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Key takeaways
= Economic data suggests investors are too optimistic about early and aggressive rate cuts.

= Other central banks will wait for the Fed to make the first move.
= Diversify your portfolio, lock in current high yields and accumulate quality stocks.

Are investors too optimistic about early and aggressive rate cuts?

At the end of 2023, global financial markets were enthused by the idea of early and aggressive interest
rate cuts this year. Are investors too optimistic? Economic data trends would suggest so, and central
banks have been actively managing expectations of early and aggressive rate cuts.

Big gap between central bank guidance and market expectations

e The United States Federal Reserve (Fed) held interest rates unchanged on 31 January 2024 for a
fourth straight meeting.

e While Fed Chairman Jerome Powell confirmed that rate cuts will be appropriate at some point this
year, he emphasised a reduction is unlikely in March.

e The Fed expects to cut interest rates by 75 basis points (bps) this year.
o Investors are however pricing in 150 bps of rate cuts by the Fed for the whole of this year.

e Most European Central Bank (ECB) officials said it is premature to discuss rate cuts as the fight
against inflation is not over, and President Lagarde sees the middle of this year as the likely window
for action.

o Investors are nonetheless expecting the ECB to cut around 150bps by year-end from as early
as April.

e The Bank of England (BOE) has stressed that interest rates will need to remain high for sufficiently
long in order to cool inflation towards the 2% target.

o Despite this, investors expect around 110bps of rate cuts for this year.

A stretch to think the Fed will cut rates at nearly every meeting

e The Fed meets eight times a year to set monetary policy, and there are seven meetings left this year
when rates can be cut.

e However, the November policy meeting is just two days after the upcoming US elections and the Fed
may refrain from policy changes that month.
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e Itis unlikely for the Fed to cut rates in the six remaining meetings if the US labour market stays
resilient, and if inflation re-accelerates in the short-term.

Economic data does not justify aggressive rate cut expectations

e Developed market (DM) central banks have firmly stated that interest rates will only be cut when
they are confident inflation is slowing sustainably to the 2% target.

o While price pressures are easing, both headline and core inflation remain well above 2%
in major economies.

o The short-term inflation outlook is complicated by ongoing Middle East tensions which
have resulted in higher shipping costs that can trigger higher crude oil prices and food
prices.

e Historically, aggressive rate cuts only happen when the economy weakens rapidly and faces the risk
of a severe recession.

e While the global economy has been slowing over the past year, the slowdown has been orderly, and
a deep recession appears unlikely this year.

o Current economic data does not justify early and aggressive rate cuts.

Other central banks will wait for the Fed to make the first move

e Since geopolitical tensions pose inflation risks and most economies are not yet in recession, other
central banks will prioritise stability in their financial systems right now.

e Cutting rates before the Fed could weaken local currencies, leading to capital outflows from
domestic financial markets.

e To mitigate this risk, most central banks will wait for the Fed to take the lead in rate cuts.

UOB view

e The Fed will cut interest rates three times this year, 25bps each time in June, 3Q and 4Q.
e We expect other central banks to only cut rates in 2H 2024 after the Fed lowers rates.

e We expect the Bank of Japan (BOJ), which is on a different interest rate path, to end its negative
interest rate policy in April and stop yield curve control in June.

Potential financial market volatility

e Financial market volatility is likely as central banks may not deliver the aggressive rate cuts that
investors expect.

e Even if central banks start to project more rate cuts ahead, the potential reasons will be a rapidly
weakening economy and rising recession risks, which will also increase market volatility.

e Once these expectations are re-aligned, volatility will subside, and risk sentiment will improve.



What you can do

Build on multi-asset strategies to diversify your portfolio across different asset classes, sectors and
regions. They can lower overall portfolio volatility and capture opportunities as they arise.

Lock in current high yields with bond funds and investment grade bonds during any bond sell-off.
While bond markets may see short-term volatility, yields will come down when central banks start to
cut interest rates.

If you are willing and able to take on more risk, accumulate quality growth stocks, including those
that pay dividends, during market pullbacks. With steady cash flows and strong balance sheets,
quality growth stocks are expected to do better than broader markets. Tap on Asia ex-Japan
quality dividend-paying stocks with attractive dividends now for additional income.

Speak to a UOB Advisor to build a portfolio that meets your investment goals.
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IMPORTANT NOTICE AND DISCLAIMERS:

The information contained in this publication is given on a general basis without obligation and is strictly for
information purposes only. This publication is not intended to be, and should not be regarded as, an offer,
recommendation, solicitation or advice to buy or sell any investment or insurance product and shall not be
transmitted, disclosed, copied or relied upon by any person for whatever purpose. Any description of investment or
insurance products, if any, is qualified in its entirety by the terms and conditions of the investment or insurance
product and if applicable, the prospectus or constituting document of the investment or insurance product. Nothing
in this publication constitutes accounting, legal, regulatory, tax, financial or other advice. If in doubt, you should
consult your own professional advisers about issues discussed herein.

The information contained in this publication, including any data, projections and underlying assumptions, are
based on certain assumptions, management forecasts and analysis of known information and reflects prevailing
conditions as of the date of the publication, all of which are subject to change at any time without notice. Although
every reasonable care has been taken to ensure the accuracy and objectivity of the information contained in this
publication, United Overseas Bank Limited (“UOB") and its employees make no representation or warranty of any
kind, express, implied or statutory, and shall not be responsible or liable for its completeness or accuracy. As such,
UOB and its employees accept no liability for any error, inaccuracy, omission or any consequence or any
loss/damage howsoever suffered by any person, arising from any reliance by any person on the views expressed or
information contained in this publication.

Any opinions, projections and other forward-looking statements contained in this publication regarding future
events or performance of, including but not limited to, countries, markets or companies are not necessarily
indicative of, and may differ from actual events or results. The information herein has no regard to the specific
objectives, financial situation and particular needs of any specific person. Investors may wish to seek advice from
an independent financial advisor before investing in any investment or insurance product. Should you choose not
to seek such advice, you should consider whether the investment or insurance product in question is suitable for
you.
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