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Our last Thoughts for the Week - Wisdom in Correcting, focused on how investors can cultivate the
ability “to self-correct, rather than being forced to correct.” And with the markets correcting as we write
this (S&P 500 -10%+ YTD) it seems like a good time to share a few additional thoughts on how we can
approach investing in ways that are self-correcting and resilient (Source: The Bloomberg).

Our source this week is one of our favorite books, Thinking in Systems — A Primer, by Donella Meadows.
Meadows was one of the world’s foremost systems analysts, winner of a MacArthur Foundation
“genius” award, and a Pulitzer Prize nominee. Thinking in Systems is a rich trove of wisdom and insights
into problem solving and understanding and dealing with complex systems — systems like your company,
the financial markets, your school, local or national government, or your own family.

We could fill twenty Thoughts for the Week with wisdom from Thinking in Systems but here are a few
nuggets that resonated for us as we re-read it last week:

e Financial markets and the economy are, “self-organizing, nonlinear, feedback systems”. They
are understandable only in the most general way and driven by such a complex interaction of
factors, variables, and emotions that they are inherently unpredictable and not controllable — at
least in the sense that we can’t foresee how they will behave in the future exactly or prepare for
them perfectly.

e Complex systems can’t be controlled. As such, Meadows suggests that we are better off,
“learning to dance with them”. She goes on to explain that many of her best insights about
working with complex systems came from her experiences whitewater kayaking, gardening,
playing musical instruments, and skiing. All of these endeavors, “require one to stay wide
awake, pay close attention, participate flat out, and respond to feedback.” Financial planning
and investing benefit from the same approach (and if you are not going to stay awake, pay close
attention, participate flat out, and respond to feedback yourself you are likely to be well served
by paying someone to do so for you).

e One of the most powerful ways to influence the behavior of a system is through its purpose or
goals. Goals are the direction-setters of systems. They determine what is a “discrepancy” that
requires action, and if goals are defined badly, or don’t measure what is intended to measure,
the system won'’t produce the desired results. Meadows states, “Systems, like the three wishes
in a traditional fairy tale, have a terrible tendency to produce exactly and only what you ask
them to produce. Be careful what you ask them to produce.” In an investing context, it is easy to
lose sight of our real goals — freedom from financial worry, creating a stable and growing stream
of income, enhancing our children’s financial literacy, or compounding our wealth tax-efficiently
over the long-run -- in favor of more immediate, more easily measurable goals, like
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“outperforming the market” or keeping up with the S&P. If your only goal is “performance”,
beware of the unintended consequences that come from building a system to pursue it.

e Resilience is a measure of a system's ability to bounce back and survive after being pressed or
stretched. Resilience in systems arises from a rich structure of feedback loops and buffers that
work in different ways to help keep the system in balance and help it self-correct under
different conditions. Diversifying your sources of return and holding cash reserves so that you
don’t have to sell volatile assets during a downturn serve as “portfolio buffers”. Matching
future liabilities and sources of cash and stress testing portfolios to see how they are likely to
perform on paper before a market decline (especially when you have leverage) serve as
“portfolio feedback loops”. And while they may seem unimportant much of the time — just as
you don’t notice your body’s ability to sweat or shiver to maintain your body temperature —
their presence can be critical to the long-term welfare of the system. If we strip away these
“emergency response mechanisms” because they can appear costly or unnecessary, we may
drastically narrow the range of conditions over which the system can survive.

Thinking in Systems is full of practical advice and it concludes with a call for us all to “Expand the
Boundary of Caring”, reminding us that in a world of complex, interconnected systems there are
practical reasons why what we care about should expand accordingly. “No part of the human race is
separate either from other human beings or from a global ecosystem. It will not be possible in this
integrated world for your heart to succeed if your lungs fail, or for your company to succeed if your
workers fail, or for the rich in Los Angeles to succeed if the poor in Los Angeles fail, or for Europe to
succeed if Africa fails, or for the global economy to succeed if the global environment fails. “

That paragraph was written in 2008 but it certainly resonates today.
Enjoy your reading and your weekend — we look forward to continuing the dance with you!
Mike, Cate, Scott, Marina, Oscar, Suzy, and Willis
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The information and data contained in this piece are from sources considered reliable, but their accuracy and completeness are not

guaranteed.

This illustration in this piece is hypothetical and shown for illustrative purposes only. The illustration is not intended to predict the returns of
any particular investment, which will fluctuate with market conditions. Actual results may differ from those depicted in the illustration. The
Burbank Hafeli Group at Morgan Stanley Private Wealth Management is focused on serving the investment and financial planning needs of the
founders of food, beverage, and consumer products companies and private equity and investment banking professionals.

Mike Burbank was recognized as one of the Top 400 Advisors in the United States by the Financial Times in 2013 and 2014. Scott was also
recognized as one of the Top 400 Advisors in the United States by the Financial Times in 2015.

https://advisor.morganstanley.com/the-burbank-group

Morgan Stanley Smith Barney LLC (“Morgan Stanley”), its affiliates and Morgan Stanley Financial Advisors or Private Wealth Advisors do not
provide tax or legal advice. Clients should consult their tax advisor for matters involving taxation and tax planning and their attorney for

matters involving trust and estate planning and other legal matters.

Asset allocation, diversification and rebalancing do not assure a profit or protect against loss. There may be a potential tax implication with a
rebalancing strategy. Please consult your tax advisor before implementing such a strategy.

The views expressed herein are those of the author and do not necessarily reflect the views of Morgan Stanley Wealth Management or its
affiliates. All opinions are subject to change without notice. Neither the information provided, nor any opinion expressed constitutes a
solicitation for the purchase or sale of any security. Past performance is no guarantee of future results.

This material does not provide individually tailored investment advice. It has been prepared without regard to the individual financial
circumstances and objectives of persons who receive it. The strategies and/or investments discussed in this material may not be appropriate
for all investors. Morgan Stanley Wealth Management recommends that investors independently evaluate particular investments and
strategies and encourages investors to seek the advice of a Financial Advisor. The appropriateness of a particular investment or strategy will

depend on an investor’s individual circumstances and objectives.

Any type of continuous or periodic investment plan does not assure a profit and does not protect against loss in declining markets. Since such a
plan involves continuous investment in securities regardless of fluctuating price levels of such securities, the investor should consider his
financial ability to continue his purchases through periods of low-price levels.

S&P 500 Index is an unmanaged, market value-weighted index of 500 stocks generally representative of the broad stock market. An investment
cannot be made directly in a market index.

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.

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.

Morgan Stanley Private Wealth Management, a division of Morgan Stanley Smith Barney LLC. Member SIPC.
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