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Global Supply Chain is Worsening
• News flow over the past week has provided little cause for optimism that supply-side problems in the global economy
are easing. If anything, the signs are that they are worsening.
• In fairly short order the narrative has shifted from an age of abundance to an age of scarcity
• The most obvious and near-term consequence of supply chain disruptions at present is inflation, at least in goods.
Strong consumer demand has given manufacturers increasing confidence to pass on higher costs, and this was also a
finding in the Fed’s Beige Book

• In Europe, compounding existing problems sourcing semiconductors, and steep rises in energy costs, auto makers now
face a shortage of magnesium – a material critical to aluminium used in car production – due to energy rationing in
China (where 95% of Europe’s consumption is sourced).

• This could cause further stoppages at car manufacturers before the end of the year if left unresolved.
• Interdependencies, coupled with low inventories across global supply chains, have ushered in a brittle system that’s
become more vulnerable to shocks and their ripple effects. The burgeoning energy crisis is but one example.

Great Resignation is spreading
• With the “quits rate” and job openings recently hitting all-time highs ,a

new era has been born.
• Anthony Klotz an organizational psychologist at Texas A&M University
coined the word ‘The Great Resignation’
• The rising rentals as well as accelerating home prices closer to the work
place is seen as one of the key factors resulting in this phenomenon of
Quits . Stronger the housing , stronger the quits ?
• It has been accompanied by upward pressure on wages, though not yet
to the same degree as the upward pressure on prices.
• One way to view this is the sharper spike in small businesses’ plans to
raise prices relative to plans to raise worker compensation
• The mass exodus has company leaders bracing for a seismic shift in the

workforce which is gradually spreading across the world impacting all
the economies - One more global issue to reckon with

Inflation Dynamics is Different
• The shift that may have occurred is from pro-cyclical to counter-cyclical inflation.
•

Pro-cyclical inflation occurs when stronger economic activity drives prices up. The initial impact of the pandemic was deflationary as demand fell faster

than supply. But since the broad reopening of the economy, demand outpaced the recovery of supply.
•

Counter-cyclical inflation occurs when high prices drag economic activity down, which is what has been happening more recently.

• Today’s inflation is not a traditional monetary result tied to excess borrowing for the purpose of consumption. Instead, it’s about import price inflation
.This is a sharp reversal from import prices being the source of disinflation in US since the mid-1990s.
•

For the majority of the period from the mid-1960s to the late-1980s, supply shocks dominated the economic landscape; while since then, demand
shocks have dominated.

• Much as sentiment is a critical driver of stock market cycles, and animal spirits is a critical driver of economic cycles, psychology comes into play in
inflation cycles as well.
• When the psychology changes, and inflation expectations become imbedded, workers find themselves with the power to push for higher
compensation, while companies find themselves with the power to pass along higher costs to their end customers. That’s how the spiral unfolds.

US Data : Mixed Picture
•

Beige Book revealed that economic conditions were still generally strong in August and September. The outlook for improved economic activity also remained positive. Scattered
throughout the report, however, were numerous mentions of the pervasive supply chain issues that are now affecting virtually every part of the economy. The term "supply chain" was
cited 37 times, an increase from 33 mentions in September and 28 references in August.

•

The latest indicator to shed light on the supply chain problem was industrial production during September, which tumbled 1.3% during the month. The index reading for August was
also revised lower to show a small decline. Without the drop in auto production, overall manufacturing output likely would have expanded during the month, as evidenced by a sturdy
gain in durable goods production.

•

Both housing starts and building permits came in well below expectations while existing home sales, jumped unexpectedly to their highest level since January. Activity has downshifted
recently, however, as a growing list of key material inputs, such as copper and steel, remain in short supply. These material shortfalls are leading to project delays and preventing

homes from being completed. The number of homes under construction reached a 1,426K-unit annual pace in September, the highest since 1974
•

Despite the supply-side challenges, builders remain confident in their ability to sell just about anything they build. The NAHB Housing Market Index (HMI) rose to 80 during October,
the highest level in three months.

•

Leading Economic Index (LEI) increased 0.2% during September. The LEI advancing during the month is a sign that the economic recovery remains on track, but the gain undershot

expectations and was the smallest monthly rise since February.
•

Weekly and continuing jobless claims fell more than consensus expectations and reached new pandemic-era lows. Continuing claims, which are arguably even better than jobless
claims (as they capture both firing and hiring), are also at new cyclical lows. Continuing claims are down a fourth consecutive week, falling 122k to 2.481 million. This compares to
readings around 1.7 million in early 2020. The recovery in claims is nearly complete

US Equities : Earnings boost
• Stocks hit an all-time high last week after the S&P 500 notched a seven-day winning streak, the longest
since July.
• While still too early to draw conclusions from corporate earnings results, the third-quarter earnings

season is off to a solid start, helping lift sentiment.
• Equities have gained almost 6% this month, fully recovering from last month's losses.
• As of the end of the week, analysts polled by FactSet were expecting overall third-quarter earnings for the

S&P 500 to have risen 33% versus the year before.
• This would be down considerably from the second quarter’s pace of 89% but still the third-fastest growth
rate since 2010, according to FactSet.

• The percentage of companies beating revenue estimates was also near record levels.
• Hopes for additional fiscal stimulus also appeared to bolster sentiment.

Insured rate of Unemployment
• The insured rate of unemployment measures the share of the
population eligible to receive unemployment compensation.
• The series is highly correlated with the unemployment rate.
• The latest figure shows a reading of just 1.8% which is only

0.6% higher than where it was in February 2020.
• The sharp fall in the insured rate coupled with surging labor
costs tells us the economy is operating past full employment.

• No doubt, further federal spending increases will worsen an
increasingly worrisome inflation backdrop

PPI –CPI Spread and Equities
•

There is currently a significant spread between the CPI and the producer price index

(PPI). Although not quite as extreme as was the case in the mid-1970s, it is much
lower than any of the lows since then.
•

Time and again, businesses find they can’t pass along consumer prices (apart from, in
US, short run transitory periods) because actual demand/recovery is never really there.

•

The forward six-month and one-year performance for the S&P 500 was weakest when
the spread was negative historically.

•

Over the past couple of decades, a negative spread between the CPI and PPI did not
lead to significant margin pressures.

•

A key reason is that PPI only measures domestic input prices.

•

Thanks to globalization force at play since the 1990s, companies could offset higher
domestic input costs with lower international input costs.

•

If inflation is largely determined globally, however, central banks may also have more

limited ability to stabilize inflation in the future.
•

That is a tide that is likely heading out.

US yields – Heading higher -1/2
• Since the onset of the pandemic, the Fed has now purchased 60% of ALL marketable treasury debt. This is a new high, up from 57% last month. To say
the Fed is the largest marginal buyer is an understatement. The Fed has been the MAIN buyer of treasury securities.
• Fed is poised to begin tapering its asset purchases next month. If their timeline is accurate, the Fed will purchase $360 billion fewer treasuries over the
next eight months relative to what they have been buying since March 2020.
•

With tapering complete by July 2022, $960 billion of per annum Fed buying will have evaporated. But the effect on duration will be even larger because
the Fed will also no longer be purchasing $480 billion of MBS. In relative terms, a lot of long-dated paper will be available to purchase.

•

The pullback in Fed purchases will coincide with an increase in the Treasury’s financing needs. The Treasury operating cash balance has averaged only
$125 billion over the past month. Government debt managers have a stated goal of raising the cash balance to $800 billion by yearend so this amounts to
an additional $675 billion in financing needs.

• Furthermore, it is unclear to what extent the Democrat-led Congress passes additional fiscal stimulus. This could lead to a further worsening in price
pressures causing an increase in the inflation risk premium.
• The Fed’s decision to buy less debt, the need to increase marketable supply and the possibility of a budget deal (which would lift the inflation-risk
premium) all point to higher interest rates. 2% 10-year yields be the next stop.

US yields – Heading higher -2/2
• Even with 10-year Treasury yield rising from 1.20% in

August to 1.70% last week, yields have never been this low
over the last 50 years relative to economic growth and
inflation.
• For comparison, in the last decade, between 2010 and
2019, U.S. economic growth averaged 2.2%, inflation 1.9%,
and the 10-year 2.3%.
• This suggests that there could be more upside for yields,

even if both growth and inflation slow next year.
• However, it is also worth noting that in each of four
market cycles since 1980, longer-term yields peaked at a
lower rate and have been in a general downtrend

ECB Preview

Euro area headline and core inflation

• ECB will attempt to make the meeting as uneventful as possible.
• High inflation, higher interest rates and a weakening growth outlook make a
complicated mix of data for the ECB

• No policy decision to be announced this Thursday, although another “technical
tapering” is possible in light of the further increase in inflation.
•

From a market perspective the euro area rates have been driven by the BoE's
change in tunes as well .

• Headline inflation stood at 3.4% in September, its highest reading since the
middle of 2008.
• Roughly half of the current headline inflation (1.7 percentage points) can be
attributed to the rise in energy prices. But core inflation also rose to 1.9%, its
highest reading since 2008.
• Lagarde is likely to stress again the temporary nature of the many cost shocks, but
she may provide some color to what extent the ECB’s assessment of the mediumterm outlook for inflation has changed.

Slowdown in the euro area’s growth momentum

China – Slowdown more Pronounced
•

A renewed COVID outbreak resulted in harsh restrictions, regulatory changes weighed
on local financial markets, and a potential collapse of Evergrande have all contributed
to a slowdown in Chinese economic activity.

•

Over the weekend, the full extent of the slowdown was revealed as China's economy
grew just 0.2% quarter-over-quarter in Q3.

•

To put that growth number in perspective, the Chinese economy grew 1.2% quarterover-quarter in Q2, and pre-COVID, it was growing around 1.5% on a sequential basis.

•

The slowdown was also more pronounced -sharper than the consensus expected.

•

Higher frequency indicators were also released over the weekend, which for the most
part, continue to suggest a softening in China's local economy. In particular, industrial
production data missed consensus expectations by a relatively wide margin and is
arguably the most concerning data point out of China.

•

China typically relies on coal to fuel manufacturing plants; however, given a coal

shortage and rising coal prices, manufacturing activity has been scaled back in an effort
to maintain energy supply. This rationing of energy sources has made itself clear in
manufacturing output data

Bond Markets –Higher yields
• While RBI has been cautious to not send any untimely signals to the market on its eventual withdrawal of policy
support, the rise in short-term rates–including overnight indexed swaps–reflect a faster-than-expected 15-25 basis
point hike in the reverse repo rate.
• At the Rs. 240-bln weekly gilt sale auction, the central bank set slightly higher-than-expected cutoff prices for the four
papers it auctioned, which indicated firm demand for gilts.
• Global factors – Oil Prices and US Yields - are pushing yields higher. But, auctions are sailing through, may be partially on

hope that RBI would intervene. But if RBI does not react from here on, the market may continue with higher yields.
• RBI refrained from announcing any open market operations , whereas the markets had expected them to announce a
special open market operation to cap rising yields. The absence possibly underscored that they realise the futility of

arresting this upmove given the intensity of the impact on global factors
• 10-year benchmark 6.10%, 2031 bond ended at Rs. 98.10 or 6.36% yield – Heading into 6.75 %

Nifty : Weaker bias
•

Last week, Nifty 50 has fallen 1.2% -However, the weakness this week follows two
consecutive weeks of more than 2% gains and a sharp rise over the last several
months, which was on the hopes of robust corporate earning

•

Valuations of numerous companies are bulging while fundamentals trail behind.
Clearly, the September quarter is seen as a mixed bag for Nifty 200 companies.

•

The broad-based Nifty 200 companies are expected to have experienced a quarter
where their sales are likely to have been strong but without a corresponding jump in
net profits.

•

The aggregate net sales of Nifty 200 companies in the September quarter are likely to
have risen 30% on year,

•

A high operating margin, along with such a strong sales growth, would have typically
pushed up the net profit by 60-70%, but the bottom-line is seen rising just 35%,
indicating the pressure they face on their profitability.

•

Higher Oil/Raw material prices ,hardening inflationary expectations and uncertain
normalization path of RBI should keep the upside limited .

•

17760 – 18160 to hold the range for the week

NIFTY shows weakness below 18050
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