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Introduction

Two volatile months into 2022 and already investment themes are indicating that markets will have some
new factors to focus on over the coming months, very different to what we have seen for roughly two years.
Covid is now in the rear-view mirror, significant geopolitical tensions are back in the forefront of investors’
minds, and monetary policy is in for a major and long-overdue shift. In spite of these changes, we believe
equities are likely to rebound from their recent pullback and work their way higher over the course of this
year. Throughout this latest Investment Update we will look to explain our house views and the reasoning
for our cautiously optimistic thinking as we move through Q1 2022.
The ongoing situation in Ukraine, which we will explore further, has led some market commentators to
speculate about the possibility for a less hawkish Federal Reserve when they meet later this month. Fed
officials, who are still eager to begin the rate hiking cycle and react to multi-decade high inflation, say that
they are monitoring any spillover effects of the conflict onto US economic activity. While we are of the
opinion that the Fed will press on with their plans to begin increasing interest rates this month, this may be
subject to any escalation in Ukraine. Rising energy prices would likely add further pressure to already-high
inflation around the globe. These inflationary moves may leave little room for central banks to move into
dovish territory despite the geopolitical turmoil.
While it is impossible to accurately forecast how long the fighting will last and when the volatility will subside,
we are of the strong opinion that following this initial market shock, the situation will ultimately stabilise. This
should allow equities to make a recovery over the coming months. Stocks, in our view, will be underpinned
by a return to normal conditions after what was a harsh global pandemic, still-relatively-easy monetary
policy and low bond yields on a historical basis, and also by continued strong earnings. Long term
fundamentals should re-assert themselves as the most important drivers of economic and financial
performance.
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Source: Seaspray , March 2022

Page 2

Economy &
Inflation

While markets and central bankers alike have been concerned about inflation in the near term, we
nevertheless expect the global economy to continue to grow above-trend in 2022, finally overcoming the
pandemic disruptions that workforces and supply chains have witnessed. GDP is estimated to grow 4% this
year albeit with potential risks to the downside, especially if many central banks adopt a short sharp shock
approach to rates as some appear to be advocating. Current estimates show little to differentiate between
the US, Europe and UK, although we note that the Bank of England has warned of downside risks as real
disposable incomes in the region are being squeezed more than most.
Last month we saw Eurozone economic activity rise by more than was expected, and at the fastest pace in
five months as restrictions to prevent the spread of the Omicron coronavirus variant were lifted. The
Purchasing Managers’ composite Index (PMI) for the Eurozone, an important measure of the health of the
manufacturing and services sectors, increased to 55.8 in February (vs economists’ estimates for just 52.7), up
from 52.3 in January and the highest since September. Many market commentators have pointed to the fact
that the Eurozone economy “regained momentum” in February, as an easing of restrictions designed to
control the virus led to renewed demand for many consumer services, such as travel, tourism and recreation,
and helped alleviate supply bottlenecks.

Page 3

Source: FT, IHS Markit, Refinitiv

Economy &
Inflation

However, inflation will remain high throughout the first quarter, with core inflation rising further, before
declining gradually during the rest of the year. High prices for energy and food, along with ongoing supply
chain disruptions, still keep us focused on upside risks to inflation for now. Sustained demand and rising
wages could fuel persistent high core inflation in regions such as the US and UK in 2022. In the United
States, inflation is expected to reach 5% on average in 2022, with the trend likely to moderate in H2 as
positive base effects should accelerate the fall in Q4 to a 2%-2.5% range. In the Eurozone, inflation should
remain elevated in Q1 and Q2, electricity and gas prices fuel upside risks as well as rising wages. A gradual
decline is expected during the year, but average inflation could still exceed 4% this year.

Source: Refinitiv Datastream

In mid-February, the United States witnessed a 40-year high inflation result with prices rising by a meaningful
7.5% y/y during January. This was against analysts’ forecasts for 7.3%, and the prior month’s 7.0%. The
country’s ‘Core CPI’ reading, which strips out volatile items such as energy and food, came in at 6.0% y/y for
January – ahead of estimates for 5.9% and the previous 5.5%. These strong inflation results only served to
intensify the surge in US Treasury yields last month, as investors priced in further central bank tightening in
2022 in the US. Based on the Federal Funds futures market, investors are now expecting the US central bank
to hike rates at six of their remaining seven meetings this year, bringing the Fed funds target rate to between
1.50% and 1.75%.
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Geopolitical Risks

"Despite the strong possibility of
further conflict and volatility across
the main asset classes, we would urge
clients to remain invested and make
no hasty changes to their holdings as
a result of the invasion. We have been
here before in similar scenarios, and
we believe once again that long-term
market trends will prevail......."

Last week Russia began a full-scale invasion of Ukraine,
launching a barrage of missile, artillery, and air attacks –
triggering the worst security crisis in Europe since the
second world war. We saw Russian President Vladimir Putin
deliver a shocking speech on national television in which he
stated that Moscow will perform special military operations
and will seek to “de-Nazify” Ukraine and defend victims of
“genocide”. These comments have been made despite there
being no evidence of such crimes being carried out, and
despite the fact that the Ukrainian President Volodymyr
Zelenskyy is in fact Jewish.
We believe that it is extremely difficult for anyone to make a
call on what Putin’s next move may be. The invasion so far
has been mostly conducted on three fronts: from the North
at the Ukraine-Belarus border near Kyiv, from the Eastern
frontier with Russia, and from the South/Black Sea around
the previously annexed Crimean Peninsula. We also must
point out that this is a very fluid situation, with new
developments occurring day by day. Despite the strong
possibility of further conflict and volatility across the main
asset classes, we would urge clients to remain invested and
make no hasty changes to their holdings as a result of the
invasion. We have been here before in similar scenarios,
and we believe once again that long-term market trends will
prevail.
In the 24 hours following the invasion, there was
understandably a lot of noise and a flight to safety in
markets as volatility ramped up. However, we did see US
President Joe Biden state that the US had no plans to place
troops on the ground in Ukraine and declare war on Russia.
This served to ease some market fears, and helped equities
rally despite a worsening situation in Ukraine. It is important
to note that if Russia decides to send troops further west
and into a NATO (North Atlantic Treaty Organisation)
country, the outlook will change. Under NATO’s article 5, the
alliance is obliged to come to the defense of any member
state that comes under attack. NATO includes nations in the
broad region such as Poland, Romania, Slovakia, and the
three Baltic states.
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Geopolitical Risks
Since the invasion, we have seen NATO members come
together in an attempt to reprimand Russian aggression. To
sum up the global reaction in one line: countries are
showing support through heavy sanctions rather than
through direct military action, for obvious reasons! We have
seen sanctions from much of NATO and its allies which are
targeting individuals and banks, along with other measures
that are hurting Russia’s ability to finance its military efforts.
Germany has suspended approval of the Nord Stream 2
natural gas pipeline that would have deepened Western
Europe’s energy link to Russia, the world’s largest natural
gas exporter.

"Despite the strong possibility of
further conflict and volatility across
the main asset classes, we would urge
clients to remain invested and make
no hasty changes to their holdings as
a result of the invasion. We have been
here before in similar scenarios, and
we believe once again that long-term
market trends will prevail......."
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More recently, we have even seen EU foreign affairs
ministers meet last weekend and approve to send joint
military aid to Ukraine in the form of weapons, healthcare
aid, and other items. In a joint statement over the past week
from the US, the European Commission, France, Germany,
Italy, the UK, and Canada; a decision has been made to
penalize Russia’s central bank and exclude some Russian
banks from the SWIFT (Society for Worldwide Interbank
Telecommunications) messaging system. Measures are also
being taken to prevent the Central Bank of Russia from
deploying its international reserves to undermine new
sanctions. At the time of writing, around half of the central
bank’s foreign reserves have been frozen.

Equities

We continue to prefer equities to other asset classes, such as Eurozone government bonds or cash. This
preference is predicated on the enduring relative valuation thesis, positive corporate earnings growth and
forward guidance, and the positive global growth trajectory. Our investment process focuses on strong
companies that have delivered consistent profits, managed their capital to the benefit of shareholders and
are effective in managing their ESG risks. As the recovery from the pandemic continues and liquidity is
withdrawn from the system, these companies offer the best opportunity to benefit from the uncertainties of
the current environment, in our view.
While a handful of rate hikes over the next year or two clearly represents a shift in Fed policy, we do not
consider this policy restrictive, and we do not expect the initial rate increases to derail the economic
recovery. As the current bull market matures, we are putting more emphasis on high-quality companies with
consistent and stable earnings growth.
While we acknowledge that European equities have seen elevated volatility since the invasion of Ukraine, the
region did initially start the new year on a firmer footing. Surging global bond yields and expectations for a
more hawkish Federal Reserve sparked a rotation out of the growth-heavy US equity indices and into their
more value-oriented European counterparts. Below, we spell out why we are overweight European equities
as we move through the first quarter of 2022.
The euro area will likely benefit from an accommodative monetary and fiscal policy mix at a time when policy
elsewhere is being tightened. For some time we have believed that it would be unlikely that the European
Central Bank would hike its main interest rates this year, and are now even more confident in this view given
the military advance from Russia. Conversely, we expect the Fed to raise rates multiple times this year and,
starting in H2, to engage in quantitative tightening. Divergent policy in these economies should ensure that
liquidity in Europe remains plentiful in our view, and financial conditions stay favorable for at least another
year.
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Equities

European equities offer an interesting mix of cyclical exposure and secular growth. This has become
important as inflation replaces deflation as a key risk and as a world of quantitative easing gives way to one
of quantitative tightening. We expect this shift to support some further re-rating of value sectors in the
market over the next year or so.
We would also like to point out that historically, European equities have delivered positive returns during Fed
rate hiking cycles. This has been particularly so once the Fed has begun on a steady and gradual hiking
process. On average, the MSCI Europe returned 16% annualized during Fed hiking cycles (as can be seen
below, second only to the ‘S&P Goldman Sachs Commodity Index’), which is well above its 6% average annual
return of the past 20 years. This seems to be mainly a function of the European indices’ high concentration
of stocks less sensitive to interest rate moves.

Source: Bloomberg, Datastream, Haver Analytics, Kenneth French, Goldman Sachs Global Investment Research & Asset Management.
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Equities

There has been a significant change in the number of rate hikes expected in the US since the end of last
year: consensus now expects six 25 basis point increases over the next 12 months. We have maintained our
overweight equity position as we believe strong economic growth is prompting this change in the interest
rate outlook. Global markets were faced with a similar situation to today back in 2004. The Fed increased
rates by 25bp on a continual basis and almost at every single meeting, and for the same reasons as today,
namely an economic recovery that became self-sustaining. However, as you see in the chart below the S&P
500 continued to rally in the face of interest rate increases as it reacted to the better growth background.

Source: Goodbody Stockbrokers, Factset

We would also like to point out that this time around equities are undeniably supported by robust earnings
growth alongside the economic recovery. This should underpin stock valuations as well as support ongoing
low levels of corporate default. That means stocks and corporate credits still have potential to deliver
significantly positive returns over time, though we must be selective to avoid sectors and companies where
valuations are challenging or where rising interest rates will hinder most.
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Monetary Policy

The first Federal Reserve meeting of the year saw the US central bank opt to leave its main interest rate
unchanged, as was widely expected, within its target range of 0.00-0.25%. There was unanimity within the
Federal Open Market Committee (FOMC) on keeping the rate policy unchanged. The Fed had already
announced a further acceleration in the pace of its QE tapering back in December, which has led the bank to
be on track to end net asset purchases in March.

Source: TradingEconomics.com, Federal Reserve
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Monetary Policy

The overall tone from Fed Chairman Jerome Powell at his post-meeting press conference was notably more
hawkish, especially in relation to his remarks on what to expect from the Fed regarding the pace and extent
of its upcoming hiking cycle. He commented that the United States’ economy is in a much different place
compared to during the last tightening cycle. He noted that it is in a stronger position, including a far stronger
labour market, while at the same time inflation is running well above its target, and much higher than it was
the last time the Fed started to hike interest rates. On the below graph we can see evidence of the robust
labour market in the United States – the nation has added jobs for 12 consecutive months now and boasts
an Unemployment Rate of 4.0%.
Source: Refinitiv Datastream

Crucially, Powell advised that the differences between now and last time the Fed was hiking rates are likely to
have “important implications for the appropriate pace of policy adjustments”. In other words, the pace of rate
rises is likely to be quicker than during the last tightening cycle. Interestingly, Powell dodged a question about
whether the central bank could increase rates at each of the seven remaining meetings this year, instead
stating that the Fed will be “humble and nimble” and will be “guided by the data”. In this context, we believe
US inflation results will be watched very closely over the next few months.
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Monetary Policy

The February meeting of the ECB’s Governing Council saw no changes being made to policy. This was no
surprise as at the central bank’s previous meeting in December, it set out its broad policy agenda for the year
ahead. The quantity of bond purchases under its QE programme is being curtailed significantly. The
Pandemic Emergency Purchase Programme (PEPP) is due to conclude in March. Meanwhile, monthly bond
buying under the ECB’s other QE vehicle, the Asset Purchase Programme (APP) was set at €40bn during Q2,
€30bn in Q3 and €20bn from the fourth quarter onwards for as long as is necessary.

Source: Refinitiv, AIB

Importantly, during the press conference, the ECB did not push back on market expectations of rate hikes in
2022. This time around we did not see ECB President Christine Lagarde reaffirm her previous views, leading
many to now believe that the door may have been opened for rate increases in the Eurozone during H2.
Markets have effectively removed this expectation since the fighting began in Ukraine, with most now
expecting the ECB to wait until 2023 to alter its rates. A view we would tend to agree with.
Greater clarity on the monetary policy outlook will be provided at the ECB’s next meeting in March when it will
be able to consider updated staff macroeconomic projections. There is a risk that it will announce an
acceleration of the tapering of its QE programme, which could now be wound up in the third quarter. We
would not bank on rate hikes in Europe however, even with heightened inflation around the globe at present,
the Eurozone’s Core CPI (which excludes energy prices and other volatile items that the ECB has little
influence over) figure is currently sitting just above its target at 2.3% y/y and is forecast to fall later this year.
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Taking a look at the Bank of England, last month we saw
a 25-basis point rate hike from the BOE, as was forecast.
The bank’s interest rate is now up to 0.50%, following its
15bp increase in December.
We note that four of the BOE’s nine voting members
wanted a 50bp hike in February – markets took this as a
sign that we will see relatively aggressive monetary
tightening in the UK this year.
The central bank also revised upwards its inflation
forecasts, now estimating for a peak of 7.25% in April,
before falling back quite slowly and only getting back
below 2% at the end of 2024.
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Warning: The value of your investment may go down as well as up and you may lose some or all
of the money you invest. Warning: Past performance is not a reliable guide to future
performance. Warning: Investments denominated in a currency other than your base currency
may be affected by changes in currency exchange rates.
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