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In normal times, central bankers try to be
as clear as possible about the likely path of
interest rates. These are not normal times.

Inflation is sky-high although it looks to be rolling over. Parts of
the American economy are cooling swiftly, parts are still rolling
along no problem. In 2022, the US Federal Reserve (Fed) has
hiked interest rates by 375 basis points, from 0.25% to 4.00%.
Typically, the Fed raises rates by about 3% over two years in the
course of a tightening cycle, but they had been getting much
shallower and shorter in recent decades. Until now, that is. If the
Fed cleaves to expectations and delivers another 50bps rise in
December, rates will have increased by 425bps in a year with
more to come in 2023.

As a backdrop to all this, comments from Fed policymakers have
been all over the place. Some of them argue that many more
stiff rate hikes are required to firmly tamp down inflation. Others
suggest that tightening must soon end to avoid overtightening
and strangling the economy in the coming months and years.
And then the policymakers swap scripts and repeat.

Running down the clock

The Fed seems to be trying to manage markets as it approaches
the point where it will pause its tightening. We think inflation
has now peaked in the US and that it will continue to fall over
the coming year toward its 2% target (but it won't get there for a
few years yet). If the Fed adds many more rate increases next
year, it's likely that it will puncture GDP growth and create an
unnecessarily deep recession. That's our view, anyway, and we
have a feeling that the Fed is, broadly, in the same camp as us on
this. However, investors have been excessively giddy about
monetary policy inflection points in the last few years. When
they get a sniff of any sort of slowdown in tightening or divine
the potential for future cuts to interest rates they buy stocks and
bonds like it's Black Friday. And that ruins the Fed's buzz
because a market resurgence makes households and businesses
feel better about their situation and may encourage them to
splurge again. That would dull the Fed's efforts to rein in
consumption and inflation.

All this inflation, pandemic hangovers and monetary tightening
has created a maelstrom of effects on financial markets and —
crucially, with a lag — the real economy. This lag is the reason
for the Fed's head-fake strategy, in our opinion. It's trying to run
down the clock, not tightening too much further but also trying
to avoid investors getting ahead of themselves as it waits for the
medicine to hit the economy's bloodstream.

Investors have mostly cottoned on to this though, sending
bond yields sharply lower and stock prices sharply higher in
the past couple of months. What drives the market's mood

now is the balance of US economic data. Poor numbers get
investors excited about the Fed relenting on hikes; evidence of
economic strength sends markets tumbling on concerns of rates
marching much higher. Most American economic data has been
weakening lately, with the stubborn exception of employment.
We expect this to continue into 2023, with jobs growth
beginning to melt away as companies refinance borrowing at
higher rates, increasing their costs and reducing the number of
profitable projects they have to embark on.

Letting the bandwagon pass

The belief that a Fed pause is just over the rainbow has
weakened the dollar considerably as many investors have
moved their money out of the US and into riskier assets and
nations. From its peak in late September, the greenback has
sunk about 7% relative to a basket of major currencies. Against
the pound specifically, the dollar has dropped by 13% over the
same period.

Emerging market stocks rallied significantly over November,
Europe has had a stonking run and even the UK has recovered.
This is, effectively, a 'risk-on’ trade. It comes at a strange time,

in our view, and we're not leaping on to this bandwagon.
Meanwhile, there was also a marked buying of gold, which
becomes more attractive if interest rates are lower than expected
in the future. Because gold doesn't yield anything, lower interest
rates reduce the ‘opportunity cost’ — the potential return you
can get elsewhere — of holding it. While about 10% higher over
November, the gold price is still well below the peak of $2,050
from March this year at $1,770. Yet many investors — including
ourselves — see it as a useful bit of protection in case the wheels
completely come off the global economy, particularly now that
rate hikes may be coming to an end.

Once global bond yields had fallen back, we sold our Canadian
Government 0.5% 2030 bonds and bought the US Treasury
1.875% 2032 instead.

We added to our Put Spread structured product, which protects
us against the first 25% of any fall in the US stock market. These
options are effectively an insurance policy on our US stock
portfolio. We pay an upfront premium in return for the right to
‘sell' a given value of the S&P 500 Index at a pre-agreed level.

We continued to build our holdings in US tech giant Apple and
veterinary medicine and vaccine manufacturer Merck. We also
and added to German warehousing and logistics supplier Kion
on weakness.
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We continued to build our holding in Canadian Pacific Railway.
Trains take less energy and produce much fewer emissions than
lorries, so shifts in energy markets — and the need to reduce
emissions — make rail freight more attractive, in our opinion.
Canadian Pacific will soon be the only truly pan-North American
railway too, once its merger with Kansas City Southern gains full
regulatory approval.

We took profits in diabetes monitoring business Dexcom and oil
major Total after strong performance.

Lockdown anger boils over

Chinese President Xi Jinping's third term has got off to a rocky
start. Going into his second decade at the head of the Politburo,
Xi culled the last perceived market-friendly members of the
ruling committee, filling the spots with loyalists. Investors
took that very poorly and Chinese stocks sold off during the
20th Party Congress in October. It appeared to herald more of
the same for the world's largest exporter, which had cracked
down on technology and education companies earlier in the
year, and was continuing with its extremely strident and
disruptive zero-COVID strategy and was suffering from a
slow-motion implosion of its property market.

Yet in November simmering tensions boiled over in rare
widespread protests against the government. Thousands of
people took to the streets of cities and towns across the country
complaining of rolling lockdowns that have been going on

for three years now. The state appears rattled and has since
relaxed some of its policies. China is still in a bind though.

The reasons for its attempts to avoid widespread infection of
COVID-19 remain: it has a very large, old population that has
been cautious in its uptake of the homegrown Sinopharm
vaccine, which is also less efficacious than Western varieties.
Reducing restrictions will mean more infections and it's unclear
how the country will be able to deal with the waves without
either locking down again or accepting high casualties. Chinese
scientists have developed an mRNA vaccine, but it hasn't been
approved for the mainland. The government has refused to use
Western options and it seems unlikely to change course this late
in the day.

We were heartened by the meeting between Xi and US President
Joe Biden, which seemed to cool tensions over Taiwan, Hong
Kong and the disputed islands of the South China Sea. Hopefully
this is the beginning of the end of recent sabre rattling in the
Pacific. For the time being at least.
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