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Bank failures push Fed to
proceed with caution

The U.S. Federal Reserve raised its benchmark interest rate by 25 basis points (bps) this
week, despite turmoil in the banking sector, as it remains focused on bringing down
inflation.

In recent weeks, Fed Chair Jerome Powell opened the door to a potential return to
jumbo-sized rate hikes, however after the collapse of Silicon Valley Bank (SVB) and
Signature Bank, the Fed chose to proceed with a more modest increase. The 25 bps
increase brings the federal funds rate to a range of 4.75% to 5% - a level markets expect
could be close to the peak in this cycle.

"Since our previous Federal Open Market Committee meeting, economic indicators have
generally come in stronger than expected, demonstrating greater momentum in
economic activity and inflation," Powell said. "We believe, however, that events in the
banking system over the past two weeks are likely to result in tighter credit conditions for
households and businesses, which would in turn affect economic outcomes."

Inflation remains elevated, with the Consumer Price Index (CPI) rising 6% in February and
core services ex-housing inflation (which Powell has cited as the “most important”
measure of inflation) up 5% year over year. The U.S. labor market has also shown
resilience, with unemployment hovering near multi-decade lows and more than 300,000
new jobs added in February.

The latest Summary of Economic Projections suggests that Fed governors expect only
one more rate hike this year. But Powell reiterated the rate cuts were not in the Fed's
"base case.”

“If we need to raise rates higher, we will,” he said. “I think for now, though, we see the
likelihood of credit tightening. We know that can have an effect on the macroeconomy,
on demand, on the labor market, on inflation.”
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Markets ended mixed on the day after the announcement, with the S&P 500 Index down
1.65% and the yields on 2- and 5-year Treasury notes falling around 20 bps. (Bond prices
move inversely to yields.)

Here are the latest views from Tim Ng, a fixed income portfolio manager and member of
Capital Group's U.S. rates team.

e The Fed will likely maintain a hiking bias until the economic outlook deteriorates
further, but the scope to aggressively tighten policy has narrowed with the recent
developments in the banking sector. Prior to the collapse of SVB, Powell hinted at
redeploying larger rate hikes given the persistence of inflation.

e My expectation now is that the Fed will proceed more cautiously with rate
increases, with a reasonable probability the hiking cycle will end later this year.

 The fallout from the recent banking crisis will likely be negative for credit growth in
the coming quarters as the sector undergoes more regulatory scrutiny, competes
more aggressively for deposits and tightens lending standards. In turn, this will
likely lead to lower demand and slower economic growth, which should help with
the Fed's goal of lowering inflation.

e We still favor a yield curve steepener (a position designed to profit when the
difference between yields on long- and short-term bonds increases) based on the
expectation that the Fed will eventually ease monetary policy as economic growth
slows and inflation comes down. We have generally preferred yield curve
steepeners over outright duration positions, as we see greater return potential in
yield curve positioning given how inverted the Treasury curve is by historical
standards.

e We have been somewhat cautious on credit in most core bond and core plus bond
portfolios. Given the potential spillover effect from regional bank issues, we have
seen some pressure on credit spreads, and this could continue as a recession
becomes imminent.

Timothy Ng is a fixed income portfolio manager with 17 years of industry experience (as
of 12/31/22). As a fixed income investment analyst, he covers U.S. Treasuries, TIPS and
interest rate swaps. He holds a bachelor's degree with honors in computer science from
the University of Waterloo, Ontario.

S&P 500 Index is a market-capitalization-weighted index based on the results of 500 widely held
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common stocks.

The S&P 500 Index (“Index”) is a product of S&P Dow Jones Indices LLC and/or its affiliates and has
been licensed for use by Capital Group. Copyright © 2023 S&P Dow Jones Indices LLC, a division
of S&P Global, and/or its affiliates. All rights reserved. Redistribution or reproduction in whole or in
part is prohibited without written permission of S&P Dow Jones Indices LLC.

Consumer Price Index (CPI): A commonly used measure of inflation that measures the average
change over time in the prices paid by consumers for a basket of goods and services. Core goods
include commodities less food and energy commodities, and core services include services less
energy services. Core CPlincludes all items less food and energy.

Credit spread is the difference in yield (the expected return on an investment over a particular
period of time) between a government bond and another debt security of the same maturity but
different credit quality. Credit spreads typically measure the perceived riskiness of a corporate
bond relative to a safer investment, typically the equivalent government bond; the wider the
spread, the riskier the corporate bond. A period of widening (increase in the spread) reflects an
increase in this perceived credit riskiness. Option-adjusted spread takes into account investors'
ability to prematurely redeem a security. The value of fixed income securities may be affected by
changing interest rates and changes in credit ratings of the securities.

Duration is a measure of the approximate sensitivity of a bond portfolio's value to interest rate
changes.

Yield curve measures the difference between the yields of bonds of different maturities. A yield
curve is said to be inverted when shorter term bonds provide higher yields than longer term
bonds.

Yield curve steepening occurs with long-term rates rising more than short-term rates, or short-term
rates falling more than long-term rates.

Investments are not FDIC-insured, nor are they deposits of or guaranteed by a bank or any other entity,
so they may lose value.

Investors should carefully consider investment objectives, risks, charges and expenses. This and other
important information is contained in the fund prospectuses and summary prospectuses, which can be
obtained from a financial professional and should be read carefully before investing.

Statements attributed to an individual represent the opinions of that individual as of the date published
and do not necessarily reflect the opinions of Capital Group or its affiliates. This information is intended
to highlight issues and should not be considered advice, an endorsement or a recommendation.

All Capital Group trademarks mentioned are owned by The Capital Group Companies, Inc., an affiliated
company or fund. All other company and product names mentioned are the property of their respective
companies.

Use of this website is intended for U.S. residents only. Use of this website and materials is also subject to
approval by your home office.
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American Funds Distributors, Inc., member FINRA.

This content, developed by Capital Group, home of American Funds, should not be used as a primary
basis for investment decisions and is not intended to serve as impartial investment or fiduciary advice.

Copyright © 2023 Capital Group. All rights reserved.
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