
 

 

PAGE 1 / 3 

 

INVESTMENT STRATEGY / SPECIAL REPORT / 28 FEBRUARY 2022 

Russia invades Ukraine…What next? 
 
The concerns that have been building over recent weeks over a likely Russian invasion of Ukraine escalated last 
week. Troops crossed the border under the guise of providing support to two regions in the east of the country, which 
Russia’s President Putin had recently recognised as independent from the rest of Ukraine. 
On Thursday afternoon Australian time, the situation shifted dramatically, with an all-out Russian assault aimed at 
the entire country, and the market reaction was equally abrupt.  
As dramatic as the initial market moves were last week, various analyses show that, while geo-political events can be 
devastating from a humanitarian point of view (and this is likely to be no different), they typically do not have long-
lasting effects on markets. In this case, and as we describe in this Special report, provided there is no expansion to a 
broader war (or collapse of energy transmission), the implications for monetary policy and inflation are likely more 
important for portfolio positioning than the direct impacts of ongoing conflict.  

How did markets react? 
Domestic equities were down close to 3% on Thursday and European and UK indices were down closer to 4%. In the US, the market 
reaction was delayed due to the time difference, with the S&P 500 index enduring a wild swing. It traded close to 2% down earlier in 
the day before recovering to end Thursday 1.5% higher before another strong gain on Friday saw the S&P 500 end the week flat. Fixed 
income markets experienced similar volatility, with the benchmark US 10-year bond yield touching 1.85% before surging back towards 
2%. Foreign exchange market moves were a little less extreme and generally favoured the US dollar. The Australian dollar was little 
changed against major currency pairs. 

As we noted in February’s CIO Monthly, Trimming risk…Still positive on the outlook, geo-political uncertainty can generate market 
volatility, and this formed part of our decision to move from a moderately overweight position to neutral equities a month ago. While 
last week’s developments were shocking, a Russian invasion had been anticipated for weeks and was likely already factored into 
market pricing, as evidenced by the sharp equity market recovery after the initial sell-off. This emphasises the point that it is very 
difficult to position portfolios for geo-political events, and that the best course of action is almost always to fall back on the benefits of 
asset allocation and a diversified portfolio. One of the key benefits of a disciplined strategic asset allocation is that it removes emotion 
from the investment decision-making process, which is critical at times of market stress, when emotional decision-making tends to 
lead to overreactions and mistakes.  
What is our overall outlook for markets? 
Our outlook for markets remains favourable, and while risks are clearly elevated and we expect ongoing volatility, we are confident in 
our current neutral equity positioning. We continue to look for the opportunity to move overweight equities (potentially during Q2 this 
year) as we gain more clarity around the outlook for inflation and monetary policy. In the near term, there may be implications for 
regional equity market positioning, but we do not yet believe there is enough evidence to warrant changing the current tilts.  

Active portfolio tilts and active asset allocation tilts 

 ACTIVE TILT  YIELD (%) BALANCED (%) GROWTH (%) ENDOWMENT (%) 
CASH  2  5 5 5 5 
FIXED INCOME -2  51 33 15 12 
Short maturity 2  8 7 5 5 
Government bonds -2  28 11 4 2 
Investment grade credit -1  12 11 4 4 
High yield credit -1  3 4 2 1 
EQUITIES 0  24 42 60 38 
Domestic 0  12 19 28 11 
United States -1  5 10 15 12 
Europe (ex-UK) 1  4 5 6 5 
United Kingdom 1  3 4 5 4 
Emerging markets -1  0 4 6 6 
ALTERNATIVES --  20 20 20 45 

https://www.crestone.com.au/news/cio-monthly-february/
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What this means for the macro environment—five key questions 

Is there likely to be a large-scale, global conflict? 

Whilst difficult to be definitive, it does not appear that the Russian invasion of Ukraine is a precursor to something on a more global 
scale. Ukraine is not part of the North Atlantic Treaty Organization (NATO), but wanted to be, and so this encouraged Russia into an 
invasion. Russia does not appear to want a war with NATO and vice versa, given the likelihood of “mutually assured destruction”. If 
Russia were to escalate the situation beyond Ukraine, it would risk a more severe outcome, as NATO members share a mutual 
defence treaty. For almost three quarters of a century, both Russia and the US have been able to avoid direct conflict. Furthermore, 
governments in the major superpowers of France, Germany, the UK and US are operating in largely minority positions and so may be 
unwilling to risk electoral backlash by becoming entrenched in a ‘boots-on-the-ground’ conflict.  

Has Russia weaponised energy?  

Europe gets around 40% of its natural gas from Russia and Russia sends 70% of its natural gas to Europe. Both regions are very 
dependent on each other. In 2014, Russia seized territory in Ukraine, yet Germany ‘increased’ its dependence on Russian supplies by 
helping to construct the Nord Stream II pipeline that would bypass Ukraine. So, as long ago as 2014, Germany was looking to 
circumvent supply risk out of Ukraine and become more dependent on Russia—not less. Today, Germany gets 40% of its natural gas 
from Russia. With that said, it is possible that energy flows to Europe could be disrupted, and at worst, cut off, which would 
undoubtedly cause a European recession. Consequently, the imposition of energy sanctions is likely to be self-defeating for Europe. 
Even the US, although energy independent, would not escape a global energy crunch at a time where there is already significant 
political pressure to contain inflationary pressures. While NATO countries will sanction Russia through a variety of means (and likely 
severely), at this stage, it would be a surprise if it came via energy-related sanctions.   

What is the likely impact on commodity prices?  

The biggest impact is likely in coal, with the global supply/demand balance heavily levered to any direct embargo on Russian trade. 
Russia accounts for around 15% of the global metallurgical and thermal coal balance (30% and 60% of European imports). With 
fundamentals already tight, any displacement or re-routing of Russian coal would likely lead to structural inefficiencies and higher 
prices (as we saw with China's apparent ban on Australian coal). Russia typically accounts for around 5-10% of global production 
across base metals (most significantly aluminium and nickel). The US' 2018 sanctions of Rusal (the world’s biggest aluminium 
producer) caused significant disruption to prices. Russia is the world’s largest exporter of wheat, accounting for more than 18% of 
international exports. In 2019, Russia and Ukraine together exported more than a quarter (25.4%) of the world’s wheat, according to 
the Observatory of Economic Complexity. 

Is there a risk of economic or financial contagion? 

Credit Suisse believes there is a low risk of economic contagion (Russia accounts for 1.3% of global GDP) or financial contagion 
(except for Austria and Italy, nearly all major countries have less than 0.2% of their assets in Russia). The larger problem is contagion 
via commodities, with Russia accounting for around 40% of European gas imports and 10% of global oil production. Credit Suisse’s 
European economists highlight that sustained gas prices at current levels (50% above levels earlier this week) would take 0.50 
percentage points off GDP growth and 10% on oil takes around 0.20 percentage points off GDP growth.  

What does this mean for China’s ambitions over Taiwan? 

How China views the response of the West in relation to its own ambitions over Taiwan is perhaps a more important driver of equity 
markets, albeit longer dated. At this juncture, China does not appear ready to launch a reunification of Taiwan, at least militarily. An 
invasion of Taiwan by China is likely to garner a vastly more co-ordinated global response (economically and militarily) than Russia’s 
invasion of Ukraine. China could seize the opportunity to consolidate power at home and it may increase pressure on Taiwan through 
rhetoric, sanctions, or cyber-attacks—but it is not likely to invade Taiwan at this juncture. 

What this means for equity markets 
In the very short term, periods of conflict and macro distress have been positive (in a relative sense) for both the US dollar and US 
equities, given their safe-haven status. Tactically, there is also likely a temptation for investors to reallocate exposure away from the 
epicentre of the crisis (in this case, Europe).  

However, there are several considerations that should see us focus less on the short term and more on the medium term. Firstly, this 
is not the first case of military unrest in the region. Following the removal of Ukrainian President Viktor Yanukovych on 22 February 
2014, and amidst pro-Russian unrest in Ukraine, Russian soldiers without insignias took control of strategic positions and 
infrastructure within the Ukrainian territory of Crimea. Over this period, European equities fell 5%, before recovering this over the next 
several weeks. 

Both Credit Suisse and UBS have found that markets tend to overreact to geo-political events: 

• After the Iraqi invasion of Kuwait in August 1990, the S&P 500 index fell 17% from its peak over a two-month period. Oil prices 
more than doubled after the invasion, but within five months, the S&P 500 was back to its 2 August level. 

• UBS has looked back at 16 significant geo-political events since the 1960s and found that the S&P 500 has typically been resilient 
in times of geo-political stress, with the median maximum drawdown in the following six months just -4%. The market tends to 
react more to the threat of geo-political events than the act itself (a classic case of ‘buy the rumour, sell the fact’).  

https://en.wikipedia.org/wiki/Viktor_Yanukovych
https://en.wikipedia.org/wiki/2014_pro-Russian_unrest_in_Ukraine
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The key issue for investors is the reaction of central banks 
From an equity perspective, the big issue for investors to consider is how this conflict impacts the reaction function of central banks. 
Does it make central banks more concerned on inflationary pressures, or does it walk them back from their recent hawkish tone? And 
if it does, what does it mean for ‘stagflation fears’? More immediately, do these recent events postpone the first rate hike in Europe to 
Q4 2022 and will the US Federal Reserve (Fed) likely hike 25 basis points (bps) in March rather than 50bps?  

Credit Suisse does not see any major change in central bank policy unless central banks either start to forecast GDP growth below 
trend or wage growth slows to levels consistent with the Fed’s inflation target.  

To this end, there is much uncertainty and debate. Consequently, we would advocate clients remain focused on their asset allocation, 
noting that we trimmed risk in January, in part because of these rising geo-political events. We also suspect that the greater risk to 
portfolios is not explicit to this situation, but rather allocations to previous winners (tech and the US more broadly) versus losers 
(value, yield, and the UK, which is one of the few developed markets to be up year-to-date).  

Although the proximity of events to Europe complicate our current overweight positioning to the region (and noting we anticipate 
some short-term underperformance), we remain positively disposed to European equities and would view this weakness as a buying 
opportunity (particularly European banks). There are several reasons for this: 

• Prior to these events, European equities had been outperforming their usual beta to the US: the beta in the current correction has 
been 0.7x, which is far lower than the usual 1.6x.  

• Valuations in Europe are close to one standard deviation from average already, and not far removed from GFC low 
price/earnings ratios relative to the US.  

• European earnings revisions have turned up strongly, with the current reporting season shaping up as the sixth best in terms of 
positive surprises over the last 40 years.  

• UBS forecasts close to double consensus earnings per share (EPS) growth (15% versus 7.9%). Consensus EPS growth estimates 
are now starting to shift up: +3.6 percentage points for 2021 and +0.8 percentage points for 2022 year-to-date. 

 

  
 
 

 
 

 

 
 

 

 

 

 
  

 
 
 

 
IMPORTANT NOTE 

This document has been prepared by Crestone Wealth Management Limited (ABN 50 005 311 937, AFS Licence No. 231127) (Crestone Wealth Management). The 
information contained in this document is of a general nature and is provided for information purposes only. It is not intended to constitute advice, nor to influence a person 
in making a decision in relation to any financial product. To the extent that advice is provided in this document, it is general advice only and has been prepared without 
taking into account your objectives, financial situation or needs (your Personal Circumstances). Before acting on any such general advice, we recommend that you obtain 
professional advice and consider the appropriateness of the advice having regard to your Personal Circumstances. If the advice relates to the acquisition, or possible 
acquisition of a financial product, you should obtain and consider a Product Disclosure Statement (PDS) or other disclosure document relating to the financial product 
before making any decision about whether to acquire it.  

Although the information and opinions contained in this document are based on sources we believe to be reliable, to the extent permitted by law, Crestone Wealth 
Management and its associated entities do not warrant, represent or guarantee, expressly or impliedly, that the information contained in this document is accurate, 
complete, reliable or current. The information is subject to change without notice and we are under no obligation to update it. Past performance is not a reliable indicator of 
future performance. If you intend to rely on the information, you should independently verify and assess the accuracy and completeness and obtain professional advice 
regarding its suitability for your Personal Circumstances.  

Crestone Wealth Management, its associated entities, and any of its or their officers, employees and agents (Crestone Group) may receive commissions and distribution 
fees relating to any financial products referred to in this document. The Crestone Group may also hold, or have held, interests in any such financial products and may at any 
time make purchases or sales in them as principal or agent. The Crestone Group may have, or may have had in the past, a relationship with the issuers of financial products 
referred to in this document. To the extent possible, the Crestone Group accepts no liability for any loss or damage relating to any use or reliance on the information in 
this document.  

This document has been authorised for distribution in Australia only. It is intended for the use of Crestone Wealth Management clients and may not be distributed or 
reproduced without consent. © Crestone Wealth Management Limited 2022. 
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