
 
        I N V E S T M E N T  

O U T L O O K  
 

2022
 © S E A S P R A Y  F I N A N C I A L  S E R V I C E S  2 0 2 2



Central banks continued their monetary and fiscal support measures enabling economic activity to rebound
towards the underlying growth trend. However, there was a marked contrast between goods and services
and increased demand for goods, which combined with supply chain disruptions, resulted in a sharp rise in
inflation towards the year-end. While vaccine availability helped limit Covid death rates, new variants and
recurrent waves of infection accompanied by fresh restrictions impacted services at different stages
throughout the year - particularly for hospitality and travel.

      Introduction
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2021 was a strong year for risk assets with a number of markets finishing off the year at or close to their all-
time highs. The MSCI World index returned over 20% while the S&P 500 neared an impressive 27%, and
Europe 22%. While the UK lagged (+14%), the most significant outliers were Asia and Emerging Markets
where a significant appreciation in the Dollar over the past year proved challenging.

As we look towards 2022, risks surrounding inflation, tightening monetary policy, slower growth and
continued Covid-related uncertainty have all raised concerns for investors. In this year’s investment outlook,
we tackle these central investment themes that define the future path for markets and are critical in
determining how to position portfolios for the cycle ahead. While these factors will likely lead to greater
volatility for markets, we believe the strong fundamental and supportive policy backdrop for growth and
earnings remains intact and should help extend the equity market cycle into 2022, albeit with lower and
bumpier returns than we saw in 2021.

Source: Bloomberg, Blackbee
 



In summary, our view is that 2022 will be the year of a full global recovery, an end of the global pandemic and
a return to normal conditions we had prior to the Covid-19 outbreak. We believe this will produce a strong
cyclical recovery, a return of global mobility and strong growth in consumer and corporate spending, within
the backdrop of still-relatively-easy monetary policy. For this reason, we remain positive on risk assets and
certain commodities, and remain negative on cash and bonds. After two years of unprecedented government
actions, the winds of change are starting to blow hard. The economy has been influenced by short-term
factors since 2020; this year, long-term fundamentals should re-assert themselves as the most important
drivers of economic and financial performance.
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For 2022 as a whole, thanks to continued improvements in virus control, ongoing innovations in treatment of
Covid-19, pent-up saving, and inventory rebuilding, global GDP is likely to rise by circa 4.5%, though growth
should slow more clearly in the second half of the year. We are forecasting a larger slowdown for the US
versus other developed regions during H2, and our China growth outlook is also more cautious. After an
uneven 2021, we expect a more durable recovery in continental Europe through 2022. Compared with the
US, the region certainly has more room for catch-up growth.

Economic growth is expected to normalize in 2022, with the recovery continuing, albeit at a slower speed
and tilted toward the first half of the year. Household balance sheets remain in good shape. We also expect
earnings to normalize in 2022 after the significant boost ushered in by the unprecedented fiscal and
monetary stimulus, and a very volatile period during the initial stages of the pandemic.

The year ahead should see the start of a meaningful economic and financial transition. A transition not just
to a post- pandemic reality, but also to more normal monetary policy, and to more moderate returns on
financial markets. Importantly, it is also a transition to a stronger focus on sustainability, as the world moves
toward net zero emissions. Sustainability has been a core theme for us at Seaspray for some time now and
will undoubtedly continue to be over the coming twelve months.

In 2022, inflation should normalize from the elevated numbers that we saw last year and into this month,
however we see it as likely that it will remain above pre- pandemic levels over the next few years. The sharp
price increases that immediately followed the Covid- 19 lockdowns will fall out of inflation calculations, due to
year-on-year comparisons with 2021’s elevated results, and supply chain problems should also start to ease
– resulting in gradually declining inflation pressures 2022 progresses (see forecasts below).

Economy & Inflation
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Aside from receding base effects this year, we see more-flexible supply responses, peaking developed-
country growth, and - perhaps most important - stable inflation expectations all as factors that will combine
to slow price pressures during 2022, reassigning multi-decade-high inflation results to yesterday’s story. 



We maintain our overweight positioning on equities as we begin 2022, with a view that the combination of low
real rates, still-strong global growth, and reasonable valuations will all work in favour of the asset class over the
next 12 months. Our positive base case and the prospect of real yields remaining in negative territory leave us
particularly bullish on equity markets versus other asset classes, especially in H1. 

While we do expect to see some compression of price/earnings ratio multiples for the S&P 500 as interest
rates in the United States rise, we still think robust earnings growth should translate into about a 10% total
return, over the year. In our view, returns this year should be more moderate than 2021 and with higher
volatility than we have seen in very recent times. 

While we acknowledge that absolute equity valuations may seem elevated, this is true for all major asset
classes relative to their respective history. The relative valuation for equities remains attractive, particularly
outside of the US. We expect global earnings to grow by a high single-digit percentage in 2022 - this should
support a reasonably strong year for equity markets overall. We expect equity segments that lagged the global
recovery from the pandemic shock to emerge as bright spots alongside industries that benefit from secular
growth trends.

As a result of the likely lower returns to be seen this year when compared to last, we strongly believe sector
and stock selection will be increasingly important in driving equity returns as we move forward. In particular,
we believe that the outlook for 2022 presents an attractive opportunity for a “barbell” equity portfolio, i.e.,
exposed to high-quality growth companies combined with a select group of more cyclical stocks. Companies
with high quality earnings are particularly valuable when uncertainties are high.
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Equities 



We recently came across a study that back-tested markets to 1950. In times when the S&P 500 had a total
return of at least 25% in a year over this period, stocks usually rose in the following year. For obvious reasons,
this is important to consider as we leave 2021 and its impressive equity returns behind. As can be seen below,
stocks advanced 82% of the time in the year following a +25% rally, or 14 out of 17 instances, with the average
gain at +14%.
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Equities, contd.....

Source: Truist Advisory Services, Yahoo Finance
 

Of course, history is only a guide and should be used alongside other factors, such as the business cycle and
fundamentals. Still, the studies reviewed on performance following years with robust market gains, strong
price momentum, and shallow pullbacks lend further support to our base case outlook for 2022. That is, we
still favor stocks and expect the bull market to extend, albeit with slightly more volatility. Thus, we remain
positive yet realistic entering the new year.

Geographically, the US and Europe provide a good balance between high-quality, growth, and cyclical stocks.
In contrast, ongoing restructuring and reform in China represents headwinds for Emerging Market earnings
growth prospects in 2022, despite historically attractive valuations relative to their developed-market peers.
We see sharp differences across regions due to tax policies, margins, and real rates. We maintain an
overweight in Europe, a slight overweight in Japan, and a slight underweight on the United States and United
Kingdom. We are also remaining on the sidelines with regard to emerging markets.



We favour equity markets where monetary policy is likely to remain looser for longer, and where the gaps
between earnings yields and government bond yields are largest, i.e. the Eurozone and Japan. Global
financials should also benefit from modestly higher yields, while tighter monetary policy should generally favor
value stocks over growth stocks, and be detrimental to bond proxies like consumer staples and utilities, two of
our least preferred sectors. After underperforming US equities each year for the past decade, Eurozone
equities are one of our preferred longer-term plays as we enter 2022. The market is cyclical, and so is well
placed to benefit from a resolution to supply chain challenges and inventory restocking in our opinion.
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Equities, contd.....

Source: Refinitiv, UBP

As can be seen above, valuation metrics have come down over the past year thanks to soaring earnings
but remain high when compared with the past decade or so. With economic growth set to soften and
monetary policies looking to become less supportive in most regions, a further compression in multiples
looks highly likely next year. This should however be offset by still solid earnings growth. The US forward
P/E ratio (golden line) is currently trading just below 22 times, while in Europe (green line) the multiple is at
a much more reasonable 15 times. In addition, the US forward P/E at present is trading at about a 30% –
35% premium to its historical average while Europe is at about a 14% - 15% premium, and offers more
value at these levels in our view.

Going into 2022, the economic outlook for the Eurozone remains constructive. As highlighted above, we
expect earnings to be the key driver for global equities, and this is also true for the Eurozone. The
consensus earnings forecast for Europe is among the highest in the major developed markets, supporting
our constructive outlook on the region.



Even if the upside is more limited from now on, we expect European equities to be supported this year by
solid earnings growth, reasonable valuations, very accommodative monetary policy and probably a weaker
currency. European markets will be sensitive to commodity swings though, as cost inflation remains a concern
for many nations in the area, along with supply chain bottlenecks, and the pace of the slowdown in China
(which exports a lot to Europe). On the political front, all eyes should be on France’s presidential election in
May. 

We would also like to reiterate to clients that we believe that in 2022 we will continue to see the growing
importance that sustainability plays in an ever-increasing role for consumers, businesses, governments and
regulators. In this context, we expect environmental, social and governance (ESG) trends to remain central and
investors to continue including sustainability considerations when allocating capital.

The fourth quarter earnings season has just begun. We believe large cap firms in Europe and the US will
demonstrate their health with another set of robust profits for the three-month period just gone. This is
despite ongoing difficulties such as higher inflation, supply chain disruptions, Omicron-related restrictions in
many regions, and wage pressures.

Analysts are forecasting for companies in the S&P500 to deliver y/y earnings growth of about 22% for the
fourth quarter (as can be seen below), after Q3's impressive increase of almost 40% y/y. We expect nine of the
eleven sectors within the US main index to show earnings growth during the Oct-Dec period; with energy,
materials, and industrials likely to yield the highest growth rates. We expect profits to contract slightly in
financials and utilities. 
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Equities, contd.....

Source: Financial Times
 

We acknowledge that growth rates will seem very strong as a result of y/y comparisons with 2020 when we
were still dealing with the initial Covid-19 waves and with no vaccines yet in place, so perhaps a fairer
measurement would be the q/q result. The fourth quarter of 2021 is reportedly estimated to see a 4.6%
decrease in earnings when compared with Q3, when also accounting for seasonal factors.



As we have been saying for some time now, we will be maintaining our underweight positioning with regard
to nominal government bonds as we head into 2022. We think bond yields in developed regions have room
to move higher throughout the first couple of quarters of 2022 and probably beyond. 

At Seaspray, we believe investors must instead look at opportunities across other asset classes, regions, and
within alternative assets to appropriately diversify. While nominal bond yields are in negative territory in
certain regions around the world, real bond yields are pretty much all deeply negative at this point in time, i.e.
when adjusted for inflation, investors are paying governments to borrow their money!

Bonds

8

Source: Refinitiv Datastream

This normalization of monetary policies has kicked off with a reduction of fixed income asset purchases by
central banks, which together with the broadening economic recovery should pave the way for interest rates
to grind higher. However, we accept that the pace of this move may be gradual. Moderate global growth,
receding inflation, the end of fiscal expansion and tepid monetary policy tightening is apt to produce
somewhat higher yields, but also likely a flatter yield curve. 

One of the facets of the Federal Reserve tightening policy is the impact on short-end rates and long-end
bond yields. While the short-end of the US Treasury yield curve tends to see higher rates as the Fed pulls
back stimulus, the long-end of the yield curve tends to come down as growth and inflation expectations,
inherently embedded in the long-end, come down as reduced stimulus reduces economic potential. A
further flattening of the US yield curve is expected in the months and quarters ahead.

We also stay underweight corporate bonds on a strategic basis as valuations are high, and we prefer to take
risk in equities and alternatives instead. On a longer-term horizon, we are neutral credit given low spreads
across sectors and prefer emerging-market local markets to high yield.
 



Amid diverging central bank policies this year, we expect the currencies of the more hawkish central banks,
i.e. the US Dollar, British Pound, Canadian Dollar, and New Zealand Dollar, to appreciate against those of the
more dovish, such as the Euro, Swiss Franc, and Japanese Yen. This transition phase toward policy
normalization in many regions may also prove supportive for more cyclical currencies, such as commodity
currencies (Australian Dollar and Canadian Dollar).

In recent weeks we have seen forecasts from analysts that the Euro should remain soft in early 2022, but
later stabilize as Eurozone fundamentals improve in the coming months. Economic fundamentals remain
more solid within the Eurozone vs. the USA, in particular in terms of external balances and from a fiscal
deficit perspective. Moreover, the prospect of European fiscal integration, supported by Germany’s new
governing coalition, could provide some added impetus for the 19-nation currency on a medium- term basis.
A stabilization and recovery in the Euro could follow later in 2022. But this outcome depends on how long
the Eurozone inflation surge lasts, as well as the ECB’s ability to bring forward policy normalization relative to
current market expectations.

Currencies
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For the first time in a decade, commodities outperformed the S&P500 in 2021, doing so for several reasons.
However, we must make a distinction between the various commodities, because not all have performed
positively this year. For example, among the precious metals, gold and silver in particular have undergone a
drop, unlike energy raw materials, oil most of all. While gold prices did move over 4% lower over the year, the
precious metal has still been supported by some stagflation concerns and the pushing out of rate hike
expectations at different stages throughout 2021, while other metals benefitted from the combination of
constrained supply and rising demand. 
As we move through 2022, we suspect gold may lose some of its luster as higher real yields weigh on prices.
Central bank tightening, depending on how far it is taken over the next 12 months, would likely cause the
metal to trade lower from current levels, external geopolitical issues and unforeseen events aside. One
interesting theme with regard to gold and stores of value in general has been the rise of cryptocurrencies over
the past year or so. As bitcoin’s, and cryptocurrencies’, market capitalization has grown, investors have likely
been drawn away from the likes of gold and towards the emerging asset class. The below chart demonstrates
bitcoin’s rapidly growing market cap (now 20% of the ‘store of value’ market), indicating that it may have taken
away some of gold’s shine in 2021. This is a theme that we will be continuing to watch as the months and
quarters go on.

Commodities

We expect energy prices to stabilize, albeit at somewhat higher levels than today, as new production capacity
comes online in key regions. This should allow for an easing in both the upward pressure on inflation and
downward pressure on economic growth. Our current baseline forecast for WTI Crude Oil has prices rising
during the first quarter of the year, then ending 2022 around the $80 to $90 per barrel mark as a supply
response finally begins, containing the upside to prices from rising demand. Exposure to commodities, both
directly and through energy equities, is also useful from a portfolio construction standpoint in the event that
inflation proves to be disruptive to both stocks and bonds.
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As the calendar turns to 2022, the slate is wiped clean of the buoyant enthusiasm that carried risk markets
higher through the second half of 2020 and all of 2021. Aggressive fiscal stimulus in many regions is now in the
rearview mirror, while central banks globally have begun to roll back asset purchases, and in some cases,
already begun raising interest rates to combat persistently high inflation. Conditions will probably be more
challenging in 2022 than we have seen for the past year. Potential hazards await, from the uncertain economic
outlook to rising inflation. Against this backdrop, we will continue to apply our disciplined investment process,
with an ongoing focus on high-quality funds and companies. We believe this approach will allow us to
successfully navigate.

There are a number of risks specifically for equities in 2022, in our view. One such risk to earnings are the
rising input costs that firms are now facing, for example for commodities or wages. Another related risk is
further disruptions in supply chains, a factor that we have already started to see weigh on some companies’
profitability in the second half of 2021. Inflation was also a risk for the asset class in 2021, although most
market participants expect that the current elevated inflation levels will ease off this year and next. However,
stickier- than-expected inflation could lead to tighter monetary conditions and increase the risk of a so-called
policy error – both of which would be head- winds for global equities. China also remains a potential risk for
global equities, due to a slowing economy and the risk of further regulatory headwinds as we saw in several
sectors in 2021. There are also several elections to keep an eye on in 2022, namely the US midterms and the
presidential elections in France and Brazil, which could cause some volatility in these regions.

When we speak about risks to financial markets we must acknowledge Covid. In our last Investment Update in
early-December we pointed to the relatively strong possibility that it would fit in with historical patterns of
previous viruses and pandemics, if the at-the-time new Omicron variant turned out to be a less severe strain
that ultimately crowds out other more dangerous variants. In January, we still believe Omicron represents the
first step in moving away from the pandemic-stage of this virus and towards something more comparable with
the seasonal flu. This type of scenario has played out time and time again when humanity encounters a virus-
pandemic.

Challenges
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Besides current vaccines, there are now a whole host of antiviral therapeutics and antibody treatments to
combat Covid-19. Researchers are meanwhile looking to develop a universal vaccine to protect against all
existing coronavirus variants, with many scientists already working on such a jab. The emergence of the
Omicron variant may ultimately mean the end of the pandemic as we know it, but the threat of overwhelmed
healthcare systems, even if fatalities remain low, could possibly bring about more government restrictions in
the shorter-term, that in turn will weigh on economic activity. At least for the first quarter of the year, these
factors could see a further cooling of risk appetite before calmer, and more bullish, heads prevail later in the
year.

Political events will continue to play a role over the coming year. The slower-moving trends here are the
potential for ongoing tensions between China and the US, or others around issues such as overseas
investment and geopolitical issues, and between Russia and the US on Ukraine or tech-related areas. With
regard to the Russia-Ukraine situation, we must point out that we have seen some slight escalations in
tensions over the past week or so, the most recent development was a cyber-attack on dozens of official
websites in Ukraine, most likely carried out by Russia. While it is still unclear if Vladimir Putin has made any sort
of a final decision about whether he will invade Ukraine this year, we must point out that a shock like this
would, at least temporarily, adversely affect risk assets around the world. Any conflict would also likely lead to
western sanctions that could do much greater damage than those imposed after Russia annexed Crimea in
2014. The fact that much of Europe is highly reliant on Russia for oil and gas may only serve to further
complicate matters, in our view.

More concrete risks come from the French presidential election in April, where the anti-establishment
challenge has been growing, the October presidential election in Brazil where populist agendas are likely to
feature heavily, and the United States’ mid-terms in November, which could see the Democrats lose
congressional control and usher in a fresh era of gridlock.

Challenges, 
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We expect real GDP growth of between 3.8% and 4.0% this year in the US, but we must acknowledge that a
halting services rebound and ongoing supply chain problems are complicating the final stages of the nation’s
pandemic recovery. We believe global supply chain shocks could lead to slightly higher goods prices in the very
near-term, but would also like to point out that inflation is expected to slow to 2.6% by the end of this year
after an extreme spike in 2021, but risks do remain to the upside for now.

One of the main talking points for American markets at present is the fact that the Federal Reserve is beginning
to gradually remove accommodative policies. Tapering of the central bank’s asset purchases were sped up last
month and is now on track to be concluded altogether by March. Persistently high core inflation and strong
progress toward full employment in 2022, amid market expectations of imminent tightening, is likely to deliver
three to four rate hikes from the Fed by the end of the year. The next year for the United States is looking likely
to be dominated by rising interest rates. In truth, rising interest rates last year had already arrived in much of
the world, but the Federal Reserve, guardian of the world’s reserve currency, has now made the process truly
global. 

In terms of politics, the Biden administration’s infrastructure package will indeed support growth in 2022.
There could also be renewed political gridlock during H2 of this year if Democrats lose the mid-term elections
in 2022. These elections are due to take place in November, and we will be covering them in more detail in our
Investment Updates closer to the time. 

We must point out that the pace of economic growth slowed considerably in the US in the third quarter. The
economy expanded by 2.1% y/y in annualised terms in Q3, down from 6.7% in Q2 and 6.3% in Q1. Survey data
received so far does however suggest that the recovery has continued in Q4. Both the manufacturing and
services PMIs for the last few months of 2021 have been little changed, remaining well above 50. 

Regions  & Monetary Policy
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United States

Source: Refinitiv, AIB



The US economy is poised for a year of moderating but significantly above-trend economic growth in 2022.
Robust household income and accumulated pandemic savings leave the consumer in a position of strength
heading into the new year. We expect robust business investment in 2022, particularly as a record earnings
recovery and backlogs align the ability and need to invest for corporations.

Meanwhile, inflation has surged from already elevated levels in recent months. The region’s Consumer Price
Index (CPI) inflation jumped to 7.0% y/y in December, its highest level since 1982, and up from November’s
6.8%. Similarly, ‘Core CPI’, which excludes volatile items such as food and energy, increased to 5.5% y/y in
November from the previous 4.9%. The Fed has stopped describing inflation as transitory, as on-going supply
constraints are contributing to higher prices. We expect inflation to be one of the key drivers of interest rate
markets in 2022 given the influence it is likely to exert on monetary policy. Markets are going to have to be
patient, though, as it is likely to be later in the year before it is clear whether or not underlying inflationary
pressures are moderating and also to what degree. 

As it stands in mid-January, markets are currently pricing in the first 25 basis point rate hike in the US to come
at the Fed’s second meeting of the year on March 16th, and followed by a second in June, third in September,
and fourth in December. With four increases already priced in 2022, and with inflation likely to moderate as the
months and quarters go on, we see it as more likely that markets will receive dovish surprises from the central
bank during H1 than hawkish.

The December meeting of the Federal Reserve saw the bank announce an acceleration in the pace of its QE
tapering. Beginning this month, the Fed has reduced its rate of monthly asset purchases by $30bn, equating to
a $20bn cutback in Treasury purchases and $10bn in mortgage-backed securities. This is a doubling of the
initial pace of €15bn of tapering announced back in November. We note that the central bank did decide to
keep its options open regarding future tapering by stating that it will adjust the pace if “changes in the
economic outlook” warrant it. Based on this new pace, net purchases are due to cease in March.
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The Fed revised higher its inflation forecasts in December. For Q4 2021, it is now expecting headline PCE
inflation to come in at 5.3% (from the prior 4.2% forecast), and at 2.6% (was 2.2%) in Q4 of 2022. In terms of
Core PCE, it is forecasting a 4.4% rate (from 3.7%) for Q4 2021, and 2.7% (from 2.3%) in Q4 2022. These
positive updates to its inflation and unemployment forecasts formed the backdrop to a further hawkish shift
from the bank, which was evident when the minutes from this meeting were recently released. 
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After the release of these minutes it became clear that Fed officials last month were concerned about the initial
spread of the Omicron variant, but still believed the US economy had recovered sufficiently that interest rates
could be increased sooner than they had previously expected. Officials even spoke about the possibility of
reducing the Fed’s balance sheet this year, and essentially undo some of the bond-buying that they have done
throughout the pandemic.



The Euro area enters 2022 with healthy growth momentum. Business surveys show broad-based gains across
countries and sectors, and fiscal policy looks set to provide persistent support to growth as the EU recovery
fund disbursements pick up and Germany’s new center-left coalition government pursues a more supportive
fiscal stance. The ECB remains relatively dovish in its policy outlook, when compared with central banks in
other developed regions. We expect European GDP growth to slow in 2022, but should still be over 4%,
significantly above the pre-COVID-19 trend rate of 1.4% per annum.

While most of Europe still faces restrictions in January, we must remember that vaccination rates are high and
the less severe Omicron is quickly becoming the dominant Covid strain across the continent. While we believe
this will likely be the last wave of harsh restrictions in Europe, due to the fact that Omicron has likely led us to
the end of the pandemic-stage and towards a virus that is not deadly, there is still a risk however that growth
will have slowed over the winter months.

Recent survey data has suggested the Eurozone economy has continued to grow, albeit at a slower pace, in the
fourth quarter. The ‘Manufacturing PMI’, which has printed in expansion mode for the past 16 months, inched
lower throughout Q4. The index averaged 60.9 in Q3, but this has declined slightly to 58.2 in Q4 as supply
chains remain under intense pressure, at least for now. Similarly, the ‘Services PMI’ has averaged 54.6 in Q4,
down from 58.4 in Q3, with the index last month seeing its lowest levels since April. The emergence of the
Omicron variant has of course led to some restrictions being re-imposed across the Eurozone. This is weighing
on services activity as well as expectations of future growth, although firms still expect the economic recovery
to continue in 2022. The euro zone is expected to grow by about 4.2% this year, as the economy eventually
overcomes ongoing supply chain issues that have led to a sharp rise in inflation. 
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Eurozone

We believe European equities have real potential to outperform in the coming quarters. Europe’s exposure to
financials and cyclically sensitive sectors such as industrials, materials and energy, and its relatively small
exposure to technology when compared to the likes of the US, should benefit markets here as Covid fears
subside, economic activity picks up, and central banks around the globe look to tighten monetary policy.

The December meeting of the European Central Bank’s Governing Council saw the bank decide, as was largely
expected, that it would scale back quite significantly the quantity of bond purchases under its QE programme
during 2022. The monthly asset purchases under its Pandemic Emergency Purchase Programme (PEPP), which
had already been lowered to €60 billion, has been reduced further and the programme, similar to the Fed’s, will
conclude in March. However, as expected this will be offset to some extent by an increase in bond buying
activity under the ECB’s other QE vehicle, the Asset Purchase Programme (APP). The size of monthly purchases
under the APP is to increase from €20bn presently, to €40bn during Q2, and €30bn in Q3, falling back to €20bn
from October onwards.
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The ECB reiterated last month that the conditions necessary for rate hikes to take place in the Eurozone
were very unlikely to be in place next year, indicating the key deposit rate (seen in above chart) can be
expected to be kept on hold at a negative 0.5%, in 2022. Overall, then, the ECB intends to maintain a loose
monetary stance next year, though the size of its QE programme will be significantly lower.

We cannot ignore the fact that the ECB revised higher its near-term inflation forecasts significantly. It is now
estimating that headline inflation will average 2.6% (up from 2.2%) in 2021, and is forecasting a rate of 3.2%
(from 1.7%) in 2022 and 1.8% (from 1.5%) in 2023. Core inflation is now forecast at 1.4% in 2021, 1.9% in
2022 and 1.7% in 2023, which also represent upward revisions compared to the last set of forecasts issued
in September. Crucially though, while inflation will prove considerably stronger than anticipated both this
year and next, the ECB emphasized that this is largely due to much higher-than-expected energy prices.

Source: Refinitiv, AIB



The UK recovered at an impressive pace in 2021, as the quick vaccine rollout allowed for most pandemic
restrictions to be eased. However, we see signs that growth in the region is set to lose momentum. We expect
real GDP growth of about 5.0% this year versus 7.0% in 2021. Some of this slowdown was expected as the
initial boost from the reopening faded. However, labor shortages and supply bottlenecks are also causing a
loss of momentum in the recovery, along with a record rise in firms’ costs. While some factors causing labor
shortages like COVID-19 self-isolation rules should unwind, Brexit could lead to a permanent decline in the
labour supply. 

While demand should continue to be supported by the reopening of the economy and the high share of
consumer savings, we think that elevated inflation, the end of the furlough scheme last September, and the
withdrawal of other fiscal support measures are likely to weigh on consumer and business spending for the UK
going forward. Inflation is expected to remain above target due to rising energy and food prices, higher goods
prices due to supply bottlenecks, rising services prices due to the reopening and the reversal of value-added
tax cuts. We expect that all of these items could lead to a fall overtime of UK consumer confidence which may
result in sluggish growth. 

In keeping with its recent trend of surprising markets, the December meeting of the Bank of England saw the
central bank increase its main interest rate by 15 basis points to 0.25%. The bank’s MPC (Monetary Policy
Committee) voted by 8 to 1 in favour of the decision to hike the rate. Expectations for a hike had firmed
somewhat in recent days following CPI inflation hitting a 10-year high for November. However, the move by the
BOE still caught the market off guard. 
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United Kingdom

While they decided to move forward and increase their main interest rate, the MPC did acknowledge the risks
and heightened level of uncertainty associated with the Omicron variant. However, it also noted that since
March 2022 “successive waves of Covid appear to have had less impact on GDP”. Meanwhile, in terms of the
potential implications on inflation of the latest Covid-19 developments, BOE members came to the conclusion
that the balance of risks was unclear. The BOE now anticipates inflation will remain around 5% over the winter
and peak at around 6% in April 2022. This represents an upward revision to its previous expectation for
inflation to peak at around 5% in April 2022 contained in the November monetary policy review. The bank still
envisages CPI inflation falling during H2 of this year.

Looking ahead to next year, the BOE retains a bias to hike rates further if necessary, reflected in its view that
some modest tightening of policy was likely to be necessary to meet its 2% inflation target. Futures contracts
suggest the market is currently pricing in another hike at the BOE’s February meeting, with around 15bps being
priced in at present. The market is anticipating around 85bps of tightening over the course of this year, which
would bring the Bank rate to just above 1% by December.

Source: Bank of England
 



In a nutshell, we are cautious on the outlook for China as we begin 2022. The risks around the country’s
property market and the drag on the economy from construction has continued to grow. The Chinese
government has recently announced initiatives that have reduced the likelihood of the worst-case scenario by
further ringfencing the risks around property and encouraging mortgage demand. In our view, this will
continue to be an important topic over coming months. Regulation on the large consumer technology
companies also remains an uncertainty in the region. We expect further fiscal stimulus through 2022 focused
on boosting household consumption, but it will unlikely be large enough to offset the drags from property
market downturns.

Omicron may seem less dangerous to human life than all prior Covid-19 strains, but in some regards it still
poses a threat to financial markets because of the reaction function of the world’s second largest economy. In
the US, vaccine hesitancy means that the risk of rapid transmission is especially high, as we know. That could
lead to waves of high absenteeism, making existing labor shortages worse. However, the real supply-side risk is
in China, because of its tendency to lock down hard and wide in response to any sign of Covid. Given the
reported low efficacy of the two main Chinese vaccines against Omicron, the risk is of renewed closures of
important Chinese manufacturing and logistics hubs through the year, which would prolong the problems of
other manufacturers and retailers further west.

Covid is not the only challenge facing China in 2022. At some stage, the country’s authorities will have to decide
who gets to bear the losses on debts owed by ‘China Evergrande Group’ and other over-extended real estate
developers. It will have to do so without triggering panic among domestic retail investors, and, preferably,
without resorting to yet more borrowing to spend its way out of a growth slowdown. This is an area we will be
watching relatively closely as the months go on.

Any sign of financial or even social instability may encourage Beijing to distract attention with a little foreign
policy adventure: after ending Hong Kong’s autonomy, President Xi Jinping, with what amounts to a fresh
mandate from the Communist Party to rule for life, has made no secret of his desire to restore mainland
sovereignty over Taiwan. As the likelihood of this scenario coming to fruition is still somewhat unclear, we will
cover it in further detail should we see developments at any stage throughout the year.
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