Caron’s Corner Transcript —2.1.2023

Fed Recap: The Song Remains the Same, but the End Is Near

Jim Caron: I'd like to discuss the Fed meeting today and | think | can sum it up in one quote from Fed
Chair Powell, namely “we're talking about a couple of more hikes” where “a couple” to me means two.
This suggests that they probably hike in March and again in May, perhaps, where the next meeting is
March 15, the meeting after that May 3. So now we're talking about a terminal policy rate of 5 - 5.25%
which has really been our base case. But it is that quote that is really what created the risk-friendly
move in markets and you can see there's a big turnaround as the Fed conference press conference
started and | think it’s important to highlight that maybe the Fed has to walk that statement back but
we're going to really focus on that right now. It looks like a terminal rate of 5 - 5.25% is becoming more
of a certainty and risky assets seem happy with that. However, Powell is still trying to impress that they
have “more work to do” to ensure that there are two-sided risks. That market prices do not run hot and
prematurely or excessively and ease financial conditions which will cut against their inflation fighting
objectives. The way | would summarize this meeting is | can sandwich it between two phrases. The first
phrase is “the song remains the same” and the second is “but the end is near.”

So let's talk about the song remains the same. Today's message is really just a carbon copy of the
December FOMC meeting. He made the same old arguments at today's meeting. What he said was that
labor markets remained strong which is keeping inflation risks elevated and despite the decline in CPI
and wage inflation, it's still too high and inconsistent with inflation becoming anchored at target levels.
Then he went on to still discuss the services versus goods sector. Now we've talked about this a lot in
the past and he said that goods inflation is falling, but service sector inflation remains high and this is
why he's a bit concerned. In fact, the Feds favored measure of service sector inflation, which he which
he quoted or which he highlighted is core services ex-housing, which “hasn't even started to fall.” He's
certainly very focused on that service sector inflation and particularly core services ex-housing. He went
on to say this measure is the majority of the core PCE index, which as we all know, is the Feds favored
measure of inflation overall. The chief risk for the Fed is inflation becoming unanchored later. This has
the risk of a wage price spiral and rising inflation expectations have become entrenched into the market.
Powell concluded that by saying that “we still have a lot of work to do,” exactly what he said at the
December meeting. The markets were expecting a more dovish statement from the Fed. Some thought
this might be the last Fed hike, but that doesn't seem likely based on what they're saying. The fact of the
matter is Powell is still trying to keep the debate alive that the terminal rate is not firmly determined. He
hinted at the fact that they might have one or two more — “a couple more” as he said - hikes to go.

Let's parse to the second part of this phrase, “. . .but the End Is Near.” The expected 25 basis point rate
hike was delivered, a slowdown from the 50 basis point pace that was expected. But the level of the
policy rate is still up for debate, and that's what the Fed is trying to communicate. The Fed is signaling
that they are not done hiking and that they expect ongoing increases, which makes them think
“increases” with an “s” meaning more than just one, likely in March, then potentially again on May 3rd.
But that's yet to be confirmed. This is all data dependent, but we can expect another 25 basis point hike
in March with the door open for an additional 25 in May until the job is done in, ultimately meaning that
they are confident that inflation not only has fallen, but it's going to remain anchored around target
levels. Now that might be a big ask, but that's what they're telling us right now. The other thing to note
is that there was no Summary of Economic Projections at this meeting. This is the Fed's forecast. They
weren't able to come together as a committee and make a quarterly forecast like they typically do, so
Powell can't front-run the economic and policy forecasts of the committee. He's basically stuck
repeating what was said at the December meeting. It's hard for him to deliver another policy message to



the market. However, the decision was unanimous to hike 25 basis points even amongst the newly
appointed and supposedly dovish voting members. That's another point worth highlighting.
Nevertheless, Powell noted that there will be two employment reports and two CPI reports before the
next meeting, meaning there's more data for them to look at. To me this gives the Fed optionality to
hike one more time at the March 15th meeting and depending on how the data looks, maybe again at
on May 3™, but that's going to be the data dependent. Bottom line is it does seem like the market is
positioned for a stable Fed starting sometime in the second quarter and this will likely usher in a range
bound price action for US Treasury bond yields, and with labor market so tight it may be hard to have a
deep recession.

So a soft landing is becoming more and more possible. We saw today's JOLTS numbers, and job openings
moved up to 11 million. The vacancies, the number of job openings per unemployed person, is almost 2
to 1 (1.9 to 1). The labor market still seems pretty strong and this will keep credit default risks low, credit
cards and autos and everything else, and favor higher-beta fixed income including asset-backed
securities, high yield, emerging markets, these are all sectors that would benefit from a more stable
interest rate environment and a soft landing. But from an equity perspective, there is no question that
earnings are going through a correction as profit margins come under pressure. However, if we do end
up with a soft landing, which amounts to really a correction, but not the start of a deeper bear market,
then investors may be willing to pay higher valuations for future cash flows. In other words, multiples
may stay elevated despite the fact that earnings today are starting to come down. Ultimately, the Fed
kept the debate open for the terminal policy rate at 5 - 5.25 percent alive and well, but almost assured
the markets that it would stop there. That's what | think the markets are really keen on, that they're
liking the certainty that they're seeing from the Fed, that this rate hiking cycle is coming to an end, and
people are building in really a higher probability for soft landing. Those are my key takeaways from this
meeting and overall, | thought Powell did a very good job in trying to balance this message. Clearly the
markets like it and we’ll see if the Fed decides to walk that statement back “that they may only have a
couple of more hikes to do.” That's what we're going to be watching for.
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regarding expected market returns and market outlooks is based on the research, analysis and opinions of the
authors or the investment team. These conclusions are speculative in nature, may not come to pass and are not
intended to predict the future performance of any specific strategy or product the Firm offers. Future results may



differ significantly depending on factors such as changes in securities or financial markets or general economic
conditions.
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The indexes are unmanaged and do not include any expenses, fees or sales charges. It is not possible to invest
directly in an index. Any index referred to herein is the intellectual property (including registered trademarks) of
the applicable licensor. Any product based on an index is in no way sponsored, endorsed, sold or promoted by the
applicable licensor and it shall not have any liability with respect thereto.

This material is not a product of Morgan Stanley’s Research Department and should not be regarded as a research
material or a recommendation.

The Firm has not authorised financial intermediaries to use and to distribute this material, unless such use and
distribution is made in accordance with applicable law and regulation. Additionally, financial intermediaries are
required to satisfy themselves that the information in this material is appropriate for any person to whom they
provide this material in view of that person’s circumstances and purpose. The Firm shall not be liable for, and
accepts no liability for, the use or misuse of this material by any such financial intermediary.
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