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The stock market’s decoupling from rate expectations carries risks

 

 
Source: Bloomberg 

 

Inflation remains at the top of investors’ minds. Following a series of higher than expected 
prints market participants have now pushed backed expectations of when and by how much 
the Fed is going to cut rates this year. Some are even wondering whether the Fed is going to 
cut rates this year at all. This is crucial as the anticipation of lower rates has pushed the stock 
market to record highs and makes elevated valuations more palatable. The latest inflation 
print was in line with the Fed’s projection and keeps them on track for rate cuts later this year 
in our view. By raising their own projection for year-end PCE core inflation from 2.4% to 2.6% 
while keeping the median dot to signal several rate cuts this year, the Fed sent a clear 
message that they are willing to accept inflation remaining above target while beginning to 
loosen monetary policy. Of course, a series of higher than expected inflation prints in the 
coming months could still undermine the FOMC’s willingness to start cutting rates as recent 
comments by Powell and other FOMC members indicate. This could provide substantial 
headwinds for the equity market.  

For now, however, the stock market has digested the higher yield environment rather well, 
despite the recent setback. An important reason for this is that corporate earnings are 
holding up reasonably well. While the earnings season is not over yet, results reported so far 
have helped to support the market. Roughly three quarters of companies managed to beat 
earnings expectations, which is line with the historical average. Less than two thirds of firms 
managed to beat revenue expectations, however, which is below longer-term averages and 
may indicate reduced pricing power.  

Reflecting a more balanced mood among equity investors, the market reaction to both 
positive and negative surprises is roughly in line with past behaviour unlike a quarter ago 
where negative surprises were punished more harshly. Overall market risks also look more 
balanced in the near term. The bull trend seems to be intact and the economic environment 
remains supportive for further gains in the stock market despite an expected growth 
slowdown. Weaker growth and fading price pressure will allow the Fed to loosen monetary 
policy later this year, supporting equities. The stock market already expects a rather benign 
outcome, however, and therefore remains vulnerable to disappointments regarding both 
growth and inflation. 

Market Assessment 

Key developments 

 Global growth picks up to a 
trend-like pace as manufacturing 
activity accelerates 

 Government bond yields rise as 
rate cut expectations are priced 
out 

 Higher yields and geopolitical 
uncertainty weigh on equities, 
triggering the biggest drawdown 
since October 

Zurich’s view 

Stock markets have decoupled from 
rate cut expectations that were 
significantly too aggressive at the 
beginning of the year and have since 
fallen back to a more reasonable 
level. The equity market’s resilience 
in an environment of rising interest 
rates is reassuring but it also carries 
the risk of a more dramatic setback 
should inflation rates fail to fall back 
in the coming months. Given the 
slowdown in growth we still expect 
the Fed to cut rates later this year, 
which is a crucial factor for further 
stock market gains, while bond yields 
start to look more attractive at these 
levels. 

Both equities and credit would suffer 
if the Fed takes a more hawkish 
stance and interest rates keep rising, 
but credit offers only limited upside 
in a more benign scenario of 
moderate growth and falling inflation. 
Credit spreads have widened, but 
the pace of widening will accelerate 
if headwinds persists and the 
prospect of looser monetary 
conditions is pushed back further. 
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 Key developments Zurich’s view 

Global  The global economy is expanding at 
a trend-like pace; services remain 
brisk while manufacturing continues 
to improve at a gradual pace 

 Disappointing US inflation data 
trigger a sharp rise in global rates 
and yields and a stronger dollar 

 Major central banks continue to 
signal that rate cuts will be 
forthcoming this year despite robust 
services inflation 

Global growth is tracking at a trend-like level. Services remain robust 
while manufacturing activity ticks higher. Leading Asian trade data 
have become more mixed, however, and the latest European 
manufacturing data disappointed, confirming that the recovery in the 
industrial part of the economy remains fragile. As a result, disinflation 
in the goods segment persists, but there has been limited progress on 
services inflation amid tight labour markets and housing related price 
pressures. Disappointing US inflation data also triggered a sharp rise 
in global rates and yields and a stronger dollar. After the rapid 
repricing, government bonds are becoming attractive again, though 
volatility is set to remain elevated until services inflation declines more 
meaningfully. 

US  GDP growth slows down in Q1 with 
business surveys pointing at a 
further loss in momentum 

 Investors lower their rate cut 
expectations as inflation rates 
remain elevated 

 Rising interest rates undermine 
investor sentiment and trigger a 
setback in the equity market 

Growth in the US has slowed from an annualised rate of 3.4% in the 
final quarter of 2023 to a rate of 1.6% in the first quarter of this year 
with business surveys showing a further loss of momentum. At the 
same time, inflation rates remain uncomfortably high though still in line 
with the Fed’s projection, which keeps them on track for rate cuts later 
this year. While the stock market has long been resilient in an 
environment of rising interest rates, investors have become more 
cautious recently with the S&P 500 suffering its biggest setback since 
last October. In the near term, risks look more balanced. The bull trend 
seems intact for now, but further disappointing inflation prints and a 
more hawkish Fed could provide additional headwinds. 

UK  Headline inflation slows to 3.2% YoY 
in March from 3.4% the month 
before 

 Growth and business activity are 
picking up while employment is 
softening 

 The FTSE 100 reaches a record 
high and outperforms many of its 
market peers 

Headline CPI inflation slowed from an annual rate of 3.4% in February 
to 3.2% in March, but at 0.6% the monthly rate remains uncomfortably 
high. Meanwhile, the labour market is weakening with the 
unemployment rate picking up from 4.0% in February to 4.2% and the 
number of employed people falling at an accelerating pace. 
Nevertheless, economic growth and business activity are picking up, 
reflected by the Composite PMI rising to 54.0 in April, driven by 
stronger growth in the service sector. Stocks benefitted from an 
improving economic environment, an attractive valuation, and a shift 
away from growth-based to more value-driven sectors. Despite the 
pickup in gilt yields, the FTSE 100 reached a new record high, 
outperforming many of its market peers. 

Eurozone  We think the ECB is ready to begin 
easing policy in June and do not 
think they need to wait for the Fed 

 Economic conditions in the 
Eurozone are conducive to a 
gradual easing of monetary policy; 
inflation is falling while economic 
growth remains underwhelming 

 Equity markets stalled in April; 
European bond yields rose along 
with moves in US Treasuries 

Equity and bond markets saw negative returns in April. A large portion 
of the moves can be attributed to spillover effects from the US, where 
higher inflation prints have led to investor nervousness around market 
valuations. We think that Eurozone assets have been unfairly caught 
up in this move. We see the ECB cutting rates in June and maintain 
our expectation for three cuts this year. We think the ECB will want to 
progress gradually and conservatively with policy given the 
heightened uncertainty around inflation. In light of the expected 
monetary easing and a mild economic upturn, we continue to see 
upside for equity markets and higher yielding government bond 
markets. German Bund yields, where the 10yr trades at 2.5%, don’t look 
attractive from an investment return perspective. 

Switzerland  Inflation falls further, with both 
headline and core CPI back at 1%  

 The unemployment rate ticks higher 
as job growth weakens in 
manufacturing  

 The Services PMI slumps, indicating 
softer conditions ahead   

Inflation fell again in March, with both headline and core back at 1%, in 
line with the SNB’s updated forecast. PMI data show that 
manufacturing continued its gradual recovery in March, with the 
overall index rising for the fifth consecutive month. While encouraging, 
the sector has been in contraction for over a year and this is now 
starting to be reflected in labour market weakness, with a tick higher in 
the unemployment rate, slowing job growth, and increased use of 
short-time work. With manufacturing in a soft spot, it is concerning that 
the Services PMI, which has held up well so far, slumped in March, 
partly reflecting declining new orders. While we would not put too 
much weight on one individual data point, this will be key to monitor 
going forward. 
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 Key developments Zurich’s view 

Japan  Japanese equities take a healthy 
breather 

 10yr JGB yields climb higher 

 USDJPY marks a 38-year high 
above 160 before obvious MoF 
intervention 

Though the MSCI Japan slumped nearly 7% on an intra-month basis in 
April, it continues to hover at levels seen two months ago both on an 
absolute and a relative basis versus global equities. The overall trend, 
as expressed by the 200-day moving average, remains positive. 
Meanwhile, the 10yr JGB yield has spiked higher by more than 20bps 
to 0.93% following the rise of the US 10yr yield and on expectations 
that on a medium- to long-term perspective inflation is rising. The 
moves of the Japanese yen were even more dramatic with the 
USDJPY pair rallying from 151 to above 160, a 38-year high, before an 
obvious though not officially confirmed intervention by the Ministry of 
Finance assisted in the yen’s appreciation back to 155 versus the US 
dollar. 

China  The latest Politburo meeting 
focuses on the implementation of 
easing measures 

 Equity indices are rebounding from 
oversold levels 

 China’s currency has depreciated 
slightly versus the US dollar but 
remains broadly stable 

Within 12 months from the end of January 2023, the MSCI China 
tumbled 36%. Versus global equities (MSCI World), the negative 
performance was even more dramatic, culminating in a relative loss of 
42%. However, over the last three months, a turnaround for the better 
has pushed up China equities by about 20% in absolute and 14% in 
relative terms. Obviously, pessimism versus China equities had 
reached an extreme. The major question is whether the latest move 
marks a turnaround or just a short-term spike from oversold levels. We 
tend to lean towards the former. Meanwhile, the Yuan Renminbi has 
steadily depreciated from 7.10 to 7.25 versus the US dollar. Though 
this helps the export sector, we believe authorities do not favour a 
steep depreciation as it may encourage hidden capital flight. 

Australia  Inflation reaccelerates with services 
inflation notably high 

 Market pricing has shifted 
significantly from expecting rate 
cuts in H2 to predicting rate hikes 

 The equity market experiences a 
sharp fall but is expected to 
stabilise from here 

Both the Q1 headline CPI and the trimmed mean CPI have surged 
from the previous quarter, surpassing the Reserve Bank of Australia’s 
(RBA) and the market’s expectations, with services inflation notably 
high. Market predictions have shifted significantly from expecting H2 
rate cuts to anticipating mild rate hikes. Despite a marginal rise in 
unemployment to 3.8% in March, it remains near a 50-year low. 
Overall, we are seeing an increasing likelihood of no rate cuts this year. 
The ASX 200 Index has fallen sharply and is now hovering around the 
200-day moving average. While the volatility of inflation data will likely 
increase equity volatility, economic resilience along with improving 
consumer sentiment should continue to support stocks unless the 
RBA delivers an unexpected rate hike, which is not our base scenario. 

ASEAN  Inflation remains well-anchored and 
exports remain soft 

 Concerns on FX stability prompt a 
surprise rate hike by Bank Indonesia 

 Equities in Indonesia and Thailand 
are trading lower while stock 
markets in Malaysia and Singapore 
show resilience 

The potential delay of the Fed's rate cuts led to a renewed 
strengthening of the USD. Despite well-anchored inflation and weak 
growth, which would typically support rate cuts, central bankers opted 
to stay put to prevent a negative FX impact. Notably, currency 
depreciation, paired with declining FX reserves, led to a surprise rate 
hike by Bank Indonesia. If US data continue to show strength, causing 
the Fed to further postpone rate cuts, ASEAN's central banks will likely 
maintain rates longer than anticipated. Equity reactions varied, with 
Malaysia and Singapore showing resilience while Indonesia and 
Thailand trading lower in April. Indonesia remains the most sensitive to 
USD strengthening, and weak domestic growth in Thailand continues 
to weigh on equities, further aggravated by USD uncertainty. 



Appendix 1

Valuation snapshot (MSCI Indices)
Current trainling valuations

Current trainling valuations relative to MSCI world

Source: Bloomberg

Overbought / Oversold*
* Overbought / Oversold = 14D RSI is above 70 / below 30

Source: Bloomberg



Appendix 2
Earnings estimates - Full fiscal year

Source: Bloomberg

Historical margins

Source: Bloomberg



Appendix 3

Yield Curve Steepness (10yr - 2yr)

Source: Bloomberg

Credit Markets (US & Europe)

Source: Bloomberg



Appendix 4
Economic Data

* Trend = Mean last 3m - Mean previous 3m

Source: Bloomberg



Appendix 5

Economic Data

* Trend = Mean last 3m - Mean previous 3m

Source: Bloomberg

Spread Snapshot (Generic Government Yield 10yr, bps)
Spread over US Treasuries (bps) Spread over German Bund (bps)

Source: Bloomberg
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Disclaimer and cautionary statement 

This publication has been prepared by Zurich Insurance Group Ltd and the opinions expressed 
therein are those of Zurich Insurance Group Ltd as of the date of writing and are subject to 
change without notice. 

This publication has been produced solely for informational purposes. The analysis contained 
and opinions expressed herein are based on numerous assumptions concerning anticipated 
results that are inherently subject to significant economic, competitive, and other uncertainties 
and contingencies. Different assumptions could result in materially different conclusions.  
All information contained in this publication have been compiled and obtained from sources 
believed to be reliable and credible but no representation or warranty, express or implied,  
is made by Zurich Insurance Group Ltd or any of its subsidiaries (the ‘Group’) as to their 
accuracy or completeness.  

Opinions expressed and analyses contained herein might differ from or be contrary to those 
expressed by other Group functions or contained in other documents of the Group, as a result 
of using different assumptions and/or criteria. 

The Group may buy, sell, cover or otherwise change the nature, form or amount of its 
investments, including any investments identified in this publication, without further notice for 
any reason.  

This publication is not intended to be legal, underwriting, financial investment or any other type 
of professional advice. No content in this publication constitutes a recommendation that any 
particular investment, security, transaction or investment strategy is suitable for any specific 
person. The content in this publication is not designed to meet any one’s personal situation. 
The Group hereby disclaims any duty to update any information in this publication. 

Persons requiring advice should consult an independent adviser (the Group does not provide 
investment or personalized advice). 

The Group disclaims any and all liability whatsoever resulting from the use of or reliance upon 
publication. Certain statements in this publication are forward-looking statements, including, 
but not limited to, statements that are predictions of or indicate future events, trends, plans, 
developments or objectives. Undue reliance should not be placed on such statements 
because, by their nature, they are subject to known and unknown risks and uncertainties and 
can be affected by other factors that could cause actual results, developments and plans and 
objectives to differ materially from those expressed or implied in the forward-looking 
statements. 

The subject matter of this publication is also not tied to any specific insurance product nor will  
it ensure coverage under any insurance policy. 

This publication may not be reproduced either in whole, or in part, without prior written 
permission of Zurich Insurance Group Ltd, Mythenquai 2, 8002 Zurich, Switzerland. Neither 
Zurich Insurance Group Ltd nor any of its subsidiaries accept liability for any loss arising from 
the use or distribution of publication. This publication is for distribution only under such 
circumstances as may be permitted by applicable law and regulations. This publication does 
not constitute an offer or an invitation for the sale or purchase of securities in any jurisdiction. 
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