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The Fed pivots: Lower rates, higher stakes

An analysis of previous rate-cutting cycles and macroeconomic conditions suggests
a wide range of potential asset class outcomes in a hard or soft landing.
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Fulcrum Issues is an ongoing series featuring commentary from
Fidelity’s Target Date investment team. In this series, Fidelity portfolio
managers and researchers share insights on current topics of critical
importance for multi-asset class investors.

KEY TAKEAWAYS

* Recent trends in inflation, employment, and gross domestic product (GDP) growth
support a non-recessionary (soft landing) outcome.

* Forward interest rate curves suggest that investors are expecting rate cuts
to be larger than rate cuts in historical non-recessionary environments.

e Equities have outperformed fixed income after the first non-recessionary cut, led
by non-U.S. developed markets.

* Fixed income (as measured by the Bloomberg U.S. Aggregate Bond Index) had
positive returns in non-recessionary and recessionary rate cuts and outperformed
equities when the recession odds approached 60%.

* Commodities have lagged following both recessionary and non-recessionary cuts.

Introduction

Investors are tasked with developing techniques to frame and weigh the range of
potential outcomes that could affect asset prices. As we observe a shiftin monetary
policy, with the U.S. Federal Reserve expected to cut rates by almost 2% in the

next 22 months, we are motivated to study historical precedents for rate cuts and
the range of potential outcomes for asset returns. We note that the magnitude

of rate cuts that investors are expecting suggests debate about whether the Fed

is managing a soft landing or is acting in response to an adverse growth scenario.
The uncertainty created by a “hard versus soft landing” rate-cut scenario makes

it a fulcrum issue for investors.

To address this issue, we studied previous rate-cutting cycles during non-recessionary
(soft landing) and recessionary (hard landing) periods and the potential implications
for asset prices. We also considered the macroeconomic conditions leading up to
prior rate cuts to evaluate the potential for a hard or soft landing.



The results of this study are largely consistent with
our portfolios’ positioning and where we find relative
value today. Our target date fund portfolios are
overweight equities with a preference for international
markets. We have reduced the portfolios’ commodity
exposure in favor of fixed income while maintaining
duration exposure that is similar to benchmark.

Less is more with non-recessionary rate cuts

Given the debate on soft versus hard landing,
we split prior rate cut cycles into recessionary and

EXHIBIT 1: Non-recessionary rate-cut periods (soft landings)

Periods with Fed cuts in absence of recession

Fed funds rate (%)

non-recessionary groups. We define a soft landing as
a period when the Fed cuts rates absent a recession.’
Our criteria resulted in eight non-recessionary rate-cut
periods since the federal funds rate began in 1954,

as shown in Exhibit 1.

Non-recessionary rate cuts have been relatively brief
in length, with a median duration of 7.5 months,? and
relatively modest, with a median cumulative rate

cut of 1.15%. In contrast, in the recessionary rate cut

periods, the federal funds rate declined by a median
amount of 2.21%. Given the 5.33% fed funds rate as
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of the end of August 2024, a soft-landing scenario In prior non-recessionary rate-cut periods, at the

would imply a terminal fed funds rate of 4.2%. By time of the first rate cut (for example, Sep. 30, 2025),
contrast, the Secured Overnight Financing Rate? the expected fed funds rate one year henceis a
(SOFR) futures implied fed funds rate is expected median of 4.7%, as represented by the dark-blue

to fall to around 3% in the next 22 months and remain star in Exhibit 2, further diverging from the SOFR
near that level. In Exhibit 2, we show the SOFR curve curve. While SOFR represents a range of views —

as of the end of August 2024; the dark-blue square some expecting a soft landing, others anticipating
represents the soft-landing terminal rate based on a recession - even investors expecting a soft landing
the cuts we saw historically in prior non-recessionary may be disappointed in the total cuts that occur
rate-cut periods. if a soft landing materializes.*

EXHIBIT 2: Rate cut expectations from SOFR futures and prior non-recessionary rate-cut cycles

Fed funds rate expected evolution
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Macro analogues for the current rate cycle

With investors weighing the potential for the Federal
Reserve to achieve a soft landing, we are interested

in studying how the macro backdrop today compared
to prior non-recessionary rate cuts. We analyzed a
number of macro variables in the six months leading up
to prior non-recessionary rate-cut scenarios (Exhibit 3).
Given the dispersion in the absolute values of the
macro variables we assessed, we normalized them for
comparison purposes to range between 0 and 1. We
then compared the evolution of these macro variables
during January-July 2024 with their scaled values six
months prior to past rate-cut periods (Exhibit 3).°

Compared with lead-ins to prior non-recessionary cut
periods, 2024 has had:

e lower inflation (first three columns)

* weaker employment data evolution (higher
unemployment rate change, lower average payroll
changes, and higher initial claims)

* comparable GDP growth
* lower M2 growth?

* median new home price growth; comparable new
home sales growth

* lower fed funds rate change

The few 2024 outliers in the exhibit below have
explanations that we view as logical and unique to this
cycle. The recent rise in unemployment is concerning,
but our research suggests that we are seeing signs

of slower hiring rather than outright layoffs, which
would be a harbinger of a coming recession. The low
M2 growth is also unique to this cycle. We believe
that aggregate liquidity is normalizing after outsized
M2 growth during the pandemic period. In fact, M2
growth is running above its long-term trend and could
continue to be supportive of economic growth.

Using this data for both non-recessionary and
recessionary rate cut cycles, we compared each
period to the present to analyze which appeared most

EXHIBIT 3: Comparison of 2024 with macro variable lead-ins to prior non-recessionary cuts

6-month macro lead-in to non-recessionary cuts
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Sources: Bloomberg Finance L.P., Fidelity Investments, as of July 31, 2024. The PCE Price Index excluding food and energy is also known as the core PCE price
index. Core CPl is an aggregate of prices paid by urban consumers for a typical basket of goods, excluding food and energy. NFP stands for non-farm payrolls.
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closely related to today. Exhibit 4 illustrates that the
1995 soft landing period bears the closest resemblance
to the economic conditions of 2024.

The main differences in fundamental indicators
between 2024 and 1995 (the best historical

fit) included lower CPI growth today; higher
unemployment rate change today, with higher
nonfarm payroll growth and lower initial claims;
similar GDP and money supply growth (both are
low compared to other periods) and new home
sales and price growth.

In addition, the next closest periods were:

* The mild recession of 2001, which was one of the
shortest recessions lasting only eight months and

among the lowest peak-to-trough declines in GDP,
while consumer spending fell modestly.

* The aftermath of the Long-Term Capital
Management (LTCM) experience in 1998, when the
Fed cut rates to stabilize the financial system. The
event led to a sharp and relatively short decline
in the equity market.

From our perspective, the dynamics of the economy

in each of these scenarios supports the view that

a soft landing is a plausible outcome today. While
outside of the scope of the analysis and paper, our
macroeconomic business cycle research also indicates
that the U.S. economic expansion remains resilient and
continues to normalize.

EXHIBIT 4: Distance of 16 prior rate-cut period lead-ins to 2024 (lower = closer to 2024)

Macro lead-ins to rate cuts
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Asset class performance following

T commodities in the eight non-recessionary rate cuts
initial rate cuts

as well as the eight recession rate cuts.” Assuming

Market performance following an initial rate cut a September 2024 rate cut, this horizon corresponds
depends on whether the time period is associated with Sep. 30, 2024 to Sep. 30, 2025. The difference
with a recession. We computed 12-month forward in 12-month returns following rate cuts for recessionary
performance for equities, fixed income, and and non-recessionary periods is shown in Exhibit 5.

EXHIBIT 5: 12-month returns following rate cuts for recessionary and non-recessionary periods

12-month median returns post-initial rate cut
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Key takeaways for non-recessionary rate-cut periods:

e The MSCI EAFE Index® was the best performer
with a 30% median return; it was also consistent
with positive returns in all but one period. S&P 500
returns were positive in all eight periods with
a median return of 18.6%.

e The Russell 1000 Growth Index outperformed the
Russell 1000 Value Index; however, both trailed
the S&P 500. Meanwhile, the returns on the
Russell 2000 Index of small cap stocks lagged
those of S&P 500.

e The returns on the Bloomberg Commodity Index
and the Bloomberg U.S. Aggregate Bond Index
of fixed income were well below those of equity
markets.” A combination of rising U.S. Treasury
yields and inconsistent Baa-rated credit spread
tightening has resulted in only modest total returns
for credit investors in non-recessionary periods.

These results illuminate the consistent themes in
non-recessionary rate-cutting cycles and lend support
to our views and portfolio positioning. The start of
this rate-cutting cycle could serve as the catalyst
for repricing international equity higher relative to
U.S. equity. This position remains a high-conviction
view in our portfolios. International equity has faced
dual headwinds of weak foreign exchange rates and
slow earnings per share (EPS) growth relative to the
United States. A U.S. soft landing and moderating
U.S. growth may place international equity markets
in the favorable position of stronger currencies
(compared with the U.S. dollar) and stronger relative

EPS growth. A non-recessionary rate cycle for the
United States would make this the likely path.

The data highlights the challenge that commodities
face in previous rate-cutting cycles. We have chosen
to reduce commodity exposure in favor of bonds.
Portfolios reflect a neutral duration position, which
may provide ballast to the overall portfolio in the event
that a soft landing is not achieved.

Key takeaways for recessionary rate-cut periods:

* Median equity returns are negative, with the MSCI
EAFE lagging the S&P 500.

* Growth outperformed value and delivered a higher
median return than the S&P 500. The Russell 2000
Index of small cap stocks outperformed the S&P 500,
likely due to its higher sensitivity to the stimulative
effects of rate cuts.

¢ Returns on the Bloomberg Commodity Index
tended to be negative following recessionary cuts,
even with periods of stagflation included.

* Bloomberg U.S. Aggregate Bond Index returns
were positive, with a higher median return than
in non-recessionary periods.

Recession probability-weighted
expected returns

While we believe the data support a non-recessionary
outcome, this outcome is uncertain and not assured
in our view. Investors discount outcomes considering
probabilities and magnitudes for potential paths. We
applied recession probabilities to the historical asset

The Fed pivots: Lower rates, higher stakes | 7



class returns to refine our view of the potential range
of outcomes. This approach allows us to see how the
sensitivities in portfolio positioning are relative to
changes in recession outlook. In Exhibit 6, below, we
show weighted expected asset returns compared with
recession probability. The main takeaways are:

* Forrecession probabilities of 58% or less, all equity
asset classes outperformed the Bloomberg U.S.
Aggregate Bond Index and commodities, with the
MSCI EAFE Index the best performer.

¢ Commodities underperformed in the majority
of recessionary scenarios, reflecting sensitivities
to growth in the economy.

* The Bloomberg U.S. Aggregate Bond Index
outperformed all asset classes when recession
probabilities exceed 60% as the stability of cash
flows from fixed income assets relative to riskier
assets is often sought out by investors.

This research suggests that an overweight to the MSCI
EAFE Index is the best way to position in a soft-landing

scenario, in our view. In fact, the recession probabilities

implied by our business cycle modeling are lower than
58% with the economy straddling mid- and late-cycle.
If a hard landing (greater than a 60% chance) becomes
the most likely scenario, the Bloomberg U.S. Aggregate
Bond Index is likely to be the best-performing asset
class based on historical experience.

Conclusion

The effect on future asset class returns could be
meaningful depending on whether we are entering
a recessionary or non-recessionary rate-cutting cycle.

While soft landings and non-recessionary rate cycles
are rare, they have happened historically, and the
payoffs have rewarded a handful of asset classes
within a multi-asset class universe. The results of this
analysis increase our conviction in our portfolio’s
current positioning. Our research and portfolio
management teams will remain focused on these
developments in the months ahead and will continue
to position our portfolios accordingly.

EXHIBIT 6: Recession probability-weighted expected asset returns (based on medians of all eight periods)

Expected Return
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Sources: Bloomberg Finance L.P., Fidelity Investments, as of August 31, 2024.
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Endnotes

1We required at least 75 basis points in total rate cuts and no National Bureau of Economic Research (NBER) recession during or within six months of either
the beginning or end of the rate cuts.

2Due to small samples and fat-tailed distributions, we focus on median returns rather than means.

3Federal Reserve Bank of New York. The Secured Overnight Financing Rate (SOFR) is a broad measure of the cost of borrowing cash overnight collateralized
by Treasury securities. https://www.newyorkfed.org/markets/reference-rates/sofr

4 Assuming the 3% SOFR terminal rate is a linear combination of our soft-landing terminal rate and a recession-based terminal rate implies a 35% chance that
the fed funds rate is at the zero lower bound in 13 months, or a 44% chance that it is back to 1%, both seemingly non-consensus.

5For example, in Exhibit 3, 1986 had the lowest headline CPI growth (set to zero), while 1975 had the highest growth (set to 1), with other periods in between,
and the black curve for 2024 toward the bottom of the interval.

5 Federal Reserve. M2 consists of M1 plus (1) small-denomination time deposits (time deposits in amounts of less than $100,000) less individual retirement
account (IRA) and Keogh balances at depository institutions; and (2) balances in retail money market funds (MMFs) less IRA and Keogh balances at MMFs.

7Returns for Russell indexes and Bloomberg U.S. Aggregate Bond Index are only available in the last 5 non-recessionary cuts and last 6 recessionary cuts;
results are similar if we restrict all indexes to the last 5 periods, though equity and commaodity returns are weaker excluding the stagflationary periods.

8The MSCI EAFE Index is designed to represent the performance of large and mid cap securities across 21 developed markets, including countries in Europe,
Australasia, and the Far East, excluding the U.S. and Canada.

°The Bloomberg U.S. Aggregate Bond Index is a broad-based flagship benchmark that measures the investment-grade, U.S. dollar-denominated, fixed-rate
taxable bond market. The index includes Treasuries, government-related and corporate securities, mortgage-backed securities (agency fixed-rate
pass-throughs), asset-backed securities, and collateralized mortgage-backed securities (agency and non-agency).
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