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Key Takeaways  

× Fears of the dreaded “triple R” are growing—encompassing a recession, rising rates and a loss in real 

household incomes. This is heavily influenced by the war in Ukraine, with a rapid rise in commodity 

prices and inflation.  

× It is a dangerous time for investors, especially for those that draw a straight line from economic events 

to portfolio changes. We must be intentional and focused on our goals, including understanding what 

was already priced in and managing any risks to our convictions. 

× We should remember that the link between geopolitical conflict and investment markets is notoriously 

weak. Even the link between economic recessions and investment markets is weak.  

× More troubling, the link between sustained higher rates and investment markets does present a risk to 

investments, which we seek to address via a combination of targeted holdings and portfolio robustness. 

× As investors, we can add value during economic weakness in two ways. First, we can take advantage of 

negative sentiment, buying into unloved assets where any impairment is likely to be temporary. Second, 

we can diversify against true economic risk factors to reduce the impact of any such event.  

 

One of the growing narratives from the war in Ukraine is the idea of secondary-effect risks. This includes 

the well-publicised effect on commodity prices, but it has evolved into a growing chain of challenges. 

Prominently, several respected voices have noted that we now have the pre-conditions for a global 

recession and real pressure on household incomes across the globe.  

 

Many of the questions voiced thus far are along the lines of:  

1) Could the spike in commodities cause the global economy to slow or enter a recession?  

2) If inflation gets out of hand, how aggressively will the central banks act?  

3) How severe could the market downturn get if we see a combination of a recession and rising rates?  

4) At what point does it become a buying opportunity? 

 

For investors asking the first three questions, the logic is presumably that if economic growth is at risk, 

you might consider selling growth assets. However, for investors with long-term goals, we think this 

approach may be strengthened by embracing the fourth question—using an approach that is a) risk 

aware, b) intentional, c) contrarian, and d) aligned to your goals. 

 

Portfolio Response: Readiness and Robustness 

As long-term investors, we need to remain humble and not overestimate our ability to predict the 

outcome of seismic macro-events. We have no advantage over other investors in predicting the course 

of the conflict, in the same way we had no advantage in creating a roadmap of the COVID-19 pandemic 

in 2020.  
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What we can do, however, is thoroughly assess the investment landscape and look for investment 

opportunities. As patient, long-term investors operating in a market influenced by fear and greed, we 

understand that excess returns could become available when the price of an asset diverges significantly 

from a reasonable assessment of fair value.  

 

In this sense, 2020 and 2021 were two of the most successful years for Morningstar Investment 

Management’s portfolio range, and a driver was the decisions made during the height of the COVID 

pandemic. This time is indeed different, but the way we are responding is similar—with a principled 

approach that is opportunistic and robust. The caveat is, given the level of uncertainty, that we would 

like to see a wide gap between current prices relative to their fair values when we make meaningful 

changes. 

 

Does an Economic Downturn Impact Markets? 

As we contemplate investment decisions—or any financial decisions, for that matter—it can be 

tempting to predict where the economy or earnings cycle is heading. That is, in theory, we could pick 

when (or which part of) the market is about to weaken and seek shelter until it reaches a cyclical low. 

The challenge, of course, is that this approach is notoriously difficult to do because you need to predict 

the future twice—once to get out of risky assets at the right time and again to re-enter them at the 

bottom of the cycle.  

 

Even the market has difficulty pricing in such signals. For example, in mid-2018 the global bond markets 

started pricing in a deteriorating economy while global equity markets were pricing in a further 

expansion. Then it suddenly reversed in late-2018, as equity markets priced in a decline while bond 

markets did the opposite.  

 

So, what does that mean in a multi-asset portfolio context? To us, it means a few things. First, a key 

when dealing with fears of a recession is to distinguish between true risk (a negative knock to corporate 

fundamentals) and negative sentiment (investors repricing their expectations). 

 

Exhibit 1  For more than 100 years, prices have oscillated around the fundamental return. An economic 

recession can dent the fundamentals temporarily; however it rarely causes permanent impairment.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Morningstar Investment Management calculation, U.S. stocks are represented by the S&P 500 and its predecessors. 
Time frame: 1870-2015.For Illustrative purposes only. 
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What Happens When Real Household Incomes are Falling? 

At an individual level, falling real wages hurt. This means that wages are rising by less than inflation, so 

your net savings are dented, potentially impacting your financial goal progression. At a portfolio level, 

this also might be an issue, with defensive assets earning less than the inflation rate. This results in a 

reduction in your real purchasing power, which can also hamper goal attainment.  

 

There are no easy answers to this challenge in an environment such as today’s, but one approach is to 

focus on real outcomes after inflation. At a portfolio level, this means holding assets that can protect 

you against a spike in inflation, which is something we take seriously as a portfolio robustness measure. 

 

Adding Value in a Downturn 

Putting aside the eroding challenges of inflation, we believe investors can benefit by buying into 

negative sentiment, especially if they are willing to take a long-term view. The long-term nature should 

not be underestimated, given that most economic recessions prove temporary and are recoverable in the 

investor timeframe.  

 

By taking such an approach, we can be anti-cyclical (or “contrarian”) when others aren’t. Furthermore, 

weathering a recession will likely be easier if the motive is to be fearful when others are greedy and 

greedy when others are fearful, to paraphrase Warren Buffett. We seek to not only navigate downturns, 

but to help our investors profit from them. This tends to be possible because negative sentiment is often 

exacerbated in a crisis. For evidence, we show the difference between changes in sentiment and 

fundamentals during the Great Financial Crisis of 2007 to 2009. 

 

Exhibit 2  During the financial crisis of 2007 to 2009, prices fell far more (as a function of negative 

sentiment) than corporate fundamentals. Such periods are an opportunity to add value.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The second consideration in a multi-asset context is to diversify our risk drivers. This goes beyond 

questions such as whether U.S. companies can sustain high profits or for how long inflation may rise. 

We may seek to understand the answers to these questions (and many more) within the context of 

valuations, but we should also acknowledge the role of uncertainty. 

 

 

 

Source: Morningstar Investment Management calculation. For Illustrative purposes only. 
Note: Total Return is the return of the S&P 500 Index, Fundamental Return is the return of total payout yield plus the growth in 
total payouts, Growth expectations is the market’s implied growth rate assuming a constant cost of equity. 
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Diversification Is Not Only About Spreading Your Eggs 

Diversification is an important tool to manage uncertainty, however we believe it must go beyond 

“spreading your eggs across multiple baskets”. To us, it is about understanding the underlying risks to 

assets—whether that be economic or market-risk factors—not just volatility or correlations (as these 

can change quickly and drastically).  

 

For example, corporate bonds and equity markets can behave very differently, yet both are susceptible 

to an economic shock (damage to corporate earnings could cause equity values to fall and bond spreads 

to widen). All else being equal, this offers less diversification than holding equities with an unrelated 

asset, such as inflation-linked bonds or nominal government bonds. The message is to diversify against 

fundamental risks and be very intentional with how you are diversifying if you want to reduce the 

impact of an economic recession.  

 

Today’s Positioning Points & an Opportunistic Mindset 

The current crisis has been impacting valuations of assets classes—obviously in Russia, but also beyond 

the Russian markets. Most notably, the sovereign bond yields of other central and eastern European 

countries have risen, and their currencies have fallen. In addition, corporate bonds have also been 

hampered, with credit spreads widening—both for high yield and investment-grade debt—not just in 

Europe but also in the U.S. market. 

 

Within equities, there have been clear winners and losers, with global energy firms rallying and stock 

markets more closely tied to Russia suffering large losses, such as Germany’s. These are potential 

investment opportunities we are deeply researching in the hope it will provide robust risk-adjusted 

returns for our investors in the future. 

 

Bringing this together, we don’t necessarily buy into the rhetoric that one should engage in widespread 

selling based on fears of an economic recession. Naturally, we want to be diversified to reduce the 

impact of any downturn, but by taking a long-term view, we should only really care about a permanent 

impairment to earnings and the price paid for those assets. Moreover, if the economic cycle dents 

corporate profits in the near term, we may have the opportunity to buy into the negative sentiment and 

ride it out until the cycle reverts. This is one of many areas where we can add value, by maintaining a 

long-term view when others won’t. K 

 

 

  



 

 

©2022 Morningstar. All Rights Reserved. The Morningstar name and logo are registered trademarks of Morningstar, Inc. This document 

includes proprietary materials of Morningstar. Reproduction, transcription, or other use, by any means, in whole or in part, without the prior 

written consent of Morningstar is prohibited. All data sourced from Morningstar Direct as at March 15th, 2022 unless stated otherwise.   

Secondary Effects of the War: Do You Fear the Dreaded “Triple R”? | March 2022 Page 5 of 6 

 

Page 5 of 6 

 

Page 5 of 6 

 

Page 5 of 6 

Since its original publication, this piece may have been edited to reflect the regulatory requirements of regions 

outside of the country it was originally published in. 

About Morningstar, Inc.  

Morningstar, Inc. is a leading provider of independent investment research in North America, Europe, 

Australia, and Asia. The company offers an extensive line of products and services for individual investors, 

financial advisors, asset managers, retirement plan providers and sponsors, and institutional investors in the 

private capital markets. Morningstar provides data and research insights on a wide range of investment 

offerings, including managed investment products, publicly listed companies, private capital markets, and 

real-time global market data. The company has operations in 27 countries. 

About the Morningstar Investment Management Group  

Morningstar's Investment Management group, through its investment advisory units, creates investment 

solutions that combine award-winning research and global resources with proprietary Morningstar data. 

Morningstar's Investment Management group provides comprehensive retirement, investment advisory, and 

portfolio management services for financial institutions, plan sponsors, and advisers around the world.  

Morningstar's Investment Management group comprises Morningstar Inc.’s registered entities worldwide 

including: Morningstar Investment Management LLC; Morningstar Investment Management Europe Limited; 

Morningstar Investment Management South Africa (Pty) Ltd; Morningstar Investment Consulting France; 

Ibbotson Associates Japan, Inc; Morningstar Investment Adviser India Private Limited; Morningstar 

Investment Management Asia Ltd; Morningstar Investment Services LLC; Morningstar Associates, Inc.; and 

Morningstar Investment Management Australia Ltd.   

Important Information 

The opinions, information, data, and analyses presented herein do not constitute investment advice; are 

provided as of the date written; and are subject to change without notice. Every effort has been made to 

ensure the accuracy of the information provided, but Morningstar makes no warranty, express or implied 

regarding such information. The information presented herein will be deemed to be superseded by any 

subsequent versions of this document. Except as otherwise required by law, Morningstar, Inc or its 

subsidiaries shall not be responsible for any trading decisions, damages or losses resulting from, or related to, 

the information, data, analyses or opinions or their use. Past performance is not a guide to future returns. The 

value of investments may go down as well as up and an investor may not get back the amount invested. 

Reference to any specific security is not a recommendation to buy or sell that security. There is no guarantee 

that a diversified portfolio will enhance overall returns or will outperform a non-diversified portfolio. Neither 

diversification nor asset allocation ensure a profit or guarantee against loss. It is important to note that 

investments in securities involve risk, including as a result of market and general economic conditions, and 

will not always be profitable. Indexes are unmanaged and not available for direct investment.  

This commentary may contain certain forward-looking statements. We use words such as “expects”, 

“anticipates”, “believes”, “estimates”, “forecasts”, and similar expressions to identify forward-looking 

statements. Such forward-looking statements involve known and unknown risks, uncertainties and other 

factors which may cause the actual results to differ materially and/or substantially from any future results, 

performance or achievements expressed or implied by those projected in the forward-looking statements for 

any reason. 
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