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The US Federal Reserve appears to be nearing the end of its rate tightening cycle. In
this Infocus report, Economist Sam Jochim analyses the implications for fixed income
Investors and assesses yield curve positioning.

Having risen sharply from mid-2020 until mid-2022, inflation in
the US appears to have peaked and is in a declining trend (see
Figure 1). Despite the Fed's dramatic tightening of monetary
policy, involving 500 bps interest rate increases over 14 months,
inflation remains above the Fed's 2% target. While headline
inflation has come down, core inflation, which excludes the
volatile energy and food price components, has remained
more persistently elevated. At 5.5%, it is far above the Fed’s 2%
objective. Debate therefore continues regarding whether the
Fed is likely to increase interest rates further.
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Source: Refinitiv. Data as at 15 May 2023.

Market expectations regarding interest rates have moved
quickly. As recently as 8 March, markets expected the Fed funds
rate to be 50 basis points above its current level after the

2. Market expectations of federal funds rate (% probability)

FOMC's June meeting (see Figure 2) with a good possibility of
further hikes at subsequent meetings this year.

However, following recent bank failures , it became evident that
one trade-off the Fed faces is between stabilising inflation and
ensuring financial stability. As a consequence, rate expectations
quickly shifted and rate cuts are now anticipated towards the
end of the year.
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This shift in expectations has been associated with a rally in
fixed income markets. Treasury yields declined by around 40
basis points on average across the term structure from 8 March
t0 12 May.

8 March 2023 15 May 2023
flfﬁgs FOMC meetings dates FOMC meetings dates
rate Jun-23  Jul-23  Sep-23 Nov-23 Dec-23 Jun-23  Jul-23  Sep-23 Nov-23 Dec-23
A 6.00-6.25% 10% 12% 10% 7%
o 5.75-6.00% 26% 37% 37% 32% 25%
< 5.50 - 5.75% 54%  41%  39%  38%  36%
E 5.25-5.50% 18% 12% 1% 17% 23% 21% 13% 6% 1%

Current 5.00 - 5.25% 1% 7% 79% 57% 33% 8% 1%
2 4.75 - 5.00% 1% 29% 45% 34% 9%
% 4.50 - 4.75% 16% 43% 34%
= 4.25 - 4.50% 15% 41%

\/ 4.00 - 4.25% 14%

Source: CME Fed Watch Tool. Data as of 8 March and 15 May 2023. Probabilities below 1% are set to zero.
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The possibility that the Fed funds rate has peaked has
important implications for fixed income investors. Across the
US government bond term structure, the yield is highest at the
short-end of the curve as market participants are expecting
short-term interest rates to fall in the months and quarters
ahead (see Figure 3).

The inversion of the yield curve —the fact that short-term
interest rates exceed longer term rates — is notable. This has
historically been a strong predictor of recessions. Given that the
cumulative impact of the large monetary tightening of the past
year is yet to be fully felt, and credit conditions have tightened
significantly, we believe it is likely the US economy will enter a
mild recession later in 2023 or possibly early 2024

At the press conference following the latest FOMC meeting,
Chairman Powell stated that it was more likely than not that the
US would avoid a recession this year.? If there is a recession and
it turns out to be deeper than expected, for instance because
credit conditions tighten further, the Fed may cut rates by more
than markets currently anticipate. However, if the labour market
remains tight and core inflation persistently elevated, and the
Fed adopts a more hawkish tone, it is possible markets begin
pricing in more rate hikes. Risks today are in both directions
and each scenario would have important implications for fixed
income markets.

For example, over a three-year time horizon, an investor

could invest in a 3-year Treasury and hold it until maturity.
Alternatively, they could invest in a 1-year Treasury to gain a
higher yield and then reinvest at maturity into another Treasury
of the same tenor and continue to do so until the end of the
three-year period (roll-over strategy).

If the path of interest rates is in line with market expectations,
the returns of both strategies would be similar (see Figure

4). However, if the Fed cuts interest rates more rapidly than
markets currently expect, the return on the roll-over strategy
will drop below the level currently implied by futures markets
(as depicted in Scenario A in Figure 4). This would result in
total returns over a 3-year period falling below what would be
received had an investor locked in yields for the entire period.
If the path of interest rates is above what markets currently
expect (as depicted in Scenario B in Figure 4), total returns over
a 3-year period would be higher for the roll-over strategy than
for locking in yields for the entire period.

In summary, the Fed has increased interest rates sharply in the
past year in response to high inflation. Concerns about
financial stability have accompanied a decline in market
expectations for the Fed funds rate, with the risk of recession in
the US rising materially. However, if core inflation remains
elevated, the Fed could adopt a more hawkish stance.
Interest rate expectations can move quickly and there are
important implications for fixed income investors who believe
that the future path of interest rates will differ from what is
currently priced by markets.

4. Total returns implied by market rates and alternative scenarios (%) *

Change in 1-year Treasury yield relative to current market expectations

Scenario A: Rates decline further
than currently expected

-0.25%
10.9%

-1.00%
8.5%

-0.75%
9.3%

-0.50%

3-year total returns 10.1%

Source: Refinitiv and EFGAM calculations. Data as at 17 May 2023.

11.7%

Scenario B: Rates rise further than
currently expected

0.75%
14.2%

1.00%
15.0%

0.50%
13.3%

0.25%
12.5%

3-year Treasury

11.6%

" See EFGAM Infocus, ‘Bank lending standards and recessions’, https:/ /tinyurl.com/4c3a7rwm

2 https:/ /www.federalreserve.gov/mediacenter/files/ FOMCpresconf20230503.pdf

3 Calculations based on data as at close on 12 May 2023. Returns compounded over three years. The scenario analysis assumes that rates fall or rise relative to
current market conditions in each year over the three-year period. For example, a decline of 50 basis points per annum in the 1-year Treasury yield over the

next three-years produces a return of 101%.
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Important disclaimers

The value of investments and the income derived from them can fall as
well as rise, and past performance is no indicator of future performance.
Investment products may be subject to investment risks involving, but not
limited to, possible loss of all or part of the principal invested.

This document does not constitute and shall not be construed as a prospectus, advertisement,
public offering or placement of, nor a recommendation to buy, sell, hold or solicit, any investment,
security, other financial instrument or other product or service. It is not intended to be a final
representation of the terms and conditions of any investment, security, other financial instrument

or other product or service. This document is for general information only and is not intended

as investment advice or any other specific recommendation as to any particular course of action

or inaction. The information in this document does not take into account the specific investment
objectives, financial situation or particular needs of the recipient. You should seek your own
professional advice suitable to your particular circumstances prior to making any investment or if
you are in doubt as to the information in this document.

Although information in this document has been obtained from sources believed to be reliable,

no member of the EFG group represents or warrants its accuracy, and such information may be
incomplete or condensed. Any opinions in this document are subject to change without notice.

This document may contain personal opinions which do not necessarily reflect the position of any
member of the EFG group. To the fullest extent permissible by law, no member of the EFG group shall
be responsible for the consequences of any errors or omissions herein, or reliance upon any opinion
or statement contained herein, and each member of the EFG group expressly disclaims any liability,
including (without limitation) liability for incidental or consequential damages, arising from the same
or resulting from any action or inaction on the part of the recipient in reliance on this document.
The availability of this document in any jurisdiction or country may be contrary to local law or
regulation and persons who come into possession of this document should inform themselves of
and observe any restrictions. This document may not be reproduced, disclosed or distributed (in
whole or in part) to any other person without prior written permission from an authorised member
of the EFG group.

This document has been produced by EFG Asset Management (UK) Limited for use by the EFG group
and the worldwide subsidiaries and affiliates within the EFG group. EFG Asset Management (UK)
Limited is authorised and regulated by the UK Financial Conduct Authority, registered no.7389746.
Registered address: EFG Asset Management (UK) Limited, 116 Park Street, London W1K 6AP, United
Kingdom, telephone +44 (0)207 491 9111.

Independent Asset Managers: in case this document is provided to Independent Asset Managers
(“IAMs"), it is strictly forbidden to be reproduced, disclosed or distributed (in whole or in part) by
IAMs and made available to their clients and/or third parties. By receiving this document IAMs
confirm that they will need to make their own decisions/judgements about how to proceed and it

is the responsibility of IAMs to ensure that the information provided is in line with their own clients’
circumstances with regard to any investment, legal, regulatory, tax or other consequences. No liability
is accepted by EFG for any damages, losses or costs (whether direct, indirect or consequential) that
may arise from any use of this document by the 1AMs, their clients or any third parties.

If you have received this document from any affiliate or branch referred to below, please note the
following:
Australia: This document has been prepared and issued by EFG Asset Management (UK) Limited, a
private limited company with registered number 7389746 and with its registered office address at
116 Park Street, London W1K 6AP (telephone number +44 (0)207 491 9111). EFG Asset Management
(UK) Limited is regulated and authorized by the Financial Conduct Authority No. 536771. EFG Asset
Management (UK) Limited is exempt from the requirement to hold an Australian financial services
licence in respect of the financial services it provides to wholesale clients in Australia and is authorised
and regulated by the Financial Conduct Authority of the United Kingdom (FCA Registration No. 536771)
under the laws of the United Kingdom which differ from Australian laws.n.
ASIC Class Order CO03/1099
EFG Asset Management (UK) Limited notifies you that it is relying on the Australian Securities &
Investments Commission (ASIC) Class Order C003/1099 (Class Order) exemption (as extended in
operation by ASIC Corporations (Repeal and Transitional Instrument 2016/396) for UK Financial Conduct
Authority (FCA) regulated firms which exempts it from the requirement to hold an Australian financial
services licence (AFSL) under the Corporations Act 2001 (Cth) (Corporations Act) in respect of the
financial services we provide to you
The financial services that we provide to you are regulated by the FCA under the laws and regulatory
requirements of the United Kingdom which are different to Australia. Consequently any offer or other
documentation that you receive from us in the course of us providing financial services to you will be
prepared in accordance with those laws and regulatory requirements. The UK regulatory requirements
refer to legislation, rules enacted pursuant to the legislation and any other relevant policies or
documents issued by the FCA.
Your Status as a Wholesale Client
In order that we may provide financial services to you, and for us to comply with the Class Order,
you must be a ‘wholesale client’ within the meaning given by section 761G of the Corporations Act.
Accordingly, by accepting any documentation from us prior to the commencement of or in the course
of us providing financial services to you, you:
- warrant to us that you are a ‘wholesale client’;
- agree to provide such information or evidence that we may request from time to time to confirm your
status as a wholesale client;
- agree that we may cease providing financial services to you if you are no longer a wholesale client
or do not provide us with information or evidence satisfactory to us to confirm your status as a
wholesale client; and
- agree to notify us in writing within5 business days if you cease to be a ‘wholesale client’ for the
purposes of the financial services that we provide to you.

Bahamas: EFG Bank & Trust (Bahamas) Ltd. is licensed by the Securities Commission of the Bahamas
pursuant to the Securities Industry Act, 2011 and Securities Industry Regulations, 2012 and is authorised
to conduct securities business in and from The Bahamas including dealing in securities, arranging
dealing in securities, managing securities and advising on securities. EFG Bank & Trust (Bahamas)

Ltd. is also licensed by the Central Bank of The Bahamas pursuant to the Banks and Trust Companies
Regulation Act, 2000 as a Bank and Trust company. Registered office: Goodman's Bay Corporate Centre
West Bay Street and Sea View Drive, Nassau, The Bahamas.

Bahrain: EFG AG Bahrain is a branch of EFG Bank AG as licensed by the Central Bank of Bahrain (CBB) as
Investment Business Firm Category 2 and is authorised to carry out the following activities:

a) Dealing in financial instruments as agents; b) Arranging deals in financial instruments; c) Managing
financial instruments; d) Advising on financial Instruments; and e) Operating a Collective Investment
Undertaking. Registered address: EFG AG Bahrain Branch, Manama / Front Sea / Block 346 / Road 4626 /
Building 1459 / Office 1401 / P O Box 11321 Manama -- Kingdom of Bahrain.

Cayman Islands: EFG Wealth Management (Cayman) Ltd, is licensed and regulated by the Cayman
Islands Monetary Authority (“CIMA") to provide securities investment business in or from within the
Cayman Islands pursuant to the Securities Investment Business Law (as revised) of the Cayman Islands.
Registered Office: Suite 32089 Forum Lane, Camana Bay, Grand Cayman KY1-1003, Cayman Islands. EFG
Bank AG, Cayman Branch, is licensed as a Class B Bank and regulated by CIMA. Registered Office: EFG
Wealth Management (Cayman) Ltd,, Suite 32089 Forum Lane, Camana Bay, Grand Cayman KY1-1003,

Cayman Islands.

Cyprus: EFG Cyprus Limited is an investment firm established in Cyprus with company No. HE408062,
having its registered address at Kennedy 23, Globe House, 6th Floor, 1075, Nicosia, Cyprus. EFG Cyprus
Limited is authorised and regulated by the Cyprus Securities and Exchange Commission (CySEC).
Dubai: EFG (Middle East) Limited is regulated by the DFSA. This material is intended “for professional
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