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e US Treasury yields fall as softer economic data adds to growth worries (link)

e US high yield corporate default rates are projected to rise and drive spreads wider (link)
e Swedish central bank hikes 50 bps and signals further tightening ahead (link)

e Weaker economic data releases in the UK raises recession fears (link)

e Chinese PMIs return to expansionary levels in June as virus situation improves (link)
e Special Feature: Emerging Markets Local Currency Bond Holdings Monitor (attached)
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Concerns around growth and inflation trade-off dampens risk appetite

Core sovereign bond yields and global equity markets are declining as investors weigh ongoing
growth concerns against recent central bank communications. Major European equity indices and US
futures are down over 1.5% this morning as worries over inflation and recession risks returned to dominate
the narrative and have ultimately reduced risk sentiment. At the ECB forum in Sintra, statements from key
central banks reiterated the commitment to combating inflation but noted tighter financial conditions may
be needed to slow demand growth. Uncertainty over the global growth outlook, alongside a recent mixed
bag of data releases, has pushed US Treasury yields down 10 to 15 bps across maturities and German
bund yields have declined 15 to 20 bps across the curve over the past day. Breakeven inflation rates drove
the move lower in rates yesterday and oil prices also continued to slip as OPEC ratified the planned supply
increase for August at its meeting this morning. Although Asian equities mostly closed lower across the
region overnight, Chinese equities were the notable outperformer and gained over 1% following some
improving PMI data and further re-opening optimism.
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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

US equities were little changed, as the S&P 500 closed down -0.1% after fluctuating between gains and
losses throughout the trading session. Downward revisions of 1Q consumer spending and GDP spurred
growth concerns. Cyclical shares, such as the energy, industrial and financial sectors, underperformed. US
Treasury yields declined by 5-8 bps across tenors, with 10-year yields down 8 bps to 3.1%. Fed
Chair Powell spoke at the ECB forum in Sintra, reiterating that the US economy is in strong shape and
should be able to withstand tighter monetary policy. He also commented that markets are "pretty well-
aligned" with what the Fed is thinking regarding rate hike expectations. Markets are pricing in 68 bps of
hikes by July and an additional 56 bps by September.

In data releases this morning, US inflation data came in slightly lower than expected, with the PCE
deflator rising 0.6% m/m (vs. 0.7% expected) and 6.3% y/y (vs. 6.4%) in May. The core deflator was up
0.3% m/m (vs. 0.4%) and 4.7% yly (vs. 4.8%). Personal spending was weaker than expected (0.2% vs.
0.4% expected). Weekly initial jobless claims dropped to 231k from 233k (revised up from 229k) and were
slightly worse than expected (consensus 229k); continuing claims recorded 1328k versus expected
1318k. There was limited market reaction following these releases.

Yesterday, Q1 US consumer spending was revised down from 3.1% to 1.8%, causing a downward
revision of Q1 US GDP from -1.5% to -1.6%. Spending on both services and goods was revised lower.
In addition, following weak consumer confidence data, the US CFO survey conducted by Duke University
and the Fed shows that CFOs' optimism about the economy has declined, with the CFO Optimism
index dropping to 50.7 this quarter from 54.8 last quarter (scale from 0 to 100). According to JP Morgan
analysts, one year ahead recession probabilities calculated from economic data, the slope of the yield
curve, and risk assets (the S&P 500 and high-grade credit spread) show that recession risk has risen.

Exhibit 4: Risk assets and economic data trends indicate recession
risks have risen sharply
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S&P Global Ratings estimates that the US HY corporate default rates will hit 3% by the end of this
year, presaging additional spread widening. According to data from S&P and Bloomberg, over the past
20 years, spreads tend to be wider than the current level (520 bps) when default rates rise above 3%. In
early 2016, spreads spiked above 800 bps as default rates hit 3% from 1.8% the prior year. Separately, the
NY Fed launched the Corporate Bond Market Distress Index (CMDI) as an aggregate measure to
gauge market functioning in primary and secondary corporate bond markets. The index is made up
of seven underlying sub-indices, including trading and issuance volume, prices on both traded and non-
traded bonds, and market liquidity. The index identifies past market distress periods and reflects recent
worsening trends driven by global uncertainty and monetary policy tightening.
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More Pain to Come?
Spreads were wider when defaults hit 3% in the past Corporate Bond Market Distress Index
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Euro area

European equities fell (Stoxx 600 Europe index -1.4%) with all sectors trading in the red. Sovereign
yields fell (10y bund -10 bps to 1.42%), while Southern spreads edged higher (10y Italian spreads
+3 bps to 191 bps). The euro was little changed.

The ECB will discuss a proposal next week to request banks to take a more prudent approach to
dividend and share buyback plans, according to the head of the ECB supervisory board Enria. Enria
said that the request would be for banks to use a more adverse scenario—including potentially a gas
embargo or a recession—when calculating their capital trajectories. European gas prices continue to
trend higher amid energy supply uncertainty (Dutch natural gas prices 1-m ahead +5% to €145/MwH).

This morning, France’s preliminary June inflation data increased to 6.5% yly, the highest level since
the introduction of the euro. The increase was in line with expectations, up from 5.8% y/y in May. This
follows on data earlier this week that showed a notable upside surprise in preliminary data for Spain (10.0%
yly vs expected 8.7%) and an unexpected easing in Germany (8.2% yly vs expected 8.8% from +8.7%).
Euro area preliminary inflation for June is due on Friday, with consensus expecting inflation to increase to
8.5% yly from 8.1%. At the ECB’s conference in Sintra, ECB President Lagarde said that the low
inflation era prior to the pandemic is not likely to return, and that central banks have to adjust to
higher expectations for price growth. Money markets have continued to price in a lower ECB policy rate
at the end of this year (-10bps to 0.93%), with roughly 29 bps of tightening priced in for the July meeting.

Sweden

The krona was initially little changed against Sweden: Inflation and currency
the euro but depreciated in later trade after
the Riksbank increased its policy rate by 50
bps to 0.75%, in line with expectations. With
inflation expected to remain above 7% for the rest

of 2022, the central bank’s executive board
forecast further tightening and sees the policy
rate at close to 2% at the start of 2023, according

to the press statement. The Riksbank’s asset
holdings will also be reduced as at faster pace -
than announced in April. ING analysts caution
that the short-term outlook for the krona is troubled by an unstable risk environment, including its
pending entry into NATO.
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United Kingdom

The pound weakened marginally (-0.1%) this morning after data continue to point to weakening
economic activity. UK house price growth eased to 10.7% y/y in June, from 11.2% in May, according to
the Nationwide House Price Index, while UK business confidence in June fell to the lowest level seen since
March 2020 (28 from 38), according to Lloyd’s business barometer. Real disposable income fell by 0.2% in
Q1, according to the Office for National Statistics. Goldman Sachs analysts now see GDP growth at -0.7%
in Q2 and +0.1% in Q3, with a 45% probability that the UK falls into a recession in the next year. While
analysts caution a clear recession would see less rapid monetary tightening, they continue to
expect 50 bps hikes in both August and September, and 25 bps hikes in November and December.
Markets are pricing in roughly 155 bps of tightening by the end of the year, with roughly 40 bps of tightening
priced in for the next BoE monetary policy meeting in August.

Exhibit 4: Growth Scenarios and Recession Risks
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Japan

Equities slumped -1.2%. Industrial production unexpectedly dived -7.2% m/m in May (consensus: -0.3%,
previous: -1.5%), largely due to supply bottlenecks and weakened demand amid China lockdowns.
Separately, Japan’s three largest banks will reportedly raise mortgage rates next month. MUFG Bank
and SMBC will raise headline rates by 5 bps to 3.69%. Mizuho will hike 15 bps to 3.15%, FNN reports. The
yen gained +0.3%, 10-year yields were little changed. The BOJ announced unchanged planned bond
purchases for July-September. According to JP Morgan, foreign investor selling and increased macro
hedge fund shorts likely spurred recent upward yield pressures.
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In Latin America, the Chilean peso underperformed all EMFX declining by 1.6% yesterday amid continued
weakness in copper prices. The recent announcement of $5 bn in FX sales from the Treasury had limited
impact. Over the last month copper has declined by 15% and the Chilean peso depreciated by close to
12%. The Brazilian real outperformed all EMFX gaining 1.7% on the day. The positive reaction was likely
a relief rally following the finalization of the latest social spending bill after several iterations.

Asian equities slipped -1.1% on net. Mainland China rallied (Shanghai: +1.1%, Shenzhen: +1.4%) on
travel optimism and improved PMI readings while other markets slipped. The Philippines lost -2.3%, South
Korea fell -1.9%. Asian currencies were mixed, and 10-year yields mostly fell. Bond yields in Sri Lanka
surged +24 bps. Consumer price inflation hit 55% y/y in June (survey: 44%). The country will continue
virtual IMF talks to reach a staff-level Extended Fund Facility agreement soon, following significant progress
and constructive and productive discussions in late June, according to the IMF statement.

In EMEA, Equities and currencies traded lower ccal bond yields in Eastern Europe: 20-day standard deviation of daily bps moves
in line with broader markets. Shares recorded
large declines in Russia (-5%), the Czech
Republic (-2%), Poland (-1.8%) and Hungary (- —Poland  —Hungary
1.3%). As expected, Hungary aligned its one- i
week deposit rate to its base rate with a hike of 50
bps, leaving both rates at 7.75%. Hungary’'s PPl -
rose 2.6% m/m in May (from 2.9% in April) with ¢
the PPl index up 32% yly. Local yields in Central " Jan/1s e/t Jan/19 Jan/z2
and Eastern Europe generally traded lower as ~ S°urce: IMF and bloomberg

interest rate markets remain extremely

volatile. Ukraine said that a deal with Russia to end Russia’s blockade of Ukraine’ seaports and grain
exports remains distant.

bps

China

China PMis turned expansionary in June as COVID measures eased. Non-manufacturing PMI surged
to 54.7 (previous: 47.8) well above expectations, manufacturing PMI firmed as well to 50.2 (previous: 49.6).
China Logistics Information Center, a PMI co-publisher, noted that China’s economy bottomed out in June,
with recovery already entrenched although an imbalanced supply-demand recovery warranted continued
attention. Separately, the Peoples’ Bank of China (PBOC) reiterated its pledge to provide additional
monetary support. In a statement published after the quarterly meeting of its monetary policy committee
on Wednesday, the PBOC emphasized goals to stabilize employment and prices and provided further
signals it will focus on boosting credit growth, Bloomberg reports, Equities rallied (Shanghai: +1.1%,
Shenzhen: +1.4%) and the renminbi and 10-year yields were little changed.

ETF of China travel stocks is nearing highs prior to 2022's city lockdowns
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Argentina

The government raised about $2 bn in local instruments, enough to roll over all its bonds maturing
by the end of the month. The sale was seen as a barometer of market sentiment after a selloff in peso
securities in recent weeks. Some analysts highlighted that the ministry rolled less than 50% of the debt
service when excluding the central bank's direct help and even lower when considering indirect support.
Despite the rollover, the parallel peso rate has continued its climb higher this week. Bloomberg noted
several analysts citing the need to increase the monetary base to meet peso financing needs, a drop in
agricultural exports, and an increase in energy imports are all creating significant devaluation pressures.

Growing Gap
Spread between Argentina's official and parallel FX rates has widened again
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Global Financial Indicators
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Emerging Market Financial Indicators
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