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Face off between Fed and Economy
• In a year that has featured plenty of volatility, last week's daily stock-market swings, which included both the largest daily gain and daily

decline of the year, may have felt like something new was afoot. This volatility is an ongoing symptom of this phase in which markets are
struggling to handicap the outcome of this faceoff between Fed tightening and a still-viable expansion.
• Persistent inflation has prompted the Fed to become more aggressive in its monetary policy tightening campaign, fostering uncertainty of
if it can engineer a soft landing.Negative GDP reading inevitably adds to a sense of nervousness about the economic outlook. It also
creates doubts over how far and how fast the Fed will end up raising interest rates.
• The effects of Fed tightening have yet to seep their way fully through the economy, but the implications of a healthy labour market
should be overlooked, which seems to be the case at the moment.
•

Looking back at the recessions that began in 1980, 1990, 2001 and 2007, the unemployment rate bottomed, on average, 13 months before a
recession.

• Moreover, the unemployment rate rose by at least 0.5% (and an average of 0.6%) before each of those recessions began.
• We think current unemployment has room to move lower from here, but an uptick in the jobless rate would be a requisite for an upcoming recession.
•

While this is not improbable, we think tightness in the labor market can endure this year, helping offset softness in other areas of the economy.

Inflation Impulse
• The main takeaway from the latest ISM purchasing manager surveys for April was that progress in bottlenecks has paused, if not reversed, amid
the war in Ukraine and lockdowns in China.
• After showing signs of improvement, supplier delivery times inched higher again last month, indicating longer lead times for manufacturers and
service-providers alike.
•

Prolonged deliveries continue to put upward pressure on prices. The prices paid components of the ISM rose for both sectors in April and reached
an all-time high for the services sector specifically.

• The 1.4% annualised decline in output was primarily due to a big drag from net trade (weak external demand while the US continued to suck in

imports) and an inventory run down. The underlying story on business and consumer spending wasn’t nearly as bad.
• Fed's actions cannot do much to directly relieve inflation related to supply chain pressure, but a tighter policy environment could slow broader
activity and allow producers to catch up.
• The fact that the second quarter marked the third-largest build on record for inventories combined with households transitioning their purchases
away from goods should alleviate some supply pressure.
•

But ultimately, there may not be meaningful reprieve on price growth until supply chains move more smoothly.

US Equity market :Signals from History
• The stock market has been down as much as 14% from its January peak, matching the average peak-to-bottom decline for past nonrecessionary corrections. In the last 60 years, there have been two official bear markets (20%-plus declines) that were not accompanied
by a recession (1966 and 1987), which featured an average drop of 28%.
• While further weakness cannot be ruled out in equities as this inflationary and Fed policy phase plays out, history may provide some
comfort that absent a full-on economic downturn, the current pullback may already have captured much of the downside.
• Last week completed the third-worst four-month start for S&P 500 since WWII, while it was the worst in the Nasdaq's shorter history.
•

Looking back at historically weak starts of at least or near this magnitude, average and median returns going forward were weaker than
average. Volatility has been especially pronounced for the Nasdaq 100. On a glance through its average daily moves since its inception in

1971, and there were only three periods with loftier readings: dotcom bust around 2000; GFC in 2008; and debt downgrade in 2011.
• On a look at the most-highly correlated years with 2022 so far. Of the 10 most similar, nine were after WWII. Again, subsequent returns
were mixed-to-weak the following year. Based on the "average" patterns of the prior 10 periods, the S&P 500 tended to have further
declines over the next 100 trading days, before starting to show signs of stabilization.

Hiking Season : Turn the music off
• As expected, FOMC raised the fed funds rate by 50 basis points, to a range of 0.75% to 1.0%. It was a unanimous decision (somewhat
surprising given the chatter about a 75-basis-point hike being on the table), and the largest rate increase since 2000.

• In addition, the pace of balance sheet "runoff" (quantitative tightening, or QT) will start on June 1 at $47.5 billion/month, increasing to
the previously stated maximum of $95 billion/month after three months.
• At first blush, the decision and statement were in line, and not more hawkish, as some were expecting. However , Fed is still just at the

beginning of the hiking cycle and risks are skewed towards more aggressive tightening.
• Several other central banks also hiked rates this week. Bank of England did 25bp as widely expected but removed the risk of steep rate
hikes for now, as the BoE remains concerned about the growth outlook, which translated into a weaker pound.

•

There were hikes from the Reserve Bank of Australia and surprise 75bp hikes from both the National Bank of Poland and the Czech
National Bank. The former was significantly less than priced by markets. Chili as well as India also joined the hiking season during the
week .

US Payrolls : Steady As She Goes
• Employers continued to hire at a solid pace in April by adding 428K jobs, which was slightly above what was expected by the consensus. The
underlying details of the report continued to demonstrate a tight labor market with supply challenges worsening.

•

According to the household survey, hiring declined by 353K jobs, which caused the unemployment rate to hold steady at 3.6% and the labor force
participation rate to tick lower to 62.2%. The lack of qualified labour also continues to bid up wage costs, and average hourly earnings rose 0.3% in
April with upward revisions to March.

• Wage growth to moderate ahead as workers continue to stream back into the labor market. Slower labour demand could also help moderate

labour cost pressure, and there have been some signs of easing from small business compensation plans and the Fed's latest Beige Book.
• Another potential outlet is if the economy sees a productivity growth boom. If workers are more productive, companies can afford to pay them
more without pressuring profits or fueling a wage-price spiral. But the latest productivity figures present little chance of a boom helping tamp
down current inflation. The trend in unit labor costs is running more than double the Fed's inflation goal of 2%, signaling inflation pressures persist
as the U.S. labour market remains exceptionally tight.
•

Overall, the solid jobs report for April and continued signs of persistent price pressure reinforce belief that the FOMC will execute another 50 bps
rate hike at its next policy meeting in June.

Forest of Bears
• After expanding by 0.2% q/q in the first quarter, the Euro area economy started Q2 on a stronger footing than one could have feared, in light of
renewed supply disruptions from the Ukraine war and Chinese lockdowns as well as weakening demand prospects from rising prices.
•

While services activity continued to build momentum during April after the lifting of pandemic restrictions and increased spending on travel and

recreation, growth in manufacturing output nearly stagnated as bottlenecks, rising prices and heightened uncertainty took their toll.
•

German industry still presents the epicentre of the slowdown, with new orders contracting for the first time in two years. Another worrisome
development is the indication that some firms are front-loading purchases in anticipation of further price rises, suggesting that inflation
expectations are still adjusting upward.

• At the same time consumer confidence fell sharply during April, in a sign that spending might face increasing headwinds in the coming
months. High inflation is starting to take its toll on Euro area retail sales, which declined in March.
• Despite energy price inflation slowing down after commodity prices have stabilized, headline inflation reached another new record high of 7.5% in

April, with core inflation surprising significantly on the upside at 3.5%.
• Chinese PMI's plunged in April on the back of the Shanghai lockdown, a warning for the global manufacturing sector, which typically lags China by
a few months. On a positive note, the outbreak seems increasingly under control.

ECB : Rate hike window
• ECB has kept for a long time a measured tone in the face of surging inflation. The reasons behind the (relatively) “stoic” stance of the
ECB were manifold. For one, some of the drivers of the rise in inflation were deemed to be temporary and related to the pandemic.

Moreover, after inflation had undershot the ECB’s target for many years, some “catching up” (overshooting) was seen as acceptable. All
this implied a rather high hurdle for the start of policy normalization.
• There is now a broad consensus emerging in the Governing Council that the underlying inflationary pressure is evolving much more
dynamically than previously anticipated ending the period of constant undershooting of inflation, implying a clear upside risk for
inflation also over the medium-term .
• While the uncertainty regarding the economic outlook remains exceptionally high, a majority in the ECB’s Governing Council now
views a continuation of the “wait and-see” approach as incompatible with medium-term price stability. More specifically ECB is more

likely to announce an end of net purchases in June (becoming effective in July), followed by a first 25 bp rate hike in July.
• The June meeting will mark the beginning of the normalization of the ECB’s policy stance, that will take policy rates 150bp higher over
the course of the next six quarters.

• The July hike will be only the first in a series of hikes that will get the main refinancing rate to 1.5% and the deposit rate to 1.0% by
September 2023.

UK : Double Whammy
• Bank of England delivered a 25 bps hike at its May monetary policy meeting, bringing the Bank Rate to 1.00%. The Monetary Policy Committee was
split on the decision, with three out of nine members dissenting in favor of a larger 50 bps hike. They stated that global inflationary pressures have
intensified following supply chain disruptions, developments in the Russia-Ukraine war and COVID restrictions in China. Indeed, March headline

inflation surprised to the upside and is currently running at 7.0% year-over-year.
• BoE's updated forecasts show inflation reaching double-digit territory stagnation in growth and an elevated risk of recession. In particular, the
central bank sees inflation peaking slightly above 10% in Q4-2022 due to a projected surge in household energy prices. As for growth, the BoE
projects close to a 1% fall in output in Q4-2022, as well as a 0.25% drop in annual GDP in 2023.
• Based on these updated projections, most committee members are of the opinion that "some degree of further tightening in monetary policy may
still be appropriate in the coming months," a slight dovish shift from its previous wording of "some further modest tightening."
• There is likely to be 25 bps increases in both August and November, which would see the policy rate finish 2022 at 1.50%. In addition to
commentary on rate hikes, the BoE said it would "consider beginning the process of selling UK government bonds held in the Asset Purchase
Facility" depending on economic and market conditions, and that sales would be done in a "gradual and predictable manner."

India : No Longer Patient
•

In an off cycle move ,RBI’s Monetary Policy Committee (MPC) rised the policy repo rate under the liquidity adjustment facility (LAF) by 40 basis
points (bps) to 4.40%.

• Consequently, the standing deposit facility (SDF) rate stands adjusted to 4.15% from 3.75%, and the marginal standing facility (MSF) rate and the
bank rate to 4.65% from 4.25% each.
• RBI hiked the cash reserve ratio (CRR) by 50 bps to 4.5%, effective from the fortnight beginning May 21, 2022, aiming to drain out liquidity to the
tune of Rs 87,000 crore from the system.

• With inflation on the rise and the policy direction making a firm course correction on Wednesday, it is only natural that the RBI will use the best
tools at its disposal and for now the CRR is the best and most effective instrument in its toolkit.
•

Given the circumstances, CRR hike is the most non-disruptive method to suck out excess liquidity to contain inflation - open market operation
sales were not viable for the RBI due to the sheer size of the government borrowing, the CRR hike may actually provide the central bank some

ammunition for open market operation purchases if it needs to address duration supply issues.
• MPC has decided to remain accommodative while focusing on withdrawal of accommodation to ensure inflation remains within the target going
forward, while supporting growth.

India Bond markets : Tough times ahead
• India S&P Global manufacturing Purchasing Managers’ Index (PMI) came in at 54.7 in
April, from 54.0 in March. The services PMI increased to 57.9 in April from 53.6 in
March, and the composite PMI rose to 57.6 in April from 54.3 in March. India’s trade
deficit widened to $20.07 billion in April from $15.29 billion a year ago. Exports rose

24.22% to $38.19 billion in April and imports grew 26.55% to $58.26 billion.
• In the weekly debt sale, the RBI auctioned 5.74% GS (government security) 2026, GOI
Floating Rate Bonds (FRB) 2028, 6.67% GS 2035, and 6.99% GS 2051 totalling a notified
amount of Rs 32,000 crore
• Government bond prices plummeted sharply in the week ended May 06. Yield of the
10-year benchmark 6.54% 2032 settled at 7.45% on May 06 compared with 7.14% on
April 29.
• Reserve Bank of India is committed to ensuring the large 14.3-trln-rupee government
borrowing for 2022-23 (Apr-Mar) goes through at a low cost with minimum rollover risk,
but is not inclined to do a government securities acquisition programme

India Equity Markets : Bear grip
•

Bears tightened their grip this week and the equity markets
decisively broke below the crucial support levels.

•

It was one of the worst weeks in last three months as Nifty shed

more than 4% this week.
•

Mostly, global factors tend to trigger such substantial sell offs but,
on this occasion, it was initiated due to domestic developments and
then to rub salt in the wound, global cues fuelled the corrective

move.
•

The Street has lost faith in the Nifty 50's ability to reclaim
an uptrend in the immediate term, if bearish bets in the derivatives
segment are anything to go by.

•

Most of the sectors ended negative.

•

Range 16000-16600 should hold for the week
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