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US Growth : Weaker phase
• An age-old adage worth remembering in these trying times: Cyclical Peaks tend to be processes over time, while Cyclical bottoms tend to be more akin to

moments in time.
•

In light of a more hawkish stance at the last week's FOMC meeting, it is generally expected that Fed would hike rates 125 bps this year and that a balance
sheet reduction will be announced at the July 27 FOMC meeting.

• Real personal consumption expenditures rose at a 3.3% annualized pace in the fourth quarter. But beneath that headline were some pretty weak figures
for real spending amid higher prices (real spending declined 0.2% and 1.0% in November and December, respectively).
• Personal income rose 0.3% in December amid a surge in wages & salaries. To date, wages & salaries have risen 10.7% ahead of their pre-pandemic level,
and it is likely that there would be continued growth in this component this year amid a tightening in the labor market. Yet here again, a policy shift is in
place; the dwindling of fiscal support weighed on income growth and will worsen in January (we expect income growth to become negative) amid the
discontinuation of the Child Tax Credit.
• Housing activity remained solid to end the year with single-family home sales rising 11.9%—the fastest pace since March 2021. For the year as a whole,
preliminary data show the median price of a new home was $392,900, while the average price of a new home was $457,300. Both were up more that 15%
over the past year, and the gap between the two reflects strength in home sales at the high end of the market.
• In addition to weak income growth acting as a headwind in January, the weakness in spending at the end of the year sets the first quarter up for some fairly
challenging base comparisons

US Equities : Turbulence in the air
• CY 2021 was characterized by resilient U.S. equity markets at the index level, which masked more significant bouts of weakness and rotations that
were occurring under the surface for much of the year. So far this year, the weakness continues to be more extreme under the surface than at the
index level; but it’s now much more noticeable on the surface—especially for the NASDAQ and Russell 2000.
•

The heightened weakness this year—on and below the surface—have the added an additional element of a mixed corporate earnings season
and the Fed’s pivot to tighter monetary policy.

• After a volatile week, the market did hold on to a solid rally on Friday afternoon – with S&P ending the week up around 0.8% – but the index
remains down around -7.0% for the year (although still up nearly 95% since the March 2020 lows).
• Despite the recent sell-off, equity markets have historically performed well through tightening cycles, and particularly in the six to 12 months

after the first hike. Over the last five Fed cycles, the average return in the year after rate hikes started was 5%. This is in line with the view that
while returns may moderate, perhaps in line with earnings growth, they can still be positive in this calendar year.
• More so credit markets, which can be early indicators of economic distress, are not flashing meaningful warning signals. Thus, while Fed will likely
raise rates this year and begin balance-sheet tightening, it is less likely to derail underlying economic fundamentals.

•

The economic cycle could continue through 2023 as well, barring systemic shocks .

• The highly-speculative era of low-quality outperformance that dominated the landscape a year ago is decidedly in the rear-view mirror. Over time
fundamentals and earnings performance will return as a key differentiator in equity returns.

Growth & Inventories
• Last week's GDP report showed the U.S. economy grew at a 6.9%
annualized rate in Q4 to finish the year with the strongest full-year GDP
growth since 1984.
•

While the outturn was better than expected, the details were not. The
Omicron surge in COVID cases in December had a chilling effect on retail
sales that month and contributed to widespread absenteeism in
workplaces as well as inventories started stacking up.

• With imports still outpacing exports, that too should be a drag on headline
growth. In fact, taken together we have trade and inventories lopping off
2.1 percentage points from headline growth in Q1.

•

inventories added 4.9 percentage points to the headline growth rate.

• The inventory surge in Q1 may have been unintended, but there would be
a yearlong restocking effort, in the wake of the supply chain crisis, to result
in a trend rise in inventories over the longer haul.

This stockpiling was the biggest explanatory factor in Q4 GDP as

•

The $173B increase in inventories last quarter was the secondlargest build in the 21st century.

Inflation & Monetary response
• Inflation stems from rigid supply (of goods and services, labour, commodities, etc.).
This is visible today with labour (in US), commodities and transport

• So how can economic policy respond to rigid supply?
•

Either use a restrictive monetary policy to reduce demand to the level of supply, which
prevents inflation;

•

Or let the rebalancing of markets take place via an increase in prices, which will both reduce
demand and boost supply. This amounts to accepting inflation

•

Or carry out supply-side policies to increase supply (for labour: training, skills, improved
working conditions; for goods and services and commodities: support for investment to
increase production capacity). Next Generation EU is a good example of such policies

•

It is clear that a restrictive monetary policy is the costliest choice in terms of

production and employment which for now only US can afford
• This explains why central banks other than FED have shifted to a policy of accepting of
price rises. They have hardly reacted at all to the current inflation and are letting
wage increases rebalance the labour market and rising commodity prices stimulate
commodity production

Markets Ahead of the Curve ?
•

The omniscient bond market is sending the signal of much slower growth and inflation in the
quarters immediately ahead. Currently, the spread of 2- and 10-year treasury notes is remarkably
low, especially considering that the Fed has yet to raise interest rates.

•

On the surface, the slope of the yield curve looks more like what it should at the end of a tightening
cycle than before the beginning of a tightening cycle.

•

In two previous tightening episodes when the curve was flatter than today, Fed did not get very far.

•

Today the futures market is discounting 200 bps of hikes between now and yearend 2023. If the
signal from today’s yield curve is correct, the Fed will not get anywhere near as far as some
prognosticators expect

•

If the Fed raises rates as much as some analysts and investors expect, 2023 recession risk, while still

•

In February 1997, the curve was just 29 bps, its narrowest
reading ever before a rate hike. Fed increased rates in

low, would rise significantly

March 1997 and that was it.
•

12-months drawdown of US equities is already at -8.3%. In the last 50 years only 16% of all Fed rate
hikes occurred when the equity drawdown was that high.

•

The main market risk might not be the Fed falling behind the curve, but markets being positioned

too far ahead of the curve.

•

In May 1999, the curve was 52 bps. In the following month
when a rate hiking cycle commenced, Fed was able to
ultimately raise rates just 175 bps. And that was against the
backdrop of 4% real GDP.

ECB : Divergence in Policy making
• Fed meeting has turned the ECB meeting on Thursday this week much more interesting than anticipated from a market perspective. While the meeting may
not bring significant new signals to the market, attention to the elevated inflation and even more data dependence as well as the difference to Fed will be in
focus. Since the December meeting, where ECB communicated its planned monetary policy calibration until October 2022, no data release has warranted a
change in stance.
• ECB might convey a robust, yet slowing, economic outlook and an elevated uncertainty on the inflation outlook with a confirmation of inflation expected to
settle below the 2% target towards the end of the year and in 2023 and 2024.
• ECB to repeat the inflation and growth narrative from December, although with downplayed risks from Omicron effects and increased risks from the
geopolitical tensions in Eastern Europe. That also means that the risks for prolonged elevated inflation due to bottlenecks, high energy prices and wage
growth outlook uncertainty will be flagged. The negative real wage growth to be highlighted as a headwind to the economic outlook, and a concern to the
eroding nature of the purchasing power.
• ECB might not choose to follow the other major central banks in their tightening cycle. It would be a surprise if ECB were to announce new TLTRO rounds at
the meeting. The tiering multiplier could be increased to 12 later in the year (most likely in June).
• From a near-term market reaction perspective, markets will not buy into the ECB's wait-and-see stance and keep the very aggressive front end pricing for
Dec22 (which are 21bp).

UK : Shaky Ground
• U.K. economy is displaying increasingly divergent trends.
•

CPI inflation has continued to trend higher, reaching 5.4% year-over-year in
December, and could peak as high as 6.5% to 7.0% before inflation begins to
recede. In contrast, U.K. activity growth is likely to experience temporary softness
around the turn of the year related to a surge in COVID cases, and face headwinds

from reduced consumer purchasing power later in 2022.
• While elevated inflation will clearly warrant further BOE tightening in our view,
subdued growth suggests those rate increases will be delivered at only a gradual
pace. Specifically, BOE to hold its policy rate steady at 0.25% at this week’s

monetary policy announcement. More broadly, there is likely to be a cumulative
50 bps of BOE hikes over the next year, well below that currently expected by
market participants.
• This more gradual view of BOE tightening is an important influence behind the

view of a weaker pound over time.
• It is quite likely that there would be a softening in GBP/USD towards 1.2900 by the
end of 2022, and to 1.2000 by the middle of 2023.

Why CNY is so strong ..
•

Since May 2020, the Chinese Yuan has defied the path of other emerging market currencies,
strengthening by almost 12%. The cause for the persistent strength in CNY is the surge in exports
since the start of the pandemic.

•

From the depths of the initial phase of the pandemic, Chinese exports have surged from $100
billion/month to $340 billion/month as consumers around the world shifted purchases from
services to goods. In other words, China has been a beneficiary of the pandemic

•

The China & Hong Kong Economic Policy Uncertainty Index is a reliable coincident indicator for the
CNY. It rose in 2018, dragging down the CNY/USD, after the initiation of tariffs and other trade
policy measures put in place by the United States.

•

After the 2020 election, the uncertainty dropped as expectations were for Biden administration to
take a more collegial stance toward China relations.

•

But, in 2021, as it became clear that the tariffs were going to stay, the Uncertainty Index bottomed.
Since the beginning of President Xi’s reform push in China, uncertainty has risen, yet the CNY has

continued to strengthen.
•

Current levels of the Economic Policy Uncertainty Index suggest a CNY in the 6.70-6.8 range. If
uncertainty continues to rise, so do downside targets for the CNY

China to stagnate on Demography ?
• In 2021, China’s population increased by less than 500,000 people from the previous year, out of a population of 1.4 billion -the population grew at a rate
of 0.034%. This was the smallest rate of increase in 60 years. It reflected a stunning decline in births, a trend that began in 2017.
• That, in turn, reflects people marrying later and choosing to have fewer children. For example, in the first nine months of 2021, there were 17.5% fewer
weddings than in the first nine months of 2019.

• A declining ratio of workers to retirees is a problem faced by many developed economies today . This shift in demographics means greater stress on
pension and healthcare systems while, at the same time, the paucity of workers means slower economic growth absent a significant acceleration in
productivity growth. The shortage of labor means higher labor costs, making China a less attractive investment location absent higher productivity
• In other words, there will be a sharp decline in the number of workers at the same time as continuing growth in the number of retirees. Moreover, the
number of retirees will likely accelerate soon once the generation born after 1962 starts to retire. That year was the start of a ‘baby boom.’
• On the positive side, China continues to become more urban. The urban share of the population continues to grow at a good pace. Given that urban
workers tend to be more productive than rural workers, this boosts productivity.

•

In addition, the likely shortage of labor and the concomitant boost to wages will likely create an incentive for businesses to invest in labor-saving and
labor-augmenting technologies, thereby boosting productivity. The higher wages of workers will help to boost consumer spending as a share of GDP,
which is one of the government’s goals.

India : No normalisation yet
• Declining consumption associated with rising inflation has brought in tough times for high contact service industry & SMEs but, there is a silver lining Fueled by a global demand, the export industry has done well. Investments in gas and energy have gone up and the IT sector’s dream run continues thanks
to the pandemic driving digital.

• Addressing criticism of RBI being “behind the curve” by continuing with the accommodative monetary policy stance longer than other countries, Deputy
Governor said that so far, “the approach has served us well”. He said the slew of over 100 measures taken by RBI since the onset of the pandemic, which
included conventional ones like rate cuts and also unconventional ones, have contributed significantly in engineering a turnaround in the Indian economy.
•

These assertions make it abundantly clear that the normalization of monetary policy is not yet around the corner

•

During the week, RBI conducted variable-rate reverse repo auctions for a total notified amount of Rs 8.25 lakh crore, against which it received offers
amounting to ~Rs 5.85 lakh crore

• Government bond prices extended falls for the third straight week. The yield on the 10-year benchmark 6.54% 2032 settled at 6.77% on January 28, 2022,
compared with 6.62% on January 21, 2022. The debt markets would stay focused on the Budget for now and the key 7 % barrier would be the next hurdle.
• RBI partially devolved the 6.54% 2032 paper on primary dealers in the weekly gilt sale .In the auction, the RBI had also auctioned GOI Floating Rate Bonds
2028 and 6.95% GS 2061, with three of them totalling a notified amount of Rs 24,000 crore

India Equities : Range bound
• Indian equities extended losses for the second straight week

• FPIs had taken out Rs 28,243 crore from equities between
January 3-28.
• The average number of stocks hitting their 52 week low in the 5
preceding trading sessions rose to 56 as opposed to merely 19
for the rest of this month.
•

Supplementing the same, as of 27th Jan nearly 66% and 48% of
the Nifty 500 stocks were trading below their 50 & 200 DMA

respectively, signifying that clean up of the froth is underway.
• Better-than-expected earnings of large cap Corporates offset
the losses to some extent and smoothen the sentiment
• The K – Recovery in the economy is set to reflect in the equities
and the range is set to stay between 16800-17500
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