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Keep Those Emotions in Check  
  

Two thousand fourteen will likely go down as a year that 
fooled many smart investors who make their living by 
market timing. In fact, so far, doing nothing, staying 
invested and riding out the volatility has turned out to be 
the best course. Furthermore, while volatility increased this 
year, the reality is that it wasn’t extreme relative to an 
average year. It seemed volatile because many investors 
had become used to the very low volatility experienced 
under the Federal Reserve’s aggressive Quantitative Easing 
(QE) programs. This year simply saw a return to more 
normal market conditions as the Fed gradually exited QE. 
Yet, 2014 has been one of the most unloved bull markets in 
history by many professional investors. Why? 

After five years, many investors remain skeptical of this recovery because various 
central banks have launched QE programs much like that of the Fed. While QE is really 
just another monetary policy tool, it’s the extraordinary scale that has made investors 
nervous and concerned about unwinding these policies—and the Fed’s exit from two 
earlier rounds of QE resulted in significant market corrections. So, why don’t we think 
QE3 will lead to the same result?  

Our view is that QE3 was distinctly different from QE1 and QE2 because it was 
open-ended, while the other programs were finite in both duration and size. As a result, 
the end of QE3 could only be triggered by the Fed’s determination that the economy 
was on a self-sustaining path and could handle it. In this sense, QE3 was more like 
traditional monetary policy that is turned on and off by the economic data and 
trajectory. This is why the economy and stock market has not rolled over like it did at 
the conclusion of QE1 and QE2—both were ready for the withdrawal.  

Successful investing is determined by many variables. However, the greatest 
determinant of success might be one’s ability to control his or her emotions and not 
overreact. Corrections are born of complacency and end in fear. The most recent 
correction in October is one that ended in extreme fear around the Fed’s exit from QE, 
among other things. That extreme risk aversion is what set the stage for the strong rally 
we are enjoying now. The good news is that we are not yet at overly complacent 
sentiment readings. This suggests there is still more room for global equity markets to 
rise. At the same time, this is probably not the moment to overreact on the upside. n 
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n an investing world increasingly 
focused on speed and short-term 

catalysts, a discussion of the next decade 
might seem dangerously out of place. Still, 
a 10-year view lends valuable perspective 
on the trend line markets around which 
markets oscillate. After rigorous and 
extensive analysis, our conclusions deliver 
a sobering message: Investor expectations, 
everywhere, need to be revised lower 
because total returns during the next 10 
years will likely be low relative to the 
experience of the past 30 years. Here are 
our findings: 
· A simple balanced portfolio of 60% 

US equities and 40% 10-year US 
Treasuries may produce expected 
returns of 4.8%—2.9% in real, or 
after-inflation, returns—versus the 
long-run averages of 8.6% and 4.9%, 
respectively. 

· Equity returns, as measured by the 
S&P 500, are expected to average 
6.1% per year for the next 10 years. 
True, they are low versus history, but 
part of that is lower expected 
inflation. The other reason is that 
profit margins have been above 
average, and we assume they will 
eventually normalize, thus lowering 
expected return. 

· Government bond nominal returns 
look the worse, too. Our forecast for 
the US Treasuries is just 3.0% per 
year in nominal returns and 1.1% in 

real returns. This is about half that of 
the long-term averages.  

· Corporate bonds have the same yield 
problem as government bonds but 
produce better returns and look a bit 
more competitive with stocks. 

Estimating Equity Returns. For equity 
returns, we decompose expected returns 
into three components: income, earnings 
growth and repricing (see table, page 3). 
Historically, income from equities came in 
the form of dividends, as US companies 
paid roughly 50% of their earnings to 
investors in the 1940s through 1980s. Over 
the past 20 years, managements have taken 
down payout ratios in favor of buybacks. 
Reflecting the increased buybacks, “total 
yield,” or dividend plus repurchase yield, 
is back near the average levels of the 
1970s when interest rates were materially 
higher. We assume investors over any 10-
year period receive 50% of earnings 
directly, either as buybacks or dividends. 
This is close to the long-run average. 

Earnings growth is a combination of 
inflation and “real” earnings growth—that 
is, growth after inflation. The S&P 500’s 
annualized rate of real earnings growth for 

the past 60 years is 2.1%; the rate for the 
past 30 years is 3.7%. Given our belief that 
the next 10 years could be more like the 
longer period, we take the 2.9% average of 
the two growth rates as our base case for 
real earnings-per-share (EPS) growth.  

Real earnings growth can be above or 
below that forecast at any given time. 
Since this tends to normalize over time, 
some level of reversion to the mean should 
be assumed for a given 10-year period. Of 
course, earnings are highly dependent on 
profit margins and, now, margins are 
elevated relative to history. Still, in our 
view, about two-thirds of the elevated 
margins are structural and unlikely to 
dissipate in the next 10 years. Thus, we 
built into the forecast the assumption that 
earnings will retrace by about one-third 
toward the trend. To estimate the nominal 
earnings growth, we add some measure of 
inflation. The current market expectation 
for 10 years forward is 1.9% based on the 
trading of inflation-indexed securities 
(TIPS) and we average long-run inflation 
in periods before TIPS trading.  

Repricing means price/earnings 
multiple applied to earnings. While we 
don’t think we can forecast P/Es on a 
short-to-intermediate-term horizon with 
any consistency, we do think forecasting 
mean reversion from even these slightly 
elevated levels is prudent for a 10-year 
investment horizon.  

The 10-Year Outlook: 
Lower Your Sights  
 

I 

MS & Co. Estimates Lower Returns for All US Asset 
Classes During the Next 10 Years 

Note: Averages for the S&P 500 and US Treasuries cover period from 1950 to present. Portfolio 
is assumed to be 60% S&P 500 and 40% 10-year US Treasuries. 
Source: Morgan Stanley & Co. Research as of Oct. 27, 2014  

  MS & Co. 
Estimate   Average   MS & Co. 

Estimate   Average

S&P 500    6.1% 10.4%    4.2%    6.7%
10-Year US Treasury 3.0   5.8% 1.1 2.1
Investment Grade 3.1   7.6% 1.2 5.0
High Yield 3.5   9.3% 1.6 6.7
Portfolio    4.8%   8.6%    2.9%    4.9%

  Total Return   Real Return
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Estimating Bond Returns. With 
bonds, the fixed nature of payouts lends 
itself well to long-run forecasts. Although 
there is uncertainty over the future path of 
yields, we take comfort in the idea of 
“return convergence;” that is, starting yield 
generally dominates returns over a long-
term horizon. If one maintains a relatively 
constant duration over time—as most bond 
indexes do—these components offset each 
other. Initial price losses from rising yields 
are offset later by higher carry, or income 
payments, while the opposite is true as 
rates rally. Another important concept is 
‘‘rolldown.” Yield curves typically are 
upward sloping, which means the longer 
the maturity, the higher the yield. The 
passage of time supports lower yield levels 
and higher bond prices.  

Finally, default risk comes into the 
calculations. Defaults for the past 30 years 
translate into losses of about 15 basis 
points per year for US investment grade 
bonds and 305 basis points for high yield 
credit. The durations of the investment 
grade and high yield portfolios are usually 
lower than that of Treasuries, so the return 
convergence should work faster. However, 
one-off shocks late in the cycle can still 
impact returns. For example, bonds issued 
between 1998 and 2000 were affected by 
an extremely severe default cycle that did 

not provide enough time to recoup losses 
through ultimately higher yields.  

Asset Allocation Takeaway. It is 
important to distinguish between equities 
being cheap relative to bonds and equities 
being cheap on an outright basis, which 
can often be conflated. Equities are now 
cheap relative to bonds, and the difference 
between our expected returns for equities 
and 10-year Treasuries is positive and 
much better than at most points in the past 
decade. However, on an even longer-run, 
60-year horizon, it is just below average. 
Our nominal equity return forecast is in 
the lowest quartile of history, and 
forecasted bond returns are in the lowest 
decile.  

While investors could—and should—
lower their expectations, it is more likely  

they will look for alternative ways to 
increase their returns. It won’t be easy. US 
high yield offers much lower returns at the 
richest relative levels since the early 
1990s, but given most investors’ volatility 
and risk constraints, the solution can’t 
always be to buy more equities. Further 
flows into securitized credit, non-US 
assets and alternative investments are one 
likely result. In our view, assets offering 
4% to 6% with less volatility and less 
portfolio correlation than US equities will 
be prized, even if such returns used to look 
rather pedestrian. n 

 
Also contributing to this piece were 

Phanikiran L. Naraparaju and Serena 
Tang, CFA of Morgan Stanley & Co. 
Research.  
 
  

Deconstructing Equity Forecasts and Returns Shows 
the Impact of Lower Inflation 

 *Annual average for S&P 500  
Source: Bloomberg, Morgan Stanley & Co. Research as of Oct. 27, 2014 

10-Year Estimate* Historical Return*
Income  2.8%   3.3%
Earnings Growth  3.8%   6.3%

Inflation  1.9%   3.7%
EPS Growth  2.9%   2.1%
Margin Expansion -1.0%   0.5%

Repricing -0.5%   0.9%
Return  6.1% 10.4%
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n meetings with our clients and 
Financial Advisors, both express their 

concerns about the markets, and these 
discussions inevitable give rise to at least 
one big question. A few years ago, the 
concern was that the Federal Reserve’s 
Quantitative Easing policy would lead to 
inflation, and so the question was, “How 
much gold should I own?” Last year, it 
was about rising interest rates and, 
therefore, “How can I protect my bond 
investments?” Now, sluggish global 
growth is the issue, which leads to the 
question, “Why own anything except the 
S&P 500 in my equity portfolio?” 

TREND REVERSAL. One thing we have 
learned over the past few decades is that 
when popular opinion gets this strong on 
any one topic, the trend is close to having 
run its course. Does this mean the S&P 
500 is no longer a good place to invest 
and/or is about to have a major correction? 
Not at all. Instead, we think it means that 
non-US equities are likely to perk up, and 
perhaps even outperform the S&P 500. 
While it’s difficult to know exactly when 
this will begin, the Japanese equity 
market’s recent run may be the beginning 
of this trend.  

To support this case, let’s look at the 
data. First, notice how dramatic the S&P 
500 outperformance has been and put it in 
the context of prior periods (see table). 
Those big relative-performance swings 
between the S&P 500 and developed 
international markets, as represented by 
the MSCI EAFE Index, are more the norm 

than one might think. Between Nov. 30, 
2007, and Oct. 31, 2014, the S&P 
outperformed the MSCI EAFE by 58.4%, 
while, in the seven years prior to that, the 
MSCI EAFE beat the S&P by nearly the 
same, at 60.5%.  

CATALYTIC ACTION. The seven-year 
span of these past two cycles is likely 
coincidence. Going back to the early 
1970s, the cycles have been as short as 
two years or as long as 11, meaning 
market movements can remain extreme for 
a long time. So, what gives us confidence 
this is likely to move the other way in the 
near term? First, in Japan a catalyst arrived 
two weeks ago, with the Bank of Japan 
(BOJ) and the massive public pension fund 
working in concert to stimulate the econ-
omy and the equity markets. Specifically, 
the BOJ has increased its already sizable 
QE program by 25%, which will allow 
Japan’s Government Pension Investment 
Fund to move a large part of its massive 
bond position to stocks without a major 
disruption in the Japanese bond market. 
This shift in pension-fund policy will 

provide a consistent buyer of Japanese 
equities for the next several years—
something that has been absent for the past 
two decades.  

Of course, Europe has long suffered 
from a lack of earnings growth, but the 
weakening of the euro—to €1.24 to the 
dollar now from €1.39 just six months 
ago—may be a powerful booster shot for 
the ailing Euro Zone. The magnitude of 
this currency shift would benefit European 
exporters and would hurt their US 
competitors. In past periods of euro 
weakness, currency moves of this order 
have led to an improvement in equity 
performance with a six-to-12-month lag. 

BETTER FORECASTS. Now, earnings 
forecasts are picking up, even for Europe. 
The rate of change on the breadth of 
earnings revisions in Europe and Japan is 
now accelerating more rapidly than in the 
US. This is not surprising given how much 
earlier we are in the European and 
Japanese recoveries. Nevertheless, it is 
supportive of these equity markets, 
particularly on a relative basis. In the case 
of Japan, earnings are also growing much 
faster than in the US—an added benefit. If 
these trends remain in place into next year 
as we expect, investors should take notice. 
A year from now, the big question may be, 
“Why own anything but the EAFE Index 
in my equity portfolio?”n  

 

US Stocks Look Good; 
Japan, Europe Even Better 
 

I 

S&P 500, MSCI EAFE Take Turns Outperforming 

Source: Bloomberg as of Oct. 31, 2014 

  From   To   Outperformer      By

  Apr. 30, 1971   Mar. 30, 1973   MSCI EAFE 62.2%

  Mar. 30, 1973   Oct. 31, 1976   S&P 500 30.5

  Oct. 31, 1976   Oct. 31, 1980   MSCI EAFE 90.0

  Oct. 31, 1980   Oct. 31, 1982   S&P 500 34.1

  Oct. 31, 1982   Feb. 28, 1989   MSCI EAFE 409.4

  Feb. 28, 1989   Aug. 31, 2000   S&P 500 490.6

  Aug. 31, 2000   Nov. 30, 2007   MSCI EAFE 60.5

  Nov. 30, 2007   Oct. 31, 2014   S&P 500 58.4
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or the past two years, Japanese Prime 
Minister Shinzo Abe has been 

pursuing an aggressive “three arrow” 
program to end 15 years of deflation and 
economic drift. “Abenomics” has had 
some success in the economy and much 
more in the stock market, so the Nov. 17 
announcement that the Japanese economy 
contracted 1.6% in the third quarter was an 
unexpected shocker. The Tokyo Stock 
Exchange Index (TOPIX), up 83% since 
the advent of Abenomics, took a nearly 
2.5% hit (see chart). 

That loss was largely reversed the next 
day, after Abe took swift action. The 
prime minister dissolved the Diet and set a 
new election for Dec. 14, with the hopes of 
strengthening his hand politically and 
making it easier to implement key reforms 
in corporate taxes, agriculture, social 
security and the labor markets. 
Importantly, he postponed until April 2017 
the consumption-tax increase that was set 
to go into effect next October; the increase 
that went into effect April 1 was thought to 
have triggered the slowdown. 

BETTER DATA. Though the GDP miss 
is disappointing, we note that GDP is 
backward-looking and the dip was driven 
largely by shrinking inventories, which is 
a phenomenon that should be expected 
given the large build-up since the April tax 
hike. More timely economic indicators, 
such as industrial production and machine 
orders, have actually come in ahead of 
expectations, painting a different picture—
and, given recent retail sales data, this 

inventory decline could be good for 
growth going forward as businesses will 
have to boost production if demand picks 
up.  

The other reason to question the recent 
GDP number is, with the third-quarter 
earnings reporting season nearly complete 
in Japan, the companies in the TOPIX are 
on track for nearly 20% year-over-year 
profit growth. That’s a far cry from a 
recessionary environment. What’s more, 
the trend in revisions of future earnings is 
strongly positive, aided by the continued 
decline in the yen. A weaker currency is 
one of the major pieces of Abenomics.  

On the valuation front, we believe 
Japanese equities are attractive. The 
TOPIX trades at 14 times 12-month 
forward earnings estimates and 1.3 times 
price/book value. In 1997, the last time a 
consumption-tax hike rocked the Japanese 
markets, the TOPIX traded at 30 times 
earnings and 2.1 times book value. 

 
 
 
 
 
 
 

CENTRAL BANK ACTION. We also note 
that the Bank of Japan has been aggressive 
in its efforts to lift Japan’s fortunes. Given 
the disappointing GDP report, the central 
bank is likely to press even harder with its 
“Qualitative and Quantitative Easing” 
plan. This includes more than ¥80 trillion 
($700 billion) in annual net purchases, 
which include Japanese government 
bonds, exchange-traded funds and real 
estate investment trusts.  

Let’s also not forget the massive asset 
allocation changes ahead. Japan’s 
Government Pension Investment Fund, the 
world’s largest pension fund, plans to 
increase its holdings in domestic equities 
to 25% from 12%. We believe this could 
lead private investors in Japan to follow 
suit, driving further flows to the equity 
market. All told, this is not the time to be 
bearish on Japan. n 
 
 

Abe’s Policies Have Bolstered Japanese Stocks 

 Source: Bloomberg as of Nov. 28, 2014 

Trying to Get Abenomics 
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or the past 30 years, US consumer 
spending has averaged a 3.0% annual 

growth rate, according to the Bureau of 
Economic Analysis. Even with the 
lingering effects of the financial crisis, we 
think the five-year outlook is just shy of 
that mark—at 2.9%. Importantly, this view 
is based on continued improvement in the 
labor market and rising home values. We 
think consumer demand for debt should 
increase in coming years, but through 
2017 it will track below the growth rate of 
nominal GDP, held back by an aging 
population, stricter access to credit and a 
more prudent consumer.  

Beginning around 2015, we believe 
spending will begin to skew toward a 
younger consumer who is less burdened by 
debt and places a greater emphasis on 
mobility—the so-called Millennials. As 
the children of the Baby Boomers, the 
Millennials are entering their prime 
working and earnings years. Not 
surprisingly, they are entering typically 
peak spending years, too. We believe the 
sheer number of Millennials in the US 
population will importantly shape the 
consumer landscape for decades to come. 
In the broadest sense, we believe they will 
support purchases of motor vehicles, 
personal services, apparel, restaurant 
meals, hotel stays and, of course, cellular 
services (see chart). 

NO LONGER VALUE. Does this mean 
consumer stocks are a buy? Some 
investors have argued it all comes down to 
the interest rate cycle. As rates are likely 

to head higher, the consumer-discretionary 
sector's strong multiyear performance has 
ended, with all cohorts of consumer 
companies having generally trended higher 
in the past five years. Now only 9% of 
consumer discretionary companies are in 
our value universe—the lowest share ever. 
We think what matters is whether the 
Federal Reserve surprises the markets with 
a sooner-than-expected rate hike or one 
that has been well telegraphed. Consumer 
stocks are more idiosyncratic than other 
parts of the market, so we don't buy the 
view that all these stocks will move 
together. However, they have some 
common elements: 

● Similar Growth Rates. Sales growth 
in the past few years has been less volatile 
than in prior years. Industry groups such as 
apparel, restaurants and leisure, as well as 
specialty and nonspecialty retail, are 
growing at more similar rates today than 
they have historically. After all, sales 

growth is tied to credit growth, which we 
think will be slow and steady, resulting in 
low and similar sales growth across the 
consumer discretionary sector. 

● Similar Movement in Multiples. 
The long-term correlation between 
changes in the price/forward earnings 
multiples for apparel, restaurants and 
leisure, nonspecialty retail and specialty 
retail is 0.7, meaning multiples tend to 
expand or contract for all consumer stocks 
at the same time, but at slightly different 
rates. This has been particularly true in the 
past few years, in which the correlation 
has risen to 0.8.  

● Narrow Dispersion of Returns. The 
dispersion of returns for consumer stocks 
is at an all-time low, meaning many 
consumer stocks are trading more 
similarly to each other today than in any 
prior period. 

● Tailwind From Cheaper Energy. 
Lower oil prices are generally a positive 
for this sector as consumers spending less 
on gasoline can spend more elsewhere. 
The relationship is statistically significant 
for specialty retail, multiline retail, hotels, 
restaurants and leisure companies. 

UPWARD REVISIONS. Given the similar 
growth rates and multiples throughout the

Consumer Stocks: Here 
Come the Millennials 
 

F 

How 25-to-34-Year Olds Differ in Their Spending 
Preferences From All Consumers  

*Net outlay; Consumer Expenditure Survey does not include a 25-39 bucket so we show the 25-
34 age range. 
Source: BLS, Morgan Stanley & Co. Research as of Nov. 18, 2014 
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sector, investors need to seek companies 
for which analysts are revising their 
earnings upward. Among the more than 80 
factors that we tested, up-to-down earnings
revisions are the single most effective 
predictor of subsequent return for 
consumer stocks.  

We also try to identify stocks where our 
analyst’s forecast for long-term earnings 
growth is different from the consensus 
outlook. In this light, we believe 
restaurants, hotels, home improvement, 
do-it-yourself auto, retailers of organic and 
healthy foods, home furnishings and 
branded apparel will do better than select 
apparel retailers, consumer electronics, 
office supply and regional gaming 
companies. 

DEMOGRAPHIC PLAY. We also look for 
the demographic tailwind. As consumers, 
Millennials do behave differently from 
their parents. They use technology for 
price discovery, shrewdly seeking value in 
whichever channel, store or online retailer 
offers the best deal. Online retailers are 
natural for this group, and online gaming, 
too. They are also more interested in 
eating healthier, with a preference for fast 
casual dining as opposed to fast food, as 
well as retailers of healthy and organic 
foods. The Millennials also work out more 

than others, which creates opportunity for 
companies that offer products and services 
to meet that demand.  

Finally, mergers and acquisitions 
(M&A) could boost prices in the consumer 
discretionary sector, too. True, the number 
of companies in our custom consumer 
index receiving tender offers—that is, deal 
intensity—has remained well below long-
term averages of late (see chart). However, 
given the pickup in overall M&A activity, 

we believe there will be increased deal-
making in consumer industries, especially 
supermarkets, dollar stores and nonapparel 
retailers. n  

 
Also contributing to this piece were 

John Glass, Kimberly Greenberger, 
Simeon Gutman, Jay Sole, Vincent Sinisi 
and Thomas Allen of Morgan Stanley & 
Co. Research. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

Given the Low Level of Mergers and Acquisitions 
Activity in Consumer Stock, We Expect an Increase 

 
Source: Thomson Reuters, Morgan Stanley Research as of Sept. 30, 2014 
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ecent volatility has retreated 
considerably from the heightened 

levels witnessed during the broad market 
downdraft in early October and, con-
sequently, the performance of stocks and 
most sectors of the bond market has 
improved. Yet the broader high yield and 
BBB-rated corporate bond indexes have 
lagged as security-specific risks in the 
energy-related sectors, coupled with a 
heavy primary calendar, have drained 
liquidity and pushed spreads wider.  

An analysis of the index constituents 
reveals a different performance picture and 
demonstrates how selectivity and 
diversification may help investors navigate 
challenging markets. We remain 
constructive on the high yield and BBB-
rated bonds at current valuations, given the 
benign default-rate environment and 
subdued inflation. While some have 
speculated that the underperformance of 
the lower-quality issues means that 
investors are reducing risk for a litany of 
reasons—valuation, slow global growth 
and the march toward Federal Reserve 
tightening—we believe much of the 
divergence has been about sector 
weightings within the indexes and a full 
calendar of new issues. 

BELOW THE SURFACE. Looking only 
at index average performance across the 
high yield sectors, the recent performance 
of bonds appears relatively unattractive. 
Yet, below the surface, there is a different 
picture. Oil and commodity-related issues, 
which account for 21% of the Barclays US 
Corporate High Yield Index, have posted 
significant losses recently, which have 
dragged down overall returns (see chart). 

In contrast, many sectors, such as real 
estate investment trusts, airlines and 
utilities, have been posting positive results.  

The returns for investment grade sectors 
have followed a similar pattern. In fact, 
recent diverging sector performance has 
been particularly acute despite solid results 
for the Barclays Aggregate US Bond 
Index. Corporate performance, a large 
portion of the index, has ranged from plus 
six basis points to down 60 basis points.  

Specifically, BBB-rated bonds, the 
bottom rung on the investment grade 
ladder, have been the greatest drag on 
index performance. The majority of the 
index posted positive returns, led by 
higher-quality sectors. Agency mortgage-
backed securities and commercial 
mortgage-backed securities, for example, 
offer attractive yields without corporates’ 
security-specific risk. 

HEAVY ISSUANCE. A significant factor 
affecting the recent performance of the 
bond market is the robust primary  

 
 
 
 
 
 
 

calendar, which appears to have diverted 
investor attention from the secondary 
market, thereby widening spreads. Year to 
date (through Nov. 28), $347 billion of 
new high yield and $1.1 trillion in 
investment grade securities have come to 
market. This compares with $339 billion 
and $980 billion, respectively, during the 
same period last year. With just a few 
weeks left in 2014, we see an active 
pipeline with about $50 billion of 
investment grade new issuance and 
approximately $15 billion of high yield 
new issuance, which could prove to be a 
challenge. Still, we anticipate market 
liquidity to improve as new supply is 
digested. n 
 
 

 
 
 
 
 

Lesser-Quality Issues Lag 
in Bond Market Rebound  
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Breaking Down the Performance of High Yield Bonds 

Source: Bloomberg as of Nov. 25, 2014 
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JOHN DILLON  

Chief Municipal Bond Strategist 
Morgan Stanley Wealth Management 

t has been a strong year for municipals, 
albeit one that recently began to exhibit 

substantial volatility. The finish line is 
now in sight, but we're not there just yet. 
The municipal bond market often slows 
during the final two weeks of the year. 
With impressive year-to-date gains of 
more than 8% (see chart), fueled in part by 
a decline in interest rates, some market 
participants may wish they could close the 
books now. Still, we believe that 
individual investors should be paying 
close attention and remain engaged 
because there is opportunity ahead. 

Municipal bond issuers have had a good 
year, too, as declining interest rates made 
it attractive to sell new bonds and 
refinance existing paper. We expect robust 
bond issuance to continue into mid 
December and not pick up again until mid 
January, when additional refunding 

candidates come into play.  
Should institutional investors step back 

from the market, say, to protect year-to-
date gains, while issuers are still trying to 
complete their financings, it could provide 
individual investors with an opportunity to 
purchase bonds at attractive levels. 
Temporary periods of outsized issuance, 
such as an expected $14 billion in the 
week of Dec. 1, could also challenge the 
primary market. Depending on the timing 
and magnitude of the calendar, upcoming 
new issues could represent value not seen 
in months.  

Although our largely rate-based 
cautious view is still in place, Morgan 
Stanley & Co. interest rate strategists 
recently lowered their base-case targets for 
the 10-year US Treasury to 2.40% for the 
year’s end, 2.50% for the close of the 
second quarter of 2015 and 2.70% for the  
end of third-quarter 2015. If these 
forecasts come to fruition, the mild and  

 
 
 
 
 
 

gradual drift higher in yields should be 
healthier for the bond market versus the 
taper-driven upheaval of 2013. 

Still, we see interesting tactical 
opportunities in December. Investors 
should consider selling weaker credits and 
low-coupon structures, as the strong bond 
market, along with equity market gains, 
can offset losses. Such transactions should 
be executed sooner rather than later. Year-
end tax-driven swaps can also be executed 
open-ended, with the sell side earlier and 
the buy side later. 

Our current strategy for individual 
investors centers on a barbell approach 
that combines four-to-nine-year bonds 
with 20-year paper, adds floating-rate 
notes and focuses on above-market, 5%-
or-greater coupons, which, together, 
should achieve a short-duration bias. 
Despite remaining details from the Detroit 
and Stockton municipal bankruptcies—
both negative for broad muni credit—we 
continue to see a trend of improvement 
nationally and continue to advocate 
general-obligation (GO) bonds rated mid 
A and essential-service revenue bonds 
rated mid BBB. We are also comfortable 
with all state-level GOs and state-level 
appropriated paper. n 
  

Opportunity  
Knocks  
 

I 

A Strong Year for the Muni Bond Market  

Source: Thomson Reuters MMD as Nov. 25, 2014 
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JEREMY FRIESEN  

Commodity Desk Analyst  
Morgan Stanley & Co. 

old has been a currency since the start 
of human history—and it has had a 

surprisingly tight relationship with the 
price inflation of goods and services. The 
data show gold prices may stray from 
inflation in the short term, but the two 
inevitably reunite. Indeed, using estimated 
prices and inflation from the UK, this 
relationship can be traced back 900 years. 
While gold, at today’s $1,167 an ounce, 
may seem high relative to inflation, in 
terms of how much gold it takes to 
purchase a basket of consumer goods, it is 
about the level of the late Middle Ages. 
Priced in US dollars against US inflation, 
gold has also followed the same path.  

Gold’s tie to inflation is based on its 
link to monetary policy and, thus, 
economic growth and inflation. When 
nations operated on the gold standard, 
supply/demand for gold was tied to 
economic growth. If growth was 
accelerating while gold’s supply growth 
was stable, then prices would fall relative 
to gold, which was effectively a tight 
monetary policy. Gold could then buy 
more goods and services, which in turn 
incentivized gold production—or, through 
much of history, acquisition via violent 
means—thereby increasing the money 
supply. As gold supply rose, it would 
become less dear relative to goods and 
services again, and vice versa.  

PAPER-CURRENCY WORLD. Now gold 
is valued in terms of a respective currency 
like the US dollar rather than in goods and 
services. The long-run gold price should 
thus be more related to the relative supply 
and demand of the relevant currency. In a 
fiat-currency world, money-supply growth 

should reflect nominal economic growth. 
Since the US created the Federal Reserve 
in 1913, the average growth of gold value 
—aboveground gold supply and gold 
price—money supply and nominal growth 
have been similar (see chart). Gold value 
should be more directly related to money 
supply and only indirectly tied to inflation 
and real economic growth. Gold and 
inflation may move together over a short 
period based on speculation or sentiment, 
but the long-run relationship will depend 
on the gold supply and the link between 
money supply and nominal economic 
growth. 

As a commodity, gold is hard to 
forecast, perhaps because it behaves more 
like a currency. As a currency, it often 
moves strongly from one short-term theme 
to another and can drift significantly away 
from what would be suggested by 
fundamental supply and demand. This 
reflects the significant available supply 
relative to incremental mine production, 
and increases the importance of the price 

sensitivity and market perceptions of those 
who hold this supply, be it in jewelry, 
investments or official reserves.  

BEARISH THEMES. The recent surge in 
US money supply and tightening mine 
production suggests that gold prices are 
below their money-supply fair value. 
However, the stronger US economy drives 
important, albeit related, bearish themes: 
relatively tighter monetary policy, an 
appreciating dollar and falling inflationary 
pressures via lower import costs. On the 
other hand, expansionary monetary policy 
outside the US is expected to both reduce 
US monetary-policy influence and add 
currency competition, which is helpful for 
gold prices.  

As long as gold continues to provide the 
benefits of a currency—a medium of 
exchange, unit of account and store of 
value—it should remain a competitive 
currency and anchored long term to the 
relative supply of the currency in which it 
is expressed. In the long run, the supply 
growth of the dollar should remain at least 
as high as nominal growth—about 2% 
inflation plus and estimated real growth of 
about 3%. Thus, with mines increasing 
supply by only 1.5% a year, the metal has 
long-term appreciation potential that 
should mirror long-term inflation trends if 
gold continues to track money supply. n

 

Gold and Inflation— 
It’s Complicated 
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Gold Value Has Tracked Money Supply  
and Demand Growth 

 
*Compound annual growth rate 
Source: Bloomberg, Morgan Stanley & Co. as of Nov. 14, 2014 
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ven though the S&P 500 has tripled 
since the March 2009 bottom, Rick 

Golod, director of Global Investment 
Strategies for Invesco, remains bullish on 
the US. Since World War II, he says, the 
average economic cycle has lasted 20 
quarters and, technically, the US is past 
that point—but Golod also notes that every 
economic recession ended when real estate 
bottomed. In the current cycle, real estate 
didn't bottom until the second quarter of 
2012. Golod concludes, “I think we're 
actually in the eighth or ninth quarter of a 
20-quarter cycle.” He recently shared this 
and his broader views on the US and on 
global markets with Mike Wilson, chief 
investment officer of Morgan Stanley 
Wealth Management. The following is an 
edited version of their conversation. 

MIKE WILSON (MW): What are your 
broad thoughts on the global economic 
recovery and the best investing 
opportunities over the next six to 12 
months? 

RICK GOLOD (RG): I favor the 
developed markets over emerging markets 
because I see noninflationary growth, 
accommodative monetary policy and low 
interest rates. When I look at emerging 
markets, it's the exact opposite. Although 
inflation may be falling in some countries, 
there are certainly some with inflationary 
policies. I'm more country-specific in 
emerging markets. 

As I look at the world, I've been bullish 
on the US for quite some time and I'm 
even more bullish now. What's interesting 
is when the S&P 500 posts positive 
performance in the third quarter, [as it 
did], the fourth quarter has been positive 
82% of the time. The exception is in 
midterm-election years, when there is an 

incumbent president. Then, the S&P 500 
has traded higher 100%.  

We're also looking at probably a 
federal-funds rate hike within a year. If we 
look at the previous three rate hikes, the 
S&P 500 traded higher 100% of the time 
in the 12 months preceding the increase, 
and the fact that the stock markets 
typically never peaked before 
unemployment bottomed also suggests 
high probability that the S&P 500 will 
trade higher.  

Most importantly, we're in an 
environment with rising earnings and 
rising price/earnings (P/E) ratios. 
Historically, that generates the highest 
returns. I think earnings are going to grow 
because we're going to see better 
economic growth because of the decline in 
energy prices, and so we will have more 
people working and making more money 
and working longer hours. More 
disposable income is going to drive the 
economy. 

MW: What's the case then for 
diversifying into Japan, Europe or other 
areas if the case for the US is so 
compelling? 

RG: This is going to sound rather 
simplistic but if you want the highest 
probability of making the most money 
with the least amount of risk, you 
shouldn't limit opportunities. If you want 
the best chance, we ought to look at things 
from A to Z and then find the appropriate 
risk markets in which to invest.  

When I look at Europe, it's a replay of 
the US. Same movie you and I have been 
watching for four years, it just had German 
subtitles and it's going to be a longer 
movie. You may not have fundamentals in 
Europe right now, but I think there is a lot 

more going for you there and I'd be taking 
positions. The question is: What do you 
buy? For me, you buy the same things 
people bought here in the US: big 
companies, predictable earnings in a 
noncyclical sector that pays a yield and 
has increasing dividends. 

MW: What's it going to take for equity 
risk to shrink or multiples to expand in 
Japan or Europe?  

RG: For me, the story in Japan is, “I've 
got a stock market that is highly correlated 
to the yen-dollar exchange rate. So why 
didn't P/E do well in the previous years?” 
Well, the yen was a risk-off currency. So 
instead of falling at certain times, it 
actually increased—and it's a one-way 
trade. I can't make the case that 
fundamentals are really improving when 
Japanese companies have a return on 
equity under 10%. I just know I've got a 
central bank that spends every waking 
hour trying to weaken the currency. 

In Europe, my work shows that that risk 
premium will begin to come down when 
the European Central Bank starts to 
expand its balance sheet. It could also 
become an earnings-driven market; I'm 
seeing 12%-to-15% earnings growth in 
Europe next year.  

For me, it's all about the risk premium, 
which comes down to where the earnings 
are still uncertain—and uncertain because 
it's a market that really is driven by global 
growth more than it is by European 
growth. A lot of the companies are much 
more impacted by what's going on outside 
their borders. 

MW: Now that it’s five years into the 
recovery here in the US, what sectors look 
favorable to you? 

RG: I think stronger economic growth is 
going to move interest rates higher. They 
won't spike higher but they'll drift higher, 
and the dollar will continue to strengthen. 
In 92% of the time when interest rates rise, 
value beats growth, and 89% of the time, 
when the leading economic indicators rise, 
value beats growth. I don't have a huge 
overweight in value yet, but if the 10-year

Upbeat on the US and 
Other Developed Markets 
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US Treasury would break the inflection 
point of, say, 2.59%, then I would make 
my big move into deep value. 

MW: What do you think is the biggest 
risk to the US economic expansion as we 
look into 2015?  

RG: I'm worried about inflation. We 
could be at full employment by the first 
quarter of next year and if you get a couple 
of months of wage growth, it could spook 
the bond market. It could overreact, 
causing volatility to spike and make 
investors a little more nervous about what 
the Fed is going to do. 

I'm also still worried about China. 
Much of their earnings is from other 
emerging markets and that may have an 
impact on China’s GDP—and, remember, 
it's the second largest economy in the 
world and it continues to slow and 
deleverage. 

MW: Could a stronger dollar serve as a 
rate hike, prematurely slowing the 
recovery in the US? 

RG: I think concern is overblown 
because the strength of the dollar is 
helping consumers' purchasing power, 
which drives 70% of the economy. That's 
a plus for me. 

MW: What are the events, or 
sequencing, that needs to happen over the 
next quarter for Europe to pull through? 

RG: I think Germany controls that 
decision. In the past, when its economy 
was doing well, why would they want to 
erode their purchasing power with a weak 
currency? And that was the one thing that 
was missing in the last couple of years 
with [ECB President] Mario Draghi. He 
got rates lower, but the currency has only 
started to move in the last couple of 
months and Germany's economy is not 
near as on solid footing as it was a year 
ago. I would like to continue to see more 
negative economic data. That would mean 

that Germany will back off and let Draghi 
do what he needs to do and they'll push the 
case of austerity to France and other 
countries. Once that Quantitative Easing 
(QE) starts, I think the markets will rally. 

MW: Don't you think that the Bank of 
Japan (BOJ), to some degree, has put the 
pressure on Germany in that regard? 
Because the yen has weakened against the 
euro, and if there's one country that goes 
head to head with Japan in the global 
marketplace, it's Germany. 

RG: You have got a point.  
MW: Is there some merit to the idea that 

the BOJ is being the tough guy and has 
basically put Germany on its heels? 

RG: Absolutely. I think you made a 
great point. All of sudden, Japan steps up 
and increases QE by 60%. What's 
Germany's case? You can't say, well, 
inflation is spiking in Europe because it's 
not. That's why I think the probability of 
QE in Europe might be sooner. I expect it 
to happen in January of next year or, if 
not, certainly in the first quarter. 

MW: How do you think about 
geopolitical risk? 

RG: I think we're both probably 
spending more time on incorporating 
political risks in our decision-making 
process than we ever did 10 or 20 years 
ago. With geopolitical risk, all you have to 
do is acknowledge that we perceive it, but 
where is it showing up? In the financial 
markets? Are prices for credit default 
swaps rising? Are we seeing stress in the 
overnight exchange rate? Was oil going up 
or is gold going up? You can see quickly 
that these are concerns maybe to the 
average investor but the market is looking 
past them.  

MW: Do any sectors or regions look 
overvalued? 

RG: On the surface, India looks 
expensive but I think the earnings look 

like they will able to support the 
valuations, and I've said all year: “Buy 
India not China.” I've comfortable with 
that recommendation just as I've been 
comfortable with, “Buy Mexico not 
Brazil.” 

I'm still concerned about China. I would 
focus on emerging countries that do a lot 
of business with the US. So, in Asia, I like 
Hong Kong and Taiwan, and I still like 
Mexico—but not much else.  

So, in the US, I want to buy companies 
that derive the bulk of their earnings in the 
US, and overseas I want to buy the 
companies that derive the bulk of their 
earnings in the US as well. 

MW: Do you think that you will still be 
overweight developing markets and 
underweight emerging markets through the 
end of 2015? 

RG: In my mind, it will be a theme that 
will last for a while because so many 
emerging market countries claim China as 
their No. 1 export market. For a lot of 
those countries, that's not a positive. I 
think the US is the safer play, and I think 
that will also be reflected in the returns. 
Europe has the potential for more upside, 
but with more risk. The ECB has been a 
hard central bank to figure out, and Japan 
is not about fundamentals. You're betting 
that the yen is going to continue to weaken 
and there is likely to be another round of 
QE in the first quarter. But that's more of a 
trade for me, because I don’t think the 
companies are really competitive with 
their global peers. n 

 
Rick Golod is not an employee of 

Morgan Stanley Wealth Management. 
Opinions expressed by him are solely his 
own and may not necessarily reflect those 
of Morgan Stanley Wealth Management or 
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Global Investment Committee  
Tactical Asset Allocation 

The Global Investment Committee provides guidance on asset allocation decisions through its various model 
portfolios. The eight models below are recommended for investors with up to $25 million in investable 
assets. They are based on an increasing scale of risk (expected volatility) and expected return. Hedged 
strategies include hedge funds and managed futures.  

 
Note: Hedged strategies consist of hedge funds and managed futures. 
 

Source: Morgan Stanley Wealth Management GIC as of Nov. 28, 2014 
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Source: Morgan Stanley Wealth Management GIC as of Nov. 28, 2014 
*For more about the risks to Master Limited Partnerships (MLPs) and Duration, please see the Risk Considerations section beginning on 
page 16 of this report.

Tactical Asset Allocation Reasoning 

Global Equities 
Relative Weight  
Within Equities  

US Overweight While US equities have done exceptionally well since the global financial crisis, they still offer attractive upside 
potential, particularly relative to bonds. We believe the US and global economies continue to heal, making recession 
neither imminent nor likely in 2014 or 2015. This is constructive for global equities, including the US.  

International Equities 
(Developed Markets) 

Overweight We maintain a positive bias for Japanese and European equity markets given the political and structural changes 
taking place in Japan and our expectation for an improving economic outlook in Europe. Japan underperformed in the 
first half of 2014 due to the recently enacted consumption tax. We expect performance to improve as consumption 
rebounds. Conversely, Europe performed well during the first half, but has sold off sharply on concerns about slowing 
growth and the lack of an effective policy response. As a result, European equities are now very cheap, making them 
attractive investments over the next 12-18 months. We believe Europe will avoid a triple-dip recession. 

Emerging Markets Underweight Emerging market equities surprised to the upside earlier this year, and we were tactically underweight. However, 
performance got ahead of the fundamentals and has since corrected. We remain underweight the region as policy 
remains out of sync with what is necessary in many countries. Furthermore, the Fed’s rate hike cycle began with the 
tapering of Quantitative Easing and, is likely to lead to further US dollar strength—another negative for this region. 
Going forward, the EM will likely remain idiosyncratic and thus, we recommend selectivity with a focus on India, 
Mexico, China, Taiwan and Indonesia.  

Global Fixed 
Income 

Relative Weight  
Within Fixed 

Income  

US Investment Grade Overweight We have recommended shorter-duration* (maturities) since March 2013 given the extremely low yields and potential 
capital losses associated with the rising interest rates. However, we recently reduced the size of our overweight in 
short duration as we expect short-term interest rates to move higher as the Fed moves closer to its first rate hikes. 
Within investment grade, we prefer BBB-rated corporates and A-rated municipals over US Treasuries. 

International 
Investment Grade 

Equal Weight Yields are low globally, so not much additional value accrues to owning international bonds beyond some 
diversification benefit. 

Inflation-Linked 
Securities 

Underweight We have been underweight inflation-linked securities since March 2013 given negative real yields across all 
maturities. Recently, these yields have turned modestly positive but remain unattractive, in our view, due to the 
longer-duration characteristics of TIPS and limited risk for unexpected inflation. 

High Yield  Overweight Yields and spreads are near record lows. However, default rates are likely to remain muted as the economy recovers 
slowly, keeping corporate and consumer behavior conservative. We prefer shorter-duration and higher-quality (B to 
BB) issues and vigilance on security selection at this stage of the credit cycle.  

Emerging Market 
Bonds 

Underweight  Similar to emerging market equities, we remain underweight on the basis that the beginning of the Fed’s rate hike 
cycle will likely be a disproportionate headwind for emerging market debt relative to other debt markets.  

Alternative 
Investments 

Relative Weight 
Within Alternative 

Investments  

REITs Equal Weight Falling interest rates have led to very good performance for REITs this year. At current levels, we believe REITs are 
fairly valued and offer select opportunities. The industrial and commercial segments tend to outperform at this stage of 
the recovery. Non-US REITs should also be favored relative to domestic REITs at this point.  

Commodities Equal Weight After a strong start to 2014, we cut our strategic weighting to commodities by 50 percent in April. Since then, most 
commodities have underperformed significantly with energy leading the charge lower. While commodities look more 
attractive at this point as a diversifier against poor weather and geopolitical shocks, the fundamental case keeps us 
with an equal-weight tactical recommendation.  

Master Limited 
Partnerships* 

Equal Weight Master limited partnerships (MLPs) should continue to do well as they provide diversification benefits to traditional 
assets and a substantial yield that is valuable in a low interest rate world. Many MLPs are levered to commodity 
consumption, which is more predictable than prices.  Focus on the midstream.    

Hedged Strategies 
(Hedge Funds and 
Managed Futures) 

Equal Weight This asset class can provide uncorrelated exposure to traditional risk-asset markets. It has outperformed equities 
when growth has slowed and has worked well in more challenging financial markets. 
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Index Definitions 
BARCLAYS US AGGREGATE BOND INDEX This 
index tracks US-dollar-denominated investment 
grade fixed rate bonds. These include US 
Treasuries, US-government-related, securitized 
and corporate securities.   
 
BARCLAYS US CORPORATE HIGH-YIELD INDEX 
This index measures the market of US-dollar-
denominated, non-investment grade, fixed-rate, 
taxable corporate bonds.  
 
 
  

CUSTOM CONSUMER INDEX This is an index 
created by Morgan Stanley & Co. that is made up 
of three subgroups of consumer stocks: apparel; 
restaurants and leisure; and nonspecialty.   
 
MSCI EAFE INDEX The Morgan Stanley Capital 
International Europe, Australia, Far East Index 
(EAFE) is a capitalization-weighted index that 
tracks the total return of common stocks in 21 
developed-market countries within Europe, 
Australia and the Far East.  
 
 
 

S&P 500 INDEX Regarded as the best single gauge 
of the US equities market, this capitalization-
weighted index includes a representative sample 
of 500 leading companies in leading industries in 
the US economy.  
 
TOPIX This is a free-float adjusted index that 
tracks all domestic companies in the First Section 
of the Tokyo Stock Exchange. 
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Risk Considerations 
MLPs 
Master Limited Partnerships (MLPs) are limited partnerships or limited liability companies that are taxed as partnerships and whose interests (limited 
partnership units or limited liability company units) are traded on securities exchanges like shares of common stock. Currently, most MLPs operate in 
the energy, natural resources or real estate sectors. Investments in MLP interests are subject to the risks generally applicable to companies in the 
energy and natural resources sectors, including commodity pricing risk, supply and demand risk, depletion risk and exploration risk. 
Individual MLPs are publicly traded partnerships that have unique risks related to their structure.  These include, but are not limited to, their reliance 
on the capital markets to fund growth, adverse ruling on the current tax treatment of distributions (typically mostly tax deferred), and commodity 
volume risk.   
The potential tax benefits from investing in MLPs depend on their being treated as partnerships for federal income tax purposes and, if the MLP is 
deemed to be a corporation, then its income would be subject to federal taxation at the entity level, reducing the amount of cash available for 
distribution to the fund which could result in a reduction of the fund’s value. 
MLPs carry interest rate risk and may underperform in a rising interest rate environment. MLP funds accrue deferred income taxes for future tax 
liabilities associated with the portion of MLP distributions considered to be a tax-deferred return of capital and for any net operating gains as well as 
capital appreciation of its investments; this deferred tax liability is reflected in the daily NAV; and, as a result, the MLP fund’s after-tax performance 
could differ significantly from the underlying assets even if the pre-tax performance is closely tracked. 
 
Duration 
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. 
 

International investing entails greater risk, as well as greater potential rewards compared to U.S. investing. These risks include political and 
economic uncertainties of foreign countries as well as the risk of currency fluctuations. These risks are magnified in countries with emerging markets, 
since these countries may have relatively unstable governments and less established markets and economies. 

Alternative investments which may be referenced in this report, including private equity funds, real estate funds, hedge funds, managed futures 
funds, and funds of hedge funds, private equity, and managed futures funds, are speculative and entail significant risks that can include losses due to 
leveraging or other speculative investment practices, lack of liquidity, volatility of returns, restrictions on transferring interests in a fund, potential lack 
of diversification, absence and/or delay of information regarding valuations and pricing, complex tax structures and delays in tax reporting, less 
regulation and higher fees than mutual funds and risks associated with the operations, personnel and processes of the advisor. 

Managed futures investments are speculative, involve a high degree of risk, use significant leverage, have limited liquidity and/or may be generally 
illiquid, may incur substantial charges, may subject investors to conflicts of interest, and are usually suitable only for the risk capital portion of an 
investor’s portfolio. Before investing in any partnership and in order to make an informed decision, investors should read the applicable prospectus 
and/or offering documents carefully for additional information, including charges, expenses, and risks. Managed futures investments are not intended 
to replace equities or fixed income securities but rather may act as a complement to these asset categories in a diversified portfolio. 
 
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. 
 
Physical precious metals are non-regulated products. Precious metals are speculative investments, which may experience short-term and long 
term price volatility. The value of precious metals investments may fluctuate and may appreciate or decline, depending on market conditions. If sold 
in a declining market, the price you receive may be less than your original investment. Unlike bonds and stocks, precious metals do not make interest 
or dividend payments. Therefore, precious metals may not be suitable for investors who require current income. Precious metals are commodities 
that should be safely stored, which may impose additional costs on the investor. The Securities Investor Protection Corporation (“SIPC”) provides 
certain protection for customers’ cash and securities in the event of a brokerage firm’s bankruptcy, other financial difficulties, or if customers’ assets 
are missing. SIPC insurance does not apply to precious metals or other commodities. 
 
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. 
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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, if applicable, local tax-exemption applies if 
securities are issued within one's city of residence. 
 
Treasury Inflation Protection Securities’ (TIPS) coupon payments and underlying principal are automatically increased to compensate for inflation 
by tracking the consumer price index (CPI). While the real rate of return is guaranteed, TIPS tend to offer a low return. Because the return of TIPS is 
linked to inflation, TIPS may significantly underperform versus conventional U.S. Treasuries in times of low inflation. 
 
Rebalancing does not protect against a loss in declining financial markets.  There may be a potential tax implication with a rebalancing strategy.  
Investors should consult with their tax advisor before implementing such a strategy. 
 
Equity securities may fluctuate in response to news on companies, industries, market conditions and general economic environment. 
 
Value investing does not guarantee a profit or eliminate risk. Not all companies whose stocks are considered to be value stocks are able to turn their 
business around or successfully employ corrective strategies which would result in stock prices that do not rise as initially expected.  

 
Growth investing does not guarantee a profit or eliminate risk. The stocks of these companies can have relatively high valuations. Because of these 
high valuations, an investment in a growth stock can be more risky than an investment in a company with more modest growth expectations.  
 
Companies paying dividends can reduce or cut payouts at any time. 
 
Investing in smaller companies involves greater risks not associated with investing in more established companies, such as business risk, 
significant stock price fluctuations and illiquidity. 
 
Asset allocation and diversification do not assure a profit or protect against loss in declining financial markets.  
 
The indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent the 
performance of any specific investment.  
 
The indices selected by Morgan Stanley Wealth Management to measure performance are representative of broad asset classes.  Morgan 
Stanley Smith Barney LLC retains the right to change representative indices at any time. 
 
REITs investing risks are similar to those associated with direct investments in real estate: property value fluctuations, lack of liquidity, limited 
diversification and sensitivity to economic factors such as interest rate changes and market recessions. 
 
Because of their narrow focus, sector investments tend to be more volatile than investments that diversify across many sectors and companies. 
 
Investing in foreign emerging markets entails greater risks than those normally associated with domestic markets, such as political, currency, 
economic and market risks.  
 
Investing in foreign markets entails greater risks than those normally associated with domestic markets, such as political, currency, economic and 
market risks. Investing in currency involves additional special risks such as credit, interest rate fluctuations, derivative investment risk, and 
domestic and foreign inflation rates, which can be volatile and may be less liquid than other securities and more sensitive to the effect of varied 
economic conditions. In addition, international investing entails greater risk, as well as greater potential rewards compared to U.S. investing. These 
risks include political and economic uncertainties of foreign countries as well as the risk of currency fluctuations. These risks are magnified in 
countries with emerging markets, since these countries may have relatively unstable governments and less established markets and economies.  
 
Yields are subject to change with economic conditions. Yield is only one factor that should be considered when making an investment decision.  
 
Credit ratings are subject to change. 
 
Certain securities referred to in this material may not have been registered under the U.S. Securities Act of 1933, as amended, and, if not, may not 
be offered or sold absent an exemption therefrom.  Recipients are required to comply with any legal or contractual restrictions on their purchase, 
holding, sale, exercise of rights or performance of obligations under any securities/instruments transaction. 

 
Disclosures 

Morgan Stanley Wealth Management is the trade name of Morgan Stanley Smith Barney LLC, a registered broker-dealer in the United States. This 
material has been prepared for informational purposes only and is not an offer to buy or sell or a solicitation of any offer to buy or sell any security or 
other financial instrument or to participate in any trading strategy.  Past performance is not necessarily a guide to future performance. 
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The author(s) (if any authors are noted) principally responsible for the preparation of this material receive compensation based upon various factors, 
including quality and accuracy of their work, firm revenues (including trading and capital markets revenues), client feedback and competitive factors.  
Morgan Stanley Wealth Management is involved in many businesses that may relate to companies, securities or instruments mentioned in this 
material. 
This material has been prepared for informational purposes only and is not an offer to buy or sell or a solicitation of any offer to buy or sell any 
security/instrument, or to participate in any trading strategy. Any such offer would be made only after a prospective investor had completed its own 
independent investigation of the securities, instruments or transactions, and received all information it required to make its own investment decision, 
including, where applicable, a review of any offering circular or memorandum describing such security or instrument.  That information would contain 
material information not contained herein and to which prospective participants are referred. This material is based on public information as of the 
specified date, and may be stale thereafter.  We have no obligation to tell you when information herein may change.  We make no representation or 
warranty with respect to the accuracy or completeness of this material.  Morgan Stanley Wealth Management has no obligation to provide updated 
information on the securities/instruments mentioned herein. 

The securities/instruments discussed in this material may not be suitable for all investors.  The appropriateness of a particular investment or strategy 
will depend on an investor’s individual circumstances and objectives.  Morgan Stanley Wealth Management recommends that investors 
independently evaluate specific investments and strategies, and encourages investors to seek the advice of a financial advisor. The value of and 
income from investments may vary because of changes in interest rates, foreign exchange rates, default rates, prepayment rates, 
securities/instruments prices, market indexes, operational or financial conditions of companies and other issuers or other factors.  Estimates of future 
performance are based on assumptions that may not be realized.  Actual events may differ from those assumed and changes to any assumptions 
may have a material impact on any projections or estimates. Other events not taken into account may occur and may significantly affect the 
projections or estimates.  Certain assumptions may have been made for modeling purposes only to simplify the presentation and/or calculation of any 
projections or estimates, and Morgan Stanley Wealth Management does not represent that any such assumptions will reflect actual future events.  
Accordingly, there can be no assurance that estimated returns or projections will be realized or that actual returns or performance results will not 
materially differ from those estimated herein.   

This material should not be viewed as advice or recommendations with respect to asset allocation or any particular investment. This information is 
not intended to, and should not, form a primary basis for any investment decisions that you may make. Morgan Stanley Wealth Management is not 
acting as a fiduciary under either the Employee Retirement Income Security Act of 1974, as amended or under section 4975 of the Internal Revenue 
Code of 1986 as amended in providing this material.  

Morgan Stanley Smith Barney LLC, its affiliates and Morgan Stanley Financial Advisors do not provide legal or tax advice.  Each client 
should always consult his/her personal tax and/or legal advisor for information concerning his/her individual situation and to learn about 
any potential tax or other implications that may result from acting on a particular recommendation. 

This material is disseminated in Australia to “retail clients” within the meaning of the Australian Corporations Act by Morgan Stanley Wealth 
Management Australia Pty Ltd (A.B.N. 19 009 145 555, holder of Australian financial services license No. 240813). 

Morgan Stanley Wealth Management is not incorporated under the People's Republic of China ("PRC") law and the research in relation to this report 
is conducted outside the PRC. This report will be distributed only upon request of a specific recipient. This report does not constitute an offer to sell or 
the solicitation of an offer to buy any securities in the PRC. PRC investors must have the relevant qualifications to invest in such securities and must 
be responsible for obtaining all relevant approvals, licenses, verifications and or registrations from PRC's relevant governmental authorities. 

If your financial adviser is based in Australia, Dubai, Germany, Italy, Switzerland or the United Kingdom, then please be aware that this report is 
being distributed by the Morgan Stanley entity where your financial adviser is located, as follows: Australia: Morgan Stanley Wealth Management 
Australia Pty Ltd (ABN 19 009 145 555, AFSL No. 240813); Dubai: Morgan Stanley Private Wealth Management Limited (DIFC Branch), regulated by 
the Dubai Financial Services Authority (the DFSA), and is directed at Professional Clients only, as defined by the DFSA; Germany: Morgan Stanley 
Private Wealth Management Limited, Munich branch authorized by the Prudential Regulation Authority and regulated by the Financial Conduct 
Authority and the Bundesanstalt fuer Finanzdienstleistungsaufsicht; Italy: Morgan Stanley Bank International Limited, Milan Branch, authorized by the 
Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority, the Banca d'Italia and the 
Commissione Nazionale per Le Societa' E La Borsa; Switzerland: Bank Morgan Stanley AG regulated by the Swiss Financial Market Supervisory 
Authority; or United Kingdom: Morgan Stanley Private Wealth Management Ltd, authorized and regulated by the Financial Conduct Authority, 
approves for the purposes of section 21 of the Financial Services and Markets Act 2000 this material for distribution in the United Kingdom. 

 
Morgan Stanley Wealth Management is not acting as a municipal advisor to any municipal entity or obligated person within the meaning of Section 
15B of the Securities Exchange Act (the “Municipal Advisor Rule”) and the opinions or views contained herein are not intended to be, and do not 
constitute, advice within the meaning the Municipal Advisor Rule. 
 
This material is disseminated in the United States of America by Morgan Stanley Smith Barney LLC. 

Third-party data providers make no warranties or representations of any kind relating to the accuracy, completeness, or timeliness of the data they 
provide and shall not have liability for any damages of any kind relating to such data. 

Morgan Stanley Wealth Management research, or any portion thereof, may not be reprinted, sold or redistributed without the written consent of 
Morgan Stanley Smith Barney LLC. 
 
© 2014 Morgan Stanley Smith Barney LLC. Member SIPC.  
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