INVESTMENT MANAGEMENT Morgan Stan ley

Jim Caron on Bloomberg:
Fed Is on a Predictable Course to 3% March 16, 2017

Jim Caron, Managing Director
Global Fixed Income Team

The U.S. Federal Reserve (Fed) March Announcement: no surprises.

The Fed is on a predictable and charted course for three rate hikes per year (dot plots) until they reach their
destination of 3%. But the announcement did have some important nuances to note.

1. The Fed increased their confidence that they would hit their 2% inflation target.

2. However, they were careful not to signal an accelerated pace of hikes by noting that core inflation (PCE)
was below the 2% target, despite headline inflation being above 2% (what they referred to as having a
“symmetric” view on their inflation target).

R*: By holding the 3% long-term policy rate stable along with a 2% inflation target, the Fed implies that the
neutral equilibrium real Federal Funds Rate (R*) is 1%.

The implication of that is the recent Fed hike should be viewed as a removal of excess accommodation, not
a “tightening.” This is because the “real” Federal Funds Rate today (nominal less inflation) is ~ -75 bps to
~ -100 bps, which is still accommodative.

Investment implications

1. This rise in rates is still supportive of growth and risky assets.

2. The pace of Fed hikes should be orderly and predictable. We believe this means fixed income assets can
still produce positive excess returns despite rising rates.

3. Our preference is to construct portfolios with more credit exposure than interest rate exposure. Default
rates should fall as the economy improves, which will likely support credit. We will overweight assets to
construct a portfolio that exhibits what we believe to be winning characteristics for the current environment.
They are: i) assets with improving fundamentals, ii) attractive yields, iii) idiosyncratic factors the support their
price, and iv) assets with more credit rather than interest rate sensitivity.

4. We believe active management may be the best approach to investing in fixed income, as passive
management may become more risky as rates rise.

5. Assets we believe will perform best in a rising rate environment albeit, with greater risk, are: non-agency
residential mortgage-backed securities (RMBS) (more credit than rate sensitive), emerging markets (our top
pick is Mexico, a non-consensus view) and high yield, with a focus on middle-market issuers whose
performance is driven mainly by idiosyncratic factors rather than a rate cycle.
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market and interest rate risks. Certain U.S. government securities purchased by the Strategy, such as those issued by Fannie Mae and Freddie Mac,
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This communication is not a product of Morgan Stanley’s Research Department and should not be regarded as a research recommendation. The
information contained herein has not been prepared in accordance with legal requirements designed to promote the independence of investment
research and is not subject to any prohibition on dealing ahead of the dissemination of investment research.

This communication is only intended for and will be only distributed to persons resident in jurisdictions where such distribution or
availability would not be contrary to local laws or regulations.

There is no guarantee that any investment strategy will work under all market conditions, and each investor should evaluate their ability to invest for
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download one at morganstanley.com/im or call 1-800-548-7786. Please read the prospectus carefully
before investing.

Morgan Stanley Distribution, Inc. serves as the distributor for Morgan Stanley funds.

NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY LOSE VALUE | NOT INSURED BY ANY FEDERAL GOVERNMENT
AGENCY | NOT A DEPOSIT



Hong Kong:

This document has been issued by Morgan Stanley Asia Limited for use in Hong Kong and shall only be made available to “professional investors”
as defined under the Securities and Futures Ordinance of Hong Kong (Cap 571). The contents of this document have not been reviewed nor approved
by any regulatory authority including the Securities and Futures Commission in Hong Kong. Accordingly, save where an exemption is available
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