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e US markets tend to underperform after Fed rate hikes begin (link)

e Markets are predicting a very shallow Fed rate hike cycle (link)

e Mexico surprises with 50 bps rate hike (link)

e Turkey intervenes again in FX market as currency hits new low (link)

e Special Feature: Fiscal and Monetary Policy Interactions in US Money Markets
(attached)

e Special Feature: Corporate Earnings Monitor (attached)

The GMM is going on its holiday break and will return on January 10t
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Markets end turbulent week in a bleak mood

US equity futures are lower and European markets are in the red as the omicron variant continues
to gain momentum, dashing hopes for an end to the global pandemic. Travel restrictions are being
reimposed in Europe and other parts of the world, heightening worries about the potential impact on local
economies due to the importance of tourism revenue during the northern hemisphere winter. Meanwhile, a
week packed with central bank news delivered more headlines, with the Bank of Japan remaining highly
accommodative but Mexico surprising markets with a 50 bps hike to counter inflation and Turkey intervening
in the FX for the fifth time as its currency hit yet another all-time low. The Chief Economist of the Bank of
England made it clear that more rate hikes are on the horizon. As global markets head into the holidays,
prospects for 2022 remain very unclear. Continued uncertainty about the virus, economic challenges and
tightening central banks make for an uncertain new year.

Key Global Financial Indicators

Last updated: Level Change from Market Close
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Equities % %
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FX / Commodities / Volatility %
EM FX vs. USD, (+) = appreciation A e 51.3 -0.5 _
Dollar index, (+) = $ appreciation st 06,1 0.0 0 0 7 7
Brent Crude Oil (S/barrel) g e 73.6 -1.9 -2 -8 43 42
VIX Index (%, change in pp) whte it 21.5 1.0 3 4 0 -1

Colors denote tightening/easing financial conditions for observations greater than 1.5 standard deviations. Data source: Bloomberg.

Previous editions of the GMM and Special Features are available in our Online Archive. 1
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United States

US markets tend to underperform six months after the first Fed rate hike, based on data compiled
by Morgan Stanley going back to 1980. The exception is the US investment grade (IG) bond market.
Emerging markets get the biggest boost once the hiking cycle gets underway after underperforming in the
months leading into the first hike. The dollar tends to rally into the first hike before weakening afterwards.
As can be expected during a rate hike cycle, Treasuries deliver very negative returns.

Asset Returns vs. Average Six Months After First Fed Rate Hike
Source: Morgan Stanley

S&P 500 +1.00%
Euro Stoxx 50 +1.30%
MSCI Emerging Markets +9.60%
Dollar Index DXY -4.80%
10-year Treasuries -3.70%
10-year Bunds 1.7%
US IG (excess return) +60 bps
EU IG (excess return) +30 bps

Markets are predicting a shallow path for the upcoming Fed rate hike cycle, in contrast to previous
cycles. Even the 2015-2108 cycle looks extreme compared to current market expectations. The eurodollar
futures market is pricing in less than 150 bps of hikes and the Fed is expected to be largely done by the
end of 2024. Such an outcome presumes that the Fed is able to rein in inflation with just a few rate hikes.
Although the US inflation derivatives market has marked down the perceived risk of inflation in recent days,
many contacts think the risk is much higher than markets seem to expect. They think the market is too
complacent, and that the Fed may have to hike much more aggressively, potentially sparking a market
meltdown. On the other hand, if the economy is so weak that the Fed has to end its hiking cycle quickly,
the stretched levels of current asset valuations may no longer be justified. The consensus is for a strong
recovery that keeps the market rally going, but if that does not occur, markets could face a major reversal
as valuations readjust.

Exhibit 7: Rate fikes during the previoss rate hiking cycles
Premiums on Syr US Inflation Caps (basis points)
Past Fod Hlkl_ng Cycles _ Source: Bloomberg and IMF Staff Calculations
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US PMI data highlight the risk of growing inflation, as delivery times have not improved and
manufacturers are running down their inventories to meet strong consumer demand. Although
December PMIs were slightly lower than forecasts, they remain in strong expansionary territory. The input
price index hit a new record high of 77.4. This points to continued problems with the supply chain in the
months ahead.
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Figure 1. Supplier delivery times are not improving for the large Figure 2. Finished goods inventories continue to decline
majority of surveyed firms
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A wave of upgrades of companies from high yield (HY) to investment grade (IG) has already begun,
and Bank of America forecasts that there will be a further $70 bn over the next 12 months. Companies
that are upgraded from HY to |G are known as “rising stars.” Stronger business conditions have led to
higher profits and greater reserves of cash, improving the balance sheets of many companies. Despite
current worries about the omicron variant, most analysts expect another strong year in 2022 for many US
corporations. Credit spreads on many of these companies have tightened in anticipation of these upgrades,
and companies that have already been upgraded have seen significant outperformance in terms of credit

spreads.
Figure 1: The wave of upgrades to IG has started Figure 2: Our indicator points to $70bn of rising stars next 12M
The volume of rising stars accelerated to $23bn in November from $16bn in Our upgrade indicator increased to $110bn currently from $78bn at the start
Octoberand S3bn in September. of the year.
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Source: BofA Global Research
BofA GLOBAL RESEARCH
Euro Area

European bond yields were lower by another 1-3 bps this morning. German bunds have reversed all
the post-ECB announcement gains while Southern European spreads remain around 4-5 bps wider still.
Market pricing for rates tightening is also almost unchanged as compared to pre-ECB with roughly 10 bps
priced in for the of 2022 and another 20 bps for 2023. While many analysts brought forward their rate
hike expectation into late 2023 in their post-meeting reviews, market pricing remains notably more
hawkish. On the data front, the Germany IFO survey surprised to the downside today as current
assessment as well as expectations gauges fell by more than expected with the 4t wave of the pandemic
hitting business confidence.
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Southern Europe 10-year bond spreads
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United Kingdom

Bank of England Chief Economist Pill confirmed that Bank of England Policy Pricing
further rate hikes are coming, and the central bank is
uncomfortable with the current level of inflation and
well as accumulating evidence of more domestically
generated price pressures. Economist have mostly
marked-to-marked their policy rate outlooks with most
expecting three 25 bps hikes in 2022. In terms of market
pricing, the forwards shifted to reflect a somewhat more " oec Dec-22 Dec23 Dec.24
front-loaded hiking cycle while cumulative pricing was little changed.

0.20 ——Pre-meeting ——Post-meeting

Japan

Bank of Japan (BOJ) prolongs COVID lending aid to small firms. At its final meeting of 2021, the BOJ
extended loan assistance program for small businesses for six months to September 2022. Other pandemic
support programs will end in March 2022 as scheduled; these include COVID lending aid for large firms
and housing loans, and purchases of commercial paper and corporate bonds. Otherwise, key policy
parameters were left unchanged (short-term rate: -0.1%, 10-year JGB yield target: 0%). Governor Kuroda
said normalization was not in sight for the BOJ. He stated that Japan has no inflation compared with other
countries, as companies are reluctant to pass costs to customers, Bloomberg reports. BOJ will gradually
reduce holdings of corporate bonds and commercial paper on its balance sheet. It will take about five years
to return to pre-COVID level of around ¥5 tn ($44 bn).

USD/JPY and comments by BOJ governor Kuroda

The yen's precious excessive

strength has been corrected
\deally, forex rates should be The yen is unlikely to weaken further (on real
130 stable, reflecting the economic | elfective exchanga rate basis)

and financial fundementals The current JPY weakness is
“cerlainly positive” for the economy

Further yen weakness would be
a posilive for the Japanese
| economy

Higher USD/JPY '

2012 2m3 2014 2015 2016 20!z 2018 209 2020 2021

Source: Bloomberg, Nomura

Emerging Markets back to top

In EMEA, equities were mixed, while the rand outperformed. Asian equities were lower and currencies
were mixed. In South Korea, the central bank said it will continue to normalize policy. Governor Lee Ju-
Yeol did not rule out an interest rate hike in 1Q 2022 but stressed the decision will be driven by domestic
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conditions rather than Fed policy. Most Latin American markets were higher, with Chile leading the way as
local polls showed a shrinking lead for the leftist candidate.

China
China raised the quota for domestic Encouraging Outflows

China grants more quota for onshore investors to buy foreign assets
investments in offshore assets to a new record.  =uu ais bonsssc mstwonst svestariom savens quea
The quota under the Qualified Domestic 160
Institutional Investor (QDII) scheme was increased
to a record $157.5 bn, up by $3.5 bn from
November. Some analysts view the move an effort

to cool recent appreciative RMB pressures.
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Meanwhile, the property sector remained under
pressure. S&P followed Fitch and assigned a ki 1 L L 1 18 11 11 1}
“selective default” rating to Evergrande. The Move ... cie swte aaminisestion o raret ooee e 202 org B
can trigger cross defaults on the developer’s

$19.2bn dollar debt. Guangzhou R&F's long-term issuer rating was downgraded by Fitch to C from B- and
by Moody’s to Caa2. Shimao lost its investment-grade status after Fitch downgraded it to BB from BBB-.
Separately, China announced a 1.46 bn yuan ($230 mn) local government special bond quota for Q1 2022.
The move reflects China’s determination to spur growth via public infrastructure investment, according to
analysts. Meanwhile, analysts expect the government to target a GDP floor of 5%.

Mexico

Mexico’s central bank surprised the market by T T s

raising the key rate by 50 bps to 5.5% oOn  Mexico's central bank raises borrowing costs amid quickening inflation
Thursday, the biggest rate hike in nearly five years. i s

Mexico’s annual inflation reached 7.37% in e ’
November, a two-decade high. Although lower than G i i 30
Brazil’s, it exceeds the price growth seen in Chile,

Peru, and Colombia. The target inflation rate for

Banxico is 3%, plus or minus 1 bps. Another reason e =
for the hike was the tighter global financial conditions L | ] L
driven by the Fed and ECB. Banxico’s decision sent M,AD..MMJ..,‘.«JLMWLD ST a.m::erg.
the Mexican peso rallying more than 1.1% past its 50-

day moving average.

Russia

The Central Bank of Russia increased it policy
rate by 100 bps to 8.5% as expected. The CBR Russia: CPI, policy rate and pricing

%

also signaled potential further tightening, noting that 12

inﬂation riSkS are markedly t|lted tO the UpSide. “ Russia 9x12 Forward Rate Agreement ====Headline CPI, y/y ====Policy rate
Analysts note that while the rhetoric remained .

hawkish, the tone was seen as slightly softer given —

the central bank’s improved view on supply chain ? _’_'_'l_’

disruptions. Contacts note the possibility that the *
end of the hiking cycle has been reached if inflation 2
continues to show signs of easing. The market 0

Mar 2021 Jun 2021 Sep 2021 Dec 2021

Source: Bloomberg and IMF calculations

continues to price in further hikes in the current
cycle, with the start of the rate cutting cycle seen in
the second half of 2022.
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Turkey

The Turkish central bank intervened in the FX market for the fifth time this month after the Turkish
lira fell to a new record low of 17.13 per dollar this morning. The currency reversed some losses after
the intervention to trade at around 16.80. The lira has weakened despite the central bank hinting that the
easing cycle has come to an end following yesterday’s 100 bps rate cut. In other news, the President
announced yesterday that the minimum wage will increase by 50% to address inflation. Turkey’s equity
index is up 17% this week, on course for its best weekly performance since the 2008 financial crisis
according to Bloomberg, as investors are reportedly using equities to protect their savings against the lira’s
depreciation and high levels of inflation. Analysts at ING expect inflation to maintain its uptrend in the
near term, possibly exceeding 30% in the first half of 2022.

Turkey: Equity market and currency
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Source: Bloomberg and IMF calculations
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Colors denote tightening/easing financial conditions for observations greater than +1.5 standard deviations. Data

source: Bloomberg.
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Colors denote tightening/easing financial conditions for observations greater than +1.5 standard deviations. Data source: Bloomberg.
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