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Markets last week : Conviction in Check
• U.S. equity markets headed into the weekend lower, snapping a three-week winning streak in the process, as investors weighed mixed reads on the
all-important U.S. consumer, which appeared to add some uncertainty about the robustness of the economic expansion.
• Growth and inflation data appeared to remain in the spotlight during the week.
• Manufacturing output contracted slightly in June, due largely to carmakers’ trouble finding chips. An index of manufacturing activity in the New
York region hit a record high, however, reflecting strength in both new orders and shipments. Weekly jobless claims hit a new pandemic low of

360,000.
• Headline and core (excluding food and energy) consumer prices had jumped 0.9% in June, roughly twice consensus estimates. It was the fastest 12month increase in the core rate (4.5%) since 1991

•

June retail sales bounced back from the prior month's fall but a preliminary read on consumer sentiment from the University of Michigan
surprisingly fell amid the continued concerns about increasing inflation .

• A revved-up Q2 earnings season and Powell's pledge of Fed’s focus on fostering a further recovery in the labour market in his testimony to
Congress - However broader risk markets were generally weaker as the dovish tone of Powell’s testimony to Congress raised concerns about the

strength of the economic recovery.
• Meanwhile, the persistent spreading of the Delta coronavirus variant may have also had a hand in keeping conviction in check.

US Treasury yields – Aberration ?
•

Treasury yields nosedived over the past few weeks, falling to the lowest level since February. With the economy growing at the fastest pace in decades, inflation up sharply, job
growth soaring and Fed talking about pulling back from its bond buying program, the steep drop in yields has defied conventional wisdom. The primary reason for this
aberration is that the markets are sensitive not only to the direction of the economy but also to the rate of change which probably peaked last quarter.

•

In the past 50 years when the PMI peaked, the 10-year yield declined on average about 0.3% six months later and 0.6% one year later, in the ballpark with 0.45% decline

witnessed since March. As economy returns to a steady state , market transitions from recovery to midcycle phase, the pace of improvement in economic fundamentals
slows
•

In the past, bond yields have fallen when the Fed has ended quantitative easing . After the initial “taper tantrum” in 2013 sent bond yields higher, they retreated when the
actual process began. While tapering, or ending bond purchases, increases the supply that needs to be absorbed by the market, it also is a signal of a step toward tighter policy,

which can trigger slower growth and low inflation. Treasury bond market is very sensitive to these signals from Fed and responded to the prospect of less-easy policy by
sending yields lower. This tendency has been reinforced by the experience of the 2008 financial crisis. The market absorbed the increased supply without a spike in yields.
•

More importantly Inflation expectations have been declining. The 5yr/5yr forward breakeven rate peaked in early May at about 2.4%, and has fallen back toward 2%.

•

The real yields—adjusted for inflation—are steeply negative and are unlikely to be sustained if the economy continue to make progress. We expect real yields to move up due to
a combination of easing inflation expectations and rising nominal yields.

•

The pace of economic growth and inflation are likely to ease in the second half of the year, but are starting from very high levels and will likely stay above the trends seen in the
past decade. The shortage of labour that has emerged from the pandemic will likely mean rising real wages over time. Consequently, healthy enough to support higher yields.

Broad-based price pressure
• The latest reading on the consumer price index showed that inflation rose

by 5.4% from a year ago in June, and the core index, which strips out food
and energy, rose by 4.5%, the highest level since 1991.
• This was the fourth consecutive monthly upside surprise and was largely
driven by the usual suspects: areas that are either affected by supply

shortages, such as the skyrocketing used-car prices that rose the most
since data is available starting in 1953, and areas that are tied to the
economic reopening, such airline fares and hotel room prices.
• These categories make up 10% of the consumer price index but

accounted for 60% of the rise in prices2.
• While the price pressures above largely fall under the transitory inflation
bucket, price increases are becoming more broad-based.

•

Shelter inflation is starting to pick up, and food-away-from-home prices
are accelerating as restaurant wages are rising and the increased cost is
being passed through.

Inflation : No more transitory
• There are few signs of costs and supply constraints easing just yet.

• The share of small businesses planning to raise prices over the next three months rose to a 41-year high of 44%.
• Ongoing cost pressures as well as indications that businesses are taking advantage of booming demand to increase margins was evident in the
producer price index (PPI). The PPI for final demand rose 1.0% in June and is now up 7.3% over the past year.
• Trade services, which measures margins rather than prices, jumped 2.1% in June and is up 5.8% from a year ago in a sign that rising costs need
not come at the expense of greater profits.
• PPI showed input costs continued to rise in June for raw and processed goods, as well as services, such as shipping. Industrial production in
June fell short of expectations, largely due to a 6.6% drop in motor vehicle production as the industry continues to grapple with supply issues.

• Retail sales for June showed consumers are not put off at this point by higher prices. Sales rose 0.6%, beating expectations for a modest decline.
Consumers are pivoting away from home-related spending toward more social and experience spending.
•

In a glimmer of hope that the worst of the bottlenecks may be over, an average of the New York and Philadelphia Fed's manufacturing surveys'
supplier delivery times indices showed wait times did not lengthen quite as quickly in July, while shipments growth quickened.

Supply side Food inflation ?
•

In late June and early July, a "heat dome" brought an unprecedented rise in temperatures to
the Pacific Northwest. The extreme heat comes on top of a "megadrought" that has been

ongoing since 2020 throughout most of the West. As of July 13, over 50% of the Western
region was classified as experiencing severe drought conditions, the most since the National
Drought Mitigation Center at the University of Nebraska-Lincoln first started keeping records
in 2000.

•

Most concerning, drought conditions have escalated to "exceptional" (the most severe
classification) in over 33% of California. The ongoing drought and recent heat wave have put
the region's entire water infrastructure under tremendous strain.

•

The agriculture industry is feeling the brunt of the impacts from wildfires, worsening drought

conditions and shrinking water supplies.
•

Bloomberg's Agriculture Index, which tracks futures contract prices for a basket of agricultural
commodities, currently sits about 40% higher than the level seen at the end of 2019.

•

While there are undoubtedly other factors other than the drought that are contributing to
the rise in agriculture prices, the recent upturn is nevertheless yet another example of
mounting inflationary pressures still building across the economy.

Participation rate : Key factor
•

With the onset of the Covid-19 pandemic, the labour force participation rate – the percentage of the
population who are working or seeking employment – dropped to an all-time low in April 2020:
barely 74% of the 20-64 age group, which is unprecedented for US

•

Although it has picked up in recent months, it still has not returned to pre-crisis levels. Nearly 3
million Americans who were active in the labour force prior to the pandemic have disappeared from
the ranks. The workers who have “fallen off the radar” are mainly from low-skilled, low-paid social
categories. -people with a high school education or less make up only 30% of the active population,

but account for 75% of the post-Covid collapse.
•

Certain categories of workers (extras earning tips, seasonal workers, etc.) who were unable to work
during the crisis have had more trouble than others justifying revenues that make them eligible for
unemployment benefits.

•

With the closing of schools and day care centres, many single mothers with children have had no
choice but to halt or postpone their job searches. Exclusion from the labour market may also have
been accentuated by the digital divide and trouble accessing the internet. Yet things should gradually
return to normal with the very strong upturn in hiring in sectors such as hotel & restaurant services,
leisure and transport.

For Fed, which has made full employment a
priority of its monetary policy, the rebound in
the participation rate will be a key factor.

Fed Balance sheet –Bursting at seams
•

Fed is currently buying $80 billion worth of Treasury securities and $40 billion worth of MBS every month. This means balance sheet of the Fed is growing by $120
billion every month or more than $1.4 trillion this year alone. Fed’s Treasury holdings are large relative to the size of the economy and significant compared to the
Treasury market itself. Through the first quarter of this year, the Fed owned $5.4 trillion in Treasury debt or about 24% of the $22.3 trillion in total debt outstanding.

•

The longer the asset purchases continue, the bigger the Fed’s balance sheet gets. It recently crossed the $8 trillion mark and is likely to continue to rise for some time.

•

NY FED put the value of the balance sheet at $9 trillion by the end of 2022, which is an order of magnitude larger than it was in 2008 when the entire balance sheet
was only about $900 billion. Rather than comparing these enormous dollar figures, it may be more helpful here to think of the balance sheet as a share of GDP.

•

In the prior cycle, the balance sheet swelled from about 6% of GDP in 2008 to just over 25% at its height before tapering finally got under way in 2014. In the current
cycle, the balance sheet has gone from a pre-pandemic low of 17.6% to 37% at present. In other words, even before the pandemic-related purchases began, the Fed

still held most of the assets it purchased in the aftermath of the 2008 financial crisis.
•

Banks and other institutions have never had more cash tucked away in overnight repos. Like an undriven sports car that sits in the garage, the financial system is awash
in excess cash, all while the balance sheet continues to grow to new record highs.

•

Whether it is this year or next, the eventual Fed tapering will likely result in the balance sheet leveling off around $9 trillion where it will probably stay for a while.

•

We were a couple of years into the previous tightening cycle before the Fed began letting its balance sheet shrink, and until we get alternative guidance, that is a
reasonable base case for this time as well. If the first rate hike occurs sometime in 2023, the Fed’s balance sheet is unlikely to shrink in dollar terms until at least 2024.
This may be a factor in the growing realization among firms that this excess cash situation will probably be a reality for at least a few more years.

ECB Policy shift – High impact measure
• Since ECB announced the outcome of its Strategy Review , a number of conclusions emerge.
•

First, the change in the inflation framework following the review, with a higher inflation target and the need for a ‘forceful or persistent’ response
when close to the lower bound, would be made operational at the upcoming meeting. Lagarde noted that the July meeting would be ‘important’ and
will have ‘some interesting variations and changes’. She added that ‘given the persistence that we need to demonstrate to deliver on our commitment,
forward guidance will certainly be revisited’.

• Second, ECB was already thinking about this also in the context of the post-PEPP era. Lagarde suggested that after the PEPP ends in March 2022, it
could ‘transition into a new format’. However, the timing of any new guidance on the PEPP is unclear.

• The tools that ECB will focus on in its aim to getting inflation to its new goal over the medium term are policy rates and the APP. These are the tools
where the current forward guidance is contingent on inflation. ECB will strengthen its forward guidance to signal a longer period of unchanged policy
rates and net purchases under the APP than markets currently expect. It will also signal that it is willing to increase the APP going forward and change
the modalities to increase its room for maneuver. Once the PEPP ends, the APP will likely need to be increased from the current EUR 20bn monthly
pace.
• PEPP being replaced by a prolonged period of accommodative policy, with current levels of policy rates and APP continuing likely through 2023. There is
a risk that the PEPP is extended beyond March 2022 .Either way , expect a much weaker EURUSD after the ECB meeting

China : Resiliency
•

Chinese data, including Q2-2021 GDP as well as June activity indicators confirm that Chinese
economy is slowing but it is also demonstrating some form of resiliency.

•

To that point, on a year-over-year basis, China's economy grew 7.9%, in line with the consensus
forecast of 8.0%, although a sharp deceleration from growth of over 18% in Q1. The fall in
headline GDP is mostly due to base effects in Q1; however, in the lead-up to the GDP release,

there was some concern among market participants that China's economy could be in worse
shape than expected.
•

Last week, PBoC cut its Reserve Requirement Ratio for most local banks, leading markets to
believe the Chinese economy may be experiencing a significant slowdown and that the central
bank could be starting a monetary easing cycle to offset slower growth. The fact that GDP data
was in line with consensus estimates should give markets the Chinese economy is holding
steady and the PBoC is not too worried about the health of the local economy.

•

As far as activity indicators, the takeaway is similar. Industrial production and retail sales data
beat consensus forecasts, which should also demonstrate the Chinese economy's resilience.

•

To this point, the Chinese labour market has not fully recovered and worries about the pace of
consumption were starting to build. Retail sales rose 12.1% year over year against a consensus
view of 10.8%, revealing a still resilient consumer. In addition, a strong consumer should take
pressure off China's export sector in the second half of this year.

India Bond Market : Lease of Life
•

RBI will reportedly focus its GSAP on buying illiquid papers, while it will deploy tools such as Operation Twist and outright open market purchases to manage yields of
the on-the-run bonds. The other tweak that RBI tried out for this month, was the splitting up of its bond purchases into two tranches of 200 bln rupees each.

•

Even before the auction, the appetite for liquid papers was weak as the RBI did not include any on-the-run securities in its GSAP on Jul 22. In fact, the central bank's lack
of support for on-the-run securities prompted investors to seek high yields for the papers auctioned. Auction Cut-offs were in line but lower than traded levels, so both
6.64%, 2035 gilt and the 5.63%, 2026 gilt essentially fell to the cut-off plus underwriting, and bonds along most tenors followed around benchmarks.

•

Even as yields rose after the auction result, it has been heartening that the debt sale sailed through, fully subscribed. The last two auctions, featuring the same lineup
of gilts, had both featured large devolvement on primary dealers in the 5.63%, 2026 paper after the RBI had chosen to set low cut-off yields.

•

RBI allowing the market to absorb the bonds at higher yield levels was a sign that the central bank was loosening its tight grip on government bond yields, allowing
investors to demand higher yields in the face of massive debt supply of 12.06 trln rupees this financial year.

•

The result also capped gains in short-term gilts, which had risen sharply earlier in the day on the back of the Centre's announcement that it would not revise its
borrowing calendar for Apr-Sep. Govt said it had paid Rs. 750 bln of compensation to states for the shortfall in GST collections, Investors had expected the government
to add to its borrowing in bonds maturing in three-five years soon to fund the GST shortfall, which had pushed yields on short-term gilts higher this month. These yields
had eased after the Centre said the compensation it had transferred was funded out of borrowings already conducted this year through gilts maturing in two years and

five years, primarily through Rs 685 bln worth of the 5.63%, 2026 bond.
•

Nevertheless, there was uncertainty over funding the rest of the shortfall in GST compensation cess collections. Investors remained split on whether the overall
quantum of the government's borrowing had changed, and whether the government would pay out of its cash surplus to fund a portion of the 1.59-trln-rupee
borrowing,

RBI Staff Paper : no Bromides in this
• Since November, the bulletin has included the State of the Economy paper, authored by the central bank's staff. Reintroduced after a gap of 25
years, the State of the Economy paper aims to keep the public informed of current macroeconomic and financial developments and "dispel the
heightened uncertainty brought on in pandemic times by information asymmetry".
• Central bank communication continues to enter new waters, and papers by RBI staff deserve greater attention for the views they express even if
they come with the caveat that they do not represent those of the central bank.
•

Things seemed to be going well until the paper branded bond market participants sceptical of the promises made by Governments and Central

banks to keep conditions accommodative as "vigilantes". And last month, it took on its critics in a bizarre concluding paragraph, saying the barbs
the paper had received were more about "issues of form than of substance".
•

RBI staff avoided any quote fest and dealt with the economic issues only this month .

•

It stated that the tapering of the second wave of the COVID-19 pandemic coupled with aggressive vaccination has brightened the near-term
prospects of the Indian economy, though a solid increase in aggregate demand may take some time.

•

Attributing the rise in inflation to the supply side disruptions on account of the pandemic and hardening of commodity prices in the
international market, the RBI article opined that these factors should ease over the year as supply-side measures take effect. Even with a 9.5 per
cent GDP growth in 2020-21, there will be substantial slack in the economy and demand pressures may take some more time to become evident

Nifty : Risk of Low vol
• The success of Zomato's 94-bln-rupee initial public offering, the biggest one
this year, is a sign of the times. From the under-subscribed IPO of Infosys in
1993 to unicorn Zomato's offering being sold out within an hour of opening –

the market has come a long way.
• On weekly basis, Nifty closed at an all-time high. This was the sixth week of
consolidation for the Nifty within the range of 15550-15950 level.
•

Meanwhile, on the daily basis, Nifty has managed to conquer recent high but
the lack of follow-up buying brings it within the range. Till the time said range
is in place no major move is expected from Nifty.

•

The lacklustre trade saw Nifty 50 recording its record high of 15962.25 this
week .India VIX has fallen well below 13 points, which kept headline indices in
a range – ironically vol has to pick up for a direction - Till then 15550 -15950

• The first quarter earnings season in this holiday-shortened week – Good
performance to be cheered while a bad performance is likely to be passed off

