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Flash Comment

US: ISM recovery intact

e The ISM index extended the upward trend in June and the details of the report
strongly suggest that the ISM will be heading higher in the coming months.

e A huge gap between production growth and growth in final demand remains to be
closed. Even with final demand growth flat, production growth needs to pick up to
slow therapid declinein inventories.

e Prices paid increased further, likely reflecting the recent run up in commaodity prices
outside energy. Deflationary pressures thus seem to be receding in the production
pipeline. We nevertheless see very little underlying inflation pressure as the slack in
the economy remains huge.

Details

The details of the report were somewhat mixed but are generally supportive of a further
increase in the ISM.

Production rose to 52.5 from 46.0 but new orders fell back to 49.2 from 51.1. Although new
orders gave back some of the increase in May, inventories declined as well, leaving the overall
balance between the two virtually unchanged. Usually this gap is a very useful near-term
indicator for the ISM index and industrial production growth and it strongly suggests that both
will move higher in the coming months.

New export orders and imports both increased confirming signs from other global indicators
that global trade is recovering from the collapse earlier thisyear. A positive surprise was found
in the employment index which rose to 40.7 from 34.3 in May. This stands in contrast to the
larger than expected decline in the ADP employment estimate released earlier today.

The ISM report indicates that deflationary tendencies in the production pipeline are abating.
The supplier deliveriesindex rose to 50.6 from 49.8 suggesting less slack in supply conditions.
The same trend is evident in the prices paid index which jumped to 50.0 from 43.5. This likely
reflects the upturn in commodity prices outside energy. We continue to see very little
underlying inflation pressure with the current huge slack in the economy.

Assessment and outlook

An ISM index at 44.8 — and till rising — is consistent with our long-held view that the
economy should return to positive growth in the coming months. A huge gap between
production growth and growth in final demand remains to be closed. Even with final demand
growth flat, production growth needs to pick up to ease the rapid decline in inventories. Our
expectation of arebound in growth thus does not hinge on positive growth in inventories but
merely a deceleration in the pace of decline.

Going forward we continue to expect that the ISM index will move higher. Our target is for the
index to breach 50 by late summer. How high the ISM index will go in H2 will be determined
by two factors — the pace of demand growth and the improvement in financial conditions. If
things turn out favourably, the rebound in the ISM and industrial production could happen
much faster than markets currently expect.

(More charts on page 2)
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New orders gave back some of the improvement...

..butinventories declined as well...
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..leaving the gap virtually unchanged... ..strongly indicating a continued upward trend in the ISM
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Deflationary pressures abatingin the production pipeline... .likely reflecting the recent run up in commodity prices
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Disclosure
This report has been prepared by Danske Research, which is part of Danske Markets, a division of Danske Bank.
Danske Bank is under supervision by the Danish Financial Supervisory Authority.

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high
quality research based on research objectivity and independence. These procedures are documented in the Danske
Bank Research Policy. Employees within the Danske Bank Research Departments have been instructed that any
request that might impair the objectivity and independence of research shall be referred to Research Management
and to the Compliance Officer. Danske Bank Research departments are organised independently from and do not
report to other Danske Bank business areas. Research analysts are remunerated in part based on the over-all
profitability of Danske Bank, which includes investment banking revenues, but do not receive bonuses or other
remuneration linked to specific corporate finance or dept capital transactions.

Danske Bank research reports are prepared in accordance with the Danish Society of Investment Professionals
Ethical rules and the Recommendations of the Danish Securities Dealers Associations.

Financial models and/or methodology used in thisreport
Calculations and presentations in this report are based on standard econometric tools and methodology.
Documentation can be obtained from the above named authors upon request.

Risk warning
Major risks connected with recommendations or opinions in this report, including a sensitivity analysis of
relevant assumptions, are stated throughout the text.

First date of publication
Please see the front page of this research report.

Disclaimer

This publication has been prepared by Danske Markets for information purposes only. It has been prepared
independently, solely from publicly available information and does not take into account the views of Danske
Bank’s internal credit department. It is not an offer or solicitation of any offer to purchase or sell any financia
instrument. Whilst reasonable care has been taken to ensure that its contents are not untrue or misleading, no
representation is made as to its accuracy or completeness and no liability is accepted for any loss arising from
reliance on it. Danske Bank, its affiliates or staff, may perform services for, solicit business from, hold long or
short positions in, or otherwise be interested in the investments (including derivatives), of any issuer mentioned
herein. The Equity and Corporate Bonds analysts are not permitted to invest in securities under coverage in their
research sector. This publication is not intended for retail customers in the UK or any person in the US. Danske
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without permission.
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