GLOBAL MARKETS  GGlobal Markets Monitor

ANALYSIS
Monetary and Capital Markets FRIDAY, SEPTEMBER 2, 2022

e US payrolls rise more than expected (link)

e Global money markets more correlated as G10 central banks in hiking mode (link)

e Repricing of terminal Fed Funds likely to further weigh on US equities (link)

e Survey shows that economists think ECB is behind the curve (link)

e British pound at pandemic-lows as race for new PM closes (link)

e European gas prices drop as maintenance on Nord Stream pipeline is set to end (link)
e Zambian kwacha at pre-pandemic levels after IMF program announcement (link)

e Special Feature: Emerging Markets Issuance Monitor (attached)
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Payrolls paint positive picture

This morning’s US nonfarm payroll data for August came in slightly higher than expected at 315k
(298k consensus). Despite that, the unemployment rate rose to 3.7% from 3.5% as the participaton rate
rose by 0.3 pp to a post-pandemic high of 62.4%. Combined with lower than expected wage growth at 0.3%
(0.4% consensus), the release indicates some easing of labor shortages. Markets are not pricing any
significant change in expectations for this month’s FOMC meeting, with a 75 bps hike still seen as the most
likely outcome. Ahead of payrolls, risk assets were already on the rise, with European equities up 1%.
European gas prices are sharply lower this morning as supply from Russia is expected to resume tomorrow
after maintenance work on the Nord Stream pipeline is expected to end. In the UK, the sterling is hovering
near its post-pandemic lows as the race to select the next Prime Minister comes to a close today. In
emerging markets, the Zambian kwacha rose 3% yesterday after the IMF approved a 38 month ECF.
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EM FX vs. USD, (+) = appreciation | ™emyrun 50.0 0.1

Dollar index, (+) = § appreciation  |_—"" 1094 -0.3
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Colors denote tightening/easing financial conditions for observations greater than £1.5 standard deviations. Data source: Bloomberg.

Previous editions of the GMM and Special Features are available in our Online Archive. 1
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G10 central banks in hike mode prompt global short-term interest rates to be more correlated.
Historically, a strong international correlation of longer-term yields is a well-known empirical observation. It
has been driven by term premia, whereby the co-movement reflected free flow of capital and investors' hunt
for yield. As G10 central banks increasingly synchronize monetary policy tightening amid persistent
inflation, Goldman Sachs analysts are noting that shorter-term yields have become increasingly correlated
(see left chart below). (see right chart below).

Rising co-movement of G10 rates at short maturities,... ...mirroring G10 central banks’ transition into hiking mode.
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United States

In data releases this morning, the August US employment report showed the unemployment rate
rising and the monthly pace of average hourly earnings to decelerate. The monthly pace of average
hourly earnings decelerated to 0.3% m/m (vs. 0.4% exp). Nonfarm payroll employment increased by 315k,
broadly in line with a consensus estimate for a 298k gain. In reaction, US equity futures increased by +0.7%
while the longer end of the Treasury curve reacted with 10yr Treasuries increasing by 2 bps while 2yr
Treasury yields fractionally decreased, prompting the 2y10y curve to become less inverted to -21 bps. In
anticipation of a less hawkish Fed reaction, foreign currency markets saw the dollar marginally depreciating
against majors.

A repricing of the terminal Fed Funds rate likely to further weigh on US stocks. Jackson Hole's
hawkish tone underscored the Fed's commitment to higher real interest rates. The memory of the market
reaction in June, when rising real interest rates triggered a sell-off in US stocks, is seen by some market
participants as a harbinger that investors might need to expect more pain in the coming months. Deutsche
Bank analysts take as a proxy for the terminal real rate the 1y real rate 2 years from now (2y1y real forward
rate) and compare it to the previous Fed rate hike cycle (see left chart below). Notably, the current 0.66%
reading of the real terminal rate proxy is still far from the 1.0% peak that it had reached by the end of 2018
and surpassed in June. As the S&P500 recovered from its June lows of 3700 points, reaching 4000 points
by mid-July, the rally in real rates slowed and equities continued to recover, towards 4300, on midsummer
momentum. However, as of recent, a turnaround in real rates quickly reestablished its dominance, pulling
equities back towards the levels implied by real rates, around 4000 (see right chart below).
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Terminal real rates still far from 2018 levels... ... which is a headwind for the S&P 500.
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Credit markets to suffer more as resilient PMI data portends Fed to remain restrictive for longer.
Yesterday's upside surprise of the ISM Manufacturing printing 52.8 (vs. 51.9 exp.) left market participants
pondering by how much a Fed monetary policy tightening has dragged the ISM manufacturing indicator in
past hiking cycles. Since the mid-1950s, hiking cycles have typically coincided with an ISM manufacturing
indicator falling below 45, reflecting tightening monetary policy that was appropriately slowing real economic
growth (left chart below). Aside from a changing Fed reaction function over time, some analysts see this as
a sign that the Fed may need to remain hawkish longer than what has been anticipated so far in market
pricing. For example, an ISM Manufacturing reading of less than 45 could imply that aggregate I1G credit
spreads widen to over 250 bps from a current level of 165 bps (right chart below).

Past Fed rate hike cycles often coincided with ... which could prompt financial conditions in IG

an ISM Manufacturing PMI falling below 45... corporate bond markets to further tighten.
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Euro Area

As markets participants are focused on US payrolls later today and the ECB rate decision next
week, European markets perked up this morning, after a week dominated by risk-off sentiment. Equities
are up, with the Stoxx Europe 600 gaining 0.6%, and Germany registering a strong gain at 1.4%. The euro
remains around parity and is up 0.6% against the dollar. Although 10y bund yields are up 4 bps to 1.59%,
Italian spreads are down 2 bps to 234 bps. As the leadership contest for the Prime Minister position closes
in the UK, the equity market is gaining 0.7% and the pound is broadly flat to the US dollar, after a difficult
week. Yields on 10y gilts are up 3 bps to 2.9%. European gas prices, one of the major drivers in markets
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this week, are down 14% today as gas supply from Russia is expected to resume tomorrow when
maintenance works on the Nord Stream pipeline ends. Next week, focus will be on the ECB rate decision
on Thursday, with no major data release expected until then, with the exception of German July industrial
production figures, which will provide clues as to whether the German economy will contract in 3Q.

As the ECB meeting approaches, a Bloomberg survey of 31 economists conducted August 26 to
September 1 shows that 72% of respondents thought that the ECB is behind the curve in its
monetary policy. Median expectations are for a 75 bps rate hike in September, 25 bps in October and 50
bps in December (to 1.5%) and on hold thereafter. While 64% of respondents said that they expect the
ECB to use the Transmission Protection Instrument (TPI), its new anti-fragmentation tool, at some point in
the future, there was no consensus as to when that might happen. Most respondents expect the ECB to
start discussing quantitative tightening in Q4 or Q1.

The British pound is hovering around its March 2020 lows against the dollar (1.15%/pound) as the
race to choose the UK’s next Prime Minister closes today, after 8 weeks of campaigning following the
resignation of Boris Johnson in July. The votes of about 170,000 conservative party members will be tallied
this weekend, and the name of the new Prime Minister will be announced on Monday. Liz Truss, currently
the foreign secretary, is expected to win against Rishi Sunak, the former chancellor of the exchequer. With
the BOE forecasting a long recession stretching into 2024 and inflation remaining elevated well into next
year, the campaign was focused on how to address the cost of living crisis in the UK, tax policy, sovereign
borrowing, the BOE mandate, and Brexit. Liz Truss’ plans include tax cuts and has promised to reverse the
rise in national insurance tax and scrap the increased in corporate tax from 19% to 25% planned for next
April. She has also criticized the Bank of England for its slowness to raise interest rates and its apparent
reluctance to promote competitiveness as well as financial stability and has has stepped up calls for a
review of the central bank’s mandate and did mention the possibility of widening the target to include a
measure of money supply or nominal gross domestic product.

European gas prices gas prices are down 14% today as gas supply from Russia is expected to
resume tomorrow when maintenance works on the Nord Stream pipeline ends. Flows are expected
to restart from 2 a.m. on Saturday at 20% of normal capacity, the same level as before the maintenance
works. However, the market is nervous about more halts in gas supply this winter as Gazprom has said the
only functioning turbine at Nord Stream’s entry point must undergo technical maintenance every 1,000
hours (about every 42 days, with the next checks due in mid-October). Normally, the pipeline uses six major
turbines and two smaller ones, but this summer most of the equipment was put out of service as Gazprom
says that international sanctions disrupted maintenance and repairs.

Japan
The yen depreCiated (-0'1%)’ breaChing a key ;E:g::l‘:s;lpl::twun US and Japan is pushing dollar-yen higher
psychological level at 140 per dollar. Analysts { . 5 10 st (1) W lrven 10

noted that the recent depreciation was driven by the
growing divergence of interest rate differentials.
Option traders are increasingly betting for further
depreciation of the yen. Meanwhile, Finance
Minister Suzuki ramped up verbal interventions,
noting that it is important for the exchange rate to

remain stable and in line with fundamentals. The = - - -

government will continue monitoring the Situation  sewce: swombers | . Bloomberg @
with a high sense of urgency. Long-end JGB yields were mixed (10-year: -0.2 bp; 30-year: +4.0 bps), with
the 10-year yield at 0.235%. Japanese equities were little changed (based on NIKKEI).
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Emerging Markets back to top

Asian equities were mixed today, falling 0.9% on net. Taiwan (-0.9%), Hong Kong (-0.7%) and Chinese
(CSI 300: -0.5%) declined, while share prices rose in the Philippines (+1.6%). Most Asian currencies
depreciated, led by the Philippine peso (-0.6%). Analysts noted that depreciation pressure on the Philippine
peso will likely force the Philippines’ central bank to hike interest rates more aggressively. Long-end
government bond yields generally increased, with the 10-year rising in Thailand (+12 bps), Philippines
(+5 bps), and Taiwan Province of China (+5 bps), following the rise in U.S. treasury yields. EMEA equities
gained after yesterday’s sell-off and ahead of US jobs data later today. Equities rose in Poland (+1.6%),
Hungary (+0.6%) and South Africa (+0.6%). Currencies were mixed with the Hungarian forint (+0.7%)
outperforming. Prices of frontier Eurobonds edged higher after some dropped 3—4 points this week. LatAm
currencies saw another day of decline, with the Brazilian real (-1.1%) and the Colombian peso (-1.3%)
depreciating the most against the US dollar, while other major currencies closed marginally weaker. Most
regional equity markets were down, with the exception of Mexico (+1%) and Brazil (+0.8%) which saw some
recovery from the losses in the last few trading sessions.

China

Chinese equities declined (CS| 300: Different Measures ) )
Yuan slides versus dollar but stays above average in trade-weighted terms
-0.5%; Hong Kong SAR-listed: -1.0%) as

M CFETS RMB Index on 8/26/22 (R1) M Inverted USD/CNY spot (L1) [108
economic disruptions due to COVID- o L 106
related restrictions and lockdowns b104

dampened market sentiment. RMB was
little changed as the People’s Bank of
China (PBC) continued to set the daily
fixing stronger than expected (today:
245 pips). Analysts viewed that the RMB ' ot
(currently at 6.91 yuan per dollar) will 22 r
likely depreciate past the level of 7 per =
dollar, noting that even at the level, RMB
would still remain relatively strong
against its peers. Analysts noted that the PBC would aim to moderate the speed of depreciation rather than
defend the currency against a certain level. CGB yields were mixed (1-year: -1 bp; 10-year: +1 bp).
Interbank liquidity remained flush, with the key interbank repo rate (DR007) at 1.43% well below the policy
rate at 2.0%.
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Brazil
2Q2022 GDP growth beats market expectations at  Exibit3: Brazi:Old/NewMsForecasis (%)
3.2% yly (1.2% sequentially) against the consensus
estimates of 2.8% yly. The quarter saw private

GDP 20 | 25

consumption grow by 5.3% yly, while government T —— o4 | 31
consumption (0.7% yly) was little changed and exports GFCF 43 | 14
(-4.8% yly) declined. The growth in 2Q2022 consumption Government Consumption 20 | 16
was driven by withdrawal from pension accounts, Exports 32 20
expectations of bonuses to retirees and a rebound in the Imports 31 | -33

Source: Morgan Stariey L atam Economics

labor market. Analysts believe, these factors in addition to
the recent fiscal package will continue to fuel consumption in 3Q2022 before eventually exhausting by the
end of the year. Hence, analysts have revised their 2022 GDP growth estimates upwards (30 bps by Morgan
Stanley to 2.5%). On the flip side, however, increased demand is also expected to fuel already high inflation.
The central bank of Brazil has already hiked it's target policy rate by 11.75 percentage points since March
2021.
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Peru

August inflation printed at 8.74% yly and 0.67% sequentially, which, while showing deceleration from
June and July levels, is still higher than street estimates (0.55% m/m). Food prices continued to be the main
driver (1.7% m/m), while fuel prices started to cool on a sequential basis (-0.9% m/m). Given the persistence
in headline inflation exhibited in the August print, analysts believe, the central bank of Peru could announce
a higher than previously expected policy rate hike (25 bps) in its meeting next week.

Headline and core inflation (yly) Change in interest rate swap curve
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South Africa

US federal prosecutors have charged Neil Phillips, a hedge fund manager, with conspiracy to
commit commodities and wire fraud over a plan to manipulate the South African rand in 2017 to
trigger a $20 mn payment on an option. The option was reportedly bought in late October 2017 and
would pay out a notional value of $20 mn if the rand strengthened to 12.50 rand per U.S. dollar before the
option expired in early 2018.

Zambia

The kwacha gained 3% yesterday as the IMF Board approves the SDR 978.2 mn (about US$1.3 bn)
38-month ECF arrangement. Eurobond prices have edged a couple of points lower in recent days as
frontier investors are closely following the restructuring in Zambia with some contacts arguing that the
restructuring could have wider implications for the asset class.

Zambia: Local currency rates and exchange rate Zambia: Price of U.S. dollar bond
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Global Financial Indicators
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Yo

LT LN B e TN

Yo

= -

-2 6
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. Germany (bps)
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Colors denote tightening/easing financial conditions for observations greater than +1.5 standard deviations.

Data source: Bloomberg.
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Emerging Market Financial Indicators

Exchange Rates
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Equity Markets Bond Spreads on USD Debt (EMBIG)
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basis points
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Argentina e 136302 | 0.0 5 15 e 2005 76 5 927 725 668
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Colombia TN 1224 | 04 2 8 13 A9 | e 425 23 10 150 77 33
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South Africa e 66277 | 0.4 3 1 -10 A3 | 45T 37 18 115 102 68
Turkey T 3150 15 2 A 666 36 43 211 a8 103
Ukraine — 519 0.0 0 0 -1 -1 0 JE S R T 3002 2378
EM total N 39 03 4 1 26 20 a8 | M am 24 5 91 54 17

Colors denote tightening/easing financial conditions for observations greater than 1.5 standard deviations. Data source: Bloomberg.

back to top

IMF | Monetary and Capital Markets—Global Markets Analysis



	Payrolls paint positive picture
	Mature Markets          back to top
	United States
	Emerging Markets          back to top
	Global Financial Indicators
	Emerging Market Financial Indicators


