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MARKETS AND FUNDAMENTALS 

A rising chance of an early Fed rate hike, Putin's covert war against Ukraine and Argentina's selective default have contrib-
uted to a significant market correction. Economists know little about positioning, sentiment and the technical factors that 
often dominate the short-term dynamics. But we can assess the fundamentals that shape the longer-term trends. Except for 
one important caveat, these fundamentals don't look too bad. 
 
 

FED RISK? 

No need to worry about the Fed. Of course, central banks can hit markets hard when they have to slay an inflation dragon. 
As they raise rates in order to slow down demand growth, they squeeze equity valuations from two sides. But the Fed has 
no inflation to fight. Helped by muted wage gains, inflation remains under control. Yes, the employment cost index ticked 
up to 0.7% qoq in Q2. But that came after a weak 0.3% qoq in Q1. Taking the last two quarters together, the rise is exactly 
in line with the average of the last four years. While US inflation will likely edge up gradually, we see no sign yet that it will 
do so in a threatening way. As a result, the Fed only has to adjust its policy to the fact that a healing US economy needs less 
monetary stimulus. The Fed will merely react to better news, it doesn't have to spoil the improving US fundamentals. A 
better earnings outlook in an ongoing recovery more than offsets the gradual return of rates and yields to less depressed 
levels. 
 
But won't the prospect of gradual Fed rate hikes lead to a repeat of last year's taper tantrum? Well, markets can correct for 
any number of reasons. But remember one thing about the 2013 tantrum: it hit emerging markets that had gorged excessive-
ly on cheap liquidity from abroad. The Fed had no reason to care about them. The Fed's mandate is the US. And here, the 
process is self-correcting. In the absence of serious inflation risks, the Fed will simply do whatever it takes to keep the US 
economy on an even keel. If the economy expands nicely, it will reduce its no longer needed stimulus. If higher yields, wob-
bly markets or other factors threaten to upset US growth, the Fed simply won't raise rates. 
 
 
CHINA LOOKS SAFE 

No need to worry about China. It hasn't had the hard landing which excitable pundits have predicted for four years running, 
and it won't have in the foreseeable future. If anything, the data suggest that the managed rebound after a little wobble at the 
turn of the year could be a little stronger than we had expected. Not everything is pretty, and the transition to a new stage of 
development is fraught with some risks. But with forex reserves of almost $4trn and a private savings rate of 40%+ in a 
largely state-directed financial system, China has the means to deal with any hiccup, as it has shown again over the last six 
months. And, yes, Argentina is a very special case, mired in a misery it has brought onto itself with exceptionally incompe-
tent economic policies for an exceptionally long time.  
 
 

EURO CRISIS OVER 

The systemic euro crisis is over, Spain is growing at least as fast as Germany and the ECB has the tools to cope with all 
potential risks. As economists, we do not know how bad Espirito Santo may be. But we do know that the Eurozone by now 
has a well-oiled machine to deal with any issues that Espirito Santo or other event risks may still throw up. Contagion con-
trol is working. 
 
Yes, inflation in the Eurozone is very low, at just 0.4% in July. But next-door Switzerland has lived happily with an average 
inflation rate of exactly 0% in the last five years. In Spain, an occasional dip of inflation into negative territory did not pre-
vent the economy from expanding at an annualised 2% clip in the first half of this year, helped by some rebound in con-
sumption. Instead of delaying purchases, consumers are taking advantage of the rise in real incomes courtesy of lower ener-
gy prices and rising employment. And the potentially adverse effect of unexpectedly low inflation on long-term debt dynam-
ics is more than offset by very low financing costs for the once vulnerable countries at the euro periphery. Low inflation has 
eroded the Bundesbank’s resistance to a more aggressive ECB stance and strengthened the credibility of the ECB safety net 
for vulnerable countries. 
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THE PUTIN RISK 

Will he wage open war against Ukraine, causing a confidence shock across core Europe and sending his own Russian econ-

omy into a deep recession? This is the risk we have monitored closely for five months running. So far, it has materialised 

only in a very mild form. The more exposed countries of core Europe, especially Germany and Austria, are suffering a drop 

in business confidence. But they can stomach that setback easily. The less exposed Euro periphery seems largely unaffected. 

In addition, consumer confidence across the Eurozone has remained resilient.  

 

Other geopolitical risks would hit the Western economies largely through higher energy prices. Thanks to US fracking, the 

risk of a major spike in energy prices looks lower than usual in an economic upswing. 

 

Putin remains the big tail risk out there. That does warrant some caution and possibly some risk aversion. But it would not 

bring back the euro crisis. If Putin causes much bigger trouble than he already has, it would strengthen rather than weaken 

the cohesion of the Eurozone, and it would affect the core much more than the periphery. 

 

Markets can correct for any number of reasons. Economists have little to say about the triggers and the potential depth and 

length of such corrections. But all in all, the longer-term fundamentals still look supportive - despite Putin.  
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