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‘ ‘ The truth is malleable; you just need to
pick the right expert. , ,

Gone Girl by Gillian Flynn

To say this another way, the truth can be whatever
someone wants it to be—just find the right “expert” to
confirm your beliefs. There is a term called confirmation
bias—*“the bias that results from the tendency to process
and analyze information in such a way that it supports
one’s preexisting ideas and convections”—which can
be especially problematic to investor’s long-held beliefs,
emotions and disciplines.

Through our years of industry experience, we have
learned—sometimes the hard way—that so called
“experts” can often be wrong and sometimes spectacularly
so. We vigorously guard against confirmation bias, no
matter how sure we might be in our current beliefs. Our
investment disciplines take in information from many
different and impartial sources—what we like to call the
weight of evidence—which form our current outlook on
investment allocations and assets.

“It’s ok to be wrong, however it’s not ok to stay
wrong” is one of our basic investment tenets and one we
constantly use to offset perceived truths which can soon
become malleable.

The Bond Markets

Given our outlook for inflation and interest rates over
the intermediate time frame, we consider bonds and
bond-like assets almost uninvestable at the present time.
Bond basics is that the relationship between bonds and
interest rates is an inverse one—as interest rates rise the

value of existing bonds generally decline and as rates drop
the opposite occurs, bond prices go up. The longer the
period to the bond’s maturity—the duration—will amplify
the change in value given a stated change in interest rates.
Said another way, a bond with 10 years to maturity will
generally exhibit more volatility in its value than a bond
with a 5-year maturity given a stated change in interest
rates. All bonds, assuming they are still credit worthy, pay-
back 100 percent of the bonds value at maturity.

The interest rate—or yield—on the 10-year Treasury
bond is important because it’s considered the proxy or the
bell-weather yield that most all other fixed income—bond-
like investments are priced off. As the 10-year Treasury
interest rates changes it affects the price of all other asset
classes from bonds, high yield debt, foreign currencies,
stocks, commodities and the amount you could earn off of
your savings accounts and money market funds.

Until recently we have believed the bond market was
priced to perfection. We stated several times in previous
editions of RThoughts that the most mispriced asset in
the world was the 10-year U.S. Treasury bond. To help in
understanding our concerns please refer to Chart 11 on
the following page.

Historically, increasing inflation is anathema to
interest rates and bonds—it erodes the future value
of the cash flows and final maturity value of existing
bonds. Increasing inflation expectations normally lead
to increasing interest rates—usually first evident in the
10-year Treasury bond yields.
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Chart #1

Interest Rates vs. Inflation
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This chart compares the yield on the 10-year Treasury
to the overall yearly change in the Consumer Price
Index. We’ve never seen such a huge difference between
the two, as interest rates are normally nearly always
as high or higher than the rate of inflation. Not today.
Something will eventually have to give and it’s our belief
that interest rates will, at some point, increase to reflect a
more reasonable expectation of the current inflationary
environment.

We also believe the Federal Reserve, to control
growing inflation expectations, may assume a more
“hawkish” or aggressive posture to increase interest rates
more than investors expect over the course of 2022. To
reflect this more “hawkish” interest rate environment
Morgan Stanley strategists recently increased their rate
forecast for the 10-year U.S. Treasury up to 2.30% by the
2nd quarter of 2022.2 The 10-year closed 2021 trading at
ayield of 1.52% 3 and is currently yielding 1.84%.4 With
a potential move to 2.30% in the next 3 months or so, the
10-year Treasury will only partially start retracing the red
CPI Inflation line in the chart above.

Although we don’t believe we are heading back into a
runaway inflationary period 4 la the 1970s, we do see the
CPI and inflation indicators poised to stay above 2 percent
in the foreseeable future due to the overuse and abuse of
monetary and fiscal policies. Two percent has been the
Fed’s target rate for inflation for the rest of this recovery.?

In the words of Jim Paulsen, Chief Investment
Strategist for The Leuthold Group, “We expect the annual
rate of consumer price inflation to end 2022 near 3.5

percent and the ten-year U.S. Treasury bond yield to
possibly reach as high as 2.25 percent. With a current
yield of less than 1.5 percent longer term bonds hardly
seem a viable investment. . . . ultimately, if the pace of
consumer inflation persists around 3% after supply chains
normalize, the terminal ten-year bond could reach as
high as 4% before this recovery ends. In the coming year,
we recommend keeping bond exposures near minimal
parameters.”®

The Stock Markets

A quick look back in time shows the S&P 500 Index
returned about 28% in 2021, which is better than the 18%
return in 2020 but less than the very strong 31.5 percent
achieved in 2019. The Index doubled between the end of
2018 and the end of 2021 for a compounded annual return
of 26%. For comparison, the S&P 500 Index provided a
compounded annual return of about 16% since the end of
2008.6

These are impressive numbers especially when
compared to longer term return averages for the S&P 500
Index over the past 64 years. The index has returned a
historic annualized average return of around 10.5 percent
since its 1957 inception through 2021.7

A note of caution for those expecting average annual
returns moving forward to replicate the Index’s past
three years of 26%. We have always been advocates of
the term “regression to the mean” which states that all
returns—over time—tend to revert to their long-term
averages. Although we would be surprised and thrilled to
experience those market returns over the next three to
five years, our intuition tells us to plan for results likely
being significantly lower than the recent three-year period.

In the Fall 2021 edition of RThoughts—written in mid-
October—we opined, “Into this increasing interest rate
environment, we believe the U.S. markets could correct
10-20% at the index level. And we believe this potential
decline would present opportunities to buy. Thus, our
cautious optimism.”8

As of this writing—January 25th—the S&P 500 Index
has entered the “correction” phase, declining from a
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high of 4818 on the 4th of January to 4320, a 10.3 percent
drawdown.? Concerns about the direction and scope of
upcoming Federal Reserve’s policies, potential slowing
of corporate profits, low consumer confidence and unrest
in Ukraine are all weighing on investors’ minds at the
present time, in our opinion.

Into this new market environment, we continue to be
mindful of managing risk in the portfolios while holding
above average cash reserves. Sometimes it’s the defensive
side of the ball which wins championships.

In our mind, risk management is also paying close
attention to the price one pays for an asset. We have heard
it many times in the past . . . this is a great company with
a great future, but the biggest questions not asked often
enough are—what is the price you are paying for that
asset? And is that price reasonable? Does it provide a
margin for error? And how will I know if 'm wrong?

We believe in the principle that sometimes it’s not what
you own, but what you don’t own which produces effective
risk-management principles. Often it is the discipline to
eschew the popular investment ideas that are trendy,
hyped, flamboyant and fashionable, which allows the
potential to achieve above average risk adjusted returns,
in our view.

We like to say that “Selectivity is Key.” This is true
in the selection of the companies we invest in, the price
we pay for those assets and also in the allocation of the
broader asset classes we over or under weight based on
our principles of relative strength.

Speaking of relative strength, Domestic Equities—at
least for now—remains the strongest of the six asset
classes we monitor and rank. We are noticing Domestic
Equities currently losing relative strength to other asset
classes - most notably Commodities which is now firmly in
the second position. International Equities, Fixed Income,
Cash and Currencies round out, in order, the remaining
four positions.

We remain cautiously optimistic on the prospects for
risk assets moving into 2022. Although we still believe a
robust correction is still a distinct possibility in the near
term, we observe no evidence of a potential recession on

the horizon in the U.S. economy which would normally
produce more significant drawdowns in equity prices.

We notice a significant malaise in consumer confidence
over the past few months, likely a result of COVID
exhaustion and increasing inflation concerns. Consumer

confidence is lower today than in March 2020 after the
pandemic first hit the U.S. Perhaps this might be the
reason consumers currently hold $2.2 trillion of excess

savings and $18 trillion in zero-return deposit balances.>
Might these dollars be “dry powder” for investment in
higher earning assets like Domestic Equities given an
improved consumer’ psychology?

COVID is the biggest current risk for the economy
and investors. Although we feel like we are certainly in
the later innings of this dismal game, it is anyone’s guess
as to when case counts fail to be daily front-page news.
Mutations are possible but again one might argue these
threats always exist. Trying to invest rationally while
attempting to predict the next COVID variant—if any—is
foolish, in our view.

Finally, inflation seems likely to moderate in the second
half of the year in our opinion. If it happens to remain
white-hot longer term, the response from both the stock
and bond market might be exceedingly difficult.

In our view the path of the stock market is apt to
be much more volatile this year. As seen in the chart
below, Morgan Stanley’s S&P 500 Year-End 2022 price
targets have recently been updated. As we can see, MS
is on record with a base case of 4400, a more negative
case of 3900 and an optimistic case of 5000. Chief
Equity Strategist Mike Wilson has said he would not be
surprised to see the S&P 500 Index trade at each of these
levels throughout the year highlighting the potential for
increased volatility over the course of 2022.10

Morgan Stanley S& 500 Year-End 2022 Price Target
Landscape Eamings Multiple Price Target ~ Upside / Downside
Bull Case $265 18.8x 7.3%
Base Case $245 18.0x 5.6%
Bear Case $225 17.2x -16.3%

Current S& 500 Price as of: 1/13/2022 4,659

Source: Bloomberg, Morgan Stanley Research

Winter—2022

CRC4242441

morganstanleyfa.com/diamondpeakgroup



In such a potentially variable situation it’s good to be

malleable in your approach. b

Written January 24-26, 2022.
The Diamond Peak Group at Morgan Stanley
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Disclaimers

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 is intended only for 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.

Please contact your Financial Advisor for a complete listing of
all transactions that occurred during the last twelve months.

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.

The performance, holdings, sector weightings, portfolio
traits and other data for an actual account may differ from that
in this material due to various factors including the size of an
account, cash flows within an account, and restrictions on an
account.

Top holdings, sector allocation, portfolio statistics and
credit quality are based on the recommended portfolio for new
investors as of the date specified. Holdings lists indicate the
largest security holdings by allocation weight as of the specified
date. Other data in this material is believed to be accurate as
of the date this material was prepared unless stated otherwise.
Data in this material may be calculated by Morgan Stanley or
by third party providers licensed by the Financial Advisors or
Morgan Stanley.

Material in this presentation has been obtained from sources
that we believe to be reliable, but we do not guarantee its
accuracy, completeness or timeliness. Third party data providers
make no warranties or representations relating to the accuracy,
completeness or timeliness of the data they provide and are not
liable for any damages relating to this data.

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

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.

International investing may not be appropriate for every
investor and is subject to additional risks, including currency
fluctuations, political factors, withholding, lack of liquidity, the
absence of adequate financial information, and exchange control
restrictions impacting foreign issuers. These risks may be
magnified in emerging markets. 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 foreign 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.

Technical analysis is the study of past price and volume
trends of a security in an attempt to predict the security’s
future price and volume trends. Its limitations include but are
not limited to: the lack of fundamental analysis of a security’s
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financial condition, lack of analysis of macro-economic trend
forecasts, the bias of the technician’s view and the possibility
that past participants were not entirely rational in their past
purchases or sales of the security being analyzed. Investors
using technical analysis should consider these limitations prior
to making an investment decision.

Asset allocation and diversification does not guarantee a
profit or protect against loss in a declining financial market.

The Standard & Poor’s (S&P) 500 Index tracks the
performance of 500 widely held, large-capitalization US stocks.
The Dow Jones Industrial Average is a price-weighted average
of 30 blue-chip stocks that are generally the leaders in their
industry. The Russell 2000 Index measures the performance
of the 2,000 smallest companies in the Russell 3000 Index. An
investment cannot be made directly in a market index.

Morgan Stanley Smith Barney LLC. Member SIPC

Winter—2022 CRC4242441

morganstanleyfa.com/diamondpeakgroup



