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UK inflation and rates tightening

= US Fed signalled tightening, but markets expectations were ready
= UK inflation hits 11 year high and could remain at ~5% through 2022
= Bank of England raises rates +15bp to 0.25% to avoid “inaction”

Fed signals tightening

Fed Chairman Jerome Powell signalled that inflation is now the biggest risk to growth, and getting
the labour market back to pre-pandemic levels.

The US will accelerate “tapering” or reduction of supportive asset purchases, and set out the
potential for rate hikes in coming years (although no change in long-term target rate).

The change in Fed rate hike expectations is illustrated in the “dot plot” below:

The Fed's New Dot Plot
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Source: https://www.bloomberg.com/news/articles/2021-12-15/the-fed-s-new-dot-plot-after-its-december-rate-
meeting-chart

And despite rate hikes usually spooking markets, markets rallied: why? Because the bigger
concern was that the Fed was behind the curve and not getting on top of inflation. The risk of a
so-called “policy error” had investors concerned.

The fact that market-implied policy rates did not change before and after the policy
announcement, suggests that this was a case of the Fed catching up with the market, than the
market catching up with the Fed.
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A Shock The Market Saw Coming
Rate expectations scarcely moved after the FOMC's announcements
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hikes

UK inflation

Meanwhile, UK inflation pressure continues, with November inflation data coming in at +5.1%yy,
ahead of +4.8%yy forecast, the fastest rate in a decade. Transport, clothing and food were the
main contributors.

The risk is that inflation creeps into wage growth which would make it harder to bring inflation
down to long-term target of 2.0%.

This is the second month in a row of an upside surprise (see chart).
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The figure is also at the upper end of scenarios envisaged by the Bank of England at the
November MPC meeting.
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Chart 1.4: CPl inflation projection based on market
interest rate expectations, other policy measures as
announced
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The fan chart depicts the probabiity of variou s cetcomes for CF1 inflation in the future. It has been
condtioned on the assumgtions in Table LA footnote {b). If economic cirrumstances identical 10
today's were to prevail on 100 occagions, the MPC's best collective judgemant & that inflation in
any particular quarnter would e within the darkest central band on only 30 of those occsions. The
fan chart & constructed 5o that cuttums of inflation re 350 expocted 10 e within each pair of the
Eghter rod areas on 30 occasions. In any particular quarter of the forecast period, inflation is
thessdore eepacted to e somewhero within the fans on 90 cut of 100 occasions And on the
remaining 10 out of 100 excasions inflation can fall anywhere outside the red area of the fan dhart
Ovar the forecast period, this has been depicted by the Sght grey Background. See the baxon
pages 48-49 of the May 2002 Wnflation Report for a fuller descrigtion of the fan dhart and what it
1Opeesents.

Source: Bank of England, MPC Minutes

Whilst close to 2011 levels, economists still expect inflation to moderate to trend rates. We are
concerned that they are behind the curve.
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Source: Elston research, Bloomberg data

Following inflation figures, traders priced in a likely rate hike of ~8bp by the Bank of England at
today’'s MPC meeting. Separately the IMF urged the Bank of England to raise rates and end QE,
and not to allow “inaction bias” to govern policy.



https://www.bloomberg.com/news/articles/2021-12-14/imf-urges-boe-and-u-k-treasury-to-tackle-inflation-risks
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Bank of England raises rates

The Bank of England today announced a +0.15% increase in the Bank Rate from 0.10% to 0.25%
citing "more persistent” inflation, and following the Fed’s lead in a greater level of tightening.

Furthermore, the Bank of England minutes suggest that inflation could remain at elevated levels
and “expect inflation to remain around 5% through the majority of the winter period, and to peak at
around 6% in April 2022".

Markets are pricing a 80% chance of a further +0.25% to 0.50% in February 2022. In October,
BoE Governor, Andrew Bailey guided that rates would need to rise to address inflation.

Where are breakeven rates?

The UK 5 year breakeven rate is at 4.38%, following the announcement, compared to 4.66% at the
end of last week. The US 5 year breakeven rate is at 2.73% today from 2.80% at the end of last
week.

5Y Breakeven Inflation Rates (%)
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Liquid Real Assets performance

Our Liquid Real Assets Index combines exposure to higher risk-return real assets for inflation
protection and lower risk-return rate-sensitive assets for interest rate hike protection for an overall
volatility that is comparable to UK bonds. By incorporating allocations to exposures that are
driving inflation, such as Commodities, or can pass-through inflation, such as Property and
Infrastructure, the real assets index can provide a return premium in excess of inflation and in
excess of nominal bonds.
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Cumulative returns (Dec-17=100) as at 30-Nov-21
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Summary

Inflation is proving persistent, policy makers are catching up to keep it in check. Nominal bonds

will remain under pressure, particularly longer-duration in a rising inflation, rising interest rate
environment.

We advocate pairing equity allocations with diversified real asset exposure that can respond to
inflation and floating rate notes that can respond to interest rate hikes.

Henry Cobbe

Elston Consulting


https://www.elstonsolutions.co.uk/insights/liquid-real-assets-performance-update
https://www.elstonsolutions.co.uk/insights/managing-interest-rate-risk-with-floating-rate-notes
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For more insights and information on research, portfolios and indices, visit:

Find out more

www.elstonsolutions.co.uk or NH ETF<Go>

www.elstonsolutions.co.uk

ABOUT ELSTON

We research, design and build investment solutions with and for asset owners, managers
and advisers.

Our Research & CPD focuses on multi-asset strategies, index funds and ETFs.
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