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Our apologies for the delay in getting this month’s e-mail out. We wrote this on Monday
the 6h of October, but the approval process took longer than normal this month.

As you likely noticed when you received your September statement or checked your
balance online, September produced robust returns for both stocks and bonds. As the
markets became more certain the Fed was resuming rate cuts, returns increased in
concert. The S&P 500, Dow Jones Industrial Average and NASDAQ Composite indices
rose 3.6 percent, 2.0 percent and 5.7 percent respectively. Small and mid-cap stocks
also rallied with the Russell Midcap up 0.9 percent and the Russell 2000 gaining 3.1
percent. The US bond markets rose as well with the Bloomberg US Aggregate Bond
index increasing 1.1 percent for the month and the Bloomberg US Municipal Index
gaining 2.3 percent.

Our team is getting more concerned about valuations— especially on the big tech
stocks. It’s also true that the Fed is cutting when inflation is above their target and
financial conditions are already relatively loose.
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As Morgan Stanley pointed out in this month’s On The Markets, “as has been the case
for much of the year, valuations have not been an impediment. They continue to be
stretched, with an S&P 500 forward price/earnings ratio of 23 and the “Buffet indicator”
(total market cap relative to GDP) at 232%.”

Here’s a good article explaining the Buffett Indicator. It's never been a good sign it gets
as high as it is today. That said, like Richard Bernstein at RBA advisors who released
an excellent piece called “Watch the Fed” on September 29th, we see 4 potential paths
forward from here. In fact, we think it's fair to say these four bullets approximately
summarize the full range of views currently in the financial press.

1. The possibility that inflation isn’t dead and employment isn’t waning. The Fed might
have to go on hold or even reverse course and raise rates. This is the worst-case
scenario for financial markets fueled by liquidity and speculation, but might be good for
the relative performance of value, dividends, non-technology quality, and more broadly
diversified portfolios.

2. The possibility that employment is much worse than expected and a series of large
rate cuts ensue. This isn’t a particularly good scenario either because it implies the
economy and earnings are demonstrably weaker than consensus forecasts. Defensive
sectors would likely outperform in this environment.

3. The Fed’s rate cuts are very timely, and the economy reaccelerates without much
inflation. This would result in a broadening of the market in a very healthy way.

4. The Fed adds unnecessary liquidity to the financial markets and speculation runs
rampant. This might be fun for some investors in the short-term, but it could create
serious misallocations within the economy and add to significant future inflation

So which camp are we in on our team? Option 3 is our preferred narrative. While we
predicted August and September CPI would be high in these notes, there’s already
evidence it will cool in Ocotober. We still believe the bump in CPl was more of a one-
time tariff pop than a move to a persistently higher inflation regime. The Cleveland
Fed’s Inflation Nowcast Indicator for October is back down to 0.24 percent, something
like a 2.8 percent annualized rate (September annualized was 4.6 percent).
Conversely, The Atlanta Fed’s GDP nowcast for the 3rd quarter rests now at just shy of
4 percent — very robust growth. If the Atlanta Fed is correct, markets will be surprised
by the robust 3rd quarter growth and likely by a positive earnings season.

What do we fear? Option 4 — but not because it will produce immediately bad returns
for clients so much as cause our diversified approach to relatively underperform the
speculators for a time. There a non-zero chance that the Fed cutting rates exacerbates
speculative behavior and distorts capital allocations. To be fair, Morgan Stanley’s GIC
is more concerned about possibility 1 than we are on our team. The financial press has
focused mostly on possibility 2, especially this last week or two, as the government
shut-down furloughed about 750,000 employees; but we see very little evidence of
possibility 2 save some indications that consumer credit is rolling_over partly as a
consequence of the resumption of student loan payments and the corresponding hit to
credit scores.

While we do think the Al Capex boom may be a bubble in some sense, we are not
persuaded it's over yet either. We think the underlying economy is sound and that the
median stock — or average stock on a per capita basis — remains reasonably priced.
Opportunities in small and mid-stocks as well as international and emerging market
stocks abound. It's easy find fast-growing companies at much cheaper prices than the
market-cap weighted indices overall or the US tech sector particularly. Furthermore, to
the degree that an Al bubble were to burst, most of the speculation is taking place in a
very narrow group of stocks and cryptocurrencies — so diversified portfolios may
provide a better than average buffer against volatility during a market correction just as
they did earlier this year during the Liberation Day sell off.

Succinctly said, out team remains cautiously optimistic we can continue to deliver good
risk-adjusted returns on diversified portfolios. Bonds still look attractive to us at current
yields. Stock indices look very expensive, but the average stock does not. We plan to
continue to hedge against a weakening dollar and to bet that the Fed will continue rate
cuts as the economy provides decent growth and moderating — but higher than would
be preferred — inflation.

As always, if you have any questions or concerns, please don’t hesitate to let any
member of the team know.
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NOTICE: Morgan Stanley is not acting as a municipal advisor and the opinions or views contained herein are not
intended to be, and do not constitute, advice within the meaning of Section 975 of the Dodd-Frank Wall Street
Reform and Consumer Protection Act. If you have received this communication in error, please destroy all
electronic and paper copies and notify the sender immediately. Mistransmission is not intended to waive
confidentiality or privilege. Morgan Stanley reserves the right, to the extent permitted under applicable law, to
monitor electronic communications. This message is subject to terms available at the following
link:https://www.morganstanley.com/disclaimers. If you cannot access these links, please notify us by reply
message and we will send the contents to you. By communicating with Morgan Stanley you acknowledge that
you have read, understand and consent, (where applicable), to the foregoing and the Morgan Stanley General
Disclaimers.

Please see our Privacy Pledge for details about how Morgan Stanley handles personal information.

If you would like to update your email preferences or unsubscribe from marketing emails from Morgan Stanley
Wealth Management, you may do so here. Please note, you will still receive service emails from Morgan Stanley
Wealth Management.

Not all products and services may be available to persons living outside of the United States.
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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 has been prepared for informational purposes only. It 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.

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. Individuals should consult their tax advisor for
matters involving taxation and tax planning and their attorney for matters involving trusts, estate planning,
charitable giving, philanthropic planning or other legal matters.

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.

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

Indices are unmanaged. An investor cannot invest directly in an index.
For index, indicator and survey definitions referenced in this report please visit the following:
https://www.morganstanley.com/wealth-investmentsolutions/wmir-definitions

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.

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 their financial ability to continue their purchases through
periods of low price levels.

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.

This material contains forward looking statements and there can be no guarantees they
will come to pass. The information and statistical data contained herein have been
obtained from sources believed to be reliable but in no way are guaranteed by Morgan
Stanley as to accuracy or completeness. There is no guarantee that any investments
mentioned will be in each client's portfolio.

This communication contains links to third party websites that are not affiliated with Morgan Stanley. These
links are provided only as a convenience. The inclusion of any link is not and does not imply an affiliation,
sponsorship, endorsement, approval, investigation, verification or monitoring by Morgan Stanley of any
information contained in any third party website. In no event shall Morgan Stanley be responsible for the
information contained on that site or your use of or inability to use such site. Furthermore, no information
contained in the site constitutes a recommendation by Morgan Stanley to buy, sell, or hold any security,
financial product, particular account or instrument discussed therein. You should also be aware that the terms
and conditions of such site and the site's privacy policy may be different from those applicable to your use of
any Morgan Stanley website.

Diversification does not guarantee a profit or protect against loss in a declining financial market.
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