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“Markets fluctuate, Lisa. Who knows how 
much a quarter will be worth next week?”
– MILHOUSE VAN HOUTEN, THE SIMPSONS (TAPPED OUT)

GuardCap Asset Management Limited authored the 
following commentary.*

Financial conditions have continued to deteriorate. 
Year-to-date, the S&P 500 Index is down 23% (all 
returns are stated in USD terms), which is its worst 
performance through three quarters of a year since 
2002 (-28%) and the fourth worst since 1928 (-33% 
in 1974, -34% in 1931 are the others). Bonds (using 
the 10-year US Treasury note) are down 16%, which is 

by far the worst performance over the last 95 years — 
the next closest is 1987 (-9%), while 1981 and 1994 
saw declines of half this years’ (-8% in each). 

In previous reviews, we have focused on the drive 
by the Federal Reserve (Fed) in the US to combat 
inflation. Rising interest rates are the most visible 
tool in the Fed’s armoury, but it also considers other 
factors. Two of the most important of these are the 
dollar and the price of financial assets. Having pushed 
interest rates up at a faster rate than the banks of any 
other developed countries, the Fed has created the 
conditions for a very strong dollar. Because the vast 
majority of international trade is denominated in US 
dollars – it is the so-called reserve currency – a strong 
currency exports inflation as the prices of everything 
rise when converted into local currencies. As many 
countries and companies have borrowed in dollars, it 
also increases the costs of servicing that debt.

This set of policies has led to particular weakness in 
the yen, euro and sterling while emerging markets 
have been selectively affected, determined principally 
by the state of their own monetary conditions. 
Currency weakness, in turn, has led to interest rate 
rises in the EU and UK (although not in Japan), 
although, hitherto, these increases have not been 
enough to turn the tide. 

*Guardian Capital Advisors LP is providing, with permission, this market commentary, which was authored by GuardCap Asset Management Limited. GuardCap Asset Management Limited is 
an affiliate of Guardian Capital Advisors LP. GuardCap specializes in managing concentrated, bottom-up, strategies constructed on an “index-agnostic” basis for global equity and emerging 
market equity strategies.
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Combined with supply-side issues caused by the 
Ukraine war, all this has meant a very uncomfortable 
increase in inflation, leading to a set of policies that 
are all but guaranteed to trigger recession across 
the EU and the UK. The US also looks headed for a 
significant economic slowdown, although this is only 
intermittently observable. US commentators spill 
much ink over whether the country is headed for a 
soft (i.e., meh) or hard (i.e., ouch) landing.

This brings us to the UK

Not for the first time in these reviews, the UK offers 
a warning to the rest of the world of how easy it is to 
turn a drama into a crisis. The Bank of England has 
been somewhat behind the curve in pushing interest 
rates higher but is, at least, on the case. Inflation is 
a major problem, employment conditions are very 
tight, and despite economic frailty, harsh medicine 
is required. Into this mix comes a ‘new’ government 
with a set of unfunded tax cuts supposedly balanced 
by a list of supply-side ambitions. The focus is to be 
on growth. The markets did not take kindly to the 
fact that the costing of the fiscal changes was ignored 
and sterling and the bond market duly collapsed. 

Bad enough, you might think, but the sting in 
the tail was a liquidity crisis that risked toppling 
the whole financial system, and which the UK 
Treasury appears not to have anticipated. This 
revolved around complex products used by pension 
funds to hedge the risks of failing to meet their 
liabilities. These go by the reasonable-sounding 
acronym of LDI or liability-driven investment, 
surely a good thing? Unfortunately, these were 
(mostly) leveraged products and, as gilt prices fell, 
out went margin calls. At this point, the pension 
funds found themselves forced into raising the cash 
from anything that offered liquidity. First among 
these assets were their long gilt positions. Thus, the 
pension funds were forced into selling these gilts at 
declining prices, which then triggered further margin 
calls – a truly vicious circle. Fortunately, the Bank 
of England stepped into the gilt market to stabilize 
things. Nevertheless, this particular crisis is not over 
yet as the pension funds are still raising cash from 
other assets and may yet have to turn to selling less 
liquid investments, such as private equity. 

LDI was encouraged by UK regulators and packaged 
and sold by investment banks and asset managers, 
inter alia. The premise behind the concept is 
counterintuitive but weirdly logical. Leveraged long 

positions in gilts most closely match the promises 
made by pension funds to their members. Those 
promises are very expensive in an era of very low 
rates (such as that which has characterized the last 
several years) because the discount rate applied to 
the liabilities is very low. As interest rates go up, 
the asset values will fall, but so does the quantum 
of the liabilities because the discount rate rises. 
Pension funds hold collateral against rising rates, but, 
as it turns out, not enough to deal with cataclysmic 
market moves such as those which followed the fiscal 
package announcement. It will be interesting to test 
whether other pension systems use similar products. 

Almost free money

In one sense, this liquidity crisis is another 
manifestation of the very long period of virtually free 
money, which looks now as if it is ending. Investors 
with contractual liabilities have sought guaranteed 
returns, which have been accessible in the era of ultra-
low rates. This has encouraged the use of leverage or of 
strategies that magnify returns. Over many years where 
this hasn’t been a risky approach, it has come to seem 
normal to gear up. This is not a remark aimed at any 
particular group. It applies equally to the mortgage 
market and to companies that have been able to 
tolerate large-scale losses because the equity market 
has always been there, since, in turn, money was 
almost free. 

What we see through one lens as normalization of 
monetary conditions, through another, looks like a 
trigger for further liquidity crises. Markets are skittish 
currently, jumping at shadows and trying to price 
these risks. The UK experience is a measure of the low 
tolerance for reckless policymaking and a warning bell 
for other populist governments, which may be tempted 
to throw around some fiscal largesse.

We are expecting continued upward pressure on 
interest rates and recessionary conditions across 
the developed world. However, inflation is likely to 
prove stickier than the optimists allow, partly because 
monetary tightening was slow out of the gate for 
perfectly understandable pandemic-related reasons 
and partly because there isn’t (yet) much slack in 
labour markets. Furthermore, the underlying drivers 
of the very benign inflationary environment of recent 
years are absent. Wars are inherently inflationary and 
the need to build greater resilience into supply chains 
is a reversal of the lowest-cost model, which operated 
hitherto. This means that central banks will need 
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to keep applying the brakes until such time as core 
inflation falls back into range and stays there. This 
will, in turn, cause a squeeze on standards of living – 
the prospects for which are politically difficult and lay 
behind some of the attempted fiscal incontinence in 
the UK. 

The declines in markets are a sign that these 
economic conditions are now being discounted to 
some degree. As a result, corporate earnings are likely 
to come under pressure, and, while it is impossible 
to know the extent that prices reflect this, valuations 
in markets are not yet cheap enough to signal the 
bottom of a bear market. 

A habit of muddling through crises

When prices are falling, it is always easy to see the 
pessimistic story. For example, the geopolitical 
environment seems likely to be less stable than 
recently. This is not just about the great power rivalry 
between the US and China, or the Ukrainian war, 
but also the risk of greater populism in Western 
democracies, itself a function of that instability. 
This could mean greater market volatility as sound 
economic policy takes a backseat to political 
expediency. On top of that, the period of very rapid 
growth in China is coming to an end. This is partly 
to do with demography and partly due to the fact 
the low-hanging fruit has been plucked. Further, the 
wary relationship building with Western countries 
is likely to make China more self-reliant – a process 
that requires adjustment from the export-led model, 
which lies behind so much prosperity. An attempt to 

annex Taiwan is unlikely but ever present; however, if 
it happens, financial markets will melt down.

We could add doom-laden prognostications about 
the need for the EU to reimagine its energy policy or 
any other number of concerns about supply chains, 
technology, climate change or the emergence of new 
geopolitical blocs. 

The point is that this type of uncertainty has 
always been with us. Markets have a repeated habit 
of muddling through crises. Away from the big 
picture and the noise, the most important change 
is that Central Banks are engaged in the attempt to 
normalize monetary policy and to assert control 
over inflation. Beyond slowing down the global 
economy, the effect of this will be to force out of 
business a lot of enterprises that need free money 
to exist – in essence, a reassertion of the forces of 
creative destruction which characterize the cycle of 
capital and which have been suspended since the 
Great Financial crisis. 

This is an environment where investment rewards 
certainty. It is probably still too early to add riskier 
bonds to portfolios, although at the less risky end 
of the spectrum, prices and returns are beginning 
to look more attractive. We believe that in equities, 
for now, avoid risk and stick to businesses that have 
pricing power.

Steve Bates
CHIEF INVESTMENT OFFICER 
GUARDCAP ASSET MANAGEMENT LIMITED

This commentary is for general informational purposes only and does not constitute investment, legal, accounting, tax advice or a recommendation to buy, sell or hold a security or be 
considered an offer or solicitation to deal in any product or security mentioned herein. It is only intended for the audience to whom it has been distributed and may not be reproduced or 
redistributed without the consent of Guardian Capital Advisors LP. The opinions expressed are as of the published date and are subject to change without notice. Assumptions, opinions 
and estimates are provided for illustrative purposes only and are subject to significant limitations. Reliance upon this information is at the sole discretion of the reader. This document 
includes information concerning financial markets that was developed at a particular point in time. This information is subject to change at any time, without notice, and without update. 
This commentary may also include forward-looking statements concerning anticipated results, circumstances, and expectations regarding future events. Forward-looking statements require 
assumptions to be made and are, therefore, subject to inherent risks and uncertainties. There is significant risk that predictions and other forward-looking statements will not prove to be 
accurate. Investing involves risk. Equity markets are volatile and will increase and decrease in response to economic, political, regulatory and other developments. Investments in foreign 
securities involve certain risks that differ from the risks of investing in domestic securities. Adverse political, economic, social or other conditions in a foreign country may make the stocks 
of that country difficult or impossible to sell. It is more difficult to obtain reliable information about some foreign securities. The costs of investing in some foreign markets may be higher 
than investing in domestic markets. Investments in foreign securities also are subject to currency fluctuations. The risks and potential rewards are usually greater for small companies and 
companies located in emerging markets. Bond markets and fixed-income securities are sensitive to interest rate movements. Inflation, credit and default risks are all associated with fixed 
income securities. Diversification may not protect against market risk and loss of principal may result. Certain information contained in this document has been obtained from external parties, 
which we believe to be reliable, however we cannot guarantee its accuracy. There can be no assurance that the portfolio will continue to hold the same position in companies referenced here, 
and the portfolio may change any position at any time. The securities discussed do not represent an account’s entire portfolio and in the aggregate may represent only a small percentage of an 
account’s portfolio holdings. It should not be assumed that any of the securities discussed were or will prove to be profitable, or that the investment recommendations or decisions we make in 
the future will be profitable, or will equal the investment performance of the securities discussed. 

Guardian Capital Advisors LP provides private client investment services and is a wholly owned subsidiary of Guardian Capital Group Limited, a publicly traded firm listed on the Toronto Stock 
Exchange. Guardian, Guardian Capital and the Guardian gryphin design are trademarks of Guardian Capital Group Limited, registered in Canada and are used under license.
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