


US Debt Ceiling: Another Political Slugfest
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US Debt Ceiling Can Spoil The Low Volatility Calm

33

The debt ceiling in US has been raised or
suspended over 100 times since it was first
established in 1917. It's a known unknown.

28

The US debt ceiling is a statutory limit on the amount

of money the US government can borrow to finance

its operations and obligations. The limit is set by
Congress. It caps the amount of outstanding debt K&
the government can have at any given time.

When the debt ceiling is reached, the Treasury

Department takes measures to avoid defaulting

by cutting expenditure or shutting down the
government. Per the recent estimates from US
Treasury and CBO, the debt limit will be
breached by June or August 2023.

Historically, alarming statements from US
Treasury about an impending default are part of
political posturing and the limit is usually raised
in the eleventh hour. Nonetheless it can cause
wild market moves in next one month because
the magnitude of problem in case of no
resolution could be very large.
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={.S. Statutory Debt Limit (S Trn)

The US Treasury (UST) cash balance is running at a low level,
highlighting the impending shutdown in case of a stalemate on debt
limit. Historically, this event has mostly been a political slugfest
rather an economic one. Nonetheless it can cause huge volatility.

The UST cash balance represents the difference between the government's receipts
(taxes, fees, and other revenue) and its spending. The cash balance is used to cover the
government's daily expenses, such as paying salaries and bills, and to make payments
on the national debt. It also help the UST to smoothen monetary policy through
government debt management.

=U.S. Treasury's Cash Balance (S Bn, RHS)

Source: DSP, Bloomberg, Data as on April 2023
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US Debt Ceiling: Another Source of Volatility?

125 300
The US CDS (Credit Def?“'t Swap) is a financia US 5 Yr CDS is now higher than it was during COVID crash. This
instrument that allows investors to protect . C . : ; el
themselves against the risk of a US government 100 is @ warning sign for a known event. Since equity volatility is 540
debt default. In the event that the US government very low and put options inexpensive, it makes sense to hedge
defaults on its debt obligations, the holder of CDS tails risks ahead of the event.

receives a pay-in & is protected against its US
Treasury holdings. 75

Rising CDS prices indicate that market participants
see a rising risk of default.

Basis Point
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The 5 Yr US CDS has risen to levels seen 15 years >0

ago, which is a warning sign. At this point, it is a

known unknown. The market is aware of the event

but unsure of its outcome. If the US Congress fails

to reach a consensus on a debt limit, this event will 25
ikely cause more volatility soon.

The barometer of bond market volatility, the Move
Indey, is also elevated, highlighting the already 0 0

fragile sentiment in the US treasury market. 5008 5010 5012 5014 2016 2018 2020 2022

— US 5Year CDS — US - BofAML MOVE Index
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Source: Macromicro.me, DSP, Data as on April 2023




Volatility Crush: Complacency or A Bull Market?

The India volatility index recorded the lowest
readings ex of COVID crash recently. Historically,
a very high & rising level of VIX indicates
ominous conditions for stock markets. But ultra
low levels of VIX is consistent with bull markets
rather than with complacency.

However, given that the US Debt limit is likely to
be breached in the next few weeks or months, it
IS important to put a context to the current
readings. Especially after a smooth run due to
earnings beat by many large cap companies in
the ongoing results season.

Since option premium is at a multi year low, it
makes sense to hedge tail risks by buying deep
out of the money put options. Data for Indian
economy & corporate earnings remains robust
pointing to underlying bullishness.

Therefore, it makes sense to keep equity
allocations steady, but hedge for the upcoming
event with ‘not so expensive’ hedges.
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Source: DSP, Bloomberg, Data as on April 2023
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Ultra low level of VIX index is consistent with bull markets
and not bear markets. In fact, in the past, markets have
not peaked when VIX was at multi-year lows.
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Can Growth Concerns Accelerate Disinflation & Help Gold?
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Demand Side Inflation Is Set To Test Fed’s Hawkish Resolve

3 Demand led inflation has been sticky while supply side has begun

2> to cool rapidly.
2
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=US PCE Demand-driven Inflation Core (%, yoy) =—US PCE Supply-driven Inflation Core (%, yoy)
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7.5 Job openings are now falling (firms not looking to hire more
workers) as US employment market tightness wanes. This is knownjs

6.5 : 4
to lead wages by 6 months. Wage pressures are likely to come off.
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=US Job Opening Rate Index (Advanced by 6 Months) (LHS)

—Atlanata Fed Wage Tracker Index (RHS)
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Source: DSP, Bloomberg, Data as on April 2023
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Lead indicators for demand are now weakening. Bank credit growth
is now lowest ever, outside of GFC in 2008-10.
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The largest component of US inflation, rentals, have peaked o

and are set to lead CPI lower in next 6 months. L7
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=U.S. National Home Price Index YOY% (Advanced by 18 Months, LHS)

=US CPI Urban Consumers Owners Equivalent Rent of Residences (% yoy, RHS)




Gold Outperforms When US Fed Embarks On A Rate Cutting Cycle

Gold prices tend to rise when the US Federal 15
Reserve cuts interest rates because lower

interest rates reduce the opportunity cost of

holding non-yielding assets such as gold. Since
markets anticipate actual moves, it is to be noted s
that bond yields on US Treasury bonds have
already fallen more than 100 basis points on 3-
to 10-year bonds.

Lower interest rates can also be seen as a sign of [
economic uncertainty or instability, which can
increase demand for safe-haven assets like gold 3 _ Gold outperforms stocks when

as a hedge against market volatility. the US Fed embarks on a rate cut

In the past, the US dollar has softened during 2 cycle (see highlighted phases)

economic slowdown. The US dollar index has
recently fallen after hitting multi-decade highs
on its REER (real effective exchange rate). A
lower US dollar is beneficial for gold.

f gold were to break towards a new lifetime
high, it would indicate the birth of a new bull
market. Expect it to head towards $2500 in such

<
a scenario. -US Fed Funds Effective Rate (%, LHS) ~Gold / S&P 500 Index (Ratio, Log Scale, RHS)

Apr-10

o)

O
-
o
<

Apr-03
Apr-04
Apr-05
Apr-06
Apr-07
Apr-08

N

O
-
o
<

Apr-99
Apr-00
Apr-01

o0

(o)
-
Q
<

q
<
S
<
»

DSP

Source: DSP, Bloomberg, Data as on April 2023




India: A Steady Ship In Choppy Waters
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India High Frequency Indicators Are Steady

100.0  GST collections are healthy, although E-way bill
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=Total E-way bills (Nos. in Million) (LHS) Goods and Services Tax (Rs. Trillion) (RHS)

Electronic toll (including Fastag) collections
indicate brisk economic activity
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Source: CMIE, DSP As on April 2023
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Apr-18

Volume of petroleum products sold is robust but
consolidating gains of the past few months.
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=Sales: Petroleum products (Million Tons)

s0 Business activity and sentiments are robust
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India Macro Offers Stability

Even after raising interest rates to multi-year

highs and at one of the fastest paces, most UK 10.1
countries are struggling to bring inflation back
within their target bands. This is in the context =Y -4.6 -3.9 6.9
of nearly six months of disinflationary trends
from peak inflation rates and of consistent rate Japan -2.8 -3.3 3.2
hikes globally Thailand -0.3 -1.1 2.8 2+1
Recently, RBI hit.the pause button on its rate Malaysia 0.3 -0.7 3.4 India has had a
hike cycle. Inflation nowcast models are lativelv bett
indicating further softening of inflation in India. SN -1.4 -0.2 5.0 reflaa'zyoenytr:ecetzr
This makes India stand out compared to its peer . Intiatl J Y
group. Its monetary policy is currently well South Africa 4.3 -0.1 /.1 and monetary
suited to support a growth recovery, and the India 1.5 0.8 5 7 policy management
tapering of current account worries would help than most other
India’s external position as well. Indonesia 2.2 1.4 4.3 countries globally.
This removes a key negative from Indian China 2.1 2.1 0.7
financial markets. In such a scenario, a focus on .
valuations and earnings growth is likely to result Russia 12.5 4.0 3.5
in better investment outcomes. Mexico 1.9 4 A 69

Brazil 7.7 9.0 4.7

Red box indicates inflation target miss
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Source: DSP, Bloomberg, Data as on April 2023




Least Constrictive Monetary Tightening

Global financial crisis

13.0 12.6

RBI accelerated its monetary policy tightening in

the aftermath of the Russia-Ukraine war to 120
tackle a sticky inflation picture. In FY23, before '
hitting a pause, the RBI raised rates by 250 bps.
However, the monetary policy condition in 11.0
India has been "least tight’ when compared to

Twin balance sheet problem
10.7
past episodes of crisis & inflation upsurges IL&FS crisis
This is clearly visible in the lowest peak rates 10.0 9.6
for corporate borrowers at the peak of rate Post COVID
hike cycles. 0 inflation surge
This is likely because of two reasons. Firstly, the 8.5 8 2
domestic measures of inflation have been
slightly less buoyant than in past cycles, when 8.0 7.
inflation reached double-digit levels. Secondly,
the RBI has adopted a more benign view of 70
liquidity conditions this time. In the past, '
liquidity was kept too tight, which restricted
growth in India. 6.0
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A 100-bps lowering in borrowing costs helps S

GDP growth by 80 bps over a 5-year period.

M India AAA Corporate Bond Yield B India AA Corporate Bond Yield

DSP Peak rates by year for corporate borrowers.
Source: DSP, Bloomberg, Data as on April 2023




Conducive Conditions For CAPEX Cycle

Share of Capital Expenditure By GOl On The Rise

12%

FY14 FY19 FY24E
% Share of Expenditure m Capital Expenditure ~ m Revenue Expenditure

Corporate Profitability Is Rising, A Precursor To Capex?
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Source: DSP, Investec, Data as on April 2023

Green shoots in Private Capex after years seen in proportion of order awards
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Manufacturing FDI Inflows Are Record High
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Auto Sector: Can It Witness Secular Growth After A Premiumization Cycle?

Passenger vehicle sales have risen above FY18 numbers in SUVs is the only segment which has contributed to growth. A
FY23. Secular growth is still elusive sign of a patchy economic recovery. This is now changing.
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Two-wheeler segment has also seen a trend towards

Two-wheeler sales at levels seen nearly a decade ago. If rural & .. . ot L
y 8 premiumization. A secular recovery will likely benefit this trend

semi urban Indian economy recovers, this could be one of the

.r o even more.
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Source: DSP, Investec, Data as on April 2023




Systematic Investments Can Cushion Against Mistakes
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Disclaimer

In this material DSP Asset Managers Pvt. Ltd. (the AMC) has used information that is publicly available, including information developed
in-house. Information gathered and used in this material is believed to be from reliable sources. The AMC however does not warrant the
accuracy, reasonableness and / or completeness of any information. The above data/ statistics are given only for illustration purpose. The
recipient(s) before acting on any information herein should make his/ their own investigation and seek appropriate professional advice.
This is a generic update; it shall not constitute any offer to sell or solicitation of an offer to buy units of any of the Schemes of the DSP
Mutual Fund. The data/ statistics are given to explain general market trends in the securities market and should not be construed as any
research report/ recommendation. We have included statements/ opinions/ recommendations in this document which contain words or
phrases such as “will”, “expect”, “should”, “believe” and similar expressions or variations of such expressions that are “forward looking
statements”. Actual results may differ materially from those suggested by the forward looking statements due to risks or uncertainties
associated with our expectations with respect to, but not limited to, exposure to market risks, general economic and political conditions
in India and other countries globally, which have an impact on our services and/ or investments, the monetary and interest policies of

India, inflation, deflation, unanticipated turbulence in interest rates, foreign exchange rates, equity prices or other rates or prices etc.

Mutual Fund investments are subject to market risks, read all scheme related documents carefully.
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