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The latest elevated CPI print of +7.5% has
spooked investors this year, triggering
volatility in both bond and equity markets.
In trying fimes, it sometimes helps to take
the long view. In a recent paper the Bank
of England has taken this advice to the
extreme, looking back 800 years to the
14th century to calculate the average
global GDP-weighted inflation rate of
just +1.51%". Unfortunately, 800 years is
not a particularly sensible investment
horizon for most people, but there are
plenty of other more relevant periods
for us to examine when considering the
importance of current economic events.

We “only” need to go as far back as
1982 to find a period where inflation
in the US has been at the levels we see
today, and of course back then the US
economy was in a very different place.
First off, unemployment was +10.7% by
the end of that year with manufacturing,
construction and aufo industries hit
particularly hard. Today unemployment
appears under control at +4.0%, and
much of the job uncertainty has been
in leisure and hospitality sectors due to
Covid-19.

Inflation was also coming down from
a much higher point in 1980 when it
peaked at +14.8%. Price stability was
in fact not explicitly part of the Fed’s
mandate until the Reform Act of 1977, and
Volker’s appointment as Fed Chairman in
August 1979 signalled a change of course
for monetary policy. Under Volker, the
Federal Reserve raised interest rates as
high as +20% in 1981, and by 1982 they
were on their way down as the worst of
the inflation prints were already in the
past. Today we are in a much easier
environment with interest rates at +0.25%,
and we are just at the start of a hiking
cycle. While no one expects rates to
reach the highs of the early 1980s, there
is uncertainty ahead as to just how far the
Fed will go.

What about markets? The early 1980s
were famous for “Volker's Bear” as the
steep increase in rates resulted in a long-
term bear market decline from November
1980 to February 1982. Today equities
have bounced strongly from their most
recent bear market in 2020, but we have
seen some volatility this year as the S&P
500 was down +5.2% in January. Such

periods can feel painful for investors, for
a number of reasons.

The first reason comes down to
human psychology. Prospect theory
is a field of behavioural economics
which  scientifically  describes  how
individuals assess their losses and gains
asymmetrically; the pain we experience
from a loss is greater than the pleasure
we derive from an equivalent gain. This
doesn’t seem to make sense if we behave
completely rationally, however it can be
understood anecdotally as many of us
can relate to the pain of having something
we value taken away from us. The fruth
of this fact is not merely anecdotal;
Kahneman and Tversky formalised this
principle scientifically, and the former
won a Nobel prize for his work?.

Secondly, the decline in January has
come in a period of relative calm for
markets, and so has felt particularly
sharp. Over the last decade, the S&P
500 has averaged +15.4% return per
annum with a standard deviation of
+13.2%. Again, we can look further back at
history to compare these numbers. Since
1927, the average return has been lower
than the last decade at +9.7%, while the
standard deviation (a common measure
of risk) has been higher at +18.7%.

While investors cannot control their
natural behavioural instincts, nor the
overall direction of markets, we should
focus on what we can control. The best
way to deal with market volatility is fo
hold investments over the long term and
to diversify risk optimally across a range
of asset classes, regions, styles and
companies. This is what we do on a daily
basis for our clients, making the journey
as smooth as possible through these
tough periods.

1 https://www.bankofengland.co.uk/-/media/boe/files/
working-paper/2020/eight-centuries-of-global-real-interest-
rates-r-g-and-the-suprasecular-decline-1311-2018

2 Kahneman, D., & Tversky, A. (1979). Prospect theory: An analysis
of decision under risk. Econometrica, 47, 263-291

All other sources taken from Bloomberg Finance, L.P.
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For more information, please contact your adviser or alternatively contact:

Belvest Investment Services Limited
MERERBERAE

9th Floor, Centre Mark I

305-313 Queen’s Road Central
Sheung Wan, Hong Kong

Important notes

This communication is issued by Belvest
Investment  Services  Limited and/or
Belvest related companies (collectively,
and individually Belvest) solely to its
clients, qualified prospective clients or
institutional and professional investors.
Unless stated otherwise, any opinions or
views expressed in this communication do
not represent those of Belvest. Opinions or
views of any Belvest company expressed
in this communication may differ from
those of other departments or companies
within Belvest, including any opinions or
views expressed in any research issued by
Belvest. Belvest may deal as Distributor or
Agent, or have interests, in any financial
product referred fo in this email. Belvest
has policies designed to negate conflicts of
interest. Unless otherwise stated, this e-mail
is solely for information purposes.

This message may contain confidential
information.  Any use, dissemination,
distribution  or reproduction of this
information outside the original recipients
of this message is strictly prohibited. If
you receive this message by mistake,
please notify the sender by reply email
immediately.

Unless specifically stated, neither the
information nor any opinion contfained
herein constitutes as an advertisement, an
invitation, a solicitation, a recommendation
or advise to buy or sell any products,
services, securities, futures, options, other
financial instruments or provide any
investment advice or service by Belvest.

Tel +852 28271199
Fax +852 2827 0270
belvest@bis.hk

www.bis.hk

No representation or warranty is given as
to the accuracy, likelihood of achievement
or reasonableness of any figures, forecasts,
prospects or return (if any) contained in the
message. Such figures, forecasts, prospects
or returns are by their nature subject to
significant uncertainties and contingencies.
The assumptions and parameters used
by Belvest are not the only ones that
might reasonably have been selected
and therefor Belvest does not guarantee
the sequence, accuracy, completeness
or timeliness of the information provided
herein. None of Belvest, its group members
or any of their employees or directors shall
be held liable, in any way, for any claims,
mistakes, errors or otherwise arising out
of or in connection with the content of this
e-mail.

This e-mail and any accompanying
attachments are not encrypted and cannot
be guaranteed to be secure, complete or
error-free as electronic communications
may be intercepted, corrupted, lost,
destroyed, delayed or incomplete, and/
or may contain viruses. Belvest therefore
does not accept any liability for any
interception, corruption, loss, destruction,
incompleteness, viruses, errors, omissions
or delays in relation to this electronic
communication. If verification is required
please request a hard-copy version.
Electronic communication carried within
the Belvest system may be monitored.



