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Volatility returns
•

November ISM Services Index showed expansion in key services sector - notched another record high of 69.1, up from 66.7 in October, which was the previous record.

•

Nonfarm payrolls rose by 210,000 jobs month-over-month (m/m) in November, well below the consensus estimate of a 550,000 rise, while October's figure was
upwardly-adjusted to an increase of 546,000.

•

Private sector payrolls increased by 235,000, versus the forecasted rise of 536,000, after increasing by a favorably-revised 628,000 in October.

•

Stock market VIX rose to the highest level in 10 months and German 10-year yields dropped to -0.35%, the lowest level in two months. The common factor in markets
also seem to be a squaring of positions heading into year-end to protect positions in the midst of rising uncertainty.

•

Oil prices has dropped sharply to just below USD70 per barrel on concerns over less travelling over the winter amid new covid waves and restrictions. It's a drop of
more than USD15 per barrel in a little more than a month.

•

Over the coming week the main focus will be on news regarding the Omicron variant and US CPI for November. Consensus is for a rise in US core CPI of 0.5% m/m, so
another high print is built into expectations.

•

In Europe, German ZEW which could see a new setback due to covid waves.

•

No changes are expected at the RBA meeting and RBI could make a token hike and continue with a dovish narrative.

•

At the Polish central bank meeting markets price a 50bp hike adding to a 75bp hike in November.

Fed Turns hawkish
•

Nervousness persisted as investors grappled with the pace of Fed monetary policy tightening
after Powell executed a hawkish pivot this week, while more cases of the Omicron variant have

been reported in the U.S.
•

Powell acknowledged in testimony before Congress that inflationary pressure, while still
expected to abate over the next year, had become broad enough and remained elevated for long
enough that the central bank may consider accelerating the pace at which it tapers its monthly
bond purchases.

•

The market appeared to interpret this development as potentially moving forward the timeline
for the Fed to begin increasing short-term interest rates. The Treasury yield curve flattened over
the week, with short-maturity yields rising and long-term rates decreasing.

•

Powell also cited the uptick in the number of COVID-19 cases and the emergence of the omicron

variant as possible catalysts for further supply chain disruptions as well as potential headwinds to
the economic recovery and the labor market’s gradual rebalancing.
•

The pandemic has exposed instability in complex global supply chains; possibly ushering in a
coming secular environment of pervasive supply shocks, vs. the demand shocks that were more
commonplace for much of the past two decades.

•

This new variant can spark off more talk about companies switching from just-in-time inventory
management to just-in-case.

Prime age employment hints at Fed tightening
•

Nonfarm payrolls increased only 210K, less than half of the consensus estimate. Although the previous two months were revised up by 82K, this miss means that with
just one final employment report left in 2021, nonfarm payrolls are still roughly four million jobs below their pre-pandemic level.

•

The bright spot was a 0.4% decrease in the unemployment rate, as it dropped to 4.2% from 4.6%. The decline was also for the right reasons . It was the result of a large
594k increase in the labor force — the number of unemployed fell 542k while the number of employed rose 1136k.

•

The unemployment rate for prime working age males is back below 4% - an early indicator of Fed tightening .

•

Slowing job gains and sturdy wages are signal of a tight labour market

•

Employment in the leisure and hospitality industry rose just 23K in November, and still lingering 1.3M below pre-pandemic levels, it would take several more years to

catch up at November's pace of growth.
•

With COVID cases on the rise and Omicron fears running rampant, it may be a few months before leisure and hospitality employment materially accelerates.

•

Retail trade had a disappointing 20K job decline as seasonal holiday hiring may have been pulled forward, and Govt payrolls fell 25K in their fourth consecutive decline.

•

Average hourly earnings grew a lighter 0.3% in November to come in at 4.8% on a year-ago basis, which typically would be strong, but these are not normal times.

•

Although we do not yet have November inflation data, prices almost certainly rose in the month, and headline CPI was already up 6.2% year-over-year in October. This
suggests that inflation-adjusted average hourly earnings are down roughly 2% on a year-over-year basis.

Household Savings : Water runs deep
• A key factor behind expecting the sustained robust economic rebound, even
amid ongoing pandemic challenges, has been the extensive fiscal support and
government-income transfers.
• Because of that, household finances emerged from the crisis in better shape
than they were going into it.
• The $2.3 trillion of estimated additional savings relative to the pre-pandemic
average provides a safety cushion during uncertain times
• Record levels of net disposable household income mean that there is still
plenty of spare cash to disproportionately flow into the consumption of
goods, especially if the pandemic disruption drags on for longer than
expected.
• The replacement cycle for durable goods does not seem to be coming to an

end any time soon and hence the goods inflation is likely to stay entrenched.
• This might also delay the rotation of consumption back to services, where
price pressures tend to be more short-lived.

Inflation is on account of Fiscal ..
• Excessive fiscal stimulus is helping to push up inflation. The headline consumer
price index (CPI) jumped in March 2021 when a $2 trillion fiscal stimulus package
was passed using budget reconciliation.
• This bill had the effect of nearly doubling the personal savings rate from 14% in
February to 27% in March. This glut of cash was then spent on goods — retail sales
soared 22% at an annualized rate from February 2021 to October 2021. In turn, the

CPI increased at an 8% annualized rate, led by goods which rose at a staggering
13% annualized rate.
• Congress passed a bipartisan $1.2 trillion infrastructure bill last month, half of
which represents new spending. While this will be spread out over several years,

the public sector must still compete with the private sector for scarce resources
such as labour and raw materials.
• Thus, inflation could get an added boost. More troubling to the inflation outlook is

•

jump in prices.

the possibility of a $1.8 trillion budget reconciliation bill, whose true cost is likely

double in size. This is because many popular provisions in the bill such as the child
tax credit are likely to be extended, whereas the legislation assumes it will expire
after a year..

Excessive stimulus created excessive demand which led to a big

•

More demand stimulus absent an increase in productive supply

will only worsen the current inflation backdrop

Real Rate Decline to reverse ?
•

Following the inflationary 1970s, the year-over-year growth rate CPI peaked in March 1980
at 14.8%.

•

Inflation has seen successively lower cyclical peaks since then, which has been matched

by successively lower peaks in the fed funds rate.
•

These were record low yields, and the bond market expects even lower peaks.

•

In essence, a secular decline in inflation has mitigated the need for monetary
policymakers to lift official interest rates as much as previous business cycles.

•

Real rates never get back into positive territory in this business cycle. This makes sense if
the economy is still in a disinflationary environment.

•

•

Importantly, markets expect this trend to continue. But unprecedented fiscal and

• August 1984 saw a peak funds rate of 11.50% (7.20% real).

monetary stimulus since covid may have reversed the post-1980s secular downtrend in

• In May 1989, fed funds rose to 9.81% (4.95% real).

inflation.

•

They went to 6.00% in February 1995 which corresponded to 3.10% real.

If this is the case, then the real fed funds rate eventually needs to get back into positive

•

In May 2000, funds topped out at 6.50% (3.30% real).

territory to dampen inflationary pressure.

• In June 2006, fed funds went up to 5.25% (3.95% real).
•

•

The bond market is not yet prepared

However, in the last cycle, fed funds only went to 2.38% (December 2018)
with real funds peaking at just 0.78%.

German Politics: Daring More Progress
• As a first in German history, a new ‘traffic-light’ coalition between the Social Democrats (SPD), Greens and the liberal FDP party has taken over the
government . Combining political forces on the left (SPD, the Greens) and right (FDP), the ‘traffic-light’ trio is seen as a centrist coalition that is united in its
aim of breaking with the status-quo represented by the last grand coalitions.
•

Previous Finance Minister Olaf Scholz will succeed Angela Merkel as chancellor and we see him as a steady hand with a measured and consensus-based
leadership style in the tradition of Merkel.

• While clearly less experienced than his predecessor on the European political scene, Scholz has gathered credibility among European leaders for his role in
the OECD accord on global minimum corporate taxes. Whether he can fill the vacuum of a strong European leader that Merkel leaves, will only be seen over
time and probably not before the next crisis hits.
•

Liberal FDP leader Christian Lindner will likely take over as Finance Minister and although more fiscally conservative than Scholz, he has shown a willingness
to compromise on fiscal matters during the coalition negotiations and highlighted Germany’s special responsibility in holding the Eurozone together and
enable countries room to invest in their economies.

• Under the mantra 'daring more progress' the new German government plans an ambitious investment offensive, but details are somewhat scarce and
financing remains the Achilles' heel of the coalition deal.
• It is likely that Germany might maintain a clear pro-European stance with a scope for a more critical foreign policy stance towards China, Russia and
autocratic leaders in the EU.

Euro area - PMIs

EZ Economy :Emerging Risk
•

Euro area economy, despite losing some steam after the summer, seemed to be growing
rather robustly over the last couple of months.

•

Supply side bottlenecks were clearly weighing on the manufacturing sector, but they did
not threaten the outlook in a fundamental way.

•

In fact, November PMI business surveys recorded a small rebound, suggesting that
companies were able to manage the shortfall in intermediate input.

•

The real risk to the short-term outlook now stems from the surge in new infections in some
countries which may force governments to put again strict lockdown measures in place.

•

The crucial metric to watch is hospitalization rates. A complete overwhelming of health
systems will leave governments no choice but to order strict lockdown measures. This
threshold has been reached in some parts of Germany.

•

Silver lining is that the Cumulated excess savings stand now at around €500 billion, close to
5% of GDP

•

Consumption would be boosted should households decide to spend a significant part of
these savings. At least for now, there is no indication for this to happen and savings
intentions remain high. But high savings nevertheless represent an upside risk to
consumption.

Covid – New infections – 5dma

EZ Inflation
•

The flash estimate showed that HICP inflation in the Eurozone jumped to 4.9% in November, up
from 4.1% in October. The core rate (excluding food, energy, alcohol and tobacco) rose to 2.6%,
up from 2.0% in October.

•

The breakdown into the main components shows that the main factor behind the rise in headline
inflation again was energy price inflation.

•

Energy price inflation increased to 27.4% in November, up from 23.7% in October, adding 35 bp to
the total rise in headline inflation between October and November.

•

Services inflation added 25 bp to the rise in headline inflation (rising to 2.7%, up from 2.3%).

•

Rise in the inflation rates of food and non-energy industrial goods each added 10bp to the rise in

total inflation.
•

Looking at the other main contributor to the rise in core inflation, it seems that rise in the inflation
rate of non-energy industrial goods (to 2.4% in November, up from 2.0% in October) is due to
surging global industrial goods prices on the back of supply-chain bottlenecks and higher
commodity prices.

•

Looking forward, recent producer price data as well as surveys about selling price expectations in
industry indicate that the rise in non-energy industrial good inflation could continue for a while,
but should ease over time, even though a complete normalisation of the supply-side could take a
longer time

China : Incipient Signal of Rebound
•

China’s official manufacturing PMI published on 30 November came in stronger than
expected at 50.1 (consensus: 49.7, Oct: 49.2), the first reading in expansion territory since
August. By contrast, Caixin’s manufacturing PMI for November was weaker than
expected, falling back to 49.9 (consensus: 50.6, Oct: 50.6). Although the two headline
PMIs for the manufacturing sector showed different directions , a common factor was an

improvement on the production side
•

Renewed COVID-related restrictions, regulatory changes, and a slowdown in the real
estate sector have placed pressure on China’s economy recently. That being said, the
manufacturing and services PMI both came in slightly stronger than consensus
expectations in November, following a softening in October.

•

Manufacturing input and output prices dropped, signaling that some recent efforts to
stabilize prices has taken effect and energy shortages have eased a bit. However, the
economy is still facing dampened demand, as new orders have remained in contraction
territory for the past several months.

•

All in all, the latest PMIs for China are in line with our view that quarterly growth will show
a pick-up in Q4, following a very weak Q3 (+0.2% qoq). A further piecemeal easing of
monetary and fiscal policy should also help to stabilise China’s growth.

MPC : Omnipresent Excuse ?
• Markets believe the next phase of normalisation, or rebalancing, of monetary policy will begin this week with a hike in the reverse repo
rate. It is broadly expected that by the start of 2022-23 (Apr-Mar), the Liquidity Adjustment Corridor will be symmetric again.
• However the risks and uncertainty from Omicron may dominate MPC discussions next week. In case the conclusion drawn is dire, the other
big issue--policy normalisation--may take a back seat.
• Government sought Parliament's approval to spend a net additional 2.99 trln rupees in the current financial year, which led to
speculation that the Centre will overshoot its fiscal deficit target.
• The Budget had projected the government's total expenditure in 2021-22 at Rs .34.83 trln, down 0.8% from last year. But this is likely to

overshoot the target because of the additional expenditure.
• Concerns over the extra market borrowing came to the fore this week after reports suggested that India's fiscal deficit may top 7% in 202122 (Apr-Mar), as against the budgeted target of 6.8% due to higher spending and the likelihood of missing out on disinvestment targets,
which could offset any rise in revenue from taxes.
• Despite muted trade volumes, the 240-bln-rupee weekly gilt auction went by smoothy as the RBI set cutoff prices largely in line with
market expectations

Nifty : Persistent weakness
• It is apt to recall what Two investing legends described the equity market :
•

Leon Cooperman : “a fully invested bear;”

•

Julian Robertson : “trying to sell short in this market is like being run over by a train

that’s going to derail a mile down the road.”

• Jitters from the free fall witnessed recently crept into the first half of the week.
• However, the markets have started shrugging off these nerves as markets have
seen some recovery as compared to the previous week.
• With encouraging economic data such as 8.4% GDP growth in Q2 and
manufacturing PMI at 57.6 hitting a 10-month high, markets had something to
cheer about. Amid worries of high valuations, inflation and Covid driven

uncertainties, the sentiment which was ‘greedy’ earlier has switched gears to
‘fear’ in the past few weeks.
• Nifty should stay in a consolidation mode for another week in the familiar
range 16800-17200
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