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• Fed Chair Powell presented the Federal Reserve's semiannual Monetary Policy report to Congress last week. In his testimony, he acknowledged
that tightening monetary policy in order to reduce inflation may result in a recession.
• Higher mortgage rates are weighing on home sales. During May, existing home sales fell 3.4%, the fourth straight decline. New home sales rose
10.7% in May, although are down 5.9% year-to-year.

• The Chicago Federal Reserve also reported that its gauge of national economic activity had reached an eight-month low.
• S&P Global’s index of June manufacturing activity came in well below forecasts (52.4 versus roughly 56), while its services gauge also missed
estimates and hit its lowest level since January. it showed that manufacturing input inflation, although still elevated, fell to its lowest level in five
months, while output charge inflation (the prices companies charge) had reached its lowest level since March 2021.
• June final University of Michigan Consumer Sentiment Index was revised unexpectedly to a record low 50.0 level, from the preliminary 50.2
figure, where the Bloomberg consensus estimate called for it to remain.
•

The downward revision came as the current conditions portion of the survey was adjusted to the downside, while the expectations component was revised
higher but remained depressed. The overall index was below May's 58.4 level and the all-time low came as both current conditions and expectations were down
sharply month-over-month (m/m).

•

The 1-year inflation forecast was revised lower to 5.3% from the preliminary estimate of 5.4%, where it was expected to remain, and matching May's rate.

•

The 5-10 year inflation forecast was revised lower to 3.1%, from the preliminary read of 3.3%, where it was expected to remain, but above May's 3.0% rate.

US : Recession in all but name -1/2
• Even as the savings rate declines and the last bit of fiscal
stimulus fades, the job opportunities will remain ample.
That is not to say that every sector is healthy.
• For example, there have been layoffs in tech, plus housing-

related, big box retail where there has been a deliberate
oversupply of labour to accommodate pandemic-related
excessive demand.
• As the growth outlook replaces inflation as the top concern

among investors and a growing number of pundits call for a
U.S. recession, why there wont be a deep slump?
•

•

The key is the labour market. Jobs are the key to the U.S.
economy as long as labour income is the lifeblood to

A volatile supply side could mean the US just about escapes a

consumer spending.

technical recession, but underlying growth is likely to weaken

With jobs remaining plentiful based on the JOLTS job

significantly on the back of a jump in interest rates

openings data and weekly unemployment claims trending
low, the labour market remains robust.

US : Recession in all but name -2/2
• While the market narrative over the past several months has focused on inflation and on central banks collectively lagging behind markets, there
is a new narrative in town.
•

Attention has turned to the diminished growth outlook. In cases such as in the U.S., this is the intended outcome of aggressive monetary policy.

• This month, the Federal Reserve officially began implementing its balance sheet normalization plan as billions of principal payments on Treasury
securities and agency mortgage-backed securities were not reinvested in the New York Fed's System of Open Market Accounts (SOMA).
•

Tamping down demand to lower growth is the only mechanism the Fed can use to fight the inflation which has been fueled in part by
exogeneous shocks to global food and energy supplies and logistical logjams that have added friction to supply chains.

• Powell did acknowledge that tightening monetary policy in order to reduce inflation may result in a recession.
• The current assessment is that an economic downturn occurring at some point over the next two years is more likely than not.
•

Even if the Fed was not aggressively tightening policy, inflation is running at a pace not seen in 40 years, and eventually consumers and

businesses will respond to the higher cost environment with a period of belt-tightening.
•

Household and corporate balance sheets remain in solid shape currently, which means if economic growth did slip into negative territory, it
would likely be fairly shallow and relatively short-lived.

The decline in the Fed's balance sheet thus has just been a drop in
the bucket. Over time, the Fed's balance sheet runoff should
further tighten financial conditions and aid in the fight against
elevated inflation.

Dynamics are different
• It is tempting to lump all global central banks together in terms of the inflation narrative: inflation is too high, central banks must pull out the policy tools
required to tame inflation and get economies back on a sustainable growth course. While there is no dispute that there is beauty in simplicity, the reality is
that the conditions across countries are dramatically different and the policy responses must be similarly nuanced.
•

For example, inflation in the U.S. is driven by high food and energy costs, but it has also been a function of high demand. Some would argue that we have
been in a period of excess demand as fiscal stimulus injected funds directly into households. This was quickly followed by an extremely fast improvement in
the labour market which added organic wages to the consumption tailwind. This “excess demand” is certainly a problem, but on a relative basis it is a good
problem to have since it provides Fed with more policy room to tighten without driving the economy into recession.

• Europe is in a different situation: there is no excess demand. Europe did not engage in the U.S. style or magnitude of fiscal stimulus. The drivers of inflation
are apparent and relentless: the war in Ukraine is threatening energy supplies and driving up costs with no end in sight. The war is also harming logistics and
access to supplies for manufacturers across the region. The combination of no excess demand and persistently high inflation leaves the European Central
Bank in a tight spot, with far fewer good policy choices.
• The suspension of oil and gas imports from Russia to the EU is expected to cost -1.6pp of EU GDP growth as the energy shortfall after substitution and selfrationing at about 4% of final energy consumption against 10% in March.
• Overall, taking into account the additional impact from tightening monetary and financial conditions, Global GDP growth would contract by -2.8pp in 2023 to
-0.3% in the adverse scenario (after slowing by -0.3pp to +2.6% in 2022). This implies a recession of -1.4% in the US and -2.5% in the Eurozone and the UK –
roughly 1.5-standard deviations from two-year trend growth in terms of output loss.

….while themes are common
• It seems very difficult to believe that consumers will end the 2022 fiscal year with the current levels of consumption growth, but the
real challenge will appear in 2023. The buffers that families and businesses built in 2020 have all but disappeared.

• In the other G7 economies the situation is the same. With the latest data available, the household saving rate in the eurozone,
Japan, and UK has fallen below pre-pandemic levels.
• The key is inflation. If consumer prices continue to be elevated into the third quarter, it is very hard to believe that citizens will be
comfortable depleting savings to continue consuming at the same pace as during the first half of 2022.
•

People in developed economies are not used to high inflation and seem to be accepting the mainstream idea that price increases
will drop in the next months. However, this may be a bad idea.

•

Food prices are at all-time highs, oil and gas prices are supported by geopolitical risks and poor inventory levels, and the
government deficit spending means that consumption of monetary reserves will continue to be extraordinary.

•

If inflation persists, the trend of real wages and savings will inevitably lead to a slump in demand

… and concerns mount
• The concern is not only about the magnitude of the recession, but also the distribution effects.
• As record-high inflation (8.1% in 2022 at the global level) degrades real disposable incomes, households and corporates
are likely to scale back consumption and investments, respectively.
• While consumer sentiment is plunging, business confidence is still holding up.

• However, lower planned capex suggests that corporates are becoming more cautious.
• As inflation stays high for longer (4.7% in 2023 globally; above 3% in the US, Eurozone, UK), the risks of a wage-price loop
are increasing.

• A complete and disorderly suspension of oil and gas imports from Russia to the EU by year-end could bring about our
“adverse” scenario (40% probability), in which the major economies are pushed into a recession.
• In this scenario, policymakers would fail to save the day à la 2020 as central banks’ initial fixation on fighting inflation

constrains fiscal policy options.

Eurozone : multiple issues
• Euro area economy registered a noticeable slowdown in the growth pace at the
end of Q2, as the tailwind to services from pent-up demand is already fading amid
the cost of living squeeze to consumers and manufacturing production fell for the
first time in two years amid ongoing supply chain disruptions and weakening

demand prospects.
• Against this backdrop, the threat of an abrupt cut in Russian gas supplies to Europe
is beginning to crystalize, raising the prospect of a potentially deep recession
• French President Macron's party and allies lost their absolute majority in
parliament, while hard left and far right parties gained.
• The election result points towards an increasingly divided France and political
uncertainty is just returning at a time when the economy has lost steam and fiscal

vulnerabilities have resurfaced with rising public borrowing costs
• Markets will keep a close watch on the ECB's Sintra forum for any discussions of
the new anti-fragmentation tool

The risk of recession has grown further over the past month, as
economies have shown increasing signs of slowing, and
expectations for ECB policy tightening have increased sharply
on the back of broadening inflation risks.

Fragmentation Risk -1/2
• Adding to the policy conundrum, the issue of “fragmentation” has reared its ugly head again: bonds in the economic zone’s periphery
have seen yields spike relative to German Bunds and spurred concerns around financial fragility. This condition is what led to Mario
Draghi’s “whatever it takes” moment in the summer of 2012 where he vowed to protect the financial stability of the EU, the euro and its
members, subsequently launching a program to buy bonds of distressed peripheral countries.
•

Notably, the ECB never ended up using this program as the power of Draghi’s words was enough to bring calm to the market. ECB wants
to avoid an abnormal rise in yield spreads between the peripheral Euro-zone countries and Germany.

•

If the announcement of ECB intervention to prevent these spreads from widening leads to rigid spreads (by eliminating the risk of
speculation against peripheral countries), then:
•

Peripheral countries' government bonds also become risk-free;

•

If the yield spreads between the countries are stable, it can be considered that there is a single public debt in the euro zone, i.e. a Eurobond;

•

But rigid inter-country spreads in the euro zone will give rise to considerable moral hazard (the disappearance of market discipline): it encourages
peripheral countries to conduct overly expansionary fiscal policies.

Fragmentation risk -2/2
• It is conceivable that the inflation outlook would demand policy rates to be lifted to such a level that it would pose a
fiscal risk for countries with high debt level.
• Notwithstanding the ECB’s ability to keep spreads in check, its fight against fragmentation leads to some difficult longterm questions regarding the economic management of the monetary union.
• Whether the ECB’s anti-fragmentation instrument is in the end only a “kicking the-can-down-the-road” exercise or a bridge to a new
stable equilibrium will crucially depend on the medium-term growth outlook for peripheral countries, in particular Italy.
• Spread widening that is driven by macro-economic fundamentals would not justify any intervention from the ECB (though they may still
be potentially destabilising). It is “excessive” spread widening that the ECB wants to target.
•

However, distinguishing in real time whether a spread widening is fundamentally justified is not straight forward and will necessary
include a degree of arbitrariness, not least as the assessment of the political development in a country are part of the “fundamental”
assessment.

• One further complicating factor in the assessment of the fundamental level is that past ECB interventions have necessarily affected
peripheral rates. It would be also necessary to quantify this effect in determining the fundamental level

China : Financial Opening
• China has accelerated financial opening from lifting the ceiling on foreign ownership of financial institutions to
expanding Hong Kong's stock and bond connect schemes.

• It has vast implications for the world, given the size of China's financial system.
• China's banking sector is the largest in the world as measured by GDP.
• The growth in banks' assets has long outpaced that of economic growth, rising from 261% of GDP in 2014 to

296% in 2021.
• China's market capitalization for equities onshore expanded from 43% of GDP in 2012 to 80% in 2021, and the
bond market onshore also grew from 48% to 102%. Such ratios are now higher than in Japan and Korea.

• In contrast, the market share of foreign banks has not increased and remained stagnant at 1.4% between 2019
and 2021.
• Of course, it does not mean foreign banks are not expanding in China, especially with the still decent net
interest margin versus the developed world, but the pace is not as quick as that of local banks.

Indian Bond Market : Short term Respite
• Government bond prices snapped a three-week fall in the week. The yield of the 10-year benchmark 6.54% 2032 settled at 7.44% on June 24,
2022, compared with 7.55% on June 17, 2022

• Rally in the bond prices were buoyed by a pullback in global crude oil prices and fall in the US Treasury yields.
• Fresh supply of debt in the gilt auction and profit booking limited further fall in the yields. In the debt sale held on June 24, 2022, RBI auctioned
new government securities (GS) 2024, 7.10% GS 2029, 6.54% GS 2032 and 6.95% GS 2061, totalling notified amount of Rs 33,000 crore.
• India posted a current account deficit (CAD) of 1.2% of gross domestic product (GDP) in fiscal 2022, compared with a surplus of 0.9% in fiscal
2021, owing to a wider trade deficit. For the January-March 2022 quarter, the CAD came in at $13.4 billion or 1.5% of GDP compared with $22.2
billion or 2.6% of GDP in the previous quarter
• Monetary Policy Committee’s June 5-8 meeting minutes highlighted an increased degree of concern among members regarding upside risks to

India’s inflation amid surging commodity prices.
• Retail inflation for farm and rural labourers increased to 6.67% and 7%, respectively, in May, compared with 6.44% and 6.67% in April
• According to RBI data, India’s forex reserves in nominal terms, including valuation effects, rose $30.3 billion in fiscal 2022 vs. $99.2 billion in fiscal

2021

Indian Equity Markets : Relief at last
•

Indian equity indices snapped two-week losses, as a fall in global crude oil prices
eased investors’ worries over inflationary pressures and widening deficits.

•

S&P BSE Sensex and Nifty 50 gained about 2.7% each

•

Things were looking extremely bleak at the start of the week gone by; but

fortunately, the oversold market did get much needed aid from the global
markets.
•

We are back to 15700 which was the recent breakdown point and hence, market
has now entered a corridor of uncertainty

•

In case Nifty manages to close beyond 16100 on 30 June 2022, it will confirm its
quarterly close above ‘5-EMA’ – a significant technical development - whenever
benchmark index closed below this key average on quarterly chart, it has
triggered sizeable correction after that. Last time it had happened in initial covid
period and before that way back in 2011.

•

Range for the week 15400-15900
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