
Russia-Ukraine makes central banks think twice 
about hikes

Risk sentiment chopped and changed throughout the week as all eyes remained on
Russia-Ukraine developments. Russian forces intensified their aggression in the earlier
parts of the week, while at the same time Russia told Ukraine it is ready to halt military
operations "in a moment" if Kyiv meets a list of conditions. This list includes the
recognition of Crimea as Russian territory, and of the separatist republics of Donetsk and
Lugansk as independent states. This was a milder set of demands than previously, which
included a complete demilitarisation of the nation and assurances that they wouldn’t
seek to join NATO and the EU, and helped stabilise risk sentiment to some degree.
Following signs of de-escalation from the Kremlin, comments from Kyiv suggested that
government officials are open to discussing Russia's demand of neutrality as long as it's
given security guarantees, but won't surrender a "single inch" of territory. Upon the
response from Kyiv, markets took the developments as signs for possible diplomacy,
allowing for risk-on currencies like SEK, NOK and the euro to partially recover.
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Despite signs of potential diplomacy, the West continued to impose further sanctions on
financial institutions and oligarchs this week, while both the US and UK will ban Russian
oil imports in an attempt to deprive Russia from crude revenue. Both nations are moving
forward on sanctions without the EU, which is more dependent on energy imports from
Russia. The dependency of these nations on Russia’s energy supply paved the way for
discussions about further supranational debt issuance in the EU to finance energy and
defense spending. The headlines around such policies helped the euro rise from the
ashes earlier this week, with markets awaiting the final decision from Versailles towards
the end of this week. On Thursday, the European Central Bank helped EURUSD climb
even higher and above the 1.11 handle after they opted to speed up their QE taper.
However, relevant caveats to the tightening of monetary policy, highlighted throughout
the Bank’s communications, saw traders fade the rally and send the pair back into recent
ranges.

Next week, decisions by the FOMC and the BoE are set to show 
similar caution as the ECB, however, both central banks are still 

expected to hike interest rates by 25bps. 

A smaller direct growth shock from the war in Ukraine, and surging inflation along with
rapid labour market recoveries, will allow the central banks to pursue further tightening.
However, the inflation shock has ruled out more substantive tightening at this point. The
inflation shock is likely to see the Central Bank of Brazil hike rates next week, while the
CBRT will most probably be reluctant to tighten policy - even if markets think they
should.

https://www.monexeurope.com/news-analysis/in-depth-analysis/euro-jolts-above-1-11-as-ecb-surprises-markets-with-hawkish-move-despite-war-in-ukraine/
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Calendar (all times GMT)

Monday – 14/03

07:00 Sweden CPI MoM (prev -0.5%) and YoY (prev 3.7%) for February

12:00 Bloomberg Nanos Confidence weekly survey for Canada

13:00 Russia Trade Balance for January (est 19.5bn, prev 26.7bn) 

Tuesday – 15/03

00:30 RBA meeting minutes 

02:00 China Industrial Production for February (est 4.1, prev 9.6%)
China Fixed Assets ex rural YTD for February (est 5.0%, prev 9.6%)

07:00 UK labour market data
Unemployment rate 3M YoY for January (prev. 4.1%) 
Payrolled employment change for February (prev 108k)

January’s labour market data out of the UK is likely to show a continued uptick in
employment as vacancies remain elevated across all industries. However, the Bank of
England is likely to continue taking some comfort in the fact that wage growth will remain
moderate, especially with respect to inflation. With total hours worked still 25.5m below
2019 levels, employers still have capacity to increase production without necessarily
hiring, however, the impact of Omicron on staff availability is likely to restrict the rebound
in total hours worked in January. Payrolled employees for February is likely to be more
instrumental for markets given the smaller lag in the data. While of interest to
economists, the latest batch of employment figures are unlikely to move the needle for
the BoE later on in the week.

07:45 France final CPI for February MoM (prev 0.7%) and YoY (prev 3.6%)

09:00 Poland CPI for February MoM (prev 1.9%) and YoY (9.2%)

10:00 Germany ZEW Survey 6-month expectations for March (prev 54.3)
Germany ZEW Survey current situation index for March (prev -8.1)
Eurozone ZEW Survey 6-month expectations for March (prev 48.6)
Eurozone industrial production for January (prev 1.2%)

12:15 Canada housing starts for February (prev. 230.8k)

12:30 US PPI MoM for February (est 0.8%, prev 1.0%)
Canada manufacturing sales MoM for January (prev 0.7%)

23:50 Japan trade balance for February (prev. Y2193.5b)

Wednesday – 16/03

04:30 Japan industrial production MoM (prev -1.3%), YoY (prev -0.9%) for January, final 

09:00 Italy CPI EU Harmonised YoY for February, final (prev 6.2%)
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11:00 US MBA Mortgage Applications for March 11th 

11:00 South Africa Retail sales MoM (prev 1.5%) and YoY (prev 3.1%) for January

12:30 US retail sales MoM for February (est 0.4%, prev 3.8%)
Canada CPI YoY for February (prev 5.1%)

13:00 Poland core CPI for February MoM (est 0.7%) and YoY (6.3%)

18:00 Federal Reserve rate decision (est 0.50%, prev 0.25%)  - more on this below 

21:30 Brazil Central Bank Selic rate (est 11.75%, prev 10.75%)

The BCB is expected to raise rates by a further 100bps in response to the latest
inflation shock. With domestic inflation already at 10.38% YoY, real rates were only just
positive in February, but with a further inflation shock since the last meeting coming from
international commodity prices, the BCB is likely to embark on another larger interest rate
hike next week.

21:45 New Zealand Q4 GDP QoQ (prev -3.7%) and YoY (prev -0.3%)

23:50
Japan core machine orders MoM (est -2.0%, prev 3.4%) and YoY (est 0.9%, prev
11.6%) for December

Thursday – 17/03

00:30 Australia labour market data for February
Employment change (est 40.0k, prev 12.9k)
Participation rate (est 66.4%, prev 66.2%)
Unemployment rate (est 4.1%, prev 4.2%)

07:00 Sweden unemployment rate for February (prev 8.3%)

09:30 ECB Lagarde speaks in Frankfurt on “the ECB and its watchers XXII”, with ECB 
Chief Economist Philip Lane set to speak on the topic at 10:15. 

10:00 Eurozone CPI Feb Final YoY (prev 5.1%) MoM (prev 0.9%)

11:00 Central Bank of the Republic of Turkey one-week repo rate (prev 14.00%)

The CBRT is up for a challenge on Thursday as the war in the region has only further
exacerbated fears around inflation, while inflation had already surged to 54.4% YoY
even before Russia invaded Ukraine. President Erdogan’s mantra to keep rates low to
promote a disinflationary environment - something that is widely questioned by
economists - may have to be put on the back burner as long as the uncertainties around
the war remain this high. We therefore expect the CBRT to hold rates steady at 14.00%
next week. Any other central bank would have likely hiked rates at this stage, however,
given the CBRT’s preference for lower rates this is unlikely to happen.

12:00 Bank of England Bank Rate (prev 0.5%) - more on this below

12:30 US housing starts for January (est 1700k, prev 1638k)
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12:30 US jobless claims 
Industrial production MoM for February (est 0.5%, prev 1.4%)

23:30 Japan YoY CPI for February (est 1.0%, prev 0.5%)

Friday – 18/03

- Bank of Japan policy rate (prev -0.1%) and 10-year yield target (prev 0%) 
No time given

07:00 Sweden unemployment rate for February (prev 8.3%)

09:00 Poland employment for February MoM (prev 1.5%) and YoY (prev 2.3%)

10:30 Central Bank of Russia Key Rate

The Central Bank of Russia is scheduled to announce its latest policy decision on
Friday following an inter-meeting emergency rate hike on February 28th that brought the
Key Rate from 9.5% to 20%. While expectations haven’t been submitted by economists
just yet, we think it is unlikely that the central bank will conduct another large scale
interest rate hike given the bifurcation of offshore and onshore RUB markets due to the
sanctions levied. Domestically, macroprudential measures have been installed to stop
bank runs and onshore demand for FX, and therefore the impact of additional rate hikes
are likely to be muted.

12:30 Canada retail sales for January MoM (prev -1.8%)
US existing home sales for February (est 6.10m, prev 6.50m)

Fed preview

FOMC to hike rates by 25bps, but FX traders’ eyes are on the dot 
plot

Since the Federal Reserve’s December meeting, investors have started to bet on a
steeper path forward for the federal funds rate as the US economy is showing more signs
of the progress that Fed officials said would be needed to tighten policy. The Fed is set to
begin its walk along the tightening tightrope on Wednesday as it attempts to fulfil its
sometimes misaligned dual mandate of maximum employment and price stability,
consistent with an average inflation target of 2%. We expect the Fed to begin the latest
tightening cycle with a 25bp hike, in line with market pricing. Economic data since the
FOMC’s last meeting clearly warrants such a move, with the labour market at perhaps its
tightest level in US history, and inflation blazing at a 40-year high.

Payrolls showed the US added 467k jobs in January, exceeding economist expectations
by a factor of almost four, followed by another upside surprise of 678k jobs in February.
Employers posted 7 job openings for every 100 people in the labour force in January, just
shy of the 7.1 figure from the month prior that was the highest in the history of the JOLTS
survey. Coupled with the low unemployment rate, high labour demand has helped fuel
wage gains, with hourly wages up 5.1% on a year-over-year basis in February.

https://www.monexeurope.com/news-analysis/in-depth-analysis/feds-sensitivity-to-inflation-overshoot-begins-to-show-as-3-rate-hikes-signalled-next-year/
https://www.monexeurope.com/news-analysis/in-depth-analysis/north-american-labour-market-reaction/
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On the supply side, labour force participation is rising steadily, having now recovered two
thirds of the losses it suffered during the COVID-19 recession. While there is speculation
of hidden capacity within the labour market, the gradual rise in the participation rate
hasn’t cooled wage growth just yet.

At the same time, inflation ratcheted up to 7.9% YoY in February, quadruple the rate that
would keep Fed Chair Jay Powell’s cardiologist happy. As headline inflation continued to
grind higher over the past quarter, the Fed has gradually distanced itself from a view that
price pressures are transitory, given that nearly all subcategories of inflation have
substantially risen. By doing so, the Fed gave markets the green light to start expecting
faster policy normalisation. While inflation data initially led markets to start pricing in a
50bp hike in March, these expectations were trimmed back to 25bps after Fed officials,
including Chair Powell when testifying to Congress, talked down the possibility.

The Russia-Ukraine war also played a role by increasing uncertainty and 
souring global growth prospects, although we believe the war will have a 

smaller effect on the Fed than on other central banks because of the 
United States’ limited trade ties to Russia and Ukraine.

With markets now settled on the Fed hiking rates by only 25bps, the focus for
Wednesday’s meeting won’t be the policy rate itself, but rather the Fed’s forward
guidance on the future path for rates and plans to reduce the balance sheet. A fresh dot
plot, which will be released alongside the decision, will indicate how Fed officials’
expectations for the rate path have changed since December. Plans to shrink the Fed’s
asset holdings will be less cut and dry, given the uncertainties around Russia-Ukraine and
the conflict’s impact on commodities, as well as the global and US economies. We
expect the Fed to lay the foundation for a start to quantitative tightening in mid-2022, at
which time the Fed Funds Rate target should be roughly ½ to ¾ of a percent. Guidance,
however, will be kept vague enough as to avoid binding the Fed’s hands, similar to the
ECB’s professed mantra of maximum flexibility and optionality.

Russia-Ukraine means more caution is on the table, but the dot plot 
should still show substantive changes

Since the January meeting, several FOMC members have openly voiced their preferred
sizing for smaller rate hikes. Chair Powell and Presidents Barkin, Bostic, Daly, Harker,
Mester, and Williams all opted for a 25bp hike, while Bowman, Bostic, Bullard and Waller
clamoured for more. Most FOMC officials have expressed concern about rising inflation,
both actual and expected, and several have highlighted the historic level of labour
market tightness. A few members, including Jerome Powell, stressed the upside risks to
inflation and downside risks to growth posed by the Russian invasion, but a lack of further
escalation on the war front is building a case for the Fed to adjust the dot plot
substantially higher than the December’s projections regardless. The December dot plot
predicted three rate hikes in 2022, while OIS markets, which are speculative in nature, are
now expecting seven hikes, which would translate to a 25bp rate hike every single
meeting this year. We expect the changes to the dot plot to predict around five rate hikes
this year, with risks tilted to the upside if more hawkish members would indicate larger
moves based on the inflation outlook.

https://www.monexeurope.com/news-analysis/in-depth-analysis/us-inflation-highest-since-january-1982-but-markets-unfazed/
https://www.monexeurope.com/news-analysis/in-depth-analysis/euro-jolts-above-1-11-as-ecb-surprises-markets-with-hawkish-move-despite-war-in-ukraine/
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Despite showing his preference for a 25bp rate hike, Powell also stated during his
testimony that a 50bp rate hike still is possible during the cycle, if inflation continues to
spike. There is a large tail risk attached to that view, however, as right now it is unclear
how bad the war will get and what the longer-term implications will be for the global
economy. While the scenario of a global recession at the moment is one of the more
extreme predictions, uncertainties still highlight the risk. On balance, the Fed is likely to
show somewhat more caution and dovishness as a result of the war in Ukraine, but the
dot plot should still show substantive increases to the individual projections.

With QE halted, focus shifts to reducing the Fed’s balance sheet

After speeding up the pace of QE tapering, March signifies the final month of the Fed’s
balance sheet expanding. Now, with the effective fed funds rate set to start rising over
the course of the year, markets will turn their focus towards further normalisation in the
form of quantitative tightening. While conditions are significantly different to the last
recovery, it Is worth reminding ourselves of the Fed’s previous playbook.

Back in 2017, three years after the last net purchase under the QE programme and with
interest rates sitting within a 1-1.25% range, the Fed began to unwind its footprint in the
fixed income market by ridding itself of the treasuries and mortgage backed securities
(MBS) it accumulated after the financial crisis. At the time, the Fed followed a “cap-and-
roll” approach, reducing its balance sheet by a fixed nominal amount (the “cap”) each
month. If the value of the assets maturing that month exceeded the cap, the Fed would
re-invest the excess. If that value fell short of the cap, the Fed conducted active sales in
the secondary market such that a smooth nominal amount of liquidity was withdrawn
from bond markets. The nominal size of the Fed’s monthly withdrawals was gradually
scaled over the course of the two-year window. The Fed initially started by allowing $6bn
in USTs and $4bn in MBS to roll-off per month, with the pace ramping up to a peak of
$30bn in USTs and $15bn in MBS. In 2018, signs were there that the Fed had removed too
much liquidity from the system as money markets started to become jittery. Following a
near 16% drop in the S&P 500 index over the three weeks of December 2018, the Fed
blinked and abandoned a scheduled interest rate hike in January, while it phased out QT
in March 2019.

This time around, the larger 
size of the Fed’s balance 

sheet and the introduction of 
a standing repo facility are 

likely to lead to a softer 
landing for the Fed. 

Created in July 2021, the permanent repo facility,
which allows market participants to lend
securities at the Fed Funds rate plus 25bp in
exchange for cash, should stop liquidity
concerns arising in the repo market. Additionally,
the reverse repo facility currently holds $1.6tn in
excess liquidity, which could be used by money
market investors to absorb any new bill issuance.

With mechanisms in place to mitigate the market reaction to QT, the question is when the
Fed will announce the reduction of its balance sheet. Given previous preference for rates
to rise about the effective lower bound before QT takes place and the Fed’s stance on
forward guidance, we don’t expect Powell to announce the reduction of the balance
sheet at Wednesday’s meeting. Recent funding strains in unsecured lending markets
confirm this view. However, Powell may use the meeting to guide markets towards the
introduction of QT at a later date.
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With the initial phases of the process unlikely to cause much market disruption, we think
the Fed will introduce QT earlier into its hiking cycle than previous, with the effective
funds rate around 0.5-0.75%. Additionally, we expect the Fed to conduct larger nominal
balance sheet reductions, owing to the increased size of its footprint in the market. Based
on our analysis of cap sizing relative to the Fed’s balance sheet and total market depth in
the last QT cycle, this cycle’s cap will likely be contained between a range of $10bn and
$70bn per month for USTs alone.

Treasuries 
rolling off the 
Fed’s balance 
sheet likely to be 
capped between 
$10bn and 
$70bn

Bank Rate to rise to 0.75%, but the devil will be in the detail

The Bank of England will face a trade-off between tackling inflation and the uncertain
growth implications of the war in Europe at Thursday’s meeting. On the one hand, the
global economic backdrop has become vastly more inflationary since the Bank’s
February meeting, suggesting further tightening is warranted. On the other hand, rising
inflation pressures, especially in price inelastic goods, are likely to stifle economic activity
further during a period where household real incomes were already set to fall at the
fastest pace on record. With MPC members yet to discuss the likely implications of the
war in Ukraine on the UK economy publicly, Thursday’s meeting has the potential to take
three forms. Firstly, MPC members could vote in favour of holding rates at 0.5%, owing to
the economic uncertainty and increased market volatility at present. Secondly, the Bank
could continue along its tightening path by embarking on another 25bp hike to bring the
Bank Rate to 0.75% in order to keep inflation expectations anchored. And finally, rates
could be raised by 50bps to 1.00% as inflation is now set to track even higher than the
February projections. After all, four of the nine members did vote for a larger hike back in
February.

Despite the policy options at the Bank’s disposal, we have a high conviction in our call
that the Bank will raise rates by a further 25bps on Thursday. Although recent events
have inflicted both a growth and inflation shock to the Bank’s February forecasts, we think
the Bank is likely to prioritise the inflation impact this early on. The direct growth shock
from commodity supply, the tightening of financial conditions, and trade with Russia are
set to be limited.
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The second-round growth effects will naturally take time to filter through into economic
activity data, suggesting growth considerations are a problem for future meetings.
January’s strong GDP data further supports such a stance. Instead, the Bank will be more
concerned in tackling high and rising inflation, especially as the reaction in commodity
prices poses a more direct and measurable impact to headline CPI. Although the cap to
consumer energy prices has already been announced for April, the recent inflation shock
will still pass through to non-utility energy prices, such as petrol and diesel, along with
producer utility prices. This inflation shock comes at a time when medium-term inflation
expectations were already de-anchoring, and while there are no visible signs of
employees bartering for higher wage adjustments in response to rising inflation as of yet
in the data, MPC members are likely to remain concerned about possible second round
effects of rising inflation data. By raising the Bank Rate by 25bp, MPC members will take
comfort in that by tightening policy they are signaling to markets that they will act on
rising inflation pressures to bring headline CPI back down to target in the medium-term.
Meanwhile, by altering policy by such a small increment, the corresponding tightening of
financial conditions is unlikely to weigh too much further on the UK’s economic growth
profile, especially as rates markets have already adjusted for such actions.

Given the level of uncertainty in the near-term macro outlook, the Bank may opt to drop
their calendar-based forward guidance by removing reference to it being appropriate to
tighten policy further in the “coming months”. This would be a dovish surprise as it shows
an increased likelihood of a pause in the hiking cycle at May’s meeting. However, the
voting split could offset this. Given the results of February’s BoE/Ipsos inflation attitudes
survey, which saw 2-year and 5-year inflation expectations rise from 2.4% to 3.2% and
from 3.1% to 3.3% respectively from November’s poll, the MPC’s voting pattern may be
skewed again towards a larger rate hike. While this is unlikely to be indicative of a 50bp
hike in May under the current outlook, it will show increased appetite for a continuation in
progressively tightening policy. Hawkish members of the MPC will only be further
emboldened by the fact that the poll results were collected prior to the war in Ukraine,
suggesting current inflation expectations are even higher than the data suggests. There is
a risk that the latest data could result in a 50bp rate hike. While we think the probability of
such a move is low, rising inflation expectations and the possibility of the wage-price
spiral forming ahead of May’s meeting will be a major concern for some members. In
response to Friday’s data, we think markets are underpricing such a scenario with a
probability of just 4%. Instead, we think the risk of a larger rate hike is closer to 10%. Short-
term interest rate markets may adjust closer to our estimated probability next week
should next week’s labour market data for January provide a strong reading.

Instead, most of the growth impact from the war in Ukraine is set to filter 
through via higher international energy prices, which at current levels will 

destroy demand over time, lower consumer and investor confidence, 
and reduced trade with the eurozone in coming quarters.

With markets pricing in a 25bp hike already from the BoE, 
much of the market reaction will be determined by the level of 

forward guidance in the statement and minutes.
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Even more likely than a larger rate hike is more hawkish tones within the meeting
minutes, with members stressing their concerns of runaway inflation expectations. This
could embolden market pricing the year-end interest rate, which currently sits at 2%. This
would be a stark shift in tone from the Bank’s February meeting where core MPC
members including Governor Bailey stressed that market pricing was too aggressive.

The scenario where the Bank of England holds rates at 0.5% is the least likely in our
opinion. Despite the growth risks, the need for the Bank to at least look like they’re
tackling inflation is too great given current inflation expectations and therefore attach a
5% probability that this scenario occurs. There is, however, a material risk that the Bank
pauses its hiking cycle further down the line, potentially in May once their information set
is greater and the growth risks of tighter policy are more visible. At which point, under our
expectations, the Bank Rate will be at 0.75% - a psychological level for policymakers
given it was the peak of the previous hiking cycle.

BoE has a history of hiking rates when inflation expectations show signs of 
disconnecting from target. With current inflation set to continue rising north of 8%, the 
BoE will want to keep 5Y inflation expectations well anchored

* Light blue shaded area represents when the BoE cut rates, dark blue when they hiked rates
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