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Good afternoon, everyone, it's Mike Wilson, chief investment officer for Morgan Stanley, and welcome to the December Monthly Investment Perspectives. Happy holidays to everyone, and it's been a
great year for investors. And hopefully we can have another good start to next year, although, I will start out this presentation by saying we do think 2018 is going to be much trickier than 2017.
Not necessarily a big bear market, but clearly more volatility, and that's really what I want to focus on in today's Monthly Investment Perspectives. So, as I said, you know, our call in January was for the
strongest global equity market since 2013. I stress the word global because literally every market in the world was up, and up significantly. In fact, the US equity market was the laggard, which I'll get to
some of that in a minute. But basically it was a global equity rally driven by earnings and multiple expansion, and we think that will persist in 2018.
But then things could start to change as people start to worry about decelerating growth. So, I mentioned we're not as bullish on global stocks at this time as we were last year. Once again, not a bear
market, but hard to imagine we're going to be up 20% again or more in 2018 after this year. And the three things we're really focused on is number one: we do expect a peak in the growth rate and
earnings next year, probably in the first half.
That doesn't mean negative growth, it just means that the peak rate of change will come in, in the first half of 2018, particularly in the United States where we're getting a tax reform, where you could
get a lot of front-end-loaded activity in the first half of next year. And it's going to create more difficult comparisons in the back half, and then of course as you go into 2019.
The second thing that we're worried about for next year is financial conditions are likely to tighten, okay? So, this is another reason why multiples expanded this year, is because financial conditions
were very loose. And two things, in particular, happened in 2017 that drove that: Interest rates actually went down. People thought they'd go up as people got more excited about growth.
That didn't happen. And the second thing is that the US dollar actually weakened this year, which is helpful for financial conditions. And so, next year we think the reason why financial conditions will
tighten is that the Fed is moving forward; in fact, they raised 25 basis points today, and the reducing balance sheet, and we're getting later in the economic cycle when things start to get tight, inflation
starts to pick up, and we start to see credit markets behave in a less functional way.
So, those are the drivers for financial conditions—tightening, which then, can have a negative impact on multiples. And the last thing is, is that sentiment is much more bullish now than it was a year
ago. In fact, I would argue sentiment is much more bullish now than it was even in August—the last time that we were really, really pounding home the idea you wanted to be aggressively buying
equities—for a final move this year, which is what we're getting.
But now, people are pretty much on board with the idea that we're in a, you know, a structural bull market, cyclical bull market, whatever you want to call it, and it's being led by all the things we've
been talking about. Global synchronous growth—you know, financial conditions are quite loose, and multiples can expand. We think that's now a more, much more of a consensus view, which then, of
course, leads to less upside for next year.
We also think that, as I mentioned before, we expect more, a more normal year, just in terms of total return and volatility. So, remember, a normal year, you typically get about 8%, 9% return in
equities. So, that's a normal year. This year we're getting 20%, 25%. That's not normal. And we've had very little volatility—one of the lowest drawdowns we've ever seen in a typical year—only 3% in
the US equity market, S&P 500.
Typically, you get 10% to 14%. I'll show some data on that in a minute. Now, tax reform. We're not surprised that tax reform's happening in the US, but we are surprised by the timing of it and the
potential size. We suspect this may have brought forward returns. Our 2700 target for the S&P 500 was originally for the first quarter of 2018, and we're actually pretty much there now.
And the reason why is because we think tax got done sooner, and it's a little bit bigger than we thought. We thought it would be a 25% rate. It's closer to a 20% rate, maybe 21% for corporates, and so
that's a reason why returns have kind of been brought forward. It also means we might be able to extend them a little higher than the original target in the first half of next year, but not necessarily all
year.
Okay, so it's getting priced earlier, it doesn't mean it's going to last for all of 2018. So, just a couple more comments here on the home page. Credit markets are, on the other hand, little or no value. We
continue to be underweight high yield. And we think credit continues to be a source of funds. That'll be the first market to turn as things get a little bit tougher. Japanese equities have continued to
perform very well this year, even though we've only been 50% hedged, and European equities are completely unhedged—have also done very well.
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But emerging markets have been the strongest performer this year, year to date, a market that most people hated at the beginning of last year. We've stayed with it. I suspect emerging market's going
to be much more of a market next year. It may even underperform in some regions just given how strong they performed in 2017.
All right, let's talk about some of the leading indicators that really tipped us off. The reason we got bullish back here in 2016 was because it was already troughing. But look where we are now. This is
developed markets, PMIs—this is the overall number; this is emerging markets, but they're all basically at very high levels. And one thing we know about this is it's mean reverting. So, it's pretty clear to
us this is going to roll over in 2018.
It doesn't mean we have to go to a recession, which would be all the way down here. So, you break through there, then you're in a recession. But they're going to roll over. And this gets back to the idea
that the rate of change on growth is going to slow at some point, probably in the first half of 2018.
This is MSCI All-Country World, so global, that's the price, and this is consensus forward earnings estimates. The yellow line is the earnings; it's just been going straight up. Now, it's unlikely that that can
just continue to go at that pace. So, this is probably going to start to flatten out, at a minimum. Once again, rate of change on growth—we’ll have implications for multiples, and just excitement around
equities.
But our key insight last year beyond the fact that we thought the earnings were going to be quite good, was that multiples were going to expand. Let's talk about this update. Remember we talked about
equity risk premiums rather than PE multiples, and a lot of people thought that was misplaced; although, now I hear a lot of people talking about ERP today because they basically agree with this
concept.
The concept is very simply the spread between earnings yields, and 10-year Treasury yields. And as we've talked about now for a couple years, they've been pretty elevated. Okay, they've been elevated
up here above the average, which is where the yellow line is, and our whole call was that they were going to come down towards the average line, and that's exactly what's been going on. We've made a
lot of progress on that. In fact, we've gone, as you can see, from basically 400 basis points down to 300 basis points.
So, pretty good multiple expansion, okay? Now, it doesn't mean we can't overshoot, okay, and go down into an overvalued area. Okay, it's very possible that could happen. I just want people to
understand that that's what you're playing for. If, you know, markets continue to power higher next year at 20%, you're going to be in an overvalued territory.
But this is not a high risk-reward, okay, like it was back here, when everybody was worried about valuation. That was the time you wanted to capture this. We've captured a good portion of that, so let's
just, you know, make note of that, and call a spade a spade, and not, you know, talk about how, you know, markets can go up 20% every year.
I notice that sell side commentators now are talking about, you know, 3,000 and the S&P 500 when last year they were thinking the market was going to be flat. So, the market's up 25% and all of a
sudden they get more bullish. It doesn't really make a lot of sense to me. That sounds like people chasing performance a bit, and that's what that chart is trying to illustrate, okay?
So I talked earlier about just how abroad, they've seen this chart before but I like to show this because this is not going to happen next year, okay?
In fact, I've never seen a market like this in my career where literally every market, okay, every market, S&P 500, EM, Japan, and Europe, basically it's all up. There's only two buckets that were down last
year. It was US Energy, okay, and US Telecom—two areas that were, you know, structurally challenged, potentially. I would argue that Telecom probably is more structurally challenged than energy, but
nonetheless, what I think is interesting to point out here is that Tech, okay, outperformed in every region by far.
But you didn't have to own any Tech to do well last year. What I would say about this for next year is that Tech, okay, probably is not going to be the best performer next year. Typically that doesn't—it's
not what happens two years in a row. And Energy probably does quite a bit better. Telecom's a little more questionable because their issues really are more structural. But Energy is one of our favorite
sectors because of this relative outperformance that's been so significant, and now we're seeing relative earnings revision breadth turn up as we've shown on this deck before, okay?
Now, just, you know, talked about at the onset, but I think it's—I love showing this chart because it's so powerful. What it's showing us is S&P total returns for the last 38 years from January 1 to
December 31—those are the blue bars, and basically the S&P 500 is usually up, not every year, but it's up, you know, a majority of the time, 70% to 75% of the time.
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The red dots is where I want to focus on. This is the maximum drawdown in the S&P 500 in each of these years, okay? This year, 3%. That's all you got. The only other time we've seen it that low was in
1995. That doesn't mean that next year's going to be a down year because look what happened. We had 34%, and it was up 20% and 31%, 27%, and 20%. I'm not expecting that, obviously. We're not
looking for those kinds of returns.
But what I would tell you is that the median drawdown, during this whole 38-year period, okay, is 10%. The average drawdown during this 38-year period is even below that. It's 14%. That's normal. So,
when I say we expect a more normal year, we expect positive returns but more normal, meaning sort of mid-single digits, probably. And we expect at least one, if not a couple 10% drawdowns at some
point next year.
So, that's what you should be prepared for mentally, is lower returns, and more volatility. So, it's just not going to be as smooth of a ride it was in 2017.
Thanks for joining us for December’s Monthly Investment Perspectives, have a wonderful holiday, and we hope to see you in 2018.
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Asset Class Risk Considerations
For index, indicator and survey definitions referenced in this report please visit the following: http://www.morganstanleyfa.com/public/projectfiles/id.pdf
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 not investment results from an actual portfolio or actual trading. There can be large differences between
hypothetical and actual performance results.
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 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.
Equity securities may fluctuate in response to news on companies, industries, market conditions and general economic environment.
Investing in foreign markets entails risks not typically associated with domestic markets, such as currency fluctuations and controls, restrictions on foreign investments, less governmental supervision and regulation, and the
potential for political instability. These risks may be 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 small- to medium-sized companies entails special risks, such as limited product lines, markets and financial resources, and greater volatility than securities of larger, more established companies.
The value of fixed income securities will fluctuate and, upon a sale, may be worth more or less than their original cost or maturity value. Bonds are subject to interest rate risk, call risk, reinvestment risk, liquidity risk, and credit
risk of the issuer.
High yield bonds (bonds rated below investment grade) may have speculative characteristics and present significant risks beyond those of other securities, including greater credit risk, price volatility, and limited liquidity in
the secondary market. 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.
Master Limited Partnerships (MLPs) 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. 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 nonregulated 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. Unlike bonds and stocks, precious metals do not make interest or dividend payments. Therefore, precious metals may not be suitable for investors who require current income. Precious metals
are commodities that should be safely stored, which may impose additional costs on the investor. 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.
Floating-rate securities 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.
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.
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.
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Asset Class Risk Considerations and Disclosures
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.
Because of their narrow focus, sector investments tend to be more volatile than investments that diversify across many sectors and companies.
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.
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.
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.
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 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.
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 and our third-party data providers make no
representation or warranty with respect to the accuracy or completeness of this material. Past performance is no guarantee of future results.
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 the United States of America by Morgan Stanley Smith Barney LLC.
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.
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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