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e Markets take Fed’s hawkish pivot in stride (link)

e Bank of England delivers surprise rate hike (link)

e ECB stays on hold while increasing asset purchase program (link)

* Creditors sue Evergrande for $13.2 billion in overdue payments (link)

e Norway hikes 25 bps as expected but second hike in March more uncertain (link)
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Global markets rally as Fed risk recedes

Risk assets are rallying across much of the globe as investors take the view that the Fed will be
able to keep inflation in check without derailing the recovery. The Fed appeared to take enough of a
hawkish tilt to seem credible on inflation without signaling an aggressive tightening of financial conditions.
Future events could put this view of Fed policy to the test, but for now markets are optimistic. Meanwhile,
it was the Bank of England which surprised markets by becoming the first G-7 central bank to deliver a rate
hike, with an unexpected 15 bps move in response to rising inflation. Norway delivered an expected 25 bps
hike while acknowledging that the next expected rate hike in March has become more uncertain. Turkey
remained the outlier as the central bank cut rates by 100 bps, while signaling that the current unorthodox
easing cycle could be at its end.

Key Global Financial Indicators

Last updated: Level Change from Market Close
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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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United States

The latest US economic data were generally stronger than expected, with continuing jobless claims
and housing data doing better than expected although initial jobless claims were fractionally higher
than forecasts. Markets were little changed in response, with both Treasuries and equity index futures
slightly higher and the dollar flat.

Markets took the expected hawkish pivot from the Fed in their stride. The Fed doubled the pace of
the tapering schedule to $30 bn per month, with the dot plot accelerating to three rate hikes in 2022 from
less than one at the September meeting. The new dot plot also calls for three rate hikes in 2023, up from
just one in September. The faster pace of bond purchases means that the bond buying program will
terminate in mid-March, making the March 2022 the first “live” FOMC meeting for a potential rate hike. In
the press conference, Chair Powell noted that the gap between ending bond purchases and the first rate
hike would be much shorter in this cycle because the economy is much stronger this time. Treasuries sold
off, the yield curve flattened and the dollar rallied immediately following the release of the statement at 2pm,
but most of these moves were unwound by the end of the session. Stocks staged a strong rally into the
market close and the VIX fell below 20. Markets are betting that the Fed can do enough to counter inflation
while still keeping the recovery going.

Selected Market Moves December 15, 2021, Pre and Post-FOMC
Source: Bloomberg

Market 1.55 pm 4pm

10-year Treasury 1.45% 1.46%

5-year Treasury 1.24% 1.25%

2-year Treasury 0.67% 0.66%

S&P 500 4623 4709.84 (+1.9%)

VIX 22.86 19.09

EUR 1.1256 1.1289 (dollar slightly stronger)
JPY 113.93 114.06 (dollar slightly stronger)

Market estimates of the probability of Fed rate hikes at future FOMC meetings based on options on
Fed Funds futures went up slightly, but much less than some contacts had been expecting. Although
the Fed’s dot plot took a hawkish turn, the three hikes penciled in for 2022 was already close to what the
market was expecting. Overall, there were few surprises from the Fed, giving risk assets momentum on
Wednesday. However, some contacts remain concerned that the Fed is “behind the curve” on inflation and
that they will act to act much more aggressively than the markets expect, raising the risk of a major market
collapse in 2022. They also point out that that the markets are still falling below the Fed'’s long term dot plot.
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Nothing to See Here, Folks: Number of Fed Hikes [Fed Funds Futures Pricing] What's Priced In Now
Source: Bloomberg Markets expectations for hikes tapers off mid-2023 vs. Fed forecast
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Looking ahead to 2022, investors remain very bullish on risk assets while being cautious about
rising interest rates, according to the latest poll from Citi. A strong majority reported that they would
add risk to their portfolios while hedging against interest rate risk.

In your overall portfolio allocations, the positioning into 2022 is:

Risk-on, but hedged for rates | I -7
Risk-on, unhedged | 0%

Neutral | 25%

Risk-off across the board | - 8%

Source: Citi

Interest rate risk is a key focus for markets, especially for US investment grade (IG) bonds.
Historically low interest rates and tight spreads mean that IG companies have issued bonds with very low
coupons, and low coupon bonds have much higher interest rate risk than bonds with higher coupons. With
the Fed moving to reduce accommodation, the risk is that rising interest rates and steeper yield curves
could lead to high mark-to-market losses for the myriad of investors who have been buying very large
volumes of bonds amidst the ongoing search for yield.

Figure 4. Duration of US IG, US HY and MBS
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Source: Citi Research, Bloomberg

Euro Area

The ECB stayed on hold while announcing changes to its asset purchases programs. The ECB
confirmed that the pandemic emergency purchase program (PEPP) will continue until March 2022, at a
slower pace, and will be terminated thereafter. At the same time, the reinvestment horizon for PEPP was
extended at least until the end of 2024 while maintaining its flexibility, including further purchases of Greek
bonds. The asset purchase program (APP) pace was increased from the current €20 bn to €40 bn in Q2
2022, €30 bn in Q3 2022 and €20 bn thereafter, which was broadly in line with economist surveys. The
euro strengthened by 0.25%, 10-year bunds rose 2 bps while Italy’s spread widened by 6 bps following the
decision.

IMF | Monetary and Capital Markets—Global Markets Analysis 3



GLOBAL MARKETS MONITOR December 16, 2021

Eurozone preliminary composite PMIs were weaker than expected in December. The gauge fell by 2
points to 53.4 against the 54.4 economist consensus. The loss of momentum was driven by Germany’s
service sector, which fell into contraction territory at a 48.4 reading against the 51 consensus estimate. That
said, business expectations in the service sector actually improved, with analysts pointing to the short-term
nature of the current dip in activity. The German manufacturing and French service sectors surprised on
the upside, maintaining a strong momentum. Manufacturing delivery times and price indices eased

marginally.
Chart 3: ...and the pricing components fell back
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Norway

The Norges Bank raised its policy rate by 25 bps to 0.5% as expected. The central bank signaled that
another rate hike in March remained on the table but was less certain, while projecting a terminal rate of
1.75%. Interest forwards shifted up by about 10 bps in the one-year sector in response. The market had
expected the central bank to stay on hold due to the rapid spread of omicron. That said, the terminal rate

pricing still remains about 15 bps below central bank Norway Swap Rate and Currency

projections. The Norwegian krone strengthened by 0.7% 2o 108
following the rate hike. The central bank noted that it was |° J/""\'v 108
looking through the increase in infection rates and resulting '« 104
containment measures, while expecting a continuation of the 12 0y -W‘Jﬂw 102
economic upswing once the virus wave subsides. However, ZZ /_/'] 100

9.8

Governor Olsen admitted that a March hike has become more

uncertain due to virus concerns. The central bank also raised ©°2 ——Norway Tyty swap rate (LHS %) EURNOK (RHS)

. . . . 0.0 9.4
its countercyclical capital buffer from 1% to 2% effective from  pec2o  Fev21 a2 w2t Awg2t oozt Dec2
December 2022.

United Kingdom

The Bank of England hiked its policy rate by 15 bps to 0.25% in an 8 to 1 decision. A majority of the
economists polled expected no policy change at the current meeting, although markets priced assigned a
hike probability of more than 50%. The central bank saw two-sided risks to the economy but indicated that
a further modest policy tightening is likely. Interest rate forwards jumped by about 15 bps with markets
moving to pricing another rate hike in February. Sterling strengthened by 0.75% after the hike. The rate
decision came amid a bigger than expected slowdown in the service sector as December flash PMI
eased to 53.2 or around 4 points below the consensus estimate, as UK’s daily Covid cases hit a new record
high of 78k, doubling the November average.

Japan

Equities rallied +1.5%. Japan exports surged in November. Exports accelerated to 20.5% y/y from 9.4%
yly in October underpinned by steel and semiconductor equipment. Imports spiked 43.8% y/y from 26.7%
in October, with import values inflated by higher commodity prices. Japanese yen and 10-year yields
were unchanged.
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Holding Up
Japan's exports continue to grow despite supply constraints
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Emerging Markets back to top

Most Asian markets followed US stocks higher overnight. In the Philippines, the central bank stayed
on hold at 2% as expected but raised its inflation forecast. Indonesia’s central bank also stayed on hold at
3.5% in keeping with forecasts. Both central banks stressed that they did not feel compelled to match any
potential US rate hikes. EMEA stocks were also higher. The Hungarian forint (-0.1%) reversed early gains
despite the central increasing the 1-week deposit by 30 bps to 3.6% at its weekly tender, in line with
expectations following Tuesday’s rate decision. Latin American markets lagged other regions with more
mixed results.

Chile

The pace of foreign outflows from individuals and non-financial companies has accelerated sharply.
According to the central bank, total foreign outflows reached $8.8 billion in the six months through August,
and $24.3 billion over the past two years, equivalent to more than 9% of annual GDP. Meanwhile, savers
are rapidly converting pesos into dollars, with checking-account balances in foreign currency almost tripling
over the past two years to a record $1.6 billion in September. Surging inflation, plans for a new constitution
and the most contentious election in recent memory have undermined faith in the economy. Stocks have
slumped by 11% in the two years ago since violent street protests first began, while the Chilean peso has
depreciated by 16% in 2021 alone.

Flying Away Record High
. . . | Dollarization sped up after protests broke out in late 2019
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China

Creditors have sued China Evergrande Group for 84bn yuan ($13.2bn) in overdue payments. The
amount relates to 367 cases submitted to a Chinese civil court between August and December, the
Financial Times reports. In related news, Shanghai government agencies have reportedly called two
closed-door meetings with property developers under the city’s administration over the last few days to
demand that companies improve their risk management. They were asked to submit reports on debt on
and off the balance sheet and onshore and offshore borrowings. In other news, the Loan Prime Rate (LPR)
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could be lowered next week, according to analysts. The LPR is a revamped market indicator of the
price charged for new loans. Both the one-year and five-year rates were kept unchanged for nineteen
months, and are due for review on December 20th. Analysts quoted by major local financial newspapers
forecast a five bps cut amid China’s attempt to support its economy, Bloomberg reports.

Lower Loan Rates Soon?
Bets on a cut to China's de facto benchmark rate push swap cost to July 2020 low

WOne-year swap on China's 1-year LPR

Har “Jun
2020
Source: Blosmbarg Bloomberg @

Turkey

The Central Bank of Turkey reduced its policy rate by 100 bps to 14% as expected. The central bank
has lowered interest rates by 500 bps since September but hinted in the press release that the easing cycle
has come to an end. The press release also noted that the cumulative impact of recent policy decisions will
be monitored, and the policy framework reassessed in Q1 2022. The Turkish lira has depreciated by
almost 45% since September and weakened by

an additional 4% this morning. Contacts expect Turkey: 5-yr CDS and currency

selling pressures to remain in the absence of ——5yiCDS{bps)  ——USDITRY (RIS) 1
positive real rates. Turkey’s five-year credit 1
default spread widened by about 15 bps. By w 1
contrast, the equity market was up 2.4%. "

Bloomberg estimates that |lira stabilization
will require interest rate increases of between 800-
900 bps, some of which analyst expect to be
delivered in 2022. Despite the significant lira o221 Apr 2021 Ju 2021 Oct 201
weakness, offshore lira funding cost have remained  source: Bloomberg and IMF calculations

contained as compared to previous selloffs.
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Global Financial Indicators

Last updated: Level Change
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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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Last updated: Exchange Rates Local Currency Bond Yields (GBI EM)
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Equity Markets Bond Spreads on USD Debt (EMBIG)

Level Change (in %) Level Change (in basis points)
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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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