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Climbing the Wall of Worry—Still
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As I wrote earlier this month in On the Markets, there has
been an extraordinary amount of concern about the next
downturn. In fact, since the beginning of this bull market in
early 2009, more has been written about the potential risk
than the reward. I suspect this is to be expected after two
50% corrections in US equities that left virtually every
investor severely damaged and scarred. What it really did
was prevent people from embracing one of the best cyclical
bull markets of our lifetime—in both stocks and bonds.
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Truth be told, the best returns of this cycle are likely behind us. However, there should
still be good returns to be had before the end of this cyclical bull market. Fretting about
minor corrections is exactly the kind of behavior that has prevented the average investor
from fully participating during the past eight years. The concerns lately have been
circumstantial for the most part, lacking in fundamental merit and centering on
speculation about what bad things could happen. In contrast, our work has been focused
more on what we can analyze and predict. Specifically, we’re concerned with corporate
profits, economic data and other macro factors that tend to lead the earnings cycle. The
biggest benefit of such focus is that it keeps us out of the political and geopolitical arena
which, generally, is a distraction.
In January, we provocatively titled our year-ahead outlook “Are You Ready for
Euphoria?” because we thought investors were finally ready to embrace this bull market.
From a price standpoint, we can say “so far, so good.” Global equity markets are
annualizing north of 25% for the year to date, with the riskiest markets leading the way.
The S&P 500 Index is annualizing at just 19% which puts us right on track for our target
of 2,700 by year-end—a target we maintain in the face of continued skepticism.
Investors and the media have yet to embrace this bull market and until they do, we are
likely to keep climbing the wall of worry.
The latest worry is investor complacency. Specifically, there is great concern that low
volatility in the markets is bound to reverse, that investors are ignoring the real concerns
about North Korea, a US debt ceiling that expires this fall, an unpredictable president
and Washington gridlock. Our view is that the equity markets have low volatility
because we have been experiencing low volatility in the things that drive equity prices—
interest rates, economic data and corporate earnings. Therefore, low volatility is not the
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Exhibit 1: Investors Are at Their Most Risk Averse Position in Two Years
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3
Exuberance
2
1
0
Comey
Firing

-1
-2

French
Election

-3
Taper
Tantrum

Start of
Tapering

-4
Fear

High Yield/
Energy Sell
Off

Global Brexit
North Korea
Recession
China
Trough
US Election
Devaluation

-5
Jan '13 Jul '13 Jan '14 Jul '14 Jan '15 Jul '15 Jan '16 Jul '16 Jan '17 Jul '17
Source: Morgan Stanley & Co. Research as of Aug. 11, 2017; Morgan Stanley Prime Brokerage as of Aug. 11, 2017; Haver Analytics, ICI as of July
31, 2017; Morgan Stanley & Co. Research, Morgan Stanley Prime Brokerage; Haver Analytics, Bloomberg, FactSet as of July 31, 2017

result of investor complacency but rather reflects a very good
investment environment that should be embraced. This past
week, that view was challenged by escalating concerns about a
potential military conflict with North Korea. In three short days
we seem to have corrected that anomaly (see Exhibit 1). In short,
this chart is our proprietary measure of risk aversion in global
equity, credit and currency markets. It is based on volatility and
when volatility spikes, the line goes lower. As you can see,
investors have reached one of their most risk averse postures in
the past several years—a time when we’ve had some rather
scary events.
To further our point about investors’ lack of willingness to
embrace this bull market, we show a series of charts (see
Exhibit 2, page 3). First, top left is our proprietary US Equity
Risk Indicator which combines both sentiment and positioning
data. As you can see, we are in a neutral zone after reaching a
more exuberant range at the end of last year following the US
election. Since then, investors have become more skeptical
about policy change and hence less bullish about US equity
markets. On the top right, we break down positioning from

sentiment data and discover a widening divergence between the
two, with investor positioning more negative than sentiment.
This looks similar to last fall’s pattern going into the election
season, which turned out to be a positive set-up for a strong
finish into year-end. We think today’s divergence is the result of
investor anxiety about normal seasonal weakness in a year that
has yet to see more than a three percent correction. To us, this
means it’s going to be difficult to sell-off significantly when
investors are already set up for it. The bottom left chart simply
shows how unloved this bull market has been by individual
investors. Since 2007, US equity mutual funds and exchangetraded funds have suffered net outflows to the tune of $250
billion while close to $1.6 trillion have flowed into bond
funds—wow. Finally, on the bottom right, our hedge fund
clients currently have net equity exposure well below their
historical average since 2005. Specifically, hedge funds have
only been more conservatively positioned 17% of the time going
back to 2005—hardly an exuberant position.
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Exhibit 2: These Measures Show Investors Still Unwilling to Embrace the Bull Market
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What Are We Watching?
Our call for a powerful global equity rally driven by earnings
growth and multiple expansion has played out nicely over the
past 18 months. So, I understand investors’ anxiety. Nobody
wants to be the last one to the party, especially given how bad
the last two recessions were for investors. As I have been
writing as MSWM’s chief investment officer for the past four
years, we are laser-focused on preserving our clients’ capital
without abandoning their investment goals.
So, with that as a backdrop, what are we watching to tell us it’s
time to reduce risk? Simplistically, prices for risky financial
assets (stocks and credit) are determined by growth and interest
rates. Given that we are solidly in the midst of the most
synchronous global economic recovery since 2010 and the justreported second-quarter earnings season was once again much
better than expected, we are comfortable with the growth side of
the equation. Despite this better growth, interest rates have
remained subdued. Meanwhile credit spreads take their cues
from company fundamentals, so the better economic and

earnings results have kept spreads tight, which is another
healthy sign. What this all adds up to is easy financial
conditions which, in turn, support higher equity valuations and
prices—exactly what we have witnessed all year.
Exhibit 3 on page 4 shows the MSCI All Country World Index
against the forward 12-month earnings forecast and forward
price/earnings (P/E) multiple. What’s clear is that both earnings
and valuations have been expanding for the past 18 months.
This has been our call; so when people ask us what is going to
drive equity prices higher going forward, my response is the
same thing that has driven them the past 18 months—earnings
and valuations. Many will argue that valuations are already
stretched with some saying we are in a “bubble,” a term that’s
grossly overused. As you can see, the earnings recovery could
not have been smoother or steadier while the valuation
expansion has been choppier. However, each has contributed
about half of the total return in the index during this period, a
healthy balance in our view. Currently, the forward P/E is 15.7,
which does not seem egregious given the exceptionally low
interest rates and inflation around the world.
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Exhibit 3: Global Equity Markets Have
Been Driven by Earnings and Valuations
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Exhibit 4: Tax Cuts Appear to Have Been
Priced Out of the Market’s Expectations
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We also have an eye on equity risk premiums—the excess
return that the stock market provides over the risk-free rate—
which remain elevated around the world as they have been since
the financial crisis. However, with the significant changes last
year in terms of both monetary and fiscal policy direction, we
think equity markets now realize growth is likely to be better
and more stable going forward. This argues for lower risk
premiums, or higher equity valuation; and that is exactly what
has been happening. We think the revaluation process is
incomplete and expect another 10% before we reach “fair value,”
at which point further appreciation will have to come purely in
the form of earnings growth. In the meantime, we will be
monitoring our growth indicators and financial conditions for
any sign that the revaluation process will end prematurely.

Be Careful What You Wish For
There continues to be a tremendous amount of attention on the
lack of progress in Washington on the new administration’s
progrowth agenda. So far, we have seen meaningful action
where legislation is not needed. Specifically, there have been
numerous executive orders that reduce the increasing regulatory
burden as well as appointments of people who share the goal of
sharply reducing existing regulations. For instance, the “one in,
two out” rule-making order is a perfect example of such change.
We have also seen pipelines approved that were blocked for
years and a repealing of regulations through the Congressional
Review Act. Perhaps the most important change that isn’t often
discussed is the appointments of “deregulators”
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to key government posts: Secretary of Energy Rick Perry; EPA
Administrator Scott Pruitt; Secretary of Education Betsy DeVos;
Federal Communications Commission Chairman Ajit Pai; and
Randal Quarles, nominated but not yet confirmed as vice chair
of the Federal Reserve Board for bank supervision. Such
appointments will have a dramatic effect on how existing laws
and regulations are interpreted and could reduce the red tape
that has been slowing growth for the better part of two decades.
The American Action Forum, an independent nonprofit think
tank run by former Congressional Budget Office Director
Douglas Holtz-Eakin, estimates that the reduction in regulations
under the new administration could reduce more than $100
billion in costs for the US economy per year. Fewer regulations
will also make it easier to get business done, which ultimately
means more new job creation and economic growth. By the way,
this is not a partisan issue and the increase in regulation did not
start with President Obama. In fact, regulations have been
expanding for 25 years under both Democrats and Republicans.
The pendulum has simply gone too far—a natural response to a
financial crisis—and there is a long way for it to swing back.
According to the Bureau of Labor Statistics, 4.7 million jobs
were created by establishments less than one year old in 1999—
a number that dropped to 3.0 million in 2015. While not all of
this is due to greater regulation, it has been blamed for a good
part of it.
Meanwhile, the inability of the Republican Congress to repeal
and replace the Affordable Care Act has lowered investor
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confidence on the parts of the progrowth agenda that do require
legislative approval such as tax cuts and an infrastructure bill.
We can see this in the valuations of companies with high tax
rates relative to those with relatively low tax rates (see Exhibit 4,
page 3), not to mention the continued downward pressure on
long-term interest rates. It also explains a good part of why
small- and mid-capitalization stocks have underperformed largecap stocks this year. Said another way, the market is no longer
expecting tax cuts, and this is arguably a good thing because it
lowers the bar for what companies need to deliver on earnings.
Our view is that we are likely to get a tax deal before the end of
the first quarter of 2018 simply because politically, the
Republicans have to deliver something going into a very
important midterm election year. However, as we look forward

we can’t help but think additional fiscal stimulus—mainly tax
cuts and infrastructure spending—might not be what we need at
this stage of the economic cycle. After all, the economy is in
pretty good shape at the moment, growing at a 2.6% annual rate
in the second quarter with full employment and inflation under
control. This has allowed the Fed to move slowly and keep the
party going. If we were to get a big fiscal stimulus at such a late
stage in the economic cycle it might very well ignite inflation
expectations and interest rates. If so, the Fed would likely
tighten even faster, thereby bringing the end of the cycle sooner
than it would otherwise occur. In other words, as investors we
should be careful what we’re wishing for at this point. 
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Index Definitions
MORGAN STANLEY & CO. EQUITY
MARKET POSITIONING INDICATOR This

MORGAN STANLEY & CO. US EQUITY
MARKET SENTIMENT INDICATOR This

indicator combines data on mutual fund beta,
hedge fund net leverage and fund flows..

indicator is a compilation of the percentage of
bulls measured in surveys by Domini Social
Investments, the American Assn. of Independent
Investors and Institutional Investor.

For index, indicator and survey
definitions referenced in this report
please visit the following:
http://www.morganstanleyfa.com/public
/projectfiles/id.pdf

Risk Considerations
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.
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.
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.
Investing in smaller companies involves greater risks not associated with investing in more established companies, such as business risk,
significant stock price fluctuations and illiquidity.
Investing in foreign emerging markets entails greater risks than those normally associated with domestic markets, such as political, currency,
economic and market risks.
Investing in 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.
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.
Asset allocation and diversification do not assure a profit or protect against loss in declining financial markets.
Because of their narrow focus, sector investments tend to be more volatile than investments that diversify across many sectors and companies.
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 Wealth Management retains the right to change representative indices at any time.
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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 suitable for all investors. The appropriateness of a particular investment or strategy
will depend on an investor's individual circumstances and objectives. Morgan Stanley Wealth Management recommends that investors independently
evaluate specific investments and strategies, and encourages investors to seek the advice of a financial advisor. The value of and income from
investments may vary because of changes in interest rates, foreign exchange rates, default rates, prepayment rates, securities/instruments prices,
market indexes, operational or financial conditions of companies and other issuers or other factors. Estimates of future performance are based on
assumptions that may not be realized. Actual events may differ from those assumed and changes to any assumptions may have a material impact on
any projections or estimates. Other events not taken into account may occur and may significantly affect the projections or estimates. Certain
assumptions may have been made for modeling purposes only to simplify the presentation and/or calculation of any projections or estimates, and
Morgan Stanley Wealth Management does not represent that any such assumptions will reflect actual future events. Accordingly, there can be no
assurance that estimated returns or projections will be realized or that actual returns or performance results will not materially differ from those
estimated herein.
This material should not be viewed as advice or recommendations with respect to asset allocation or any particular investment. This information is
not intended to, and should not, form a primary basis for any investment decisions that you may make. Morgan Stanley Wealth Management is not
acting as a fiduciary under either the Employee Retirement Income Security Act of 1974, as amended or under section 4975 of the Internal Revenue
Code of 1986 as amended in providing this material 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 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 Smith Barney LLC.
Third-party data providers make no warranties or representations of any kind relating to the accuracy, completeness, or timeliness of the data they
provide and shall not have liability for any damages of any kind relating to such data.
This material, or any portion thereof, may not be reprinted, sold or redistributed without the written consent of Morgan Stanley Smith Barney LLC.
© 2017 Morgan Stanley Smith Barney LLC. Member SIPC.
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