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Key takeaways

e With inflation falling and the Federal Reserve signalling an end to
its historic tightening cycle, the landscape for bond investors is
beginning to look much clearer as we begin 2024.

e Bonds may offer more diversification than they have in a decade
because higher starting yields mean these assets have a lot more
room to rally if risk assets are challenged.

¢ A reacceleration of inflation leading the Fed to pivot back to a
hawkish stance would dampen the positive outlook for bonds but
this is a lower probability scenario.

With inflation falling and the US Federal Reserve (Fed) signalling an end to its
historic tightening cycle, the landscape for bond investors is beginning to look
much clearer. Even after a sharp rally in late 2023, yields still look more attractive
than they have in a decade.

The Fed's inflation target is within striking distance and rates could come down
quickly if growth continues to cool. The prospects of owning duration appear
positive. There are also opportunities in yield curve positioning. Cash
equivalents may look less compelling as the Fed lowers interest rates, directly
reducing its return potential while also creating strong demand for bonds that
should bolster returns for that asset class.
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Economic outlook: Inflation in the rear-view mirror

The inflation fight may not be finished, but the end appears in view. Many
Capital Group analysts believe headline and core inflation will be within striking
distance of the Fed's 2% target in the next 6 to 12 months.

Near-term inflation data shows Fed target is within reach
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As at 22 December 2023. Chart shows a 6-month annualized month-over-month average
of the core Personal Consumption Expenditures (PCE) index (excluding energy and food)
and various sub-components of that index. Source: Bureau of Economic Analysis

US economic growth, which was surprisingly resilient in 2023, also appears to be
levelling off. Despite the fastest hiking cycle in four decades, a banking crisis in
March, a housing recession and a commercial real estate downturn, economic
growth was not only positive but accelerated to almost 5% in the third quarter.
However, it finally seems to be cooling. The latest data shows labour market
slack increasing and wage growth moderating to a level that would be consistent
with economic growth of 1% - 2%.

Meanwhile, | expect recession risks to remain relatively low. Certain segments of
the economy are weak - particularly those sectors most sensitive to interest rates,
like commercial real estate. Yet despite these pockets of weakness, | see many
factors that could create potential.

For example, we are seeing a pick-up in productivity, which should maintain
support for healthy corporate profits and wage growth. And real wages
(adjusted for inflation) should see an even greater boost as rapidly falling
inflation is leading to even greater purchasing power that should continue to
support consumer spending.

| also expect lower interest rates to have several other positive impacts. The
housing sector should be a primary beneficiary in terms of sales activity,
construction and a wave of refinancings, which should positively impact
consumer spending. An improvement in auto sales is also likely as financing
terms improve. Finally, lower rates should boost financial asset valuations,
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leading to a continued trend of higher household wealth, higher consumer
spending, and a stable to lower savings rate.

On top of the boost from lower interest rates, | expect the historically large fiscal
deficit to continue to support economic growth over the next year. There is still a
tailwind being provided from the economic stimulus bills that were passed in
2021 and 2022 (CHIPS and Science Act, Inflation Reduction Act, and
Infrastructure Investment and Jobs Act).

Many struggling economic sectors have started to rebound
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Past results are not a guarantee of future results.

Data is a 30-day moving average. As at 30 November 2023. Qil: Refinitiv. As at 30
November 2023. Housing: Standard & Poor's. Latest available monthly data is September
2023, as at 30 November 2023. Semiconductors: Philadelphia Stock Exchange. As at 30
November 2023. Data represents cumulative price return since 1 January 2019. Sources:
Travel: Transportation Security Agency (TSA), US Department of Homeland Security

The greatest risk to my positive outlook for 2024 is a re-acceleration of inflation,
leading the Fed to pivot back to a hawkish stance. But when our analysts study
the components of the consumer price index (CPIl) and personal consumption
expenditures (PCE) price index, they feel confident the downward inflation trend
should continue for at least 6 - 12 months. Many of the largest components of
the indices (such as rents) are falling, and these declines should feed into the
indices over an extended period. More real-time inflation trends (such as 3-
month and 6-month annualised inflation) are already showing inflation at or near
the Fed's 2% target.

Against this backdrop, | have a positive outlook for fixed income returns in the
coming year. Here are five core bond themes that | expect in 2024.
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1. Duration: time to buy

If the view of falling inflation and softer growth is right, interest rates will likely
continue to drop as the Federal Reserve cuts policy rates over the next two years.
Since the December Fed meeting, the focus has shifted from how long the Fed
will stay at 5.5% or higher, to when cuts will begin and how many there will be.
Current Fed guidance is for approximately three cuts of 25 basis points (bps) in
2024 and four additional cuts in 2025. That would represent a fairly long and
drawn-out cutting cycle. There is some historical precedent for that, but it would
be quite unusual. | believe if core inflation approaches 2.5% by mid-2024, the
Fed will likely enact rate cuts at a far more rapid pace.

In October 2023, core personal consumption expenditure (PCE), which is the
Fed's preferred inflation metric, fell to 3.4%. With the Federal Funds rate at an
upper bound of 5.5%, that puts the policy rate minus inflation (also known as the
“real monetary policy rate”) at 2.1%. Fed Chair Jerome Powell described this
policy stance as “well into restrictive territory.” In November, core PCE fell further
to 3.2%. If this trend continues, and the Fed stands still, then the real monetary
policy rate will rise and become even more restrictive even as inflation and
growth move closer to the target. This is why | expect the Fed to cut interest rates
much more rapidly than their guidance. Not only do they need to match the path
of inflation, but they have to do more to move from a restrictive stance to one
that is moving toward neutral.

To be conservative, let's assume that the Fed wants to bring the real monetary
policy rate down to 1% as inflation falls below 2.5% by the end of 2024. This
implies the Federal Funds target rate should fall to 3.5%. With today's rate at
5.5%, that would entail almost 200 bps of cuts by the end of 2024. In this
scenario, | think core bond portfolios could generate attractive returns
throughout 2024.

If growth falters as some economists forecast, it is very reasonable to expect the
Fed to cut even further. Every 50 bps that interest rates fall represents around a
+3% return for a typical core bond fund with a duration of around 6 years, giving
bonds the potential to provide even greater total returns and a measure of
protection to investors in a downside scenario.

In addition to owning duration, there are compelling relative value opportunities
along the yield curve. Positioning for a steeper yield curve should benefit
investors in 2024. If growth remains steady as the Fed lowers interest rates, this
should result in a yield curve that has a more normal upward-sloping shape. But |
think the yield curve could steepen even more than this because large
government deficits should put more pressure on longer maturity treasuries
leading to a more upward-sloping curve.
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Market expects quicker rate cuts in 2024
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Data as at 14 December 2023. Sources: Capital Group, Bloomberg, Federal Reserve

2. Credit: time to take profits

Corporate bonds, the best-performing sector of the Bloomberg US Aggregate
Index in 2023, are becoming less attractive as spreads and yields have fallen
significantly. To be clear, a constructive outlook for the US economy in 2024,
including a more accommodative Fed that is cutting rates, should still support
sectors like corporate credit. However, valuations no longer appear cheap.

The spread on the Bloomberg US Corporate Investment Grade Index narrowed
to around 100 bps at the end of 2023 after peaking near 170 bps during the
March banking crisis. At this level, investors earn just around 1% more than US
Treasuries for a portfolio of corporate bonds with greater risks.

If an economic shock emerges in 2024 or the economic outlook darkens, the
margin of error reflected in credit valuations appears very thin. As fixed income
investors, we always deal with asymmetric returns. When things go well,
investors receive their promised yield and the par value of a bond when it
matures. But when things go poorly, investors can be left with much less.
Therefore, it is prudent for fixed income investors to pay great attention to how
much upside remains relative to the potential downside.

Let me offer an illustrative example: For every 100 bps that spreads fall, the
Bloomberg US Corporate Investment Grade Index (with a duration near 7 years)
generates around an extra 7% of excess return over comparable Treasuries.
When corporate bond spreads were at 170 bps, there appeared to be around
90 bps of upside before they would reach their multi-decade lows of around 80
bps. The downside, in comparison, was 50 - 80 bps, considering spreads have
tended to reach 220 - 250 bps in a typical recession. Now with spreads at
around 100 bps, the upside/downside ratio has shifted. There is likely around 20
bps of upside vs 120 - 150 bps of downside. That's approximately 1.4% upside in
excess returns (not including income) vs. -8.4% to -10.5% of downside. The
asymmetry in the risk relative to reward is no longer skewed in the favour of
investors.



capitalgroup.com

Ultimately, in my base case expectation of a benign economic environment in
2024, | believe corporate credit should deliver some modest positive excess
returns. Investors who choose to own corporate bonds may want to consider
moving up in quality. This should add resilience to portfolios without sacrificing
much return potential.

Investment grade no longer looks cheap after 2023 rally
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Data as at 22 December 2023.Chart shows spreads over Treasuries for the Bloomberg US
Corporate Investment Grade Index. Investment grade = (BBB/Baa and above). Source:
Bloomberg

3. Securitised: poised for a better year

The bias for higher quality assets can also be reflected via opportunities in
agency mortgage-backed securities (MBS) and senior tranches of securitised
credit. These sectors are very high quality (mostly AAA-rated) and very liquid. |
believe they have a positive outlook and should generate excess returns over
Treasuries similar to or better than corporate bonds in a sector that is much
higher quality, more liquid, and should have better resilience in a downside
economic scenario.

Because falling interest rates could lead to a refinancing wave of higher coupon
mortgages, | believe there are a lot of opportunities for active managers to
deliver additional value via security selection. My preference is to skew the core
portfolios | manage towards mortgages that trade below par (US$100) because
they are more protected from the damaging impact of refinancing prepayments.

Another tailwind for mortgage-backed securities is the potential for falling
interest rate volatility. Mortgage valuations tend to improve when interest rate
volatility falls. This is because the securities contain a prepayment option that
hurts investors when volatility is high and there is a greater chance that the
homeowner will prepay their mortgage. Although rate volatility has fallen from a
multi-year high in 2023, it is still highly elevated by historical standards and could
continue falling into 2024 as the Fed's interest rate policy becomes more certain
and interest rates fall alongside inflation.
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Interest rate volatility still has room to fall
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Data as at 22 December 2023. Source: Bloomberg

4. A mixed risk/reward outlook across plus sectors

High-yield bonds currently have an appealing starting yield of around 7.7% and
could perform well in a strong economy. However, it is also a shorter duration
asset class (the Bloomberg US Corporate High Yield Index today has about 3
years of duration compared to around 7 years for the Bloomberg US Corporate
Investment Grade Index), meaning it will not benefit as much from price
appreciation if rates fall as expected in 2024. On the whole, the high-yield sector
seems to offer a similar upside to investment-grade corporates, but high yield
has the potential to do a lot worse in a risk-off environment.

Emerging market debt (EMD), on the other hand, may have a much more
attractive outlook. The sector is typically limited in core portfolios because the
EMD in core bond indices such as the Bloomberg US Aggregate Index only
contain a small fraction of the broader asset class — but the sector may offer
compelling opportunities for investors seeking to add additional yield and total
return in 2024. Growth outside the US could present a challenge, but investors
are largely being well compensated for that risk at current valuations. Emerging
market currencies could also fare well and support the asset class if the dollar
bull market begins to reverse when the Fed cuts interest rates.

5. Strong demand should support bonds in 2024

| believe investors are going to shift an increasing amount of money to fixed
income and more interest rate-sensitive assets in 2024 as the Fed has signalled
an end to its hiking cycle. Many who left the bond market when yields were rising
should return to lock in today’s higher yields. The Bloomberg US Aggregate
Index currently has a yield of around 4.6%.

In my central scenario, an investor who moves their cash allocation to core bonds
will increase their potential total return while simultaneously decreasing the risk
of their overall portfolio given the historically greater resilience of bonds in an
economic shock or recession. It's rare for one trade to both increase return and
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decrease risk, but that highlights why | believe there is such a great opportunity
to shift assets to bonds today.

| expect investors who viewed cash as attractive (given higher yields and an
inverted yield curve) are beginning to realise that those cash yields are likely to
fall quickly as the Fed cuts rates - potentially as soon as March per current
market pricing. Although, cash yields (as represented by short term government
bonds) appears to be around 5.2% today, | expect the actual yield for an investor
holding through the Fed cuts in 2024 will be less than 4.7%, which is almost the
same as the current 4.6% yield of the Bloomberg US Aggregate Index. And
many active core bond funds may have a yield even greater than that.

A window of opportunity for moving cash off the sidelines?
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Chart represents the average returns across respective sector proxies in a forward
extending window starting in the month of the last Fed hike in the last four transition
cycles from 1995 to 2018 with data through 30 June 2023. Benchmarks represent the US
3-month T-bill (cash), Bloomberg US Aggregate Index (core bonds), S&P 500 Index (U.S.
stocks) and a blend of 60% of the S&P 500 Index & 40% of the Bloomberg US Aggregate
Index (60/40 blend). Sources: Capital Group, Morningstar

While cash may offer similar yield to a core bond portfolio, it loses out on the

price appreciation that occurs when interest rates fall. As | highlighted earlier,
every 50-bps decline in yields should lead to an additional 3% total return in a
core bond portfolio (with duration around 6 years), and potentially even more
with an actively managed fund.

In a recession scenario where the Fed cuts rates more aggressively, the total
return for cash will go down even more, while the total return for a core bond
fund should go up significantly.

The bottom line: Now may be the time for bonds

If inflation and interest rates come down as expected, it should support stocks
and bonds alike. The positive correlations that hurt investors in 2022 should
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work in investors' favour in 2024. And if growth falters once inflation is back close
to 2%, bonds can offer more of the typical resilience investors have come to
expectin an equity market downturn. | believe core bonds may offer more
diversification than they have in a decade because higher starting yields mean
bonds have a lot more room to rally if risk assets are challenged.

To be sure, there are risks to this outlook, such as a re-acceleration in growth that
leads to a re-acceleration of inflation. | believe this is a lower probability
scenario, but one to watch out for as financial conditions ease. Potential external
shocks, including geopolitical events, are always present as well - 2024 is an
election year.

Overall, the prospects for fixed income look bright. With income higher and
diversification potential greater than it's been in a decade, along with a very
attractive risk-reward profile, the time to own bonds is now.

Pramod Atluri is a fixed income portfolio manager at Capital Group.
He has 25 years of investment industry experience and has been
with Capital Group for eight years. He holds an MBA from Harvard
Business School and a bachelor's degree in biological chemistry
from the University of Chicago, where he also completed the
requirements for bachelor's degrees in economics and chemistry.
He holds the Chartered Financial Analyst® designation. Pramod is
based in Los Angeles.




Risk factors you should consider before investing:

¢ This material is not intended to provide investment advice or be considered a personal recommendation.

e The value of investments and income from them can go down as well as up and you may lose some or all of
your initial investment.

¢ Past results are not a guide to future results.

o If the currency in which you invest strengthens against the currency in which the underlying investments of
the fund are made, the value of your investment will decrease. Currency hedging seeks to limit this, but
there is no guarantee that hedging will be totally successful.

e Depending on the strategy, risks may be associated with investing in fixed income derivatives, emerging
markets and/or high-yield securities; emerging markets are volatile and may suffer from liquidity problems.

Statements attributed to an individual represent the opinions of that individual as of the date published and may not
necessarily reflect the view of Capital Group or its affiliates. While Capital Group uses reasonable efforts to obtain
information from third-party sources which it believes to be reliable, Capital Group makes no representation or warranty as
to the accuracy, reliability or completeness of the information. This material is of a general nature, and not intended to
provide investment, tax or other advice, or to be a solicitation to buy or sell any securities. It does not take into account your
objectives, financial situation or needs. Before acting on the information you should consider its appropriateness, having
regard to your own investment objectives, financial situation and needs.
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1855 Luxembourg, unless otherwise specified, and is distributed for information purposes only. CIMC is regulated by the
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