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How could Fed rate cuts
affect asset returns?

Fixed income? Up (probably). Equities? It depends. With
the US Federal Reserve expected to cut rates this year,
what can we learn from earlier rate-cutting cycles that
tells us how markets might respond? We analysed every
period of rate cuts since the 1980s and found that bonds
performed best.

Rate cuts by the US Federal Reserve (Fed) seem a dead
cert for 2024, according to markets. Less certain is exactly
when and by how much and what the cuts could mean for
the main asset classes.

To understand the potential impact on asset returns, we
crunched the numbers on every period of rate cuts since
the 1980s. Fixed income performed best across the nine
cycles we analysed, with every segment beating returns
on cash, on average. Equities performance depended on
whether the US economy slipped into recession or not.

The results, which we unpack below, may offer clues about
what could happen in the months ahead. Most market
participants believe cuts are around the corner — even

if the anticipated timing has moved back due to the
surprising strength of the US economy and stronger-than
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* Most market participants believe rate cuts by the

Fed are likely in the coming months — even if the
anticipated timing has moved back due to the
surprising strength of the US economy.

What do lower rates mean for asset classes? Our
analysis of past cutting cycles showed bonds
delivered the best returns; equities performance
depended on whether the US economy slipped
into recession or not.

US government bonds were one of the few asset
classes giving positive returns across almost all
rate-cutting cycles — both leading up to a recession
and when economic growth stayed positive.
Equities did much better when the Fed cut interest
rates and growth stayed positive, but stocks fell
into the red on the cutting cycles in the run up to a
downturn.

Martin Hochstein
Senior Economist
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expected inflation data early this year. Our view? We think returns over cash were negative only once (in 1998).
the Fed may begin to lower rates around the middle of the Except for that occasion, bond yields fell significantly
year, although risks are skewed towards a later start. across all maturities. And the yield curve (10 vs 2
years) steepened during all but one instance (in 1987),
Rate cuts’ economic impact has a bearing signalling market anticipation of stronger economic

on asset returns growth ahead.

As with all central banks, the Fed typically lowers rates « US investment grade corporate bonds posted

to try to keep the economy moving at a healthy pace decent returns: Investment grade corporate bonds

and inflation in check. But history shows its actions aren‘t outperformed cash in seven of the nine cutting

always effective — and this can have a bearing on how episodes and US Treasuries in six of the nine. The

asset classes fare. exceptions were those around the global financial crisis
of 2007-08 and the Covid-19 crisis (both pre-recession

For our analysis we categorised past cutting cycles — or cycles). Spreads versus US Treasuries tended to widen

episodes — into two groups: and also rose in the three to six months before the
first rate cut, proving a potential leading indicator for

1 Pre-recession cuts, where the Fed trimmed rates but changes in Fed policy.

failed to stop the economy sinking into recession.

« Performance of US high yield was uneven: High yield

2 Insurance cuts, where rates were reduced in response bonds provided positive excess returns versus cash in all
to slumping equity markets (1987), international insurance cutting cycles when growth remained positive,
financial stability risks (1998), or to bolster sluggish but returns were negative in the last two pre-recession
growth (1984, 1995) — and the Fed’s actions were episodes. High yield underperformed US Treasuries in
successful at preventing a recession. the majority of episodes, as well as during the first year

after the initial cut, on average.
So, what happened to asset returns?
+ Mixed track record for emerging market US

Fixed income: top of the p|le dollar sovereign bonds: Emerging market US
dollar government bonds beat cash and US
« US Treasuries were the best performer across the Treasuries in three of five cutting cycles since 1995.
rate-cutting cycles we analysed: US government But they underperformed significantly during the
bonds were one of the few asset classes giving positive global financial crisis and the Covid-19 crisis. They
returns across almost all cutting cycles — both pre- outperformed US investment grade and US high yield
recession and insurance cuts (see Exhibit 1). Excess in most of the episodes since 1995.

Exhibit 1: US Treasuries performed best of any asset class during cutting cycles
Excess return vs cash (%) during Fed rate cut cycles (1981-2019)

US Treasuries [9] 125 147 9.6
US corporates IG [9] 11.0 10.8 112
Global sovereigns [6] 10.0 153 -05
EM USD sovereigns [5] 75 27 147
US TIPS [4] 62 8.7 -13
US high yield [9] 41 18 7.0
Gold [9] 2.8 2.0 -3.6
US equities [9] -5.5 229 16.2
Global equities [9] -6.8 -27.3 18.7
EM equities [6] -6.8 -12.9 52
Commodities [9] -87 -15.2 -0.6
B All rate cut cycles Pre-recession cycles Insurance cycles

Note: Number of underlying rate cut cycles from 1981-2019 in brackets. Pre-recession cycles: 1981, 1989, 2001, 2007, 2019, insurance cycles: 1984, 1987, 1995,
1998. All returns in local currency except for global sovereigns and global/EM equities (USD unhedged returns). Source: Allianz Global Investors Global
Economics & Strategy, Bloomberg, Refinitiv (data as at February 2024)
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Equities: diverging performance

Average excess returns of US equities were roughly flat

during the initial few months after the Fed started lowering

rates. But overall performance across the cycle largely
hinged on the Fed's success at preventing a recession (see
Exhibit 2).

» Stocks did much better when the Fed cut interest rates
and growth stayed positive: During insurance cutting
cycles, equities delivered positive returns across the
board. But equities fell into the red on the occasions
when the Fed was unsuccessful in lowering rates — and
the economy sank into recession.

« Equity markets outside the US similarly diverged:
Performance within both global developed and
emerging markets was similarly split between pre-
recession and insurance cutting cycles. Across all
episodes, developed market equities did slightly worse
than their US counterparts. Emerging market equities
mostly beat US stocks.

« Style bias in US stocks: On average, growth stocks
- those expected to grow significantly more than the
overall market — did better than value stocks — those
that trade below levels associated with their underlying
fundamentals. And large caps delivered better returns
than small caps.

Exhibit 2: Equity performance during rate cuts depended on whether the economy slipped into recession

S&P 500 excess return vs cash
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Source: Allianz Global Investors Global Economics & Strategy, Bloomberg (data as at February 2024)

Currencies and commodities: a mixed bag

Changes in the US dollar depended on whether other
central banks — not just the Fed — lowered rates. The dollar
typically fell against other currencies when it was only

the Fed cutting. In contrast, the dollar rose when both

the Fed and other central banks lowered rates. In the
latter scenario, perceived “safe haven” currencies like the
Japanese yen and Swiss franc also tended to do well, as

a broad-based lowering of rates often occurred during
economic downturns or when financial stability risks
emerged, triggering greater risk aversion.

Commodities were generally sluggish in times of lower
rates. The asset class delivered negative results in seven
of the nine cycles. On average, gold recorded moderate
losses.

Prepare for possible volatility

Investors may also need to prepare for a bumpy ride in the
run-up to lower rates. We found that implied volatility in US
equity and bond markets tended to rise during the 60 to 90
days ahead of the first Fed cut in the last five cycles.

One way volatility could arise is if near-term market sentiment
dips from a further repricing of monetary policy towards less
or later rate cuts. Current market pricing anticipates roughly
100 basis points in rate reductions over the next 12 months,
slightly above the historical average expectations on the eve
of past cutting cycles and the decrease projected for 2024 in
the latest Federal Open Market Committee “dot plot” from
March. Our analysis found that the Fed eventually lowered
rates by more than markets initially expected in all, but one
rate cut cycle since 1989. On average, the policy rate (the Fed
funds target rate) fell by 435 basis points (see Exhibit 3).



HOW COULD FED RATE CUTS AFFECT ASSET RETURNS?

Exhibit 3: Past Fed cutting cycles tended to deliver significant rate reductions and lasted over a year

Start of cycle Number of days Change in Fed funds Cycle type
in cycle target rate (%)

June 1981 562 -11.500 Pre-recession
October 1984 686 -5.875 Insurance
October 1987 114 -0.750 Insurance
June 1989 1,187 -6.750 Pre-recession
July 1995 209 -0.750 Insurance
September 1998 49 -0.750 Insurance
March 2001 903 -5.500 Pre-recession
September 2007 455 -5.000 Pre-recession
July 2019 229 -2.250 Pre-recession
Average 488 -4.35

Note: The length of a cycle is measured from the day of the first to the day of the last rate cut. As the analysis focus on orthodox monetary policy
easing, it excludes the post-2008 quantitative easing episodes.
Source: Allianz Global Investors Global Economics & Strategy, Bloomberg (data as at February 2024)

Flexibility is key in the face of rate cuts US Treasury performance will be closely tied to the timing
and extent of Fed cuts (whether they lag, meet, or exceed
So, what should investors take away from our analysis? market expectations) and the prevailing trend in inflation.
Risk assets, particularly equity markets, may still
have room to perform in the months ahead if the Fed Overall, our analysis highlights the value of a flexible
successfully engineers a soft landing — a lowering in rates approach to the main asset classes in the months ahead
and inflation without a recession. But any failure — be it as markets prepare for the first Fed cut in more than
recession, renewed inflation or more rate rises — could four years — a move that could herald a new investment
stymy stocks, which have extended last year’s gains. regime.
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Investing in fixed income instruments (if applicable) may expose investors to various risks, including but not limited to
creditworthiness, interest rate, liquidity and restricted flexibility risks. Changes to the economic environment and market conditions
may affect these risks, resulting in an adverse effect to the value of the investment. During periods of rising nominal interest rates,
the values of fixed income instruments (including short positions with respect to fixed income instruments) are generally expected to
decline. Conversely, during periods of declining interest rates, the values are generally expected to rise. Liquidity risk may possibly
delay or prevent account withdrawals or redemptions.

Information herein is based on sources we believe to be accurate and reliable as at the date it was made. We reserve the right to
revise any information herein at any time without notice. No offer or solicitation to buy or sell securities and no investment advice or
recommendation is made herein. In making investment decisions, investors should not rely solely on this material but should seek
independent professional advice. However, if you choose not to seek professional advice, you should consider the suitability of the
product for yourself. Investment involves risks including the possible loss of principal amount invested and risks associated with
investment in emerging and less developed markets. Past performance of the fund manager(s), or any prediction, projection or
forecast, is not indicative of future performance. This material has not been reviewed by any regulatory authorities.
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