March 11, 2022

A New Cold War?
Nation-state level war has
returned to Europe. After weeks
of escalation, Russian President
Putin announced the invasion of
Ukraine, citing protection of
breakaway “republics” close to
Russia as cassus belli while
pledging to “demilitarize and denazify” the country. Russian
artillery began falling on Ukraine
almost immediately after and the
situation is now rapidly evolving.
Before we share our thoughts,
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we want to emphasize that geopolitics play a smaller role in our asset allocation calculus. We view the
developing situation as a short-term factor that is less important than other economic & financial factors.
However, geopolitical analysis is still a tool in the macro toolbox and it’s important to develop a framework to
understand the investment impact. Our geopolitical strategy is not about predicting inherently unpredictable
events – war is almost always irrational – but improving scenario analysis and probabilities, and thus capitalizing
on risks and opportunities. Additionally, it always feels a bit crass writing about asset markets during times like
this, but it is our job to do so, without bias, and in the best interests of our clients.
There are the two major questions to consider: What is Vladimir Putin trying to achieve? And how far is the
West willing to go to try and stop him?
First, let’s consider Putin’s thought process and motivations, which have been widely viewed as morally evil
and/or historically questionable. This is not to endorse his conclusions, but to understand what is likely to
happen next.
Putin views Ukraine and a range of other countries that broke off from the USSR as a part of Russia based on
history. Additionally, he believes Ukraine’s post-2014 governments have been fundamentally illegitimate
because it was the product of a US-backed revolution that overthrew a legitimately elected pro-Russian
government (albeit one making plenty of mistakes). Finally, Putin believes the existence of large hostile armies
stationed directly on the borders of Russia is an existential threat to the Russian nation, which no patriotic
leader could ever accept as a permanent geopolitical fact. In Putin’s view, the existential risk to the Russian
nation from hostile neighbors, far from vanishing when the Cold War ended, has greatly intensified because
NATO has expanded eastwards. Although it’s important to note, Ukraine is NOT a part of NATO (Putin wants
it to remain that way) and most of Putin’s claims about Ukrainian military activity are exaggerated. Putin views
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NATO as the existential threat he claims Ukraine to be. Therefore, in Putin’s view, regime change in Ukraine is
necessary for Russia’s security.
In the lead-up to the invasion, Putin assumed that Ukrainian forces would fold just as quickly as US-backed
Afghan forces did last summer. He also presumed that the rest of the world would reluctantly accept Russia’s
takeover of Ukraine. Both assumptions appear to have been proven wrong. But it’s important to remember,
Putin made a name for himself by staging a successful invasion of Chechnya in 1999, just three years after the
Yeltsin government had suffered a major defeat there. To withdraw from Ukraine now, without having
fomented a regime change in Kyiv, would be a humiliating outcome for him. And its important to note that
Russia is structured for conflict with high military expenditures and low exports. Putin has a history of not
eschewing conflict for the sake of financial markets, sanctions, or popular opinion. He also feels the West is
divided and politically vulnerable, while the commodity cycle gives Russia the advantage for now.
The biggest and least certain question for investors is the West’s response if Putin’s invasion succeeds.
Although it’s become clearer in recent days, as President Biden announced a ban on Russian energy imports.
This was one of the last major economic tools the administration was holding onto, as it will have adverse
effects on US consumers in an already inflationary environment. This has pushed up prices of oil and other
commodities, draining liquidity from the economy. However, European allies, like Germany, have not promised
similar sanctions because of their dependence on Russian energy. It is becoming difficult to imagine what
further actions by Russia would be needed to provoke an even tougher response.
Which brings us to our major investment conclusions. Right now, the crisis represents a short-term
stagflationary impulse that only accelerates the current environment of rising inflation. A full-blown energy
crisis could potentially transform the covid-19 inflation spike into a stagflationary nightmare, not seen since
the 1970s. Therefore, it’s obvious that inflation will not peak until tensions ease (but could do so rapidly).
While we do not believe that a peace deal is imminent, and the news cycle will remain scary, we do believe
that geopolitics will stabilize, and we will avoid a full blown economic and energy crisis. As was the case during
the original Cold War, both sides will eventually forge an understanding that allows the pursuit of mutually
beneficial arrangements. We believe that financial markets are already at oversold levels and sentiment is as
bearish as it was near the pandemic bottom. Therefore, we maintain a neutral stance to equities, while reducing
our exposure outside of the United States.
We have added to real assets, which have
been an important diversifier with stocks and
bonds down year-to-date. Additionally, we
have sold most of our credit positions within
our fixed income funds, and own short-term
and intermediate term treasuries.
We have and will continue to avoid Russian
assets, as they face idiosyncratic risks, and
are currently uninventable. There is some
recent precedent for buying risk assets
“during invasion” and we believe it’s rarely a
good idea to hit the panic sell button due to
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geopolitical turbulence. While we acknowledge the humanitarian crisis in Ukraine will have large social effects
across the world, we view this as a volatility event, not a turning point, and with equity markets down 10%20%, we expect risk assets to recover as inflation subsides later in the year and growth remains above trend.
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Recent Portfolio Changes

We reduced our position in International equities and increased our position in real assets. Geopolitical
turbulence will continue to weigh on countries with large dependence on Russian oil. Real assets will benefit
from elevated commodity prices and provide diversification to our equity positions.
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Allocations as of 03/10/2022

You can also get more information by calling (800) 642-4276 or by emailing AdvisorRelations@donoghueforlines.com.

Best regards,

John A. Forlines III
Chief Investment Officer
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