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US Economy : On High note
• Yields continued up last week; US 10yr government bond yields reached a one-year high.
• Oil prices and industrial metals, particularly copper, have accelerated further as well, unsettling both equity and
fixed-income markets.
• Weekly jobless claims hit their lowest level (730,000) in three months and recorded biggest decline since August.
• Personal income jumped 10.1% in January, thanks largely to payments from the coronavirus relief package passed in
December. It was the largest gain since April . The saving rate shot up to 20.5% from 13.4%. The manufacturing
sector remained in solid shape, with core (excluding defence and aircraft) capital goods orders rising 0.5%.
• Inflation has been pronounced in the housing sector, and home prices had increased 10.1% in December from a

year before. Relatedly, lumber futures have reached record highs
• Tepid demand at an auction for government bonds last week and technical factors, like the selling of Treasuries from
holders of mortgage securities, added fuel to the fire, leading to further increases in rates.

Commodities – Strong Upswing
• In recent months, commodity prices have surged ahead, making marked comeback from the declines seen last spring. The

CRB metals spot price index is as high as it has been in 10 years after having risen over 200 points since October with more
than half of the gain occurring just since the start of this year.
• Oil fully recovered to its pre-pandemic price level. While some of this month's surge in prices may reflect oil supply
disruptions from the storms in Texas, spot prices are more forward-looking and are reflective of longer-term upward
pressures on prices that were already in place.

• January's consensus-shattering 3.4% rise in durable goods has increased the confidence in US Economy .
• Backlogged orders and low inventories give production room to run as manufacturers catch up from the soft patch at the
end of last year. Goods spending to remain strong throughout 2021 before downshifting to moderate growth in 2022.
• While commodity spot prices have impressively rebounded up to this point, continued demand from the manufacturing
sector will be instrumental in determining where they land in the next few months.

US : Higher Yields here to Stay
• Still, with inflation fears gripping markets, core PCE price growth came in relatively restrained at 1.5%, a tad
above expectations but steady on the month and well below the Fed's 2% target.
• A jump in the savings rate to 20.5% from December's 13.4% also suggested some restraint in spending.
• However, with a USD 1.9 trln relief bill being finalized by Congress, and three-quarters of that money going to

direct payments to individuals, markets are pricing in another wave of income, savings and spending.
• Thus, Treasury yields are likely to remain in a normalizing uptrend, with gradual pricing in of Fed tightening
next year supporting the dollar, despite policymakers' protestations that they are nowhere near tightening
though also untroubled by rising in yields.
• Conversely, alarm bells are going off at the ECB regarding the recent rise in euro government bond yields,
with Greece's central bank chief calling on the ECB to lift its bond purchases

Implications of Higher Yields -1/2
• A strengthening economy, a huge fiscal impulse and rising inflation to further drive up nominal yields this
year, albeit by less than in similar periods in the past. Yields may continue to move higher despite last week’s
sharp rise.
• If the narrative on high debt levels, combined with rising inflation, were to change, it could eventually
undermine the markets’ faith in the low-rate regime – with implications across asset classes.
• Lower-rated bonds could be at risk if financial conditions tighten because of higher yields. Higher borrowing
costs pose a risk for highly leveraged corporations whose profits may still be recovering from the pandemicinduced slowdown.
• Higher bond yields tend to put downward pressure on equity multiples.

• Richly valued growth sectors are now under the most pressure. With 4Q 2020 earnings season winding
down, there will be less earnings growth visibility in the near term, so this pressure may continue.

Implications of higher yields -2/2
• Until recently, the rise in long-term interest rates did not stop the equity
market from moving higher, but events last week suggest investors are
becoming increasingly concerned.

• Faster price increases could mean higher nominal earnings, but that
supposes there are no changes in relative prices.
• The possible impact of higher bond yields on share prices, depends on
what causes the increase: faster growth, a decline in uncertainty, rising
inflation expectations.

• The last factor is the trickiest one because it may cause a profound
reassessment of the outlook for monetary policy.
• Barring major inflation surprises, the focus of the equity market in the
coming months will probably be more on what happens to earnings
growth rather than to interest rates

Housing Inflation
• Key question for monetary policy is, to what extent the supply/demand imbalance of housing, and the accompanying rapid
house price appreciation might become inflationary?
• Indeed, in the US, the CPI is notable for having a significant weighting for housing costs – making up 42% of the core CPI

basket (although it is a significantly smaller part of the Fed’s key focus – core PCE – at 18%).
• However, housing inflation is measured not by house prices, but housing rents – both actual rents, but also so-called
‘imputed’ rents (this is measured by asking homeowners what they would be able to rent their home out for). And rental
inflation does not necessarily follow house price inflation; indeed, the two often behave very differently.
• Housing rents show a much stronger and more stable relationship with wage growth than to the demand/supply balance.
This suggests that even with relatively tight supply, rental inflation – which has fallen significantly since the onset of the
pandemic, and has yet to meaningfully recover – might not sustainably pick up until labour market slack is exhausted and
wage growth accelerates back to the levels seen before the pandemic.

Euro Zone : Slippery Slope
• In the Euro area, detailed HICP figures confirmed that the spike in January inflation was primarily due to transitory effects.
• Members of the ECB's executive board were out trying to curb yield increases by pledging to keep borrowing costs low,
with little effect, though, as 10yr Bund yields continued to trade close to one-year highs.
• It is established that higher the digitization brings higher the resilience of this country in a context of Covid-19.
• European non-financial corporates (NFCs) have seized the opportunity of state-guaranteed loans to build up cash reserves,
especially in France (EUR183.8bn), the UK (GBP157bn) and Italy (EUR84.5bn). Exiting the Covid-19 crisis will be key to
bringing confidence back and transforming this excess cash into investment. But until this happens, the cost-effectiveness
of state support measures remains a question.
• BoJ's governor Kuroda also highlighted that the bank has no intention of pushing up the yield target for the 10yr JGB at the
bank's upcoming policy review, as it traded close to the highest level since yield curve control was introduced in 2016.

EZ Employment –No Rapid return
• No rapid return trip into employment - expect long-term unemployment to increase 38% in 2021.
• The vast majority of workers who lost their jobs in H1 2020, or were already unemployed before that, will struggle to
return into employment over the coming 12 months.
• As the one-year anniversary of lockdowns across Europe draws near, the narrative around Eurozone labor markets’
perceived resilience is deceiving. Exchange rate is underpricing the risk and a realization should see 1.1500 in EURUSD
•

Employment-retention schemes propped up more than 25 million workers in the big four Eurozone economies alone in
the immediate aftermath of the Covid-19 shock. On the flipside, however, 13.7 million unemployed workers have to a
large degree been frozen out of employment.

• Given the at best gradual defrosting of Eurozone labour markets over the coming year, coupled with the prospects of a
jobless recovery, there is a heightened risk that the cyclical labor market shock turns structural, with unemployment
stabilizing at an elevated level.
• There are negative repercussions on reemployment prospects for jobless workers, as well as resulting in the rise of
“zombie jobs”. an

China : Slowing Growth
• China's economic recovery continued in February, but at a slower-than-expected pace, with all major sectors
posting their lowest growth rates since last spring.
• The data encompasses the Lunar New Year holiday period, during which economic activity usually slows. But a
spike in coronavirus infections in northern China in January might have depressed activity in February more
than usual, especially in the service sector, after the government urged workers not to return to their
hometowns for the holidays to avoid spreading infections.
• China's official manufacturing PMI fell to 50.6 in February from 51.3 in January . The official nonmanufacturing PMI, which measures sentiment in the service and construction sectors, fell to 51.4 from 52.4
• China also has its annual National People's Congress next week where they announce goals for 2021 as well as
the new Five-Year Plan for 2021-2025. Last year China scrapped to set a target for growth and it is expected
they will do the same this year and instead highlight employment as a goal like in 2020.

China : Vaccine weakness
• The downside of China’s success in keeping pandemic contagion in check is a lack of urgency on the vaccination front.
• Currently 2.8 vaccinations per 100 people (single dose) are reported for China.
• This is much lower than front runners Israel, UAE and UK, but also lower than some other key developed (e.g. US,
Germany, France, Netherlands) and emerging economies (e.g. Turkey, Poland).
• China’s vaccination roll-out took off in mid December 2020, starting with key worker groups, followed by vulnerable
segments before widening to all people over 60 years old.
• All in all, China will likely reach herd immunity later than most other key economies, and may therefore be susceptible

longer to potential virus flare-ups.
• Still, with China being ahead in terms of pandemic control and economic ‘normalisation’, success of the vaccination
programme is most probably less of a ‘make or break factor’ for the overall macro outlook compared to most developed
economies.

Shades of CY 2020 in CY 2021
• The market may be humming an eerily similar tune this February when it comes the action that led up to its February
2020 top: Indeed, last year, the Dow Jones put in a closing high on Feb 12th, and S&P 500 peaked on Feb 19. So far this
year, S&P 500's closing high was on February 12, and the Dow's intraday high was on February 19. Also, last year, Nasdaq
closing high was on Feb 19, while so far this year, it was on Feb 12.
• Meanwhile, in the 20 weeks leading up to the S&P 500 - Feb 2020 top, the benchmark index put in a low-to-high advance
of 18.82%. This year, in the 20 weeks leading up to last week's high, the Index put in a low-to-high advance of 18.86%.
• From its Feb 19, 2020 closing high, the index kicked off its collapse with losing streak of 7 straight trading days. From its
Feb 12 closing high this year, the SPX can be on track to fall for a 5th straight day.
• In any event, from its Feb peak last year, S&P 500 suffered a more than 35% collapse over 5 weeks.
• Thus, it now remains to be seen if the same song is going to play out in 202 1.

India : Data Highlights
• GDP growth of 0.4% in third quarter FY 21 was largely in line with expectations. But what would have come as a surprise is
growth in investments making its way into positive territory.
• Indian economy came out of a technical recession in Oct-Dec, with the Centre's decision to push capital expenditure
seemingly paying immediate dividends.
• Gross fixed capital formation–a proxy for investments–saw a solid turnaround in Oct-Dec, rising 2.6% after having
contracted 6.8% in Jul-Sep and 46.4% in Apr-Jun.
• In Oct-Dec, the Centre's capital expenditure was up a whopping 110.5% on year. This trend continued in January, with data
showing capital expenditure more than quadrupled in January from the year-ago period to 531 bln rupees.
• Despite high-frequency indicators showing signs of sustained revival in demand, private final consumption expenditure fell
2.4% in Oct-Dec, although this was an improvement from the contraction of 11.3% in Jul-Sep.
• Loans by banks to the industrial sector were down 1.3% on year as of Jan 29, indicating muted demand for credit from the
sector.

Nifty : Euphoria fizzles out
• The 'fear' index hit 29.64 intraday, highest level since June last
year.
• With a massive broad based sell off, Nifty has sneaked below its
recent swing low of 14635.05 on a closing basis.
• This led to a confirmation of first sign of trend reversal in the form
of ‘Lower Top Lower Bottom’ on the daily time frame chart.
• The weekly chart already showed some exhaustion in the previous
week as we observed fatigue around the strong resistance zone of

15380 – 15500 (which is the 161% ‘Golden Ratio’ of the entire fall
from Jan’20 highs to March’20 lows).
• The short term tide has turned downwards for 13760 with upside
resistace seen at 14770

USDINR – Long Awaited up move
• With the jump in US treasury yields prompting short-covering
in USDINR , the pair jumped towards 73.46 at the weekly close
.
• After a brief stay below 73.00 , the pair has reverted back to
its familiar range between 73.00 and 75.00.
• With huge speculative carry positions running risk in long INR
trades , there is a case for sharp upmove almost similar to
that of March 2020 - especially in case of continued
deterioration of global risk back drop.
• With most of the global peer asset classes showing stress , it is
likely that the pair could continue making higher highs in this
week within the broad range 73.30 -74.80

India : Bond yields Surge
• The current target and range for CPI inflation should be retained for the next five years, as per a RBI
report detailing the results of an internal review of the monetary policy framework.
• The challenge of normalising skewed liquidity conditions while keeping it ample and maintaining the

accommodative stance of monetary policy is seemingly taking a toll on RBI 's communication with
the bond market. Either that, or the central bank's latest tactic is an attempt bordering on the
desperate.
• A strategy borne of desperation is usually not the soundest.
• With the market currently reeling under the pressure of the massive gilt issuances in the current
financial year, with a larger-than-expected gross market borrowing in 2021-22 (Apr-Mar), rising

global bond yields pose upward pressure on India bond yields - Upwards of 6.50 % looks likely

