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There seems little point in beginning a missive on markets and financial conditions without first recognizing the 
suffering of the Ukrainian people and the growing list of lives lost as a result of the wartime conflict.  Our hearts 
and prayers go out to all those who are impacted and suffering. 
 
Geopolitics is not an investment strategy, and for good reason.  No financial model has any business trying to 
predict the actions and outcomes of people and nations in times of war.  As the first quarter unfolded, my 
thoughts were full of considerations around interest rates, asset and labor prices, and future economic growth; 
not on armed conflict and global sanctions.  The path forward is unclear, and we are faced with new 
considerations and adjustments to our ingrained ways of thinking, and living, as markets digest the changes 
unfolding before us. 
 

“There are decades where nothing happens, and there are weeks where decades happen.” 
- Vladimir Ilyich Lenin 

 
Perhaps there is more in common than just the given name of the current and former leader of the Russian 
communist state.  Vladimir Putin has chosen to act on his perception of an impending threat from western 
economies and allied nations.  Historians will be tasked with analyzing the reasoning and resulting conditions, 
but one outcome has been clear since the onset of the invasion: global markets and global trade have been 
permanently altered.  There are no concise charts or data yet available to illustrate the directional effects of the 
war on global markets.  Investors must consider the impact of several changes:  the strengthened re-unification 
of western & NATO powers, China’s ties to the Russian state versus its ties to the U.S. and Europe (it’s two largest 
trading partners), the limits of globalization (GDP versus security), the importance of reliable supply chains, and 
the heightened requirement for access to critical commodities. 
 
Nowhere has the effect been more immediate and apparent than in the energy markets.  As we ended last year, 
I highlighted the portfolio’s largest overweight in energy as a thesis on the structural imbalance between future 
supply and demand.  My thinking was twofold.  First, investors are miscalculating the timing and impact electric 
vehicles and alternative energy sources are having on carbon-based commodities.  Second, I was positioning for 
a reallocation of funds by investors out of high multiple technology shares into underweight areas, like energy, 
as a result of higher interest rates weighing on future earnings.  I did not anticipate the third leg of the stool, 
however.  The spike in oil, natural gas, and other commodities as a result of the Russian regime utilizing its 
country’s natural resources as leverage against western economies, particularly Europe. 
 
During the first quarter, the Energy sector of the S&P 
500 had a total return of 39.0% versus the broader 
Index of negative -4.6%.  Our thinking has proven 
correct in the shorter term both for the energy sector 
and the reallocation in technology related names.  
The tech heavy NASDAQ Index was down -19.6% at 
its low in mid-March before a significant rebound to 
finish the quarter down -8.9%.  To be fair, the 
Ukrainian conflict and the related surge in 
commodities prices (crude oil reached a high of 
$124/bbl in early March) was not part of my thinking.  
However, the situation has pointed a spotlight on the 
critical need for reliable access to power generating 
commodities.  Our structural thesis and overweight remain in place.  I continue to see significant earnings and 



free cash flow growth in the energy businesses we own and believe institutional money flows will ramp their re-
allocation efforts towards energy as security becomes a greater part of the discussion for domestic energy policy. 
 
The surge in commodity prices combined with supply chain constraints and higher wages demanded by workers 
has ignited a global inflation scare.  U.S. consumer prices are rising at their fastest pace in over 40 years.  The 
latest CPI (Consumer Price Index) reading was 7.9% YoY growth, the highest reading since 1982.  An entire 
generation of investors is naive to the consequences of an invisible taxation that lessens their purchasing power 
and has the potential to slow the economy.  Despite the Federal Reserve’s prior blunder in treating inflation as 
transitory, they would have us believe their path forward of slow, incremental rate increases will create a soft 
landing of lower prices without hampering economic growth.  I have my doubts.  We may well find ourselves in 
an environment where prices remain stubbornly high.  Central bankers may be forced to assume a more 
aggressive approach to hatchet down prices by raising interest rates more frequently and in greater amounts. 
 
What is the appropriate level of interest rates given the 
underlying conditions that exist today?  Stanford 
economist, John Taylor, created a model in 1992 know 
as the Taylor Rule.  The model is a forecasting tool that 
uses several inputs to determine what interest rates 
should be in order to direct the economy toward stable 
prices and full employment.  No model is perfect, but 
the Taylor Rule provides an interesting look at where 
Fed rate policy stands relative to inflation and GDP.  
The chart helps provide some understanding as to why 
economists and investors have argued for many years 
that the Fed has been lagging in its approach to higher 
rates relative to the health of the economy.  Significant 
interest rate increases appear warranted based on this model.  The Fed finds itself in a difficult position and is 
desperate for inflationary pressures to subside. 
 
Economists and financial mavens are consumed with the latest economic buzzword: Recession.  All of the 
necessary ingredients seem to be in place: inflationary trends, hawkish Fed policies, inverting yield curves, 
declining savings rates, and shrinking global trade balances.  The fear is palpable.  I’ve read countless missives 
on the signals, severity, and timing of the impending slowdown.  It could happen tomorrow or in five years, there 
is no way to accurately predict the actions of so many……similar to predicting the actions of an unstable dictator! 
The Ukrainian conflict is complicating an already challenging inflationary situation.  Investors may need to 
become more comfortable with muted equity market returns as central bankers address run-away prices. 
 
One result of our low interest rate policy lingering too long may be best represented by the housing market.  
Housing highlights how an industry so critical to our underlying economy responds to the changes occurring as 
a result of runaway costs.  Consistently lower rates driven by ever more accommodative government policies 
have fueled borrowers’ willingness to spend.  That spending creates widespread demand that has driven up 
prices for a product constrained by supply chain limitations and labor shortages.  We are witnessing the story 
unfold in real-time.   
 
Buyers that locked in 30-year mortgage rates in December of 2020 may well look back on that moment as one 
of their life’s most savvy investment decisions.  Since that time, long term mortgage rates have ballooned over 
70% as the market begins to price in the impact of the dramatic change in future interest rate policy.  In less 
than four months, Federal Reserve projections for interest rate hikes during 2022 have gone from one rate hike 
to seven rate hikes leaving the Fed Funds rate at 1.9% by yearend.  Current conditions aren’t sustainable and 
the change in interest rate policy is quickly pricing into the market.   



 
Consider, for instance, the predicament faced by a first-time home buyer with today’s conditions.  A 30-year 
fixed rate mortgage on a $400k median priced home at a 4.9% interest rate with a 10% down payment equates 
to a 30-year cost for the home of approximately $688,000 (and that doesn’t include property taxes!)  Had the 
same first-time homebuyer purchased the identical property but at a fixed rate of 2.87% (the lowest rate in 
2020) their total 30-year cost for the home would have been $537,000.  In a short 15-month period, the change 
in the cost of financing on a 30-year mortgage has driven the total price of the same home up over $150,000!!   
 
We may have just lived through the perfect storm for the housing market.  Pandemic driven demand coupled 
with historically low funding costs have created a situation where availability of new homes sits at all-time lows 
hampered by production constraints.  I have to believe we’ve witnessed the peak in both new home prices and 
demand if mortgages rates maintain current levels or increase further.  The equity market may be confirming 
this notion.  The average share price of the five largest publicly traded domestic home builders is down an 
average of -29.3% in the first quarter.  Perhaps a newly established steady state of demand along with declining 
share prices will begin to create value within this sector.  
 
At the portfolio level, clients fully invested at the start of the year saw an average return of 5.4% in the first 
quarter after all associated fees.  I made three sales during the quarter, all for very different reasons.  First, I sold 
the entirety of our position in TEGNA, Inc., a broadcasting and digital media business, after the company received 
a leveraged buyout offer by two joint-venture private equity investors, Standard General and Apollo.  Second, I 
sold our position in Prudential Financial after the business exceeded my target estimate of the company’s 
intrinsic value.  Finally, I paired back our position in the portfolio’s largest energy security as the holding grew to 
exceed the position size limit I impose on the portfolio.  I continue to believe in the potential of the business, 
and it remains a meaningful holding.   
 
I appreciate your friendship and confidence and hope you and your families remain safe and secure.  Please feel 
free to reach out if you have anything you’d like to discuss. 
 
 
Drew 
Hourglass Capital, LLC 
 
 
 


