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What happens when the Fed cuts?

History suggests the Fed starts cutting rates 5-8 months after pause, by 300bps on average
Fed dot plot suggest a 75bps cut to 4.50-4.75% by end-2024; we expect first cut in mid-2024
Bigger gains for long-end UST; softer Dollar; mixed impact on the equity markets

BOE lagged the Fed by 1-8 months in its rate cuts; ECB by 4-13 months

Overview

In our previous article “What happens when the Fed pauses?” dated 24 October 2023,
our study shows that the US Fed Funds Rate has a strong 0.97 correlation with the 2Y
UST yields and 0.93 vs the 10Y UST yields based on the month-end data for the last 50
years. Data also showed that the Fed Funds Rate has a correlation of 0.61 with the US
equities market (using the broader S&P 500 as a benchmark). Correlation with the
USD is relatively weaker, with our calculation suggesting 0.40 between the Fed funds
rate and Dollar Index (DXY) and a 0.67 correlation to the USD/MVYR, the latter partially
skewed due to the pegging of the Ringgit from 1998 to 2005.

History suggests that Fed cut rates 2-15 months after pause, by 75-1150bps

Our article also showed that historically, Fed has cut rates as soon as 2 months and as
slow as 15 months after pausing, but with a historical average of 5-8 months as the
impact from the past interest rate hikes trickled in. Past data also showed the pause
is usually followed by an average of above 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.

Just a recap, Fed last raised its benchmark rates by 25bps to 5.25-5.50% in the July
2023 FOMC meeting and has subsequently stayed pat since then. Using history as a
guide, this suggests that Fed rate could have been lowered as soon as September
2023 but as slow as October 2024, but more likely within the December 2023-March
2024 time frame. This is, in fact, in line with market expectations that the first rate
cut will begin in March 2024 (Please refer to Figure 1), vs ours of mid-2024.

At the same time, past data suggests that Fed funds rate could be lowered back to
zero (-550bps), 2.50% (-300bps) or 4.50% (-75bps). 4.50% and 2.50%, are in fact, in
line with Fed’s median term projection for 2024 and longer-run. Based on the simple
monetary policy rules by the Federal Reserve Bank of Cleveland, meanwhile, Fed
funds rate could end-2024 at 3.91% (based on median rate).

Summary of Federal Funds Rates Based on Seven Simple Policy Rules (Percent)

2023.3 20234 2024.1 2024.2 20243 20244 2025.1 2025.2 2025.3 2025.4

Maximum 526 686 850 1026 11.74 13.01 1425 1544 1657 17.66
75th Percentile 526 519 508 482 462 447 459 442 426 407
Median 526 508 482 447 411 391 367 352 338 3
25th Percentile 526 411 372 372 350 3.07 321 297 278 263

Minimum 526 278 244 221 211 193 183 180 181 180

Notes: Dates use YYYY.Q format. Federal funds rates are quarterly averages. Pink denotes data.

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

Figure 1: Fed Funds Futures is pricing in the
first rate cut in March, 8 months after
pause; We are expecting in May
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Figure 2: Impact of Fed fund rate cut on
S&P 500 dependent on the state of the
economy
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Figure 3: Higher gains for long-end
Treasuries 3-months after Fed cuts
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https://www.clevelandfed.org/indicators-and-data/simple-monetary-policy-rules

Higher gains for long-end UST after a cut; softer Dollar, performance of the equity
markets dependent on the state of the economy

From a theoretically perspective, lower interest rates tend to depreciate the value of
its currency, in this context the USD, while steepening the UST yield curve as investors
flee to value long-dated bonds to hedge against volatility in the equities market, be it
Wall Street or emerging markets. Indeed, the DXY slid between 1.2-2.1% and 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.

The impact on the equity markets after a Fed pause, 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%.

Conclusion

The US economic activity has slowed, job gains have moderated but remained
resilient, justifying our expectations that the FOMC can engineer a soft landing for this
cycle. Inflation has eased over the past year but remains elevated. Volatile oil prices,
inflation expectations and upward momentum in m/m CPI due to services costs are
not encouraging. Coupled with our soft-landing view, our take is that the first Fed rate
cut will start towards mid-year/May and will end-2024 with a 75bps cut to 4.50-
4.75%. In tandem with the rate cuts, also we expect USD and 10Y UST vyields to drift
lower, ending 2024 at 98.33 and 3.70-3.90% respectively (Current hovering around
102 and a tad below 4.00%).

In tandem with this, we also expect ECB and BOE to follow suit, with the Eurozone
expected to out dove Fed with a 100bps cut to 3.50% given that it is the sick man
amongst the majors and carries higher recession risks. For BOE, a 75bps rate cut is
expected to 4.50%, but we anticipate the first rate cut to begin in 3Q given risks of a
stagflation. In fact, for the past 20 years, the Bank of England has lagged the Fed by 1,
3 and 8 months in its rate cuts, and the European Central Bank by 4 and 13 months.
The only exception was during the 2019 cycle where the main refinancing rates were
already at 0%.
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Figure 4: Softer USD post rate cuts

Fed funds cut & itsimpact on the DXY (%)

4.00
2.00
00 [ | -

0.00
2 :IU lIB Jan-01 lc!? J!E

-6.00
-8.00
-10.00

m1-monthafter W 3-months after 6-months after

Source: Bloomberg

Figure 5: Fed usually leads ECB and BOE
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DISCLAIMER

This report is for information purposes only and does not take into account the investment objectives, financial situation or particular needs of any
particular recipient. The information contained herein does not constitute the provision of investment advice and is not intended as an offer or solicitation
with respect to the purchase or sale of any of the financial instruments mentioned in this report and will not form the basis or a part of any contract or
commitment whatsoever.

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
necessarily correspond to the opinions of HLBB. HLBB does not have an obligation to amend, modify or update this report or to otherwise notify a reader
or recipient thereof in the event that any matter stated herein, or any opinion, projection, forecast or estimate set forth herein, changes or subsequently
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
negligence, negligent misstatement or otherwise) arising from any statement, opinion or information, expressed or implied, arising out of, contained in
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
entities engage in a wide range of commercial and investment banking, brokerage, funds management, hedging transactions and other activities for their
own account or the account of others. In the ordinary course of their business, HLB Group may effect transactions for their own account or for the
account of their customers and hold long or short positions in the financial instruments. HLB Group, in connection with its business activities, may possess
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
agrees to be bound by the foregoing limitations.
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