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CEO Brief is a report highlighting key current issues the insurance industry faces.

| The US Fed Rate Pivot: Lessons from the History

ABSTRACT

Since the 1960s in the US, O when both long—term and short—term
interest rates were rising, yield curve inversions tended to occur, @ the
yield curve inversions always disappeared as the economy entered into
recession, and ® the long-term and short—term interest rate peaks
generally preceded the CPl inflation peaks because authorities
proactively eased monetary policy due to economic recessions.
However, the anticipated Fed rate cuts in 2024 will be driven not by
concerns about an economic downturn but by the faster—than—expected
CPI inflation decline. As a result, for the first time in history, the yield
curve inversion will disappear without an economic recession.

1. Background

The US Federal Reserve (the Fed) decided to keep policy interest rates in a targeted
range between 5.25% and 5.50% in December 2023 but indicated policy interest
rate cuts of 0.75%p in 2024. The expected rate cuts will be driven not by concerns
about economic recession but by the faster—than—expected CPI inflation decline. At
the December meeting, the Fed revised its view and projected the US economy to
grow 2.6% in 2023, higher than the September forecast by 0.5%p, and 1.4% in
2024. The Fed expected the Personal Consumption Expenditures Price Index (PCE)
inflation to fall to 2.8% in 2023 - 0.5%p lower than the September forecast — and
to 2.4% in 2024. The Fed policy interest rate would be in a targeted range between
4.50% and 4.75% by the end of 2024, and markets anticipate it will start a rate cut
in March 2024.
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With a clear indication of the Fed rate cuts in 2024, this report briefly examines the
periods when the US interest rate declined in the past and finds some implications.

2. The US Fed Rate Pivot: Lessons from the History

First, since the 1960s, when long—term and short—term interest rates were rising (in
the late 1960s, the early 1970s, the late 1970s, the late 1980s, the early 2000s, the
mid-2000s, and the post-COVID-19 period), the yield curve inversions occurred in
the US. However, when long-term and short-term interest rates were falling, the
yield curve inversion did not happen - if it occurred, temporarily — and the vyield
curve exhibited an upward-sloping trend.

Second, yield curve inversions always disappeared as the US economy entered into
recession. But, in the post-COVID-19 period, even though the yield curve inversion
occurs, the US economy exhibits resilience, contrary to the past.

Third, except in the late 1970s, when vyield curve inversions occurred, the peaks of
long—term and short—term interest rates preceded the peaks of CPI inflation. It is
because, in response to economic downturns, the Fed had to pivot its monetary
policy from tightening to easing, even before the CPI inflation reached its peak. In
the late 1970s, since the CPI inflation was surpassing 10%, despite economic
recession, the Fed started to ease monetary policy after the CPI inflation had
sufficiently retreated to stabilize the inflation expectations.

3. Implications

With the start of rate cuts in 2024, the long—term and short-term interest rates will
also decline. However, we will probably observe unique circumstances that we have
never experienced. First, the pivot in the monetary policy seems driven more by a
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faster-than—-expected decline in the CPI inflation than concerns about an economic
downturn. As a result, for the first time since World War I, the yield curve inversion
would disappear without economic recession (so-called soft landing). The IMF
expected the US economy to grow by 1.5% in 2024 and 1.8% in 2025 and
projected the unemployment rate to stay at around 3.8%, near the full employment
level.

Second, as the US economy is likely to head for a soft landing, the pace of the Fed
rate cuts and the decline in long—term interest rates will not be fast. And it would
take a considerable time for the yield curve inversion to disappear. The OECD
forecasted the US long—term and short-term interest rates to fall to around 4% in
2024 and 2025, and the long-term rates would be higher than the short-term rate
in the second half of 2025.

We expect the Bank of Korea (BOK) to start a rate cut later than the Fed as Korean
CPI inflation retreats slowly. Despite the Fed rate cuts, it is unlikely for the
long—term interest rates to fall sharply. Also, Korean long—term interest rates have
been more affected by the US long-term interest rate than the BOK policy rates.
And this trend will last for some time. The OECD projected Korean long—term and
short—-term interest rates to be around 3.6~4.1%, 3.3~3.8% in 2024 and 3.6~4.1%,
3.3~3.8% in 2025, respectively.

Seong Hun Yun, Senior Research Fellow
shyun@kiri.or.kr
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