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Mutual Funds - A Brilliant Disguise?

How is it possible for an $18 trillion dollar industry to only have a success rate of around 15 to 20%? There have
been countless studies over the years showing that 85% of all mutual funds underperform their benchmark on a
consistent basis. * The odds of success are far greater at the roulette tables, yet investors and financial advisors
continue to pour money into these products hoping they have found the rare mutual fund manager that will
outperform the market.

That said, many have realized this lack of performance which is why Exchange Traded Funds (ETF’s) and passive
investing have become so popular over the last few years. However, we would argue that beating the market is still
very possible and passive ETF index investing is not an absolute solution (it comes with its own set of problems).
The fact is, a large portion of mutual fund managers are very intelligent with impeccable backgrounds and are quite
capable of beating the market; yet they are boxed into an industry that cares more about sales, marketing, and
collecting fees than delivering results. Meanwhile, financial advisors and investors are left feeling like Bruce
Springsteen in his 1987 song Brilliant Disguise - “l walk this world in wealth. | want to know if it’s you | don’t trust,
‘cause | damn sure don’t trust myself.”

The pitfalls to mutual funds:

Over Diversification

According to a study done by Travis Snap and Xuemin Sterling, the average mutual fund manager owns a portfolio of 90 stocks
and 20% of managers owned more than 228 stocks.** In our opinion, the more stocks you own the harder it is to beat the
index as your portfolio begins to move more in tandem with the index. This is referred to as “closet indexing” where a mutual
fund manager basically owns the same stocks that are in the index to increase their job security. In addition, most investors
own seven or more mutual funds, therefore the number of actual stock holdings gets up in the 700 plus range, making it a
mathematical miracle to outperform the index. In our opinion, 30 to 50 stocks is sufficient diversification.

Fees, fees, and more fees

Mutual fund fees are described as expense ratios which are found in the fund’s prospectus and are subject to change without
much notification. This is an annual charge expressed as a percentage and based upon the amount you have invested in the
fund. The average large cap mutual fund expense ratio is 1.25% and unfortunately, they don’t cut you a deal with the more
money you have invested. In addition, there are also trading costs associated with mutual funds that are not included in the
expense ratio. Mutual funds are not required to disclose this to shareholders as it’s very hard to track year to year. That said,
a study conducted by the Financial Analyst Journal found that investors pay an average of 1.44% a year in mutual fund trading
costs, often more than the expense ratio!*** And lastly the secret soft dollar charges associated with this industry: most
mutual fund companies pay brokerage firms a fee for selling their mutual funds to investors and for some crazy reason they
are not required to disclose these fees. The Department of Labor estimates that these pay-to-play fees cost investors roughly
1% annually. ****

Size Can Be a Problem

The larger a mutual fund gets, the more difficult it is to navigate the markets effectively. It’s similar to trying to turn around a
cruise ship. For example, many mutual funds are so large that they end up becoming one of the largest shareholders of the
stocks they own. This becomes a problem when they feel the need to sell their position because there are often not enough
buyers to absorb their full position. If | own, say, 30 million shares of a stock and the number of total shares traded per day on
average is only say 10 million, then | will ultimately send the stock plummeting if | attempt to sell my entire position all at once.
This is why you see mutual fund managers talk about the stocks they own on TV; they are usually not buying the stocks but
simply trying to increase the demand or number of shares traded so that they have the ability to exit their positions without
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spooking the market. The simple solution would be for more mutual funds to close to new investors once they reach a certain
size, but again, fees are more important than results.

Always Fully Invested

For the most part, mutual funds are required by their prospectus to remain fully invested at all times, even during market
corrections and bear markets. We believe, as do most portfolio managers, that investors should invest for the long haul and
not try and time the market. But there are certainly times in the economic cycle when you want to be on offense and other
times on defense. In our opinion, not having the flexibility to raise or hold cash is a huge handicap as everyone wants to buy
low and sell high. If you don’t have any cash when stocks are low, well, you are out of luck.

Forced Liquidation

Mutual funds are investment companies that pool their investors’ money together. Because of this, investors do not own
individual shares of their own stocks and instead are just partial shareholders of the general fund. This can be a major
drawback in bear markets as investors will often panic at the wrong time and send liquidation requests for their portion of the
mutual fund. Unfortunately, the mutual fund manager is then forced to liquidate at the very wrong time in order to raise cash
for the panicked investors. This often negatively impacts the existing shareholders in a great way.

Front Running

Considering Wall Street is an extremely competitive environment, many hedge funds and high frequency traders are able to
legally or illegally identify which mutual funds are experiencing periods of forced liquidation and will try and exploit this to
make a profit. Because most of these funds are so large and it may take several hours or days to liquidate a position, these
high frequency traders become aware of this and jump ahead to take a short position (betting against the stock). This is known
as front running, and it only exacerbates the problem of forced liquidation. *****

Tax Inefficient

Mutual funds are regulated investment companies and therefore do not pay taxes on their investment income, dividends, and
capital gains. However, they are required to pass this tax equally amongst their shareholders. Mutual funds can be very tax
inefficient for their investors because they are pooled vehicles. For example, let’s say an investor buys a mutual fund and two
months later the fund manager decides to sell a stock they’ve held for, say, 10 years for a 200% gain. Well even though the
investor has only been in the fund for two months and didn’t receive this gain over the last 10 years, they are still responsible
for the tax on the full 200%. In our view, owning individual stocks is a much better way to control your taxes.

At the end of the day, people work very hard to save and do the right thing for their families, but are too often
unaware of the complexities, cost, and conflicts of interest that are associated with the investment products they
own. It's extremely important that before you entrust your hard-earned money to someone else, ask the right
guestions, look under the hood, kick the tires, and make sure ... it isn’t just a brilliant disguise.
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The companies identified within are shown for illustrative purposes only and should not be deemed a recommendation to purchase or sell the companies mentioned.

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 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.

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 suitable 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.

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.

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.

Holdings are subject to change daily, so any securities discussed in this profile may or may not be included in your account if you invest in this investment strategy. 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.

MSSB and its Financial Advisors do not provide tax or legal advice. Individuals should seek advice based on their particular circumstances from an independent tax advisor.

International investing may not be suitable 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.

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.

Dow Jones Industrial Average is a price-weighted index of the 30 “blue-chip” stocks and serves as a measure of the U.S. market, covering such diverse industries as financial
services, technology, retail, entertainment and consumer goods. An investment cannot be made directly in a market index.

NASDAQ Composite Index is a market-value-weighted index of all NASDAQ domestic and non-U.S. based common stocks listed on NASDAQ stock market.

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.

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

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

The appropriateness of a particular investment or strategy will depend on an investor’s individual circumstances and objectives. Principal value and return of an
investment will fluctuate with changes in market conditions.

Investors should carefully consider the investment objectives and risks as well as charges and expenses of mutual funds and exchange traded funds (ETFs)
before investing. To obtain a prospectus, contact your Financial Advisor or visit the fund company’s website. The prospectus contains this and other important
information about the mutual funds and ETFs. Read the prospectus carefully before investing.

Morgan Stanley Smith Barney LLC. Member SIPC.

CRC# 5488240 5/2026

THE HARBOR OAK GROUP

Providing Sound Guidance in an Uncertain World

Morgan Stanley


http://www.morgan/

