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Markets on the Edge…
• Uncertainty regarding the ultimate impact of the war in eastern Europe remained palpable, as oil prices continued to spike to stoke already
boiling hot inflation.
• While it is too soon to see any impact from Russia's war with Ukraine in lagging indicators, the invasion and growing fears of a more aggressive

Russia to spur increased defense spending this year, with purchases from overseas providing a fairly quick bump to output.
• Meanwhile, the markets continued to brace for tightening monetary policy following last week's testimony by Powell, during which he said he
will propose a 25 bp hike at its meeting in two weeks.

• Treasuries extended a weekly rally that has compressed yields, and the U.S. dollar built on a recent charge. Crude oil prices saw a big jump to
continue its spike and gold added to a weekly advance.
• The surge in oil prices poses a credible threat to the health of the economy insofar as it adds to the inflation headwind.
•

It is not prudent to dismiss the risk this poses .But oil prices breached the $100 mark in March 2011 and didn't sustainably fall below $100 until
July 2014 (averaging $97 per barrel over that period). The S&P 500 gained 62% during that time and GDP growth continued, suggesting the
economy and stock market are not completely at the mercy of $100 oil.

• Higher gasoline prices will slow consumer spending this spring and summer. Consumers will still travel, however, as long as gasoline supplies are

not negatively affected

…US Economy has Strong momentum
• The economic calendar continued to take a back seat to the geopolitical crisis but the key takeaway is that Strong Momentum Will help the US Economy

Weather Geopolitical Uncertainty
• February's ISM manufacturing survey rose one point to 58.6, ending a string of three consecutive monthly drops. The report was fairly strong across the
board. Output rose 0.7 points to 58.5. Production rose despite ongoing supply chain bottlenecks in the automotive industry. The supplier delivery index rose
1.5 points to 65.1, with 15 of the 18 industries surveyed reporting slower delivery times and the average production lead time rising by two days to 97 days.

The new orders index rose 3.8 points to 61.7, which is the highest it has been since September 2021. The increase was corroborated by strong reports on
factory orders for January.
• The manufacturing output and employment to strengthen this year as firms strive to rebuild inventories and build more resilient supply chains.
• Nonfarm employment easily blew past consensus expectations, which were lowered following Thursday's weaker-than-expected ISM Services report. Not
only was job growth one-and-a-half times stronger than expected in February, but data for the prior two months were revised up.
• Nonfarm employment surged by 678,000 jobs, and job growth over the prior two months was revised higher by 92,000 jobs. This week's factory orders and
ISM manufacturing survey also pointed to strengthening momentum in the factory sector.
•

Many of the nation's largest states, including California, New York and Illinois, remained in the federal government's expanded unemployment
compensation program until it ended in September. Hiring in these large states has snapped back since then, which has provided a huge lift to overall
nonfarm employment growth. The recovery in the labor force participation rate and employment-population ratio has also accelerated.

Yield curves no longer predictive
• Two dynamics have been at play so far in 2022:
•

Interest rates have risen as inflation has remained stubbornly high, prompting expectations for a series of coming Fed rate hikes; and

•

Interest rates pulled back in recent days, as concerns over the situation in Ukraine have spurred a flight toward traditional safe-haven assets like U.S. Treasury
bonds, pushing bond prices up and bond yields lower

• The yield curve (a measure of 10-year yields minus two-year yields) is often a reliable indicator of economic and monetary-policy conditions.

The yield curve has flattened materially of late, as two-year Treasury bond rates have surged in anticipation of Fed policy rate hikes, while 10year rates have pulled back from recent highs amid concerns that Fed tightening will undermine economic growth4.
• A yield curve that is approaching inversion (10-year rates below two-year rates) will evoke calls pointing out that inverted yield curves predict
impending recessions4. We wouldn't disagree that short-term headwinds are mounting.
• Fed was already facing a tough challenge of orchestrating a soft landing in the economy while reining in inflation.
• The Russia/Ukraine conflict complicates this further, given that higher oil prices only exacerbate the inflation challenge. But a US recession is
Unlikely . The yield curve flattened in 1994 as the Fed aggressively ratcheted up rates. It did so again in 2018 as the market became convinced

that the Fed had overtightened amid a more gradual campaign. Neither heralded a Fed-induced recession.

Annual change in gasoline prices versus total household energy

US Economy can weather this storm
•

consumption.

Past price shocks have tended to produce two outcomes: higher inflation and

slower growth. The U.S. economy has suffered through oil price shocks in the
past—especially during the 1970s oil embargoes.
•

The result was a period of “stagflation” and recessions.

•

More recently, oil prices have seen periods of large increases in the mid-2000s
without necessarily triggering recessions.

•

Today, the U.S. economy is less sensitive to rising energy costs than in the past
due to the rise in domestic production, shift to other fuel sources, and increasing
efficiency in energy usage.

•

U.S. households are armed with more than $2 trillion in accumulated savings.

•

While consumers would prefer not to allocate more of that money to filling up
their tanks, consumer spending (the lion's share of GDP) can still rise even as it

•

absorbs higher gas prices for a period of time.
•

U.S. economy has been growing at a strong pace, which should help soften the

Every one penny increase in the price of fuel translates into an additional
$1billion of energy consumption.

•

Consequently, if the price of gasoline rises one dollar, then household
energy spending goes up $100 billion .

blow to economic growth from higher energy costs.
•

This is like a $100 billion tax because the extra money spent on energy
means there is less disposable economy to spend elsewhere.

•

Russia and Ukraine only form 2% of global trade in total.

•

Still, they have significant market shares of global exports in specific products,
such as neon gas (70%), palladium (37%), natural gas (17%), wheat (13%), oil

•

• U.S. exports to Ukraine and Russia total only $2 billion and $6

(12%) and nickel (9%).

billion, respectively, which is more or less meaningless in

This means they play a relevant role in upstream sectors, which is bound to

terms of the USD 24 trillion American economy.

have spillover effects into Asia, especially in energy, technology, agriculture and
transportation

• European Union has significantly more trade exposure to the
two combatants, but E.U. exports to the two countries still
total less than 1% of the bloc's GDP

Weaponising central banks a new risk
•

It seems hard to recall, but Russia took part in global leadership meetings for 17 years before being
excused in the wake of the Crimean annexation, turning the Group of Eight into the Group of Seven.
During that interval, prospects for peace and prosperity were on the upswing. By contrast, the last
week has been a real downer for the world’s economy and the world’s citizens.

•

One of the most impactful sanctions was aimed at Russia’s central bank, which has been increasing

its level of reserves over the past few years. This money is intended to serve as a buffer against
economic shocks of all kinds; assets denominated in foreign currency can be sold to make payments
or to defend the ruble if needed.
•

Western authorities essentially froze these reserves by prohibiting sales from the central bank’s
accounts. This thrust tore through Russia’s financial defenses, and forced the country to take drastic
steps to conserve capital.

•

Interest rates in Russia have doubled, and the ruble has been in free fall. Reports indicate that
several banks are experiencing runs and have few options for raising liquidity. Uncertain prospects
have caused the value of Russian assets to plummet.

•

Russia has a long history of enduring hardship. But today’s Russia includes a monied middle class
which was not present during past privations. There is certainly potential for internal discontent

Implications
•

Countries that have meaningful economic and financial exposure to the Russian economy
could also experience negative repercussions if Russia nosedives into a sharp economic
contraction.

•

Countries of the former Soviet Union have the most trade exposure to Russia when
measured as a percent of their respective GDPs. Interestingly, the amount of bilateral trade
between Russia and Ukraine is small, at least relative to some other former Soviet republics.

•

Among banks, French and Italian banks have the most absolute exposure to Russia, but the
Austrian banking system has the highest amount of foreign bank exposure when expressed
as a percent of total banking system assets.

•

Russia's external debt totaled nearly $500 billion at the end of Q3-2021. If the data on
financial exposure by foreign banks is indicative, then much of Russia's external debt is

likely held by countries in Western Europe. U.S. financial exposure to Russia appears to be
rather limited.
•

Russia, Belarus and Ukraine produce 27.9% of the world's wheat exports, 15.7% of the
world's corn exports and 20.9% of the world's chemicals used in fertilizer.

•

The potential for supply disruption in agricultural markets, through war or economic
sanctions, threatens to drive food costs up even further.

Eurozone : Recession Calling
• War has landed on the European continent.

• Apart from the break-up of the former Yugoslavia in the 1990s,
military conflict has not come this close to the heart of Europe
since the end of WW2.
• This crisis has amplified a ‘supply’ shock that was already
underway and has been building strength in ways markets have
not yet recognized.

• The relationship between the business cycle and definitions of
narrow money is robust, in particular if we look at real M1. After

• The impact of this shock on economic growth has so far been
largely masked by asynchronous demand and supply effects as
the economy climbed out of the pandemic.

all, it is real money that supports real volume growth.
•

Real M1 --which comprises currency in circulation and overnight
deposits-- has the potential to convey fairly strong recession
signals.

• Specifically, for all Euro area recessions apart from the one caused

• This may soon be over. The problems may just be starting.

by Covid-19, real M1 growth turned negative in the preceding
months

ECB : No man’s land
• 2020-21 was the war on Covid-19, now it’s the battle for Europe.
• The Covid pandemic ushered in a new era in terms of fiscal policy and how it ‘works in tandem’ with monetary policy. Now in the context of war ,It
seems highly unlikely that Europe will soon make an 180-degree reversal to pre-pandemic fiscal belt tightening.
• Indeed, although this year was supposed to see EU finance ministers discuss a revamp of the Stability and Growth Pact rules, it is highly likely that
this decision will be postponed and that 2023 will be yet another year with budget rules on hold.
• In essence, the ‘stagflationary’ impact only aggravates the ECB’s trade-off between inflation and growth risks, and the central bank’s response is
not immediately obvious.
•

On one hand, the added and more persistent pressure on inflation would warrant further policy tightening. At the same time, the dampening
impact on consumption, investments, and hence GDP growth would warrant more monetary accommodation – unless governments step in with
fiscal stimulus.

•

ECB is faced with a third risk that is unique to the Eurozone. To the extent that significant risk-off moves widen peripheral spreads, fragmentation
risk could force the ECB to continue its asset purchases for longer than it currently anticipates.

• At this juncture, neither of these risks seems to be pressing enough to force the ECB to fully abort its normalisation plans, but as long as the war in
Ukraine persists, t ECB will be even more flexible and non-committal than the data-dependent flexibility it has regained recently.

Europe’s Energy risk
•

Giving up gas imports from Russia, which account for 36% of total EU gas supply, will not be easy for Europe. The amount of energy at risk across the EU at almost 10%
of final consumption. In Hungary, Slovakia, Czechia, Latvia and Germany, more than 20% of final energy consumption depends on gas from Russia.

•

In the short run, Europe has about one month of supply in reserves, which should take it until end-March, thanks to the relatively mild winter.

•

But the EU will need to replenish stocks ahead of next winter. Switching suppliers - which could help bridge another one-two weeks - calls for markedly boosting
imports from other countries, increasing the supply of other energetic substitutes and/or reducing demand for gas (natural gas as well as electricity and heat produced
from natural gas).

•

Drawing parallels to the 27% loss of electricity from nuclear power in Japan after Fukushima, and analyzing the reaction of supply and demand to price increases, the
expectation of a lasting +40% electricity price increase and a +100% gas price increase would reduce demand by between 8-10% and increase supply of energy from

natural gas and its substitutes by 8-10% in the short-term to compensate for the total loss of Russian gas imports.
•

The EU retail price increase of +30% for electricity and +50% for gas in the 12 months up until January 2022 is already a move in this direction.

•

Now more than ever, Europe needs an ambitious and coordinated action plan to ensure energy security for the next winter. Regaining energy sovereignty calls for a
commitment to expand renewable energy production in the EU by 1 exajoule (278 TWh) per year or by the amount of Russian gas imports within six years. This would

require annual investments of EUR170bn or 1.3% of EU GDP.
•

The proposal includes the addition of 44 TWh per year for the largest contributor, Germany, which is in line with the mid-term goals of the announced revision of the
German renewable energy law.

Cost of the Energy crisis
• The invasion of Ukraine will propel Europe's already high energy prices even higher: There is at least +30% increase in the energy bill for
2022, hitting low-income households in the UK and Germany the hardest.
•

For 2022, there is likely to be a total energy bill per household of EUR 3400 in Germany, over EUR 3000 in the UK, EUR 2800 in France and
just below EUR 2000 in Italy and Spain.

•

Compared to the pre-war situation, for the average consumer, this represents an additional loss of -2pp in the UK, -1.5pp in Germany and 1pp in France, Italy and Spain. In the worst-case scenario where energy supply is partially cut and energy prices increase by an additional 70%
(20% probability), disposable income for the average European household would be cut by an additional -2.5pp.

•

This would bring the total cost to more than -4pp in the UK and Germany, equivalent to an additional cost of more than EUR1200 per
household. For more than half of households, excess savings are not enough to absorb the income squeeze from higher energy bills.

• Without further state support measures, the resulting reduction in consumer spending could cut GDP growth by -0.6pp in the UK, -0.5pp in
Germany and -0.4pp in France, Italy and Spain.
• In the worst case scenario, the cost on growth from lower consumer spending could reach up to -1.1pp.

Indian Inflation persistently transitory
•

RBI Governor emphatically declared that Unwinding of open-ended accommodative policy measures extended during the COVID-19 pandemic would pose a
communication challenge, as market expectations might differ from the central bank's assessment.

•

The recent 25% jump in oil prices will expand India's current account deficit by 75 basis points and inflation by 100 basis points on an annualized basis - The market has

now begun pricing the first repo rate hike in June instead of August as crude may end up being sticky because the sanctions on Russia and the economic impact on
suppy chains will last longer than the war itself
•

However RBI governor remarked that the flexibility in the current inflation targeting regime not only allows for a see-through of transitory supply-side shocks to
inflation, but also helps monetary policy avoid undue volatility in rate setting behaviour that may adversely impact growth - Simply put , RBI would see through the
higher oil prices.

•

Petrol and diesel prices, which have been on a freeze for the past four months in view of assembly elections in states like Uttar Pradesh, need to be increased by over Rs
12 per litre by March 16 for fuel retailers to break even -

•

Auto sales numbers in February unveil a mixed bag of numbers. Two-wheeler sales saw deep cuts due to the bleak demand trends in the domestic market exacerbated
by rural distress. Meanwhile, tractor sales remained subdued owing to a high base, significant price hikes affecting retail demand, and above-normal inventory levels

within the channel. Passenger vehicle sales, on the other hand, rebounded with an improvement in chip supplies and increasing economic activity fuelled commercial
vehicle sales.
•

A lack of fresh gilt supply in March was seen supporting market sentiment. The Centre has completed its scheduled borrowing for 2021-22 (Apr-Mar) and the markets
don't expect any additional gilt issuance this month, especially after the government announced an additional 600-bln-rupee short-term borrowing through Treasury
bills.

Has the bull run ended?
•

Gripping anxiety amid escalating inflation and Russia-Ukraine war
pushed benchmark indices to record their fourth consecutive weekly
fall for the first time since March 2020

• Markets have erased at least 40% of their gains towards the end of
bull cycles. For instance, when the mega bull runs of 1999-2000,

2003-2008, and 2016-2020 peaked, the market ended up shedding
53%, 65%, and 40% respectively.
• To top this, these downmoves have lasted for as long as 40 weeks.

• Possibly the trigger for the corrective move to become an extended
down move is placed at 15800
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