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The Big Picture: Higher US rates to last longer with rising fiscal dominance
FERARET . B ok 32 HF 35 R R AR i ir
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neutral rates will reduce the scope for the Fed to cut rates in coming years. As disinflation
continues, we expect a modest 50bp inferest rate cut next year, and long-term interest rates
to hover around 4% in the next two years. Policymakers will confinue to use liquidity support
rather than large rate cuts to counter any credit stress, in our view. (852) 3911 8241
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US fiscal deficit will continue to add to demand and support elevated rates. Fiscal expansion
since the pandemic has seen the real interest rate catching up with potential growth, in line
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Dollar to weaken albeit gradually. While higher rates will support the dollarin the near-term, we
expect the dollar to weaken gradually from narrowing interest rate differentials with other
countries and deteriorating fiscal positions. We maintain our expectation of modest RMB
appreciation as the Chinese economy recovers and sentiment improves in 2H.
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US long-end yields have marched towards cyclical highs, notwithstanding a potential peaking of Fed hikes. In our view,
higher yields were underpinned by the greater prominence of rising fiscal deficit and economic resilience. In this piece
we examine the factors contributing to higher yields and highlight the rate outlook.

US government deficit and fiscal debt set to rise, adding to higher rates

We anticipate that the large DM fiscal expansion during the Covid-era would mark a fundamental shift in macro
policy, and that an increase in government debt would reverse the safe asset shortage in the years following the GFC,
implying higher rates (see The Big Picture: Global macro landscape post coronavirus and China'’s options, 15 May
2020). The suppressed real rates in post GFC years have normalized towards trend growth (Fig 1), as we previously
predicted.

This fiscal deficit is likely to remain large. The debt deal reached in early June between the Republican Party and the
Biden administration was largely a win for the government. As the two sides agreed to suspend the nation’s borrowing
limit for two years, the debt deal allowed the government o confinue borrowing money and pay ifs bills on fime. In
exchange, the government committed to modest spending cuts. While the deal reduced the immediate downside
growth risks from sharp spending cuts, long-term fiscal issues remain prominent and, indeed, may have become more
pressing with the curbs on government borrowing in the coming two years removed. Thus, already bloated
government debt is set fo grow even more.

According to the Congressional Budget Office, the US federal budget deficit is forecast to rise to 5.8% of gross domestic
product (GDP) this year, up from 3.7% of GDP in 2022. Assuming some consolidation of the primary deficit, the total
deficit will stabilize between 5.1% and 5.8% of GDP in the next few years. Rising interest payments, however, will cause
total debt to climb quickly post 2027F. Total federal debt held by the public is projected to climb from 98% of GDP this
year to 108% in 2029. We expect rising interest payments and ballooning federal debt to compound one another, with
no stabilization in sight (Fig 2).

CBO estimates may sfill be on the conservative side. Fitch estimates that the general government deficit will exceed
6% of GDP in the next three years, reflecting cyclically weaker federal revenues, new spending initiatives, and a higher
inferest burden. Fiscal consolidation will be small. Reflecting the expected fiscal deterioration in the next three years
and high and growing government debt, Fitch announced in early August that it was downgrading the US sovereign
rafing from “AAA" to "AA+", helping to crystalize the pressure of public finances in the US. Around the same time, the
US Treasury Department announced a larger-than-expected increase in its refinancing plans for the August-October
quarter following three quarters of relatfively minor changes. Furthermore, the US Treasury's comments suggest issuance
supply is likely to increase furtherin coming quarters.

So far, the large increase in Treasury supply has been absorbed by the market with no apparent market stress. The bid-
to-cover ratio, a proxy for demand for 10-year Treasuries has largely kept stable (Fig 3). In addition, the Bloomberg US
Treasury Liquidity Index, a measure of prevailing liquidity conditions in the US Treasury market with remaining maturity
of one year orlonger, points to adequate overall US Treasury market liquidity. However, sharply larger supply may have
added upward pressure on Treasury yields. While long-term bond yield was relatively stable so far this year on the back
of steady Treasury bond issuance, the 10-year yield surged following the announced increase of bond issuance (Fig 4).
By maturity, the planned increase in Treasury supply in the August-October quarter was across the curve with greater
concentration on the short-end, but supplies of all maturities increased notably relative to the outstanding debt stock,
contributing to rising yields.
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Fig 1: Real rates are catching up to potential growth, as Fig 2: Long-term fiscal pressure: increasing interest
we previously anticipated payments and government debt
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Economic resilience implies shallower Fed rate cuts

Better-than-expected economic resilience in the US suggests that the coming economic downturn is likely to be mild,
reducing rate cut expectations and supporting a steepening of the US Treasury curve. Despite rapid monetary
tightening, the US economy has proven resilient. Growth beat expectations and accelerated from 1Q, with robust
consumption and a resilient labour market. Business investment, which tends to weaken substantially before each
recession of past cycles, has stayed remarkably strong of late (Fig 5). Although improved supply chains helped ease
goods prices early this year, contributing to disinflation (Fig é), solid services inflation points fo sfill-strong domestic
demand. The Atlanta Fed’s GDPNow model estimates the pace of growth accelerated in early August.
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Fig 5: Capex remains strong Fig 6: US disinflation on frack, service inflation still points
to solid demand
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Economic resilience, against the backdrop of rapid monetary tightening, may reflect several
factors

First, the private sector's balance sheet is robust. To the extent that borrowing conditions have tightened, the corporate
sector as a whole has been cushioned as it maintains a relatively low net leverage ratio, helping to reduce the
sensitivity of business investment to monetary fightening (Fig 7). Despite rate hikes and US banks continuing to tighten
their lending criteria, the corporate credit spread has been largely benign and financial conditions have loosened
somewhat. Government policy has also eased some of the contagion risk of US bank fallouts in April.

In addition, consumer spending has felt little pressure from elevated interest rates because of low effective mortgage
rates and the strong job market. New mortgage applications have fallen sharply amid rising mortgage rates. However,
many borrowers have locked in very low rates for long-term fixed rate mortgages. The effective rates on outstanding
mortgages remain very low at below 4%, as pointed out by a recent Fed study. It would appear that monetary policy
fransmission has been blunted in this cycle.

Second, long-term industrial plans support business investment. The US has enacted three pieces of legislation to
support investment in infrastructure, the green transition, and advanced manufacturing. Robust demand from these
structural themes supported investment in energy, industrial, and other related sectors last year and is likely to continue
(Fig 8). Some of the initiatives, however, imply a confinued burden of fiscal spending and borrowing from the future.
In total, we estimate these legislations will increase the budget deficit by US$1trillion (or about 0.3-0.5 of US GDP each
year) through 2031F, jeopardizing the stable primary fiscal deficit in the CBO forecast.

Fig 7: Low corporate net leverage increases private Fig 8: Strong investment supported by energy and
sector resilience infrastructure sector is likely to continue
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Higher rates to continue in the next few years

The analysis above suggests that central banks are not the only game in fown, and an expansionary fiscal stance will
play a bigger role in affecting global rates and financial conditions in coming years. In fact, a recent New York Fed
blog estimates that the short-term r* may have increased by about 1ppt post pandemic. As a result, the current
monetary policy setting may not be very restrictive, indicating less room to cut and greater economic resilience.

As inflation cools and the labor market moderates, we expect the Fed may have reached the peak of its current
tightening cycle, although forthcoming cuts are likely to be slow and shallow. While a technical recession cannot be
ruled out, it is likely to be mild. Our previous research suggests the Fed typically commences rate cuts only when an
uptrend in the unemployment rate has been established. For now, leading indicators continue to suggest overall labor
markets remain tight, though they are softening slowly (Fig 9). We anticipate the first cut in the Fed Funds rate willcome
in 2H24F with a cumulative 50bp cut in 2024F, which is smaller than our previous forecasts given continued economic
resilience in the US, and lower than the 90-100bps cut anficipated by the market. Policy makers are likely to resort to
liquidity measures rather than rate cuts to counter the credit stress during the economic slowdown, in our view.

While upward pressure on yields may ease as the market absorbs the surge in Treasury supply in recent weeks, elevated
yields will likely persist. We lift our 2-year and 10-year bond yield forecasts because of expectations of reduced interest
rate cuts amid economic resilience, with a biggerincrease in the 10-year bond yield. Consistent with the past monetary
policy cyclessince 1995, the yield curve inversion tfends to decline following the peak of policy tightening. Any increase
in ferm premium, in light of the persistent macro uncertainty, will add to the yield curve steepening (Fig 10).

Fig 9: Labour markets remain tight Fig 10: Elevated macro uncertainties could push up term
premium
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Table 1: US eco and rate forecasts
3Q23F 4Q23F 1Q24F 2Q24F 3Q24F 4Q24F
US GDP (% YoY) 2.3 1.9 1.5 0.8 0.7 0.9
US core PCE inflation (% YoY) 3.8 3.2 2.6 2.5 2.5 2.5
US Fed fund targetrange (EOP %) 5.25-5.50 5.25-5.50 5.25-5.50 5.25-5.50 5.00-5.25 4.75-5.00
US 2-year bond yield (EOP %) 5.1 4.7 4.6 4.5 4.3 43
US 10-year bond yield (EOP %) 4.3 4.0 4.0 4.0 4.0 4.0

Source: Bloomberg, CEIC, CCBIS

Near-term dollar strength to persist, keeping the RMB under pressure, while Dollar to decline in
the medium term

The impact of fiscal dominance on the dollar has been mixed. While the larger deficit is likely to be dollar negative,
the interest rate differential and US economic outperformance are likely to support the dollar (Fig 11). However, as
monetary tightening may have peaked, we see limited dollar strength going forward and expect the dollar to resume
its decline.
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The recent CNY weakness has reflected both a strong dollar and soft Chinese data that prompted domestic monetary
easing and dimmed market sentiment. While we expect monetary policy to stay accommodative, anincrease in fiscal
support is likely more supportive in liffing domestic demand. The recovery of the global manufacturing cycle is also
expected to help Chinese industrial momentum and trade growth. We maintain our USDCNY rate forecast at 6.9 by
the end of 2023F, as the Chinese economy gradually recovers and senfiment improves.

Fig 11: Interest rate differentials between the US and

other nations may have peaked
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Fig 12: CNY weakened against the dollar although the
CNY basket remains above the pre-pandemic level
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