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The End of the Global Pandemic

One might have thought that the end of the shocking global pandemic would bring an
accelerated growth phase to the world economy, and perhaps it would have if it were not for
the horrific actions of Russia’s President Vladimir Putin and his unprovoked war against
Ukraine and the West as a whole. This devastating war has called into question the entire
concept of globalization and relying on the rest of the world to produce many of our important
raw materials and products. China’s support of Russia, its desire for the reunification of
Taiwan, along with their zero-Covid policy has caused nervousness throughout the world. The
current very high level of worldwide inflation is mainly due to the combination of incredibly
loose monetary and fiscal policies instituted to get the world through the pandemic, as well as
the invasion of Ukraine by Russia. The weaponization of oil and natural gas by Putin, and the
massive reduction of producing and exporting of grain along with other raw materials has
caused surging prices there as well. The long period of underinvestment in the development
of oil and gas and other commodities and raw materials, has kept supplies lower than they
should be, and has also helped to rekindle high inflation here in the U.S. as well. However, the
real culprit may very well be the massive buildup of debt over the last 20 to 30 years in this
country.
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Inflation and the Markets

Due to the extraordinarily high level of inflation of 9% a few months ago, the Federal Reserve
Board has raised the Federal Funds rate the fastest in history, from .25% in this past March,
up to an expected rate of 3.25% on September 21. This was done in order to attempt to slow
the US economy and reduce overall inflation. The Fed is also embarking on quantitative
tightening which means instead of buying bonds in the open market they are letting their
nearly $9 trillion in holdings of bonds runoff to the tune of $95 billion per month which should
put further upward pressure on long term interest rates. The bond market has been
anticipating this to a certain point, as the ten year U.S. Treasury Note yields have risen from
1.26% to 3.69% in the last year. This has helped to slow the economy and caused a significant
decline in both stocks and bonds so far this year. In addition, the National average of 30 year
mortgage rates have risen from the low of 2.98% about a year ago, to currently 6.59%. This
along with the big increases in home prices across the country, has dramatically reduced the
affordability of housing in the U.S. and around the world. This lack of affordability is causing a
25% drop in the sales of existing homes and a 50% drop in the sales of new homes this year,
and it looks like the end of the big increases in home values. This could be the beginning of a
more difficult pricing environment ahead for home values.

The stock markets around the world have already dropped as much as 19 to 40% worldwide
this year at their recent lows. They have been declining on fears that the aggressive rate
increases by the Fed will push the U.S into a recession in order to lower inflation. The
European economies are likely in or near recession with the dramatic rise in natural gas
prices and the current rationing of natural gas. China, with their sporadic lockdowns of major
cities due to their zero-Covid policy, is enduring a severe slowdown as well. The U.S. has
registered two quarters of negative GDP, which normally signifies a recession. However, the
GDP results were skewed a bit by the unusually large rate of inflation and the unemployment
rate actually declined during this period. The current bearish investor sentiment is about as
high as it has been in March of 2009, and in our opinion, the market drop has almost fully
discounted a mild recession to a great degree.
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Peak Inflation?

Our belief is that we may have already seen peak inflation in the commodities market, the
housing market, and at retail, due to bulging inventories at many of the Nation’s major store
chains. Bottlenecks at the various ports have improved and many companies have announced
cutbacks in their workforce hiring plans. With 11.2 million total jobs available in the U.S., and a
3.7% unemployment rate, the Fed is going to keep their foot on the brakes by threatening to
cause some pain to individuals and businesses in the months ahead. The hope is that they have
already burst the bubbles in the real estate, stock, bond, and commodities markets, and that they
will not have to do much more tightening. Unfortunately, the past decade of the underinvestment
in energy supplies and commodities, may lead to further significant price increases in the
commodities market at some point in the future which would help slow the economy down but
may cause more concerns about inflation longer term.

Bottom line: We believe the likelihood is that the next 5 to 10 years or so is not likely to produce
above average returns in the overall stock and bond markets, due mainly to a somewhat
expensive stock market at the index levels, higher inflation, and higher interest rates. Therefore,
investors must think outside the box and look for opportunities in mispriced assets that have the
chance to produce outsized returns and preserve principal against higher inflation in the months
and years ahead.

The Closing of the Casino

In last year’s Serious Investor’s Guide, we discussed the fact that the U.S. stock market was in a
casino-like environment, whereby investors were throwing caution to the wind and speculating in
many ways without considering the risks. Thankfully, for the most part this has ended, or at least
has been substantially reduced. We believe speculative investors are likely to continue to see
significant damage as we move forward. Value investors, on the other hand, have been rewarded
as more investors are reallocating their investment dollars into companies that make good
economic sense. Companies that are needed and that are priced at a discount to their intrinsic
value are what we focus on. We prefer companies that pay good dividends or that have good
growth characteristics, and strong balance sheets. Entities that have a good value proposition
and excellent management are the ones we typically invest in. By utilizing this conservative
approach, we seek to generate good risk adjusted returns for our clients over the very long term
and throughout what could be a challenging period ahead for most investors.

*All Newsletter data is from Bloomberg and The Wall Street Journal
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Morgan Stanley

This material is intended only for clients and prospective clients of the Portfolio Management
program. It has been prepared solely 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.

The individuals mentioned as the Portfolio Management Team are Financial Advisors with
Morgan Stanley participating in the Morgan Stanley Portfolio Management program. The
Portfolio Management program is an investment advisory program in which the client’s Financial
Advisor invests the client’s assets on a discretionary basis in a range of securities. The Portfolio
Management program is described in the applicable Morgan Stanley ADV Part 2, available at
www.morganstanley.com/ADV or from your Financial Advisor.

Holdings are subject to change daily, so any securities discussed in this material may or may
not be included in your account if you invest in this investment strategy. Past performance of
any security is not a guarantee of future performance. There is no guarantee that this
investment strategy will work under all market conditions. Do not assume that any holdings
mentioned were, or will be, profitable.

Morgan Stanley Wealth Management has no obligation to notify you when information in this
presentation changes.

An investment cannot be made directly in a market index.

The Dow Jones Industrial Average is a price-weighted average of 30 blue-chip stocks that are
generally the leaders in their industry.

The Standard & Poor's (S&P) 500 Index tracks the performance of 500 widely held, large
capitalization

US stocks.

Investments and services offered through Morgan Stanley Smith Barney LLC. Member SIPC.

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 with notice. Neither
the information provided nor any opinion expressed constitutes a solicitation for the purchase of
sale of any security. Past performance is not guarantee of future results.

Information contained herein obtained from sources considered to be reliable, but we do not
guarantee their accuracy or completeness.
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