
All eyes on the Fed  
Markets have had a turbulent start to 2022. Everyone has been paying 
extremely close attention to how the Federal Reserve (the ‘Fed’, which 
is the US central bank) may look to manage inflation by raising interest 
rates. Inflation continues to be elevated. Supply disruptions combined 
with strong demand for goods, high commodity prices and rising 
wages have persisted, pushing inflation far above the targets that 
central banks have set. 

In response to soaring inflation, the Fed has accelerated plans to 
wind down its bond-buying stimulus programme and has said it is 
ready to raise interest rates as early as March if needed. To support 
the economy during the Covid-19 pandemic, the Fed and most other 
central banks slashed interest rates and bought bonds to increase the 
money supply in the economy and encourage additional cash to reach 
the general public. 

With the economy continuing to grow as we emerge from the 
pandemic, the Fed is getting ready to remove these supports. However, 
investors are worried about this withdrawal happening too rapidly. 
The view that the Fed is prioritising inflation and may raise interest 
rates more aggressively than previously expected has recently rattled 
markets, leading to a sell-off in stock markets, particularly in the US.

Meanwhile, the Bank of England has raised interest rates for the 
second consecutive month to 0.50% as inflation continues to soar in 
the UK, hitting a 30-year high at the end of 2021. If central banks raise 
interest rates too quickly and too aggressively, they risk hampering 
economic growth. Interest rate hikes encourage the economy to ‘cool 
off’ and thereby ease inflationary pressures. This means that central 
banks now face a balancing act between managing rising inflation and 
choking off economic growth. 

The S&P 500 fell 5.3% in January, its biggest monthly drop since the 
onset of the coronavirus pandemic in March 2020. Technology stocks 
were hit particularly hard, with the Nasdaq (which contains a large 
number of high-growth technology stocks) closing the month 9.0% 
down – narrowly avoiding its worst ever start to a year. 

Rapidly rising interest rates are typically bad news for companies 
where the investment case rests on expectations of profits a long way 
into the future, such as some in the technology sector. This is because 
higher interest rates reduce the current value of their future profits.
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We tend to look at ‘yield curves’ to get an assessment of what 
investors expect in terms of interest rates, inflation and economic 
growth. The steepness of the yield curve is measured by the 
difference in the yields of shorter-dated bonds (often with two years 
to maturity) and longer-dated bonds (often with 10 years to maturity). 

In January we saw what we call a ‘flattening’ of the US yield curve, 
which suggests investors expect that higher interest rates in the short 
term will reduce economic growth in the long term. We share these 
concerns. There are expectations that the Fed will raise rates as many 
as five times this year, but our view is that this would hurt economic 
growth and as such it’s unlikely the Fed will be able to take such 
aggressive action. We do expect interest rates to rise in the US this 
year, but at a moderate pace.

Unfortunately, UK inflation is likely to be stickier than it is in the US, 
due to structural pressures on supply chains and the labour market. 
We think the Bank of England will have to continue raising interest 
rates and accept slower economic growth as a consequence.

Whether in the US, the UK or elsewhere, the words and deeds of 
central banks are likely to remain under scrutiny for a while yet. As 
the global economy continues to recover from the pandemic, it 
is only natural that policymakers withdraw some of extraordinary 
support measures they have provided. Until the extent and pace of 
this withdrawal – not to mention its impact on economic growth – 
become clearer, markets are likely to remain volatile. 

Rising geopolitical tensions
While we are still seeing most economies grow, the pace at which they 
are growing is slowing to more ‘normal’ levels seen before the pandemic. 
With economic growth slowing, we would usually expect commodity 
prices to fall, or at least to plateau. However, the rising military tension 
between Russia and Ukraine is helping to drive commodity prices higher 
on both sides of the Atlantic, particularly oil and gas. 

Russia is a major supplier of fossil fuels, metals and wheat. This is 
part of the reason the FTSE 100, which encompasses the 100 largest 
companies in the UK, has performed better than other major markets 
this year – the index has heavy exposure to energy firms that have 
benefited from rising oil prices. If the crisis escalates further and 
sanctions are imposed on Russia, we could see commodity prices soar 
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even more. As Russia is the dominant gas supplier to Europe this could 
push up energy prices at a time when economies are already struggling 
to tame inflation.

Over in China, economic growth continues to slow as the country 
grapples with a property market slump and Covid-19 restrictions, albeit 
from a high level. Full-year growth for 2021 was 8.1%, well above the 
government’s target of 6.0% and the 2.2% growth registered in 2020. 
We have started to see early signs that policymakers in China may 
consider providing fresh stimulus for the economy, which would be a 
sharp contrast to the actions taken by the west, where monetary and 
fiscal support is being withdrawn. 

Investment outlook
As more countries start unwinding their policy support for Covid-19 
and demand falls, the pace of global economic growth is expected to 
slow – but importantly, economies will still be growing. In general, this 
paints a relatively benign backdrop for investors.

We remain underweight in our exposure to UK equities due to the 
deteriorating economic outlook – inflation is likely to remain higher 
for longer in the UK, forcing the Bank of England to continue raising 
interest rates, and putting the brakes on economic growth. In the 
US, however, we believe inflation will begin fading away from around 
March or April. 

This should ease the pressure on the Fed to raise interest rates 
aggressively. A more moderate pace of interest rate hikes means the 
economic growth outlook won’t be derailed. With this more favourable 
US outlook, we remain overweight in our US equity allocations.

We have maintained our underweight exposure to Asia and emerging 
markets, where a slowing economic growth environment, a tighter 
approach to managing Covid-19 and the challenges to the Chinese 
property sector remain a risk for equities over the shorter term. 

With the ongoing economic uncertainty, we have maintained our 
position in gilts (bonds issued by the UK government) to act as a 
stabiliser against any potential market volatility. 
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