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Bond market view:

The US Federal Reserve’s policy pivot has
ushered in a new investment regime that
should help cushion the slowdown in the

US economy and provide a near-term floor
for risk sentiment. We think the Fed’s move
can ensure favourable conditions for bond
markets — and see opportunities within yield
curve steepeners and duration, as well as
defensive options in case the economic
outlook darkens.
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Key takeaways

+ We think the timing of the Fed’s move can help

cushion the US economy’s slowdown at a time of a
softening in labour markets, and signals an about-
turn in the “higher-for-longer” policy messaging
earlier in the year.

Markets are pricing in a smooth landing and the
macro and monetary policy backdrop makes us
believe a soft landing is achievable — but risks
ranging from higher oil prices to the US election
outcome may disrupt the benign outlook.

We are positive on the outlook for sovereign bond
returns, given the current global macro and policy
backdrop and are overall constructive on duration,
but prefer to be positioned for yield curve steepeners,
rather than outright duration, in the US and Europe.
We see value in having some allocation to inflation,
given the reflation risks stemming from the degree
of policy easing currently being priced and think
bond markets may be too quick to dismiss the risk of
a more severe slowdown; we see scope for adding
duration risk opportunistically, as yields back-up.
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A month has passed, but September’s interest rate cut

by the US Federal Reserve (Fed) still feels like a pivotal
moment for the economy and bond markets. The jumbo
size of 50 bps signalled the Fed’s wish to act pre-emptively,
learning lessons of previous monetary cycles where higher
rates stayed in place for too long, causing unnecessary
damage to the economy.

We think the move carries significant repercussions for
bond markets — and should open up a broader opportunity
set for investors. In our view, the cut — and the prospect of
more — increases the likelihood of a soft landing for the

US economy. But the risk of a hard landing is underpriced
in markets — and we think defensive options should be
considered in a dynamic environment.

Fed chair Jay Powell described its dual mandate of price
stability versus full employment as “in balance”, signalling
an effective willingness to underwrite the US labour market
with further front-loaded rate cuts if required. In our view,
the stance provides a near-term floor for risk sentiment
(already reflected in equity and credit valuations).

We think the timing of the Fed’s move can help cushion
the economy’s slowdown at a time of a softening in labour
markets, and signals an about-turn in the “higher-for-
longer” policy messaging earlier in the year.

Macro backdrop: slower growth but watch
out for the risks

We see some cracks in the US economy but it is still
relatively robust. The labour market is loosening but from
a tight position, meaning demand for workers has been
strong and unemployment has been low. On the whole,
wage growth and spending patterns do not point to a
sharp slowdown. Corporate profitability in aggregate
also remains healthy, apart from pockets of stress among
smaller and midcap US firms more sensitive to interest
rate changes. Fiscal policy remains loose and four years
of higher interest rates have likely been less successful

at cooling the economy than policy makers originally
expected, given the Fed’s admission that the “neutral rate”
is much higher now than before Covid-19.

But we stay responsive to the risk that historically a
weakening in labour data has been hard to suddenly
reverse. When economic downturns hit they’re usually
swift and non-linear, meaning they're difficult to spot in the
preceding months of employment data.

In contrast to economic cycles of the past 20 years, driven
largely by credit availability, the current cycle has been

characterised by its robust growth in household incomes.
US private sector debt levels have remained generally
stable over the last decade, especially among households.
If the bursting of a credit cycle isn’t a risk now, what shocks
might increase the risk of a hard landing? Here are four
that come immediately to mind:

* Higher interest rates — while the Fed seems set on
cutting rates, any reversal in this stance risks plunging
the economy into recession. But we think monetary
tightening is unlikely in the near term given the Fed’s
latest actions.

* Lower public spending - significant fiscal restraint in the
US is unlikely regardless of November’s election
outcome. But we expect the government’s purse strings
to be tighter under a divided government (where neither
party wins both the White House and control of
Congress) than under single-party control.

e Supply shocks — a sharp rise in oil prices is a key risk.
Recent geopolitical events in the Middle East have
pushed oil prices higher and a significant and sustained
price rise risks squeezing households’ real incomes. Still,
in the absence of any escalation in the conflict, we note
that the outlook for oil demand is mixed. Global
manufacturing is sluggish, as manufacturing PMls
struggle to register any expansion in activity. Another
potential dampener for oil prices may be Saudi Arabia’s
recent abandonment of its USD 100 a barrel price target
in favour of greater supply to capture market share.

* Trade wars — any rise in tariffs under an incoming US
administration risks significant consequences for the US
and global economies. Higher tariffs could lead to an
escalating spiral of tit-for-tat measures that would likely
push inflation higher and hit global growth.

Globally, we are also cognisant of the risk of a sharper
growth downturn given the uncertain outlook in the euro
zone and China. But we see this risk diminishing. The
faltering euro zone economy may pave the way for faster
rate cuts by the European Central Bank, which would help
support growth. In Asia, sentiment has been boosted by
China’s recent liquidity injection — on a par with the 2020
Covid-19 stimulus in percentage-of-GDP terms.

Overall, the macro and monetary policy backdrop makes
us believe the US economy can achieve a soft landing
—even when history tells us this is a rare outcome after

a period of higher rates. We see the outcome of the US
election as possibly the biggest disruptor to this benign
macro narrative.



Reading the fault lines in market pricing

The latest Fed dot plot projections show a median forecast
of 50 bps in cuts remaining this year and a further 100 bps
in 2025 (see Exhibit 1). We consider this a fair assumption
of what the soft-landing policy rate outcome is likely to

be. Interest rate forward markets moved to broadly mirror
this outcome after September’s blockbuster employment
data pointed to a resilient economy. In effect, front-end

US rates are now priced for a soft landing. We think this
backdrop can provide opportunities within Treasury yields.
Any sharper slowing of data that increases the probability
of a hard landing would leave room for the market to price
more aggressive cuts and a lower terminal rate. In contrast,
continued signs of economic resilience may push forward
markets to question the extent to which the Fed needs to
lower rates — potentially pricing out some 2025 cuts.

Overall, we believe there is scope for hard landing
probabilities to rise, which leads us to position for adding
duration risk opportunistically, as yields back up.

We think yield volatility is likely to stay elevated near-term
and we expect Treasuries to trade in a wide range. We
prefer to be positioned for steeper yield curves in the US,
given that the easing cycle is now underway and long-end
bonds still face the challenges of a huge fiscal deficit

as well as potential uncertainties around spending and
inflation after the election.

Exhibit 1: Pricing for US Fed Funds (%)
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Source: Bloomberg. Data as at October 2024.

We believe market pricing of risk asset valuations is too
rich. For example, US investment grade corporate credit
spreads are currently around 90 bps, flagging as around
one standard deviation pricier than their long-term spread
history. Current valuations indicate that credit markets are
pricing in a more than 90% probability of a soft landing.

We think this is too optimistic and there is room for
hard-landing fears to resurface. For that reason, we stay
defensive on credit allocations in general.

In our view, long-term inflation expectations also look too
optimistic. The 10-year breakeven inflation rate in the US
is anchored around 2.20-2.25%, ie, very close to the Fed'’s
2% policy target. We think that level may not take account
of reflationary risks. The rate cuts set to be delivered in the
US have allowed financial conditions to ease and therefore
increase the risk of higher-than-anticipated inflation. And
several structural drivers may create long-term inflation
uncertainty in the future. Inflation risks stemming from
increased defence spending, near-shoring supply chains
and climate transition all look underpriced. We believe
10-year breakevens would look fair closer to 2.5% in a
soft-landing outcome.

Opportunities in a more bond-friendly world

We are positive on the outlook for sovereign bond returns,
given the current global macro and policy backdrop.

* Duration: we are overall constructive on duration but
country selectively is key. In the US, we prefer to stay
tactical, with a bias to add risk on any jump higher
in yield if the market becomes complacent on the
probability of a hard landing. We favour countries
offering better risk and reward dynamics such as the UK,
New Zealand, Norway and Australia.

* Yield curve steepeners: we prefer to be positioned for
yield curve steepeners, rather than outright duration,
in the US and Europe, given that central banks are
lowering rates and long-end term premia risk can
rise further.

* Inflation protection: we see value in having some
allocation to inflation protection given the reflation risks
stemming from the degree of policy easing currently
being priced.

» Defensive options: we think a defensive spread risk
allocation is prudent as the valuation backdrop does not
fairly reflect the balance of macro risks.

The start of rate-cutting cycles in the US and many other
major economies should provide a further tailwind

to fixed income markets already boosted by a more
bond-friendly environment from lower inflation and
diverging performance across different economies. But
with interest rate expectations for future Fed cuts likely to
shift, investors may need to consider an active and tactical
approach to managing bond portfolios.
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The document is for use by qualified Institutional Investors (or Professional/Sophisticated/Qualified Investors as such term may apply in local
jurisdictions).

This document or information contained or incorporated in this document have been prepared for informational purposes only without regard to the
investment objectives, financial situation, or means of any particular person or entity. The details are not to be construed as a recommendation or an
offer or invitation to trade any securities or collective investment schemes nor should any details form the basis of, or be relied upon in connection with,
any contract or commitment on the part of any person to proceed with any transaction.

Any form of publication, duplication, extraction, transmission and passing on of the contents of this document is impermissible and unauthorised. No
account has been taken of any person’s investment objectives, financial situation or particular needs when preparing this content of this document. The
content of this document does not constitute an offer to buy or sell, or a solicitation or incitement of offer to buy or sell, any particular security, strategy,
investment product or services nor does this constitute investment advice or recommendation.

The views and opinions expressed in this document or information contained or incorporated in this document, which are subject to change without
notice, are those of Allianz Global Investors at the time of publication. While we believe that the information is correct at the date of this material, no
warranty of representation is given to this effect and no responsibility can be accepted by us to any intermediaries or end users for any action taken on
the basis of this information. Some of the information contained herein including any expression of opinion or forecast has been obtained from or is
based on sources believed by us to be reliable as at the date it is made, but is not guaranteed and we do not warrant nor do we accept liability as to
adequacy, accuracy, reliability or completeness of such information. The information is given on the understanding that any person who acts upon it or
otherwise changes his or her position in reliance thereon does so entirely at his or her own risk without liability on our part. There is no guarantee that
any investment strategies and processes discussed herein will be effective under all market conditions and investors should evaluate their ability to
invest for a long-term based on their individual risk profile especially during periods of downturn in the market.

Investment involves risks, in particular, risks associated with investment in emerging and less developed markets. Any past performance, prediction,
projection or forecast is not indicative of future performance. Investors should not make any assumptions on the future on the basis of performance
information in this document. The value of an investment and the income from it can fall as well as rise as a result of market and currency fluctuations
and you may not get back the amount originally invested.

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.
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