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In equities, quality companies with strong balance sheets and high profitability, including those in the technology sector, should be best positioned to
generate earnings in an environment of weaker growth. (UBS)

Turn to quality amid shifting US
rate expectations
29 November 2023, 2:32 pm CET, written by UBS Editorial Team

The outlook for US interest rates in 2024 remains a crucial driver of asset markets into the end of the year.
Dovish comments from a usually hawkish Federal Reserve governor on 28 November (as well as more explicit
commentary on when US rate cuts may start) drove down 2-year US Treasury yields to a four-month low, while
markets near doubled their estimates for a Fed rate cut as soon as next March.

Fed Governor Christopher Waller, until recently one of the most hawkish members of the US interest rate setting
committee, described himself as “…increasingly confident that policy is currently well positioned to slow the economy
and get inflation back to 2%.” Governor Waller’s view that the Fed can engineer a “soft landing” without sharp rises
in the US jobless rate came alongside suggestions that Fed rate cuts could follow if inflation were to continue its decline
over the coming 3–5 months.

Growing market confidence that the Fed has tamed inflation and will be able to cut US borrowing costs sooner than
expected in 2024 pushed down 2-year US Treasury yield to 4.69%, down around 30 basis points in just two weeks and
back to levels last seen in mid-July. Gold rallied in response to both lower yields and a weaker US dollar, trading at around
USD 2,040 per troy ounce at the time of writing and a six-month high, while the US S&P 500 Index closed just 1% below
its year-to-date high.

But we think that investors should not expect the US economic and rate path to be a wholly smooth one next year:

Other Fed speakers struck different tones. While markets chose to focus most on Fed Governor Waller (perhaps
because of the perceived change in his view), other influential Fed voices suggested a Fed “pivot” was less unanimous. Fed
Governor Michelle Bowman said she “continues to expect that we will need to increase the federal funds rate further to
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keep policy sufficiently restrictive to bring inflation down to our 2% target in a timely way.” New York Fed President John
Williams described both the deceleration in US inflation and the stability of US inflation expectations as encouraging, but
held back on making forward-looking comments about the path for US rates. Beyond the Fed’s next rate-setting meeting
on 12–13 December, we caution that data dependency and diversity of opinion may mean further repricing of US rate
expectations, and potential volatility, before the year-end.

US activity data is still sending mixed messages. While our base case is for the US economy to experience a “soft-ish”
landing of decelerating growth and inflation next year, recent data releases remain ambiguous. In particular, policymakers
will want to watch for the interaction between signs of a weaker US labor market and the impact on US consumption,
the chief driver of US activity this year. The Conference Board’s consumer confidence indicator rose in November after
three straight months of decline—yet the share of respondents saying jobs were hard to find rose to its highest level
since March 2021.

US interest rate pricing is prone to overshooting. Governor Waller’s comments marked the first time that Fed speakers
had nodded to the timing of US rate cuts since last July. However, subsequently strong activity and price data saw a
sharp repricing in market rate expectations, as well as a rebound in the US dollar. We cannot rule out the risk of a repeat
experience. The market-implied probability of a March Fed rate cut stands at 42% (from 22% a day earlier), while traders
are pricing for 100–125 basis points of rate cuts by the year-end. This looks too early and too sharp a rate cut profile,
in our view. We expect a first Fed rate cut in spring or summer depending on the data—most likely in July—and we see
the potential for two or three cuts for the whole of next year. We forecast 2- and 10-year US Treasury yields to end next
year at 3.25% and 3.5%, respectively.

So, we agree with the market’s assessment that US growth, inflation, and rates will all head lower next year—but our
view on the timing and size of US rate cuts differs to the market, with potential for uncertainty and market volatility.
So, we believe investors should focus on quality. In fixed income, quality bonds offer attractive yields and should deliver
capital appreciation if interest rate expectations decline as we expect. In equities, quality companies with strong balance
sheets and high profitability, including those in the technology sector, should be best positioned to generate earnings in
an environment of weaker growth.

For more details on these ideas and more, click here for our Year Ahead 2024: A new world.
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Read the original report : Turn to quality amid shifting US rate expectations, 29 November 2023.
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