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A big component of successful investing is getting the narrative right,
and this year has been no exception. Cyclicals and small caps led the
market charge earlier in the year as investors contemplated the
distribution of vaccines and a reopening of the economy. This was in
line with our early-cycle stage recovery narrative. In mid-March we
pivoted to a new narrative, labeling it the “midcycle transition”—the
period when markets contemplate peak rates of change in growth and
policy. At that time, we downgraded small caps and recommended
investors upgrade portfolios by buying quality. Since then, quality first
outperformed small caps by a significant margin, but then the pattern
reversed, begging the question: Is the narrative changing again? We
don’t think so, but we do think the quality trade could morph into
more of a defensive one from here. 

With peak everything, a deceleration is looming and expected. However, the odds
are increasing that this slowdown is greater than expected. In our view, forecasts
have been extrapolated from a stimulus-driven first half consumption boom just as
consumer confidence is starting to fade. Therefore, we favor defensive quality
sectors now, like health care, staples and even utilities. 

Meanwhile, the Federal Reserve has not yet begun to taper its asset purchases, but
we think it’s inevitable later this fall or early winter. With record GDP and earnings
growth, rising inflation and the rates of infection from the Delta variant peaking, the
Fed will feel less pressure to maintain what amounts to emergency monetary
accommodation. That means higher interest rates and lower equity valuations. With
high-quality growth stocks now very expensive thanks to record low interest rates,
these stocks look vulnerable. It also suggests we get a rotation back toward some
of the consumer services stocks that have suffered from the rise in Delta cases.
Financials should also do well under this scenario as rates rise.

In short, this fall we still expect our midcycle transition to end with a 10% or greater
S&P 500 correction, but a narrative of slower growth and higher interest rates will
determine the leadership and performance. As such, our recommendation is a
barbell of defensive quality with financials and consumer services to participate and
protect one’s portfolio. ■
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Chief Investment Officer
Chief US Equity Strategist
Morgan Stanley & Co. LLC
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ECONOMICS

Beyond the Taper, Two-Sided
Inflation Risks
Ellen Zentner, Chief US Economist, Morgan Stanley & Co. LLC

Having met the criteria for substantial further improvement
toward its inflation goal, Chair Powell is optimistic that the
economy is on track to soon deliver on the maximum
employment side as well. We agree and expect an
announcement of a gradual taper in December. With tapering
soon underway, we see two-sided risks to the outlook for
inflation that are worth highlighting.

A VIEW FROM THE TETONS. Powell’s Jackson Hole speech
echoed the majority sentiment expressed in the July Federal
Open Market Committee (FOMC) minutes that “if the
economy evolved broadly, as anticipated, it could be
appropriate to start reducing the pace of asset purchases this
year.” Overall, the speech contained no major surprises—
Powell made it clear that he felt inflation had met the
“substantial further progress” test, which keeps the focus on
labor, and particularly the next two payroll reports. He
remains optimistic on the outlook for economic and labor
market recovery and believes that the Delta variant has not
impacted the baseline views of the FOMC much at all, stating,
“While the Delta variant presents a near-term risk, the
prospects are good for continued progress toward maximum
employment.”

While Powell indicated that the taper decision may well come
this year, he did layer in enough dovish discussion about the
transitory nature of inflation, and the higher bar for maximum
employment, to distinguish between the taper decision and
the implications for rate hikes: “The timing and pace of the
coming reduction in asset purchases will not be intended to
carry a direct signal regarding the timing of interest rate
liftoff, for which we have articulated a different and
substantially more stringent test.”

In particular, he laid out five reasons why inflation is likely to
prove transitory: (1) a lack of breadth reflected in trimmed-
mean inflation; (2) moderating inflation in components that
have been pandemic-sensitive; (3) wages that remain
consistent with inflation goals; (4) relatively more stable
longer-term inflation expectations; and (5) global
disinflationary forces.

So, while policymakers are still “carefully monitoring” the
inflation data, the thesis Powell presented at Jackson Hole
would suggest a lot needs to change for him to become
significantly less comfortable with the state of inflation.
Moreover, on the dovish side, he emphasized that tightening
policy in response to transitory inflation could “do more harm
than good” and could be “particularly harmful,” given the
current state of the labor market and his view that
“substantial slack remains.”  

A handful of hawks on the Federal Reserve have been pushing
hard for an earlier start to tapering, and we think it is relevant
that so many of them are going on the record. While the
timing is far from settled, this may represent an effort to
position themselves slightly to one side of where the FOMC
is likely to go to make sure the timing does not slip. The “risk
to earlier” for our call for a December announcement is
becoming more significant.

PACE OF TAPERING STILL IN QUESTION. The Sept. 22 FOMC
statement is likely to decide the timing debate. If the
language on the taper suggests it may be appropriate “in
coming meetings,” we will remain confident in the December
call. If the statement points to tapering “in coming months,”
then November comes into play. And if the statement
provides that tapering “could soon be appropriate,” then
November becomes all but certain.

At this point, the debate on timing seems moot from a
markets standpoint. It is difficult to believe that investors are
not anticipating, by and large, that the tapering
announcement will come later this year. Instead, it is the pace
that the FOMC settles on that remains under debate. But we
have strong conviction that it will follow the playbook from
the last cycle and go with a gradual, albeit flexible, approach.

THINKING AHEAD TO INFLATION RISKS. With tapering soon
to be underway, two-sided risks to the inflation outlook are
worth highlighting. Reviewing our outlook in broad strokes,
the latest reading for core personal consumption
expenditures (PCE) inflation remained at 3.6% per year in July,
near the peak of 3.7% per year that we expect in November.
For full-year 2021, our baseline forecast envisions core PCE
inflation at 3.4%, fourth quarter-over-fourth quarter, declining
to 2.1% in fourth quarter-over-fourth quarter 2022. Slowing
core inflation reflects the fading of reopening effects and
supply constraints, while more persistent inflationary
pressures continue to gain traction underneath the surface—
setting up inflation to moderate but remain robust.

The devil is in the details, and we think there's been
surprisingly little attention paid to the higher-frequency
contours of the annual path for inflation. According to our
forecast, over the summer months of 2022, core PCE
inflation will struggle to hold around 2% per year, falling as
low as 1.8% per year in July, before rising again to end the
year at a 2.4% pace. Over the spring and summer of next year,
we will be discussing transitory effects again, except they will
be operating in the other direction, as elevated readings from
the 2021 reopening begin to fall out of the 12-month window.
Will investors embrace the downdraft in core inflation as
transitory just as they have sided with the Fed in believing
that the current surge is transitory?

Evidence that transitory factors pushing up inflation are
receding may already be evident in the July data, raising the
importance of component analysis. If we are wrong on our
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outlook for inflation, we see risk stemming primarily from
prices for core goods and shelter, with medical prices as a
legislative wildcard. 

DOWNSIDE RISK—COLLAPSE IN CORE GOODS PRICES. We
expect that it will take well into next year for supply chains to
fully normalize, but the process of moving through
normalization will open the pressure valve on core goods
prices. We think goods prices will decline on a month-over-
month basis through January next year, then flatten out
through the first half of 2022 before resuming more normal
rates of growth. If, instead, normalization for domestic and
global supply chains is much faster, we could see a collapse in
goods prices. Core goods prices typically don’t do the heavy
lifting, having a relative importance of about 25% in the core
consumer price index (CPI), but very large moves do matter.
Prices for a basket of goods we have been monitoring that
are experiencing both demand and supply pressures have
shown a very large 11.6% increase over the past year,
contributing more than two full percentage points to year-
over-year core CPI inflation. How the pace and magnitude of
that contribution fades could produce an important inflection
point in the inflation debate.

UPSIDE RISK—SHELTER INFLATION BEYOND BULLISH. We
have maintained a bullish view on shelter inflation (rents and
owners’ equivalent rents) since last year. Shelter components
remain key because they represent more cyclical, more
persistent and more inertial sources of price pressures. We
expect the sharp turn up in recent PCE inflation in the last
few months to continue, returning close to its pre-COVID
average by the end of 2022. As bullish and as early as we
have been on our call for higher shelter inflation, the uptrend
could exceed our expectations, returning not just to its

average in the several years prior to COVID (3.4% per year),
but reaching a pace that catches up to an underlying
strengthening trend, supported by demographics as well as
shifting preferences in “life after COVID.” According to
Morgan Stanley & Co.’s property & real estate investment
trust analysts, effective rent growth on a year-over-year basis
is testing new highs this quarter, and the level now stands 9%
above the 2019 average. Naturally, the debate has shifted to
landlords’ ability to push asking prices even higher. The short
answer from our analysts is, landlords can.

LEGISLATIVE WILDCARD—MEDICAL PRICES IN 2022. One
key factor that has helped support PCE inflation over the past
two years is the suspension of Medicare reimbursement rate
cuts by Congress in both 2020 and 2021. As a result of that
suspension, PCE health care services inflation annualized
2.9% between April 2020 and July 2021, compared with a
1.6% trend over the five years through March 2020. While we
had expected there was appetite to suspend those cuts again
in 2022, the bipartisan infrastructure bill that passed the
Senate in early August would reinstall a 2% Medicare
provider payment rate cut. If the bill passes the House of
Representatives as written, those cuts would move from
being a downside risk to a base case factor in the PCE
inflation outlook. We have previously estimated it to be
worth about 10 basis points in year-over-year core PCE over
the 12 months following the introduction of the cut. In that
event, the first month would naturally absorb the largest
sequential impact. ■

This article was excerpted from the Aug. 27 report from
Morgan Stanley & Co. Research, “Beyond the Taper, Two-
Sided Inflation Risks.” For a copy of the full report please
contact your Financial Advisor.
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EQUITIES

Seeking Quality in Mid Caps
Sachin Manchanda, Investment Strategist, Morgan Stanley Wealth
Management

Given a backdrop of potentially higher rates, persistent
inflation and relatively unattractive risk-reward dynamics for
the large-cap-oriented S&P 500 Index, we believe the near- to
intermediate-term market will likely be characterized by high
stock-specific risk and low correlations. In short, while
equities may be challenged at the index level, we see ample
opportunity for active stock-picking and prudent portfolio
management below the surface. Due in part to their typically
larger return distributions and tendency to outperform in
environments like the current one, we also encourage
investors to focus more intently on quality mid-cap stocks
than on broad-market large caps. We define mid-cap stocks as
those with market capitalizations generally between $2
billion and $40 billion.

While US equities have nearly doubled since March 2020,
major outlooks from Morgan Stanley & Co. Research
strategists are moderately negative going forward. Chief US
Equity Strategist Mike Wilson's year-end price target for the
S&P 500 is 4,000, while Chief Macro Strategist Matt
Hornbach and team anticipate interest rates will reverse
recent declines, with the 10-year US Treasury yield ending the
year at 1.8%, up from today's 1.3%, as inflation remains
elevated.

PRICING POWER IS KEY. Due in part to the above forecasts
and their implication for potentially weaker markets, we
believe companies with strong cash flows and pricing power,
which may help to offset higher input costs, should
outperform. Many such companies fall into the quality factor
cohort. While there are many ways to identify quality from a
top-down, quantitative point of view, we prefer to approach it
from a bottom-up perspective.

Understanding a company's unit economics is critical. Further,
several specific signals can help identify potential
investments. First, is it a physical capital-light business? In
inflationary environments, capital-light businesses may be
better able to maintain their margin profiles and feature
optionality, due to meaningful free-cash generation. Second,
is there improving or hidden pricing power embedded in the
business or industry structure? These companies are more
likely to be able to pass through increasing costs to
customers. Finally, is the market underappreciating the
potential for long-term growth? For example, if a company
operates in a market characterized by unrecognized network
effects, it may be able to generate strong growth rates for
much longer than anticipated.

With these signals in mind, where do we see the best
prospects? We see greater opportunity in mid-cap companies

than in large caps. Not only do these stocks typically exhibit
larger return distributions, they also may have better prospects
for generating alpha, especially in the case of more lightly
followed companies with quality characteristics that have not
been fully appreciated. Comparing the valuation and expected
earnings growth of the top-quintile return-on-equity
companies, for firms above $40 billion in market capitalization
and below, we observe that smaller companies are both
growing earnings faster and trading at relatively attractive
valuations (see chart). 

Mid-Cap Companies Are More Reasonably Valued Than
Larger Peers Despite Stronger Earnings Growth

Source: Morgan Stanley & Co. Research as of Aug. 20, 2021

SECTOR FOCUS. We see opportunities in consumer staples,
health care and parts of information technology, especially
gaming. In staples, look for companies that are innovating in
category creation or expansion. Product-line expansion into a
new and rapidly growing category can create opportunities
for long-term investors who believe in the strength of the
strategy.

In health care—one of the hottest segments of the
"innovation economy"—we prefer a "picks and shovels"
technique to a "lottery ticket" approach. While suppliers and
other companies in the ecosystem may not generate
headlines like some biotech firms that have become
household names, we believe there is still strong growth—
growth that’s only partly appreciated by the market but that
may benefit from profitability amid lower pipeline risk.

In tech and gaming, valuation and growth expectations are
essential. Many of these businesses are insulated from cost
pressures, especially on the gross margin line. However, this
insulation is often fully priced, if not overpriced, based on a
company's true fundamental value. Look for attractive margin
profiles paired with underappreciated growth. Given sharp
sell-offs that have washed out expectations and lowered
valuations, areas where positive sentiment was recently too
extreme may also offer attractive opportunities. ■
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EMERGING MARKETS

No Two Emerging Markets 
Are the Same
Christopher K. Baxter, Investment Strategist, Morgan Stanley Wealth
Management
Aili Chen, CFA, Investment Strategist, Morgan Stanley Wealth Management
Jonah Silverman, Associate, Morgan Stanley Wealth Management

Emerging markets are not uniform, and neither are their
outlooks. While the grouping enables investors to position
the opportunity set in a portfolio construction context,
investors in emerging market equities must resist the
temptation to view the sector as a monolith.

Recent events highlight the limitations of making investment
decisions for the group as a whole. The retightening of
COVID-related restrictions in countries grappling with a new
wave of coronavirus cases underscores the changing face of
risk for many emerging economies. Additionally, a string of
rate hikes in the face of inflationary pressures further
complicates the outlook for central bankers in economies
where realized inflation rates are running well above target.

Pandemic worries and inflation concerns, taken together, have
soured risk sentiment toward emerging markets, driving their
underperformance versus developed international markets
(see chart). While we note that emerging economies as a
group have not yet turned the corner, we see opportunities
for tactical investors willing to bet on higher vaccination
rates, prospects for central bankers keen to avoid policy
mistakes and robust demand-driven growth.

Emerging Market Stocks' Recent Underperformance
Showcases Flight to Quality

Source: Bloomberg, Morgan Stanley Wealth Management Global Investment
Office as of Aug. 31, 2021

Perhaps most prominent at the moment, fears about
potential damage from the Delta variant have many investors
on edge. While their concerns may be well-founded, the stark
differences in vaccination rates warrant attention. According
to data gathered by Johns Hopkins University, rates of full
vaccination in emerging economies vary greatly. Brazil and

Mexico have inoculation rates above 20%, while India and
South Africa sit uncomfortably below 10%. This compares to
the US and UK, at 52% and 63%, respectively. We see this as a
signal to focus on certain emerging economies as their
vaccination rates catch up.

Second, investors have begun to worry that central bankers in
emerging markets will face increasing pressure to normalize
monetary policy, or risk capital outflows. Brazil, India, Russia
and Mexico, among others, have already lifted interest rates
this year to fight inflation. Even here, the story remains highly
differentiated, with countries like South Africa still on hold. In
fact, according to data from Reuters tracking central banks in
37 emerging market countries, 10 hikes have been enacted so
far this year through the end of May to mitigate inflationary
pressures that have continued to top market expectations.
Again, we see differentiated policy responses as a useful tool
in navigating a shifting landscape. 

Finally, we find that tailwinds are building behind export-
oriented economies. Fueled by strong global demand,
emerging economies’ exports to advanced economies have
surged in most cases—a boon for commodity-oriented
industries (see chart). Higher commodity prices should benefit
emerging economies that are net exporters, especially those
countries whose export growth is increasingly tied to the
outlook for advanced economies.

Emerging Economies Are Unequal Beneficiaries of
Demand

*US, Canada, Euro Area, UK, Hong Kong, South Korea, Australia, New Zealand 
Source: Bloomberg; IMF; Ministry of Finance, Republic of China (Taiwan);
Morgan Stanley Wealth Management Global Investment Office as of April 30,
2021

While export growth will likely be a driver for many emerging
markets over the long term, shorter-term realities remind us
that we are in an uneven global recovery. Given these
considerations, we prefer exposure to commodity exporters
with healthy trade balances, as they are likely to be more
resilient in the face of inflationary pressures. We also
recommend active managers with deep expertise sifting
through developing economies. ■
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EXECUTIVE PERSPECTIVES

Executive Perspectives on Logistics
and Clean Energy
The following are excerpts from Morgan Stanley’s
“Exceptional Leaders/Exceptional Ideas” series. The
conversation with Prologis’s Hamid Moghadam was posted to
Morgan Stanley’s YouTube page on July 26, 2021, and the
discussion with Duke Energy’s Lynn Good was posted to
Morgan Stanley’s YouTube page on July 7, 2021.

The Next Evolution in Logistics
Prologis is the world's largest logistics real estate provider,
with roughly 2.5% of the world's GDP flowing through its
properties each year. When Chairman and CEO Hamid
Moghadam founded the company in 1983, logistics was
simply thought of as warehousing, inventory and product
transportation. Thanks to globalization and e-commerce,
today logistics and industrial real estate make the world go
round. The industry is potentially having another
transformational moment, as urbanization, digitalization and
the pandemic have changed the way we live and shop. The
pandemic put a spotlight on supply chain challenges,
reshoring and near-shoring. Now, concerns over climate
change are driving new conversations around green buildings
and lowering retail’s carbon footprint. Below are edited
highlights of a recent conversation between Hamid
Moghadam and the Morgan Stanley real estate investment
trust (REIT) team.

MS REIT team: Tell us about the traditional landlord and
customer relationship, and why you are looking to change it.

Hamid Moghadam (HM): Well, historically there hasn't been
much of a relationship between the landlord and the
customer. In fact, they call the customers the tenant and the
owner the landlord. It's a very feudal type of relationship and
narrative. That works when you have two or three buildings,
you're in one location and there's no repeat business—
everything is a one-time relationship. When you build a global
company of our scale, all of a sudden you realize that it is not
about the next deal anymore. It's about how you leverage the
entire platform for the benefit of the customers. So, starting
a number of years ago, we really tried to change the culture
of the company from a deal-driven organization to more of a
customer-centric type of business.

MS REIT team: You speak to some of the largest players in
logistics. What are some of the issues they’re focused on?

HM: I think labor is their biggest pain point. Turnover is very
high in this business, and there is very little reliability in the
supply of labor, etc. As a result of that, we started our

community workforce initiative. We’re using a number of
different online and in-classroom tools to educate high school
graduates for jobs in the logistics industry—all the way from
hard skills, like how to drive a forklift, to soft skills. By
helping these communities create jobs, we get all kinds of
other benefits that we never counted on.

MS REIT team: One of the trends that we've been monitoring
is population migration. Specifically, in a post-COVID world,
we've heard a lot about the urban-to-suburban shift, or we've
heard about continuing or accelerating movement to the
Sunbelt. What does this mean for where Prologis invests, and
could it mean the real estate product itself changes?

HM: The real estate product is changing all the time, but the
migration from the urban core to the suburban areas of the
same metro area has no effect on our business because,
essentially, our locations are somewhat regional. Even the so-
called last-mile locations are really not last mile. Now, if we
have significant movement from major metro areas to rural
areas, that could change our business. Frankly, it would
change everybody's business—but I don't think that's what's
going to happen. People are ultimately social animals and
cities are really important, and all the infrastructure that
exists in major metro areas is not going to go away.

MS REIT team: Growth in e-commerce was certainly very
strong the last year during the pandemic, and there's a
sustainability to it. Are there new sectors that you think could
see strong e-commerce penetration or growth—not ones
we're used to, but new ones that could come up in the next
few years?

HM: I think there are two technologies that we should keep
our eye on in that regard. One is urban farming. Food is a
major issue, and food has a huge cost component, which is
related to transportation because the fields are far away from
where food is consumed. There are lots of companies,
including some of our customers, like Plenty, that have
technologies that allow them to grow food in urban areas
very efficiently—low use of water, low environmental impact,
using LED lights and a lot of technology to recycle water and
other things—and the produce is amazing.

The other technology is virtual reality and augmented reality.
I think that with respect to apparel shopping it’s going to
create a much higher penetration of e-commerce into some
categories that you really need to see, feel and touch. It's also
going to address the returns problem, which is a big problem
with e-commerce, in a significant way. So through those
technologies, which exist today—and some companies are
beginning to apply them—I think that's going to become
much more prevalent.
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Duke Energy’s Journey to a Clean Energy World
With nearly 8 million customers in six states, Duke Energy
ranks as one of the largest energy holding companies in the
US. In addition to its electric utility business, it provides
natural gas distribution services to 1.6 million customers, and
it’s a top US renewable energy provider on track to operate
or purchase 16,000 megawatts of renewable energy capacity
by 2025. Like many energy companies, Duke faces a seismic
transformation: The push toward a lower-carbon future
means retiring coal and a more rapid transition to clean
energy production. CEO Lynn Good says aggressively
removing carbon emissions is not only the company's climate
strategy, it's a business strategy. Below are edited highlights
of her conversation with Stephen Byrd, head of Morgan
Stanley’s North American research for the power & utilities
and clean energy industries.

Stephen Byrd (SB): So Lynn, I wanted to kick off our
discussion with an overview of a fairly historic transformation
that's happening throughout the entire US utility sector, and
that's the shift away from fossil fuels, especially coal, and
toward clean energy. I wondered if you could describe what
you're seeing broadly in the utility sector in terms of
decarbonization, as well as the specific steps that Duke  
Energy is taking to decarbonize.

Lynn Good (LG): Stephen, I appreciate the question because I
think your word “transformation” is the right one. This clean
energy transition is going to have a massive impact on the
electric infrastructure, and at Duke we think about the clean
energy transition as being our business strategy, because as
we look out over the next several decades, we anticipate
spending around investment and generation, around our
delivery system, around customized products, all of which
will result in carbon reduction and a transformation of
infrastructure. We're looking at about $60 billion of capital
over the next five years. In the five years after that, we think
it could be in the range of $65 billion to $75 billion. This is
building on the track record of carbon reduction that we’ve
achieved so far—at least 40% reduction and working to get
to 50% or more by 2030 and net zero by 2050.

SB: I think another underappreciated, very exciting dynamic
relates to the impact that the power sector can have in
decarbonizing other sectors. I wondered if you could describe
the ways that we can help to electrify other sectors,
especially transportation, as well as any challenges to
achieving that.

LG: The transformation that we’ve been talking about really
takes the carbon out of the electric sector and puts us in a
very strong position to help electrify other segments of the
economy in a way that they can achieve their carbon goals. I
think about electric vehicles as being a front-and-center topic.
You look at all of the work that’s going on in the automobile
industry to really seize the opportunity and set aggressive

goals, and then what we can do as an industry to enable that
so we are putting baseline infrastructure in our jurisdictions
to reduce the concern about charging infrastructure.  

SB: I'm curious, Lynn, about your view of the role that natural
gas will play in the long term, especially in the context of
ensuring reliability remains strong and customer costs remain
low.

LG: It is the topic of so many conversations around clean
energy transition, and if you think about retirement of coal,
and you think about adding intermittent resources to the
system, and you think about that word, reliability—24 hours
a day, all seasons—natural gas plays an important role. We
think of it as a bridge fuel. If I have nuclear on one end of the
barbell, running 95% of the time and carbon-free, and I have
solar on the other end, running about 20% of the time—with
storage, I can move it between hours. What is filling the gap
in between today, is fossil fuels, and natural gas plays a really
important role.

SB: President Biden has laid out an ambitious clean energy
plan, with the goal to aggressively reduce emissions across
many sectors. You know when we think about policies that
would support the growth in clean energy, it strikes me the
utility sector is already making excellent progress but that
there are some policy measures that could really help to
support and accelerate that growth, and I wondered if you
could talk us through which policies you view as most
helpful.  

LG: We're working to get to at least 50% reduction by 2030
and net zero by 2050. So in the near term I think about tax
incentives. I think about the ability of the utility industry to
utilize tax incentives because we see a lot of renewable
construction over this decade, doubling by 2025 at Duke and
tripling renewables by 2030.

I also think about second license renewal and support of
nuclear over this decade. We're going to be very active in
beginning to make those filings to get regulatory approval to
keep nuclear in the mix. So policy and sustainable federal
support for things like hydrogen, carbon capture, advanced
nuclear, longer-duration storage—we think all of that
investment is really valuable. If we make it in the 2020s, then
the opportunity for those technologies to be at commercial
scale and available in the 2030s and 2040s will be
important. ■

Hamid Moghadam and Lynn Good are not employees of
Morgan Stanley Wealth Management or its affiliates.
Opinions expressed by them are their own and may not
necessarily reflect those of Morgan Stanley Wealth
Management or its affiliates.
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ALTERNATIVES

The Setup in Secondaries
Paul Jodice, Investment Analyst, Morgan Stanley Wealth Management

Underpinned by impressive fundraising, the private equity
secondary market has grown meaningfully in recent years. We
believe that expansion is likely to continue, with widespread
adoption helping to address liquidity considerations in an
otherwise illiquid space and fostering a potentially more
favorable environment for both fund managers and investors.

The terms “secondary market” or “secondaries” apply to the
sale and purchase of preexisting investor interests in private
investment funds that may have a 10-year original life and are
illiquid in nature. This market, which is primarily composed of
private equity strategies, has expanded rapidly from 2013’s
$28 billion level (see chart). Limited partners (LPs) and
general partners (GPs) of private equity funds have turned to
the secondary market for their respective portfolio
management needs, while investors have been attracted to
the benefits that secondary investing affords—namely, the
potential to mitigate the J-curve phenomenon by accelerating
cash flows back to the investor. J-curve refers to the tendency
of private equity funds to generate negative returns in early
years followed by gains later on, as portfolio assets generate
more value. 

LP-LED VERSUS GP-LED SECONDARIES. Although secondary
transaction volume slowed to $60 billion in 2020 due to
COVID, the market appears ready to rebound in 2021. The
secondary market has grown to encompass a wide array of
transaction types through LP-led and GP-led deals. LP-led
transactions occur when LPs sell their private fund interests
to secondary market investors to generate liquidity or as a
portfolio management tool to rebalance their private equity
portfolio exposures and to redeploy the capital to higher-
conviction areas. Historically, LP-led deals have accounted for
the majority of transaction volume.

GP-led transactions allow GPs to drive the process of
providing LPs with liquidity by facilitating the sale of LP
interests to secondary market investors. They may also
facilitate the sale of specific assets later in a fund’s life so that
these assets can be moved into a new vehicle alongside a
secondary market investor as an alternative exit route. While
LPs get liquidity in this situation, one benefit for GPs is the
ability to extend the management period of high-quality
assets that may have the potential for further value creation
but might otherwise need to be sold due to limited fund life-
span. GP-led transaction volume has grown as a percentage
of total secondary volume, expanding from 7% in 2013 to
60% by mid-2021.

Secondary Market Transaction Volume Has Expanded
Rapidly and is on Pace for a Record Year

Source: Greenhill Global Secondary Market Review–January 2021, Jefferies
Global Secondary Market Review–July 2021

BENEFITS OF SECONDARY FUND INVESTING. Investors have
been attracted to several potential benefits of secondary
transactions. First, secondary investors typically purchase
mature funds or assets that often lead to earlier distributions
than those of primary private investments, thereby mitigating
the J-curve. Accordingly, secondary funds have returned
approximately 20% of LP capital in the first three years of the
secondary fund’s life, compared with approximately 6% for
global buyout/growth equity funds, based on Cambridge
Associates data for mature vintage years 2005 to 2015, as of
March 31, 2021. Further, secondary funds have delivered a
favorable risk/return profile, though with a lower multiple of
invested capital, generating a 12.4% median internal rate of
return (IRR) and 960 basis points of dispersion between the
top and bottom quartile. This compares with an 11.6% median
IRR and 1,390 basis points of dispersion in returns for global
buyout/growth equity funds. Finally, secondary funds may
provide diversified access to private equity, as secondary
portfolios generally feature a variety of managers, vintage
years, geographies and strategies.

The increased appetite for secondary activity, driven by a
sophisticated collection of players, is creating a vigorous
marketplace for transactions. In turn, investors in secondary
funds are benefiting from potential acceleration of cash
flows, more favorable risk/return profiles and diversified
access to private equity. With a continued increase in global
private equity fundraising, we believe the conditions are right
for the setup in secondaries. ■
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Short Takes

Source: Bloomberg, Morgan Stanley Wealth Management CEF Research as of
Aug. 27, 2021

Source: Morningstar as of July 31, 2021

*Data through April 2021 
Source: 2021 Vacation Home Counties Report, National Association of
REALTORS Research Group, Morgan Stanley Wealth Management Global
Investment Office

Despite Richer Valuations, CEF Distributions Still Attractive

Taxable closed-end bond funds have had a stellar year,
generating a 24.6% unweighted average market price total
return over the last 12 months. However, as they have
rebounded, many CEFs have begun to trade at premiums to net
asset value (NAV). The broad taxable bond CEF universe
average premium of 0.8% compares to a three-year average
discount of 3.4%. Despite richer overall valuations, we believe
many individual funds are still attractive based in part on their
distribution rates and continued low borrowing costs. We view
senior loan and high yield bond funds favorably, given their
typically shorter-duration behavior and relatively high average
distribution rates of 6.3% and 6.9%, respectively. While CEFs
continue to benefit from strong demand, market volatility may
present opportunities for greater value.–Michelle Chyr

Flows and Performance Tell Different Stories

So far in 2021, US equity returns have significantly outpaced
those of non-US regions, including emerging markets.
However, despite the strong year-to-date market
performance of large-cap US equities, with the S&P 500 up
21.7%, more investor flows, as a percentage of total assets,
have gone into international and emerging market equity
funds, including mutual funds and ETFs. According to
Morningstar, in July US funds had outflows of $7.1 billion,
while the international category had inflows of $26.3 billion,
and the emerging market category saw inflows of $3.7
billion. Cheaper valuations may be acting as a potential draw
for some investors in non-US funds. The S&P 500’s forward
12-month price/earnings ratio of 21.2 compares to 15.6 and
12.9 for the MSCI EAFE and MSCI Emerging Markets Indexes,
respectively.–Michael Tong

Vacation Home Sales Even More Energized Than Broader Market

Amid the COVID-19 pandemic and subsequent economic
recovery, the US housing market has been buoyed by higher
prices and a stronger sales pace, and vacation homes stand
out even more than other property types. According to a
recent report from the National Association of Realtors
(NAR), the share of vacation homes as a percentage of total
existing home sales rose to 6.7% during the first four
months of 2021, up from 5.0% in 2019, and the number of
sales rose to 412,500 on a seasonally adjusted annual basis,
up from approximately 267,000 in 2019. Even with higher
prices—home prices in “vacation counties,” as defined by
NAR, were up 14.2% last year—all-cash sales recently
climbed to 53% of vacation home purchases.–John Duggan

ON THE MARKETS

Please refer to important information, disclosures and qualifications at the end of this material. Morgan Stanley Wealth Management  9



IMPACT

Impact Signal: Tracking Investment
Strategies’ Intentionality and
Influence
Lily S. Trager, Investment Strategist, Morgan Stanley Wealth Management
Emily Thomas, CFA, Investment Strategist, Morgan Stanley Wealth
Management

In response to growing investor demand, global sustainability
regulation and evidence linking environmental, social and
governance (ESG) data with business outcomes, more and
more asset managers are dedicating resources to enhance
their approach to ESG investing. On the Morgan Stanley
Wealth Management platform, for example, 78% of
investment strategies in traditional asset classes and 47% of
strategies in alternative asset classes currently have a
documented sustainable, diversity and inclusion and/or
climate policy. That said, only 14% of these managers have
met the higher bar of the Morgan Stanley Investing with
Impact Platform, launched nearly a decade ago. As such, while
asset managers increasingly move toward integrating ESG
data—with some even documenting that approach and
seeking to measure positive outcomes—effective due
diligence remains essential to identifying credible and
authentic impact.

To quantitatively compare strategies based on their
environmental and social impact, we launched Impact Signal.
This joins our other proprietary manager scoring tools:
Adverse Active Alpha  (AAA) 2.0, the Risk Score, the Value
Score, DEI Signal and, for taxable clients, the Tax Score. These
tools are intended to strengthen manager selection efforts
and help boost our clients’ risk-adjusted returns. Impact
Signal seeks to standardize and systematize the evaluation of
an investment strategy's impact strength. In order to build

Impact Signal, we aggregated over 65 data points from our
proprietary, award-winning Morgan Stanley Impact Quotient®
(IQ) application, along with other reputable third-party data
sources, to express a quantitative signal of impact strength
for more than 15,000 investment strategies across traditional
equity and fixed income asset classes. We interpret Impact
Signal “strength” from best to worst, grouping it by percentile
as strong (>0.60), medium (0.20-0.60) and weak (<0.20).
Given that impact is multidimensional, we seek to avoid the
potentially false precision of a specific numerical score.

FOCUS ON INTENTIONALITY AND INFLUENCE. Impact Signal
is focused on (1) intentionality of the investment strategy, as
indicated by a documented process for systematically
evaluating ESG factors and the resulting alignment of
underlying investment holdings and (2) influence, as indicated
by the manager’s engagement with the investment holding
companies to modify behavior in order to further improve the
environmental and social impact of the investment strategy.
This can include active dialogue with management, proxy
voting and/or filing resolutions to modify the environmental
and social corporate behavior of underlying issuers to further
maximize stakeholder value.

Breaking this down, intentionality encompasses two high-
level inputs: documented process, which is scored in a binary
fashion, and investment holdings. Given the importance of an
intentional process to ensure that the underlying holdings'
environmental and social impacts are not just happenstance,
this is weighted heavily; we assign 25% of the total signal
score to the documented process. The remaining 75% of the
score is based on the investment holdings held in the
strategies across three areas (each worth 25%): (1)
sustainable corporate practices, (2) impact solutions (i.e.,
revenue from climate, natural resources and empowerment
solutions) and (3) exposure to issues of concern (see chart). 

Intentionality: Holdings Data and Analysis Subcomponents

Source: Morgan Stanley Global Investment Office
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SUSTAINABLE CORPORATE PRACTICES. This area
encompasses factors such as diverse talent attraction and
retention, efficient natural resource utilization, and product
and service innovation. Based on a binary scoring (0 or 1)
of each underlying issuer, assessed using third-party data and
thresholds uniquely set for each metric, Morgan Stanley IQ
then scores each investment strategy on a 0 to 100 scale.
This is accomplished using a weighted-average calculation of
those binary values scaled by a factor of 100. For the
resulting investment strategy values, 100 represents the
greatest achievement in that specific metric. As an example, if
a company is activated toward climate solutions, it would
receive a value of 1. If that company is 5% of the investment
strategy, the value would then translate to a 5-point
contribution to the overall score of that strategy. If the
company is not activated, it would receive a value of 0, which
would translate into no additional points for the overall
strategy score.

IMPACT SOLUTIONS. We focus on revenue that companies
generate from products and services in the areas of climate
solutions, natural resources and empowerment solutions. For
example, are they selling financial services that benefit
marginalized communities, or energy efficiency technology for
buildings? Again, based on a binary scoring of each underlying
issuer, Morgan Stanley IQ scores each investment strategy on
a 0 to 100 scale, with 100 representing the greatest holdings-
weighted degree of revenue generation from each category.

EXPOSURE TO ISSUES OF CONCERN. We look at five key
issues that were selected as most broadly relevant across
multiple strategies and the Investing with Impact Framework,
while acknowledging that investors’ specific areas of concern
may differ. The first is large carbon reserves. The strategy
would lose points if the issuer is ranked in the top 200 by
size of carbon reserves. Further, we discount strategies with
exposure to companies deriving more than 1% of revenue
from weapons (firearms) and tobacco—plus issuers in the
bottom 5% in performance on environment and human rights
issues—all based on underlying data from ISS-Ethix. 

Finally, influence aims to capture the extent to which
managers pursue shareholder engagement and advocacy. This
can include active dialogue with management, proxy voting
and/or filing resolutions to modify environmental and social
corporate behavior of issuers to further maximize shareholder
value. Morningstar’s “Engagement” data identifies firms that
actively engage with portfolio companies on ESG issues. We
see engagement as a core tool that sustainable investors have
to help create systemic change, and we evaluate it as part of
our due diligence process today. We are able to
systematically evaluate engagement by leveraging data based
on public reports highlighting firms that are active owners.
This data is treated as a bonus (above 100%), as we currently
only have data on mutual funds, and we do not want to
penalize SMAs and ETFs.

MEASURING IMPACT STRENGTH. Once intentionality and
influence have been calculated, we add the total points
together using a weighted average for each investment
strategy (see chart). The Impact Signal produces a holistic
percentile score for each. We then rank strategies for which
we have a point total in the asset class, determining higher
scores to represent higher strength and more attractive
potential for generating positive environmental and social
impact.

Anatomy of Impact Signal

For illustrative purposes only. Weights, scoring and results not representative
of any manager analysis. Source: Morgan Stanley Global Investment Office

The weighted average percentile captures the raw calculation
of the combined individual percentile values. The reranked
value captures the percentile value of the weighted average
calculation from the full population for the asset class. The
reranked percentile highlights that this strategy scores in the
top 40% of its cohort, representing a strong signal.

Encouragingly, our historical survey suggests managers with a
stronger Impact Signal modestly outperformed managers
with lower Impact Signal strength. For this analysis, we used
2018 to 2020 to summarize a three-year rolling window
marked by multiple environments: a late-year sell-off in 2018,
placidity in 2019 and the turmoil of 2020. We have
performed this analysis for illustrative purposes, and results
may differ over other periods. We anticipate this data will
continue to guide key portfolio construction and, ultimately,
lead to authentic and credible investment strategies for
clients seeking to maximize positive impact. ■

This article was excerpted from the June 22 Special Report
“Impact Signal: Tracking Investment Strategies’ Intentionality
and Influence.” For a copy of the full report please contact
your Financial Advisor. 
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Q&A

Where Are the Best Buys in Bonds?
The current credit market environment of low yields and tight
spreads, amid ample liquidity and the potential for sustained
inflationary pressures, can make it challenging to navigate
fixed income markets. James Keenan, chief investment officer
and global co-head of credit at BlackRock, expects lower
levels of returns for fixed income going forward, but notes
“the volatility and dispersion between different industries and
economic pictures are going to provide opportunities to
harness alpha.” He recently shared his market views with
Suzanne Lindquist, head of institutional portfolio
implementation and head of fixed income model portfolio
solutions at Morgan Stanley Wealth Management. The
following is an edited version of their conversation.

Suzanne Lindquist (SL): Are you worried about a resurgence
of COVID leading to economic restrictions that would
threaten the economic recovery?

James Keenan (JK): I’m not worried about it derailing the
recovery as a whole. I do think the shape of the recovery can
vary. We'll have a little bit of volatility from here based off of
a lot of things related to the virus, including the spread
curves, hospitalization rates and mortality rates—as well as
the vaccination rates and the efficacy of the vaccines as they
evolve. We've seen the Delta variant, but there's also the
potential of future variants and subsequent policy responses
associated with that, as well as the behavioral response
depending on the data.

At this point, unless there are significant shifts and changes
from what we've learned in the last 18 months, I see the
recovery’s pace being the same, with fiscal and monetary
policy continuing to be supportive until we get back to a
higher level of normalization, which I think in aggregate will
take a couple of years.

SL: Do you see rising inflation as cyclical or structural at this
point?

JK: I think a bit of both. We had a cyclical trough at the onset
of the pandemic and then the reopening at the same time the
following year, so there was a significant amount of cyclical
data that was coming though the systems.

There are some structural elements, just with the reality of
the reopening. We’ve had a lot of stimulus. Corporates remain
healthy. Households were able to deleverage and sustain
their income throughout the pandemic, and when we did
reopen there was significant pent-up demand and ability to
consume.

Structurally, we do have supply chain dynamics. In a lot of
prior recessions, it took a while for manufacturing to shut
down. In the pandemic, both the demand side and

manufacturing shut down, so there was a lack of inventories
through the system in places like autos and semiconductors.
The vaccine rollout differs globally, so the ability to get
inventory through the system is different this time around
versus most other recessions. That may take a couple years
to get back to a normalized level of supply-demand balance.

I also think there are other areas that are going to slow down
with regard to inflationary concerns in the back half of this
year as well as into next year. Some of that is just because
the excess or pent-up demand came back—but think about
things like vacation planning or hotel booking. Year over year,
that's a huge difference in the demand picture.

Looking at these things, some of it is very cyclical, but there
are some industries that are going to probably take one or
two years to fully normalize. I think the question is: Does that
really impact demand, or does the consumer look to shift
some of that demand and invest or consume elsewhere?

I'm not that worried about inflation slowing down
consumption or inflation truly hurting the aggregate level of
corporate investment activity over the next couple of years. I
think it normalizes as we go out to the end of 2021 and
beyond.

SL: Given that backdrop, what is your outlook on interest
rates?

JK: From a policy perspective, we're going through a unique
time and there's a lot of complexity. I do think we will
potentially start to see some of the extreme measures start
to taper. I don't think we’re going to see interest rates
increase anytime soon because, as we get through this the
next several years, we’re not going to have the same fiscal
stimulus and deficit spending that we had over the course of
the last couple of years.

As some of this wanes, that will drag on economic activity
and the Federal Reserve will probably be a bit hesitant to go
too far, too fast. We saw that most recently with Chairman
Powell talking about a shift toward data dependency.

I think unemployment will take a while to come back and the
expense of employment will generally increase, but with
where we are with regard to corporate profits, the Fed will
assume that's going to be OK. I don't think that deters any of
the corporate investment.

As a result, I think that the front end of the yield curve is still
going to be remaining near zero for the next couple of years. I
expect that the three-to-five-year part of the curve continues
to flatten out and starts to price in some front-end increases,
but the back end—which I would expect to increase from
here—probably is really going to move significantly.

If there is data that acceleration is above my expectations—
or the consistency of it is above my expectations—and the
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Fed moves, I think that's going to keep the back end anchored
lower and remain tight because markets will be concerned
that it will accelerate the business cycle slowdown. The 10-
year Treasury should move back toward the 1.5% range, but I
don't expect big moves one way or the other.

SL: Where do you see value in public fixed income markets?

JK: We are still generally pro-cyclical in the credit markets. So,
we continue to favor seeking convexity or upside with regard
to the nature of recovery with the equity market, because at
this point we have seen spreads collapse generally in all
markets except for China high yield, which decompressed
recently.

With the rate moves over the course of the last several
months, we don't love duration. So we prefer shorter-
duration credit versus investment grade at this point—and
that's purely duration. I’m not worried about spreads on
investment grade.

We like the stability of the credit markets in things like low-
volatility bank loans. Why? I think we are still in a period of
time where earnings growth over the next couple of years is
going to continue to be very strong—albeit with a lower rate
of change—and I think we are going to continue to see strong
earnings growth, which is very supportive for spread product.
I also think there will be fairly low dispersion just based off of
the callability nature of the asset class, and I think the
volatility will generally be low because of the earnings
quality.

The first-lien quality spread is probably going to be pretty
stable and is a nice way to own risk at this point in time. For
those who are willing to take a little bit more risk, there are
means to lever that, including collateralized loan obligations
(CLOs), which look like an attractive place to get carry and
maximize that carry.

Looking at high yield in some of these markets, it’s seen so
much compression that CCC-rated bonds have traded on top
of BB-rated, and BB-rated on top of investment grade. While
there is some weakness recently, there are still some good
assets—but I would stay away from the riskier elements
because you're not necessarily getting paid a significant
amount of premium to go into far more cyclical businesses,
weaker balance sheets or weaker management teams.

So we like the high-yield market, but we would stay in the
BB- or B-rated areas where there are opportunities that are
more venture and based off of merger and acquisition (M&A)
activity or even something that might get upgraded to
investment grade.

SL: How about on the private side?

JK: If you can take a bit of illiquidity within your portfolio, I
think private markets present an attractive place to get some

premium. Because M&A activity remains robust, first-lien
direct lending offers the ability to get 7% to 9% on three-year
paper versus the broadly syndicated loan market at 4% to 5%.
That’s a nice premium for a shorter-duration asset in illiquid
markets. Then, we also like trading the beta.

SL: What about from a sector perspective?

JK: There are certain businesses that are not great businesses
to lever up. In general, there are tactical ways to trade them
or invest in them in different periods of time, but something
might be five or six times levered. Said differently, they might
be 60% to 80% loan-to-value and have less visibility into
their cash flow/customer base, or they might be more
competitive by nature.

There are times, like in 2020, when things are stressed and
certain securities in sectors are trading at 30 to 50 cents on
the dollar, and they are being priced with regard to an equity
type of risk.

When you look at some really stable companies that have
long-term contracted-out cash flows or oligopolies, when it
comes to the quality of their assets, you are not really getting
paid to take that risk to move into that sector. For example,
we tend to stay away from levered retailers.

When you’ve seen this level of compression across spreads at
a point where default premiums are low, I think you want to
protect against the decompression trade—because if policy
does shift or if there is a growth slowdown, that sector and
that risk can really blow out or you can run into a lot of
idiosyncratic risk.

That's a little bit of what we're seeing in Asia right now, as
Chinese policy has unfolded and tightened this year. On the
fiscal side over the course of the last month, China real estate
has really widened out and some securities are down 30 to
50 points over the course of two to three weeks.

SL: What are the biggest risks in the current environment?

JK: We try to watch all things related to the virus—including
monetary and fiscal policy—and how they are evolving. If
some things were to really shift, it will probably change
behaviors and slow down certain industries. From a credit
perspective, I think it will be very benign. Unless there's a
significant change, credit risk looks very limited relative to
equity volatility. On the policy front, China policy is the one
where you probably have the most potential corresponding
second- and third-tier risk fallouts. ■ 

James Keenan is not an employee of Morgan Stanley Wealth
Management or its affiliates. Opinions expressed by him are
his own and may not necessarily reflect those of Morgan
Stanley Wealth Management or its affiliates. 
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Global Investment Committee
Tactical Asset Allocation
The Global Investment Committee provides guidance on asset allocation decisions through its various models. The five 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.

Source: Morgan Stanley Wealth Management GIC as of August 31, 2021
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The Global Investment Committee provides guidance on asset allocation decisions through its various models. The five models
below are recommended for investors with over $25 million in investable assets. They are based on an increasing scale of risk
(expected volatility) and expected return. 

Source: Morgan Stanley Wealth Management GIC as of August 31, 2021
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Tactical Asset Allocation Reasoning

 Global Equities Relative Weight
Within Equities  

US Overweight

As the S&P 500 has continued to hit all-time highs, pricing the fastest recovery from recession in the
last five business cycles, we recently reduced exposure to expensive US growth stocks with a focus
on SMID exposure. From here we enter the midcycle adjustment, where gains moderate as
expectations get recalibrated and policy normalizes. Odds of a 10%-15% correction are increasing as
the outlook for inflation and higher rates crystalizes.

International Equities
(Developed Markets) Market Weight

In Europe, prospects for fiscal stimulus and concrete moves toward pan-Europe fiscal integration are
game changers. In Japan, economic recovery is gaining momentum, and we expect shareholder-
friendly and positive return-on-equity policies to persist. The weakening of the US dollar is a tailwind.

Emerging Markets Overweight 

China was the first country to enter the COVID-19 crisis and appears poised to be the first out.
Resumption of economic activity during the second quarter should jump-start global growth,
especially given huge government stimulus programs. While valuations are attractive and local
central banks should be able to maintain accommodation and stimulus, we need to be more selective
now as rising commodity prices are a blessing or a curse, depending on the country. 

Global Fixed Income Relative Weight
Within Fixed Income  

US Investment Grade Market Weight

After moving in 2018 to a maximum underweight to core US fixed income with a strong tilt toward
short duration, we recently moved to partially neutralize our extreme positioning. Since 2020,
nominal long rates have nearly doubled while inflation breakevens are near multidecade highs. With
two-thirds of the cycle repricing behind us and stock volatility likely to stay high, we are using this
exposure to collect low-volatility income.

International
Investment Grade

Underweight
Negative interest rates suggest that this is not a preferred asset class for US-dollar clients at this
time. Actively managed funds may provide very patient, risk-tolerant clients with income
opportunities in select corporate credits.

Inflation-Protection  
Securities Underweight The “sudden stop” recession caused a severe pricing of real interest rates, pushing them negative and

near all-time lows. In the near term, upside appears limited.

High Yield  Market Weight

We recently halved our exposure to the equity-like asset class, wanting to reduce equity beta of
portfolios. High yield bonds have rallied aggressively with the unprecedented provision of liquidity
from the Fed and fiscal stimulus from Washington. Surging commodity prices have also repaired
balance sheets of oil-levered companies. With spreads near all-time tights, the upside is limited.  

Alternative Investments Relative Weight Within
Alternative Investments  

REITs Overweight

With the debate between growth and rising rates moving to center stage, we recently added
modestly to the asset class, believing it is a diversifying source of income that is also leveraged to
reflation. With real interest rates still negative and inflation expectations rising, we expect to be
selective opportunistic investors in the sector this year, with a focus on residential.

Commodities Market Weight

Sooner-than-expected economic and COVID-19 recoveries in both China and the US have shocked
supply chains drained from last year's closures. Now most major commodities are rallying in a chase
to keep up with improving demand. The impact is broad-based, affecting areas as diverse as industrial
metals, soft agricultural, lumber and semiconductors. Longer term, increased global capital spending,
a strong US housing market, a weaker US dollar and rising overall inflation suggest the asset class
will likely remain opportunistically bid. 

Hedged Strategies (Hedge
Funds and Managed Futures) Overweight

With broad market valuations rich, a majority of returns from here will be based on company
earnings growth and managements' ability to navigate rising costs, surging demand and disruptive
competition. These factors create a constructive environment for hedge fund managers who are
good stock-pickers and can use leverage and risk management techniques to amplify returns. We
prefer very active and fundamental strategies, especially equity long/short.

*For more about the risks to Duration, please see the Risk Considerations section beginning on page 17 of this report. 
Source: Morgan Stanley Wealth Management GlC as of August 31, 2021

ON THE MARKETS

Please refer to important information, disclosures and qualifications at the end of this material. Morgan Stanley Wealth Management  16



Disclosure Section
Important Information

The Global Investment Committee (GIC) is a group of seasoned investment professionals from Morgan Stanley & Co. and Morgan Stanley
Wealth Management who meet regularly to discuss the global economy and markets. The committee determines the investment outlook that
guides our advice to clients. They continually monitor developing economic and market conditions, review tactical outlooks and recommend
asset allocation model weightings, as well as produce a suite of strategy, analysis, commentary, portfolio positioning suggestions and other
reports and broadcasts.

Christopher Baxter, Stephen Byrd, Aili Chen, Michelle Chyr, John Duggan, Paul Jodice, Suzanne Lindquist, Sachin Manchanda, Jonah Silverman,
Emily Thomas, Michael Tong, Lily Trager and Ellen Zentner are not members of the Global Investment Committee and any implementation
strategies suggested have not been reviewed or approved by the Global Investment Committee.

Index Definitions

FTSE DEVELOPED ALL CAP EX US INDEX This index comprises large-, mid- and small-cap stocks from developed markets excluding the US.

MSCI EMERGING MARKETS INDEX This index captures large- and mid-cap representation across 27 Emerging Market countries. With 1,406
constituents, the index covers approximately 85% of the free-float-adjusted market capitalization in each country.  

For other index, indicator and survey definitions referenced in this report please visit the following: https://www.morganstanley.com/wealth-
investmentsolutions/wmir-definitions

Risk Considerations 

Alternative Investments

The sole purpose of this material is to inform, and it in no way is intended to be an offer or solicitation to purchase or sell any security, other
investment or service, or to attract any funds or deposits. Investments mentioned may not be appropriate for all clients. Any product discussed
herein may be purchased only after a client has carefully reviewed the offering memorandum and executed the subscription documents.
Morgan Stanley Wealth Management has not considered the actual or desired investment objectives, goals, strategies, guidelines, or factual
circumstances of any investor in any fund(s). Before making any investment, each investor should carefully consider the risks associated with
the investment, as discussed in the applicable offering memorandum, and make a determination based upon their own particular circumstances,
that the investment is consistent with their investment objectives and risk tolerance.

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.

Certain information contained herein may constitute forward-looking statements. Due to various risks and uncertainties, actual events, results
or the performance of a fund may differ materially from those reflected or contemplated in such forward-looking statements. Clients should
carefully consider the investment objectives, risks, charges, and expenses of a fund before investing.

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 offered 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.

Hypothetical Performance

General: Hypothetical performance should not be considered a guarantee of future performance or a guarantee of achieving overall financial
objectives. Asset allocation and diversification do not assure a profit or protect against loss in declining financial markets.

Hypothetical performance results have inherent limitations. The performance shown here is simulated performance based on benchmark
indices, not investment results from an actual portfolio or actual trading. There can be large differences between hypothetical and actual
performance results achieved by a particular asset allocation.

Despite the limitations of hypothetical performance, these hypothetical performance results may allow clients and Financial Advisors to obtain
a sense of the risk / return trade-off of different asset allocation constructs.

Investing in the market entails the risk of market volatility. The value of all types of securities may increase or decrease over varying time
periods.

This analysis does not purport to recommend or implement an investment strategy.  Financial forecasts, rates of return, risk, inflation, and other
assumptions may be used as the basis for illustrations in this analysis.  They should not be considered a guarantee of future performance or a
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guarantee of achieving overall financial objectives.  No analysis has the ability to accurately predict the future, eliminate risk or guarantee
investment results. As investment returns, inflation, taxes, and other economic conditions vary from the assumptions used in this analysis, your
actual results will vary (perhaps significantly) from those presented in this analysis.

The assumed return rates in this analysis are not reflective of any specific investment and do not include any fees or expenses that may be
incurred by investing in specific products.  The actual returns of a specific investment may be more or less than the returns used in this
analysis.  The return assumptions are based on hypothetical rates of return of securities indices, which serve as proxies for the asset classes.
Moreover, different forecasts may choose different indices as a proxy for the same asset class, thus influencing the return of the asset class.

An investment in a money market fund is not insured or guaranteed by the Federal Deposit Insurance Corporation or any other government
agency. Although the Fund seeks to preserve the value of your investment at $1.00 per share, it is possible to lose money by investing in the
fund.

ETF Investing 

An investment in an exchange-traded fund involves risks similar to those of investing in a broadly based portfolio of equity securities traded on
an exchange in the relevant securities market, such as market fluctuations caused by such factors as economic and political developments,
changes in interest rates and perceived trends in stock and bond prices. Investing in an international ETF also involves certain risks and
considerations not typically associated with investing in an ETF that invests in the securities of U.S. issues, such as political, currency, economic
and market risks. These risks are magnified in countries with emerging markets, since these countries may have relatively unstable governments
and less established markets and economics. ETFs investing in physical commodities and commodity or currency futures have special tax
considerations. Physical commodities may be treated as collectibles subject to a maximum 28% long-term capital gains rates, while futures are
marked-to-market and may be subject to a blended 60% long- and 40% short-term capital gains tax rate. Rolling futures positions may create
taxable events. For specifics and a greater explanation of possible risks with ETFs¸ along with the ETF’s investment objectives, charges and
expenses, please consult a copy of the ETF’s prospectus.  Investing in sectors may be more volatile than diversifying across many industries.
The investment return and principal value of ETF investments will fluctuate, so an investor’s ETF shares (Creation Units), if or when sold, may
be worth more or less than the original cost.  ETFs are redeemable only in Creation Unit size through an Authorized Participant and are not
individually redeemable from an ETF.

Investors should carefully consider the investment objectives and risks as well as charges and expenses of an exchange-traded fund or mutual
fund before investing. The prospectus contains this and other important information about the mutual fund. To obtain a prospectus, contact
your Financial Advisor or visit the mutual fund company’s website. Please read the prospectus carefully before investing.

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 and frontier markets, since these countries may have relatively unstable governments and less established markets and economies.

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.

Managed futures investments are speculative, involve a high degree of risk, use significant leverage, have limited liquidity and/or may be
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generally illiquid, may incur substantial charges, may subject investors to conflicts of interest, and are usually appropriate 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 appropriate 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.

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.

Ultrashort-term fixed income asset class is comprised of fixed income securities with high quality, very short maturities. They are therefore
subject to the risks associated with debt securities such as credit and interest rate risk.

Although they are backed by the full faith and credit of the U.S. Government as to timely payment of principal and interest, Treasury Bills are
subject to interest rate and inflation risk, as well as the opportunity risk of other more potentially lucrative investment opportunities.

CDs are insured by the FDIC, an independent agency of the U.S. Government, up to a maximum of $250,000 (including principal and accrued
interest) for all deposits held in the same insurable capacity (e.g. individual account, joint account, IRA etc.) per CD depository. Investors are
responsible for monitoring the total amount held with each CD depository. All deposits at a single depository held in the same insurable
capacity will be aggregated for the purposes of the applicable FDIC insurance limit, including deposits (such as bank accounts) maintained
directly with the depository and CDs of the depository. For more information visit the FDIC website at www.fdic.gov.

The majority of $25 and $1000 par preferred securities are “callable” meaning that the issuer may retire the securities at specific prices and
dates prior to maturity. Interest/dividend payments on certain preferred issues may be deferred by the issuer for periods of up to 5 to 10 years,
depending on the particular issue. The investor would still have income tax liability even though payments would not have been received. Price
quoted is per $25 or $1,000 share, unless otherwise specified. Current yield is calculated by multiplying the coupon by par value divided by the
market price.

The initial interest rate on a floating-rate security may be lower than that of a fixed-rate security of the same maturity because investors expect
to receive additional income due to future increases in the floating security’s underlying reference rate. The reference rate could be an index or
an interest rate. However, there can be no assurance that the reference rate will increase. Some floating-rate securities may be subject to call
risk.

The market value of convertible bonds and the underlying common stock(s) will fluctuate and after purchase may be worth more or less than
original cost.  If sold prior to maturity, investors may receive more or less than their original purchase price or maturity value, depending on
market conditions. Callable bonds may be redeemed by the issuer prior to maturity. Additional call features may exist that could affect yield.

Some $25 or $1000 par preferred securities are QDI (Qualified Dividend Income) eligible. Information on QDI eligibility is obtained from third
party sources. The dividend income on QDI eligible preferreds qualifies for a reduced tax rate. Many traditional ‘dividend paying’ perpetual
preferred securities (traditional preferreds with no maturity date) are QDI eligible.  In order to qualify for the preferential tax treatment all
qualifying preferred securities must be held by investors for a minimum period – 91 days during a 180 day window period, beginning 90 days
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before the ex-dividend date.

Principal is returned on a monthly basis over the life of a mortgage-backed security. Principal prepayment can significantly affect the monthly
income stream and the maturity of any type of MBS, including standard MBS, CMOs and Lottery Bonds. Yields and average lives are estimated
based on prepayment assumptions and are subject to change based on actual prepayment of the mortgages in the underlying pools.  The level
of predictability of an MBS/CMO’s average life, and its market price, depends on the type of MBS/CMO class purchased and interest rate
movements.  In general, as interest rates fall, prepayment speeds are likely to increase, thus shortening the MBS/CMO’s average life and likely
causing its market price to rise.  Conversely, as interest rates rise, prepayment speeds are likely to decrease, thus lengthening average life and
likely causing the MBS/CMO’s market price to fall. Some MBS/CMOs may have “original issue discount” (OID). OID occurs if the MBS/CMO’s
original issue price is below its stated redemption price at maturity, and results in “imputed interest” that must be reported annually for tax
purposes, resulting in a tax liability even though interest was not received.  Investors are urged to consult their tax advisors for more
information.

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.

Companies paying dividends can reduce or cut payouts at any time.

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.

Asset allocation and diversification do not assure a profit or protect against loss in declining financial markets.

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. Technology stocks may be especially volatile. Risks applicable to companies in the energy and natural resources sectors include
commodity pricing risk, supply and demand risk, depletion risk and exploration risk.

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.

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.

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. 

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 appropriate 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
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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 except as otherwise provided in writing by Morgan Stanley and/or
as described at www.morganstanley.com/disclosures/dol.

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 primarily authored by, and reflects the opinions of, Morgan Stanley Smith Barney LLC (Member SIPC), as well as identified
guest authors. Articles contributed by employees of Morgan Stanley & Co. LLC (Member SIPC) or one of its affiliates are used under license
from Morgan Stanley.

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 material 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, 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); Switzerland: Morgan Stanley (Switzerland) 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 of the Municipal Advisor Rule.

This material is disseminated in the United States of America by Morgan Stanley Wealth Management.

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.

This material, or any portion thereof, may not be reprinted, sold or redistributed without the written consent of Morgan Stanley Smith Barney
LLC.

© 2021 Morgan Stanley Smith Barney LLC. Member SIPC.
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