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The Greater Russian Agenda
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Your country becomes great when in trouble

Euripides - The Suppliants

In February 2020, the daily reality of face
masks and lateral flow tests was unknown, as
was the personal and economic toll to be
wrought by Covid. Two years on, and not yet
back on its feet, the world faces another major
crisis.

Shock waves from the war in Ukraine are likely
to be longstanding and far-reaching. At the
epicentre of this conflict, we see humanity,
cruelly pushed to its limits, capable of
immense resolve and resourcefulness. From
the effectiveness of Ukraine’s infantry against
Russian tanks to the nation’s ability to
maintain a working power grid, displays of
defiance and ingenuity point to a country bent
on independence. The irreconcilable gulf
between the two countries’ positions makes
the outlook uncertain and a swift resolution
unlikely.

Meanwhile, the conflict is compounding
inequalities around the world. Rising food
and energy prices are hurting the poorest the
most. In the US, the lowest 20% of earners
spend nearly twice as much of their outgoings
on energy as the top 20% do. The contrast is
starker between countries.  Across Sub-
Saharan Africa, food makes up roughly 40% of
the consumer price basket, compared with
14% in the US. Russia and Ukraine combined
are crucial sources of both food and energy -
Russia supplies around 10% of the world’s oil

and 40% of Europe’s gas, whilst together with
Ukraine the two countries produce 30% of the
world’'s  wheat. Prices of agricultural
commodities have sky-rocketed since the war
began, with a raft of damaging consequences.
These range from implications closer to home,
as people in the UK are forced to choose
between heating homes or feeding families,
to food insecurity crises in emerging markets;
Kenya has just declared a national disaster.

European countries are working to keep the
lights on, most notably Germany which up
until now relied on Russia for 65% of its
imported gas. Longer-term, this will lead to
more investment in alternative energy
infrastructure, and will most likely accelerate
the green transition. Western sanctions and
Chinese ambivalence further suggest that
Russia will be isolated on the global stage
once the war is over. These implications from
the war are surely not lost on Vladimir Putin
and they run deeply counter to his agenda of
a Greater Russia — an agenda he set out
unequivocally in an essay to his armed forces
last summer. With this context, it is unclear
which, out of peace or escalation, he would
now consider the lower risk.

Our approach at Troy is long-term, and it is
rooted in the selection of companies well
placed to determine their own fortunes. We
seek to avoid businesses where too much of
the risk is linked to external factors, such as
those  with  excessive  single-country
exposures, or those whose profitability largely
depends on commodity or energy prices that
lie beyond their control. Within the Trojan
Fund’s equities, we have never owned any
stocks listed in Russia, and less than 2% of the
companies’ underlying revenues were derived
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from Russia last year. This will be even lower
today as companies have withdrawn from the
country. In terms of our asset allocation, we
never ‘position’ the portfolio for any single
geopolitical or macroeconomic outcome, but
when equity valuations become elevated we
reduce our exposure to equity risk. Such was
the shape of the portfolio entering into 2022.
The modest exposure to resilient equities,
combined with contributions from gold and
the US dollar, helped in delivering a positive
return across our multi-asset strategy during
the first quarter.

My colleague Marc de Vos has written Special
Paper No. 9, ‘Currency — Last but not Least".
In this he notes that currency, namely the US
dollar, plays an important role in the way we
manage risk in the portfolio. As wryly noted
recently by a friend of Troy, the US is likely to
emerge from this conflict as the ‘least hated
superpower’.  Marc explains why dollar
hegemony is unlikely to be replaced any time
soon.

The way things work: index-linked

Even if investors had predicted the war in
Ukraine, such foresight would not necessarily
have yielded the right investment decisions.
Some assets, such as gold, have proven
dependable during the crisis; others, such as
conventional bonds, have strayed from their
‘safe haven' status. Since December, the 30-
year US Treasury bond has declined nearly -
20%, and is c. 30% off its August 2020 high,
its worst drawdown since 2009. This has been
the story for bond investors the world over.
The Bloomberg Barclays Global Aggregate
Index, made up of global investment grade
debt from 24 local currency markets, fell -6.2%
in the three months to 31 March. Given the
high valuation starting point, the downside
risk for expensive corporate and government
bonds has been a recurring theme of these

Reports for some time. The portfolio’s bond
exposure, by design, is entirely index-linked.

As inflation has risen, so too have
expectations for interest rates, threatening to
reverse a multi-decade long appreciation in
nominal bonds. Inflation or index-linked
bonds are, somewhat counterintuitively, not
insulated from this risk. When index-linked
bonds are held to maturity, the one variable
component of their return is inflation, as both
coupon and principal payments move in line
with changes in the Consumer Price Index. Up
until maturity however, as is the case with all
bonds, prices fluctuate and more so the
longer the bonds’ duration (i.e. the time to
maturity). A combination of nominal rates and
inflation expectations — the former minus the
latter produces the ‘real yield’ — determine the
price of the index-linked bond. Whether
index-linked bonds actually make money
depends on the degree to which one
component moves relative to the other. If
market expectations for inflation increase
more than nominal bond yields, real yields will
fall and index-linked bonds will generate
positive returns. However, if markets start to
price in an increase in nominal yields without
a commensurate increase in inflation
expectations, real yields will rise and index
linked bond values decline.

The degree to which this occurs in either
direction depends on multiple factors, not
least the starting point for yields. The nominal
yield on the 10-year US Treasury has been on
a downwards trajectory for four decades,
moving from a peak of 16% in 1981 to 1.5%
at the start of 2022. Meanwhile, US inflation
in February reached 7.9%, a level not seen
since 1982 when rates were around 15
percentage points higher. Is it any wonder
that the Federal Reserve is now responding,
somewhat belatedly, by acknowledging that
yes, inflation might be a problem and that
they should probably try and do something
about it? The bond market is now pricing in
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ten interest rate hikes of 0.25% (or five of
0.5%) for the next twelve months. In terms of
what this has meant for our index-linked bond
holdings, market-implied expectations for
inflation have risen but less so than this move
in nominal rates. The result has been a rise in
real yields, causing index-linked bond prices
to fall - albeit this has been a flesh wound in
comparison to the casualties in non-inflation-

linked debt.
Losing the plot?

For all the short-term market movements, it is
worth  setting out our longer-term
expectations for both inflation and nominal
rates. Although shorter-term inflation
expectations have risen, this is not the case for
inflation expectations further out. For the five
years between 2027 and 2032, market prices
imply that US inflation will average 2.4%
(Figure 1). That represents a minor overshoot
of the Federal Reserve’s target of 2%. In other
words, investors are asked to pay a very
modest premium to protect their savings
should consumer prices overshoot. Perhaps
this is unsurprising given how low and stable
consumer prices have been for so long. Even

Figure 1

in the midst of the highest inflation for 40
years, it is remarkable the extent to which
investors remain anchored to what has gone
before.

However, we are of the view that the longer
inflation persists, the more likely it is to
become ingrained. The shock to supply
chains from the pandemic has been
prolonged by events in Russia and Ukraine, as
well as China’s ongoing zero-Covid policy.
Inflation in the US has also started to spread
more broadly into areas such as rents and
services. This is occurring at the same time
that an increasingly strident labour force is
calling for wages to reflect their higher cost of
living. That call is currently being met. We
will watch to see how the bargaining power of
labour develops, since higher wages remain
key to supporting demand beyond the
dissipating effects of supply shocks. With
these seeds planted however, it seems likely
that we will see a coming decade that is more
inflationary than the last.

At the same time, owing to high debt levels,
there is likely to be a ceiling on how far rates
can rise. Nobody, including central bankers,

5-year, 5-year US breakeven rate: Inflation expectations for 2027-2031 are within the recent range
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Past performance is not a guide to future performance.

Source: Bloomberg, 8 April 2022
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knows precisely the level of interest at which
the economy will buckle. But bond yields

today are close to where they were ||| [ |Gz
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