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US Economy : Its all about Inflation
• White-hot 0.8% monthly gain in February's CPI, which brought the year-over-year rate of consumer prices to 7.9%—the highest in 40
years. The drivers of the headline gain came in as expected, with food, energy and core services prices picking up, while core goods
prices moderated.
• January JOLTS report showed the labor market remains exceptionally tight. Job openings fell slightly to 11.3 million during the month
(after factoring in upward revisions to previous months' data), and the quits rate receded to 2.8%. 48% of small business owners
reported having at least one job opening they could not fill in February, just a few points off last September's record high of 51%.
• The trade deficit widened to a record-breaking $89.7 billion in January, as exports came in weaker than imports at the start of the year.
• March preliminary University of Michigan Consumer Sentiment Index declined more than expected to 59.7, The index hit the lowest
since September 2011 as both the current conditions and expectations portions of the survey fell to the weakest levels in more than a
decade, with the latter continuing to outpace the former by a wide a margin. The 1-year inflation forecast rose to 5.4%—the highest

since 1981—from 4.9%, and the 5-10 year inflation forecast remained at February's 3.0% rate.
• The household savings rate, which dropped to 6.4% in January, down from a pandemic peak of 33.8% in April 2020, has scope to
recede further in the coming months to help support spending amid higher prices and slowing real income growth.

US Equity Markets : History Rhymes
• Market weakness is not a new Russia/Ukraine-related phenomenon.
• Breadth among traditional indexes had been deteriorating well before Russia
invaded Ukraine.
• A stealth bear market within the NASDAQ and Russell 2000 has taken shape, as
the average member’s year-to-date drawdown has amounted to 26% and 25%,
respectively.
•

The share of Stocks that have experienced at least a 20% drawdown over the
past year (52 weeks) has grown to 58% for the S&P 500, 77% for the NASDAQ,
and 85% for the Russell 2000.

• The past isn’t a perfect predictor of market behavior, but it has proven to be a
useful guide.

Historical comparisons to the current environment : Late 2018,
when the market went into a tailspin courtesy of a Fed that was

•

A long history of geopolitical conflicts, including those involving Russia, have
seen stocks recover and post gains after periods of armed conflict during the
past 30 years (1991, 2001, 2003, 2014)—except when an economic recession
followed (2008).

tightening monetary policy; and 1998, when Russia defaulted
on its debt, leading to the collapse of LTCM hedge fund.

Impact of Inflation
• Headline inflation rose to a 40-year high of 7.9% on the back of rising food, energy, and
shelter costs. But the peak of inflation is yet to come as these data preceded the sharp

runup in commodities like oil and agricultural products.
•

Assuming prices just stabilize at these levels, March CPI will rise 1.2% and core 0.8%. This
would bring the two series’ 12-month increase to a staggering 8.5% and 6.8%,
respectively

• Since spending on shelter, energy and food are necessities, the additional money that
households will have to pay means less discretionary outlays
• Food and energy spending, is relatively low compared with history. Unlike the past, food
is rising alongside energy. If the ratio rises from 24% of income to upwards of 28%, it

would be equivalent to a roughly a $750 billion tax increase. How could the economy
possibly avoid a downturn?
• This is why today’s high inflation rate, which is poised to go higher, and a hawkish Fed are
such a concern. If the Fed believes it must further dampen demand because of a
potential unmooring of long-term inflation expectations, then US real GDP is going to be
much lower

Employment to stay Stronger …
• US economy is less directly exposed to the economic consequences of the invasion of Ukraine compared to Europe. But surging energy prices will drive
inflation even higher (6.1% on average in 2022), accelerating the reversal of the "great resignation" as rising household expenses deplete the excess
savings accumulated during the Covid-19 crisis (USD2.7trn).

• Fed to envisage five hikes in 2022 and start reducing the size of its balance sheet from Autumn as lower excess savings, besides representing a
diminishing tailwind for consumption, will be accompanied by higher jobs supply, therefore reducing the risk of a wage-price loop materializing in US.
• Lower-income households would be forced to return to the job market first. Those with the lowest incomes (35% of total households) managed to
accumulate 1.4 months of their average salary in excess savings (USD485). But with rising fixed expenses (+USD673 in 2022), these excess savings could

be about to be fully depleted even sooner (3.3 months vs. 4.2 pre-war). In contrast, the wealthiest households hold more than 3.5 months of their
average salary in excess savings, giving them more leeway to stay out of the job market.
• Only a severe negative shock on wealth (a -50% negative correction on the current level of equity prices) would have the potential to significantly erode
the top quintile’s excess savings.

•

It will take two years to see a full normalization of the US job market, with the return of all 2mn missing workers. However, this normalization is likely to
entail the higher participation rate of workers with lower educational attainment, offsetting the lower participation rate of elderly households, making
life-long learning and the further education of the labour force particularly important.

Stronger Household Balancesheets to help
weather the Storm
• Data from the Fed last week showed household net worth climbed above $150T for
the first time as it increased $5.3T in Q4-2021. Throughout the pandemic, households
have seen their wealth blossom due to attractive opportunities in the stock market as
well as real estate, both of which were the primary drivers in Q4 .
• Since Q4-2019, net worth has risen $33.5T, and corporate equities are responsible for
almost half of that increase, while real estate makes up a little over a fourth.
•

The accumulation in net worth was also accompanied by a rise in debt.

• For the nonfinancial sector, the federal government debt led the increase, expanding
$665B over the quarter, while household debt was the second-highest contributor,

rising a little over half of that at $49B. Household debt can be broken into three main
categories: home mortgages, consumer credit and other.
• While home mortgages was mainly responsible for the uptick and makes up around
two-thirds of total household debt, consumer credit rose to $4.4T, marking a $337B
increase from the low hit in Q2-2020. In Q4, it grew at a 6.9% annualized pace.

FOMC : Preview
• FOMC this week will be the key focus for financial markets. It is widely expected that FOMC would raise its policy rate by 25 bps given the
strong inflation pressures, which are likely to be further enhanced by the rise in oil prices.

• The economic ramifications of the conflict put the Fed in an even tougher position when it comes to driving inflation lower without
tipping an already slowing economy into a recession.
• Inflation to rise further from here, with the headline PCE deflator averaging 6.6% in Q2. The steep rise in commodity prices piles on to
what is already a challenging price environment for consumers and businesses
• Fed's typical playbook for a commodity shock, which is to look through the impact to food and energy on headline inflation and instead
focus on the core, still applies. But that leaves the Fed nevertheless staring at inflation well above target, and inflation expectations at
greater risk of becoming unanchored, given the influence of energy and food prices on consumers' views of future price growth.
• With core inflation expected to be further above the FOMC's target, and the labor market and growth outlook far from weak, the dot plot
will show the median number of 25-bp rate hikes in 2022 rising from three to at least four, and even more likely five 25-bp hikes. For
2023, the dot plot could show four additional hikes, for a total of 225 bps of tightening between now and the end of next year—more
than the roughly 175 bps markets currently have priced in

Impact on EM Economies
•

High inflation has often been a trigger for trouble in EMs

•

Nations spend over $300 billion a year on subsidies to stave off unrest and keep

essentials affordable.
•

The near-doubling of oil prices in just a few months and rising food costs will
further weaken fiscal positions in economies where subsidies are widespread.

Countries like India, China and the Philippines have
witnessed the biggest decline to their terms of trade
since the start of the year, owing to their heavy

reliance on imports of crude oil and gas.

ECB : Contingent Exit
• The war in Ukraine and the knock-on effect it had on commodity and financial markets, as well as the sanctions imposed by western
countries on Russia will weaken, but not derail growth in the euro area.
• A stoppage of energy imports from Russia would lead to a rationing of energy and a significant reduction of production in energy
intensive sectors. An embargo of Russian energy imports could easily cause a recession similar in size than the one seen in the early
phase of the pandemic.
• As a first approximation, the adverse effect on household income will come via higher inflation. Higher inflation, all else equal, translates into
lower real income and lower consumption

• Consumer confidence has already deteriorated and suggests slowing growth during the latter part of the year.
• Despite the possible hit to economic activity from the war in Ukraine, ECB decided to announce an end to its APP programme in Q3 and
removed the "or lower" from its forward guidance.
• Main take away is that if the macro data follow the path it expects and financial conditions do not tighten significantly further, the ECB
will stick to its plan to taper asset purchases, with a rate hike potentially following by around the turn of the year. However, there is a

significant risk that the ECB’s exit plan will be knocked off course.

U.K. Economy : Sturdy Show
• U.K. January GDP figures showed the economy starting this year on a
sturdy footing. GDP jumped 0.8% month-over-month, much more than
expected and more than reversing the 0.2% decline seen in December.
•

The increase puts the size of the U.K. economy back above pre-pandemic
levels.

•

Service sector activity rose 0.8%, including gains in wholesale and retail
activity of 2.5%, and accommodation and food services activity of 3.0%.
Elsewhere, industrial output rose 0.7%.

•

More recent figures, including a gain in the February services PMI to
60.5, suggest U.K. activity could remain quite strong for the immediate
period ahead.

• That said, the U.K. economic outlook remains somewhat uncertain, with
higher energy prices likely to weigh on consumer purchasing power going
forward, and also with uncertainties surrounding the Russia/Ukraine
conflict.

Sanctions On Russia : China’s stance
•

The unprecedented sanctions imposed on Russia in the wake of its invasion of Ukraine will devastate its economy, but just how bad things will get will depend on China and how much
economic aid Beijing is prepared to extend to Moscow.

•

In the short term, surging commodity prices are no doubt boosting Moscow's hard currency reserves, mitigating the $1 billion a day the war is estimated to be costing Russia. This
means that Western sanctions, while draconian, have not pushed Russia into the economic abyss yet.Meanwhile, China, which has clearly voiced its opposition to Western sanctions,
has still not confirmed economic and financial support for Russia. Beijing's two-pronged response has seen its financial institutions religiously follow the sanctions imposed by the
West, while Chinese officials have announced the lifting of restrictions on imports of Russian wheat and investment in Russian corporations that may be suffering due to the sanctions.

•

A good deal of uncertainty remains as to how ready China really is to offer immediate support to the Russian economy.

•

The reality is that Russia cannot rely on China to buy up all of the fossil fuel exports that it can no longer sell to the West, especially not gas, as the physical infrastructure in the form of
pipelines going east is not yet connected.

•

The real helping hand that China could offer is through the $90 billion worth of yuan that Russia has sitting on the People's Bank of China's balance sheet. Unfortunately, though,
Russia can only withdraw yuan to pay for Chinese exports into Russia, not to pay for goods imported from elsewhere or to meet other foreign currency obligations. If the PBOC
decided to convert Russia's yuan reserves into hard currency, that would clearly help Russia's current impasse but the reputational risk of potentially breaching Western sanctions
would be a huge step for the PBOC to take and therefore makes it highly unlikely.

•

The long-term gains of moving closer to Russia might not match the impact of Western investors suddenly losing interest in China.

Sanctions on Russia: Impact on Russia
•

Estimates suggest that the Russian economy will be 10%
smaller at the end of March than it was at the beginning of the
year.

•

That is a huge loss, which will almost certainly create some
additional unemployment. And the value of Russia’s assets and
its currency are plummeting.

•

In the last century, the Russian people successfully withstood a

series of harsh privations (failed crops, two World Wars, and
the failures of communism) with stoicism.
•

Some therefore expect Russians to endure their current
miseries and soldier on.

•

But Russia is a different country today than it was in 1989.

•

There is more wealth, and more people have a vested interest
in remaining a part of global commerce.

Indian Bond Markets : Rough Weather
•

The Centre’s gross market borrowing for the next fiscal is budgeted at a record Rs 14.95
trillion, against the revised estimate of Rs 10.47 trillion for FY22. In most years, the
government borrows 60-65% of the full-year target in the first half to front-load spending.

•

The government is unlikely to tweak its market borrowing plan for FY23 when it finalises the

quantum of borrowing for the first half of it at the end of this month, despite the concerns
about the impact of elevated oil prices on Budget maths.
•

Crisil has projected the yield on the benchmark 10-year government securities (G-secs) to rise
to as much as 7.1% by March 2023 with risks tilted to the upside, against an expected 6.9% in

March 2022.
•

During the week, the RBI conducted variable-rate reverse repo auctions for a total notified
amount of Rs 5.5 lakh crore, against which it received offers amounting to ~Rs 3.54 lakh crore.

•

Government bond prices ended lower in the week. The yield on the 10-year benchmark 6.54%

2032 settled at 6.86% on March 11, 2022, compared with 6.81% on March 4, 2022.
•

Global spillovers both from Oil and Bond yields are exacerbating the negative sentiment for G
secs -otherwise on the domestic front there has been no data or commentary that indicates
any probability of sharp rate hikes yet.

Indian Equity markets : Multiple Macro
Challenges
• It was certainly an action packed week for Indian equity markets and
although, the beginning was a bit too rough.

• Markets began the week in a bearish note , but appeared to be
regaining lost ground as tensions between Russia-Ukraine began to deescalate.
• While the ultimate consequences of the war will only be known with

time, markets would prefer to stay cautious of the potential domestic
macro challenges.
• Major section of population is battling with stagnating or decreasing
incomes amidst rising living costs, the present private demand visible is

emanating from the top of the pyramid., which will be at risk should
the equity markets wilt under pressure.
• Range for the week expected at 16450-16950
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