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Stock Market Sees Volatility due to Inflation

Inflation accelerates further in April but jobs growth slows

The headline consumer price index (CPI) rose 4.2% year-on-year in April, while the core
CPlrose 3.0%, both beating market expectations. April’s accelerating inflation was mainly
due to a 25.1% growth in energy prices as a result of the base effect. Meanwhile, the
global microchip shortage slowed the production of new cars and contributed to a price
surge in used cars.

Despite the falling number of new Covid-19 cases and an ongoing relaxation of business
restrictions, jobs growth slowed significantly in April. Nonfarm payrolls only rose by
266,000 jobs in April, far below the market expectation of 1 million new jobs. Non-farm
jobs were still down by 8.2 million from their pre-pandemic level of February 2020. At
the same time, the unemployment rate also rose slightly to 6.1%, up from 6.0% in the
previous month. However, retailers and restaurant operators have been facing a huge
labour crunch, with Under Armour raising wages for hourly retail workers to USD 15, and
McDonald’s raising hourly wages by about 10% on average. High unemployment benefits
are partially blamed for the manpower shortage.

Although Federal Reserve (Fed) officials generally reckoned that the current surge in
inflation momentum is transitory, the April meeting minutes reveal that several
participants said it might be appropriate at some point in upcoming meetings to begin
discussing a plan for adjusting the pace of asset purchases, as long as the economy
continued to make rapid progress toward the committee’s goals.

Going forward, as reopening progresses and consumer demand rebounds, inflationary
pressure will intensify. If the disruption in supply chains is prolonged, inflation may pick
up faster in the longer run. For example, although current market expectation is that the
US annual CPI growth will ease to 2.3%in 2022, down from 3.0% in 2021, the bond market
has been factoring in higher inflation over the next few years. The 5-year breakeven
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market expectation.
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volatility as markets
fear the Fed may taper
off asset purchases
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%+ US dollar continues to
weaken as low interest
rates are expected to
remain in place in the
short run despite
higher inflation.
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inflation rate, which is calculated as the difference between the yield of a nominal
Treasury and the yield of a Treasury Inflation-Protected Securities (TIPS) with a similar
maturity, stood at 2.595% as of 28" May, implying that market participants expect
inflation to average at a similar level for the next five years. The higher inflation
expectation may prompt the Fed to reverse its monetary policy earlier than expected.

Equity market sees volatility as inflation concerns intensify

The higher than expected inflation reading triggered concern that people’s purchasing
power could be crippled, potentially prompting the Fed to begin tapering off its asset
purchase programme and raising interest rates before the economy fully recovers.
Higher interest rates will likely have the effect of cooling returns in the equity market,
especially from tech stocks, where exacerbated falls have been seen recently due to the
large price volatilities of cryptocurrencies. On 12" May, Nasdag, S&P 500 index and Dow
Jones Industrial Average recorded drop of 6.7%, 2.8% and 0.8%, respectively, when
compared to the level at the end of April. As of 28 May, the Nasdagq still had registered
a 1.5% drop when compared to the level at the end of April. The S&P 500 index saw a
0.5% rise, while the Dow Jones Industrial Average recorded a 1.9% rise over the same
horizon.

Treasury yields see volatile movement, but US dollar continues to
weaken

The 10-year treasury yield was driven below 1.60% in early May as jobs market data
disappointed the market. Although treasury yields rebounded after the April CPI reading
beat market expectations, the 10-year treasury yield stood at 1.596% as of 28" May,
about 3 basis point lower than the level at the end of April.

Key Fed officials have insisted that the current inflation rate is transitory and that low
interest rates are expected for some time. Market participants are worried that ongoing
inflation will erode the value of the US dollar. As of 28" May, the dollar index had dropped
by 1.4% from its level at the end of April.

Looking ahead, Biden has recently proposed a USD 6 trillion budget for fiscal year 2022,
which includes American Jobs Plan and American Families that may involve spending of
about USD 4 trillion over the next 8 to 10 years, with some of the spending expected to
be financed by increasing the government debt. The debt to GDP ratio is projected to rise
to 117% by 2031 the level of about 100% in 2020. This will push up treasury yields. Higher
funding costs may pose a risk to the corporate earnings outlook, and elevated asset prices
will come under pressure from higher discount rates.
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Disclaimer

This document is prepared by The Bank of East Asia, Limited (“BEA”) for customer reference only. Other than disclosures
relating to BEA, the content is based on information available to the public and reasonably believed to be reliable, but has
not been independently verified. Any projections and opinions contained herein are as of the date hereof, are expressed
solely as general market commentary, and do not constitute an offer of securities, nor a solicitation, suggestion, investment
advice, or guaranteed return. The information, forecasts, and opinions contained herein are as of the date hereof and are
subject to change without prior notification, and should not be regarded as any investment product or market
recommendations. This document has not been reviewed by the Securities and Futures Commission of Hong Kong, Hong
Kong Monetary Authority, or any regulatory authority in Hong Kong.

BEA will update the published research as needed and as required by the law. In addition to certain reports published on a
periodic basis, other reports may be published at irregular intervals as appropriate without prior notice.

No representation or warranty, express or implied, is given by or on behalf of BEA, as to the accuracy or completeness of the
information and stated returns contained in this document, and no liability is accepted for any loss arising, directly or
indirectly, from any use of such information (whether due to infringements or contracts or other aspects). Investment
involves risks. The price of investment products may go up or down. Past performance is not indicative of future
performance. The investments mentioned in this document may not be suitable for all investors, and the specific investment
objectives or experience, financial situation, or other needs of each recipient are not considered. Therefore, you should not
make any investment decisions based solely on this document. You should make investment decisions based on your own
investment objectives, investment experience, financial situation, and specific needs; if necessary, you should seek
independent professional advice before making any investment.

The views and opinions in this document do not constitute the official views of BEA.

This document is the property of BEA and is protected by relevant intellectual property laws. Without the prior written
consent of BEA, the information herein is not allowed to be copied, transferred, sold, distributed, published, broadcast,
circulated, modified, or developed commercially, in either electronic or printed forms, nor through any media platforms that
exist now or are developed later.

For more information, please visit our webpage at https://www.hkbea.com/html|/en/bea-about-bea-economic-
research.html. For any enquiries, please contact the Economic Research Department (email: lerd@hkbea.com, tel: (852)
3609-1504, post: GPO Box 31, Hong Kong).
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