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Market Review

America

In December, the Federal Open Market Committee (FOMC) doubled the pace of
tapering; asset purchases will be reduced by $20 billion/month for treasuries and $10
billion/month for agency MBS. The FOMC prescribed the reduction for January and, at
the new pace, will wrap up asset purchases in the middle of March. When wrapped up,
the Chair said he doesn’t expect an extended wait time between the end of asset
purchases and rate hikes. This was reflected in the December Summary of Economic
Projections (SEP) and dot plot which showed that participants expect that 3 hikes will
be appropriate in 2022.
All FOMC participants expect the maximum employment portion of the mandate to be

met next year. However, the committee could raise rates before reaching maximum
employment. The Chair referred to the balanced approach provision in the framework
that addresses times when the maximum employment and price stability goals are not
complementary. Under these scenarios the committee takes account of the distance
from the goal and the speed at which they’re approaching it. This provision will enable
them to raise rates because of high inflation, before achieving maximum employment.
However, in the Chair’s opinion, they are making rapid progress towards maximum
employment. The Chair sounded less confident on the pick-up in labor supply than he
has previously, highlighting aging population and retirements – a demographic unlikely
to re-join the labor force.
Inflation is no longer described as ‘transitory’ and the risk of more persistent, higher

inflation has increased, reflected in the SEP which showed higher core and headline
inflation through 2023. November Core CPI, released in December, increased 0.53%
MoM, almost exactly in line with consensus average expectations for a 0.52% MoM
increase, pushing the year-over-year figure to 4.58%. There were large increases in
specific CPI components such as rents, owners’-equivalent-rent (OER), used vehicles
and airfares with broad based strength across both goods and services components.
Energy prices increased 3.5% over the month and food prices increased 0.7% pushing
headline CPI up 0.78% over the month, and up 6.88% year-over-year. This marks the
highest level of inflation since 1982.

Europe

Concerns over the Omicron Covid-19 variant faded in December on early signs that
the variant comes with a lower risk of hospitalisation. It was a significant month for
central bank action however, with updates from the European Central Bank (ECB), the
US Federal Reserve and the Bank of England.
The ECB made further upward revisions to their growth and inflation outlook,
confirmed PEPP is due to end in March 2022 and gave clarity on monetary policy
throughout 2022. The ECB announced a lower expected pace of PEPP purchases in
Q1 2022 vs Q4 2021. To avoid a cliff edge effect when PEPP ends in March 2022, a
temporary increase to the traditional APP (currently running at €20bn per month) was
announced. In Q2 2022 this will run at €40bn, and in Q3 at €30bn. By Q4 2022, the
ECB expect this to return to €20bn and continue at this pace for as long as necessary.
The reinvestment horizon for securities maturing under PEPP was also extended until
at least the end of 2024, versus the previously communicated end of 2023.
The Bank of England announced an increase in base rates of 0.15% to 0.25%. With a
vote of 8-1, this was a significant switch around for many members from the 7-2 vote
to hold in November, led by continued strong employment data released a couple days
ahead of the meeting. Inflation forecasts were also upgraded with UK CPI expected to
peak at 6% in April 2021, however inflation markets fell from the highs in December,
with the 5y5y inflation swap rate falling to 3.93%.
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Emerging Markets

December was a positive month for the asset class driven by the rebound in risky
assets post November selloff as Omicron fears declined and market sentiment picked
up going into the year end.

In the US, the latest Fed communication turned more hawkish as Chair Powell struck a
new tone. The Fed announced that it will accelerate the tapering of asset t purchases
and provide three interest rate hikes in 2022. Additionally, the Fed has removed
transitory from their explanation of inflation.

On the idiosyncratic side, Turkey’s central bank (CBRT) cut its benchmark rate by a
further 100bps in December, in line with the market consensus. The cut in rates led
the Lira to plummet to new lows. This was followed by President Erdogan government
announcing extraordinary measures to bolster the Turkish lira, including the
introduction of a new program that will protect savings from fluctuations in the local
currency, leading the Lira to sharply rebound leading to a record 40% rally. In the final
week of December, Turkish lira depreciated again, partially offsetting the rally and
finished the year at around 13 versus the Dollar.

Tensions at the Russia-Ukraine border have further escalated after Russia continued
to deploy troops taking the approximate number to 120,000 troops. Following this,
President Biden and several leaders have met with President Putin to deescalate
tension and warn of potential sanctions, if a diplomatic solution cannot be reached.

Several EM central banks made changes to key rates coming into year-end in an
attempt to limit inflation and stimulate growth. In China, the PBoC cut its reserve
requirement ratio (RRR) to 50bps, to increase money supply in order to stimulate the
economy. In Europe, the NBP (Poland) and the CBR (Russia) delivered a 50bps and
100bps rate hikes respectively. In Latam, the BCB increased the Selic rate by 150bps,
the Chilean central bank increased interest rates by 125bps and Banxico increased its
interest rate by 50bps.
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Japan

Japan government bond (JGB) yields rose modestly across the curve, with the 10-
year JGB yield ending the month 1.5 bps higher. The US Federal Reserve decided to
accelerate its tapering of bond purchases, and its policy rate outlook also suggested
a significant acceleration in interest rate hikes. This put upward pressure on yields in
the US Treasury market, particularly at the short- and medium-end of the curve, but
had little impact on JGB markets, which continued to move within a narrow range.

Although Q3 GDP showed significant negative growth, partly due to a sharp decline
in production caused by supply constraints (especially in the automobile sector), a
relatively strong recovery is expected from Q4 2021 and onwards. There are no
major concerns about exports and capital investment, and there are signs of a
recovery in production. The overall inflation levels remained weak, with core CPI
hitting modestly higher at +0.5% year-on-year in November. The impact of the
reduction in phone bills continued to be a major downward factor, offsetting the
inflationary pressure from rising energy prices and the base effect of accommodation
prices. The unemployment rate remained relatively low at 2.8% in November.

The Bank of Japan (BoJ) held policy rates unchanged during the December BoJ
meeting as widely expected, but announced that it would scale back its Covid-19
funding support, including purchases of corporate bonds and commercial paper,
starting from April 2022. However, the BoJ indicated that the situation is such that it is
still far from achieving its price target and was in no hurry to move toward policy
tightening.
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