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The Interest Rates Edition

2022 has been a year of “welcome back to normal” monetary policy...and global
stock and bond markets have spent the greater part of it downwardly adjusting to
this reality. Arguably, the fed kept rates at 0% for too long, which, by itself, had
created many market distortions. But, when you combine this with the
unprecedented fiscal policy that accompanied it, the resulting decades-high
inflation effectively forced their hand to move aggressively and the consensus is
that they have a “behind the curve” mindset.

Although inflation may have, in fact, peaked already, the U.S. Federal Reserve
appears determined to bring it back towards their 2% target. Their aggressive
hikes of the federal funds rate so far this year are solid evidence of their resolve
(see graph below). As you can see, the federal funds rate is at 15-year highs, well
off the zero bound we enjoyed since the Global Financial Crisis. However, we are
still well below the peaks seen in the 1980’s and 1990’s...interestingly, this period
was the last time we saw inflation rates like we’re experiencing currently.



Core CPl and the Federal Funds Rate

Look for Federal Funds Rate to Exceed Core CPI Inflation for the End to Tightening
Data as of November 2, 2022
Updated November 10, 2022
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The obvious questions for investors are when and at what rate will they stop
raising rates. Fed Funds futures currently predict a peak rate of just under 5% in
May 2023." Interestingly, the upper band could be very close to this level next
week if they continue their streak of 0.75% hikes. In my opinion, the futures
market provides a pretty reasonable outlook, as the Fed will likely only do a
0.50% hike on 12/14 and follow that up with a 0.25% hike in February and maybe
another one after that. So, for those investors looking out for “peak Fed”, it
appears to be in sight...but, does that mean that intermediate and longer term
rates have peaked?

Is There a Fundamental Value Level for the 10-Year US Treasury Yield?

During periods of normal monetary policy (i.e., pre-2008), investors typically
required a real rate (after inflation) of between 1% - 3% for the 10-Year US
Treasury Note. Using the current inflation rate of 6.3% (Core CPI), that would give
us a hypothetical yield of 7.3% — 9.3%, a long way from the current 10-Year level
of 3.57%.2 But, even if we assume inflation does moderate down towards the 3%
level, we would expect to see a yield on the 10-Year of between 4% — 6%. The
yield did get above 4% briefly in October but, | would expect it to go back above
again if we are truly getting back to a normal interest rate regime...and history
has shown us that going above 5% is also very possible, even if inflation eases
(see graph below).



Global Sovereign Rates

10-Year Sovereign Bond Yields
Daily Data as of September 15, 2022
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US Interest Rates vs. 4-Year Average Nominal GDP Growth

US 10-year Treasury Yield Vs. 4-Year Average Nominal GDP Growth
Treasury yield as of October 31, 2022; GDP as of September 30, 2022
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The other negative for bond prices (i.e., higher rates) is the combination of
continued budget deficits and the unwinding of Quantitative Easing (QE),
otherwise known as Quantitative Tightening (QT). The Fed can shrink its balance
sheet by almost $100 billion per month but, still has an enormous job ahead of it
given that the Fed has approximately $8.6 trillion of assets.® For reference, the



Fed’s balance sheet was around $4 trillion just before the pandemic response and
$1 trillion prior to the 2008-2009 crisis. This effective increase in bond supply
coupled with the $1.4 trillion budget deficit in the most recent fiscal year points to
lower bond prices and higher interest rates, in my opinion.*

So, how should investors position themselves in the fixed income sector? Given
that investors were harshly reminded this year that you can lose money in bonds,
it's important not to venture too far out the maturity curve, in my opinion. The
graph below shows that even a relatively benign 1% move in rates can lose you
8% in a 10-year bond and 17% in a 30-year bond. If | am right and the Fed Funds
will peak in 2023 while intermediate and longer-term rates continue to normalize
higher, then, the 2 — 4 year maturity range looks like the sweet spot to me
currently. As far as which sectors, most look reasonable, including certain
international areas, given the rise in interest rates this year...So, It really depends
on an investor’s risk tolerance. That said, | would avoid going too far down the
quality ladder in the high yield sector given the likelihood of slower economic
growth in 2023.

Impact of Duration? on Price Changes

Total Return Impact of a 1% Rise/Fall in Interest Rates
As of July 31, 2022
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See My Previous Investment Commentaries here:
https://advisor.morganstanley.com/benedict-mcloughlin-group

*Tactical Allocation Tilts in my Global Growth and Global High-Income
Model Portfolios (as of 12/1/22):

Overweight Underweight



Global Value Equities, Long/Short Equity | High P/E technology/growth stocks, U.S.
Strategies, Quality Dividend Paying Treasuries, Long-Term Fixed Income
Global Equities, Emerging Market
Consumer Equities, Total Return
Strategies, Shorter-term Corporate
Bonds

* These weightings do not consider each client’s unique profile, preferences and/or constraints and
therefore may not be applicable to you.

The Benedict-McLoughlin Group always strives to use sound judgment...at
every decision point.

We bring experience, credentials, and tenacity which we expect to continue to
enable us to help achieve our clients’ goals over time.
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The investments listed may not be suitable for all investors. Morgan Stanley Smith Barney LLC
recommends that investors independently evaluate particular investments and encourages investors to
seek the advice of a financial advisor. The appropriateness of a particular investment will depend upon an
investor's individual circumstances and objectives.



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.

Alternative investments often are speculative and include a high degree of risk. Investors could lose all or a
substantial amount of their investment. Alternative investments are appropriate only for eligible, long-term
investors who are willing to forgo liquidity and put capital at risk for an indefinite period of time. They may
be highly illiquid and can engage in leverage and other speculative practices that may increase the volatility
and risk of loss. Alternative Investments typically have higher fees than traditional investments. Investors
should carefully review and consider potential risks before investing.

Past performance is no guarantee of future results. Actual results may vary. Diversification does not assure
a profit or protect against loss in a declining market.

Alternative investments involve complex tax structures, tax inefficient investing, and delays in distributing
important tax information. Individual funds have specific risks related to their investment programs that will
vary from fund to fund. Clients should consult their own tax and legal advisors as Morgan Stanley Wealth
Management does not provide tax or legal advice.

Interests in alternative investment products are only made available pursuant to the terms of the applicable
offering memorandum, are distributed by Morgan Stanley Smith Barney LLC and certain of its affiliates, and
(1) are not FDIC-insured, (2) are not deposits or other obligations of Morgan Stanley or any of its affiliates,
(3) are not guaranteed by Morgan Stanley and its affiliates, and (4) involve investment risks, including
possible loss of principal. Morgan Stanley Smith Barney LLC is a registered broker-dealer, not a bank.

Actual results may vary and past performance is no guarantee of future results.

International investing may not be suitable for every investor and is subject to additional risks, including
currency fluctuations, political factors, withholding, lack of liquidity, the absence of adequate financial
information, and exchange control restrictions impacting foreign issuers. These risks may be magnified in
emerging markets.

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 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.

The individuals mentioned as the Portfolio Management Team are Financial Advisors with Morgan Stanley
participating in the Morgan Stanley Portfolio Management program. The Portfolio Management program is
an investment advisory program in which the client’s Financial Advisor invests the client’s assets on a
discretionary basis in a range of securities. The Portfolio Management program is described in the
applicable Morgan Stanley ADV Part 2, available at www.morganstanley.com/ADV or from your Financial
Advisor.

Holdings are subject to change daily, so any securities discussed in this material may or may not be
included in your account if you invest in this investment strategy. Past performance of any security is not a
guarantee of future performance. There is no guarantee that this investment strategy will work under all
market conditions. Do not assume that any holdings mentioned were, or will be, profitable.

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 suitable 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.

Chartbook Source: FactSet, Morgan Stanley Wealth Management GIC. (1) The cyclically adjusted P/E ratio
(CAPE), also known as Shiller P/E ratio, uses a 10-year average of inflation-adjusted earnings to value the
stock market. Historically, cyclically adjusted price-earnings ratios have led subsequent returns with a 10-
year lag. Recent price earnings levels suggest equity returns could be better going forward than they have



been over the recent past, assuming the statistical relationship holds. Standard deviation (volatility) is a
measure of the dispersion of a set of data from its mean. Past performance is no guarantee of future
results. Estimates of future performance are based on assumptions that may not be realized. This material
is not a solicitation of any offer to buy or sell any security or other financial instrument or to participate in
any trading strategy. Please refer to important information, disclosures and qualifications at the end of this
material.

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/wealth-investmentsolutions/wmir-
definitions
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