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On 1st January, 2022 the world had the realistic expectation that our latest global threat, the COVID-19 coronavirus, could finally be managed. With
vaccination, we could once again imagine that life would return to a more bearable, if not more enjoyable “new normal”. Little did we know that a
diminutive Russian leader had already hatched aggressive military plans that would test the world’s resolve in a very different way. Since the GFC, West-
ern nations, like grazing antelopes, have been oblivious to the perils of a changing global political and economic landscape. We have been distracted
and weakened by historically typical “end of empire” financial woes and consumption decadence, preoccupied by climate extinction and “woke” obses-
sions. Meanwhile opportunistic totalitarian nations, like hungry lions, have spotted a divided herd and vulnerable prey. In plain sight, Russia occupied
Georgia in 2008 and annexed Crimea in 2014 with little push back from the West. In a brazen breach of promise, China has all but expunged democracy
in Hong Kong, committed atrocities in Xinjiang and assumed control of the South China Sea. The predators now have Ukraine and Taiwan in their sights.
Both Russia and China have become empowered, ruled by strong men. Each is critical to global commodity, energy and production supply lines. Each has
contempt for the Paris Climate Agreement. Each seeks to take back what they believe was always theirs. Each has no tolerance of international inter-
ference and no fear of an impotent NATO treaty, a hapless Washington and rudderless EU. Sadly, the tired West has no Volodymyr Zelensky to stand up
to them. It would be foolish to ignore Putin’s nuclear threats or China’s potential economic punishment to the world. Tyrants can and will unleash their
fangs when provoked or obstructed. From this point on, the co-operative, globalised community that has delivered us an economic peace dividend since
1991, is over. The world appears set to be re-aligned into two distinct systems and trading blocks, communist/totalitarian and neo-socialist/democratic.
The Fourth Turning has begun. National security, self-sufficiency and less trust is the new order and will cost money to implement. In one way or anoth-
er, each of us will experience the fallout of the new world order. Without free trade, what we each buy, sell, make, consume or experience will cost
more, from fuel and food to first aid kits. You may have already noticed. Yet never fear, the geniuses that have run the world into the ground still believe
we can keep on spending money, manage inflation and leave interest rates low so we can enjoy our prosperity a little longer. Winter is coming.

Borrowers Breathe Easy - Interest Rates Will Not Break You in 2022

Cause and Effect

For many years we have written that the natural and inevitable conse-
quence of easy money and low interest rates is inflated asset prices. The
longer it persists, the more entrenched is the belief that over priced assets
are “normal” and the more we bid them higher. This is not an original
thought and hardly a revelation to readers tired of hearing it. Still, it is pre-
cisely how investment bubbles form. Since no two economic booms are
identical, we fail to recognise the common risks they carry, explaining why
people rarely identify investment bubbles, until they burst. Repeatedly.

Over the last 18 months we have discussed the consequences of the ex-
traordinary amounts of money created by all governments and given direct-
ly to households and corporates alike. It is of course INFLATION. Ultra low
interest rates and quantitative easing (QE) to “save the economy” after the
GFC, seemingly had no inflationary effect. This led governments into a mon-
ey printing frenzy in response to COVID-19, believing they too could test the
laws of economics to “save the system”. (Strange. People feel comfortable
with sky high asset prices, but governments feel they need to save them?).

They were wrong. We now know inflation is real and demand way too hot
for COVID disrupted supply. Rising energy costs and The Great Resignation
in many industries across the world has lead to labour shortages, wage
increases and cost increases embedding systemic demand, supply and cost
pressures. The FED and RBA believed these factors to be transitory. Some
are, but many are not, leaving them seriously behind both the yield curve
and the inflationary curve, not unlike the inflationary mess of the 1970’s .

Interest rates have been kept too low for too long, again. The working
from home revolution and insatiable propensity to borrow at emergency
interest rate settings has resulted in an unexpected debt and asset price
explosion across the planet, catching regulators unprepared. Spending
government handouts on imported goods did not help. In January 2022
the penny finally dropped and interest rate increases began to be dis-
cussed, predictably leading global equity markets to fall ever since. Cause
and effect— we know increasing interest rates WILL decrease asset prices.

Then along came ex-KGB officer Putin and the dilemma of this decade.

Russia’s invasion of Ukraine is a water-
shed moment in time, challenging sov-
ereignty, individual freedom and a rules
based world order, established in 1949.

Is it our wake up call that life can be
threatened by BOTH man and nature?
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Maslow’s Heirarchy of Needs

Maslow’s Heirarchy Of Needs is a theory that puts forward that all people
are motivated by five basic needs. Take a moment to study a simplified
illustration presented below. Consider the things you value most in your
life and where they sit on the hierarchy of needs.

We suspect that most would be within the top 4 layers, with the bottom
layer taken as a given. War changes everything. Nothing is a given.

Imagine an uninvited army coming to your homeland with tanks and guns
forcefully insisting on the surrender of your property or your life.

In terms of needs, you have been denied those
most basic to human life and survival.

That is what Russia has done to the people of
Ukraine and not for the first time.

Maslow’s work helps personalise the impact
of war. The people of Ukraine are clearly
subject to direct physical threat. So too
are the people of Europe, the Middle
East and Africa each of whom rely on
either Russia or Ukraine for food,
heat, energy and work.

Why has the West gone MIA and
not crushed the invading army?

Although trade and financial sanctions and the freezing of Oligarch assets
may hurt, they won’t stop a tank or save a life. Russia’s seizure of Ukraine
shifts control of key assets. This is where the consequences of globalisation
start to get tricky. Having surrendered itself dependant on external energy,
how far can Europe really go to defend a cause, at the expense of its own
people and their livelihoods? Can a “green” EU challenge the very nation
that supplies the energy to keep its lights on and fires burning? After all,
Russia’s dirty and expensive coal, oil and gas provides reliable energy when
clean, renewable but intermittent energy from solar and wind FAILS. Damn!

A Brief History of Ukraine

It is almost impossible for those of us who are Australian born, to grasp the
essence of a people with a 2,000 year (plus) history of civilisation. A history
of being the victor and the vanquished, lord and serf, free and captive.

Geographically located between Europe to the West, modern day Russia to
the East, the Black Sea and the Dnieper River, Ukraine has found itself to be
forever a pawn in the rise and fall of empires. From nomadic Pontic steppes
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to the Barbarian Goths and Huns, Slavs and Viking Rus. Territorial battles
have been unending. Legend posits Kyiv is named after Kyi, a member of a
Slavic founding family. It was a capital city when Moscow was a village.

In 988 AD, Ukraine adopted Eastern Orthodox Christianity, remaining so
today. It is a another point of Russian tension. From the 14th century the
militant, mercenary but egalitarian Cossacks established and defended
Ukraine’s agricultural self sufficiency and political independence until the
late 1700’s, when it fell to Catherine the Great and Habsburg Austria.
Torn by the Russian Bolshevik wars of 1917, it was later enslaved by Stalin
for its abundant rural resources. Despite this, many millions of Ukrainians
died of famine in the 1930’s as part of communist Russia. Reunification of
Ukraine (under Soviet rule) occurred after WWII and remained until the
collapse of the USSR in 1991. Since then, it has had an unstable independ-
ent democratic period finding its identity and seeking to reconnect with
the West and to join NATO. Enter Putin, attacking NATO’s over-reach!

We hope you now better understand the 41 million people of Ukraine’s
unity and inspirational refusal to accede to its oppressors. This is true grit.

Why The World Cares About Russia and Ukraine

The above table illustrates the main exports of each country, their desti-
nation and the co-dependence of China, Russia and Europe for critical
commodities. Russia needs China, China needs Russia and Europe needs
both of them. A lot. Rewriting new international trade deals may be very
difficult whether Putin’s assault is successful or not. It has the potential to
permanently impair essential energy and food supply lines to many coun-
tries as well as destroy trust in ongoing trade with Russia and China now
BFFs. The greatest impact will, of course, fall on the poorest nations.

The bifurcation of economic/political systems appears to have begun and
for the first time in a long time, without a strong Western leader.

The eyes of many sleeping nations outside the US have been opened. The
aggressive post COVID push to capture or punish weaker trade partners
and stretch WTO rules has been exposed, as has a crafted de-dollarisation
plan. Even pacifist Germany and neutral Switzerland have been shaken
back to life, forming new alliances between western countries, in a belat-

ed attempt to reclaim lost economic turf and strengthen national security.

Increased defence spending means giving up something. There’s a snag.

Why Ukraine? In addition to rebuilding the USSR and protecting two of
Russia’s exposed gateways, Ukraine serves a number of critical Russian
needs not the least of which is food. Ukraine produced food and vegeta-
ble products are crucial to Russia’s basic needs as are its many iron and
steel products which support Russian industry and manufacturing.

What about Russia? An important economic factor in this conflict is the
European reliance on Russian energy. Russia is the world’s 3rd largest oil
producer and a supplier of over 30% of Europe’s oil and gas, especially Ger-
many, who is now heavily carbon energy dependant having turned off most
of its installed carbon free nuclear electricity sources (go figure). This de-
pendence was significant in Europe’s tardy adoption of sanctions. Russian
oil still flows to the EU, with its revenue funding Russia’s ongoing war effort.

Both Russia and Ukraine are major suppliers of grains to Tunisia, Egypt, In-
donesia and Pakistan. Disruption to fertiliser stocks and crop planting may
affect harvests and yields, increasing food prices, possibly resulting in mil-
lions with insufficient food and no immediate affordable alternative. More
basic needs unmet. A considerable percentage of the world’s palladium,
platinum and aluminium (used to make cars) and nitrogen (used in fertilisers
and fuels) is sourced from Russia. If supplies are not made available to all,
western global car production may fall and prices rise (though not China’s).

Rising prices accompanied by low or falling GDP is a phenomenon known as
stagflation. It defined a decade of wealth destruction with falling share
and property prices from 1968 to 1982. Since we were mostly young then, it
did not matter. The same might not be true in 2022, as many boomers fe-
verishly track their net worth daily. Hopefully we can dodge that bullet.

The Boom To End All Booms Ahead?

We have some spent time reviewing the Ukrainian invasion and its possible
economic impact. It has already altered the course of monetary policy . As
little as 6 weeks ago, markets were bracing for interest rates to rise to head
off a permanent rise in inflationary expectations. The RBA’s Phil Lowe was
backing away from his silly 0.1% until 2024 yield curve control target. Whilst
in the US there was talk of 5 or 6 rate rises before 2023. Not any more.

Borrowers you can breathe easy, the world is now fearful that the rise

in prices before the Ukraine conflict and those to flow from it will reduce
demand and reduce global growth JUST LIKE AN INTEREST RATE RISE would.
The huge increase in petrol, food and other items is JUST LIKE A TAX HIKE,
reducing the disposable income of everyone. As a result, although we do
believe interest rates will rise in 2022, they will not rise by much, say 0.5%.
That's far too little to cause any decline in borrowing, spending and specula-
tion on everything. Similarly for taxes, with elections coming, expect spend-
ing packages to be overflowing with goodness, especially to lower income
earners who are more severely impacted by cost of living increases. Contin-
uing widespread lockdowns in China, as we write, suggest stimulus will be
world wide, driving asset prices to new all time highs, once the war ends.

For share markets and property markets to really fall back to earth,

interest rates must genuinely be expected to be on the rise. Usually they
are increased too much, creating a recession, but that is unlikely in 2022.
Ironically we can thank Putin this year, though we may curse him in 2023.

Despite remaining most uncomfortable with the current level of global eu-
phoria, liquidity and debt, we cannot ignore the recurring pattern of 21st
century economic management. Bankers will “save markets” and govern-
ments will “save the system”. Borrowers believe they have a government
put option to protect them. So, the more they borrow, the more they make
and governments love voters to be happy with them at election time.

In 2019 no one could have scripted the early 2020’s to play out as it has.

A deadly pandemic, lockdowns, free money from governments, zero inter-
est rates, Chinese economic aggression, property prices at 9 times income,
all time high shares prices, over 1,000 crypto currencies, 7.9% US inflation,
job shortages, rising wages, a Russian invasion, a nuclear threat (and of
course a Melbourne Demons premiership). We are so conditioned to mad-
ness, we expect it all to continue forever. Now people over 60 are borrow-
ing money because they have FOMO as badly as their kids do. Remarkable.

Without predicting the above events, we have advised all our fee paying
clients how we aim to profit from the “blow off” stage of this bull market.
As a hedge, we also have our capital protection strategy in place and a new
investment option, to ensure we maximise returns whilst minimising risk.

Why do governments think they can keep spending? It is called FINANCIAL
REPRESSION. Like MMT, it is another financial illusion that we will proba-
bly need to be “saved” from, not long after we go there. Watch this space.
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