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On July 12t the Bureau of Labor Statistics reported that the Consumer Price Index
(CPI) for the 12 months ending in June came in at 3% inflation. This annualized inflation
rate represents a drop from 9.1% in June of last year, which was the peak in this cycle.’
The interest rate on long term bonds correlates very closely with CPI, so it is unusual
that bond yields have not followed inflation down in a meaningful way so far.

30 Year Treasury Bond Yield
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This material has been prepared for illustrative purposes only. (Thomson One, 07/27/2023)

L https://www.bls.gov/opub/ted/2023/consumer-prices-up-3-0-percent-over-the-year-ended-june-2023.htm
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As the chart above shows, the bond yield continued to increase into late October before
proceeding in what can only be called a sideways trajectory ever since. One
contributing factor to this sideways action is that long-term bond yields also correlate
very closely with the Fed'’s interest rate policy and the Fed has continually raised the
Fed Funds (overnight) Rate since inflation peaked last summer. In June 2022, the Fed
was still at 1.5% on Fed Funds, but since then they have hiked rates by 4%. The Fed
has also hiked rates by 2.25% since October, even as long bond rates have declined
from 4.4% to 3.9% currently.? Clearly, Fed rate policy is driven by factors other than
current inflation readings.

2 St. Louis Fed, Fred Economic Data
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Consumer Price Index 12-Month Change 3

12-month change, Consumer Price Index for All Urban Consumers, by expenditure
category, January 2018-June 2023, not seasonally adjusted
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Click legend items to change data display. Hover over chart to view data.
Source: U.S. Bureau of Labor Statistics. *

This material has been prepared for illustrative purposes only. (U.S. Bureau of Labor Statistics,
07/17/ 2023)

3 https://www.bls.gov/opub/ted/2023/consumer-prices-up-3-0-percent-over-the-year-ended-june-2023.htm
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It seems clear from the chart of CPI above that the rise from 0% at the Covid lows in
2020 to the high of 9.1% last year after the economy reopened has a lot to do with the
historically steep drop in CPI that has occurred since the peak. There is much
discussion about where CPI goes from here, with some believing that it will continue
down into modest deflation while others believe that it will be “sticky” from here,
potentially halting or reversing the current slide. While some of the discussion is based
on speculative assumptions of what the future holds for prices in the economy, there are
a few things that enter the discussion where the handwriting is on the wall.

One of those items is the Shelter component of the CPI, which includes rent, and a
survey-based calculation of the cost of home ownership, which is called Owner’s
Equivalent Rent (OER). Surprisingly, survey respondents have demonstrated an
accurate understanding of what their homes would rent for, so rent and OER have a
99% correlation.

Shelter (Rent and OER)

Shelter represents the largest single component (almost 34%) of the CPI, so a
thoughtful understanding of it is essential when attempting to understand inflation. Food
and energy together make up less than 21% and other goods and services make up the
remaining 46%.4 In addition to the sheer size of shelter as a CPl component, it is
reported in CPI with long and well documented lags. This is because of the long
duration (1-3 years) of lease terms. As a result, current data (as opposed to CPI data on
shelter) provides a much less speculative view of its future impact on CPI than any of
the other components. CorelLogic is an organization that provides some of the most
current and comprehensive data on home rentals and many other components of the
housing/shelter market in the United States. Their methodology for gathering rent data
includes:

“Median rent price data is produced monthly by CoreLogic RentalTrends.
RentalTrends is built on a database of more than 11 million rental properties (over
75% of all U.S. individual owned rental properties) and covers all 50 states and
17,500 ZIP codes.”

4 Pew Research
5 Corelogic.com
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According to Corelogic, the rate of inflation in single family home rents peaked in
April 2022 at an annual rate of 14%.6 The most recent data was reported on July 18"
and includes data through May 2023. At the end of May, rent inflation had declined to
only 3.4%.

Shelter data in the current CPI report is generally believed to have a lag of 12-18
months.” There is a good reason for this. As mentioned, when leases are signed to
rent a home or apartment, the term of the lease is typically 1-3 years. However,
current data on new lease rates can confidently be expected to eventually be
reflected within this accepted lag period. Shelter inflation as reported in the CPI
peaked in April at an annual rate of 8.2%. In the most recent June CPI report, shelter
had only declined to 7.8%.

The important consideration in the current rent data as it relates to the inflation
outlook is that base effects suggest that shelter data inputs into CPI for the next 12
months or so will exert a powerful disinflationary impact. Said another way, it will
bring the inflation number down.

As mentioned earlier, predicting the price of food, energy and other goods and
services going forward is highly speculative and heavily dependent on whether the
economy falls into recession. The impact of real-time disinflation in shelter, the single
largest component of the CPI, is not.

Fed Interest Rate Policy

The two economic elements that most closely correlate with the yield on long-term
Treasury bonds are Fed Interest Rate Policy and Inflation. (Surprisingly, federal
budget deficits and foreign buying or selling of Treasuries have very low correlations).
Because inflation has come down so dramatically, Fed Policy has become one of the
most important macroeconomic factors currently determining bond yields, and
therefore bond prices, by default.

Over the last 12 months of plummeting inflation, the Fed has maintained a “hawkish”
tone while continually hiking short term rates. Their rationale has been centered on
concerns about ongoing “tight” labor market conditions, sticky “core” inflation data,
and relatively strong spending by the consumer. They have downplayed leading

6 Corelogic, 6/21/2022
7 Cato Institute, May 28, 2023
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indicators in the economy that have traditionally foreshadowed a recession and are
contained in The Conference Board’s Index of Leading Indicators. The Conference
Board highlighted the extreme readings of this index in their most recent report:

“The Leading Index has been in decline for fifteen months—the longest
streak of consecutive decreases since 2007-08, during the runup to the
Great Recession. Taken together, June’s data suggests economic activity
will continue to decelerate in the months ahead. We forecast that the US
economy is likely to be in recession from Q3 2023 to Q1 2024. Elevated
prices, tighter monetary policy, harder-to-get credit, and reduced
government spending are poised to dampen economic growth further.”8

In this report they mentioned deteriorating Capital Spending, Housing, Employment,
and Consumer Spending intentions (all of which are Current or Lagging Indicators) as
the source of the weakness.

There is a running debate about why the Fed would be focused on Lagging Indicators
rather than Leading Indicators. The Fed has a history of raising rates too far, for too
long and helping cause a recession. Alternatively, Wall Street analysts and experts
have a history of being too hopeful that the Fed will engineer a “soft-landing” by
raising rates just enough to quash inflation while avoiding a recession. The Fed’s
track record during the post-WWII period is quite poor and the current recessionary
indicators in the economy are at the more extreme end of the spectrum.

In fact, the Fed warned the public that their policies would lead to job loss and “pain”
last summer at the Jackson Hole Symposium and the Fed Economics staff recently
published a report in which they predict a recession in this year’s 4th Quarter.
However, “financial conditions” have remained quite easy, considering the magnitude
of the rate hikes and the recent bank failures that have led to more restrictive lending
conditions. The strength of the stock market in particular and to a lesser degree, the
resilience of the residential real estate market is primarily to blame for financial
conditions being of great concern to the Fed.

The Fed’s efforts to slow down the pace of rate hikes has led to a chorus on Wall
Street suggesting (alternatively) an economic soft landing or no landing at all. Still,

8 Conference Board, “LEl Fell Further in June” July 20, 2023
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the stock market has rocketed up primarily on the back of a small number of
companies that stand to benefit from Artificial Intelligence (Al). As was the case in
previous periods of transition from expansion to recession, the stock market has
rallied to approach a “double top” based on enthusiasm that the Fed “pause” would
lead to a new expansion in the economy and that the recession would be avoided.

Jay Powell and many other Fed Governors have expressed a commitment to keep
rates “higher for longer” until the “job is done” in terms of vanquishing inflation. This
suggests that they have grave concerns that inflation can come roaring back unless
they create financial conditions that are so tight that financial leverage in the system
comes down dramatically from current levels. | have referred to this in the past as
“taking the punch bowl away.” This is a quote from a former Fed Chairman in the
1950s (when punch bowls were common).® As long as the public remains of the
opinion that the asset markets go up in linear fashion, they will not leave the party
unless someone makes them. This is a big part of what the Fed has taken on as its
mission, even though it is something they would prefer not to articulate too strongly.
At the same time, it is reasonable to consider that one condition of a pause and the
eventual pivot to rate cuts is a cyclical bear market that sobers everyone up. This is
akin to Alan Greenspan’s “Irrational Exuberance” warnings back in the late 1990s. In
such a circumstance, it is possible that the Fed’s intention is to sacrifice a “soft
landing” in favor of a more powerful long-term inflation accomplishment.

Mike Wilson, Morgan Stanley’s Chief Investment Strategist, continues to anticipate
that the “profits recession” that we have been in for several quarters will intensify.'°
The stock market rally from the lows last fall has been accompanied by declining
corporate earnings combined with a dramatic increase in valuations. Although he
admits that his bearish call this year has been “wrong” so far, he makes the case that
profit declines are likely to persist. His focus is also on disinflation, in that
corporations are receiving lower prices for their unit sales. This is reducing revenues
and profits which he expects will worsen in dramatic fashion as the year progresses.
This leaves a fundamental case for the type of market decline that could impact the
Fed’s view of the inflation risks that remain.

9 St. Louis Fed, Fraser Blog, 3/2016
10 Michael Wilson, Morgan Stanley, Weekly Warm-up: Is Disinflation Now a Headwind? July 24, 2023
111BID, Podcast-Thoughts on the Market: Expanding Valuations in Equity Markets. July 25,2023
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The Bond Market

As mentioned at the top of this report, interest rates on long-term Treasury bonds
have been declining in irregular fashion (and prices have been increasing) since last
October. This is true of long-term municipal bonds too. However, during this 9-month
period, the Fed has been aggressively hiking short-term rates, causing the yield curve
to invert to unprecedented levels. The reason this inversion has occurred is that bond
market investors believe the more the Fed raises short-term rates the more likely it is
that we will have a recession (and possibly a severe one). If a severe recession
occurs, the Fed will be in a position to cut Fed Fund rates dramatically. The yield on
long-term bonds will drop commensurately. This bullish scenario for bond prices has
caused bond market participants to support the long end of the market in the face of
rising short-term rates. As the Fed gets closer to a definitive “pause”, long rates
typically accelerate their decline. The Fed will eventually cut rates in a recessionary
environment and that is typically the period where long bond yields drop the most.

The Fed has a dual mandate from Congress. It consists of “Stable prices and
maximum sustainable employment.” The Fed’s intentions for the long-term
implications of the “stable prices” part of their two-part mandate appears to take
precedence over the second part, (which is “maximum employment”) in the Jay
Powell Fed. In any case, the Fed has historically raised rates during tightening cycles
to the point of being forced to cut rates abruptly due to a recession appearing rather
than the “soft landing” that becomes consensus.'? In fact, in the post-WWII period,
there have been 14 Fed tightening cycles and so far, 11 have ended in recession
because they have gone too far. Current economic and financial conditions are more
common with those that did end in recession, particularly from the perspective of the
inverted yield curve and the decline in the Index of Leading Indicators. When
combined with the added downward pressure on inflation indicated by shelter costs
going forward, it is reasonable to expect that the Fed will be pausing well before year-
end and possibly cutting rates. This would, in turn support bond prices breaking out of
their sideways performance so far in 2023.

12 Rosenberg Research, Charts with Dave, June 2023
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The views expressed herein are those of the author and do not necessarily reflect the views of Morgan
Stanley Wealth Management or its affiliates. All opinions are subject to change without notice. Neither
the information provided, nor any opinion expressed constitutes a solicitation for the purchase or sale of
any security. Past performance is no guarantee of future results.

This report contains forward looking statements and there can be no guarantees they will come to pass.
The information and statistical data contained herein have been obtained from sources believed to be
reliable but in no way are guaranteed by Morgan Stanley as to accuracy or completeness. There is no
guarantee that the investments mentioned will be in each client's portfolio.

This material does not provide individually tailored investment advice. It has been prepared without
regard to the individual financial circumstances and objectives of persons who receive it. The strategies
and/or investments discussed in this material may not be appropriate for all investors. Morgan Stanley
Wealth Management recommends that investors independently evaluate particular investments and
strategies and encourages investors to seek the advice of a Financial Advisor. The appropriateness of a
particular investment or strategy will depend on an investor’s individual circumstances and objectives.

Equity securities may fluctuate in response to news on companies, industries, market conditions and the
general economic environment. Companies cannot assure or guarantee a certain rate of return or
dividend yield; they can increase, decrease or totally eliminate their dividends without notice.

Because of their narrow focus, sector investments tend to be more volatile than investments that
diversify across many sectors and companies.

Bonds are subject to interest rate risk. When interest rates rise, bond prices fall; generally the longer a
bond's maturity, the more sensitive it is to this risk. Bonds may also be subject to call risk, which is the
risk that the issuer will redeem the debt at its option, fully or partially, before the scheduled maturity
date. The market value of debt instruments may fluctuate, and proceeds from sales prior to maturity
may be more or less than the amount originally invested or the maturity value due to changes in market
conditions or changes in the credit quality of the issuer. Bonds are subject to the credit risk of the issuer.
This is the risk that the issuer might be unable to make interest and/or principal payments on a timely
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basis. Bonds are also subject to reinvestment risk, which is the risk that principal and/or interest
payments from a given investment may be reinvested at a lower interest rate.

Bonds rated below investment grade may have speculative characteristics and present significant risks
beyond those of other securities, including greater credit risk and price volatility in the secondary
market. Investors should be careful to consider these risks alongside their individual circumstances,
objectives, and risk tolerance before investing in high-yield bonds. High yield bonds should comprise
only a limited portion of a balanced portfolio.

Interest on municipal bonds is generally exempt from federal income tax. However, some bonds may be
subject to the alternative minimum tax (AMT). Typically, state tax-exemption applies if securities are
issued within one's state of residence and, local tax-exemption typically applies if securities are issued
within one's city of residence. The tax-exempt status of municipal securities may be changed by
legislative process, which could affect their value and marketability.

Duration, the most commonly used measure of bond risk, quantifies the effect of changes in interest
rates on the price of a bond or bond portfolio. The longer the duration, the more sensitive the bond or
portfolio would be to changes in interest rates. Generally, if interest rates rise, bond prices fall and vice
versa. Longer-term bonds carry a longer or higher duration than shorter-term bonds; as such, they
would be affected by changing interest rates for a greater period of time if interest rates were to
increase. Consequently, the price of a long-term bond would drop significantly as compared to the price
of a short-term bond.

The appropriateness of a particular investment or strategy will depend on an investor's individual
circumstances and objectives. Principal value and return of an investment will fluctuate with changes in
market conditions.

Investors should carefully consider the investment objectives and risks as well as charges and expenses
of mutual funds and exchange traded funds (ETFs) before investing. To obtain a prospectus, contact
your Financial Advisor or visit the fund company's website. The prospectus contains this and other
important information about the mutual funds and ETFs. Read the prospectus carefully before investing.

Investing in commodities entails significant risks. Commodity prices may be affected by a variety of
factors at any time, including but not limited to, (i) changes in supply and demand relationships, (ii)
governmental programs and policies, (iii) national and international political and economic events, war
and terrorist events, (iv) changes in interest and exchange rates, (v) trading activities in commodities
and related contracts, (vi) pestilence, technological change and weather, and (vii) the price volatility of a
commodity. In addition, the commodities markets are subject to temporary distortions or other
disruptions due to various factors, including lack of liquidity, participation of speculators and
government intervention. The views expressed herein are those of the author and do not necessarily
reflect the views of Morgan Stanley Wealth Management or its affiliates. All opinions are subject to
change without notice. Neither the information provided, nor any opinion expressed constitutes a
solicitation for the purchase or sale of any security. Past performance is no guarantee of future results.
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This material does not provide individually tailored investment advice. It has been prepared without
regard to the individual financial circumstances and objectives of persons who receive it. The strategies
and/or investments discussed in this material may not be appropriate for all investors. Morgan Stanley
Wealth Management recommends that investors independently evaluate particular investments and
strategies and encourages investors to seek the advice of a Financial Advisor. The appropriateness of a
particular investment or strategy will depend on an investor’s individual circumstances and objectives.

Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustration
purposes only and do not show the performance of any specific investment. Reference to an index does
not imply that the portfolio will achieve return, volatility or other results similar to the index. The
composition of an index may not reflect the manner in which a portfolio is constructed in relation to
expected or achieved returns, portfolio guidelines, restrictions, sectors, correlations, concentrations,
volatility, or tracking error target, all of which are subject to change over time.

For index, indicator and survey definitions referenced in this report please visit the following:
https://www.morganstanley.com/wealthinvestmentsolutions/

wmir-definitions
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