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Revisiting what happens when the Fed cuts?

History suggests that the Fed cut rates by 300bps on average after a pause

Softer USD; steeper UST curve; mixed impact on the equity markets
JPY, EUR, CHF, TWD, THB, SGD and PHP outperformed the USD three months after a cut

A September Fed rate cut is imminent but how deep is the cut?

With Fed Chair Jerome Powell commenting at his keynote speech at the annual
Jackson Hole Symposium that it is time for policy to adjust, and that the central bank
is confident that inflation is on a sustainable path back to the Fed’s 2.0% target, as
well as mentioning that further cooling in the labour market is unwelcomed, market
has fully priced in a rate cut at the September FOMC meeting, and pencilled in a
total of at least 100bps rate cut by end 2024 and another 125-150bps cuts by end
2025. The anticipated cuts, however, are much deeper than Federal Reserve Bank of
Cleveland’s simple monetary policy rule, who has signalled that the Fed Fund Rate
could end-2024 at 4.93% (median rate in Table 1 below) and 2025 at 4.09%, reflecting
only 45bps and 84bps cuts respectively for 2024 and 2025, about half of what the
markets are pricing in.

Table 1: Federal Funds Rates Based on Seven Simple Monetary Policy Rules (%)

2Q24 3Q24 4Q24 1Q25 2Q25 3Q25 4Q25
Maximum 5.33 5.49 5.69 6.05 6.52 7.04 7.60
75th . 5.33 5.19 5.18 4.84 4.66 4.52 4.59
Percentile
Median 5.33 5.09 4.93 4.64 4.36 4.14 4.09
283 . 5.33 3.75 3.97 3.46 3.28 3.19 3.19
Percentile
Minimum 5.33 2.90 3.04 2.92 2.82 3.04 2.98

Source: https://www.clevelandfed.org/indicators-and-data/simple-monetary-policy-rules

History suggests that the Fed starts cutting rates 2-15 months after a pause; by 75-
1150bps but an average 300bps

While market expectations appear aggressive at this juncture, they are not without
basis. Using the above simple monetary policy rule as a guide, the Fed funds rate could
end-2024 at 3.04% and 2025 at 2.98% respectively based on the minimum rate. In our
previous article “What happens when the Fed cuts?” dated 15 January 2024, we have
also highlighted that past data showed that a pause is usually followed by an average
of 300bps rate cut subsequent to that. The cuts ranged between 75 to 1150bps in the
past 50 years, but at a narrower range of between 75-550bps in the past 4 cycles. This
suggests that Fed funds rate could be cut back to zero (-550bps), 2.50% (-300bps) or
4.50% (-75bps). 2.50% is in fact in line with Fed’s median term projection for the
longer run rate.

We are expecting a 25bps rate cut in the September FOMC meeting and a total of
75bps by end 2024. This is premised upon our view that although the latest non-farm
payroll (NFP) data has cooled and disappointed, both the layoff number and SAHM
rule does not flag recession risks at all. Wage growth also remained elevated and grew
at a faster than expected pace in August.

Just a recap, the Sahm Recession Indicator signals the start of a recession when the 3-
month moving average (3MMA) of the national unemployment rate rises by 0.5ppts

Figure 1: Fed Funds Futures is pricing in
close to 4 % rate cuts this year
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Figure 2: Labour market has disappointed
but not fla g “red”
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or more relative to the minimum of the three-month averages from the previous 12
months. This was triggered in July 2024 but not repeated in August, suggesting that
the economy is unlikely fall into a technical recession, as seen in August 2003.

We have also pointed out before that the Fed cut rates as soon as 2 months and as
slow as 15 months after pausing, suggesting that Fed rate could have been lowered
as soon as September 2023 (did not materialize) and as slow as October 2024. The
current view of the first rate cut starting September 2024 is falling well within the 15
months.

What to expect after the FOMC starts cutting rates...

1.

Bonds - yields to correct slightly higher before resuming move lower

In terms of Treasuries, the gap between the 2Y and 10Y yields widened from 14-
60bps to 17-106bps three months after the cuts in the past three of four cycles.
We expect yields to be correct slightly higher in the near term, given the
dichotomy between what the Fed is likely to do and say at the FOMC on 18
September and what is currently priced into the futures market, before heading
lower further out as the economy continues to moderate and inflation eases. As
it is, we expect the 2Y and 10Y yields to close 2024 at 3.75% and 3.80%
respectively.

Equities - legs for further gains

The impact on the equity markets after a Fed pause (Figure 4), meanwhile, will
depend on whether the previous hikes tilted the US economy into/near
recession, and a soft or hard landing. When the hikes did not tilt the economy
into a recession, equities generally rallied. For example, S&P 500 gained between
1.9-26.5% three to six months after the Fed cut in 1998 and 2019 when GDP
growth averaged above 2.0% q/q. On the other hand, S&P lost between 3.8-
13.4% in 2001 and 2007 when GDP growth averaged less than 2.0%.

Notwithstanding the election result which could throw a curve ball to the whole
equation and in anticipation of a soft-landing for the US economy, this suggests
that S&P 500 has further miles to run post-rate cut.

US Dollar - softer

Theoretically, lower interest rates tend to depreciate the value of its currency, in
this context the USD. Indeed, the DXY slid between 1.2-2.1% three months after
the first cut in the past three of four cycles. Taking the past as a guide, any slide
in the Dollar Index (DXY) could be limited to 99.54 (based on September 11
closing), a shade lower than our in-house forecast of 100.87 for end-2024.

Based on our observations on other currencies, potential winners from the Fed’s
easing cycle include haven currencies like JPY and CHF, as well as EUR amongst
G10, and TWD, THB, SGD and PHP amongst the regionals. These currencies have
strengthened three out of the past four easing cycles three months after a rate
cut in the US (Refer to Figure 6). MYR appreciated in two of the four easing
cycles, depreciated in one and was unchanged during the January 2021 cycle as
it was pegged.

House View and Forecasts

As at 11-Sept 3Q-24 4Q-24 1Q-25 2Q-25
DXY 101.68 102.41 100.87 99.86 98.86
EUR/USD 1.1012 1.11 1.12 1.10 1.08
GBP/USD 1.3043 1.29 1.30 1.30 1.29
usD/JpY 142.36 145 143 140 137
AUD/USD 0.6674 0.66 0.66 0.67 0.68
USD/MYR 4.3298 4.50 4.40 4.35 4.30
USD/SGD 1.3041 1.33 1.32 1.30 1.28
Rates, % Current 3Q-24 4Q-24 1Q-25 2Q-25
Fed 5.25-5.50 5.00-5.25 4.50-4.75 4.25.-4.50 4.00-4.25
ECB 3.75 3.50 3.25 3.00 2.75
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Figure 3: UST curve tends to steepen three
months after the Fed cuts
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Figure 4: Impact of US interest rate cut on
S&P 500 dependent on the state of the
economy
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Figure 5: Softer USD post rate cuts
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Figure 6: Potential currency winners based
on past easing cycles of the Fed
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BOE 5.00 5.00 4.75 4.50 4.25
BOIJ 0.25 0.25 0.25 0.40 0.40
RBA 4.35 4.35 4.35 4.10 3.85
BNM 3.00 3.00 3.00 3.00 3.00

Source: HLBB Global Markets Research
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The information contained in this publication is derived from data obtained from sources believed by Hong Leong Bank Berhad (“HLBB”) to be reliable
and in good faith, but no warranties or guarantees, representations are made by HLBB with regard to the accuracy, completeness or suitability of the
data. Any opinions expressed reflect the current judgment of the authors of the report and do not necessarily represent the opinion of HLBB or any of
the companies within the Hong Leong Bank Group (“HLB Group”). The opinions reflected herein may change without notice and the opinions do not
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becomes inaccurate.

HLB Group, their directors, employees and representatives do not have any responsibility or liability to any person or recipient (whether by reason of
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or derived from or omission from the reports or matter.

Potential and actual conflict of interest may arise from the activities of HLB Group. HLB Group constitute a diversified financial services group. These
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or acquire material information about the financial instruments. Such activities and information may involve or have an effect on the financial
instruments. HLB Group have no obligation to disclose such information about the financial instruments or their activities.

The past performance of financial instruments is not indicative of future results. Whilst every effort is made to ensure that statements of facts made in
this report are accurate, all estimates, projections, forecasts, expressions of opinion and other subjective judgments contained in this report are based
on assumptions considered to be reasonable as of the date of the document in which they are contained and must not be construed as a representation
that the matters referred to therein will occur. Any projections or forecasts mentioned in this report may not be achieved due to multiple risk factors
including without limitation market volatility, sector volatility, corporate actions, the unavailability of complete and accurate information. No assurance
can be given that any opinion described herein would yield favorable investment results. Recipients who are not market professional or institutional
investor customer of HLBB should seek the advice of their independent financial advisor prior to taking any investment decision based on the
recommendations in this report.

HLBB may provide hyperlinks to websites of entities mentioned in this report, however the inclusion of a link does not imply that HLBB endorses,
recommends or approves any material on the linked page or accessible from it. Such linked websites are accessed entirely at your own risk. HLBB does
not accept responsibility whatsoever for any such material, nor for consequences of its use.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any state, country
or other jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation. This report is for the use of the
addressees only and may not be redistributed, reproduced or passed on to any other person or published, in part or in whole, for any purpose, without
the prior, written consent of HLBB. The manner of distributing this report may be restricted by law or regulation in certain countries. Persons into whose
possession this report may come are required to inform themselves about and to observe such restrictions. By accepting this report, a recipient hereof
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