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Global Manufacturing : Sliding Fast
• The global manufacturing PMI dropped by almost a full point to 50.3 (July: 51.1). This marked yet another fresh low since July 2020,
when global manufacturing was still to enter a sharp rebound from the initial Covid-19 shock in the first half of 2020. Both the
aggregate indices for developed markets (DMs) and emerging markets (EMs) continued their slide.
• The aggregate index for DMs fell by one point to 50.3 .That compares to a level of around 56.5 in the first few months of the year.
• The aggregate index for emerging markets (EMs) fell by 0.6 points to 50.2, with China’s Caixin PMI dropping back to below 50 reflecting
headwinds from Covid-19 policy, property sector woes and heatwave driven power shortages
• The various components of the August global manufacturing PMIs show that, like in July, the weakening momentum was visible both
on the supply and the demand side.
•

On the supply side, the global output component dropped back to below the neutral 50 mark (49.4 versus 50.1 in July), with the aggregate output
index for DMs and EMs at 47.5 (July: 48.4) and 51.1 (July: 51.7), respectively.

• On the demand side, the picture was even bleaker: the global components for domestic orders and for export orders fell to 48.2 (July: 48.9) and
47.0 (July: 48.0), respectively, with weakness particularly concentrated among DMs

Global trend on Earnings
• The post-pandemic party is coming to a close. While the latest earnings season was better than expected on the revenue side, with
only four out of 24 sectors posting a decline, half reported y/y declines in earnings. Forecasts and guidance also indicate fading
momentum: Q3 revenue growth rates have been revised downwards for Latin America, APAC and emerging markets, and for 15
sectors globally.

• Cash buffers are still high but waning. Despite exceeding 2019 levels by 30% in Europe and 50% in the US as of Q2 2022, cash buffers
are decreasing as most firms in both the US and Europe have been burning cash in 2022.
• Due to the inflationary environment, working capital requirements (WCR) climbed +6 days of turnover to reach 71 in the US and +10
days to 64 in Europe. This has led firms to build up leverage. Meanwhile, higher interest rates are also pushing up interest expenses,
especially in Europe (+20% adjusted for change in long term debt).
• As a result, countries, sectors and firms now face different challenges. The energy crisis could be a major blow in Europe for energyintensive sectors (Power, Paper, Metals, Railways, Chemicals etc.) while the strong dollar could harm exporting sectors in the US.
•

Discretionary spending and construction are also at risk while energy should continue to fare well – although it is at risk of facing
political action (e.g. a “superprofit” tax).

US Economy : Steady State
• It was a light data week following the U.S. Labor Day holiday., sandwiched between last week’s payroll and this week's critical CPI
• ISM services index came in stronger than expected . The index registered a robust 56.9 reading, and the subcomponents were equally
encouraging. Both the business activity and new orders components were the strongest readings of 2022, while the prices paid
component ticked lower.
• The index has come off its record highs reached in 2021, but it remains well above the key 50 level and it is about a point higher than the
average over the 2010s. It provides further support for the belief that U.S. economy has decelerated but has not yet fallen into recession
• Initial jobless claims came in a bit cooler than expected, although continuing claims were a bit worse than anticipated.
•

Some ostensibly scary headlines have emerged related to credit growth, specifically about revolving credit such as credit cards. Data
released last week showed revolving credit was up 14.3%year-over-year in July. As a share of after-tax household income, total revolving
credit is still below its pre-pandemic ratio.

• July wholesale inventories rose 0.6% month-over-month, downwardly revised from the previously reported 0.8% gain, where forecasts
called for it to remain, and below June's 1.9% increase. Sales fell 1.4%, after June's downwardly adjusted 1.6% advance.

Rational Inattention
• During his brief (9 minute) address to this year’s Jackson Hole conference, Powell said : “One useful insight into how actual inflation may
affect expectations about its future path is based in the concept of rational inattention."
• Rational inattention is a notion found in behavioral economics. A range of studies have illustrated that human beings have limited
capacity to ingest and process information. Doing so is costly, in terms of time and stress. This leads the people to sort incoming news
into buckets based on their immediacy and their complexity. The most pressing and simple issues are front of mind; the rest are

shepherded to the rear. The war against inflation will be won when we no longer need to worry about it
• Economists have long held that inflation expectations are very important to the evolution of actual inflation. If people think that prices
will stay low, they will not press as hard for higher wage increases and investment returns. The settled state of inflation during the
decade prior to the pandemic cemented low inflation expectations and allowed consumers to focus their attention on other things.
• The worry that Powell highlighted is that more persistent price pressures will bring the subject to the fronts of our minds. In that
instance, we’ll focus more on ensuring that our pay and our portfolios are keeping pace, which could serve to sustain today’s higher
inflation levels.
• This makes it imperative that central banks remain aggressive in their battle to bring inflation down, and resist the temptation to ease
off prematurely. Because when it comes to inflation, ignorance may be bliss.

US Economy : Household Wealth is key
• US economy and jobs market have rebounded strongly over the past couple of years, recovering all output and jobs lost during the pandemic.
Asset markets performed even better.
•

House prices nationally are up more than 40% on pre-pandemic levels while the S&P500, even after recent declines, is up around 20% from that
same point and is up more than 80% on its 23rd March 2020 low.

• The hefty falls in equity markets through the first half 2022 have put quite a dent in household wealth, but we have to remember strong gains
over the past two years means it is still up $27tn on pre-pandemic levels to currently stand at $144tn. This will provide a strong platform for the

consumers to withstand intensifying economic headwinds
• The value of financial assets held by the household sector fell $7.3tn. $6.7tn of the drop was in directly held corporate equities and mutual fund
shares with a further $1.3tn stripped from the valuation of pension and insurance funds.
• While this decline in wealth isn’t exactly good news, it has to be set against the huge net $27tn gain in household wealth through the pandemic
overall. Even after the second quarter decline, net worth stands at $144tn.
• Massive fiscal and monetary stimulus – $5tn of direct payments to households via stimulus checks and extended and uprated unemployment
benefits plus a further $5tn of quantitative easing played a huge part.

US Midterm Elections
• All 435 seats in the House of Representatives and 35 seats in the Senate will be contested in this year's election. In the senate, 21 of the
contested seats are currently held by the Republicans, which means that Democrats are the favourite for maintaining the control for two
more years.
• The House will be a closer call, but the latest polls suggest that Republicans are the modest favourite, making a lame duck government
the most likely scenario.
• Even if the Democratic Party manages to win a clean sweep, there is less likely to be significant change to the US fiscal outlook .As

illustrated by the deficit-reducing Inflation Reduction Act, the aim to constrain inflation will likely outweigh push for further deficit
spending.
• While the near-term inflation-reducing implications of the package will be marginal, the package was broadly seen as a political victory for
the Democratic party, evident also in the party’s rising implied probabilities in the election prediction market.
• This is in clear contrast to the political sentiment in Europe, where governments across countries are pushing for increased deficits to
subsidise consumption amid the worsening energy crisis
• This week, US August CPI might print near 0.0% m/m, which would mark a 2nd consecutive month of recovering real incomes, further
highlighting how US politicians are not under similar easing-pressure as their European colleagues

ECB : Reluctantly Hawkish
• As widely expected, the ECB hiked its policy rates by 75bp, implying that the deposit rate now stands at 0.75%. The ECB expects
further hikes “over the next several meetings”, as rates are currently “far away” from what is needed to get inflation back to target.
• The updated staff projections underline this sentiment, showing inflation to still overshoot the ECB’s target by 2024 . Given that this
forecast is based on market rates, the upward revision implicitly signals that the ECB thinks that additional tightening is needed.
• The question of Quantitative Tightening was raised in the press conference.

• The prepared statement reiterates that the ECB will reinvest its past purchases “for as long as necessary” and Mrs Lagarde
made clear that policy rates were the ECB’s preferred instrument. The impression given was clearly that any such discussion
would be premature at this point.
• Growth is heading lower, but the ECB is not yet forecasting a recession.
•

Inflation risks remain on the upside and the markets remain sceptical that rate hikes will do much to solve the ECB's inflation
problem in the near term.

ECB : Reverse Tiering ?
• ECB could also be keen to take steps to reduce the income banks can earn from parking the large amounts of excess liquidity that have
built up (due to asset purchases, TLTRO and household savings) in its deposit facility.
• The ECB may decide that a proportion of those excess reserves would not be subject to the deposit facility rate, but rather a lower
rate, and possibly 0%. This would be the mirror image of the system it introduced in autumn of 2019, where a proportion of excess
reserves where not subject to negative deposit rate, in order to reduce the cost burden to the banking system).
•

The exempt tier was determined as a multiple (introduced at 6) of an institution’s minimum reserve requirements.

• A similar system could be introduced this time, though the exact framework is uncertain. For instance, it could be a proportion of
excess reserves, rather than a multiple of required reserves.
• The ‘exempt tier’ back then, as for any future scheme, can not be very large. This is because if the majority of excess reserves were to
be exempt from the deposit facility rate, then that rate would not fully be passed through into money market rates. As a result, it
would water down the impact of the ECB’s rate hikes

Italy : Political Risk
• Rising political risks have exacerbated an already challenging economic outlook for Italy. Ahead of the snap elections on 25 September, a
right-wing coalition comprising the Brothers of Italy, Lega and Forza Italia is currently leading the polls and is likely to secure the

parliamentary majority. The next government is very likely to be right wing, which could challenge the European agenda.
• However, with the more moderate Democratic Party polling at 23%, and possible post-election coalitions not clear yet, a certain degree of
uncertainty lies over the outcome.

• Campaign pledges center on expensive fiscal spending, which could put already stretched public finances to the test. To add to this, NGEUrelated reforms will require timely implementation to secure the funds.
•

Downside risks to the fiscal outlook will increase if the new government “snaps back” to pre-Draghi fiscal profligacy. More spending to
shield vulnerable households and firms from the energy-price shock is necessary.

• Current debt dynamics are improving due to high inflation (above 5% also in 2023), but stabilizing debt over the medium and longer terms
will require more fiscal effort given the expected slowdown of economic activity; we now expect GDP contract by 0.5% in 2023. While we
do not anticipate a repeat of the 2018 fiscal struggles, much will depend on the election outcome and the draft budget for 2023.
• Capital markets have not reacted strongly (given elections were expected at some point). The widening sovereign credit spread relative to
the German Bund mostly reflects the general increase in interest rates rather than Italy’s idiosyncratic risk.

UK Economy : Negative headwinds
• With inflation set to hit 16-17% in January, a UK recession looks inevitable. The depth depends heavily on how much
support the new Prime minister offers to households and small businesses.

• The UK, like the eurozone, looks like it’s headed for a recession. The UK may benefit from greater security of gas
supply and larger LNG regasification facilities. But a lack of gas storage means that Britain is vulnerable to price
volatility across Europe this winter.
• Indeed if wholesale gas prices were to settle at their most recent peak, we could see the average household energy
bill hit almost £7,000 on an annualised basis next April. That compares to roughly £1,100 in previous years, and our
latest forecasts suggest that inflation could hit 16-17% in January next year – or perhaps even higher.
• Sterling remains vulnerable to recession fears. Beyond some substantial fiscal stimulus, sterling’s best hope is that the
Bank of England delivers on most of the aggressive tightening currently priced into markets

Chinese Economy : Faltering Momentum
• The Chinese economy is Exhausted .
•

The risk of a real recession looms large, and the most optimistic scenario would be slow growth, far slower than in recent decades.

• In the past, when the economy look fatigued, China’s business community could count on the central government to create growth with
massive stimulus programs.
• That is, after all, how former Premier Wen Jiabao avoided contraction in China as the rest of the world suffered during the 2008 downturn.Wen went
big.
• In the half decade beginning in 2009, Beijing added an amount of credit equal to that in the entire U.S. banking system. The premier flooded an
economy that at the end of 2008 was not even a third the size of America’s.
• Wen Jiabao himself in 2007 talked about what has become known as the economy’s “Four Uns.” Growth then, he said, was “unstable, unbalanced,
uncoordinated, and unsustainable.”

• China’s stimulus efforts are no longer working. The country has been exponentially incurring indebtedness, perhaps creating debt about
seven times faster than it has been producing nominal GDP. Given the country’s massive debt overhang, a slowdown in reality means a
crisis.
• The potential for war over Taiwan has increased as Xi made clear that politics and control is more important than the economy.

Indian Bond Markets : Optimism
• Speculation about JPM global EM bond index inclusion is the dominant factor in the bond markets and till air clears on
that , the bond market will stay range bound.
• The borrowing calendar for the second half is expected to be laid out at the end of September.
• The Centre is likely to adhere to its gross gilt issuance target of 14.31 trln rupees for 2022-23 (Apr-Mar)

• Govt appears to be weighing the possibility of increasing the share of long-term bonds in its borrowing in Oct-Mar as
insurance companies and other institutional investors have shown robust appetite for such papers in the first half of the
year
• As was the case last year, the Centre would prefer to end its Oct-Mar borrowing calendar by February to give state

governments room to borrow at the fag end of the financial year.
• The Centre is unlikely to offer any tax incentives for its maiden green bonds to be issued in the second half of the
current financial year .The rupee-denominated bonds, through which the government plans to raise Rs 20,000 crore-Rs
25,000 crore, will carry a coupon rate marginally lower than comparable government securities (G-secs).

Indian Equity Market : Sentiment
reigns supreme
•

Despite all the negative global headwinds, Indian markets has
seen renewed energy.

•

The past couple of months has been encouraging. In the
month of July Sensex gained 9.4%, whereas August witnessed
gains of 1.5%

•

RBI’s resolute defence of Rupee has insulated Indian equity

markets from reflecting the global sentiment and the cost of
such exercise is at USD 116 bio ., which can well be equated
with a stimulus . So long that defence continues , the equity
markets would continue to stay buoyant
•

The market has moved from pessimism to cautious optimism

•

Range 17700-18100 for this week

