 
when prices temporarily increased by up to 300%. 
Equities suffered due to the macroeconomic damage this 
caused and bonds didn’t do well given it was a pure 
stagflationary shock; on the other hand, commodities and 
gold outperformed, although for context this was also in 
the aftermath of the collapse of the Bretton Woods 
system and a global shift from the gold standard to fiat 
currencies.  
 
Through the 1970s crisis, the damage to manufacturing 
activity wasn’t instant, but instead built up over time. The 
end result was a severe recession during which we saw a 
10% fall in capacity utilisation. We note that there are 
some mitigating factors that could make this global shock 

less severe, but this time we are also seeing high food 
inflation and existing supply issues in things like 
semiconductor supply chains. In terms of the central 
bank response to the 1970s oil crisis, the Federal 
Reserve didn’t really act to fight inflation; this only 
occurred in the 1980s with the Volcker shock. 
 
We are still seeing energy exports from 
Russia to Europe (especially gas). How 
likely is it that this supply will be cut off 
fully? Is that the base case investors 
should be working from? 
 
Salman Ahmed: The speed and severity at which the 
sanctions situation has developed makes us wary of 
further deterioration. Russia could also cut its gas supply, 
but this would mean further economic and financial stress 
and it is already facing severe disruption on both 
accounts. We are also cognisant that further sanctions 
could be driven by the West - we have already heard 
some discussion of such moves from the US. However, 
we are already seeing disruptions in the energy sector 
due to self-sanctions imposed by some corporates and 
the situation has already resulted in Russian oil prices 
reaching extreme discounts to Brent oil prices. We are 
using the 1973 playbook to form our base case 
assumptions in terms of risk premia, although the 
situation is fluid. Overall, we see a fairly high probability 
of further disruption. 
 
Andrew, even before the conflict 
escalated, markets were selling off due 
to the shift in central bank policy. Now, 
the risk of stagflation has increased. 
What is your take on this and how much 
more severe has the crisis become?  
 
Andrew McCaffery: The situation has certainly become 
much more complex for policymakers and central banks. 
There was a focus on inflation going into the crisis, with 
central banks seeking to use market dynamics to apply 
their guidance to economic developments. Now, it will be 
hard to simply focus on inflation given the significant tax 
that higher energy prices will put on consumption, 
especially in Europe. We are also facing severe 
deterioration across supply chains in the industrial 
complex, which will have its own implications. Overall, the 
recovery theme that was hoped for at the start of the year 
has now shifted to that of significant disruption.  
 
Most probably the ECB and other central banks might 
take slow tightening profiles. They will want to assess the 
implications of the conflict for inflation and growth first if 
they can. In the US, the Fed will likely move more slowly 
on policy tightening, but it is still likely to maintain its bias 
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towards fighting inflation. Unfortunately, this will also 
impact growth throughout the global economy, so the 
Fed will have to act measured in its movements. 
 
During COVID, we saw lots of fiscal 
packages enacted to compensate for 
economic damage. Are we likely to see 
something similar now, or might the high 
debt levels that have built up through 
covid prevent this? 
 
Andrew McCaffery: Forms of support are taking shape 
and the humanitarian crisis will demand supportive 
policy. However, the major fiscal repercussions could be 
significant increases in things like military spending. 
Regarding debt burdens, these will keep central banks 
cautious on policy tightening and the crisis will simply 
accentuate any concerns they have. The broad economic 
implication of the conflict is likely to be more severe 
stagflation and deeper recessions in countries that are hit 
badly due to higher input costs and supply-chain issues. 
For markets, it depends how these effects manifest in 
specific economic activities and therefore corporate 
earnings and credit spreads. Investors and central banks 
will be considering these factors, but it is too early to 
assess them fully. 
 
We are clearly into bear market territory. 
What are the implications for corporate 
earnings and what has been priced into 
equity markets? 
 
Romain Boscher: Markets tend to discount the worst-
case scenario. We expect that earnings will at best 
plateau in real terms for the next couple of years, but we 
also need to consider potential tail risks that could cause 
further deterioration. For example, we need to consider 
what might happen if energy prices rise much further or 
remain elevated for an extended period, or if a bank or 
large hedge fund comes under stress due to its exposure 
to Russia, causing contagion through the financial 
system. 
 
How are markets differing at the 
geographical level? 
 
Romain Boscher: It is an unusual bear market. Normally 
in a risk-off scenario you are selling cyclical sectors like 
commodities. However, on this occasion, sectors like 
energy and materials are doing well due to the supply 
shocks we are seeing, which is why it is hard to 
characterise the market as a whole.  
 

We are focusing on high-quality companies with 
sustainable sources of income and those which can act 
as inflation hedges, as this is what our clients are looking 
for. The dilemma we face is whether our top priority is to 
seek an inflation hedge, or whether it is just finding a 
place to hide. In a way, this is the same dilemma facing 
central banks. To answer this question, we need to 
consider what aspects of the situation are transitory and 
to what extent. This will determine how the earnings 
picture will progress and, therefore, whether and where 
we can we remain long-term orientated. There are 
numerous scenarios and variables to consider. 
 
How is this affecting the outlook for the 
technology sector? 
 
Romain Boscher: For some time, we have thought that 
it was dangerous to be exposed to assets that represent 
‘growth at all costs’, or loss-making companies. Very low 
interest rates are crucial for these parts of markets, but 
there is now more uncertainty about how corporate and 
sovereign spreads will move in the coming months. As a 
result, it is better to avoid long-duration equities, instead 
favouring defensive exposures. This doesn’t necessarily 
mean avoiding growth and favouring value, but it does 
mean moving away from growth at all costs and 
favouring quality. 
 
Steve, we’ve seen significant moves in 
bond markets, with spreads widening out 
and investors coming in to buy 
government bonds. What is your take on 
recent developments? 
 
Steve Ellis: Markets are pricing in a stagflationary 
environment due to supply-side issues and rising costs, 
which amount to a consumption tax. Markets are 
concerned that this will culminate with central banks 
hiking rates despite the worsening growth backdrop due 
to concerns about inflation. Such a situation could tip 
things over the edge in terms of tightening financial 
conditions, hence the widening of credit spreads we have 
seen in recent weeks. The yield curve is also indicating 
concerns about growth and recession.  
 
As a result, investors will be cautious about having too 
much cyclical exposure. However, although inflation is 
here and is more permanent than transitory, I wouldn’t 
fear duration as there is a strong chance that central 
banks won’t be able to carry through the rate hikes they 
want to (or that are priced in to rate markets), due to the 
adverse implications for growth (the natural rate of 
interest has fallen). Instead, real yields will have to fall 
further into negative territory (10-year US treasury real 
yields are already -110bps now), in order to combat the 
disposable income hits that people are going to 
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experience and to help fund higher military spending. 
Central banks are likely going to have to keep base 
money as liquid as possible to allow this. The bottom line 
is that although we are in a stagflationary environment, I 
wouldn’t be too concerned about duration. 
 
What is your take on current market 
liquidity? Are you seeing stress levels 
building in global lending markets? 
 
Steve Ellis: Financial conditions were tightening even 
before the conflict escalated, but things have got 
significantly worse since. The game changer isn’t 
Russia’s ban from SWIFT, but the freezing of the 
Russian central bank’s assets. Russia has about $450bn 
in FX reserves, of which 20% is in dollars, and it 
conducts about $200bn in lending in the FX swap market 
and has about $300bn exposure to money markets. As a 
result, investors are concerned about a freezing up of 
funding markets and the potential for a Lehman moment. 
I’m not that concerned about the latter at present, but we 
are seeing funding markets tighten.  
 
We are seeing spikes in euro currency basis amid 
periods of risk aversion, indicating that there is some 
scramble for dollars. However, euro basis has only 
widened about 25bps in recent weeks, which compares 
to other prior crises where we have seen that reach 
75bps to 100bps. LIBOR overnight indexed swaps have 
also tightened, but we are not quite at full blown crisis 
yet. In any case, the central bank currency swap lines 
that were innovated during the Global Financial Crisis 
mean that policymakers can step in to provide liquidity to 
markets if they need to.  
 
My biggest concern and base case at present is a full 
banking crisis in Russia - the ruble is down 25% in two 
days. I think we will see a flight to quality and duration, 
with credit spreads widening and demand for the dollar 
rising (although I still expect the dollar will depreciate 
over the longer term). However, I’m not so concerned 
about liquidity issues at this point. 
 
What is your view on emerging market 
debt? 
 
Steve Ellis: Emerging market debt is a high duration 
asset class, with hard currency emerging market debt 
having an average duration of 8.5 years. As a result, if 
core yields are moving higher emerging market debt is 
usually under pressure. Furthermore, we could see 
spreads widening due to risk of recession. Another key 
factor is the strength of the dollar - I don’t think I’ve seen 
a period when the dollar was appreciating that emerging 
market debt has performed well, so the coming period 
could be tough. 
 

China has taken a neutral position 
regarding the conflict, but how do you 
see the economic situation playing out 
there? It has just set a 5.5% growth 
target for this year. 
 
Andrew McCaffery: We have recently been seeing 
some stabilisation in China after a challenging 2021, 
which was a result of what happened in its property 
market and regulatory impacts. China’s policymakers’ 
recent switch towards stimulus has put its economy in a 
slightly different position to the West. It will still be 
affected by rising input prices, but its recent growth target 
announcement shows we are going to see a period 
where stimulus will take place. It is hard to see China 
applying an excessive level of stimulus given that its 
economy was already stabilising and in context of its 
authorities’ recent focus on long-term domestic economic 
resilience and financial stability, but we are now going to 
see some of the benefits of its policymakers actions in 
building this additional economic resilience in 2021. 
 
China has a slightly better starting position than the 
West, in that it is facing less pressure in terms of inflation. 
As a result, it might be able to act as a diversifier for 
balanced portfolios. The yuan might also benefit from 
safe haven flows, which could be supplemented from a 
reversal of the outflows that took place during the bout of 
regulatory-driven risk aversion we saw last year. 
 
How will this crisis impact countries’ 
progress towards climate goals? 
 
Andrew McCaffery: Much higher energy prices mean 
two things. First, people will think twice before taking long 
trips. Second, renewable energy looks much more 
attractive in price terms. It is also important to consider 
that not all countries are going to be damaged by the 
conflict - some emerging economies are starting to see 
growth improve as they are exporting commodities. 
China is also improving and the high 2022 growth target 
it has set perhaps shines some light at the end of this 
long tunnel. 
 
We are speaking about energy a lot, but 
other areas where we are going to see 
some disruption are grains and 
fertilisers, given Russia and Ukraine’s 
prominent positions in global supply 
chains. Is it possible that we could be 
heading for a food crisis? 
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Salman Ahmed: Soft agricultural commodity markets 
were already tight before the conflict. Inventories were 
already low in places and there were signs that fertilizer 
production was in decline in certain African countries, 
with follow-on implications for crop yields. Given that 
Russia is a major supplier of grains and fertilizers, and 
that Ukraine is already effectively offline as a producer, it 
is very likely that we will see disruption over next few 
years. This means that there could be a significant 
volume shock in certain emerging countries that are 
dependent on food and oil imports; we would flag some 
African countries as most at risk. 
 
Steve, how would you position fixed 
income portfolios in light of recent 
events? 
 
Steve Ellis: Firstly, I would advocate exposure to linkers, 
which benefit from inflation breakeven and real yields 
exposure (which I expect will have to be driven even 
lower). A second area I would focus on is Asian 
investment grade duration. Asia is away from epicentre of 
the crisis, but we have seen spread widening there 
anyway, ahead of a time when policy accommodation is 
likely to start providing benefits. To be clear, I am not 
fearful of holding duration at this juncture, rather I can 
see it outperforming, given current market pricing. 
 
Romain, is it time to hold defensives? 
How would you structure an equity 
portfolio? 
 
Romain Boscher: This crisis is unprecedented and as a 
result the way we might define ‘defensive’ could be quite 
different to how it has been in the past. We are cautious 
on growth-at-all-costs assets, as interest rates could rise 
slightly higher. Some traditional defensives will also face 
input cost pressures and margin squeezes, rendering 
them less defensive than they might have been during 
more generic economic downturns. What we are looking 
for is companies with rock solid balance sheets and 
pricing power, by which I mean the capacity to pass on 
input cost inflation while retaining clients. Companies that 
have strong bonds with their clients are likely to perform 
better than those that do not in this environment. 
 
Andrew, one could conclude that 
commodities is a good asset class to 
invest in, given the supply disruptions we 
are seeing. However, this is a small 
asset class relative to equities or fixed 
income, so could technical factors 
exacerbate price spikes? 

 
Andrew McCaffery: What we are seeing is certainly 
sending prices higher, but some this might be panic 
demand. The situation is complex, given we saw such 
underinvestment through covid and that decarbonisation 
is already putting pressure on global supply-demand 
dynamics for many commodities. Addressing supply 
considerations will be a long-term process and we are 
likely to continue to see volatility in commodity prices as 
a result. We might see some asset flows exaggerate 
price effects in the short term, but over the longer term 
we are also expecting to see some commodity prices 
remain elevated, perhaps for the next two or three years. 
Through this channel, the conflict will exacerbate broader 
underlying inflationary pressures. 
 
How would you structure a portfolio to 
perform in a stagflationary environment? 
What assets could act as safe havens? 
 
Andrew McCaffery: As Salman highlighted, there aren’t 
many places to hide. We have had strong commodity 
price rises already and we have the inflation linked bond 
markets that Steve highlighted. Romain mentioned 
companies with strong balance sheets, resilient demand 
and pricing power. Overall, it is going to be a case of 
shifting away from simple sectoral biases and instead 
using bottom-up research to identify compelling 
idiosyncratic opportunities. However, diversification will 
be important and China’s debt market can perhaps 
provide this, given current valuations and the fact that 
China’s policy stance is moving in a different direction to 
that of the West. 
 
How long could this scenario take to play 
out?  
 
Andrew McCaffery: There are so many permutations 
that I can’t answer this question explicitly, which is often 
the case with such extreme geopolitical events. The 
things to look for are developments that could lead to an 
ending playing out. The backdrop we saw at the start of 
the year was already characterised by issues that we 
expected to create challenges in 2023, but the conflict 
has brought negative growth and inflation dynamics 
forward and exaggerated them. This will also see 
adverse second order effects, so even if the conflict 
scales back we will still be seeing negative repercussions 
play out for some time afterwards. 
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