Caron’s Corner Fed Recap Transcript —3.22.2023
Fed Recap: The Fed Separates Monetary Policy from Financial Stability

e With respect to monetary policy the Fed was upbeat. Job gains have picked up in recent months
and the unemployment rate has remained low.

e  With respect to financial stability the Fed indicated that the U.S. banking system is sound and
resilient, though recent developments are likely to result in tighter credit conditions.

o Powell highlighted that it is too early to say if banking events will reduce the likelihood of a soft
landing.

e Inall, the Fed remains committed to fighting inflation.

Jim Caron: This is Jim Caron, Co-CIO of Global Balanced and Risk Control strategies. Today I'd like to
perform a postmortem on the Fed's statement where they remain unwavering on inflation but see a
tightening in credit conditions. Now it's important to understand that the Fed was trying to separate
monetary policy from financial stability in their statements. On the monetary policy side, the opening
part of their statement was that job gains have picked up in recent months and are running at a robust
pace. Over the same time the unemployment rate has remained low and inflation has eased somewhat,
but remains elevated. Then in the second paragraph, they address financial stability. What was new
here compared to their previous statement was that they said the U.S. banking system is sound and
resilient, but that recent developments are likely to result in tighter credit conditions for households and
businesses and will weigh on economic activity, hiring and inflation. The extent of these effects is
uncertain but the committee remains attentive to inflation risks.

Again, what the Fed was trying to do was balance their monetary policy actions against their financial
stability concerns. Essentially they downgraded the possibility of future rate hikes and potentially even
communicated a lowering of the terminal policy rate. They said that the committee anticipates some
additional policy firming may be appropriate in order to attain the stance of monetary policy that is
sufficiently restrictive to return inflation to 2% over time. Now that piece of the statement, “some
additional policy firming” replaces “ongoing increases in the target range.” The Fed is essentially trying
to communicate to the market that some additional policy firming is a downgrade from ongoing
increases in the target range, and the market clearly took that to heart.

When we look at the dot plot, they still see a 5.125% terminal policy rate, which is really just saying that
they're going to hike rates one more time to a level between 5% and 5.25%. Today they hiked to 5.0%
and may go to 5.25% at some point. As they said “some additional policy firming” may be appropriate,
replacing “ongoing increases.” But they did increase their policy forecast from 4.1% to 4.3% by the end
of 2024, which means the Fed expects to hike rates to between 5 and 5.25% soon, but then by the end
of 2024 expect to cut rates by 75-100 basis points.



Another takeaway was that there was no pause in quantitative tightening (QT). Yes, the Fed's balance
did increase by $300 billion from certain banks tapping the Fed window and other liquidity facilities,
which is viewed as an easing by some. But they are still letting their balance sheet runoff from QT which
is viewed as a tightening. The Fed is really trying to play both sides here, addressing monetary policy and
financial stability.

Now, they do come up with a Summary of Economic Projections (SEP) which is a forecast they release
on a quarterly basis. The essential aspect of it was a slowdown in growth and falling inflation. They
lowered their expected GDP growth in 2023 to 0.4%, despite strong activity data in Q1. So they're
expecting GDP growth of 0.4% in 2023, coupled with a lower unemployment rate projection of 4.5% for
2023. The level of unemployment in 2024 and 2025 would stay unchanged around 4.6%, so they're
looking for 4.5% by the end of this year, whereas the unemployment rate today is 3.6%. Again, they
expect the unemployment rate stay steady at 4.6% for 2024 and 2025 and that growth will be sub 1%,
about 0.4% in 2023. | would say this is somewhat dovish, but not too different from what was said in the
past. In terms of inflation their medium core inflation forecast was revised up for 2023 to 3.6% from
3.5% and by 2024, they expect the inflation rate to be 2.6%, and 2.1% by 2025.

Powell’s statement at the press conference takes on additional significance this time around because it's
his opportunity to express what the FOMC is trying to convey to markets, beyond the official statement.
He is effectively telling us which parts of the policy decision the Fed is trying to emphasize. He said that
the Fed remains strongly committed to bringing down inflation, saying “without price stability, the
economy does not work for anyone.” The Fed is signaling they are still very worried about inflation and
feel the need to fight it despite the recent banking sector stresses. The main culprit here is still the tight
labor markets, which is keeping inflation high, and Fed policy may remain consistent to slow the
economy and reduce wage inflation, which means they need to see a higher unemployment rate. That's
all part of the forecasts in their SEP. What may also be required is a period of below trend growth and
for the Fed to maintain a restrictive stance for some time. In other words, keep policy rates higher for
longer. All of this is boilerplate language from previous meetings.

The Fed remains focused on inflation and seemingly light on the banking crisis related details. The
tightening of credit conditions may be an offset for the Fed’s need to hike rates further. This is an
important nuance in terms of what Powell was discussing in the press conference. He was going through
his idea of keeping policy rates unchanged and higher for longer, and clearly that's going to slow growth
and hopefully bring down inflation, but there's still a lot of uncertainty here and it's too soon to say.
However, again, he is trying to juxtapose a tightening in credit conditions that may be coming that could
offset the need to hike rates further. This is why we think the terminal policy rate has perhaps one more
hike left, maybe at the next meeting, depending on prevailing economic conditions.

But Powell also said emphatically that he does not see rate cuts this year and neither does anyone else
on the FOMC committee. They are still dedicated to keeping inflation at target. However, the market
clearly has a different idea because the market is still pricing in rate cuts. But the Fed is consistently
saying that they are not planning to do that. Powell said the banking sector crisis was not a reflection of
weakness in the banking sector, but rather a mismanagement at certain and specific banks. | don't know



if he is downplaying this, but that is the way Powell is communicating this. He did indicate there was a
guestion about commercial real estate, something very topical for many, meaning that there's a lot of
commercial real estate exposure at certain banks. Could this become a problem in the future? The Fed is
well aware of the concentration there but does not see this as a systemic problem.

What | got the most out of from the entire press conference was when he started to talk about financial
conditions, the tightening in credit. When we measure financial conditions, we typically look at market
related measures, things like interest rates, 10-year treasury yields, short-term interest rates, triple-B
credit spreads and the trade-weighted value of the U.S. dollar. These are all market observable points
that define financial conditions. Now what Powell said was very interesting, where “financial conditions
may have tightened by more than traditional market measures would indicate.” He went on to say that
market-based measures of financial conditions do not capture a “reduction in lending” from banks, and
that is a critical point underscoring the ongoing uncertainty in the market. Powell is certainly paying
attention to the fact that there might be a tightening of lending standards, therefore less credit
distributed to the real economy that might not be fully represented in market pricing at the moment.
Maybe this is a hedge in terms of what he's saying, but the real point here is that he is paying attention
to this. It is worth repeating, the big statement | take away from this is that “financial conditions may
have tightened by more than traditional market measures.”

At the end of all of this, the Fed remained unwavering on fighting inflation, but they did acknowledge a
tightening of credit conditions. Clearly the net effect of those two things has to play out over time. As
Powell highlighted, it's too early to understand whether the recent banking related events will reduce
the likelihood of a soft landing for the economy. Maybe he's hedging his views on that. At the meeting
last month he was more emphatic about a soft landing and it seems now like he's walking that back a
bit. The overriding message is that there is still a lot of uncertainty out there. In the meantime, until this
uncertainty is resolved, the Fed remains committed to fight inflation, but if credit tightening is more
severe than expected, the Fed will then alter its course. We are going to have to see how this plays out
clearly, and it's still early days. In the end, there's still a lot of uncertainty.

RISK CONSIDERATIONS

Diversification does not eliminate the risk of loss. There is no assurance that the Strategy will achieve
its investment objective. Portfolios are subject to market risk, which is the possibility that the market
values of securities owned by the portfolio will decline and that the value of portfolio shares may
therefore be less than what you paid for them. Market values can change daily due to economic and
other events (e.g. natural disasters, health crises, terrorism, conflicts and social unrest) that affect
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The portfolio’s investments in commodity-linked notes involve substantial risks, including risk of loss of
a significant portion of their principal value. In addition to commodity risk, they may be subject to
additional special risks, such as risk of loss of interest and principal, lack of secondary market and risk of
greater volatility, that do not affect traditional equity and debt securities. Currency fluctuations could
erase investment gains or add to investment losses. Fixed-income securities are subject to the ability of
an issuer to make timely principal and interest payments (credit risk), changes in interest rates (interest-
rate risk), the creditworthiness of the issuer and general market liquidity (market risk). In a rising
interest-rate environment, bond prices may fall and may result in periods of volatility and increased
portfolio redemptions. In a declining interest-rate environment, the portfolio may generate less

income. Longer-term securities may be more sensitive to interest rate changes. Equity and foreign
securities are generally more volatile than fixed income securities and are subject to currency, political,
economic and market risks. Equity values fluctuate in response to activities specific to a company. Stocks
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resources, and greater market volatility than securities of larger, more established companies. The risks
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developed markets. Exchange traded funds (ETFs) shares have many of the same risks as direct
investments in common stocks or bonds and their market value will fluctuate as the value of the
underlying index does. By investing in exchange traded funds ETFs and other Investment Funds, the
portfolio absorbs both its own expenses and those of the ETFs and Investment Funds it invests in. Supply
and demand for ETFs and Investment Funds may not be correlated to that of the underlying

securities. Derivative instruments can be illiquid, may disproportionately increase losses and may have
a potentially large negative impact on the portfolio’s performance. A currency forward is a hedging tool
that does not involve any upfront payment. The use of leverage may increase volatility in the Portfolio.

IMPORTANT DISCLOSURES:

Past performance is no guarantee of future results. The returns referred to in the audio are those of
representative indices and are not meant to depict the performance of a specific investment.

There is no guarantee that any investment strategy will work under all market conditions, and each investor
should evaluate their ability to invest for the long-term, especially during periods of downturn in the market.

A separately managed account may not be appropriate for all investors. Separate accounts managed according
to the particular Strategy may include securities that may not necessarily track the performance of a particular
index. Please consider the investment objectives, risks and fees of the Strategy carefully before investing. A
minimum asset level is required.

For important information about the investment managers, please refer to Form ADV Part 2.

The views and opinions and/or analysis expressed are those of the author or the investment team as of the date of
preparation of this material and are subject to change at any time without notice due to market or economic
conditions and may not necessarily come to pass. Furthermore, the views will not be updated or otherwise revised
to reflect information that subsequently becomes available or circumstances existing, or changes occurring, after
the date of publication. The views expressed do not reflect the opinions of all investment personnel at Morgan
Stanley Investment Management (MSIM) and its subsidiaries and affiliates (collectively “the Firm”), and may not
be reflected in all the strategies and products that the Firm offers.



Forecasts and/or estimates provided herein are subject to change and may not actually come to pass. Information
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.

This material has been prepared on the basis of publicly available information, internally developed data and other
third-party sources believed to be reliable. However, no assurances are provided regarding the reliability of such
information and the Firm has not sought to independently verify information taken from public and third-party
sources.

This material is a general communication, which is not impartial and all information provided has been prepared
solely for informational and educational purposes and does not constitute an offer or a recommendation to buy or
sell any particular security or to adopt any specific investment strategy. The information herein has not been based
on a consideration of any individual investor circumstances and is not investment advice, nor should it be
construed in any way as tax, accounting, legal or regulatory advice. To that end, investors should seek independent
legal and financial advice, including advice as to tax consequences, before making any investment decision.

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
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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.

This material may be translated into other languages. Where such a translation is made this English version
remains definitive. If there are any discrepancies between the English version and any version of this material in
another language, the English version shall prevail.

The whole or any part of this material may not be directly or indirectly reproduced, copied, modified, used to
create a derivative work, performed, displayed, published, posted, licensed, framed, distributed or transmitted or
any of its contents disclosed to third parties without the Firm’s express written consent. This material may not be
linked to unless such hyperlink is for personal and non-commercial use. All information contained herein is
proprietary and is protected under copyright and other applicable law.
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