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Market Insights

Market Volatility Continues Leading up 
to Rate Hike

Overview1 

November was another turbulent month in the markets, with continued volatility 
and uncertainty around future Federal Reserve (Fed) rate hikes and global growth 
as 2019 approaches.

The dovish shift in Fed Chairman Jerome Powell’s tone during his speech on November 28 was hard for 
markets to digest as he described interest rates “just below the broad range of estimates for neutral,” following 
prior claims in September which indicated that the Fed still had far to go in the current rate cycle. The recent 
volatility in markets has investors concerned about the coming year and beyond, and questioning whether 
the economy is at its peak and a recession is on the horizon. 

Minutes from the Fed’s November meeting signaled that officials are adopting a more flexible approach 
to their gradual interest-rate increases. The minutes reinforced Powell’s comments from the previous day, 
suggesting that central bankers may be nearing the estimated neutral level. Investors will also look to the 
December Federal Open Market Committee (FOMC) meeting to get a feel for the Fed’s view on growth 
going forward as well as the future interest rate path.  

In the eurozone, European Central Bank (ECB) Chief Economist Praet said that “the end of net asset 
purchases is not tantamount to a withdrawal of monetary policy accommodation.” He also noted that there 
were “increasingly noticeable” headwinds for the eurozone economy. The ECB’s asset purchase program is 
still on track to end in December.

In the U.K., the Labour Party has said that it will propose a motion to bring down Prime Minister May’s 
government if the Brexit deal fails to get through parliament on December 11. All opposition parties 
currently say that they will reject the deal, as do the Democratic Unionist Party and about 100 members of 
the Conservative Party. The Bank of England has warned that Britain risks a bigger hit to its economy than 
during the global financial crisis a decade ago if it leaves the European Union (EU) in a “disorderly” manner 
in March 2019. The central bank said that Britain’s economy could contract by 8% in the space of about a 
year, compared to 6.25% in the crisis. This “disorderly” scenario is not viewed as the most likely outcome 
should Britain leave the EU without a deal; however, it does represent a realistic threat.

1 Source: Bloomberg L.P.
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Strategy
PRIME STRATEGY2

As widely expected, the Federal Reserve 
voted unanimously to leave its benchmark 
policy rate unchanged at the conclusion 
of the November 7-8 FOMC meeting, 
while repeating its outlook for further 
gradual rate increases. With expectations 
of an upcoming interest rate hike at the 
December FOMC, 3-month LIBOR 
ended the reporting period at a recent high 
of 2.74%, an increase of 18 basis points 
compared to the prior month-end. We 
continue to manage our portfolios from 
a conservative positioning standpoint, 
focusing on high levels of weekly liquidity 
and structuring our portfolios to help 
minimize interest rate risk that could arise 
from future interest rate hikes.

GOVERNMENT/TREASURY STRATEGY3

During the month of November, we 
continued to favor and add Treasury 

and agency floating-rate notes with 
limited investments in short fixed-rate 
agency debt. We expect another rate 
hike in December by the FOMC, and 
we continued to position the portfolios 
for a rising rate environment. Secured 
Overnight Financing Rate (SOFR)-
indexed issuance continued to grow in 
November. The Federal Home Loan 
Banks (FHLB) issued its first SOFR-
indexed floating-rate note, a total of 
$4 billion across 6-month and 1-year 
maturity tenors. The U.S. Treasury 
continued to add weekly net supply 
into the market, which helped elevate 
overnight repo rates on Treasury 
settlement dates. We continued to hold a 
large portion of the certain portfolios in 
short-term repurchase agreements.

TAX-EXEMPT STRATEGY2

At the short end of the curve, yields 
for variable rate demand obligations 

(VRDOs) increased during the month 
of November. The SIFMA Index,4 which 
measures yields for weekly VRDOs, rose 
from 1.61% at the beginning of the month 
to finish the month at 1.69%. Yields at 
the longer end of the municipal money 
market maturity range, on the other hand, 
trended lower during the month as market 
participants sought safety from market 
volatility and remained hesitant to invest 
in longer maturities due to concerns of 
further movement by the Fed toward 
tighter monetary policy. The Municipal 
Market Data One-Year Note Index5 
finished the month at 2.01%, down 0.06% 
from the prior month. We maintained our 
emphasis on high levels of liquidity and 
relatively short duration as we continued 
to watch how monetary policy unfolds and 
what impact the final tax reform changes 
may have on municipal yields.

DISPLAY 1
Monthly Interest Rate Summary
As of 11/30/2018

US TREASURY RATES YIELD (%) MOM CHANGE (%)

1M UST 2.30 0.12 

3M UST 2.34 0.02 

6M UST 2.52 0.03 

12M UST 2.68 0.02 

2Y UST 2.79 (0.08)

5Y UST 2.81 (0.16)

10Y UST 2.99 (0.16)

30Y UST 3.23 (0.16)

USD LIBOR CURVE

O/N LIBOR 2.17 (0.00)

1M LIBOR 2.35 0.04 

3M LIBOR 2.74 0.18 

Source: Bloomberg

2 The Portfolio will be required to price and transact in their shares at a floating net asset value (“NAV”) and will be permitted to impose a liquidity fee 
on redemptions or temporarily restrict redemptions in the event that the Portfolio’s weekly liquid assets fall below certain thresholds.
3 Government and Treasury Funds are Stable NAV funds
4 The SIFMA Index is issued weekly and is compiled from the weekly interest rate resets of tax-exempt variable rate issues included in a database 
maintained by Municipal Market Data which meet specific criteria established from time to time by The Bond Market Association. The index is unmanaged 
and should not be considered an investment. It is not possible to invest directly in an index.
5 Thomson Reuters Municipal Market Data (MMD) AAA Curve is a proprietary yield curve that provides the offer-side of “AAA” rated state general obligation 
bonds, as determined by the MMD analyst team. The “AAA” scale (MMD Scale), is published by Municipal Market Data every day at 3:00 p.m. eastern standard 
time with earlier indications of market movement provided throughout the trading day. The MMD AAA curve represents the MMD analyst team’s opinion 
of AAA valuation, based on institutional block size ($2 million+) market activity in both the primary and secondary municipal bond market. In the interest 
of transparency, MMD publishes extensive yield curve assumptions relating to various structural criteria which are used in filtering market information for 
the purpose of benchmark yield curve creation. MMD yield curves are available on a subscription basis from Thomson Reuters TM3.
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6 Weighted Average Maturity (WAM): The weighted dollar average maturities of all securities held within a 2a-7 fund. WAM is used as a measure of 
sensitivity to interest rate risk (the longer the maturity the greater the sensitivity). WAM is calculated by using the asset weighted days until maturity 
of securities in the portfolio calculated by using the lower of the stated maturity date or the next interest rate reset date. 

DISPLAY 2
Morgan Stanley Institutional Liquidity Funds (MSILF) Weighted Average Maturities (WAM)6
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Past performance is no guarantee of future results. This document 
represents the views of the portfolio management team. The 
authors’ views are subject to change without notice to the recipients 
of this document. It does not reflect the opinions of all portfolio 
managers at Morgan Stanley Investment Management and may not 
be reflected in other strategies and products that the Firm offers. 

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.

Current and future portfolio holdings are subject to change. The 
forecasts in this piece are not necessarily those of Morgan Stanley, 
and may not actually come to pass.

Please consider the investment objectives, risks, charges and 
expenses of the fund carefully before investing. The prospectus 
contains this and other information about the fund and can 
be obtained by contacting your financial professional, or by 
downloading a copy at www.morganstanley.com/liquidity. Please 
read the prospectus carefully before investing.

STABLE NAV FUNDS 
You could lose money by investing in the Fund. Although the 
Fund seeks to preserve the value of your investment at $1.00 per 

share, it cannot guarantee it will do so. An investment in the Fund 
is not insured or guaranteed by the Federal Deposit Insurance 
Corporation or any other government agency. The Funds’ sponsor 
has no legal obligation to provide financial support to the Fund, 
and you should not expect that the sponsor will provide financial 
support to the Fund at any time.

FLOATING NAV FUNDS 
You could lose money by investing in the Fund. Because the 
share price of the Fund will fluctuate, when you sell your shares 
they may be worth more or less than what you originally paid 
for them. The Fund may impose a fee upon the sale of your 
shares or may temporarily suspend your ability to sell shares if 
the Fund’s liquidity falls below required minimums because of 
market conditions or other factors. An investment in the Fund 
is not insured or guaranteed by the Federal Deposit Insurance 
Corporation or any other government agency. The Funds’ sponsor 
has no legal obligation to provide financial support to the Fund, 
and you should not expect that the sponsor will provide financial 
support to the Fund at any time.

The Tax-Exempt Portfolio may invest a portion of its total assets in 
bonds that may subject certain investors to the federal Alternative 
Minimum Tax (AMT). Investors should consult their tax adviser for 
further information on tax implications.

Morgan Stanley Investment Management is the asset management 
division of Morgan Stanley.

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


