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It was a bumpy start to the year for equity and bond markets. As inflationary pressure spread 
to more countries and spending categories, central bankers have changed their thinking – 
from seeing high inflation as transitory, to viewing it as something requiring urgent action. 
Meanwhile, energy prices came under further pressure as geopolitical tensions between 
Russia and Ukraine escalated.
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Consumers nervous as inflation hits new highs
In the US, the annual pace of inflation accelerated, with the consumer price index (CPI) rising 7.5% 
in the year to January, a 40-year high. Rent, health insurance, electricity and food were the main 
drivers of January’s price gains – categories relatively unaffected by pandemic-related supply chain 
problems, reflecting broadening in cost of living increases.

Recent inflation readings in other countries, including Australia, have also surprised economists with 
higher-than-expected and broader price gains as petrol prices soar and interest rates on fixed-rate 
home loans increase.

There are also signs that higher prices are beginning to affect consumers. Inflation uncertainty has 
begun to feature in consumer sentiment surveys – largely because consumers tend to extrapolate 
recent inflation data into their future expectations. While households in many countries are sitting on 
substantial savings from stimulus payments and wages they couldn’t spend during lockdowns, softer 
consumer sentiment could create a headwind for economic growth. Consumer sentiment has also been 
weakened by the negative wealth effect created by falling stock markets and cryptocurrency prices. 
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Rate rises loom as debt and the pandemic  
weigh on monetary policy
It’s not unusual for equities and bond markets to experience a spike in volatility and a sell-off at the 
start of a monetary policy tightening cycle. What is unique in the current cycle is the lingering effects 
of the pandemic and higher debt levels. What’s more, the timeframe in which central banks are likely to 
move from aggressive monetary policy easing to aggressive tightening is relatively short.

US bond markets have moved quickly from forecasting zero interest rate rises to almost seven rate 
rises this year. 

Back home, markets are pricing in six interest rate rises in 2022. And the Eurozone markets are pricing 
in two rises – which would end the negative interest rates experienced by the region since 2014.
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Uncertainty rising as central banks withdraw  
the monetary punchbowl
Higher interest rates aren’t the only source of policy uncertainty for investors this year. Quantitative 
tightening – shrinking central bank balance sheets and withdrawing trillions of Dollars, Pounds and 
Euros of liquidity from the global financial system.

Quantitative tightening has only been attempted once before, in 2018 – but its likely speed and 
scale is very different this year. Unsurprisingly, investors are nervous about heading into these 
uncharted waters. It’s led to very volatile bond markets in early 2022, as well as flattening yield 
curves – a trend that often forewarns of a recession. This suggests investors are worried that central 
banks may take away the monetary punchbowl too quickly and will need to reverse course if growth 
and inflation falls more than expected.

Geopolitical tensions put pressure on energy costs
Historically, equity markets have either ignored or quickly recovered from minor wars and conflicts. 
But a dramatic escalation of tensions in Ukraine still has the potential to impact financial and 
commodity markets. 

Russia is a major supplier of energy to Europe and a provider of other commodities such as 
aluminium, nickel and platinum-group metals. This means any proposed sanctions on Russia could 
place further upward pressure on commodity prices, adding to existing global inflationary pressures.

Over the last three months, a war premium has been progressively built into oil prices, while in 
recent weeks equity and bond markets have reacted to daily news about the standoff and troop 
movements.
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Our view: markets set to remain volatile  
until uncertainty subsides
High levels of uncertainty have pushed a range of investor sentiment measures to their lowest 
levels since the equity bear market in early 2020. This isn’t always bad news – weak investor 
sentiment, or buying when others are fearful, can sometimes be a good contrarian market indicator. 
However, investors need to consider the reasons behind the weak sentiment and the likely catalysts 
for near-term improvement.

In our view, investors shouldn’t see the recent price dip as a signal to go on an equities and bond 
buying spree, as there’s plenty of scope for uncertainty to stay elevated over the next few months. 
We believe that further bond yield rises are likely, and soft sentiment and rising yields will likely act 
as a headwind for equity valuations over coming months.

Over the course of 2022, we expect that equities will likely remain volatile but ultimately outperform 
cash and bonds. That’s because underlying corporate earnings remain strong and that the chances 
of a recession – historically, the main cause of equity bear markets – remains low.

As always, if market conditions vary or our outlook changes, we would recommend investors adjust 
their portfolio positioning to take advantage of any opportunities, or avoid any risks that could result.




