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Summary

• The new Omicron variant is unwelcome news
and markets have treated it as so. It is still too
early to gauge the potential impact to economic
activity and the outlook it will have for asset
markets but initial analysis that it could be less
severe offers some hope for the months ahead.

• Despite US equity markets making headlines
for hitting new highs, strong corporate
earnings growth through 2021 means they
are slowly creeping into their still elevated
valuations. Over the coming months,
markets face the twin headwinds of winter
and the continued rise of Covid cases as well
as less supportive central bank policies. Both
have the capacity to unsettle markets. 

• Whilst the initial economic rebound from last
year’s shutdown has been swift, continued
recovery faces the headwinds of the Covid
disruption and supply bottlenecks, both of
which stand to suppress growth. Whilst 2021
saw above-trend growth rates, growth
expectations for 2022 have edged lower of late.

• Central banks are winding down some of
their ultra-supportive policies. The Bank of
England raised interest rates in December
and curtailed its bond purchases (QE); the
ECB is set to cease its Pandemic Emergency
Purchase Plan in the early part of the year.
The US Federal Reserve, the most crucial of
all central banks, said it will increase the pace
at which it tapers bond purchases to $30
billion a month and projected three quarter-
point interest-rate increases in 2022, another
three in 2023 and two more in 2024. 

• Tightening central bank policy raises the
prospect of rising volatility if messaging gets
misconstrued. We still believe the ‘lower for
longer’ interest rate narrative continues, but we
are transitioning from an ‘ultra-loose’ to ‘loose’
policy which will see yields rise. A slowly rising
rate environment, with a lower terminal rate,
remains our base case. We continue to use
strategic bond funds and short-dated fixed
income funds to shelter from rising yields. 

• Inflation needs to be watched as supply
disruptions are becoming more stubborn and
taking longer to resolve than anticipated.
Transit and raw material costs may well begin
to alleviate but what remains in question is how
much real wage inflation will become embedded
as we go through annual pay rounds across the
economy. Nominal wages may be on the rise,
but real wages are being eroded by inflation.

• The new Omicron variant highlights the impact
Covid has to move markets. Increased
restrictions are being implemented in some
countries but as we write, a return to full,
protracted lockdowns look less likely but remain a
source of risk for many regions, particularly given
the unequal global distribution of the vaccine.

• Through the course of 2021, sterling
strengthened against both the Japanese yen
and the euro but marginally weakened
against the US dollar during the final quarter. 

• The price of Brent Crude fell sharply as
Omicron emerged and raised concern about
slowing economic activity, finishing the year at
$75 / barrel, significantly higher than it started
but off its year highs. Gold rose through
December to $1830, but still closed the year
below its starting price of just over $1900.
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Hello, good morning and welcome, 2022!
I felt like the Grinch, Scrooge and Noel Edmonds all rolled
in to one big ball of Christmas humbug postponing our
team Christmas shindig, but as the entertainment
triumvirate recede from our screens for another year, New
Year wish lists will be hoping for a more settled 2022 and a
pathway back to a better sense of normal. 

Transitioning from Transitory
Rising prices whether it be in petrol, energy or second-
hand cars have been key drivers of the inflation that has
been making headlines. The big question is whether
inflation is here to stay over the long term or whether it is a
by-product of the frictions suffered as economies
rebounded strongly from Covid lockdowns and demand
surged. A consensus has yet to emerge as to whether
inflation is becoming more persistent due to lax central
bank policy or from continued supply disruptions.

Energy has been a large contributor to the inflation we are
currently seeing as witnessed when you visit the petrol
station or turn your heating on, but the pulse of this
inflationary pressure is forecast to cease being as
significant the further we move from the collapsing oil
prices of April 2020 and work through the spike in
wholesale gas prices through this winter. 

We are still not convinced that inflation, this time driven by
rising wages, is going to be a longer-term inflationary
problem. Wage inflation hasn’t accelerated up the
corporate ranks and whilst many employers with staff
typically focused in the low wage end of the economy
have seen rises, there isn’t a broad wage revaluation in the
face of an increased bargaining power of labour. The de-
unionisation of the labour workforce from late 1970’s
through the 1990’s significantly reduced collective
bargaining power, particularly in the private sector and
we’re not anticipating a return of the bogeyman levels of
inflation seen in the 1970’s when unions held sway. But,
what are we seeing and what are companies thinking? Are
there cases where an employer is seeking to attract staff
and increasing wages by 10% to tempt applicants?
Almost certainly yes. Are there mass, sector-wide above
inflation wage rounds taking place? We’re less convinced.

There are contrary signs to acknowledge here though that
could point to building wage pressures. In the United States
there are now more job openings waiting to be filled than at
any time since the US Bureau of Labour Statistics started the
survey, up to 11 million at the last count, implying companies
are not tempting workers back and workers can ‘shop’
around for higher paid jobs. For now, wage growth, where it
is being found, is centred in lower-wage jobs and among
younger workers who, a decade or so since the financial
crisis brought an increasing divide between the ‘haves’ and
the ‘have-nots’ will rightly feel this is better late than never.  

For now though, the headlines are all highlighting inflation
heading in the wrong direction – Euro area inflation
accelerated to 4.9% in November, UK consumer prices
inflation is 4.6% (over double the Bank of England target
rate) and the November print for US CPI came in at an eye-
watering rate of 6.8%. These are all big numbers and pose
big questions for central bank policy remaining so loose.

For our part, we continue to believe that whilst inflation is
certainly more persistent than we would have considered
this time last year, this initial high pulse of inflation will
subside as the energy price rises stabilise, we’re likely to
be entering a period of higher (but not high) than targeted
inflation. This should not be read with alarm! Where the
years after the global financial crisis were characterised by
central banks being unable to hit their inflation mandates
and employing policies to get inflation to lift off; the coming
years are likely to see central banks more focused on
trying to keep a lid on inflation, rather than trying to
generate it. This will create a ‘mindset’ shift in central
banks. The primary tool at central banker’s disposal has
for years been rate cuts; going forward it is likely to be rate
rises but all within the framework of interest rates staying
low versus their historic norm… 

Central Banks. Tightening, but not
frightening…
The early part of 2022 is likely to see markets grapple with
two main challenges. First, the ongoing public health
emergency with Omicron and Covid-19 and second, a
less supportive central bank environment.

We are witnessing the concern raised from the news about
a new Covid variant, Omicron, that has emerged out of
southern Africa and the rattling effect that had on global
equity markets. This highlights how asset markets are still
susceptible to the evolving virus situation and will continue
to be through the course of this winter. The main concern
for markets is less health-related and more that new
variants have the capacity to throw us back to a lockdown-

Market Outlook
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style economy and the damage that does to economic
growth and our capacity to remain active consumers.

Central banks have been reacting to inflation numbers that
we have not seen for decades and are sharpening their
focus on tightening policy.

There remains a gap between where we are and where
long-term rates will settle. Markets are anticipating central
banks being unable to reach the level of rates that they
themselves are forecasting. As of mid-December, the
markets are pricing in long-term interest rates in the States
topping out around 1.5% by 2030, whereas the Fed itself
is anticipating long-term central bank policy will see rates
at 2.5%. Whilst predicting that far ahead is fraught with
difficulty, what is important is the shape of the move in
rates. In late summer, the anticipated path was for rates to
rise through the course of next year slowly and gradually
to the middle of the decade up to that 1.5% level. Now
there is a much sharper rise in rates through the course of
2022 and 2023 to get to that same 1.5% level. Through
2021 bond yields moved a reasonable distance higher and
there is more to come, but we remain, and will do for
many years, in a low-interest rate environment.   

2022. The year of the squeeze? 
One of the questions that needs to be answered through
2022 is how the consumer acts, and reacts, to the
pressure of rising prices. Rising wages on the one hand are
good, but if they are declining in real terms because annual
pay rounds do not keep pace with an elevated level of
inflation then real purchasing power declines. In addition to
stagnating wage packets, during 2022 UK consumers are
facing further peril from continued interest rate rises as well
as higher tax burdens from forthcoming National Insurance
increases that come in to force from April. These will be
eating into the pockets of people’s disposable incomes
with the cost of living now expected to be £1,700 higher in
2022, according to the Centre for Economics and Business
Research (or £1,200 from The Resolution Foundation
depending on your choice of reading).

There is one important area where UK households have been
quietly and effectively protecting themselves from rising rates
and that is by fixing the rate on their mortgage. Historically,
UK households have been particularly sensitive to rising rates
given the predominance of mortgages being variable rate
mortgages. Since 2016, however, when just over 45% of all
the mortgage stock in the UK was on a variable rate
mortgage, this balance has dramatically swung with almost
80% of all mortgage stock now on fixed rate deals, with
40% of all mortgages secured on fixed rates of greater than
5 years or more. With thanks to the Market Insights team at
JP Morgan Asset Management for this nugget of data.

There is also some comfort to be drawn from the strong
recovery in asset prices since the lows marked in Q1 last
year. In the US, household net worth has hit new highs rising
from $111 trillion in Q1 2020 to $145 trillion by Q3 2021 and
the strength of this ‘consumer’ balance sheet does provide a
buffer against this coming squeeze. So too does the level of
household savings which remains elevated, particularly so in
the UK & the US but even ‘our friends in Europe’ have
elevated nest eggs intact.

Growth & Inflation Numbers 
We said last time that we are moving in to the ‘tricky second
album’ phase of the economic recovery and we have no
reason to change our view. The initial economic rebound
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from last year’s shutdown was swift and the stimulus and
support packages injected into households and companies
was timely enough to leave the economy in enough good
health to see through the damage of lockdown. 

Growth forecasts highlight a slowing global economy but
still an economy that is growing at a faster pace than we
have been used to in the pre-pandemic years. Inflation
numbers for 2022 are generally all creeping upward.

As ever, with many thanks to our friends at Schroders for
these latest consensus forecasts.

Market Outlook 
Over the coming months, markets will face the twin
headwinds of winter and the continued rise of Covid cases
as well as less supportive central bank backdrop. Both
have the capacity to unsettle markets. 

In fixed income, we remain very wary of long-dated bonds
given the likelihood of rising yields in the coming quarters,
which would result in declining prices. There is equity-like
risk in some parts of the fixed income world and this
needs to be navigated with care. Corporate credit markets
still have some strong fundamentals to warrant holding in
portfolios. Low default rates, high demand and strong
corporate earnings all make for an attractive backdrop, but
the significant contraction in both yields and credit spreads
have driven valuations to very high levels. 

There are two things we need to be wary of though. First, is

where bond yields settle in terms of their peak yield for the
cycle and, second, how we get there. The first half of 2022
could prove challenging if bond yields move sharply higher in
short order, but central banks remain very cautious in their
moves and tightening is likely to be well-flagged and gradual.
Bond yields drifting higher in the early part of the year should
be able to be digested acceptably. We continue to position
portfolios so that, where held, fixed income holdings are
sheltered in strategic bond funds and short-dated fixed
income funds to limit the effects of rising yields. They won’t
be immune from the headwinds of rising rates, but they are
currently harboured rather than out on the open seas.

In equities, valuations in the US look relatively expensive
but in this low rate environment investors remain prepared
to pay handsomely to access the more dynamic US
corporate environment and its continued earnings
strength. Elsewhere valuations look less expensive; we
retain our UK equity weightings and would argue that they
have still not had the chance to bounce back from the
discount that accumulated since the 2016 referendum.
For years, the UK equity market has been easy to ignore if
you are an overseas investor, but there are signs investors
are noticing the value on offer, particularly with private
equity investors increasingly taking interest. The structure
of the UK market with its heavy financials, energy and
materials weightings and the positive correlation these
sectors have with rising Treasury yields as well as a healthy
dividend yield warrants continued patience for the value to
be unlocked. As any follower of the travails of the English
Test team this winter, it is the hope that kills you.

Conclusion – Don’t stop me now 
The first half of 2022 is looking challenging for several
reasons as there are many obstacles to be navigated,
namely an inflationary pulse, a less-accommodative
central bank backdrop and, of course, Covid. This is
likely to deliver spikes of volatility along the way.

Whilst there is plenty to focus on in the near term, when
investing it rarely pays to have your strategy dictated to by
what happens in the next few months or quarters. Looking
to the long term there remain good reasons why we should
continue believing equity markets can move forward from
here. The consumer is still in good health despite this
inflationary pulse and pent-up consumer demand in the
service economy is yet to fully recover from its 2020 lows;

corporate health remains strong and defaults extremely
low; government stimulus and infrastructure spending
plans are multi-year affairs and there will need to be
sustained investment in low-carbon solutions to drive the
energy transition. These are all positives that should not be
overlooked. We need to prepare for 2022 to be a more
volatile market environment with potentially more muted
returns than 2021, but we do not fear we are entering late-
cycle territory, more a period of pause and reflect. 

We thank you for continuing to place your trust in us in
managing your portfolio. Finally, from all of us in the
investment team, Emma, Finlay, Becky, Kim and me, we
wish you a very happy New Year and hope 2022 brings
health, happiness and joy to all your homes.
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The table shows returns broken down by asset class
and geography but this time in sterling. With sterling
strengthening against the euro and the yen and only
marginally losing ground versus the US dollar, this
detracted from returns in overseas markets, in particular

those from Japan where yen weakness versus sterling
is down 9% in 2021 (so returns for local Japanese
investors were even better!).

By and large, 2021 was a strong year for equity market
returns with US, European & UK equities all returning solid
returns to investors in local currency. When translated back
to sterling Japanese equity returns look more muted given
the relative weakness of the yen, but all in all 2021 was a
pretty good year to be invested. There were relatively few
shocks along the way, rising bond yields in Q1 and early
autumn caused some hiccoughs but by year end the VIX
index (a measure of equity market volatility) had risen as
Omicron and fears of lockdown spiked concern.

There were areas which struggled more than others with
emerging markets being an area of notable weakness.
“Emerging markets” is a broad church and there were still
areas of the emerging world that performed particularly well.
India, Taiwan and Russia all delivered double digit returns for
the year, but it was China’s weighty index percentage and
poor returns that dragged the broad EM index lower. China
is the largest country in the MSCI Emerging Markets index,
representing over a third of the index, so a fall of over 20%
provided a significant headwind for the index to make much
headway. We have previously written in these pages about
the reasons for China’s underperformance this year, but they
can be summarised by highlighting two points. First, the
Chinese government announced sweeping regulatory
crackdowns in certain sectors, such as education,
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Market Review
Review of 2021. Market Returns – a whistle-stop tour of some of the movers and
shakers during the year. 
The chart shows the returns in local currency across a cross sample of major indices.
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healthcare and internet infrastructure as part of Xi’s
‘common prosperity’ agenda. Second, concerns over the
Chinese property sector rose as property developer
Evergrande faced looming bankruptcy. Evergrande is no
small fish; its total liabilities are estimated to be equivalent to
1.8% of China’s entire GDP or $314bn of which $124bn falls
due in the next 12 months. As its order book has 1.7m units
awaiting completion, its fate takes on another level of
significance. China is employing a policy of containment -
seeking to support “quality” companies trying to buy assets
from struggling rivals at distressed prices whilst supporting
the broader economy with domestic banks lowering
borrowing costs and the People’s Bank of China reducing
the amount of cash banks are required to hold in reserve to
stimulate lending.   

The table opposite shows the winners and losers in terms of
industrial sector and style for 2021 in local currency:

According to the Factset, corporate earnings for S&P 500
companies for 2021 are estimated to hit 45%, the highest
since it began tracking the measure back in 2008. Whilst
the strength of these earnings is unlikely to be repeated for
many a year they have, through the course of 2021,
allowed valuations to come off their recent highs even in
an environment of rising stock markets. By year end, P/E
ratios in the States were still a long way ahead of their
long-term averages as investors were being required to
pay handsomely to access the dynamism and strong
corporate earnings environment. Some areas whether that
be the UK, emerging markets or Japan were looking
relatively attractive versus their own histories but lack an
immediate catalyst to unlock that gap. As an example of
how unloved UK equities have become, the market cap
value of Apple is now more than the entire FTSE 100!

The growth versus value gap closed the year with both

investment styles all but neck and neck. It was an interesting
feature of 2021 that whenever value moved significantly
ahead of growth, particularly in Q1 when bond yields moved
upward and then again in late summer the advantage quickly
dissipated. Growth has been the predominant investment
style for over a decade now and whilst 2021  may have
witnessed a minor victory for champions of ‘value’, there was
certainly no knock-out blow.

Fixed Income
The final quarter saw central banks turn rhetoric into

MSCI Sector Returns (TR)
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action as it witnessed the US Federal Reserve announce a
speedier pace to the winding up of its QE programme and
even a rate rise from the Bank of England. It was though a
largely benign quarter for corporate credit markets with all
the action being found in the government bond market. As
was the story for much of 2021, the volatility and price
movement in longer-duration assets, particularly index-
linkers, was equity-like in nature. Holders of index-linked
tracker had a hair-raising rise through 2021. Down 10% by
the end of February, before recovering to a +11% return
by the time advent calendars were being opened. They
finished the year posting a 3.8% return for the year.

We don’t like such excitement in our fixed income selections

and have sought shelter in several short-dated fixed income
funds or strategic bond funds which have some tools to help
mitigate against the negative effect of rising bond yields.    

Currencies
Ever since the 2016 EU Referendum, sterling has generally
been only making headlines for the wrong reasons, but
2021 saw a welcome bit of warmth shine down on our
pounds and pennies with a strengthening against the euro
and particularly the yen. For those dusting off the holiday
brochures over the Christmas period, Turkey would have
been making many a seasonal shortlist after the collapse in
the Lira.
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Rising out of the sands of the small coastal resort of
Lubmin in Germany’s North-eastern coastline State of
Mecklenburg-Vorpommern are the final few metres of an
engineering marvel and a source of energy with the
capacity to power 26 million European households. The
Nord Stream 2 gas pipeline (in fact, two of them side by
side) lie deep in the waters of the Baltic Sea and stretch
from Russia over 1230 kms before reaching those Lubmin
sands. As we live through an energy crisis that has seen
the price of natural gas rise over 5 fold since the beginning
of the year, you’d imagine gas would be flowing at full
throttle, but the pipeline sits all but idle as it has found
greater value being politicised during construction and
now on completion.

Russia – Nord Stream 2 – in the eye of a storm
The decision by the German regulator to suspend the
approval process for Nord Stream 2 is set to further delay
the opening of the project that has been beset by political

interference. The fear of an even greater reliance on an
intransigent and sabre-rattling Russia in the supply of
energy into the European economy lies at the root of much
of the political friction. The US has employed sanctions
against companies operating on the pipeline as it fears its
opening undermines the stability of Ukraine, who is set to
lose out on transit fees from gas flowing through its own
pipelines from Russia to Europe and increases its
susceptibility to a Russian invasion (by bypassing Ukraine,
its economic usefulness to Russia declines). For its part,
Russia has been building a troop presence along the
Ukrainian border increasing tensions in the region, which
remains a geopolitical hotspot since the Russian
annexation of Crimea in 2014. Even as the leaders of the
US and Russia met in an attempt to diffuse the crisis,
Russia was transporting medium range surface to air
missile systems towards Ukraine, the likes of which so
devastatingly brought down a civilian airliner in 2014 with
total loss of life.

Oh no! Don’t let it snow, 
let it snow, let it snow
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Problems closer to home
It is too simplistic to argue that all the problems we are
seeing with rising gas prices lie at the steps of the Kremlin
and Russia’s muscle-flexing geopolitical moves. There are
some self-inflicted wounds and it is briefly worth looking at
how we produce and maintain our current domestic
energy supply. Bear with me.

The UK’s energy requirements are satisfied from multiple
different sources. A ‘typical’ picture of supply would be
to see the UK’s energy needs being met by a relatively
small but stable supply of nuclear power that can deliver
up to approximately 20% of our average daily
requirements. At a stretch, wind and solar can deliver up
to 50%, but typically this is much lower (2020 was a
record year for wind generated energy and this
accounted for c25%). The great makeweight bridging
the gap between demand and supply is the energy
generated from domestic gas power stations plus
electric interconnectors linking us to France, Belgium,
Norway, Ireland and the Netherlands. When demand is
still not met, then coal-fuelled power stations get used.

With gas-produced energy being the key that underpins
the varying supply that can be delivered by the country’s
renewable supply, you would anticipate our ability to store
some gas reserves would be a sensible, strategic decision.
It is then a surprise to find that our ability to store gas to
smooth out any temporary surge in gas prices and secure
our supply is hampered by how little storage capacity we
have. There are no strategic reserves. At all. Following the
closure of an underwater storage facility in 2017, Britain
can store just 2% of its annual demand, in comparison to
peers such as Germany who can store well over 10x that

amount. This increases our sensitivity to short-term gas
prices, particularly when large numbers of smaller scale
energy suppliers are going bust, not helped by failing to
employ reasonable protections against rising prices. This is
a consequence of the deregulation of the energy industry
since the 1990’s, which saw the sector open up to smaller
energy firms which offered low fixed-price contracts to
customers but who bought energy from the unreliable and
volatile wholesale markets. However the government
decides to square the circle of this energy conundrum,
higher costs for customers are likely as a result.

The first crisis of the green energy
transition
In turn, increasing prices represent a challenge to the
green energy transition and to an economy fuelled and
supplied from more climate-friendly sources. Higher prices
hurt households, particularly acutely for those on lower
incomes. With broad popular support for investment in
new, clean energy still in place, there has been scant
recognition that this transition is going to be a volatile and
costly process. Failing to answer questions on how to
build out and manage a variable source of renewable
energy with a constant demand, how to rein back on
subsidising carbon-intensive energy production, how to
accommodate an increased need for nuclear power in
being part of this transition are the tough, practical
questions that need to come in to the limelight more than
the easy ‘sell’ of the high wage, green economy.

We are living through the first crisis of the green energy
transition. It is unlikely to be the last.



w: hfmcwealth.com11

There was an attempt to temper the rising oil price during
the quarter as the US led the release of strategic oil
reserves alongside China (in a subsequent
announcement), India, South Korea, Japan and Britain. 

Whether this was a concerted attempt to ward off rising
energy prices that are contributing so much to the rising
inflationary pressure or whether it was more a political sop
to shore up the rapidly declining approval ratings as Joe
Biden faces the displeasure of US voters watching prices
rise, one has to conclude the action in itself is driven by
more of the latter.

Looking under the bonnet, the announcement confirmed
the release of fewer barrels than anticipated in the lead up
to it as markets had anticipated c100m barrels being
released, rather than the 65m or so that was announced.
The release will come into the market in the coming
months so is unlikely to alter the immediate price outlook.
Further, with any barrels released from strategic reserves
being required to be bought back and returned to those
reserves, the act itself could in fact help underpin the
future oil price.

On the supply side of the equation, the leaders of OPEC+
are unlikely to be overly concerned, nor rush to turn the
taps on as to what amounts to the release of less than a
day’s worth of global demand. For their part, OPEC+ are
gradually increasing supply in the face of strong demand
but will no doubt be eyeing warily the Covid situation and
be cautious about ramping up supply in the near term
when question marks could be raised about further
lockdowns dampening economic activity. 

The price of oil rose in the wake of the announcement but
OPEC+ did confirm they would proceed with their planned
monthly production increase of 400,000 barrels from
January 2022. As activity subsides in the face of a rising
number of Covid restrictions, some near term relief in the
oil price has emerged but this will dissipate as we move
through the year and activity returns. The outlook for the
oil price for 2022 can be summarised as:

• The ‘bulls’ would point to the continued growing
demand for oil as economies recover in an environment
where global oil production is only steadily rebuilding
from its 2020 lows as the positive impetus required for
the oil price to continue to push higher. Couple this
with OPEC+ members maintaining their supply
discipline and US energy firms showing significant
capital restraint leaving limited US options to increase
supply then this augurs well for ‘black gold’.

• The ‘bears’ would point to continued weaker economic
activity driven by Covid disruption as helping to keep a
lid on prices in the early part of 2022. Combine this
with the global rebuilding of oil inventories during the
year and add in the potential for US oil sanctions relief
to open up the flow of Iranian oil during the latter half of
the year and the outlook points to a general weakening
of the oil price.  

At the time of writing just before Christmas, oil markets are
more sanguine with spot prices in futures contracts for
Brent delivery shallowly falling through 2022 towards the
mid $60’s by December 2022.

Crude
Outburst
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For Richer, For Poorer

The last couple of years has seen an acceleration of many
trends, some are obvious such as increased working from
home, video-conferencing or online shopping, but one has
been steadily building for the last 35 years and the
pandemic has exposed it for all to see. Increasing wealth
inequality is happening across many countries and across
many divides, whether that be race, gender, generation or
class. In what will form a series of articles, in this piece our
Assistant Investment Manager, Finlay Holland,
tackles rising wealth inequality between the generations.  

Boom time 
The impact of the Baby Boomer generation has been well
documented, but I wanted to briefly explore why they
came to such prominence. Their size relative to the
generations that followed and preceded them was
significant (all figures US), 23 million in the Silent
Generation, 65 million Gen X, and 71 million baby
boomers (people roughly born between 1946-1964). Their
relative size has been described by Goodhart & Pradhan1

(G&P) as a ‘Demographic sweetspot’, as through the 70’s
and 80’s reduced fertility rates and greater longevity were
responsible for pushing dependency ratios lower, meaning
the number of those of working age rose sharply relative to
the dependent young and dependent old. This resulted in
a mass of broad-shouldered baby boomers to bear the
associated cost. On top of this, G&P go on to attribute
much of the economic boom of this period to the
emergence of China’s labour market, which could deliver

cheap goods to developed market consumers in an ever
more globalised economy. This allowed domestic
economies to grow faster than they otherwise would have
done, and companies enjoyed a golden era of higher
profits. The economic boom paired with lower financial
pressure from generational dependents allowed significant
wealth accumulation for this generation. Their wealth and
size allowed them enormous political influence and an era
of extensive deficit spending followed. This can be
illustrated by looking at the history of US government debt.
Even before the pandemic, debt was at $22tn and 107%
of GDP and has broadly risen since the mid 70’s. This level
of public spending hugely benefitted the generations that
lived through it. One of the driving forces of this
generational inequality has been a prolonged trend of
lower interest rates, which we will now explore in how they
perpetuate wealth inequality.  

Year

1955

1975

1995

2015

2019

2021

$ Bn

274

533

4,794

18,151

22,719

28,400

%GDP

64

31

64

100

107

125
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Why Rates Matter 
There have been several studies look at causes of the
neutral interest rate lowering over the years. This is the
interest rate that is expected to prevail once output is at a
sustainable level and inflation at target. One key aspect of
this is the supply of savings, which is seeking return. If
there is a greater supply of available funds than there is
demand for credit, then rates must decrease to attract
borrowers. It is generally accepted that this is a core
factor for the trend in lower rates, what is debated is
whether this is as a result of growing income inequality
between generations or between high and low earners
(Likely a bit of both). Whichever way you slice it, as wealth
increases, the marginal propensity to consume is reduced
and the proportion of savings is increased, so when
greater amounts of income is held by the rich, a lower
proportion of that money is actually spent in the real
economy and more is saved. This has a number of
effects, the first being, if wealthier people are holding
greater amounts of income, save more than the less
wealthy, and have a desire to increase their wealth, then
there is an increasing amount of savings searching for a
return, which puts downward pressure on rates. Rates
then fall far enough to encourage borrowing, which is
generally done by lower income households. In terms of
national expenditure, it is the lower income households
that really drive spending which accounts for about 70%
of US GDP. There is a follow-on effect of this which I will

come to shortly, but firstly let us explore how lowering
rates impacts asset prices.  

As rates fall, asset prices rise because most assets are
valued by discounting future cash flows back to today. If a
cash flow for an asset was discounted at 3% p.a. for 10
years but rates subsequently fall, then those same cash
flows become more valuable in today’s terms, which drives
the value of that asset ever higher. Another driver is
liquidity, as rates decrease and asset prices increase,
banks feel comfortable lending more and consumers feel
better off because debts they already have can be
refinanced on cheaper terms and this increases disposable
income, which is why rates are cut in a recession to try and
encourage demand. Thus, if there is an increase in the
supply of money then this can encourage spending and
borrowing as people look to move to a bigger house, buy a
second home or other assets, such as stocks or bitcoin.
Since both liquidity and transactions increase this drives
the prices of those assets, making those who already hold
the assets ever wealthier and further increases the gap
between the ‘haves’ and the ‘have-nots’. The Boomers
saw this play out in the housing and stock markets. The
1980’s and 1990’s witnessed particularly strong returns for
equity markets as well as the tremendous run following the
Global Financial Crisis (GFC). To make matters worse for
wealth equality, whilst those with assets have seen wealth
soar, real wages have stagnated as inflation over the last
decade has been hard to muster despite lower and lower
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rates. In short this is a core reason why rates matter, they
drive the self-perpetuating feedback loop of wealth
inequality, an increasing share of income goes to the
wealthy, excess savings of the wealthy depresses rates
and low rates push up asset prices (mostly owned by the
wealthy).  

Now to revisit the earlier point on lower income household
spending. As rates are reduced to the point that lower
income households can afford to borrow (often out of
necessity), the debt is a call on that household’s future
income, which reduces their future spending in order to
service the debt. If inflation is low then wage growth is likely
to be low, meaning the debt servicing cost as a percentage
of disposable income stays broadly the same instead of
decreasing as it would in a more inflationary environment.
This permanently reduces total spending in the households
who typically spend a greater percentage of their income on
consumption, which suppresses growth in the economy.
Not only this but as rates are lowered and debt levels rise in
households, the economy becomes more fragile and prone
to financial crises. As a speech by Gertjan Vlieghe2 (external
Monetary Policy Committee member) highlights, this
increases the tail risk of macroeconomic outcomes (i.e.
makes crises more likely) which means central bank rates
must remain low so they don’t destabilise the fragile
economy. Further cause for concern is that once rates
enter the lower bound, the effectiveness of lowering rates

in a crisis becomes less and thus potential severity of the
crisis increases. This is something we have experienced
post the GFC with Quantitative Easing (QE) being brought
in to bolster easy monetary policy, QE further increases
demand for assets and forces rates down.    

Inequality & Social Mobility 
This brings us to the current situation, one where wealth
inequality is one of the most prominent problems our
society faces, none more so than because greater wealth
inequality is linked with lower social mobility. This is
something which Miles Corak  has researched extensively,
exploring ‘intergenerational earnings elasticity ’ (vertical
axis). This tries to express the degree to which a child’s
earnings are attributable to their parent’s earnings,
essentially a lower elasticity means a society with greater
mobility. This data is plotted against an inequality measure
known as the Gini coefficient (horizontal axis), which
come together to form what is known as the Gatsby
Curve (Figure 1). This shows an empirical link in countries
where income inequality is high correlating with lower
social mobility. The data is inherently backward looking
and with social mobility we have to wait for children to
grow up and enter the labour market, so the most recent
studies are on children that were born in the 1980’s.
However, wealth inequality data can be much more recent
so if the relationship between the two variables is causal

Figure 1 - https://milescorak.com/2012/01/12/here-is-the-source-for-the-great-gatsby-curve-in-the-alan-
krueger-speech-at-the-center-for-american-progress/

https://milescorak.com/2012/01/12/here-is-the-source-for-the-great-gatsby-curve-in-the-alan-krueger-speech-at-the-center-for-american-progress/
https://milescorak.com/2012/01/12/here-is-the-source-for-the-great-gatsby-curve-in-the-alan-krueger-speech-at-the-center-for-american-progress/
https://milescorak.com/2012/01/12/here-is-the-source-for-the-great-gatsby-curve-in-the-alan-krueger-speech-at-the-center-for-american-progress/
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rather than just correlational then we can use this to
shape policy which looks to reduce further income
inequality. Either way, given the direction of the data,
things do not look promising especially for young
Americans. Data from the Federal Reserve showed that
for the first time since they began collecting wealth
distribution data in 1989, this year, the top 1% of earners
held more than the middle 60%. Furthermore,
Congressional budget data showed that share of national
income taken home by the middle 60% of earners had
reduced between 1979 and 2018 from 50.8% to 45.1%
and the share taken by the top 20% over that time had
increased to 49%. The latter data is pre-pandemic so
given what we know of the divergence that has occurred,
I expect that data will now be meaningfully worse. 

So why should we be concerned about low social mobility
anyway? The problem with having a society with low
social mobility is that it discourages younger people from
low income households from participating in the labour
market or pursuing higher education as a means to move
up the socioeconomic ladder, since so many life
aspirations such as owning a house, having a decent
retirement, or being able to afford to start a family seem
so frightfully out of reach. They become disaffected by a
society which they see as working against them, in other
words the antithesis of the ‘American dream’. Over time,
this gap pulls at the very threads of our social fabric and
destabilises our society, politically fuelling the rise of
populist leaders and economically creating two groups;
the ‘haves’ and the ‘have-nots’, with little discourse
encouraged to bridge the space left behind. It is of course
unrealistic to achieve a society with complete equality of
opportunity, but if as a society we do not reinforce the
message that people can change their circumstances
through hard work then we’re all equally de-stabilising the
very base we all stand on. This all sounds quite scary, but
recognition is the first step and the pandemic has
highlighted some of the flaws of our current system. This
has not gone unrecognised by politicians around the
world and next time we will look at what solutions
lawmakers are considering to reverse this trend. 
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