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Now that we’re almost two weeks into the Russian invasion of Ukraine, some of the dust is starting to
clear around the financial markets. Since the invasion on February 24, markets first rallied, then dropped,
and (as of this writing on the afternoon of March 9) now are roughly at the same level as they were before
the invasion. In other words, for all the headlines and the tragic damage in Ukraine itself, markets have so
far largely shrugged off the impact. Not at all what you would expect.
Part of the reason for the lack of impact has been the continuing strong economic data we have seen this
year. Hiring is extremely strong and, despite everything, consumer confidence is still healthy. Businesses
also remain confident and investing, and there are no signs so far that the recovery is at risk. This has no
doubt kept markets from pulling back more than they have.
While the past data was strong, that doesn’t mean the invasion will have no effects going forward. But we
can draw some clues about what those effects might be from how the economy and markets have
reacted so far.
First, the Fed
Looking back to the start of the year, markets are down—but that decline came in January and February,
before the invasion. The decline was primarily caused by the fear of rising interest rates, as the Federal
Reserve (the Fed) had signaled strongly that it planned to start raising rates at its next meeting. That fear,
and the higher rates that were already showing up in the market, hit stock valuations hard. While the
market so far has not been too worried about Russia, it remains worried about the Fed. That gives us
some guidance about how to think about the effect of the war going forward.
Note that, for all the human tragedy of the war in Ukraine, the direct economic damage is likely to be
small in the short term, especially here in the U.S. That explains why markets have largely shrugged it off.
Over the medium and longer term, though, that impact is likely to grow in ways that increase inflation
further and that make the Fed more likely to raise rates faster and higher. Just as we saw earlier this year,
the real effect of the war on markets here in the U.S. will come from what it does to the cost of living—and
what the Fed does in response to that.
The Cost of Living
For example, we are already seeing a significant impact on gas prices. Multi-year highs in oil prices have
pushed U.S. gasoline prices to similar levels. That has and will continue to hit consumer confidence and
spending power directly. Over the next several months, we will see similar hikes in food prices, driven by
the removal of Russia and Ukraine—major grain producers—from the global economy. People have to
eat and they have to drive, and that will be a headwind for the economy.
It could also drive inflation higher, as food and energy are both significant components of what people
spend their money on. While there were signs that inflation was peaking, the war will keep it higher,
potentially much higher, and for longer. That will keep the Fed on a tightening path and may result in
higher rates, faster, than what the market had expected. Just as we saw at the start of the year, this could
well result in more turbulence.
So what, if anything, should we do with our investments?
No Panic Needed
Normal market volatility. First, let’s not panic. So far, the volatility we have seen in markets, including
the drop in January and February, is perfectly normal behavior. Similar drops have happened roughly
every year or so over recent decades. Second, the increase in rates that has driven these drops is simply
taking rates back to normal levels, after the extreme lows of the pandemic. In other words, what we have
seen so far looks more like a return to normal than anything to worry about. Here, too, the Fed’s proposed
tightening of policy is intended to move back to normal. So far, nothing really to worry about.

Indirect effects of war. The Ukraine war, though, is something to worry about—but more as a citizen
than as an investor. The human tragedy is real, and the geopolitical implications will evolve over decades.
This is a very big deal, on multiple levels. But from an economic perspective, it boils down to two things:
oil and food, as noted above. As the U.S. is or can be largely self-sufficient in both, the impact on us will
be largely indirect.
A Solvable Problem?
That defines the investment problem as being about inflation, rather than the war. Inflation is something
we can invest around effectively. In other words, this is, from an investment perspective, a solvable
problem.
That doesn’t mean we are out of the woods. Lots can and will happen in the war, and the headlines could
well shake markets. Between the war and the Fed, we could well see more volatility and a deeper
drawback. The risks are real.
But even as the risks are real, so are the opportunities. The U.S. economy remains strong and likely to
ride out any headwinds. Companies continue to make very good profits. And when those two things are
true? There is a solid foundation for investing.
The Real Takeaway
Talk with us about how your portfolio is positioned to ride out inflation. Talk with us about how comfortable
you are with the risks you have seen so far. And talk with us about how your portfolio is set to achieve
your goals. That, rather than short-term volatility, is what really matters.
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