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US Economy : Recovery still in tact
•

The markets have been unsettled amid the festering Chinese real estate debt crisis, while contending with what appears to be a more hawkish Fed that set
expectations for tapering of monthly asset purchases this year

• FOMC hinting that tapering is on the horizon reflects still-bright prospects for economic growth this year, even with headwinds such as the Delta wave of

COVID and near-ubiquitous supply side constraints However Inflation emerges as a significant concern ( Appearance of 'transitory' in FOMC press conference
transcripts: March: 6 April: 9 June: 2 July: 6 September: 0 – Obviously transitory narrative no more in vogue)
• Housing data for the month of August came in mixed, but generally showed still-strong activity. The September NAHB/Wells Fargo Housing Market Index (HMI)
rose one point in September to 76, which indicates that builders are still confident that they can sell just about anything they are able to build.
• Existing home sales fell during the month, as rapid home price appreciation continues to take some air out of buyer demand, while new home sales rose
modestly. New home sales arguably would have been stronger if builders had more completed new homes to show prospective buyers. Meanwhile, housing
starts strengthened, although all the gain was in multifamily construction.

• Leading Economic Index rose by a healthy 0.9% in August, the largest monthly gain since May.
• The message from August's LEI as well as the still-strong housing data and the Fed's taper hint is that, although the resurgence in COVID cases and supply chain
bottlenecks are major headwinds, they are not currently gale-force winds that stand to completely derail the economic recovery.

US Equity : Climbing the wall of worry
• Last week's short-lived spike in volatility was an example of the
periodic setbacks that could be seen as the expansion advances.
•

Even with nerves calming as stocks rebounded strongly and finished
higher for the week, volatility is likely to stay elevated in the near

term - Pullbacks are likely to become more frequent, and the pace of
gains will slow.
• The benchmark 10-year Treasury yield rose to the highest rate since

•

early July . The positive reaction in stocks and the steepening of the

While S&P 500 is less than 2% off its record high and was

yield curve reflect confidence that economic growth will be strong

down 5% at its worst on Monday, the average stock in the

enough next year to handle the gradual removal of the Fed's stimulus.

index had declined 14% by the same day – which could be

The two uncertainties that could be in the spotlight in the coming

suggesting that the markets have not been ignoring the

weeks are a potential government shutdown and debt-ceiling

growing headwinds and that there is widespread healthy

showdown, and profitability headwinds that could be on display when

skepticism which should underpin the equity markets to

companies start reporting third-quarter earnings in mid-October.

climb the proverbial wall of worry.

What to look for
• White House is preparing for a potential shutdown of the Federal government - A shutdown could happen as soon as this week if an appropriations bill does
not pass through before government funding collapses.
• During this week, markets will closely follow a series of Fed speeches throughout the week, as Powell noted that there was broad-based support for the
current tapering plans. On the US data front, private consumption data to be released on Friday will signal whether US goods consumption has remained
elevated. Consensus expects a slight drop in the September ISM Manufacturing index due on Friday after Markit's counterparts declined modestly this week.
Finally, Fed's preferred measure of inflation, the PCE, will also be released on Friday.
• In Europe, ECB's annual forum will take place on Tuesday and Wednesday, and the focus will be on the strategy review published last July .While near term

monetary policy outlook is not on the agenda, there may be a number of sources stories and official interviews at the same time. September flash HICP on
Friday where there can be a further rise in inflation ( 3.3%) on the back of rising energy and core inflation (1.8%), not least with the natural gas and electricity
price surge.
• In Japan, the ruling liberal democratic party will elect a new party president on Wednesday, who will also become the new Prime Minister. For markets, this

will primarily be important for the prospects for the green transition.
•

In China ,more debt payments from Evergrande are due on Wednesday, and markets will also focus on PMIs on Thursday for gauging the broader economy.

Fed- hawkish undertone
•

The key new sentence in the statement read: “If progress continues broadly as expected, the

Committee judges that a moderation in the pace of asset purchases may soon be warranted.”
That was changed from July’s statement: “…the Committee will continue to assess progress in
coming meetings.”
•

The step toward tapering is consistent with the Fed’s assertion that since July, when inflation

had “risen,” inflation is now “elevated.” The “may soon be warranted” language in the
statement squares with the view that an official announcement, with details, is likely at the next
FOMC meeting in early November—barring a significant deterioration in labor market or
broader economic data.

•

• The current Dot plot highlights a lack of consensus with regard to the
outlook; with nine of the 18 members expecting a rate hike in 2022; while

In a technical move ,Fed decided to double the size of counterparty limits on its reverse repo
facility from $80 billion to $160 billion per counterparty. It will provide some additional

the majority see three rate hikes in 2023.
• The new 2024 projections show continued hiking taking the median fed

breathing room for short-end rate markets as the pressures around the T-bill market imbalance,

funds rate to 1.8%, which is higher than what the markets have been

Treasury’s dwindling cash pile and the debt ceiling conundrum continue to rattle on.

•

The overall tone of the statement, SEP and dots plot leans more hawkish than what markets

discounting.
•

That said, crucial to understand is that these dots have historically been

had been pricing in - However Only when financial conditions begin to tighten , impact could

notoriously inaccurate; not to mention the fact that some of the FOMC

be felt on asset prices rather than simple rate moves.

members tied to these dots will be termed out by 2023.

Political Showdown
• Current standoff is undoubtedly "the riskiest debt-limit deadline in a decade.“
• The problem is two-fold. Congress hasn’t approved funding for the government for the year that begins Oct. 1, so lawmakers need a temporary spending
measure by then. The so-called continuing resolution would keep the government functioning until year-long legislation is approved. In addition, US will
reach its limit on borrowing in mid-October, so the ceiling must be raised.
• August 1 saw the return of the debt limit, which had been suspended in 2019. Treasury is taking extraordinary measures to allow the federal government to
keep fulfilling its obligations, but these measures will be depleted sometime “during the month of October.” If the debt limit is not raised before this occurs,
the federal government will be in default.
• House of Representatives passed a bill by 220-211 that would fund Govt through December 3, 2021, and suspend the debt limit through December 16,
2022. This measure would remove the debt limit from the legislative agenda until after the midterm elections on November 8, 2022. However, before Biden
can sign this into law, the Senate has to vote on it.
• Senate showdown vote on debt limit could come this week . Republicans are indicating they will sink the emergency legislation to suspend the $28.4 trillion
federal debt ceiling. Senate Republican leader Mitch McConnell and many of his 49 colleagues have vowed to withhold their votes, which would mean that it
likely would fall short of the 60 needed to clear the procedural hurdle.
•

If the spending and debt bill does not pass the Senate, we could see both a shutdown and a default of the US government in October.

Deadlines
•

First up is the Sept. 30 deadline to continue funding Federal agencies or face
the second partial government shutdown in three years, which would be an
embarrassment coming at a time when US continues to struggle with the
pandemic and bolstering the economy.

•

If Senate Republicans carry out their threat to block the bill, Democrats will
have little time to act before the government starts to shut down. They could

simply remove the debt limit provision from the bill and rush to pass the
revised bill in the House and then in the Senate. This could be accomplished
in just hours, depending on how close lawmakers are to the midnight, Sept.
30 deadline and if both parties agree. But even one Republican in the Senate
could slow things down by filibustering.
•

In late October or early November, the U.S. Treasury will run out of money
to pay its obligations, meaning the government faces the risk of a historic
default if Congress does not act.. Unless Congress acts in time, the U.S.
government likely would lapse into default.

•

As per Moody’s report a debt default could wipe out 6 million jobs ,erase $15
trillion in household wealth and cause unemployment to soar to nearly 9%

Monetary Policy roundup
•

Norway's central bank became the first G10 central bank to raise interest rates as the economy returns to a more normal growth path. In a widely expected move, the

Norges Bank lifted its Deposit rate by 25 bps to 0.25%, With the central bank's projections also pointing to ongoing growth in mainland GDP (3.9% for 2021 and 4.5% for
2022), Norges Bank also signaled future rate hikes should be forthcoming.
•

Monetary policy announcement from Sweden was perhaps notable for a lack of central bank action .Despite relative firm GDP growth forecasts of 4.7% for 2021 and
3.6% for 2022, Sweden's central bank held its policy rate at 0.00% and projected that rate to remain unchanged through the end of if its forecast period in late 2024.

•

Bank of England held monetary policy steady, against a backdrop of an economy affected by slowing growth and inflation cross-currents. Their forecast for the level of
real GDP in Q3-2021 was revised down around 1% since its August projections, noting supply disruptions. On inflation, the central bank cited increased natural gas
prices as an upside risk and said cost pressures are still elevated.

•

Swiss National Bank held its policy rate at -0.75%, said the Swiss franc remains highly valued, and repeated that it remains willing to intervene in the foreign exchange
market as necessary, in order to counter upward pressure on the Swiss franc. There would not be any change to the Swiss National Bank's expansionary monetary policy
for the foreseeable future.

•

In Brazil, in the face of accelerating inflation, the central bank raised its Selic rate by 100 bps to 6.25%. Policymakers said that "for the next meeting, the Committee
foresees another adjustment of the same magnitude," adding that the pace of increase was appropriate to have inflation converge to its target over time. In terms of its
outlook, the central bank projected CPI inflation to end 2021 at 8.5% before slowing to 3.7% next year.

•

Turkey's central bank went in the other direction, delivering a surprise 100 bp policy rate cut to 18.00%.

Europe Gas Crisis- 1970s revisited
•

Natural gas prices in Europe and Asia have gone parabolic, increasing by over 200% in Europe and 150% in Asia in a matter of months.

•

This compares to gains of nearly 100% for US benchmark.

•

Now comparisons with the 1970’s oil crises are perhaps not as far-fetched as some would think. The 1973/74 and 1979/80 oil crises are key examples of supply shock (reduced supply at
higher prices) recessions, but majority of EU recessions since the 1970s were preceded (by about 6-18 months) by a sharp rise in commodity prices.

•

This explosive move in global natural gas prices is a long time in the making, and structurally higher natural gas prices are likely here to stay. The main driver is a big slowdown in natural
gas production in the US -global growth engine for such supplies over the past decade via the fracking revolution. The journey to this new reality was somewhat predictable as several
key factors including lack of drilling, under-investment in new sources of supply, capital restraint on the part of producers, and a shift toward renewable energy capital allocation have

been in play for over a year now.
•

To the extent that higher gas prices are the result of the geopolitical chess game between Germany/Europe and Russia, European governments may be keen to avoid being blackmailed
by Moscow; which is an issue that is said to have been raised by Poland –and also US- at the informal meeting of transport and energy ministers that took place on 22-23 September.
Meanwhile, a (big) victory for the German Greens in the upcoming elections could be a further complicating factor. Their leader, Annalena Baerbock, has been advocating a hard line visà-vis Russia.

•

Global storage facilities would be practically empty in a cold winter scenario. This would be a catastrophic scenario which the market is trying to solve for now by increasing prices so
much that demand is forced to ration. We are beginning to see this dynamic play out in real-time, as fertilizer and other industrial facilities are forced to shut in Europe as a direct result
of the high natural gas prices. In the short-term, however, the imminent depletion of global gas inventories on the back of a cold winter might force energy companies to resort to other
sources of energy to heat homes, such as coal or even worse, fuel oil. This would definitely throw a spanner in the works towards a cleaner way of energy generation

•

OPEC nations are warning of the knock-on impact for oil markets as almost 2 million barrels of oil a day could be needed for a mixture of power generation and industrial purposes

Most EZ recessions led by commodities

Bigger shock already than the 1970s?

Gas prices exploding

Gasflation in UK – Cost of Brexit
•

Ofgem-regulated default tariff cap rises; another
increase in April is likely

In UK , not a single market has been left untouched by Brexit. One of the key promises of
the proponents of Brexit was that it would deliver increased prosperity. In reality, Britain
faces shortages, tax hikes, and higher inflation. Even if Brexit isn’t the main cause of most
of this, the optics don’t look good at all.

•

While it is clearly a stretch to argue that Brexit is the source of the UK’s energy crisis, it
currently adds an extra layer of price volatility in its energy markets.

•

UK’s electricity market has been decoupled from the continent's internal trading market.
Countries that participate in the EU’s internal market use auctions to trade with each other,

which continuously balances electricity prices across the continent. With UK now going its
own way, whilst increasingly relying on ‘super-efficient‘ market dynamics, it has become
more exposed to significant fluctuations in supply or demand.
•

These fluctuations make it more challenging to balance the grid, in particular now the
makeup of the energy mix changes towards renewables. UK’s precarious energy situation
is entirely reflective of the current resilience-versus-efficiency debate, disruptions in one
part of the world ripple out to affect others.

•

Unless prices drop rapidly, the potential for a protracted period of higher energy inflation
looks likely. This will also have a significant impact on CPI inflation, which might stay around

4%

Volatility in the UK’s day-ahead electricity market

Chinese Property Sector : Impact of ‘Three Redlines’
•

China’s property market, valued at $52trn or four times GDP in 2019 by Goldman Sachs. China has never experienced a meaningful decline in property prices, which have
risen by almost 50 % since 2015 alone according to BIS data.

•

The rootcause of Evergrande’s troubles – and those of other highly leveraged developers – is that residential property demand in China is entering an era of sustained
decline. The cohort of younger adults climbing on to the property ladder is shrinking. The quantity of marriages has dropped by 31 per cent since 2013. The migrant move
from the countryside has dried up But about a fifth of China’s real estate units are empty, and in the last year or so, chronic overbuilding — based on the concept of

“borrow, build and they will come” — has been exposed
•

The indebtedness chain model of Evergrande is not uncommon in China. Many Chinese companies follow the “running to stand still” strategy of piling on ever-increasing
debt to compensate for poor cash flow generation and weak margins.

•

Evergrande was the largest issuer of commercial paper in China, $32 billion issued in 2020, a 390 % increase from 2015. Real-estate companies of China have tapped the

public US dollar bond market for USD 274bn over the past five years, according to Bond Radar data. Of this, roughly USD 215bn remains outstanding from roughly 120
companies, predominantly owed by sub-investment grade borrowers. Many said issuers have developed a programmatic borrowing approach so have multiple credit lines
outstanding. Some USD 10bn falls due between now and the end of this year followed by another USD 50bn in 2022.
•

The set off for the present squeeze was Xi’s “Three Red Lines” final year: a 70 % cap on liabilities to property; a 100 % cap on net debt to equity ; and cash to cover short-

term debt. Developers that failed lost entry to credit score, short-circuiting the perpetual Ponzi scheme. When the Three Red Lines were applied to 12 large developers last
year, eight broke at least one, and four broke all three .

Chinese Property Sector : Pain of leverage
•

The problem with Evergrande is that it is not an anecdote, but a symptom of a model based on leveraged growth. The last resort is to bail it out and restructure the
company, as China has done with other troubled corporations like HNA, Huarong and Baoshang Bank. Hope that the government will fix everything contrasts with the
magnitude of the financial hole. Relaxation of regulatory controls wouldn’t change the fundamental constraints .

•

For years, China has fitfully been trying to put its financial house in order, then backing off as the scale of the potential disaster became apparent. It seems more likely
than not that there is a similar pattern unfolding .

•

Already, concerns are growing about a bigger economic crisis in China. More policy support for China's economy, including boosts to banks' lending power, is likely to
dispel gloom cast by the crisis .However ,China stood pat on its benchmark lending rate for corporate and household loans for the 17th straight month at its September
fixing and injected 90 billion yuan to the banking system,. But the crisis is one of solvency not of liquidity .

•

In the bigger picture, Global demand could absorb China’s excess production when it was a relatively small share of world GDP. But with the world’s second-largest GDP,

it needs a balanced economy that generates robust domestic demand. US and Western Europe are not going to start buying three times as much of everything, and
China still has a major income gap to close before it truly joins the developed world.
•

Developing local demand will mean funneling capital away from asset-heavy manufacturing businesses and toward sectors such as retail, health care and logistics. That
can’t happen until China develops a more open financial system. But getting there will mean a brutal reckoning that the Chinese Govt would very much like to put off.

•

Such a crisis could continuously put downward pressure on a lot of the commodities that China consumes. For instance , Steel and iron ore markets are now tracking
how the Evergrande situation unfolds and the price may not recover soon

Bond Markets : Turbulence ahead
•

Liquidity in the banking system is estimated to be in a surplus of over 6.75 trln rupees as against 8.39 trln rupees previous week. The surplus liquidity sharply narrowed
due to outflows on account of advance tax payments for Jul-Sep and payments for goods and services tax.

•

During the week ,result of RBI’s bond purchase auction showed that the central bank bought smaller-than-expected amounts of liquid papers, that too at disappointing
cut-off prices. While the markets had anticipated that they would purchase 35-50 bln rupees of the gilt at the auction, the RBI only bought 23.32 bln rupees of
the benchmark bond. The yield on the 5.63%, 2026 bond rose the most among liquid gilts, as the paper was not selected for the RBI's next gilt purchase.

•

Further, uncertainty over the Centre's quantum of borrowing in Oct-Mar saw markets unwilling to stock up on the paper, as any additional borrowing is expected to
occur in short-term gilts. If the government intends to borrow from the market next week, it would have to announce the auction latest by Tuesday

•

However , the sharp fall in domestic bonds took markets by surprise, as many had expected the surge in US yields to have a muted impact on domestic gilts.

•

RBI and the Centre may tentatively meet on Monday to decide the quantum of borrowing in the second half of 2021-22 (Apr-Mar). The market will keep a keen eye on
whether the government borrows extra to repay the shortfall in goods and services tax cess collections to states.

•

RBI is still to buy around 150 bln rupees of gilts out of the 1.2 trln rupees worth of purchases it committed for Jul-Sep under its bond-buying scheme and hence the longend is slightly better protected at least in this while the short-end only has downside risks due to impending normalisation and probable GST borrowing.

•

There is speculation that RBI has been weighing the option of not committing to fresh bond purchases under the GSAP in October, and instead balancing out the needs
of the system with open market operations and Operation Twist

•

Summing up, the bond market would find it tough to navigate through the second half and the much awaited rally in yields past 6.50% is more likely

Nifty :Euphoria Continues
• With plenty of global headlines to worry about, volatility was seen last
week after having been always bullish over most of the past six
months.

• Indian Euphoria remained relatively unscathed, as they reached new
milestones yet again. No negative headline is capable of checking the
resiliency of Buy the Dip mindset and the markets remain
extraordinarily confident that Indian economy would weather Taper
and the rallying Global oil Prices
•

Discernible complacency has been setting in and a choppier road likely
lies ahead as the pace of domestic growth moderates

• Positive undertone on account of underlying local sentiment ahead of
the earnings and festival season negates the concerns over rich

valuations.
•

Range likely to be 17400 17900

