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US Economy : All about twin themes
• The week’s economic data had a mixed and arguably puzzling tone, with some data seeming to improve since the
Russian invasion. Durable goods orders fell 2.2% in February, the first decline in five months and much more than the

consensus expected fall of around 0.5%
• Economic reports this week for both manufacturing and homebuilding shared two main themes: disappointing headline
numbers, but plenty of backlogs for future work. Whether it is new homes or durable goods, the biggest clog in the

production pipeline continues to be supply shortages, and it is increasingly evident that no part of the economy is
spared from their pernicious effects.
• The March final University of Michigan Consumer Sentiment Index was unexpectedly revised lower to 59.4, from the

preliminary 59.7 figure, where it was expected to remain. The downward revision came as the expectations and current
conditions components of the survey were adjusted lower. The overall index was below February’s 62.8 level as both
current conditions and expectations deteriorated m/m. The 1-year inflation forecast increased to 5.4% compared to the
prior month's 4.9% rate, while the 5-10 year inflation forecast remained at February's 3.0% level.

US Equity Markets : Playbook deserves a dusting off

• Market activity was generally subdued but that there was a notable “buy on the close” trend through much of the week. S&P 500 had
gained one-third of one percent in the last hour of trading for five consecutive days—the longest streak in two decades
•

U.S. economy exited the lockdown phase of the pandemic with an incredibly sharp acceleration, which persisted until late last year.

• The health of the labour and housing markets offers some tailwinds against the headwinds of inflation and Fed policy, but bouts of
equity market volatility (and weakness) are likely to persist.
• The major indexes were able to post a second-straight week of gains.
• Even if a recession is not imminent, the playbook deserves a dusting off as rising inflation, tighter monetary policy, and the war in
Ukraine all crimp economic growth prospects.
• The recent stock market rally has had a better breadth tone to it and sentiment remains dour (a contrarian indicator). However, given
the unique uncertainties of the day, this is not an environment to take on excess risk.

1994 Redux ?
• Current conditions are displaying a lot of similarities to 1994, which could offer a useful guide.
•

Back then the economy was a few years into a new economic expansion. The Fed was commencing a tightening cycle with an initial 25 basis
point hike in February '94 to address rising inflation (though inflation was lower then than now), on its way to seven rate hikes in a twelve
month span (note that current expectations are for seven rate hikes in 2022).

• And stocks and bonds both suffered declines. In early 1994, rates rose sharply, the S&P 500 experienced a 9% drop between February and

April, while bonds (measured by the Barclays U.S. Aggregate Bond index) fell slightly less than 7% from January to May. Sound familiar?
• S&P 500 was down as much as 13% this year before the recent rally has brough that back to 6%. Meanwhile the U.S. Agg bond index is down
6% on the year. While this might not sound encouraging, consider this: while volatility in both stocks and bonds persisted over the balance of
the year, both performed better following their respective pullbacks.
• And even though the Fed hiked its policy rate by a full 300 basis points (3%), stocks rose sharply and bonds delivered healthy returns in 1995
and 1996.

• The average return for the S&P 500 in the twelve calendar months following the last four initial Fed rate hikes ('94, '99, '04, '15) was 8.3%

Higher rates : Headwind – not a cliff
• While the Atlanta Federal Reserve’s real-time GDP tracker shows first quarter growth tumbling, Citi U.S. Economic Surprise Index is surging
upward - it has a record of leading where GDP follows.
• Meanwhile, corporate earnings are looking extremely healthy and estimates have been revised upwards since the start of the year

• U.S. economy created 1.2 million new jobs just in the first two months of this year—a stunning achievement, and one achieved despite the
lingering drag of the Omicron Covid outbreak.
• Last week's initial jobless claims report provided further evidence of the strength in the labor market with new claims falling to the lowest level
since 1969. In addition, job openings are still exceptionally high, which is a good sign that businesses are expecting ongoing demand.
• It is historically true that after every recession since World War II the jobs market has risen to fresh highs—often much above the previous
peak. Hence there is obviously a lot of room for growth with nearly 2 million jobs below the pre-Covid peak.
• Add to this the more than $2 trillion in accumulated household savings and we think consumer spending (70% of U.S. GDP) will be able to grow
despite higher borrowing costs.
• Higher rates are a headwind, not a cliff – Put simply, there is not likely to be a recession as an outcome this year.
• Fed tightening, and the implications that has for interest rates across the yield curve, poses a credible headwind to economic momentum and
stock market gains, but this surge in rates will snuff out either one. For the economy, there is sufficient strength for consumers and businesses
to absorb higher rates.

Bonds : Third Great bear market
•

10-year Treasury rates are up more than 60 basis points (0.60%) so far in March,
rising more than 30 basis points last week, bringing the 10-year yield to its
highest level since May 2019.

•

This is the sharpest weekly rise since September 2019 and just the fifth weekly
increase of 30 basis points or more over the last decade.

•

With inflation running at 40-year highs and the Fed commencing last week what
is likely to be a steadfast tightening campaign aimed at reining in consumer price

increases, rising bond yields are responding to a new monetary policy regime.
•

Class of negative yielding bonds has quietly vanished, from some $18 trillion

•

down to less than $2 trillion.
•

The third great bond bear market is underway -The return on
government bonds is on track for its worst year since 1949, the year

The big picture is one of “deflation to inflation, globalization to isolationism,

after the Marshall Plan was enacted -The measurement was of global

monetary to fiscal excess, capitalism to populism, inequality to inclusion - long-

bonds weighted by world GDP.

term yields might even surpass 4% by 2024.

•

The previous bond bear markets were from 1899 to 1920, and from
1946 to 1981

Yield curve Signals -1/2
• The yield curve (10-year rates minus 2-year rates) has been a credible
(though not infallible) signal of economic downturns over time.
•

While the yield curve remains positively sloped (barely), it's flattened
significantly this year, reflecting tighter Fed policy at the short end and
softer economic growth expectations on the longer end.

• We've seen the yield curve flatten sharply in the past without a
recession, including reaching a very similar level in 1994 (a period with a
lot of similarities to today) without producing a prolonged downturn in

the economy or stock market.
•

A material inversion (long rates well below short rates) would tell that
the Fed has gone too far, but that’s not the inevitable outcome from
here.

• Perhaps the most noticeable economic impact of rising rates at this stage
is the jump in mortgage rates which are now up a full percent since the
beginning of the year.This will not sink the hot housing market, but it
could curb the recent level of price appreciation

Yield curve Signals -2/2
• The Federal Reserve Bank of San Francisco called the 3-month and 10-year
curve relationship its “preferred spread measure because it has the

strongest predictive power for future recessions,” such as in 2019, back
when the yield curve was more regularly flashing recession warning signs.
• The 3-month Treasury bill really tracks the Fed target rate.
• So it gives you a more immediate picture of if the Fed has entered a

restrictive state in terms of monetary policy and, thus, giving the possibility
that economic growth is going to contract, which would be bad for stocks.
• If the Fed was behind the curve, the trade weighted dollar would be
softening, but it is not. In fact, the greenback is up a sizeable 12% annualized

since last May.
•

The strength is broad-based, as the currency has been gradually
appreciating against all the currencies over this year with some exceptions
like CNY - The dollar has rallied massively against the Yen, recently touching
a nine-year high.

Eurozone : Slowdown is evident -1/2
• The escalation of the Russia-Ukraine conflict and the related energy and other commodity supply shocks, has clearly hit the Eurozone economy.
•

Consumer confidence dropped by almost 10 points in March (to -18.7, down from -8.8 in February) and fell almost to the low point that was registered
during the first wave of the pandemic. The soaring energy prices to result in only moderate consumption growth in the first half of this year, despite the
post-lockdown rebound in services consumption.

• Eurozone PMIs also fell in March, with the underlying trends worse than the headlines suggested. The composite PMI declined by one point to 54.5, better
than the consensus. Still, the details of the report show that the underlying trends deteriorated more noticeably. To begin with, the decline in the

manufacturing PMI (to 57.0, down from 58.2 in February) was moderated by a lengthening of suppliers’ delivery times (which contributes positively to the
total manufacturing PMI). Supplies were disrupted by the Ukraine war and sanctions on Russia, which came over and above disruptions related to new
pandemic-related lockdowns in China. The manufacturing PMI would have dropped by almost one point extra if suppliers’ delivery times had not
lengthened. Moreover, the new orders component in the manufacturing PMI declined by almost 3 points (new export orders -5.6 points), which bodes ill

for future production growth.
• The services PMI fell by merely 0.7 points in March, to 54.8, which was also better than expected. However, it seems that activity in March was lifted by the
unwinding of COVID-related restrictions as the forward looking business expectations in services dropped by more than 9 points, suggesting that activity
will slow down noticeably in the months ahead.

Eurozone : Slowdown is evident -2/2
• Eurozone households have accumulated a significant amount of excess savings during the pandemic, as lockdown measures have hindered
consumption of many goods and services.
• As a result the household savings rate (savings as a percentage of disposable income) was was 15.0% in Q3 2021, which was more than 4
percentage points below the level of 2021Q2 and around 2.5 percentage point above the pre-pandemic level of 2019H2 .
• ECB view was – and to an extent still is – that the high level of the savings ratio and accumulated savings would lay the ground for a
consumer boom this year.
•

Inflation to increase in the first half of this year and peak at a monthly rate of around 6.5-7% during Q2. The quarterly change in the price
index is expected to be significantly higher than quarterly growth in employment and wages (i.e. disposable income), implying that real
disposable income will drop.

•

This means that a drop in the household savings ratio in the coming months will no longer lead to a consumer boom, but rather help to
cushion the energy price shock, while consumer spending growth remains moderate.

•

Given the current uncertainties about inflation and economic growth due to the Ukraine-Russia conflict, it seems unlikely that consumers
are willing to voluntarily use up large part of their excess savings.

BoJ : Changing times
•

As Yen rapidly depreciates above 120, the unintended consequences of the BoJ’s Yield
Curve Control YCC has become increasingly apparent.

•

BoJ’s extraordinary monetary policy has become self-defeating as it cannot co-exist
with the tightening of major central banks, especially Fed.

•

BoJ decided at the March meeting not to extend the additional purchase program of
commercial papers and corporate bonds beyond April, which were both introduced to

stabilize the economy from the pandemic, but it has kept the YCC which is the main
factor for the current slide in Yen.
•

Because wage growth has been structurally weak, even a small rise in CPI inflation will
be detrimental for real wages and private consumption. The pressure on BoJ is set to
continue, which will eventually push the BoJ to take action on the YCC - BoJ is most
likely to increase the ceiling to 1% for the 10-year JGB yield.

•

This will allow BoJ to gain some more flexibility to deal with tighter global monetary
conditions and to prevent a rapid depreciation of the Yen, while still keeping an
accommodative monetary policy to achieve its 2% inflation target.

Indian Bond Markets : Uneasy calm
•

Total FDI inflow into India fell to $74.01 billion in calendar year 2021, down 15% on-year
from $87.55 billion seen in calendar year 2020.

•

UN cut India’s 2022 economic growth estimate to 4.6% from 6.7%. OECD retained India's
GDP at 5.5% for fiscal 2024.

•

Government is set to borrow a record high sum of Rs .14.31 trln on a gross basis in the

next financial year, nearly 27% higher than the amount raised through bond sales in 202122. Given the large size of market borrowing, bond traders have advised the RBI to not
front-load the Centre's bond sales to the usual extent, which is around 60%.
•

During the week, the RBI conducted a variable-rate reverse repo auction for a total
notified amount of Rs 7 lakh crore, against which it received offers amounting to Rs 3.5
lakh crore .

•

Govt bond prices ended lower in the week. The yield of the 10- year benchmark 6.54%
2032 settled at 6.81% on March 25, 2022, compared with 6.78% on March 17, 2022

•

Bond prices declined tracking sharp rally in US treasury yields and crude oil prices Short
covering and the intermittent declines in crude oil prices cooled the yields to a certain
extent

Indian Equity Markets : Past no guide
for future
• Don’t fall into the trap of believing Indian stock market’s
spectacular return over the past two years represents the new
normal.
• Not only will the market’s return in coming months likely be a lot
lower than it was over the past two years, the odds are good that its
return will be well-below average. Barely positive, despite a
supportive Central bank which actively nurtures bubbles .
• This expectation is not only based on the stock market’s
overvaluation but also the probable high inflation trajectory and
how the Russian-Ukrainian conflict will be resolved — or any of the
other topics dominating financial news these days.
•

It is the undeniable historical tendency for the market to be a
below-average performer following two-year periods in which it
performed as spectacularly as it has since the March 2020 bottom.

• For now 16800-17300 range set to prevail
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