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U.S. Economy – Continued Strength
•

During May, retail sales pulled back 1.3%, while industrial production rose 0.8%. Housing starts improved 3.6% in May, but the NAHB/Wells Fargo Housing Market Index
slipped two points to 81 in June. The PPI for final demand advanced 0.8% in May.

•

The dip in retail sales is largely explained by consumers redirecting their spending away from the cars, home furnishing and other "stay-at-home" goods toward the
high-contact services that have now been unlocked by vaccinations - Retailers that generally performed throughout the pandemic posted largest declines in May.

•

The outturn in overall production, however, was mostly owed to a sturdy rise in manufacturing production, which comprises about three-quarters of all industrial
output. Considering the exceptionally strong consumer demand environment, industrial production would likely have been even stronger were it not for pervasive

supply-chain bottlenecks, which have made procuring everything from raw materials to labor a challenge for most producers.
•

Demand for single-family homes, townhomes, condos and apartments remains strong; however, building material pricing and availability have led to project delays and
have become an obstacle for new development

•

Higher food and energy costs pushed goods prices up, while prices in the larger service sector continued to surge higher. Prices for unprocessed goods for intermediate

demand jumped during the month, which is an indication that prices further back in the pipeline are also on the rise.
•

The Leading Economic Index rose another 1.3% in May after reaching its first post-pandemic high in the prior month. Yet another improvement in the LEI is consistent
with expectation for a robust 7.3% real GDP growth rate this year, which, if realized, would be the fastest year of growth since 1951.

•

Rising inflation and supply-side issues notwithstanding, the U.S. economy continues to strengthen.

Dot plots shift up
•

Fed was more hawkish than anticipated and the meeting most likely marked the first step
of the Fed taking the foot off the gas. Fed’s post-meeting statement and Powell’s press

conference were widely viewed as surprisingly hawkish.
•

FOMC kept policy on hold at its June meeting (aside from a 5bp technical rise in the IOER
rate), but made significant changes to its projections both for the economy and interest
rates. The meeting was consequential because of the signaling that the committee

provided through its "dot plot."
•

The Summary of Economic Projections released after the meeting showed that
policymakers now expect two rate hikes by the end of 2023, indicating a faster pace of
tightening than in earlier projections.

•

This meeting was particularly noteworthy since it came on the heels of the most recent
inflation reading, which showed that core consumer prices are rising at their fastest clip
in 20 years

•

Tapering is likely to be telegraphed at the Jackson Hole Symposium in late August, with a
formal announcement coming at the September FOMC meeting, and an actual tapering
of purchases taking place in Q4.

What lies ahead
• This week’s important data includes preliminary Markit PMIs in June for the Euro area, the UK and the US.
• In the light of the gradual easing of restrictions, the markets are interested in the goods versus services dynamics, not least whether
we are about to see a peak in manufacturing. In the euro area, for instance, PMI services might increase but manufacturing index
might decline.
•

Bank of England meets next week, but it is one of the interim meetings without a Monetary Policy Report, so do not expect the BoE

to make any major changes. Markets will keep an eye on what the BoE thinks about inflation after the higher-than-anticipated
inflation in May.
•

US Monthly private consumption data for May is due on Friday. It might show whether service consumption is making a comeback at
the expense of goods consumption. PCE headline price index rose 0.5% m/m in May (3.9% y/y up from 3.6%).

• In the euro area, the regional elections in France on Sunday are interesting ahead of the French presidential election next year. Focus
is very much on how Marine Le Pen's Rassemblement National (RN) party is performing.
• Besides that, it is unlikely that ECB President Lagarde will send new policy signals when she speaks in front of European Parliament.

US Equity Market outlook
• Beginning in late March of 2020, equities spent a year pricing in expectations for a
rebound in economic activity and corporate profits. The result was one of the most
prolific rallies on record, with the S&P 500 rising 75% in a 12-month span.
• Those expectations are now reality, as the economy is growing at the fastest rate in
the post-war era and corporate earnings are poised to increase by more than 30% this
year.
• To that end, this recent period of consolidation is indicative of a market growing into
its optimistic valuations. With the tailwinds of a strong economy producing the selfrestraining factors of inflation and less Fed stimulus, the markets should have more

bumps ahead.
• With the first tap on the brakes (rate hike) likely in 2023, investors can take comfort in
the fact that, historically, periods leading up to the initial policy-rate increase are
traditionally favorable for equities. Since 1990, U.S. large-cap equities have averaged
a total return of 18.1% during the two years preceding the initial rate hike from the
Fed. U.S. equities outperformed bonds by an average of nearly 6% during those
periods.

Topic of the Week : Aircraft Dispute
• The 17-year stalemate between US and EU over aircraft subsidies finally came to an end (at least for now) last Tuesday as both parties decided to suspend
related tariffs for the next five years. A separate but similar ceasefire also occurred with an agreement between U.S. and U.K. on Thursday.
•

The U.S.-E.U. dispute started in 2004 after it was discovered that Airbus was receiving illegal subsidies via government loans from several European nations,
and continued after findings that Boeing had also received unfair treatment a U.S. state through tax breaks. In late 2019, WTO gave permission to the U.S. to

impose tariffs on $7.5 billion E.U.-produced goods per year, and late last year the E.U. was permitted to retaliate by attaching annual duties on $4.0 billion of
American-made goods. The tariffs were not only levied on imports of Boeing and Airbus aircraft specifically, but also included E.U. food, wine and luxury
goods as well as a variety of American goods from tractors to video games.
• Although the U.S. and E.U previously suspended tariffs in March of this year in an effort to resolve the subsidy dispute, this more permanent resolution

comes after a year of severe hardship for both aircraft companies.
• Ending the tariffs allows both companies to again compete on an even playing field and benefit from the surge in demand in each other's home markets
• The longer-term concern that led to the reconciliation between the U.S. and the E.U. is the realization that increased competition from China lies ahead.
Commercial Aircraft Corporation of China (Comac) has emerged as a major rival as further development of the C919 aircraft would position it to compete
with Airbus' A320neo and Boeing's 737 MAX. To keep their market share and compete with “non-market economies” such as China, the deal also seeks to
develop a working relationship to bilaterally settle disagreements and address future issues regarding China's practices.
• Biden Administration to maintain a "hard-line" approach toward China while seeking a more coordinated multilateral approach against China with allies,

Europe’s big moment
• The European Commission issued its debut NextGenerationEU bond on behalf of the EU last week. By doing so, it kicked off financing under the EUR 750bn
Recovery Fund. The debut 10y NGEU bond attracted significant demand, with final books over EUR 140bn. The EC took advantage of this and set the deal
size at EUR 20bn.
• The risk that the market attributes to an EU bond seems to be similar to the risk attributed to semi-core government bonds with a lower credit rating.
However, amongst others due to the sum of guarantees provided for by highly-rated member states (Germany and the Netherlands together already
provide sufficient guarantees to absorb a potential future loan default), there is room for EU bonds to outperform versus (semi) core government bonds.
•

In addition, demand for NGEU bonds to remain strong as the attractiveness of EU bonds to improve for reserve managers as liquidity increases. This type of
issue boosts the safe asset status of the euro and brings in more big international investors who want to buy European sovereign debt.

• Since its creation more than 20 years ago, Euro has struggled to boost its role as an international reserve currency. When national currencies were merged,
they accounted for about 20% of global reserves. In the first decade of its existence, the euro climbed to about 27% of global reserve assets. But the euro
area crisis saw the currency decline as a safe asset, falling back to a level of around 20%, where it remains today
•

Indeed, the EU issuance spree, which is expected to amount to an average of around EUR 150bn per year between 2021 and 2026, will add significantly to
the liquidity in EU bonds.

Europe : Labour market state
• Governments across the Eurozone have implemented substantial support packages,
including direct transfers to hard-hit households and firms, tax moratoriums and
government-backed loans.
•

Liquidity support to firms has prevented a large increase in defaults and ‘voluntary’
liquidations, effectively also protecting jobs at these firms.

•

On top of that, governments have directly sustained employment via bans on
layoffs and short-time work schemes .

•

The exact implementation of the latter differs per country, but broadly speaking firms can

temporarily reduce the number of hours work and pay for their employees.
•

The government then (partly) takes over salary payments for those reduced hours of
work. Importantly, people fully or partly registered in the short-time work schemes still
count as employed, even though they might not actually work at all.

• The higher trade openness of Europe implies that the structurally Higher unemployment
would not let the exchange rate sustainably appreciate under any circumstances

Europe : Wage inflation
• ECB prefers to look at the change in negotiated wages as it excludes the impact of
wage-drift and one-off factors. It tends to reflect changes in supply and demand for
labour and the resulting bargaining power of employees. As such, it is a good indicator
for the tightness in the labour market and underlying wage pressure, which in turn is a
main driver for inflation in the medium term.
•

Last week Eurostat published its report on quarterly hourly labour costs for 2021Q1

• Government support and a drop in the labor force curtailed the increase in

unemployment in the Eurozone. But the fall in hours worked indicate that the decline
in labour was in fact large and the negotiated wage growth has slowed down
noticeably since the middle of 2019 (from 2.6% in 2019 Q3 to 1.4% in 2021 Q1).
•

Looking forward negotiated wage growth to remain at low levels in the coming

quarters as a lot of slack has built up in the Eurozone labour market since the start of
the pandemic. This supports the view that underlying inflationary pressures will
remain weak over the medium term.
• Structurally EURUSD has to stay weaker

China : Deceleration
• For most of the Covid crisis, China's economy has outperformed most developed and
emerging markets.
•

Aside from being the only major economy to record positive growth in 2020, China

has been able to avoid a second wave of infections and renewed lockdown
restrictions that have plagued most of emerging Asia this year. Despite not
experiencing any major COVID-related disruptions, China's economy showed
additional signs of decelerating last week.
•

May industrial production and retail sales underperformed relative to consensus
forecasts, while fixed asset investment and capital spending data also fell short.

•

The leading indicators in China have been softening the past few months indicating
that risks around 2021 GDP forecast were tilted to the downside.

• Given China's influence within the global economy, a slower growth expectation
would likely contribute to a slower pace of global GDP growth as well. For now, the
global economy is expected to expand 6.3%.
• Even with a downward revision to China GDP, the global economy is still likely to grow

at the fastest pace of global growth in decades.

Brazil sets EM trend ?
• Brazilian Central Bank (BCB) also hosted a hawkish monetary policy meeting of its
own. This week, the BCB raised its Selic rate another 75 bps to 4.25%, the third
straight 75-bp rate hike from Brazil's central bank.
•

Just this year, the BCB has raised the Selic rate a cumulative 225 bps and has

arguably become the most hawkish of the major central banks.
•

Brazilian policymakers signaled monetary tightening is far from over as BCB
telegraphed at least another 75-bp rate hike at its next meeting in early August.

• Elevated inflation is to blame for the BCB's aggressive tightening cycle; however,
despite sharp interest rate hikes, there may be little the BCB can do in the short
term to halt price growth. although "a quicker reduction" of monetary stimulus
might be warranted if inflation expectations deteriorate further.

•

Higher commodity prices, a severe drought and government fiscal stimulus were
all cited by the BCB as rationale for inflation above 8% year-over-year.

Tale of Two Approaches : Brazil and India
• The monetary policy reaction in India and Brazil can be looked at in two ways. One is the obvious inflation debate playing out globally.
• At the core of the argument is tension over whether the global spurt in prices is a natural and temporary response to the massive stimulus
thrown at last year’s economic implosion, or something more pernicious. While decision-makers have long prioritized inflation-busting over
expansion, they're starting to push back.
• The similarities between India and Brazil seem endless--politically, socially, and economically. And yet, the reaction of monetary policy to rising

inflation could not have been more different.
• Inflation in Brazil rose to 8.06% in May–well above the latest print of 6.30% for India. Brazil's economy grew by a faster-than-anticipated 1.2%
quarter-on-quarter in Jan-Mar, the third consecutive quarter in which it expanded on a sequential basis. On a year-on-year basis, GDP growth
returned to positive territory in Jan-Mar.
•

India, Brazil now have competing views on inflation: One of them must be right - Depending on how India and Brazil are faring a couple of
years down the line, a monetary policy template could be available the future when confronted with destructive Black Swan events.

• Assuming Brazil is further ahead on the recovery path, the pace with which it has tightened monetary policy may have to be mirrored to an
extent by the RBI.

India : Inflation Quagmire
•

Data released on Monday showed that the CPI inflation print for May had jumped to a sixmonth-high of 6.30% compared to 4.23% in the previous month.

•

With a broad-based rise across major components of the CPI basket, markets expect the
headline inflation to remain 'sticky' in the coming months. Moreover, the rise in global
commodity prices and growing demand seen domestically, as the economy gradually
reopens after the second wave of COVID-19, are likely to exert upward pressure on CPI

inflation
•

In a move away from usual practice, the Jun 4 statement did not even mention the findings
of the RBI's latest Households' Inflation Expectations Survey. However, the survey was
released later that day, revealing that the median inflation perception had shot up by 150
basis points from March to 10.2%. Further, three-month and one-year-ahead inflation

expectations were both up 70 bps from March at 10.8% and 10.9%, respectively.
•

Such concerns surrounding the inflation trajectory have led markets to believe that the RBI
may begin to unwind its ultra-accommodative monetary policy measures by the end of
2021, instead of the earlier expectation of a normalisation by the end of 2021-22 (Apr-

Mar)

Indian Equity Markets
• The market is currently dealing with multiple news flows whether it is the

single group companies or FOMC outcome, or monsoon expectations and
last but not least new variant of covid-19.
• Nifty has given a channel breakout at 15,050 levels and the expected upside
target of 15,850-15,950 has been achieved. During the week, Nifty created

an evening star kind of pattern with reasonable follow-up selling.
• Amid the panic, Nifty almost reached the previous all-time high of 15,431.
This data indicates that the short-term top is in place. Normally, the price
tends to check the last breakout which is at 15,050 levels. The strategy to

play is to sell on the rise with a stop above 15,950 levels.

• Bank Nifty corrected more than 20% in the last correction and failed to
make a new high in the recent rally. At the same time, it has retraced
around 76.4% and started losing ground again. Strong support for the

Bank Nifty is around 32,000 levels. On the higher side 35,600-35,800 is
the resistance zone.

