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Market Review

America

In December, the Federal Open Market Committee (FOMC) raised the Federal Funds rate by 50

bps to a target range of 4.25% to 4.50%, a step down from the 75bps pace seen in the past four

consecutive meetings. While the Fed slowed the pace of rate hikes, the Committee's median

projection of a further 75 bps hike suggests monetary policy remains on a tightening path. In the

accompanying press conference, Chair Powell’s opening remarks drove a hard stance on the fight

against inflation and the need for more evidence that inflation is abating. While the Fed clearly

communicated vigilance, Powell recognized the lagged effects of policy, paving the way for a

continued downshift in the pace of hikes if conditions warrant.

On the U.S. data front, the November Core CPI showed a second consecutive soft inflation print.

Core CPI rose to 0.2% MoM, the smallest increase since August 2021, a sign of moderation.

Headline CPI rose 0.1% MoM bringing the annual run rate to 7.1%, the smallest annual increase

since December 2021. Details showed autos prices falling -1.3% MoM, with used cars seeing a

steeper decline of -2.9% MoM. Owners-equivalent-rent and rent of primary residence ticked up to

0.68% and 0.77% MoM, respectively. Though rents increased after falling the previous month, we

view this reading as positive as it provides supporting evidence that rents have likely peaked/are no

longer accelerating sequentially, and thus the next phase will be deceleration — likely in early 2023.

In addition, the November jobs report showed that the US labor market is still strong, with 263k jobs

added and the unemployment rate remaining at 3.7%. The labor participation rate, which fell to

62.1%, is still lower than pre-pandemic levels. Average hourly earnings rose by 0.55% m/m, up by

5.1% a year ago.

Europe

Despite slowing the pace of the rate hikes, the last ECB meeting of the year provided a hawkish

message with President Lagarde stressing the need to increase rates “significantly higher”. The

deposit rate is now 2%, with speed of recent tightening (250bps in the last 6 months)

unprecedented as ECB looks to subdue extremely elevated levels of inflation. Plans were also

released to stop replacing maturing bonds from its Eur5trn balance sheet, reducing monthly

reinvestments from its Asset Purchase Programme by Eur15bn starting in March with any revisions

to the pace of reduction occurring from July.

Updated ECB staff projections reflected the hawkish rhetoric with inflation expected to stay above

2% until 2025. The forecast for 2023 inflation was increased to 6.3% from 5.5% with core

(excluding energy and food) 4.2% from 3.4% despite notable improvements in energy markets and

further easing of supply bottlenecks. GDP growth was revised down to 0.5% next year while the

2024 projection was unchanged 1.9%.

Markets reacted by increasing the projected terminal rate to around 3.30% (40bps higher) with 2

year German bonds witnessing one of their largest daily moves in history. The ECB is expected to

raise rates by a similar increment in February with further hawkish rhetoric and Bank of Japan

(BOJ) amending their yield control framework pushing the terminal rate closer to 3.50% at the end

2022. Excess reserves in the Eurozone fell to Eur4trn (from 4.5trn) after the latest repayment of

TLTRO loans although there was little disruption in overnight markets with ECB Deposit Rate –

ESTR spread stable around 10bps.

Assisted by the ECB rhetoric, BOJ monetary policy adjustment and resilient economic data curves

moved materially higher through December. German 10 year bunds closed 2022 at yearly highs of

2.56% and although hawkish ECB initially saw the curves flatten further (2s10s -32bps) we finished

the month -15bps. The talk of higher rates was negative for periphery assets, the spread between

Italian and German 10 years bonds moving above 200bps with outright yield on 10yr BTP’s 4.68%.

Italian cabinet ministers were very vocal in criticising the ECB with Defence minister Guido Crosetto

stating aggressive monetary policy makes ‘no sense’

Aiming to limit the volatility witnessed in natural gas markets this year EU energy ministers reached

an agreement to cap gas prices in the eurozone when they hit 180 Eurs per MWh. More aggressive

than earlier suggestions (240 Eur per MWh), the price would cap would have been triggered this

summer when Europe needed to fill up gas storages pre-winter. Leaving room to circumvent the

cap, Germany, who had opposed the policy agreed to the deal after safeguards were implemented

allowing flexibility to remove the limit if there were gas shortages.
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UK

UK economic highlights during December included a Bank of England (BoE) split decision rate hike,

CPI showing possible signs of cooling, a positive month-on-month GDP number, and

unemployment remaining near historic lows. The pound strengthened as GBP/USD hit 1.24, the

highest level since mid-June. Bond yields trended higher throughout the month as the curve

steepened with the 10-year gilt outperforming shorter dated bonds. 10-year gilt yields increased by

just shy of 60bps while 2-year gilt yields increased by only 30bps. It was an important month to end

the year as it gave some clues to the big questions of how much higher inflation may go and how

the BoE would deal with it. Although the economic data proved better than expected, markets are

forecasting a recession for 2023, technically having started in Q3 2022. The BoE has equally

warned of economic challenges ahead.

The start of the month saw the latest monthly GDP reading grow at 0.5% following the previous two

months of negative growth. Annual GDP also beat expectations growing at a pace of 1.5% while

GDP for Q3 shrank more than first reported, revised to a decline of -0.3%. CPI showed signs of

easing and the possibility that it peaked in November after coming in lower than expected at 10.7%

YoY. Core inflation also came in lower at 6.3%, only the second downside miss of the year. The

largest contributors to the decline were the drop in cost of petrol and used auto prices. The jobs

market remained tight with the unemployment rate at 3.7%, in line with expectations.

The BoE raised interest rates by 50bps to 3.5%, highest since October 2008. Voting 6-3 to slow

their pace from last month’s meeting - the largest rate hike since 1989 - it was a three-way split for

the divided bank. Two members dissented from hiking altogether while one member, Catherine

Mann, favoured a larger hike of 75bps. Comments proved equally dovish with “considerable”

uncertainties around the economic outlook. However, the BoE expects inflation to continue to fall

gradually, and revised the GDP forecast for the fourth quarter of 2022 to a smaller decline of 0.1%.

Emerging Markets

December was a positive month for Emerging Market debt in a busy end to the year as the

continued risk-on market sentiment grinded along. In the US, a slightly hawkish Fed delivered its

widely anticipated seventh hike for the year, with rates being increased by 50bps, bringing the

range to 4.25% to 4.5%, after Novembers CPI figures showed a decline in inflation. During the

meeting, Fed chair Jerome Powell continued to reaffirm the need for a slower but more drawn-out

hiking cycle, reaching levels higher than initially indicated in the September “dots”. It was a busy

month for DM central banks, notably in Europe, as the ECB and BoE raised rates by 50bps to 2%

and 3.5% respectively, with both implying further rate hikes are on the horizon. In Japan, the BoJ

surprised markets by loosening the cap on 10-year government bond yields from 0.25% to 0.50%

as part of their yield curve control program, which lead to the rally in Japanese Yen.

In Peru, President Castillo attempted to dissolve Congress and suspend the Judicial power, which

led to congress holding an urgent impeachment vote with the vote receiving support from a large

majority. Subsequently, Castillo was arrested and Vice President Boluarte assumed the presidency.

As a result of the latest developments, Peru’s new President Boluarte proposed moving the general

elections forward two years to April 2024. In Egypt, the central bank hiked rates by 300bps,

bringing rates to a range of 16.25-17.25%, the country’s largest hike since 2016 as the country

continues to battle double digit inflation amid a sharp currency devaluation. The size of the hike was

a surprise given the broad consensus was for a 200bp hike. In Argentina, Vice President and

former president Cristina Fernández de Kirchner was sentenced to 6 years in prison and given a

lifelong ban on holding public office after being found guilty in a $1bn fraud case related to public

works.

The EM debt asset class flows turned positive in December, predominately coming from hard

currency and blended strategies, slightly offset by negative flows from Local Currency strategies.

Looking at returns, the JP Morgan EMBI Global Diversified index of US dollar sovereign bonds

delivered a total return of 0.33%. Of this, the spread return was 1.47% and Treasury return was -

1.13%. In local currency bonds, the JPMorgan GBI-EM Global Diversified index returned 2.16%, of

which the FX component was 1.46% and the Rates component was 0.69%. In corporate bonds, the

JPMorgan CEMBI Broad Diversified index delivered a total return of 1.54%, of which the spread

return was 2.11% and Treasury return was -0.56%.
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Japan

JGB yield rose mainly via 6-15yr zone and 10Yr yield ending the month 16bp higher at 0.41%. In the

Japanese bond market, on the back of the potential revision of the BOJ's yield curve control policy

as well as accelerated inflation, 10yr yields were stuck around the 0.25% area that the BOJ is

defending with the YCC until the BOJ meeting on 20th. After BOJ decided to expand the YCC band

to +/-0.5% on December 20th monetary policy meeting, bond yields rose discontinuously, especially

below 10-year.

The overall inflation ex-perishable food was +3.7% YoY in November, remained above the central

bank's 2% target for an eight straight month and hitting four decade high as energy and food prices

continued to be high. The unemployment rate remained relatively low at 2.5% in November.

The BOJ increased its planned monthly JGB purchases for January-March 2023 to 9 trillion yen, up

sharply from the 7.3 trillion yen purchased from November 2022. Also, temporary purchases and

increases in purchases were made through year-end while conducting unlimited bond purchase

operations for 2-year and 5-year in addition to the 7-year and 10-year, resulting in a large purchase

of over 17 trillion yen in December.
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