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Highlights and View

The ISM Manufacturing survey falls
to a post-Covid low, pointing at
further headwinds for the US
economy

Meanwhile, services recovered in
June and the employment situation
is still benign despite the weakest
growth in new payrolls since
December 2020.

Government bond yields surge as
strong US data catalyse a sharp
correction

Yields look stretched to the upside
given falling inflation, slowing growth
and recession risk.

Japan’s wage negotiation round
marks a 30-year high, with wages
up 2.5% YoY

We believe that even real wages will
turn positive later this year, which
should boost consumer confidence.

BT 110142

US manufacturing under pressure while services remain more resilient
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The ISM Manufacturing survey fell to a post-Covid low in June and has been in
contractionary territory for eight months now while new orders have even been receding for
ten months. Meanwhile, although having softened recently too, services are more resilient
with the ISM Services index reaccelerating to 53.9. Importantly with regard to the inflation
outlook, the price component in services fell to a post-Covid low and is now below pre-Covid
levels, indicating fading price pressure. A lot of focus was on last week’s ADP employment
numbers, which showed a massive gain of 497k in June and was far above consensus
expectations. However, the perceived strength in the labour market was not confirmed by
growth in nonfarm payrolls, which slowed to 209k, the lowest since December 2020. Other
labour market indicators also point at a softer employment situation. The number of job
openings fell to 9.8mn in May from 10.3mn in April, though the quits rate has picked up again.
Initial jobless claims also picked up from 236k to 248k. The unemployment rate ticked down
to 3.6%, however, and growth in average hourly earnings remained at 4.4% YoY, still too high
for the Fed to be convinced that the labour market has cooled enough. Finally, growth in
factory orders was significantly below consensus expectations, remaining at 0.3% MoM in
May, with core orders (ex transportation) now falling the fourth month in a row.

Equities

Stocks wilt as interest rate prospects rise

In lacklustre summer trading, with the US
closed last Tuesday for Independence Day,
equity markets fell back on mixed economic
news and fears of tighter policy ahead. The
MSCI World Index slipped by 1.4%, broadly
representative of most regions, although
European indices struggled, with the Euro
Stoxx 50 off 3.7%. One poor week following
a succession of new 12-month highs on
strong momentum does not signal a crack
for stocks, however. That noted, we do think
that there has been too much complacency
as of late, with risk premia likely to rise. Poor

European economic data were a reminder of
the dangerous cross-currents of a shrinking
economy and rising interest rate
expectations, as short dated bond yields
surged. In the US, it was the much stronger
than expected ADP employment reading on
Thursday that was a reminder to investors
that rate prospects are also rising as growth
holds in better than expected. This was
underscored by hawkish Fed member
commentary by the end of the week. The
tug-of-war between rising rates and equity
momentum remains too close to call.



Bonds

Government bond yields surge on strong US
data

In a dramatic week for bond markets, yields
surged, with Thursday’s strong US ADP and
ISM Services data being the catalysts for the
sell-off. Critical levels were breached, as the
US 2yr yield rose above 5% intraday on
Thursday, though it edged lower on Friday
on the softer US payroll data. Though rates
rose, the sell-off was led by the long end of
the curve. The 10yr Treasury yield surged by
22bps to breach 4%, with similar moves in
Bund and gilt yields. Treasury and Bund
yields are now back at levels last reached in
early March, prior to bank stresses, while gilt

yields have risen to the highest level since
2008. Bond markets now appear to largely
have priced out recession risk, despite
sharply slowing growth in Europe,
deflationary pressures in China, and a global
manufacturing sector that is in contraction.
While bond market pricing will remain volatile
and data dependent for the time being, we
see limited further upside to yields given
headwinds to growth and activity.

Australia

The RBA pauses, yet remains hawkish

The Reserve Bank of Australia (RBA)
maintained its cash rate at 4.1% last week, in
line with our expectations. In May, the
surprising decline in the monthly inflation
rate from 6.8% to 5.6% YoY reduced the
urgency for another rate hike. However, the
RBA maintained its hawkish tone, stating
that ‘some further tightening of monetary
policy may be required to ensure that
inflation returns to target’. We expect the
RBA to deliver one to two more rate hikes in
H2, depending on the inflation trajectory.
Meanwhile, house prices continued to rise

for the fourth consecutive month in June.
Home loans grew 4.8% MoM, but remain
down 20.5% YoY. Building approvals rose by
20.6% MoM in May, signalling some easing
of housing supply constraints, yet the
number of approvals remained well below
the 10-year average. Despite positive
momentum in the housing market,
challenges persist given the RBA’s
impending rate hikes and the delayed
impact of past rate hikes. Our upcoming
Topical Paper will offer in-depth analysis of
the key drivers in the housing market.

Northern Asia

Japan’s wages are rising while Taiwan’s
exports continue to suffer

Japan’s household survey and the labour
report for May are sending completely
different messages. The former shows real
disposable income tumbling 7.4% YoY, while
the latter shows nominal wages rising 2.5%
YoY, with real wage changes improving two
percentage points to -1.2% YoY. As the
sample base of the household survey is
small, we tend to prefer the labour report.
Furthermore, the final outcome of the
‘shunto’ wage negotiations between
employers and trade unions reveals headline
wage growth of 3.58%, the highest since the

early 1990s, with a base pay rise of 2.12%.
We believe that even real wages will turn
positive later this year. Meanwhile, China’s
Caixin Services PMI contracted 3.2 points to
53.9 in June, while South Korea’s and
Taiwan’s June PMls disappointed at 47.8
and 44.8, respectively. China’s June CPI fell
to zero, while PPI deflation intensified to
-5.4% YoY. Taiwan’s June exports continued
to tumble both for tech (-17.3% YoY) and
non-tech goods (-34.2% YoY).

Credit

Higher delinquencies in US ABS forebode
more pain to come

What to Watch

Delinquency rates for US consumer debt
have trended higher since the historical lows
during the pandemic and are now close to or
above pre-Covid levels. Deterioration is
particularly noticeable amongst the weakest
borrowers, as seen in the performance of
Subprime Auto ABS deals. However, the roll
rate from delinquencies to defaults is low as
most consumers are doing their best to
avoid default, not wanting to lose their cars.
This situation has been manageable for
borrowers due to the strong labour market,
while loss rates have been helped by

elevated used car prices, which boosted
recovery levels for repossessed cars. But we
expect these trends to reverse as real
income remains under pressure and
recession looms. Another headwind for US
households will be the end of the
forbearance plan for student loans and the
recent US Supreme Court ruling against
Biden’s forgiveness plan. The outlook for
consumer credit looks weak given debt
service costs and the likelihood of recession,
but senior ABS tranches should be
protected from losses.

+ Inthe US, investors will focus on the latest batch of inflation data where both headline and core CPI are expected to have
weakened further while consumer sentiment will give insights into the current mood of households.

¢« Data on industrial production and the Sentix and ZEW surveys are expected to point to continued weak economic activity and

sentiment in the Eurozone.

¢ |In APAC, the Bank of Korea is expected to keep its policy rate at 3.50% while maintaining a hawkish tone. Australia will release
business and consumer confidence reports as well as household spending data for June. Japan will publish May machinery
orders and June producer price data. Singapore will publish Q2 GDP data, and India will release May industrial production as well
as export and CPI data for June. Our focus will be on China’s monetary data, CPI, PPl and foreign trade statistics for June.



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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