Morgan Stanley | researcs GLOBAL INSIGHT

November 12, 2023 06:05 PM GMT

2024 Global Strategy Outlook

Threading the Needle

The end of hikes and start of cuts mean high grade bonds outperform, USD stays strong,
and EM assets lag. US stocks see positive returns but risks are front-loaded. With markets
pricing in a smooth macro transition, there's little room for error.
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For individual investors, our market outlook should be seen in the context of a long

investment horizon that is underpinned by a comprehensive financial plan. Your clients'
financial plan should reflect the goals they are looking to achieve over time and a

disciplined approach to asset allocation, saving and withdrawals.
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Threading the Needle

While many assets are already fairly priced for a soft landing, 2024
remains a good year for 'income investing'. Opportunities abound in
high-quality fixed income — DM government bonds, |G credit, agency
MBS, and senior tranches of securitized credit. Unlike the last two
years when we had strong RoW > US, we expect that US assets will
find 2024 easier, and EM markets less so.

Global equities — Japan leads, look for US earnings recovery: Japan
reflation and ROE improvement are secular positives while Europe
and EM growth likely disappoint. We expect US earnings growth to
trough in early 2024 and rebound thereafter. We recommend a bar-
bell of defensive growth and late-cycle cyclicals. We see the S&P 500
at 4,500 at end-2024.

G10 rates — overweight duration: Easing drives yields lower in the
US, Europe, the UK, and the dollar bloc. Curves steepen globally,
except in Japan. With the Bo) eventually delivering a rate hike, we
expect JGB long-end yields to remain near current levels even as
other global benchmark yields decline. We forecast UST 10Y at
3.95%, DBR10Y at 1.80%, and JGB10Y at 0.90% by the end of 2024.

G10 FX - USD peaks in spring but further weakness contained:
USD strength continues through 1Q, as growth and rate divergence
continue and USD's defensive characteristics remain alluring. JPY
outperforms on the back of the BoJ exiting YCC and NIRP. We see the
DXY at 107 by end-2024.

EM fixed income - still cautious: USD strength and continued fund
outflows lead EM credit spreads to go sideways. We would hold off
on adding more beta risk until spreads are wider. We favor |G over HY
in sovereign credit and see limited prospects for a recovery in EM
local bonds without a recovery in USTs. High US rates will likely can-
nibalize broader EM fixed income flows, and so we need US rates to

turn lower to prompt inflows to EM.

Corporate credit — up-in-quality time: |G credit is part of a 'constel-
lation' of reasonably priced high-quality fixed income, supported by
a Fed/ECB pause and soft landing. For leveraged credit, still-high
rates and slower growth erode credit quality, keeping defaults and
downgrades above average. We expect more tiering and wider
spreads. We prefer IG over HY across the US, Europe, and Asia, and
BBs over Bs across bonds and loans.

INSIGHT

Global Asset Allocation - +

Equities H
Government Bonds B
Credit B
Commodities B

Cash B

Within these asset classes, our relative allocations:

Equities — +

us B
Europe B
Japan B
EM |

Government Bonds - +
us B
Europe .
UK B
Japan [ |
Dollar Bloc [ |

Credit - +
US Inv. Grade B
US High Yield [ |
US Lev Loans B
EU Inv. Grade B
Asia Inv. Grade B

FX - +

uUsD B
EUR B

GBP B

JPY B
EM [ |

Securitized products — disparate narratives: Agency mortgages see
positive excess returns, but spread vol remains high. Besides high-
quality carry in senior tranches in securitized credit, a soft landing
drives our out-of-consensus constructive views down the capital

stack — we like CLO mezz and subprime auto BBBs.

Commodities — range-bound energy: We expect Brent to remain
range-bound around US$85/bbl as rising demand meets non-OPEC
supply. We are constructive on copper on the back of stronger-than-
expected China demand. Geopolitical risk premiums should deter-

mine gold prices.
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Key investment ideas

e Growth and inflation moderate, allowing the Fed and ECB to normalize
policy. But with assets pricing a benign environment to perfection, macro
and markets would need to stick the landing to justify valuations.

e Own high grade fixed income — buy USTs, IG corporates. Selectively add

equities — own Japan, wait on the US. USD stays strong.

For investors, 2024 should be all about threading the needle: With
our baseline expectation that 2024 will see slowing growth, falling
inflation, and eventually easier policy, we'd need to see the macro out-
look sticking the landing across all of these to justify current valuations
— many assets are already fairly priced for this benign environment.

And the eye of the needle is smaller and narrower than usual, asis the
usual case in late-cycle: Financial conditions are tight. Rate cuts gener-
ally aren't expected until later in 2024. Downside risks to global growth
are high. An earnings recession is still in train. Bond supply continues to
be amarket concern.EMfundamentals face headwinds. Cross-asset cor-
relations have not budged from extremes. Finesse will be needed to find

openings in markets which can generate positive returns.

What needs to — and should - stick the
landing

1) Benign growth, falling inflation
Markets have seesawed between pricing in US economic growth to
be cooling or too hot, seeing inflation falling at a steady pace or being

stickier, and policy needing to be tighter or looser.

Consensus now has consolidated around the narrative of a 'soft

landing', and we agree. Our economists see global growth drifting
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Exhibit 1:  Our top-down allocation
- +
Equities [ |
Govt Bonds ||
Credit B
Commodities B

Cash [ |

Source: Morgan Stanley Research

below-trend, but still positive at 2.8%Y, and inflation gradually
drifting downwards, with US core PCE at 2.6% 4Q/4Q in 2024 and

euro area core inflation at 2.3%Y.

However, most of this benign scenario where growth, inflation,
and policy normalize is already mostly reflected in valuations,
especially after the recent rally we've seen. Stocks and bonds perfor-
mance this year has been similar to only four other years' perfor-
mance — 1999, 2009, 2013, and 2021. In every single one of these
episodes, US PMIs rebounded rapidly from troughs and marked the
start of a new market cycle. In other words, markets seem to already
assume that central banks can stick the landing. There is little room
for error as far as valuations are concerned.

Exhibit2: Morgan Stanley growth, inflation, and policy forecasts
Region
Global 3.0 2.8 - - - -

us 24 1.9 42 2.6 5.375 4.375
Eurozone 04 05 5.0 2.3 4.00 3.00
Japan 2.0 1.0 4.0 2.3 -0.10 0.25
China 5.1 42 07 1.0 1.80 1.60
India 6.6 6.4 5.1 42 6.50 6.00

Source: Morgan Stanley Research forecasts
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Exhibit 3:
early-cycle periods instead of late-cycle ones

Stocks and bonds returns in 2023 have been closer to
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Source: Bloomberg, NBER, Jorda-Schularick-Taylor Macrohistory Database, Morgan Stanley Research;
Note: Data back to 1871. Bond return is return on long-maturity UST. Data as of Nov 8, 2023

2) Easier policy coming through

We believe that high grade fixed income will outperform in total
return terms, with UST 10Y vyields falling to 3.95% and DBR to
1.80% by end-2024. |G corporate credit spreads should stay con-
tained, moving sideways, supported by a benign economic environ-
ment. For these narratives to play out and support valuations
requires bonds to find relief from Fed and ECB pauses and success-

fully weather still-tight financial conditions.

Central banks will have to get the balance correct between tight-
ening just enough and easing quickly enough. DM policymakers
should largely succeed, and we expect the Fed and ECB to both
make their first rate cut in June, helping to manage a glide lower in
growth andinflation. The BoJ is the rare exception, where we expect
gradual tightening via removal of YCC and NIRP in January 2024, and
a first hike in July 2024.

We are also encouraged by corporates' ability to push out maturity
walls, as capital markets have stayed open for refinancing, and pri-
vate credit markets provide a release valve for lower-quality names.
There is a tail of names who may find addressing the maturity wall
next year difficult, and we expect US and EU default rates to climb
towards a peak of 5.0% and 4.5% by mid-2024, respectively. But
high-quality credit should fare well, supporting valuations.

3) China growth finds its footing
A key risk identified by our China economists and strategists is that

China could fallinto a structural debt-deflation loop, dragging down
earnings and growth. There would be knock-on effects on growth in

INSIGHT

Exhibit 4: Financial conditions have tightened by the equivalent
of ~78bp since mid-2023

Cumulative Change in Financial Conditions (bps)
500 Stocks mmmOil Dollar mmmCredit ==—=FCl
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Source: Bloomberg, Morgan Stanley Research

Exhibit 5:
mid-2022

US bank lending standards have been tightening since
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Source: Federal Reserve, Haver Analytics, Morgan Stanley Research

the rest of Asia — every 1pp slowdown in China's real GDP growth
would reduce Asia ex China growth by 15bp.

This is not our base case for China and we think that the economy can
find its balance. We expect real GDP growth to improve slightly to
4.2%Y in 2024, and inflation to rise gradually to 1.1%Y in 2024 from
0.3%Y in 2023 with further fiscal and monetary easing. Risks are still
skewed to the downside, which is one reason why we are EW on

undervalued Chinese equities and see RMB weaker from here.
4) Earnings rebounding in 2024 after troughing

Our N12M expected returns across the major equity markets are
comfortably positive: For the US, we are forecasting 4.7% of total
returns, and for Europe 44%. Stock indices also seem to see an
improving outlook across regions — equity risk premiums have been
compressing through this year, with EM and US equities in particular
looking rich versus other regions, and US stocks looking rich to credit.
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However, to justify those levels of equity risk premiums and to achieve
these levels of expected returns requires stocks to overcome an earn-
ings recessionin the US — we see earnings troughing in early 2024 and
staging a durable recovery thereafter. The story is similar in Europe —
earnings will need to successfully walk that narrow L-shaped path as

the region narrowly avoids an economic recession.

Exhibit 6: US and EM equity risk premiums have fallen the most
this past year

Equity Risk Premium (bp)

1000
500 A
|
0 — 1 W
-500
1990 2000 2010 2020

\ — US — Europe — Japan — EM|

Source: Morgan Stanley Research

Exhibit 7:
cantly versus credit

US equity risk premiums have compressed signifi-

US ERP - CRP (bp)
1000

500

-500

1990 2000 2010 2020

Source: Morgan Stanley Research

INSIGHT

5) Dollar strength stalls

The story for 2024 will likely be a tale of two halves, especially for
USD: With US growth still relatively strong in 1H and the risk-off envi-
ronment from stocks and earnings troughing early next year, we fore-
cast the DXY to rise to 111 by the spring. From 2Q onwards, with US
growth softening and cuts being priced in, USD can weaken slightly
to end the year at 107.

This view that the dollar will strengthen in TH and then fall in 2H
underpins our view on EM. Stable yields and USD strength offset the
expected decline in inflation, keeping EM rates steady. Meanwhile, a
weaker USD and fallin US rates can promptinflows back to EM assets
by mid-2024. The challenge is that IG and low-risk HY names have
already mostly priced in these countries' ability to navigate and
adjust to higher yields and a stronger USD.

Exhibit 8: \We expect the dollar to continue its trend before falling
from a peak from 2Q onwards

DXY Index
115
110
105
100
95
90
85
80
75

70
Dec-10

MS forecast

Dec-12 Dec-14 Dec-16 Dec-18 Dec-20 Dec-22 Dec-24

Source: Bloomberg, Morgan Stanley Research forecasts

What works in an imperfect world

Currently valuations reflect the expectation that all of the above
happen just right and that macro and markets normalize without a
hitch in 2024. Such a perfect landing is hard to pull off.

For investors, it means that 2024 will once again be a good year for
incomeinvesting. Evenif rates don't fallas much as we expect, for yield-
focused investors US core bonds at 6%+ yields are the most attractive
since 2009. Valuations for high-quality fixed income look attractive
outright. Risk/reward for high-quality fixed income also looks better on
a cross-asset basis. Treasury and Bund yields are the highest they've
beenin the last 10 years. Credit spreads are also cheaper. This supports
our OW in high-quality fixed income.
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Selectively adding equity exposure also
makes it easier to weather any potential tur-
bulence that makes for a bumpy landing,
and this means being OW in Japanese equi-
ties and timing re-entry into US stocks in
2024 right.

For Japanese stocks, we've long argued that
the market is supported by secular factors,
lifting ROE to converge with global stocks.
This is playing out. The region is also more
insulated from downside risks to Asia
growth and geopolitical risks.

What usually happens between the last hike
and the first cut also points to carefully
timing US leadership. Equities tend to do ok
coming out of the last Fed hike. But in the
three months going into an easing cycle,
stocks start to sell off as fed funds cuts tend
to happen when growth and inflation slow,
aheadwind to risk assets. Importantly, while
US equities also see those challenges, they

outperform global stocks.

We also think that US assets will find
2024 easier, and EM markets less so.
Unlike the prior two years where we had
a strong RoW > US preference, 2024 is
different. US equities for the whole year
have fair returns and a better skew of out-
comes than European and EM stocks, espe-
cially if macro doesn't stick the landing —
flight to quality means the US outper-
forms. Total returns for USD fixed income
are good, and lower hedging costs for for-
eign investors mean that USD bonds look
more attractive than they did a year ago for

that investor base.

Exhibit 9:

Current Valuation %-tile (Last 10Y Range)

Where are valuations today?

Cheap
S&P 500 Fwd P/E 0% ®
2%
MSCI Europe Fwd P/E 0% o ¢
MSCI EM Fwd P/E 0% ®
TOPIX Fwd P/E 100%
UST 10Y 100% e
98%
DBR 10Y 100% o ¢
79%
USDAGG  100% e 4
80%
US AGENCY MBS 100% *
USIGCORP  100% *
USHY  100% e
82%
EURAGG  100% e *
85%
EUR IG CORP 100% ® *

29%
»>

INSIGHT

65% Rich
* * 100%
* 100%
* 100%
32%
* * 0%
* 0%
* 0%
* 0%
* 0%
59%
* * 0%
52%
+ * 0%
* 0%
* 0%

Source: Bloomberg, Datastream, Morgan Stanley Research; Note: Equities = forward P/E, rates = nominal yield, credit = spread; percentiles are

based on these values.

Exhibit 10: Average returns around the last Fed hike and first Fed cut with curve inversion

Average Returns after "Last Fed Hike" with Average Returns going into "First Fed Cut"
2s10s Inverted with 2s10s Inverted
3m 6m 6m 3m

EQUITIES

MSCI ACWI 4.5% 6.4% -3.1% -4.8%

S&P 500 3.2% 4.5% 1.3% -1.9%

MSCI Europe Local 3.7% 5.9% -0.1% -3.2%

TOPIX 2.2% 1.4% -2.4% -4.6%

MSCI EM 9.0% 6.8% 1.1% 0.6%
FX

DXY 4.3% 6.3% 5.8% 3.2%

JPY* -2.2% -3.8% -3.8% -2.8%

EUR* -4.6% -6.1% -6.0% -3.0%
RATES

UST 10Y 5.0% 71% 3.9% 2.9%

Bunds 10Y 2.6% 4.7% 1.0% 1.5%
CREDIT (XS Returns)

US Agg 0.2% 0.2% -0.6% -0.6%

UsIG 0.3% 0.2% -1.9% -2.0%

US HY -0.7% -2.1% -6.1% -6.7%

US MBS 0.3% 0.3% -0.5% -0.6%
COMMODITIES

Brent 4.3% 8.2% 16.8% 3.5%

Gold -9.2% -11.0% -11.0% -5.0%

Copper -4.0% -8.2% 1.7% -8.3%

Source: Bloomberg, Morgan Stanley Research; Note: We use price returns for equities, FX, and commodities, total returns for rates, and excess
returns for credit; *Returns are shown as XXXUSD. The last Fed hike analysis includes eight episodes for FX, rates, SPX, MSCI Europe, TOPIX,
and gold. and four episodes for the remaining assets. The first Fed cut analysis includes eight episodes for FX, rates, SPX, MSCI Europe, and
TOPIX, seven episodes for gold, four episodes for credit, MSCI ACWI, MSCI EM, Brent, and 3m time frame for copper, and three episodes for 6m

time frame for copper.

At the other end, apart from a few excep-
tions, EM should find it harder to justify cur-
rent valuations after the recent rally. EM
returns look less than compelling across
stocks, credit,and local rates. Whileitis true
that our economists see EM growth beating

DM from a level basis, the gap is narrower
than in prior years Fundamentals look chal-
lenging for EM. Geopolitics will weigh on
some countries. And the potential for China
entering a debt-deflation loop remains a
headwind to EM outperformance.
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Cross-asset allocation recommendations

Exhibit 11: Our asset allocation recommendations

Vs

Asset Allocation OW/UW Bnch vs Last
EQUITIES ] -2% |

us o +0% | +6%
Europe 5] -2% I 1%
Japan [ | +4% I +1%
EM [ ] 4% I -6%
CORE FIXED INC. B % il +3%
Govt Bonds B +% l +1%
Agency MBS ] +1% |

IG Corporate [ | +4% J +2%
OTHER FIXED INC, [ | 4% I -2%
US HY Corp m -2% |

EM $ Sov [ | 1% | 1%
EM Local [ | -2% | -2%
US Lev Loans | -1% I

CLO AAA B 2% | +1%
COMMODITIES s} -4% I

CASH 5] -1% | 1%

Source: Morgan Stanley Research; Note: Overweights and underweights are versus our cross-asset
benchmark, see Morgan Stanley Cross-Asset Benchmark for the full breakdown.

Exhibit 12: Expected risk/reward across assets

MS 12m Expected Returns (%)

INSIGHT

We recommend an EW in stocks, OW in core fixed income, UW in
other fixed income, UW in commodities, and EW in cash.

With our strategy colleagues' positive but below-average returns for
equities and bullish yield targets, fixed income expected relative risk/
reward remains attractive. Momentum in US mutual funds and ETF
flows into high-quality fixed income as well as asset managers con-
tinuing to add across the US Treasury curve are additional tailwinds

to the asset class.

Within equities, Japan is our most preferred region and only OW,
while EM s our least preferred at UW, dragged down by Asia growth
risks. For core fixed income, our key OW are in government bonds —
both USTs and EGBs — while we stay more neutral on agency mort-
gages. We have pared back risk in EM fixed income, but added to CLO.
We remain UW in commodities, and stay EW in cash.

See Our Discretionary Multi-Asset Portfolio for more details.

15% & Topix
10% DBRIOYTS & UKT1oyr
¢ UST 10yr Copper
 MSCIEM °
# USD/ZAR
5% US CMBS BBB ¢ EMSovs
MSCI Europe —— ¢ S&P 500
US CMBS AAA ¢ USD/INR p

\, Agency MBS *

% 9erey N ®CURHY & JPY/USD

4 “~USIG

0% | EORIGTT ® US HY
JGB 10yr AU’D/USD
USD/MXN
*  USD/BRL
5% ¢ EURUSD
< Gold
¢ GBP/USD
-10%
0% 5% 10% 15% 20%

Source: MSCI, Bloomberg, Morgan Stanley Research forecasts; Note: Returns are total returns, except for credit, where we forecast excess returns versus government bonds. Commaodity returns are calculated relative to

futures to account for carry. All currency returns are shown as XXXUSD return.

Realized Volatility (10Y)
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Top thematic trades
1) Equities returns are back — adding risk selectively

We like assets which are cheap and work in an environment where
macro sticks the landing, but also if it doesn't. This naturally means
we want more defensive exposure. Our current top trades below

reflect our preference for equities:

* Long Japanese equities (unhedged)

e Rationale: TOPIX is in a secular bull market, helped by
stronger growth and corporate governance. We see inflows
continuing from foreign investors closing UW positions to
OW as an additional tailwind.

e Risk:Larger change to BoJ policy and/or weaker global growth
drive a stronger JPY than our FX strategists have forecast.

¢ Long (India + Mexico) versus MSCI EM

o Rationale: Nearshoring presents a long-term and multi-wave
opportunity for Mexico's investment cycle. Macro-stability,
structural reforms, and strong FDland portfolio flows set up
India for superior EPS growth versus EM. On the other hand,
the broader MSCI EM index faces earnings risks from rising
USD strength and geopolitical uncertainties.

o Risk: Infrastructure bottlenecks and fiscal deterioration in
Mexico. Negative market reaction to 2024 general elec-
tions in India may result in drawdowns. China growth sur-
prises to the upside.

e Long ACWI Industrials + ACWI Healthcare
o Rationale: We see healthcare as a late-cycle outperformer
given its defensive and growth properties, and prefer indus-
trials relative to broader cyclicals. Valuations remain attrac-
tive versus history, and earnings revisions see an inflection.
o Risk: Leading macro data inflect higher and equity market
internals broaden out, favoring pro-cyclical sectors.

2) High-quality fixed income attractive — adding gov-
ernment bonds and IG

With our forecasts for Treasury yields falling through the forecast
horizon, high-quality fixed income has compelling risk/reward. With
financial conditions being easier, credit should also outperform. Our

current top trades below reflect a quality bias within fixed income:

* Long UST 30Y
o Rationale: High real yields, slowing US growth, and a com-
mitment by the Fed to keep rates restrictive to bring down

INSIGHT

inflation should support US duration.
o Risk: Stronger growth raises expectations for inflation and

the neutral rate.

¢ Long UK10Y
o Rationale: Our strategists expect normalization of mone-
tary policy as disinflationis sustained while growth remains
weak. Yields fall across the term structure on an expecta-
tion of more cuts.
o Risk: Inflation proving sticky, and the BoE remaining
hawkish.
e CLO AAA and BB barbell
o Rationale: Our strategists believe that CLO AAAs offer
attractive high-quality carry,and a barbelled allocationinto
BBs provides attractive yields that give a cushion against
potential spread widening in TH24, before benefitting from
spread tightening into the end of the year.
o Risk: Higher-for-longer rates lead to worse corporate fun-
damentals than projected.

¢ Short CDX HY 15-100% versus CDX IG
o Rationale: Our strategists see decompression within credit,
as in the base case, slower growth, restrictive policy and a
tail of credits that haven't made progress in addressing
maturity walls drive US default rates higher by mid-2024.
o Risk: Stronger growth coupled with lower risk premiums

for lower-rated credit.

3) US > RoW assets — lean into stronger-for-longer
USD, cautious on EM

We expect US growth to soften but stay strong relative to other
regions. Risk-off sentiment in TH also drives safe-haven demand for
USD and USD-denominated assets.

 Short EUR/USD

o Rationale: Our strategists forecast lower EUR/USD by
year-end. Data in Europe continue to soften, with the risk
of atechnical recession rising further. EUR has failed torally
in recent days despite the fall in US rates and buoyancy in
equities, likely in part reflecting the dour economic out-
Llook.

o Risk: Improving European economic outlook and a hawkish
central bank.

 Short CNH/INR
o Rationale: Has attractive carry, and our strategists believe
that CNY should weaken in basket terms over the medium
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term given the deflation pressure and weaker exports. continued strength in consumption as unemployment falls. The

o Risk: Significant fiscal stimulus from China and USD weak- Fed hikes by another 100bp in 2024. This lifts growth and infla-
ness. tion in the euro area, Japan, and the UK, but also means policy

¢ Receive 5yr CNY NDIRS remains restrictive for longer in 2024. Rate cuts get pushed out

o Rationale: The Chinarates market has seen adecent sell-off to 2025.
in recent days on the back of higher 7-day repo fixing. But
should China growth continue to disappoint, the PBOC Bear case — China debt-deflation loop cools global
would have to stay on the dovish side or even cut rates growth
again. The fixing could be more normalized, in line with the

policy rate, which should help China rates to move lower. The downside growth scenario is China experiencing a debt-de-
o Risk: Significant fiscal stimulus from China and USD weak- flation loop. Corporate defaults rise, credit growth falters, and
ness. spending falls as consumers see wealth locked up in a property

decline and become more uncertain about future income. Asian
Bull case - robust growth, but more hikes economies are most affected by spillovers, and the euro area also
sees some pain. However, the US is more insulated, and imports
The upside growth scenario seesamuch stronger US economy led by disinflation from Asia and sees inflation drop sharply. In this sce-
nario, it's clear that the Fed has overshot, and we can see a mild

recession.



Morgan Stanley | researcw

Imagining the next market shock

Vishwanath Tirupattur

2023 gave us multiple episodes of significant market
dislocation — the volatility in the US regional banking sector
and the unrelenting spikes in long-term DM government bond
yields during August-October, followed by a furious rally in
the last few weeks — just to highlight a few. The sell-off in US
Treasuries was particularly gruelling, with the 10-year yields
exceeding 5% in the third week of October, a level not seen
since 2007 and an increase of about 125bp since the July
trough. Major market moves like these have been painful to
investors. As such, in a year ahead outlook, we think it useful
to think outside our framework to consider the potential risks
such as this. To be clear, none of these are our base case
expectations. They are simply vulnerabilities in the system that
investors ought to pay attention to, in our view.

Most DM central banks have signalled that they will keep
rates at the peak until they are convinced that inflation is
converging to target. We expect the first cuts to come in
2024. As was the case in the last two years, the Bank of Japan
stands out yet again. Our economists expect the BoJ to hike in
July 2024 from the zero interest rate after leaving both the
Negative Interest Rate Policy (NIRP) and Yield Curve Control
(YCQ) in January 2024. Given how long policy rates have been
ultra-accommodating in Japan, there is risk of market fragility
when a material turnabout in monetary policy comes to
fruition, especially given the allure of JPY as both a funding
currency and a haven.

While relative calm has returned to the regional banking
sector after the volatility earlier in the year, challenges to the
business models of regional banks remain. While the deposit
flight from the regional banking sector has slowed
demonstrably, the cost of deposit funding has gone up sharply
and regional banks have been shoring up their liquidity
positions. That the borrowing from the Bank Term Funding
Program (BTFP) that the Fed instituted in the middle of March
stands at US$109 billion suggests that the liquidity challenges

INSIGHT

facing the smaller banks remain. Beyond what has happened
thus far, a series of regulatory changes are forthcoming. As
Morgan Stanley banking analysts, Betsy Graseck and Manan
Gosalia, highlight, these upcoming changes affect the outlook
for many of these banks, which will continue to pressure their
margins and thus their profitability. We would watch carefully
if the BTFP, currently scheduled to end on March 10, 2024,
gets extended or how the implementation timelines for
incremental regulations evolve.

Adjacent to the regional banking issue is the imminent
refinancing need of the US commercial real estate (CRE) sector.
We estimate that of the US$4.4 trillion of outstanding CRE
debt, about US$2 trillion is due to be refinanced between 2023-
25, half of which sits on bank balance sheets and 70% of this on
the balance sheets of small banks (excluding the top 25 banks).
In that sense, the small banks are both the largest lender to the
CRE sector and the weakest links, given the challenges outlined
above. Given that certain CRE property types, most notably
office, face a secular challenge in terms of flexible work, how
the CRE wall of maturities gets resolved, given its intrinsic links

to the banking system, bears close monitoring.

Funding conditions are shifting quickly, as evidenced by the fast
decline in the Fed's reverse repo purchase (RRP) operations.
This is an important dynamic as it signals who the willing
marginal lender is. If there is a large balance in the RRP, money
market funds (MMFs) should continue to be willing to invest in
higher-yielding alternatives. Once the RRP is depleted, that
burden shifts to banks (reserves) as the other group of front-
end investors that becomes willing to lend excess cash currently
earning a fixed rate (IORB). As Morgan Stanley’s short duration
strategist, Efrain Tejeda, notes, life after the RRP is set to bring a
new regime for money market rates as SOFR and EFFR become
de-anchored from the RRP rate. Instead, they will have to rely
on the responsiveness of reserves to higher funding rates,
taking funding conditions to a world that will more closely
resemble 2018 rather than the past year. In other words, once
the RRP is depleted in 2024, the impact of QT is likely to switch
gears, bringing clearer signs of reserve scarcity and the potential
for funding disruptions.


https://ny.matrix.ms.com/eqr/article/webapp/c5908da8-f04d-11ed-8db3-2dd49a174a39?ch=rpint&sch=sr&sr=1
https://ny.matrix.ms.com/eqr/article/webapp/319bfa2e-788d-11ee-a303-546fa5335f85?ch=rpint&sch=sr&sr=1#/section=6
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Exhibit 13: Morgan Stanley forecasts
As of Nov Q4 2024 Forecast Q4 2024 Return Forecast Volatility Base Case
08, 2023 Bear Base Bull Bear Base Bull Return/Risk
Equities Total Returns
S&P 500 4,383 3,850 4,500 5,050 -10.6% 4.3% 16.8% 18% 0.24
MSCI Europe 1,798 1,480 1,810 2,040 -141% 4.3% 17.0% 16% 0.27
Topix 2,306 1,850 2,600 2,800 -17.4% 15.1% 23.8% 19% 0.81
MSCI EM 958 750 1,000 1,140 -18.8% 7.3% 21.9% 16% 0.46
FX Total Returns
USDAJPY 151 146 140 132 -2.3% 1.9% 8.1% 9% 0.21
EUR/USD 1.07 1.00 1.04 1.10 -8.5% -4.6% 1.3% 8%
GBP/USD 1.23 1.10 1.15 1.22 -10.3% -6.6% -1.0% 9%
AUD/USD 0.64 0.60 0.63 0.67 -6.3% -2.3% 3.6% 10% -0.23
USD/INR 83.3 85.8 82.5 79.2 6.7% 2.5% -1.3% 5% 0.50
USD/ZAR 18.5 18.4 18.0 17.3 10.2% 5.9% 3.9% 16% 0.38
USD/BRL 4.91 5.80 5.30 4.80 6.5% -3.2% -11.2% 17% -0.19
USD/MXN 175 20.5 19.3 18.5 1.1% -2.6% -8.1% 12% -0.21
USD/CNY 7.28 7.70 7.45 7.20 3.2% -0.2% -3.7% 4% -0.06
Rates (% percent) Total Returns
UST 10yr 4.49 5.05 3.95 2.50 0.0% 8.8% 21.2% 7% 1.35
DBR 10yr 2.62 2.70 1.80 1.50 1.8% 9.7% 12.6% 6%
UKT 10yr 4.24 4.60 3.50 3.00 1.5% 10.3% 14.3% 6%
JGB 10yr 0.85 1.80 0.90 0.35 -6.8% 1.0% 6.1% 2% 0.48
Credit (bps) Excess Returns
US IG 125 165 125 90 -1.4% 1.3% 3.7% 3% 0.41
US HY 398 600 475 325 -4.4% 0.3% 5.8% 6% 0.05
EURIG 156 225 160 120 -1.5% 1.4% 3.1% 2% 0.78
EUR HY 457 675 525 400 -2.6% 2.0% 5.9% 5% 0.44
EM $ Sov 432 550 410 350 -3.5% 5.8% 9.8% 7% 0.79
Sec. Products (bps) Excess Returns
US Agency MBS 65 85 55 40 -0.6% 1.2% 21% 2% 0.69
US CMBS AAA 150 175 145 110 -1.0% 2.0% 5.5% 2% 1.23
US CMBS BBB- 900 1,150 950 800 -15.8% 4.1% 18.9% 4% 1.16
Commodities Total Returns
Brent 80 65 85 125 -15.3% 10.8% 63.0% 39% 0.28
Copper 8,058.5 7,650.0 9,000.0 10,802.6 -9.0% 71% 28.6% 21% 0.34
Gold 1,959 1,755 1,950 2,243 -15.2% -5.8% 8.4% 14% -0.40

Source: MSCI, Bloomberg, Morgan Stanley Research forecasts; Note: Returns are total returns, except for credit, where we forecast excess returns versus government bonds. Equity returns exclude net buyback yield
Commodity returns are calculated relative to futures to account for carry. All currency returns are shown as XXXUSD return. We use CNH/USD carry as a proxy for CNY/USD carry. Volatility is 10y realized vol
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What's changed Exhibit 15: What's changed in our forecasts — assets
What's Changed - Assets
Exhibit 14: What's changed in our forecasts — economics EssiCaselumeran’s o LE e 2stficash
What's Changed - Economics Q22024 Q4 2024
OLD FORECASTS NEW FORECASTS A from Last Forecast Equities
2023e 2024e 2023e 2024e 2023e 2024e S&P 500 4,200 4,500 7%
Real GDP (%YoY)
Global 2.9 2.8 3.0 2.8 0.1 0.0 MSCI Europe 1,970 1,810 8%
G10 0.9 0.9 1.5 1.2 0.6 0.3 Topix 2,400 2,600 8%
us 1.2 0.8 24 1.9 1.2 11 MSCI EM 1,100 1,000 -9%
Euro Area 0.7 1.0 0.4 0.5 -0.3 -0.5
Japan 11 11 2.0 1.0 0.9 -0.1 X
UK 0.2 05 0.5 -0.1 0.3 -0.6 USD/JPY 132 140 6%
EM 44 42 42 40 02 02 EUR/USD 1.06 1.04 2%
China 5.7 4.9 5.1 4.2 -0.6 -0.7 S
India 6.5 6.4 6.6 6.4 0.1 0.0 GBP/USD 1.17 1.15 2%
Brazil 2.0 1.8 3.1 1.7 1.1 0.1 Rates (% percent) (bp A)
UST 10yr 3.30 3.95 65
CPI (%Y)
Global* 338 27 3.8 26 0.0 -0.1 DBR 10yr 1.60 1.80 20
G10 4.6 23 4.8 2.5 0.2 0.2 UKT 10yr 3.40 3.50 10
us 3.8 22 4.1 21 0.3 -0.1 JGB 10yr 0.40 0.90 50
Euro Area 5.4 23 5.6 2.4 0.2 0.1 -
Japan 32 21 33 32 0.1 11 Credit (bps) (bp A)
UK 74 21 7.4 2.8 03 0.7 Us IG 150 125 25
EM* 3.2 3.0 3.1 2.7 -0.1 -0.3 US HY 550 475 75
China 0.9 1.6 0.3 1.1 -0.6 -0.5
India 55 49 56 5.1 0.1 0.2 EUR IG 175 160 -15
Brazil 5.0 45 46 43 -0.4 -0.2 EUR HY 550 525 o5
Source: IMF, Morgan Stanley Research forecasts; Note: Global and regional aggregates for GDP growth EM Sovs 450 410 -40
are GDP-weighted averages, using PPP weights excluding Ukraine; CPI numbers are period average; o 5
Global* and EM* consumer price inflation aggregates exclude Argentina, Turkey, Egypt and Ukraine; Old Securitized Credit (bps) (bp 4)
forecasts refer to forecasts published as of June 4, 2023 us Agency MBS 45 55 10

Source: Morgan Stanley Research forecasts; Note: Old forecasts refer to 2Q24 published forecasts, as of
June 4, 2023.
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Key Calls by Asset Class

Equities — EW : 1H24 Japan T 1 1] -
should be challenging given Europe HER
a stronger dollar, restrictive :“Sn ==.
policy, US earnings reces-
sion still in train, and a tepid China recovery. Rotation opportuni-
ties should present themselves into 2H24. Japan is our high-con-
viction regional pick, while we are EW on US and European
equities and UW on EM equities.

- +
Government bonds — OW : UK HEEEER
We expect UST, core EGB, El;mpe ====
and UKT vyields to fall Dollar Bloc HER

through 2024 as markets Japan |

price in the start of rate-cut cycles and a quicker pace of cuts. The
exception is Japan, where we see JGB yields flatter into 2Q24 as the
BoJ begins to normalize policy. We are most constructive on UKTs,
OW on USTs and EGBs, and UW on JGBs.

JPY
FX - USD strength usD ====.
continues : 2024 should see EM HE

EUR 1|

USD remaining strong as cBP ]
rate differentials continue to

favor USD, as does the currency's safe-haven nature. JPY is the one
currency we expect will do well against USD, driven by policy conver-
gence. We are most bullish on JPY, followed by USD. We are cautious

on EUR and EMFX, and most negative on GBP.

- +
EM fixed income - EW : EM EM Local Rates T 111
credit spreads should widen EM Credit HER
and EMFX should be weaker EM FX L]

in TH24 on the back of the US economy expanding more than con-
sensus forecasts. We expect a gradual recovery in EM rates, and
would need to see US rates falling to see a return of inflows to EM.
Within sovereign credit, IG total returns should outperform in the
near term but HY spreads should eventually tighten more by end-
2024.

INSIGHT
- +
Corporate credit - OW : IG US Inv. Grade [T T [
is well supported by benign EU Inv. Grade HEER
US Lev Loans [ 1 | |
macro, strong corporate fun- US High Yield 11
damentals, and termed-out Asia Inv. Grade |

maturities. But we still see IG-HY decompression as the skew of
returns is negative — in the case of better growth, higher rates for
longer hurt leveraged credit, while in the case of a mild recession,

more cyclical HY suffers. We like IG over loans over HY.

- +
Securitized credit - OW : US ABS EEEE
Through 2024, spreads European ABS 1T 1 ||
should tighten across sev- Global CLOs EEEN
US Resi Credit HEER

eral pockets of securitized US Non-Agency cMB: [l Ill Il

usAgencycMBS I
US Agency MBS BEER

FX-hedging costs for non-USD investors see some demand return.

products as markets price in
more Fed cuts and reduced

We see agency's move tighter to be bumpy. Unlike for corporate
credit, we like going down the capital stack. We like CLO mezz and
consumer ABS, and are more cautious on US CRE. In Europe we stay
in the IG tranches in UK RMBS and CLOs.

Commodities : Strong demand for oil to trend-revert while non-
OPEC supply can meet additional demand, leading oil to trade side-
ways in 2024. We think that gold is rich versus what US 10-year real
yields would imply, and for gold to stay at current levels would mean
either geopolitical risks remain or yields move lower. We like copper
because of strong-than-expected China demand.
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Our Discretionary Multi-Asset Portfolio

Exhibit 16: Our discretionary top-
down allocation

Asset Allocation vs Last

EQUITIES [ ]
CORE FIXED INC. | |
Govt Bonds [ |
Agency MBS B

IG Corporate | ]
OTHER FIXED INC. | ]
COMMODITIES | |

CASH [ |

Source: Morgan Stanley Research

Exhibit 17: Equities allocation

Asset Allocation vs Last
EQUITIES | |

us []

Europe | |

Japan n

EM | |

Source: Morgan Stanley Research

Exhibit 18: Core fixedincome alloca-

tion
Asset Allecation ¥s Last
CORE FIXED INC. L
GOVT BONDS | |
USTs ]
EGBs ]
SECURITIZED | |
Agency MES | |
|G CORPORATE ]
US IG Corp | |
EUR IG Corp ]

Source: Morgan Stanley Research

Exhibit 19: Other fixed income allo-
cation

Asset Allocation  vs Last

OTHER FIXED INC. .
US HY Corp | |
EM § Sev ]
EM Lecal | |
US Lev Loans B
CLO AAA |

Source: Morgan Stanley Research

Exhibit 20: Commodities allocation

Asset

Allecatlon  vs Last

COMMODITIES | |
Brent | |
Gold | |
Copper | |

Source: Morgan Stanley Research

Core fixed income > equities and cash > other fixed income > commodi-
ties

Risk/reward — expected return of ~7.7%: Based on Morgan Stanley strategists' most current
year-ahead forecasts, our discretionary allocation portfolio has expected return of 7.7%
and volatility of 7.8% for 1.0x of return/vol. This compares to the cross-asset benchmark
expected return of 7.1% and volatility of 8.4% for 0.8x of return/vol, and the USD 60/40
expected return of 5.9% and volatility of 9.6% for 0.6x of return/vol.

Portfolio profile - tilt defensive, like USD: Given our macro outlook, our recommended allo-
cation has lower risk than the benchmark, mostly due to the large UW in EM equities and
commodities. The preferences for high grade fixed income and defensive equity regions also
mean that downside deviation and cVaR are all less severe than our cross-asset benchmark,
or a traditional USD 60/40 portfolio. Guided by our optimal portfolios exposures, our discre-
tionary allocation also has much lower beta to commodities and higher beta to USD compared
to our cross-asset benchmark and USD 60/40 portfolio.

Portfolio summary

o EW equities (-2% versus benchmark): Japanese equities (+4% versus benchmark)
remain a bright spot because of cheap relative valuations — especially after FX hedging
— and continued bullish sentiment from asset managers as reflected in positioning
data. We've pared our UW in US equities to EW versus our benchmark allocation,
driven by near-term earnings risk, but a better risk/reward profile in 2024 than this
year. Our allocation took down EM equities to UW from EW (-4% versus bench-
mark) due to growth risks, headwinds from a strong USD, and outflows, and we prefer
to be selective. We remain EW in Europe.

e OW core fixed income (+11% versus benchmark): We recommend having higher-
than-benchmark exposure to all high grade fixed income markets. In government
bonds (+6% versus benchmark), we added duration risk via USTs given our projection
for cuts in the fed funds rate. The story is similar in IG corporates (+4% versus bench-
mark), where lower yields lift total returns, and fundamentals remain strong.

* UW other fixed income (-4% versus benchmark): We've pared back exposure to EM
credit (-1% versus benchmark) and EM rates (-2% versus benchmark) given our
expectations that EM assets would lag as long as USD remains strong and US yields
are higher for longer. We add to CLO AAAs (+2% versus benchmark) on the back of
our constructive outlook for securitized credit.

¢ UW commodities: We have no allocation to commodities in our discretionary port-
folio, as tepid growth and demand-supply dynamics see prices trade within a range.
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Exhibit 21: How do assets stack up combining a top-down cycle-adjusted fair value view and bottom-up strategists' next 12M forecasts?
High grade fixed income looks good, while equities and other fixed income are more of a mixed bag

(B) (<) (D)
(A) Top-Down Expected  Bottom- Framework Framework
Returns Up Forecast RIR MS Cross-Asset
Cycle  Cycle-
Drag/ Adj. Rtn Less Vs
Asset LTCMA Boost Rtn MSe Cash Rtn/Vol Alloc OW/UW Bench. vs Last
EQUITIES .-
US Eqty 9.6% -5.6% | 4.0% | 4.3% | -1.2% -0.1 30% | +0% | +6%
European Eqty 10.5% -7.4% | 3.2% | 4.3% 0.1% 0.0 8% 2% I 1%
Japan Eqty 6.4% -2.3% | 41% | 15.1% | 8.9% 0.6 9% | +4% B|
EM Eqty 7.2% 3.6% |10.8% | 7.3% | 3.7% 0.3 6% | -4% 6%
CORE FIXED INC. 1
GOVT BONDS 22% | +6% B~
USTs 48% 1.9% | 6.7% | 82% | 21% 0.5 13% | +3% | | +1%
EGBs 46% 02% | 4.8% | 9.6% | 3.6% [MNOMM| 9% | +3% I
SECURITIZED 6% | +1% |
Agency MBS 56% 13% | 6.8% | 9.5% | 2.8% 0.7 6% | +1% |
IG CORPORATE 1% | +4% B | 2
US IG Corp 6.4% -0.1% | 6.3% | 9.6% | 2.6% 0.4 7% | +2% | | 2%
EUR IG Corp 43% -12% | 3.1% | 9.6% | 2.8% 0.6 4% | +2% |
OTHER FIXED INC. 4% 4
US HY Corp 55% -53% | 0.1% | 8.8% | -0.9% -0.1 0% | 2% [
EM $ Sov 6.5% -1.4% | 5.1% |14.6% | 4.5% 0.5 1% | 1% | 1%
EM Local ~ - ~ | 6.4% | 1.0% 0.3 2% | 2% [ 2%
US Lev Loans - ~ | 42% | 11% | -0.2 0% | 1% |
CLO AAA ~ - ~ | 71% | 1.7% (S 3 | 2% | | +1%
COMMODITIES +0%
Brent ~ - ~ | 87% | 3.4% 0.1 0% | -2% [
Gold - - ~ | -4.9% | 103% | 07 0% | 1% |
Copper = . ~ 8.7% | 3.4% 0.2 0% | 1% |
CASH 1% -1
Cash - ~ ~ | 5.4% | 0.0% 2% | 1% | 1%

Source: Morgan Stanley Research; Note: 'vs Last' is versus last published — November 6, 2023.
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Exhibit 22: Discretionary allocation expected risk/reward

M3 Cross-Asset

Metric

Ptf

Ms XA
Benchmark

USD 60/40 Ptf

RISK REWARD

Expected Return
Yol
Rtnf\ol

HISTORICAL RISK REWARD

Historical Return
Historlcal Vol
Historical Rtn/\ol

RISK PROFILE

Downside Dev*
VaR*

cVaR*

Nore

Basad on trailing 12% manthly raturns.

Source: Morgan Stanley Research forecasts

T.T% T.1% 5.9%
7.8% 8.4% 95%
1.00 0.84 Ce1

6.5% 4.9% &.0%
T.8% 8.4% 9.5%
0.84 0.58 062

1.7% 1.8% 1.8%
-4.5% -4.1% -4.3%
-5.84% -6.2% -6 1%

INSIGHT

Exhibit 23: Discretionary allocation betas

Metric

MS Cross-Assel MS XA

Ptf Benchmark USD 60/40 Prf

vs EQUITIES

MSCI ACWI (H) 0.66 0.69 .7
S&P 500 0.59 0.60 G4
Global AGS (H) 1.10 1.12 1.30
Us AGG 0.36 0.92 1.04
usT Q.28 0.27 C.44
WTI 0.08 0.11 0.0a
Gold 0.07 0.14 on
Copper 0.20 0.26 122
DXY -0.50 -0.73 -0.61
EUR 0.35 0.54 G4

Source: Morgan Stanley Research
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Top Trades Across Asset Classes

Exhibit 24: Top trades across asset classes

Asset Class Trade Rationale

TOPIX is in a secular bull market, helped by stronger growth and corporate governance. We see inflows continuing from

T Eauities Long JP equities (unhedged) 2306 foreign investors closing UW positions to OW as an additional tailwind.

L India; 2216.4 Nearshoring presents a long-term and muli for Mexico’s cycle. M tability, structural
2 Equities Long (India + Mexico) vs MSCI EM L Mexico: 6065.3 reforms and strong FDI and portfolio flows set up India for superior EPS growth versus EM. On the other hand, the
L MSCI EM: 957.9  broader MSCI EM index faces earnings risks from rising USD strength and geopolitical uncertainties.
§ § 3172 We see as a late-cycle outperformer given its defensive and growth properties, and prefer industrials relative

3 FEauies Long ACWI Industrials + AGWI L Healthcare: 330.8 to broader cyclicals. Valuations remain attractive versus history, and eamings revisions see an inflection.

PR Long UST 30Y STETHAG High real yields, slowing US growth and a commitment by the Fed to keep rates restrictive to bring down inflation should
support US duration.

5 Rates Long UK 10¥ Vield: 4.2 Our strategists expect normalization of monetary policy as disinflation is sustained while growth remains weak. Yields fall
across the term structure on expectation of more cuts.
Our strategists forecast a lower EUR/USD by year-end. Data in Europe continue to soften with the risk of a technical

6  FX Short EURIUSD 1.0709 recession rising further. EUR has failed to rally in recent days despite the fall in US rates and buoyancy in equities, likely
in part reflecting the dour economic outlook.

7 Em Short CNH/INR 11.43 It has attractive carry, and our strategists believe that CNY should weaken in basket terms over the medium term given
the deflation pressure and weaker exports.
The China rates market has seen a decent sell-off in recent days on the back of higher 7-day repo fixing. But should

8 EM Receive 5yr CNY NDIRS Yield: 2.4 China growth continue to disappoint, the PBOC would have to stay on the dovish side or even cut rates again. The fixing
could be more normalised, in line with the policy rate, which should help China rates to move lower.

" " LCDX HY:467.2  Our strategists see decompression within credit in the base case, with slower growth, restrictive policy and a tail of credits

9 Credit CDXHY 15-100% vs CDX 1G LCDXIG:69.5 that haven't made progress in addressing maturity walls driving the US default rate higher by mid-2024.
Our strategists believe CLO AAASs offer attractive, high-quality carry, with a barbelled allocation into BBs providing

10 Credit CLO AAA and BB barbell NA attractive yields that give a cushion against potential spread widening in 1H24, before benefitting from spread tightening

into the end of the year.

Beta

Alpha

Beta

Hedge

Hedge

Alpha

Hedge

Hedge

Beta

Alpha

INSIGHT

pe Risks

Larger change to Bod policy and/or weaker global growth
drive a stronger JPY than our FX strategists have forecast.
Infrastruct and fiscal foration in
Mexico. Negative market reaction to 2024 general elections
in India may result in drawdowns. China growth surprises to
the upside.

Leading macro data inflect higher and equity market
internals broaden out, favoring pro-cyclical sectors

Stronger growth raises expectations for inflation and the
neutral rate.

Inflation proving sticky, and BoE remaining hawkish.

Improving European economic outlook and a hawkish
central bank.

Significant fiscal stimulus from China and USD weakness.

Significant fiscal stimulus from China and USD weakness.

Stronger growth coupled with lower risk premiums for lower-
rated credit

Higher-for-longer rates leads to worse corporate
fundamentals than projected.

Source: Morgan Stanley Research; Note: These are our current trades. All previous trades from cross-asset strategy not reflected here are considered closed.
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Key investment ideas

e Stay patient and look for engagement opportunities into mid-2024: We see a still-
difficult outlook for global equities into TH24, with our macro colleagues now
forecasting later policy rate cuts and further USD appreciation. Global growth is
expected to slow further and China has not shown a comprehensive response to debt-
deflation risks. Falling inflation and expected policy easing in 2H24 should support a
later recovery, but we think that investors should remain selective, given that earnings
are still adjusting lower and aggregate valuations are expensive to history.

* S&P 500 target moves up to 4,500, but near-term risks persist: \We continue to
recommend a defensive growth and late-cycle cyclicals barbell and look for a durable
earnings recovery to emerge during 2024. For December 2024, we forecast a 17.0x P/E
multiple on 12-month forward EPS (2025) of US$266, which equates to a 4,500 index
target (versus 4,200 previously for June 2024). In the short term, we expect the
earnings recession to continue as weak earnings revisions breadth and performance
in cyclical and interest rate-sensitive areas of the market corroborate near-term
growth risks.

* Retain a preference for Japan equities and caution on EM: We see TOPIX moving
further into its secular bull market, with our target rolling up to 2,600 (13% upside
potential). We expect further inflows from both foreign investors (closing UW
positions) and retail investors (driven by NISA program reforms) positioning for
stronger nominal growth and corporate governance. In contrast, earnings and
valuations for EM equities remain under pressure and we trim our target again to
1,000 (4% upside potential).

e Modest upside for European equities; stay EW: Earnings concerns are building —we
anticipate the trough in 1Q. The larger challenge is that any recovery is likely to be
L-shaped. Valuations are low but we expect only a slight re-rating from 11.9x to 12.0x
as higher-for-longer yields provide a challenging backdrop. Our regression analysis
shows a rising inverse correlation between yields and multiples. Rising buyback
activity lends technical support, narrowing risk/reward. While we see just 1% upside
potential to our price target, adding total yield brings total return to 6.5%, in line with
the US.

Exhibit 25: Equities top-down prefer-

ences

Equities - +
us [ |

Europe [ |

Japan B

EM [ |

Source: Morgan Stanley Research

Exhibit 26: Equity indices targets

4Q24 Target Base
S&P 500 4,500
MSCI Europe 1,810
TOPIX 2,600
MSCI EM 1,000

Source: Morgan Stanley Research forecasts

Macro resilience and Al potential surprised in 2023... Equity mar-
kets' performance this year was characterized by the unwind of the
recession fears that were largely priced in at the October 2022
trough. While China's reopening and recovery proved muted, the US
powered on and growth in India and broader G10 (especially Japan)
was stronger than expected. This upside surprise to growth, as well

as cost discipline in mega-cap tech and excitement over new

Al-related revenue streams, led to earnings revisions moving higher
for the MSCI ALl Country World Index (ACWI) from March onwards.
Equity markets, particularly in 2Q, therefore looked through con-
tinued monetary policy tightening from the US and reached their
highs for the year by mid-July.


https://ny.matrix.ms.com/eqr/article/webapp/0404e024-384d-11ee-b6e4-b035fb1e324e?ch=rpext&sch=ar
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Exhibit 27: MSCI AC World Index 12-month forward EPS versus
Global Economic Surprise Index — the upswing in growth in TH23
helped to drive positive revisions and market performance

45 Global Economic Surprise Index (RHS) 150
—MSCI AC World Consensus 12mf EPS 125
100
40
75
50
35 25
0
25
30
-50
75
25 -100

2014 2016 2018 2020 2022

Source: Bloomberg, IBES, Morgan Stanley Research; Note: Data as of October 26, 2023

...but the slowdown was only deferred and should weigh on global
equities over the next 3-6 months: Performance beneath the sur-
face was not as strong as it appeared, with the average US stock
underperforming the S&P 500 index by over 12pp year to date.
Europe is seeing near-recessionary conditions, Asia PMIs are rolling
over, and tighter financial conditions should eventually weigh on US
growth. Meanwhile, policymakers in China are struggling with the
'3D' challenges of debt, demographics, and deflation, which is only
made more difficult by the 'de-risking' in our multipolar world base-
line. The recent jump in oil prices consequent upon recent geopolit-
ical events in the Middle East is an additional concern. Our
colleagues' higher-for-longer policy profile and forecast for further
USD appreciation should keep pressure on earnings and valuations
heading into TH24 and may dash any hopes of a year-end seasonal
rally. Global equities (MSCI ACWI) are still trading at the 70th per-
centile of their 20-year average (15.5x spot versus 14.6x mean).

Better engagement opportunities may emerge into summer: Our
economists forecast a soft landing in the US and China, while global
disinflation allows monetary policy easing from 2H24. This should
see an opportunity to add to equities alongside a retracement of

global bond yields and the US dollar that our strategists see around

INSIGHT

Exhibit 28: MSCIAC World Index 12-month forward P/E versus US
10-year real yield — still downward pressure on valuations from
higher discount rates

22 —MSCI AC World 12mf PE 3%
20 US 10-Year Real Yield % (RHS - Inverted) 2%
18 Y 1%
16 A\ﬁf”ﬂ\v/ \'w 0%
14 'j\“ Y 1%
12 2%
10 3%

8 4%

2003 2006 2009 2012 2015 2018 2021

Source: Bloomberg, IBES, Morgan Stanley Research; Note: Data as of November 8, 2023

Exhibit 29: Regional performance of equal-weighted versus head-
lineindex —narrow breadth and mega-cap leadership have masked
broader weakness at the stock level

Index, Jan-2023 = 100
100 L~

95
90 = S&P 500: Equal Weight vs Benchmark
MSCI Europe: Equal Weight vs Benchmark
«—MSCI EM: Equal Weight vs Benchmark
= MSCI Japan: Equal Weight vs Benchmark
85
Jan-23 Mar-23 May-23 Jul-23 Sep-23 Nov-2

Source: FactSet, Morgan Stanley Research; Note: Data as of November 8, 2023

mid-year. As this cycle normalizes, we see the US, Europe, and EM
coming out of earnings recessions in 2024. while Japan earnings
growth continues. Indeed, Japan bucked the trend last year and is the
only market that we see beating consensus earnings forecasts out to
2025, given top-down and bottom-up drivers outlined in our recent
Japan Blue Paper revisit (see Japan Secular Bull Market Arrives: Here
is How to Play It, October 15, 2023).

Exhibit 30: Outlook for equity market earnings, valuations, and targets

Dec-2024
Base Case
Index Target
(%) Upside

Current

(Jun-2024)

xce (% upside)

Prior Target | 15 Top-Down EPS YoY %

266 | 221 246 275

MS Base 10 Year
Current

Case N12M o e Avg.
PIE Consensus

Dec-2024 HEZMERE N12M P/E

Consensus EPS Forecast
YoY %

2023 | 2024

S&P 500 4,363 by Y B G o 17.0 18.1 17.5
MSCI Europe | 1,798 . P O e ' 2 % 12.0 119 14.4

Source: FactSet, IBES, Morgan Stanley Research forecasts; Note: Data as of November 8, 2023
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Regional preferences: We expect Japan
equities to continue to outperform EM and
China, given our relatively positive view on
both earnings and valuations. We remain
EW on Europe, where valuations are the
lowest to history of the major regions. We
move to a neutral stance on US equities as
well given the earnings recovery we see
taking hold next year. That said, near-term
cyclical andinterest rate headwinds keep us

cautious in the short term.

Sector and style recommendations are
generally defensive: Across the various
regions, we have tilted towards defensives
and quality, with afocus on high dividend and
free cashflow vyields. In the US, we like
healthcare, staples, and utilities, select
growth opportunities, and late-cycle cycli-
cals. In Asia, we expect a recovery in semi-
conductors and also prefer energy and
nearshoring-exposed industrials. We like
financials in Japan, Singapore, India, and
Indonesia.

Risks are skewed up front and to the
downside: One path to the bear case would
be a near-term upside shock to the oil price
— and hence a shock to consumer confi-
dence, purchasing power, and business
costs — consequent upon current geopolit-
ical risk events. In this regard it is worth
recalling the role that a spike in the oil price
has played on numerous occasions in the
past in driving bear case outcomes for equi-
ties, including 1973/74, 1979/80, 1990/91,
and 2007/08. The second risk, outlined in
our economists' downside scenario, is that
China (~18% of global GDP) enters a debt-
deflation trap with nominal GDP growth
slowing to 2-3%Y (and likely lower again in
USD terms). Were both of these scenarios
to occur simultaneously, we would expect a
more negative impact on Asia (including
Japan) and Europe than on US equities.

In contrast, the path to the bull case could
lie through a reduction in geopolitical risks,

lower commodity prices, and sustained

INSIGHT

Exhibit 31: Consensus 12-month forward P/E by region with Morgan Stanley December
2024 12-month forward P/E target

28x —MSCI EM
—S&P 500
26x —MSCI Europe
TOPIX
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20x Forecast
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Source: IBES, FactSet, Rimes, Morgan Stanley Research; Note: Data as of November 8, 2023
Exhibit 32: Equity sector and style preferences
S&P 500 TOPIX MSCI APxJ/EM MSCI Europe

OW: Energy, Healthcare,
Pharma, Technology, Telecoms,
Luxury Goods, Utilities

OW: Healthcare, Consumer ~ OW: Banks, Real Estate, Food &  OW: Industrials, Information

Sector Preferences Staples, Utiities Beverage Technology, Energy

UW: Autos, Capital Goods,
Chemicals, Construction &
Materials

UW: Steel & Non-Ferrous UW: Real Estate, Consumer

UW: Broad Consumer Cyclicals Matals, Machinery, Pharma Staples

1) Barbell of Defensive
Growth &
Late-Cycle Cyclicals

1) Productivity & Innovation 1) APxJ/EM Best Business

s il 1) Defensives > Cyclicals

Style Preferences

2) Corporate Reform

2) High Operational Efficiency Candidates

2) Balanced Value/Growth 2) Growth > Value

3) Long Quality and Eamings

3) Eamings Stability/Quality Rovisitrs

3) Value > Growth 3) Quality

Source: Morgan Stanley Research

Exhibit 33: Base/bull/bear case outlook for global equities

New Target Price - Dec 2024 Old Target Price - June 2024

Current

Index Price (% from current levels) (% from current levels)
Bull Base Bear Bull Base Bear
MSCI Europe 1,798 21’2220 1;80/10 j;‘g;) 222‘;0 11,2;0 11%202
wsolem | 98 | e | ww | gow | ew | ow | zw

Source: FactSet, Morgan Stanley Research forecasts; Note: Data as of November 8, 2023

global disinflation, with an easing of the US an earnings recovery as we progress

dollar and rates versus our base case out- through next year. For December 2024, we
forecast a 17.0x P/E multiple on 12-month

forward EPS (2025) of US$266, which

look. In this scenario, we would see EM and

Japan best positioned through a stronger

earnings profile and valuation re-rating.

US: Near-term uncertainty gives
way to an earnings recovery

Near-term uncertainty should give way to

equates to a 4,500 price target ~12 months
from today. Our 2024 earnings forecast of
US$229 (+7%Y) assumes 4-5%Y top-line
growth in addition to modest margin expan-
sion as labor cost pressures ease. Our 2024

EPS estimate is also consistent with output
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from our leading earnings models, which show a recovery in growth
next year. In line with our comments in Standing Fast, September 10,
2023, our updated 2023 earnings forecast moves closer to our prior
bull case, which brings our 2024 EPS growth rate down even though
our 2024 estimate is little changed at US$229. 2025 represents a
strong earnings growth environment (+16%Y) as positive operating
leverage and tech-driven productivity growth lead to margin expan-
sion. On the valuation front, we forecast a ~190bp equity risk pre-
mium (currently ~100bp); combined with our rates strategists’
3.95% 10-year forecast, this equates to a 17.0x forward P/E multiple
at the end of next year (currently 18.1x).

While the medium-term outlook for earnings looks positive, the
near-term backdrop remains challenged. Earnings revisions breadth,
which typically leads consensus estimates, has rolled over once again
and is at the lowest level since March this year. Underpinning this
trend is more cautious corporate commentary overall that's once
again centered on the macro — corporate transcript mentions of
“macro risks” (and related terms) are historically elevated according
to AlphaSense data. Leading indicators like the ISM PMIs and the
Conference Board Consumer Confidence Index have also taken a
recent turn lower amid increasing cyclical and geopolitical risks.
Furthermore, the significant fiscal impulse that helped to fuel the
resilience of growth this year is now decelerating in rate-of-change
terms. Finally, a 'higher for longer' rate backdrop is increasingly

weighing on both corporate and consumer sentiment.

In our view, the combination of these factors suggests that the earn-
ings recession will likely persist into early next year before a durable
recovery takes hold. Weak breadth and performance in cyclical and
interest rate-sensitive areas of the market corroborate this near-
term growth risk. As such, we continue to recommend a defensive
growth and late-cycle cyclicals barbell. We also see stock-specificrisk
remaining elevated, which should be supportive of a stock-picking
environment and indicative of a richer opportunity set under the sur-
face of the market where valuations are more compelling than they
are at the cap-weighted index level.

Europe: Earnings trough on the horizon but L-shaped
recovery thereafter

At the time of our mid-year outlook, Europe was the best-per-
forming major region globally. That relative strength has been
unwinding since: First, any optimism on China reopening (with
Europe's relatively high exposure) has faded, with focus shifting to
downside risks. Europe also has a tricky balancing act, walking the
geopolitical tightrope between China and the US. Officials have
termed it 'derisking without decoupling', which can prove difficult for

INSIGHT

Exhibit 34: We recommend a defensive growth + late-cycle cycli-
cals barbell, which has historically outperformed in similar macro

situations
Defensive
Growth + "Late

Lower Vol Late Cycle Cycle" Cyclicals
Defensives Growth Cyclicals Barbell

1973 -3.8% -2.9% 12.5% 1.6%

1978 -11.8% -13.5% 23.3% -1.3%

1980 7.0% 11.9% -17.6% -1.0%

1989 16.8% 19.5% 2.9% 12.6%

2000 35.6% 12.1% 21.1% 27.0%

2006 12.6% 1.7% 12.2% 10.9%

2019 3.7% 7.9% -12.6% -1.1%

Current 2.3% 5.1% 42.4% 15.3%

Average 7.8% 5.2% 10.5% 8.0%

Source: Bloomberg, Compustat, Morgan Stanley Research; Note: Regimes defined as LEI contractions
from the cycle peak of at least 3%. Recession periods not included. Far right column is a combination of
the three columns to its left

Exhibit 35: Elevated stock-specific risk suggests that it's prudent
to deploy a stock-picking approach
Median 63-Day Rolling Stock Specific Risk

70% —Defensive Growth + Late Cycle Cyclicals Barbell
65% Top 500

60%
55%
50%
45%
40%
35%
30%

25% T T T T T T T T
Jan-21 May-21 Sep-21 Jan-22 May-22 Sep-22 Jan-23 May-23 Sep-23

Source: Compustat, Morgan Stanley Research; Note: 10-day moving average shown

certain sectors such as autos. Second, certain sizeable sectors with
secular drivers — notably luxury and capital goods — have begun to
see growth disappointmentsin the current earnings season. Both are
likely due to the new normal environment of 'higher for longer' rates
leading to a declining aspirational consumer and falling capex bud-
gets. For beloved sectors and stocks, the skew in share price perfor-

mance on any disappointments has been decidedly negative.

Our leading indicators suggest that European earnings are likely
to broadly bottom in 1Q: The issue is not so much the depth of the
decline — European macro indicators have been weak for some time
while earnings are broadly less cyclical than in past cycles. The
problemis that we do not see drivers for aV-shaped recovery post-
trough. For example, our European economists have euro area GDP
rising from 0.4%Y this year to just 0.5%Y in 2024, a decidedly
L-shaped recovery path.

Europe of course remains cheap but we see the multiple rising
only marginally from the current 11.9x to 12.0x on the back of our
rates strategy team's forecast of US 10-year yields declining to 3.95%
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Exhibit 36: GDP forecasts suggest that European equities' earn-
ings growth recovery is more likely to be L-shaped than V-shaped

MSCI Europe EPS and Europe revenue GDP weighted growth
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Source: MSCI, IBES, company data, Morgan Stanley Research

in 4Q24. 'Higher for longer' yields hold back any prospect of a
European equities re-rating given a structurally rising inverse correla-
tion between Europe's NTM P/E multiple and US 10-year yields.

As for downside support, European buybacks are on the rise and,
with declining share liquidity, this means a technical support factor
unlike in prior years. Europe's trailing buyback volume has risen to
the 98th percentile versus history from close to the Oth percentile
ayear ago. Europe's dividend yield remains high as well. All in, if we
add Europe's total yield to our price target, we get to a return of
6.5% versus a less compelling 1% on price alone. This puts
Europe's 'total' target return in line with the US.

Japan: Secular bull market to continue

Japan equities remain the top pick market across our coverage and
we recently published a Japan Insight report five years on from our
original Blue Paper thesis. Sustained reflation and rising productivity
at the macro level —workingin combination withimproved corporate
governance at the micro level — will likely drive furtherimprovement
in corporate profitability in Japan. We raised our forecast for MSCI
Japan return on equity to 12% (from 11%) by end-2025. This would be
almost 2.5x the level when Abenomics was launched in late 2012. In
turn, this will likely drive further valuation re-rating from 14x P/B to
1.8x and market outperformance versus global equity peers.

For our 2024 outlook, we lift our TOPIX target from 2,400 to 2,600
as we roll out another six months into solid EPS growth (10%Y in
2024 and 8%Y in 2025, helped by our higher USD/JPY profile of 140
for 4Q24). We think that Japan's equity market can withstand policy
adjustment by the BoJ, which we see as in the early stages of simply
responding to stronger nominal growth. Indeed, our target P/E mul-
tiple moves up by 0.5x to 14.0x, in line with its 20-year average,
reflecting likely further support from foreign investors as well as

INSIGHT

Exhibit 37: Hightotalyields,and inparticularrising buybacks amid
low share volumes, are a support, limiting downside somewhat
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Source: FactSet, Morgan Stanley Research

inflows following Japan's revised Nippon Individual Savings Account
(NISA) scheme that takes effect on January 1.

We now recommend an unhedged FX allocation for USD-based
investors' Japanese equity allocations, given the balance of risk
towards lower USD/JPY. We note that historically Japan equities have
risen in USD terms during periods of sharp JPY appreciation, as the
beta between USD/JPY and TOPIX (JPY) is less than one. Within
Japan, we continue to favor banks and lifers for exposure to Bo)
policy normalization, domestic over exporter stocks for nominal
GDP recovery and JPY consolidation, as well as abasket of corporate
reform beneficiaries.

Stay defensive in EM

Our MSCIEM target moves down to 1,000 from 1,050, as our below-
consensus earnings forecasts for the index need to be lowered by
another 5% across 2023-25. Key headwinds include the slowing
global growth backdrop, higher interest expense burdens, and a fur-
key EM

USD-denominated index. At the sector level, we see the prospect of

ther weakness in exchange rates against the
an earnings recovery in semiconductors, but other cyclicals should
remain challenged until China's growth momentumimproves materi-
ally, while secular growth segments such as the EV supply chain
absorb near-term overcapacity pressures. Our target 12-month for-
ward P/E valuation also moves down by 0.5x to 11.0x as we factor in

a 'higher for longer' policy rate and real interest rate regime.

Within APx) and EM we prefer India, Mexico, Singapore, Greece, and
Poland, having recently downgraded Korea and further downgraded
our stance on Middle East equities. Our market, sector, and stock
selection have moved more defensive since summer, in particular by
narrowing our IT and China exposures. For details, see Market

Allocation — Defensive Steps: Add to India, Upgrade Singapore and
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Poland to OW, October 18, 2023.

On the risk outlook, our bear case of debt-deflation in China and
weaker global growth would be a major further blow to the EM asset
class, likely resulting in a full unwind of the sharp but fickle rally that
was seen from October 2022. Japan would not be immune from this
scenario, although expectations for China-exposed companies are
already low and the greater risk would come from a US/EU recession
and sharp JPY appreciation. We are also mindful of elevated geopolit-
ical uncertainty and key elections in TH24 (including in Taiwan, India,
Indonesia, Mexico and likely in Japan). Our bull case features a much
stronger policy response and hence market outlook for China, which
would also restart the cyclical rally in other exporter-oriented mar-

kets, with Japan likely still performing well in this scenario.

INSIGHT
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Exhibit 38: G10 rates top-down prefer-
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In Europe, the decline in core rates should be gradual due to a slow pace of ECB

Source: Morgan Stanley Research

monetary policy normalization and heavy EGB supply in TH24 combined with the start

of PEPP guantitative tightening. In the UK, we see yields declining across the term Exhibit 39: Bond yield targets

structure and a bull flattening of the curve. \We expect the BoE to deliver 100bp of cuts 4Q24 Target Base
in 2024 compared to ~60bp priced in by the market. In Japan, we expect JGB long-end 10-year
yields to remain near current levels even as other global benchmark yields decline, given us 3.95
that the BoJ eventually delivers on expectations for a rate hike. In the dollar bloc, we Germany 1.80
. . o . Japan 0.90
expect curves to bull steepen in 2024 as price pressures subside in all three economies. UK 3.50
The Australian curve remains flatter than other curves, while the New Zealand curve 2-year
steepens relative to Australia. Front-end Canadian yields fall swiftly in the second half us 3.70
of the year. Germany 1.60
Japan 0.20
* Top trades: In the US, we suggest buying UST 30-year bonds outright. In Europe, we UK 3.20

suggest selling BTP10-year versus DBR 10-year. In the UK, we suggest receiving the Feb Source: Morgan Stanley Research forecasts
‘24/Aug 24 MPC spread. In Japan, we suggest 10s30s steepeners (10-year OIS versus
30-year JGB). We also suggest aNew Zealand OIS 2510s steepener versus Australia OIS

2s10s flattener.

What central banks gave in 2020 and 2021, central banks more than
took away in 2022 and 2023 — at least when it came to interest rate-
related monetary policy. Both G10 and EM central banks raised rates
to levels not seen in over 20 years. Considering the possibility that
equilibrium rates have trended lower over the past few decades, cen-
tral bank policy rates may be much more restrictive today than at any
point since the 1970s.

However, we can't say the same for central bank balance sheets, which
remain larger than before the pandemic, despite shrinking for well over

ayear now. Our economists forecast continued declines in the balance

sheets of the Fed, ECB, BoE, and Bo), Nevertheless, in aggregate, the
balance sheet sizes of these G4 central banks should remain above
their pre-pandemic level at the end of 2024 and 2025.

Alongside a continued shrinking of balance sheets should come
lower policy rates — an important difference from previous cycles.
Our economists project the Fed, ECB, BoE, and Riksbank to kick off
the G10 easing cycle in 2Q24, with the BoC and Norges Bank fol-
lowing suit in 3Q24. Market-implied pricing differs from our econo-
mists' calls, but not in uniform ways. For example, markets price in a

similar start to rate cuts from the Fed, but a less aggressive path
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Exhibit 40: G10 and EM central bank policy rates and Morgan
Stanley projection
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thereafter. Markets also price in a later start and less aggressive path
for the BoE.

Sovereign supply may be another area that confuses rates investors.
We expect net coupon government bond supply (not including bills) to
increase significantly across the G7 in 2024 after taking central bank
activity into account. Net coupon bond supply after central bank pur-
chases amounts to US$2.45 trillion in 2024, up from US$1.68 trillion in
2023, a year-on-year change of US$774 billion.

Our projected increase in G7 coupon bond supply won't be the
largest year-on-year increase in the past 15 years — 2009, 2018, and
2021 saw larger increases. Despite the large increase, we think that
most investors already expect it. This suggests that market prices/
yields already reflect the increase in the stock of bonds, i.e., the 'stock
effect'. Of course, plenty of opportunity should arise to capture 'flow

effects' from the actual issuance.

In our view, the macro environment — which will drive central banks
to start easing — will drive bond yields lower, causing confusion
among investors who fret about higher bond supply. All in all, our
outlook for G10 rates markets in 2024 promises to inject doubt into
the minds of investors who bought into the idea that higher yields
were here to stay. Instead of inspiring confidence in 'higher for

longer', rates markets will confuse.

In the US, we expect Treasury yields to move lower over the forecast
horizon, with 10-year Treasury yields trading around 4.20% by TH24
and3.95% by the end of 2024. Cooling growth, labor markets, andinfla-
tion, a rate-cutting cycle starting in June 2024, more flexible Treasury
supply, and a return of buyers missing in 2H23 help to drive both lower
rate expectations and term premiums in 2024. Fiscal policy, which
played a key role in lifting growth and yields higher in 2023, does not
provide any further impetus heading into the US elections in 2024.

INSIGHT

Exhibit 41: G4 central bank balance sheet size and Morgan
Stanley projection
USS$ trillion

28
G4 central bank balance sheet m»
24 - = Trend

20 =

4 =
‘08 '09 10 11 12 13 14 '15 16 17 18 '19 '20 '21 '22 '23 24 '25

Source: National central banks, Morgan Stanley Research forecasts

The first half of 2024 is characterized by markets reversing some of
the rise in real yields in 2H23, as they de-link healthy growth from
inflation risks, given the role of rising labor supply raised by Chair
Powell. The recent flexibility shown by the US Treasury around
coupon supply keeps the 'Treasury oversupply' narrative at bay. As
macro conditions cool, and the Fed inches towards a rate cut by June
2024, buyers like banks and overseas investors who shied away from

Treasuries in 2H23 should step back into the Treasury market.

Fedactions dominate 2H24. Our economists see the Fed cutting rates
for the first time this cycle — by 25bp in June 2024, with three more
25bp cuts in 2024. They see another eight 25bp cuts in 2025. With
this Fed forecast, we expect front-end yields to gap lower in 2H24,
with back-end yields falling modestly, steepening the curve. 2-year
yields end TH24 at 4.40% and hit 3.70% by the end of 2024.

InTH24, we see the declineinyields led by the back end, modestly bull
flattening the curve. With cooling growth and flexible Treasury
supply, back-end yields price out the recent themes that drove higher
yields in 2H23. On the other hand, the rate-cutting cycle dominates
in 2H24, causing a significant bull steepening of the curve. With both
bull flattening and bull steepening in play at various points in the
year, we see more bang for the buck in bullish duration trades, rather
than positioning for curve moves. We suggest long 30-year

Treasuries as a medium-term trade for TH24.

We see a wide range within our bull and bear case scenarios, given
the wide range of possibilities — from a series of more rate hikes, to
afast cutting cycle. Inthe bull case for the US economy and bear case
for US Treasuries, our economists see four more 25bp hikes in 2024.
We see bear flattening of the curve, with 10-year yields ending TH24
at4.75% and ending 2024 at 5.05%. In the bear case for the economy
and bull case for Treasuries, our economists see 350bp of cuts in
2024. We see bull steepening of the curve, with 10-year yields
ending TH24 at 3.30% and ending 2024 at 2.50%. We expect interest
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rates volatility to stay high at least until a clear direction emerges for
US rates.

In our base case, as inflation risks cool, we see 5-year and 10-year
breakevens tighten from their locally wide levels and settling around
2.25% by the end of 2024 — very close to levels consistent with the
Fed's 2%Y inflation target. On the back of cooling growth, we see real
yields leading the bulk of the decline in nominal yields, with 10-year
real yields ending 2024 around 1.70%.

In the euro area, although we consider that the ECB's monetary
policy tightening is now behind us, with the last deposit facility hike
in September, the decline in core long-term rates in 2024 should be
gradual due to a slow pace of ECB monetary policy normalization
from June 2024, and heavy EGB supply in TH24 combined with the
start of PEPP quantitative tightening.

Onthe positive side, our economists expect eurozone headline inflation
to decline at a faster pace in 2024 than inflation fixings, with both the
year-on-year headline and core series close to 2%Y by late 2024, and we

forecast a lower growth rate than the ECB, i.e., 0.5%Y versus 1%Y.

On the negative side, the ECB cuts are going to be gradual at the start
of the easing process in 2H24, i.e.,a100bp easing instead of the 150bp
expected earlier. The front-loading of EGB supply in TH24 also leads
us to forecast a higher 10-year Bund yield that the levelimplied by our
Bund long-term model, hence our forecast of 2.50% for 1Q24 and
2.10% for 2Q24. The fall below 2% could be postponed to the summer
and we see stable 10-year yields at 1.80% from 3Q24 as the steep-
ening could accelerate with bigger ECB cuts in 4Q24. Our forecasts
imply a 10s30s slope significantly steeper than forwards by 2024.

For the bear case, stronger wage growth in 2024 would lead the ECB
to hike by 25bpin June and September 2024, i.e., a 4.5% terminal rate,
before some marginal easing by late 2025. This higher path of short-
term rates could be partly offset by the falling headline inflation
series, although slower than in the base case, allowing relative sta-
bility of 10-year Bund yields around 2.70-2.80% for most of 2024.
Unsurprisingly, 2-year yields should post new highs by 2Q24, i.e., a
2s10s slope much lower than forwards by late 2024.

For euro area sovereign spreads, 2024 should be characterized by
diverging paths between eurozone countries, with one group with
Germany, Austria, and Portugal benefiting from supportive supply
statistics while another group with Italy, Belgium, and Ireland is
likely to witness higher supply whatever the metrics. Our call for a
rewidening of EGB spreads since June 2023 should last longer, with
a peak in spreads expected now in 1Q24 instead of 4Q23 due the

INSIGHT

resumption of the heavy issuance in 1Q24, weaker activity data, and
a PEPP QT announcement.

A gradual tightening the rest of the year is our central scenario as we
consider that investors could return to carry trades like non-core
EGBs with the start of the ECB monetary policy normalization. Once
again, we consider that the widening in the 10-year BTP/Bund spread
should be the most pronounced — we forecast a220bp level by 1Q24
inour base case and 250bpin our bear case. In our bull case, we would
expect the spread to hover around the current level, highlighting the
asymmetry of outcome for BTPs in 2024.

In the UK, we expect a normalization of the monetary policy stance
as we get more evidence of sustained progress in disinflation while
economic growth remains weak. Expectations for rate cuts should
then increase and support lower yields and steeper curves as the
BoE's rhetoric changes gradually towards a normalization of the
policy stance. We thus see yields declining across the term structure
and a bull flattening of the curve throughout the forecasting period
in our base case. Accordingly, we forecast the 10-year gilt yield at
3.70% for 2Q24 and 3.50% for 4Q24.

Furthermore, we expect the BoE to deliver 100bp of cumulative cuts
by the end of 2024 — compared to ~60bp priced in by the market —
hence our forecasts imply lower yields and a steeper curve than cur-
rent forward rates. That said, a more resilient US economy and bet-
ter-than-expected UK economic growth remain headwinds to our
base case, and we expect Bank Rate at 5.75% by 2024 in a bear case
scenario, where strong demand and inflation pressures force the BoE
to hike twice again. Under these conditions, we forecast the 10-year
gilt yield at 4.80% for 2Q24 and 4.60% for 4Q24.

Additionally, the gilt market should continue to face ongoing chal-
lenges: higher-than-historical gilt supply poses a risk for valuations
especially as the BoE is carrying out QT operations, despite our view
that active sales should be halted once policy stance normalization
commences. Meanwhile, demand from historical buyers of long-end
gilts should remain subdued as funding ratios across pension funds
have improved at a time when we expect risk-transfer activity to
increase to historical highs.

In Japan, we expect JGB yields to flatten into 2Q24 as the Bo) begins
its normalization cycle. Our economists expect the BoJ to remove
NIRP (-0.1% -> 0%) in January 2024, and hike rates by another 25bp
in 3Q24, as a one-off income tax cut will take effect from June/July.
That said, they don't see any additional hike up to 2025, since they
expect core CPI to go below 2.0%Y from 3Q24.
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Meanwhile, the market has already fully priced in the BoJ to remove
NIRP by January 2024, and sees another 25bp hike in July 2024. On
top of that, the market has priced in more than 40bp of hikes by
4Q25. Given the relatively hawkish Bo) policy path already priced in
by the market and with the core CPI measure expected to go below
2%Y in 2H24, we expect the market to reprice the future Bo) policy
trajectory lower as it begins its normalization process. Moreover, we
see the term premium in JGB yields being pushed lower at a gradual

pace alongside the lower UST yields.

We expect the front-end yield to be traded higher on the constant-
maturity basis as the BoJ's actual rate hike would be reflected in the
rates expectation. Meanwhile, we see the 10-year+ JGB yield trading
resilient throughout the forecast horizon, given the high sensitivity
to UST yield changes. We expect the 10-year JGB yield to end 2Q24
at 0.85% and 4Q24 at 0.90%. We see the curve to twist flattenin the

less-than-10-year sector.

In the dollar bloc, we expect curves to bull steepen in 2024 as price
pressures subside in all three economies. The Australian curve
remains flatter than other curves into 2Q as domestic growth
remains robust and the RBA keeps rates on hold longer than peer
central banks. The New Zealand curve steepens relative to Australia
as growth continues to decelerate despite elevated inflation.
Front-end Canadian yields fall swiftly in the second half of the year
as inflation descends towards the midpoint of the BoC’s inflation
control target range and the BoC and the Fed retreat from a restric-
tive policy stance.

In Canada, front-end policy rate compression with the US by end-2025
has been priced in, but allows 2-year yield differentials to narrow as a
comparable pace of cutting from a similar level is priced into the front
end of both North American curves. Our quantitative model suggests
that the 2-year point is slightly cheap while the 10-year point is slightly
rich, so our forecasts maintain a relatively wide 2510s spread. Growth
remains sluggish through 2024 as consumption stays subdued and
fiscal support remains anemic relative to the US. However, a stub-
bornly slow deceleration of price pressures keeps long-end Canadian

bonds from outperforming their American counterparts.

In Australia, we see front-end yields drifting sideways through TH24
as resilient inflation pressures lead the RBA to raise rates to 4.60%,
and then keep rates on hold longer (i.e., cut later) than peer central
banks. 2-year yields decline in 2H24 as the RBA signals that achieving
its goal of inflation of 2-3%Y is within sight. Iron ore and coal exports
rise into 2H24 as Chinese growth recovers, steepening 2s30s against

a backdrop of growth reacceleration on a quarter-on-quarter basis.

INSIGHT

In New Zealand, we see front-end yields staying elevated through
1H24 as inflation descends at a disappointingly slow pace (remaining
above 4%Y through mid-2024), keeping the RBNZ from signalling a
descent from its policy rate peak at 5.50%. The NZGB curve bull
steepens in 2H24 as CPI inflation decelerates below the pace in

Australia and growth continues to decelerate from the 2022 highs.

Exhibit 42: Central bank impact on net coupon bond supply,
notional in USD, 2008-22 actual, 2023-24 expected
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Exhibit 43: Gross coupon bond issuance net of redemptions and
central bank purchases, notional in USD, 2008-22 actual, 2023-24
expected
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Exhibit 44: FX top-down preferences
FX - +
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e USD peaks in the spring but fails to fall: Peak and falling real policy rates and JPY [ |
increasing growth symmetry are mostly counterbalanced by favorable rate differentials, EM [ |

low absolute growth rates, and USD-positive political risks.

* Top trades: Short EUR/USD to 1.00, short GBP/NOK to 12.20, and short AUD/JPY to

88.00.

As part of our forecasting process, we tried to craft (plausible) outcomes
that could generate both a higher and a lower USD. Charting a path to
USD strength proved straightforward, given recent history — US and
RoW growth and yield divergence, geopolitical ‘unknown unknowns’,

and demand for defense and carry all proved helpful for USD.

However, charting a course to a weaker USD proved much more like
navigating the Northwest Passage, or the often-frozen pathway for
ships to sail from Europe to Asia via the North American Arctic. Like
the Northwest Passage in winter, the pathways through to a
weaker USD appear narrower, cloudier, and fraught with risk.

Threading the needle of a ‘soft landing’ to generate USD weakness
is possible but tricky: US data need to soften meaningfully enough
toendthe 'US outperformance’ narrative, but gradually and predict-
ably enough so as to avoid a repricing of a ‘hard landing’.

Investors would need to get more optimistic about RoW growth
- a task made harder, not easier, by a rapid US deceleration: And
of course, even if one considers this outcome probable, it will take at
aminimum a few months to confirm given the large gap between US
and RoW data and the time needed to generate such a consistent and

gradual change.

Source: Morgan Stanley Research

Exhibit 45: FX targets

4Q24 Target Base
EUR/USD 1.04
USD/JPY 140
GBP/USD 1.15
AUD/USD 0.63

Source: Morgan Stanley Research forecasts

Disinflation and central bank rate cuts in 2024 might serve to boost
risk appetite, which tends to weigh on USD, but with European cen-
tral banks cutting rates both earlier and more meaningfully than
many markets expect, the shift in rate differentials in USD's favor
might counterbalance the normally risk-positive and thus
USD-negative impacts from central bank easing.

And, of course, the skew of risks — which market prices incorporate,
but modal forecasts do not — makes it harder for USD to weaken.
Geopolitical risks, either from global tensions impacting commodity
prices and supply, or from changes in US foreign and trade policy in

2025, are likely to remain if not increase in the market price.

Growth risks around the world remain asymmetrically skewed to
the downside as central bankers continue to try to 'stick the landing’
from elevated to target inflation. Even as central bankers begin their
cutting cycle, we think it is unlikely that they will want to prema-
turely declare ‘mission accomplished’; a hawkish bias in tone, coupled
with growth rates uncomfortably close to negative territory, may
keep subjective recession probabilities in elevated territory, sup-

porting defensive currencies at the margin.
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We think that the trend of USD strength is likely to continue, at
least for the next few months, with the DXY forecast to rise to 111
by the spring, a roughly 5% gain from current levels. The ‘stronger
for longer’ USD path incorporates US outperformance across a
variety of metrics:

e Growth: US growth, while slowing, is expected to outper-
form expectations and remain near trend levels, contrasting
sharply with recessionary or near-recessionary levels in
Europe and uncompellingly weak growth in China (Exhibit
46).

¢ Rates: While US yields have likely peaked and the Fed begins
cuttingin 2024, European central banks cut sooner and faster
than expected. This keeps rate differentials moving in USD's
favor.

e Defense: USD ‘outperforms’ its peers in offering defensive
characteristics in a world with low growth rates, asymmetric
downside risks from central bank restrictiveness, and geopo-
litical risks.

This base case of US ‘outperformance’ through the winter keeps the
pathway through the Northwest Passage of USD weakness hard to
find and navigate — not impossible, but difficult. However, as we
approach the spring and summer, the ice begins to thaw and 2Q
sees the risks around USD turning more balanced and away from
clear strength.

The peak and start of the decline in real policy rates begins to shift
the growth asymmetry closer to symmetry: Investors begin turning
their focus away from the past (recession concerns, restrictive policy
rates, growth weakness) and towards the future (rates returning to

neutral, China and Europe re-emerging from weakness).

But while the Northwest Passage may become increasingly navi-
gable, icebergs and hazards remain which limit USD downside.

As noted above, real rates globally may be falling but rate differen-
tials still continue to favor USD. Growth expectations may become
more balanced but the absolute level remains quite low and risks still
abound from central bank normalization. Political factors may also
limit USD's weakening as the long-term trend of deglobalization con-
tinues and investors increasingly price in USD-positive risks around
US foreign and trade policy in 2025 and beyond.

As a result, while forces may align in the spring and summer to make
the Northwest Passage to USD weakness more navigable, it's not as

INSIGHT

Exhibit 46: US growth outperformance should continue into 2024,
both in absolute terms and relative to expectations
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Exhibit 47: NOK offers the highest total return while GBP and CHF
are the largest underperformers based on our forecasts
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obvious that markets will complete the journey. The absence of
compelling alternatives to buy versus USD keep USD weakness
in 2H24 quite limited, with the DXY only falling to 107 by
year-end.

A scenario where US growth undershoots our base case but the
RoW accelerates faster and more meaningfully is, in our view, one
of the clearest paths for USD to take a significant turn lower. This
is envisioned in our bear case, which puts the DXY at 101 by end-
2024%. This risk case becomes more and more plausible as we
approach the middle of next year. But our base case is one where
counterbalancing forces keep USD from losing much of its allure,

limiting its fall.

The clear exception to widespread USD strength is JPY, which
ends up the broad-based outperformer: We see USD/JPY falling
to 142 by mid-2024. JPY’s outperformance is chiefly explained by
rate differentials — both falling US rates as well as an end of YCCand
negative rates in January and, eventually, rate hikes from the Bo).
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While Japan leads, Europe lags: Technical recessionsin the eurozone,
Sweden, and the UK lead these central banks to begin the cutting
cycle first in the second quarter. Uncompelling growth and falling
rates weigh on these currencies, with EUR/USD returning to parity
by 1Q24 and staying around the 1.00 level for most of the year.

GBP chiefly benefited from its high carry this year, but we expect the
BoE to cut far faster and more aggressively than what's priced.
Coupled with low growth and GBP's greater risk sensitivity, this leads
GBP/USD to fall to 1.14 by mid-2024 and EUR/GBP to rise to 0.90
by end-2024.

Nordic currencies are poised for meaningful divergence. We expect
NOK to be the top performer (outside JPY) in G10 FX, bucking the
European trend, aided by slowing Norges Bank FX purchases,
hawkish monetary policy, and cheap valuations. This brings EUR/
NOK from a peak of 12.00 at year-end down to 11.00 by end-2024.

However, SEK follows a much more challenging path, as the tempo-
rary boost from the Riksbank’'s SEK-buying FX-hedging program
fades and global and local weakness keep SEK less buoyant until the
summer. These divergent paths bring NOK/SEK back to 1.05 by end-
2024. EUR/CHF remains range-bound and reaches 0.95 by end-
2024, bounded between its safe-haven status on the one hand and
more explicit welcoming of CHF weakness by the SNB on the other.

Dollar bloc currencies largely track the broader USD contour, with
regional exposures guiding relative performance; exposure to the out-
performing US relatively bolsters CAD, rising only to 1.41 by 1Q24,
while AUD falls to 0.61 given its exposure to China. NZD splits the dif-
ference, rising to 1.07 versus AUD but underperforming CAD marginally.

EM - more FX weakness ahead: \We expect to see the trend of USD
strength persist against EM currencies too. The main EM currencies
that we track are those within the GBI-EM local markets index,
though that is not a comprehensive list. The low point for EM curren-
cies in our forecast profile is 2Q24, reflecting the peak of the USD
profile, and is 4.3% below current levels. This spot level is similar to

the lows EM currencies made versus USD in October last year.

The level of carry available on EM currencies is extremely low (about
1.9% over 12 months), thanks to high short-term USD interest rates.
Our FX total return projections suggest a -3% total return by the
middle of 2024, before recouping those losses by the end of 2024.

A clear source of support for USD over the coming six months is the
increase our economists are expecting to see in US real policy rates

relative to EM. Even as inflation starts to come down, the Fed is not

INSIGHT

Exhibit 48: Morgan Stanley remains more bullish than consensus
on USD
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expected to cut rates until well into 2H24, while many EMs and other
advanced economies are expected to cut rates earlier in the year. We
expect the real policy rate differential between EM central banks (as
represented by the economies in the GBI-EM index) and the Fed to
compress through to the middle of 2024, reaching 0%, before wid-
ening again in favor of EM by the end of the year.

Within Latin America, we see MXN outperformingin the short term
but expect to see some additional risk premia in the currency as we
move through TH24 and towards the presidential elections. We see
MXN weakening sharply in TH on the back of fiscal concerns, with
Banxico likely to also start cutting ratesin the second half of the year.
We see BRL underperforming more in 2H as the BCB continues with
rate cuts and the currency fails to recover in line with the rest of the

asset class.

In Asia, we expect continued CNY weakness. The PBOC is likely to
tolerate a weak currency in order to support an economy struggling
to contain deflationary pressure. We see USD/CNY moving up to 7.50
with the trade-weighted basket also weakening. In contrast, we see
INR outperforming amid USD strength thanks to RBI intervention
and expectations of stability ahead of the election. The February
budget should be market-friendly and thus be supportive of equity

inflows.

In CEEMEA, we see HUF underperforming on the back of EUR weak-
ness, a lackluster growth recovery, and continued tension between
the government and the EU. PLN and CZK should see a stronger per-
formance of their currencies. ZAR will likely weaken in 1H ahead of
the election on account of fiscal concerns and beta to USD before a
recovery in 2H as the market digests the growing evidence of
increases in energy availability.
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Key investment ideas

¢ We expect USD strength to continue, but this time with gradually lower UST yields,
which support EM bonds. This leaves us with a preference for EM local rates over FX,
though arecoveryin EM local bonds will be dependent on the expected recoveryin USTs.
High US rates will likely cannibalize broader fixed income flows, so lower yields are likely
needed to prompt inflows to EM. This should happen gradually in TH and accelerate in

2H24.

e In sovereign credit, we see index spreads peaking at 460bp in early 2024 before ending
the year at 410bp. Adding lower UST vyields, total return end up positive at 14%.

Overview

Often, the market views contained within sell-side year ahead out-
looks tend to be the opposite of the dominant trend from the pre-
vious year. Last year was a case in point, where most were calling for
areversal of the rise in yields and a sell-off in USD. As we know, yields
continued to rise and USD has generally had a good year, rising

against most currencies with the exception of a handful of EMs.

This year we are taking a different approach, at least for EM credit and
FX, where we are forecasting further spread widening and currency
weakness through TH24, continuing the trend of the past few
months. For EM credit, we expect spreads to hit 460bp. In FX, we see
around 4% weakness in spot terms through to 2Q24, with carry only
offsetting these losses to a small extent given that available carry sits
at just 1.9% on an annual basis.

The key driver of this outlook is the expectation that the US economy
continues to expand at near-potential growth rates over 1H24. Our
US economics team’s growth numbers are well in excess of the con-
sensus forecast (which could admittedly change once all banks have
published their year ahead outlooks) for 1H24. Should those expecta-
tions be realized, data surprises through 1H24 should support the
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Exhibit 49: EM fixed income top-down

preferences
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Source: Morgan Stanley Research

Exhibit 50: EM fixed income targets

4Q24 Target Base
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Source: Morgan Stanley Research forecasts

dollar and prevent the market from pricing much of an easing cycle
from the Fed. At the same time, our economists are expecting the
eurozone to be in recession, allowing the ECB to begin cuts earlier.
Meanwhile, China's growth recovery remains slow and unconvincing
to the market, with our China equity strategists expecting further

losses over the coming months.

The US-eurozone divergence is reflected in our rates strategy team’s
forecasts, with differentials expected to move in a USD-supportive
direction. With high US rates expected for some time, USD strength
and wider spreads should be expected. Over 2H, US rates start to
price in a more significant easing cycle from the Fed as growth slows.
The first Fed cut begins in June with a much deeper easing cycle
expected versus current market pricing, suggesting that USD weak-
ness can be sustained through 2H24 and into 2025.

As for EM rates, we expect a gradual recovery in TH, with modest
drops in UST yields and USD strength offsetting the expected con-
tinued decline in inflation. A recovery in EM local bonds will be
dependent onarecoveryin USTs. High US rates will likely cannibalize
broader fixed income flows, so lower yields are likely needed to
prompt inflows to EM. This should happen gradually in TH24 but
more significantly in 2H24.
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Exhibit 51: Global EM quarterly forecast returns
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Sovereign credit

External factors are not supportive enough: All the broader
Morgan Stanley forecasts suggest upwards pressure on EM credit
spreads from here. This includes wider US HY credit spreads, a
lower S&P 500, and a stronger dollar in the next six months.
Slightly lower US Treasury yields help to take some of the pressure
off yet the set-up is still one of 'higher for longer'. In particular, our
expectation for the first rate cut by the Fed is in June 2024. One
immediate consequence is that outflows from the asset class are
likely to continue, leaving technicals overall challenging. For EM
credit spreads to tighten against such a backdrop requires signifi-
cant EM growth outperformance. However, with US growth
expected to remain resilient in TH24, such signs may only become
evident into 2H24.

Yet the key problem remains valuations: The key issue, as has been
the case for most of 2023, is that markets have done well to price the
different outlooks facing the various rating buckets of the index.

The IG and low-risk HY bucket (mainly BBs and very strong Bs) will
be facing higher funding costs. Ideally countries would either see
higher growth rates or fiscal consolidation to deal with this, yet nei-
ther seem feasible at this point. This means that the debt trajectory
will resume its upwards path for most countries. On the positive side,
these countries still have market access and overall fundamentals
are resilient, with central banks having taken conventional paths and
no significant externalimbalances (unlike during the taper tantrum).
The problem is that this is priced already, in our view. Spreads for
these two buckets are still very tight, both outright and versus US
corporate credit spreads.

The higher-risk HY bucket (performing single Bs and below) clearly
does trade much wider and looks cheap versus history, both outright
and versus US credit. Yet many countries in this bucket also face a

maturity wall that increases into 2024-25 at a time when we expect

INSIGHT

Exhibit 52: EM credit spread forecasts
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few to have market access. While it doesn’t mean that we expect a
rise in defaults, it does mean that spreads should remain wide to
account for still-growing liquidity risks. Many countries will be in IMF
programs yet we think that these help countries to muddle through
as opposed to leading to key fundamental improvements. Finally,
and on a more positive note, we do see progress among the countries
that have already defaulted, with Zambia and Suriname likely to com-
plete their restructurings before the end of the year and Ghana and
Sri Lanka following in 2024. Not only would this be positive for the
outlook for the asset class, but it also means that index spreads

should reduce optically, even if total returns do not change.

Our investment thesis remains cautious: We see spreads wider in
1Q24 before recovering for the remainder of the year to end 4Q24 at
410bp. With slightly lower UST yields, the total return ends up posi-
tive at 14% from today until end-4Q24. This means that we hold off
on adding more beta risk until spreads are wider. Within HY, our key
picks are mostly within the single B and below rated bucket, given
that this is where valuations are cheap. Selectivity is important, with

access to financing away from markets key.
Local markets

In Asia, we believe that a combination of stronger USD, elevated oil
prices, and a bumpy recovery in China would lead to front-loaded FX
weakness in 1Q24. We expect the PBOC to ease its control of CNY
and allow it to weaken in line with the broad USD move in order to
reduce deflation pressure and support exports. CNY weakness could
cause currencies such as MYR, SGD, and TWD to underperform. On
the other hand, we expect high carry currencies such as INR and IDR
to outperform thanks to their central bank support via either inter-
vention or rate hikes, which could provide some carry opportunities

into year-end.

In rates, we are a bit more upbeat after being bearish on Asian dura-

tion for the past two months. Lower UST yields in 2024 could alle-
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viate pressure on some Asian central banks, some of which were
forced to hike rates last month. We see opportunities to receive rates
or long duration in markets such as Indonesia. We are also construc-
tive on China duration. Liquidity has been tight in recent months in
orderto support CNY, but we expect this tightness to reversein 2024
given the growth outlook and the need for the PBOC to support the
economy.

In LatAm, we forecast gradual underperformance in BRL, CLP, and
COP, even in 2H24, as a weaker USD should be offset by reducing
carry. MXN should be the outlier of the region, in our view, given idio-
syncratic (Mexican election) and US factors (slowdown in US data,
US election). For now, we expect more of the upside pressure in TH
(peak of 20.00), but we think that risks to our 2H24 USD/MXN fore-
casts are also skewed to the upside given the US backdrop. To be
clear, we think that MXN's underperformance will be a 2024 story

and the currency should continue to trade well into end-2023.

In rates, we operate under the assumption that regional central
banks will be adequately sensitive to potential FX pressures stem-
ming from a narrowing policy rate differential versus the US, and that
they will proceed at a more gradual pace. We do see risks that some
regional central banks such as Brazil's will have to pause their easing
given local noise. We like to receive 5-year IBR versus CAM, and we
would also look to tactically receive Dls into year-end, but we prefer
to wait for more clarity on the potential 2024 fiscal deficit projection
change. For now, we still think that US rates should remain the bigger
driver of TIIE price action, but we do see scope for outperformance
versus US rates, should Banxico's November dovish shift mark an

actual inflection point in the central bank's rhetoric.

In CEEMEA, we expect to see HUF underperformance within the
CEEMEA region. Real policy rates are likely to rise for CZK and PLN,
versus unchanged for HUF. The National Bank of Hungary will Likely
remain mindful of excessive currency weakness but the more front-
loaded expectation of rate cuts expected by our economics team sug-
gests marginally less caution about the currency than was previously
the case. HUF is also likely to be weighed down by continued difficul-
ties in relations with the EU. CZK is likely to remain weighed down by
the continued weakness in the eurozone, which for an economy as
open as the Czech Republic is likely to keep the currency under pres-
sure, and we expect it to perform in between HUF and PLN, with the
latter being the strongest. Elsewhere, ZAR should be weak in TH due
to the strength of USD and fiscal uncertainties in the run-up to the
elections (date not yet decided, but likely to be in 2Q) but should
haveastrong2H as global conditions improve and the domestic story
focuses on the end of load-shedding. TRY continues its nominal

depreciation but should beat the forwards in the run-up to the local

INSIGHT

Exhibit 53: Our base case is for lower local government bond
yields in EM by end-2024
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Exhibit 54: EM FX total return forecast
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elections, with a faster pace of depreciation thereafter.

In rates, the most interesting story we see is in South African govern-
ment bonds, where yields in the long end of the curve are very high
in real terms, reflecting credit risk and heavy supply. Yet, a key com-
ponent of credit risk is the perceived unsustainable nature of the
fiscal position, and at least part of this is down to the weak growth
potential of the economy. Our economist sees potential and realized
growth moving higher over 2024 and beyond as electricity capacity
grows, posing less of a constraint on the economy. SAGBs are likely

to perform well over the course of the year.



Morgan Stanley | researcw

INSIGHT

Global Credit: A Constellation of Quality

Andrew Sheets
Andrew.Sheets@morganstanley.com
+44.20 7677-2905

Morgan Stanley & Co. International plc+

Vishwas Patkar

+1212 761-8041

Morgan Stanley & Co. LLC
Kelvin Pang

Kelvin.Pang@morganstanley.com

+852 2848-8204

Morgan Stanley Asia Limited+

Key investment ideas

¢|G credit is part of a'constellation' of reasonably priced high-quality fixed income,
supported by a Fed/ECB pause and soft landing. Growth momentum, interest rate

sensitivity, and equity leadership support decompression.

¢ For leveraged credit, higher rates and slower growth should erode credit quality,
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Exhibit 55: Credit top-down preferences
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keeping defaults and downgrades above average: We call for wider spreads and

expect more tiering.

 Top trades: We are up-in-quality across regions. We like loans over bonds in the US,
front-end IG (3-5-year), and the belly in Europe (5-10-year). We like Yankee banks, but

are cautious on US regionals. In derivatives, we like CDX and iTraxx decompression and

long IG 7-15% tranche.

Credit was a'good house on a bad (bond) block' in 2023. |G credit out-
performed Treasuries, MBS, and securitized credit. High yield outper-
formed EM debt. Loan returns have nearly matched US/EU equities.

In 2024, slowing growth, less inflation, and eventual central bank
rate cuts should mean that the fixed income ‘block’ gets better. Credit
won't be the best house, but US and EUIG produce reasonable excess
returns and good real returns. We think that Asia credit lags on
regional risks to growth, and lower-rated spreads widen as higher
interest costs drive dispersion. Steep credit curves are a key driver of
‘alpha’: take advantage of good roll-down in 5-10-year EUR IG, 3-5-
year US |G, and CDX 5-year 7-15%. Look for flattening in high yield.

Global investment grade — what more do you want?

The ideal environment for IG credit is a world of wide spreads,
modest growth, low issuance, healthy balance sheets, steady or
modestly easing monetary policy, and cautious management teams.

While spreads aren't wide, the rest apply.

Source: Morgan Stanley Research

Exhibit 56: Credit spread targets

4Q24 Target Base
US Investment Grade 125
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EURIG 160
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Asia IG 132

Source: Morgan Stanley Research forecasts

The macro forecasts from our economists look helpful. Growth is
slower, which should help to keep management teams conservative,
but still positive, avoiding recession and larger default outcomes.
Inflation continues to moderate, which means that the Fed and ECB
are done with rate increases, and begin rate cuts next year.

For US and EUIG non-financials, balance sheet metrics are strongand
companies were proactive in terming out debt at attractive rates (the
average US |G bond matures in ~11years). We think that issuers view
current rates as expensive, and with yields elevated and central
banks holding (and then cutting), they will try to delay non-financial

issuance. Supply should underwhelm.

For large banks, capital ratios and profitability are historically high,
while slower loan growth may reduce funding needs. We think that
US regional banks face more fundamental and supply risk, but
weighted by market cap we expect financials in the US, Europe, and

Japan to outperform.
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Exhibit 57: Flows to cash have dwarfed flows to credit
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Less |G supply should be met with more demand. Yields on corporate
bonds are near 20+ year highs, outright or relative to expected infla-
tion. Pension funds are incentivized to de-risk as funding gaps have
narrowed, household exposure to bonds is modest, and the record
amounts of cash in money market funds may look to extend duration

if confidence grows that central bank rate hikes are finished.

With |G fundamentals and technical supportive, the challenge turns
to valuation. Relative to the last ~20 years and adjusting for quality,
yields are high, outright spreads are roughly average, and spreads rel-
ative to other high-quality fixed income (MBS, AAA ABS) are expen-
sive. It's complicated.

By region, US and EU |G performance is similar, as we think that
cheaper EU valuations are broadly balanced against greater risks to
growth. Asia |G underperforms on greater growth uncertainty and
weaker fundamentals; low issuance is the main reason why we don't

expect spreads in Asia to widen more.

We see a symmetric skew around this range-bound IG base case,
which may seem odd given the nature of the asset class and a (mild)
recession in our bear case. Yet, our economics bull case feels a lot like
the mid-1990s, a period that saw very tight |G valuations.

IG spreads should be wider in our bear case of a mild recession, but
we also see a strong case that this scenario would be less severe for
credit than the last four downturns (2000 - bursting the largest
equity bubblein history,2008 —the largest banking crisis in 80 years,
2011-12—the EU sovereign crisis, 2020 —a global pandemic). Allwere
unusually systemic and unusually tough on investment grade. They
are too punitive to guide our bear scenario.

Global leveraged finance - tiering up

The story in leveraged finance is similar, just faded. Our baseline of a

soft landing and rate cuts in 2024 is helpful. But pressure from still-

INSIGHT

Exhibit 58: Spreads closer to ‘average’ than rich’ (except for Asia
IG)
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Exhibit 59: End-2024 spread and return forecasts
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We think that our macro story suggests lower rate volatility and more
flows into bonds, which should help all high grade fixed income, but
help MBS/ABS the most. IG credit is part of a constellation of
quality fixed income — it no longer outperforms, but still holds up.

Exhibit 60: |G part of a ‘constellation’ of quality
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high rates, decelerating growth, richer valuations, and signals from
equity markets argue for patience. For now, we think that credit sees

decompression.

This decompression is driven by poor convexity across our eco-
nomic scenarios: If growth is better than our baseline, leaving rates
higher for longer, leveraged credit faces a sharper impact given
greater leverage and shorter liabilities. Note that from the last rate

hike in February 1995 to December 1999, cumulative excess returns
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Exhibit 61: Issuers have made progress in addressing 2024/25
maturities; further out refinancing risks remain
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for US CCC credit were just ~2.5% (total, not per year), against a back-
drop which saw a soft landing, strong growth, technological innova-
tion, and 'higher for longer' rates.

If growth is worse than our baseline, and there is a mild recession in
the US and Europe, the smaller, more cyclical nature of this cohort

leaves it more exposed.

And in our baseline, compensation for going down in quality is below
average at a time when equity markets are seeing historical underper-
formance for smaller, more cyclical companies. In this base case,
slower growth, restrictive policy, and a tail of credits that haven't
made progress addressing maturity walls drive the US/EU default rate
to a peak at 5.0%/4.5% by mid-2024. The fact that a large share of
issuers are addressing this wall, and the presence of new capital from

private credit, argue against a higher base case default rate from here.

An up-in-quality bias means we prefer IG over HY across the US,
Europe, and Asia, and BBs over Bs across bonds and loans. Within Bs,
we prefer Bland B2 over B3, and see low spread pick-up in the latter
for, in our view, much greater risk. Rather than a 'problem sector', per
se, we see credit tiering driven by interest coverage, as leveraged cap-
ital structures that made sense at 5% yields simply don't work at
9-10%. To express decompression, we like Main versus XOver and
CDX IG versus CDX HY, although we like short CDX HY 15-100%
versus CDX IG even more, as it avoids HY tail names already pricing
in significant distress.

INSIGHT

Exhibit 62: Quality headwinds for sub-IG credit are higher as
expensive funding erodes cash flow and margins
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Curves rule

We see curves as a major driver of credit alpha in IG and HY, trumping
sectors. We think that 'curves rule' because: 1) Credit is a rare asset
class that is 'positive carry, positive roll’; 2) Curve shapes are unusual;
and 3) Curves offer the ability to both maximize carry with the end to

rate hikes, and improve convexity.

Exhibit 63: Short-dated IG cheap versus history in the US, belly
screens better in Europe
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In IG cash, we like USD 3-5-year and EUR 5-10-year, both of which
'rollinto'aricher part of the curve with potentially improving demand.
In CDS, XOver 3s5s looks too steep given spread levels and EU eco-
nomic risks; we like flatteners. In tranches, we like long risk in CDX I1G
7-15%, which is loss remote, offers 1.5x the spread of the index, and is

supported by roll and time decay.
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Key views

Within a range-bound 2024, we see opportunities for both offense
and defense. Look out for our regional credit outlooks in the coming
days, which will have more specifics on expressing these views

through screens and baskets.

Where to be more defensive: Cyclicals in Europe, Hong Kong and
Korea G corporates, US regional banks, China property, US/EU single
Bs (especially B-/B3), tranche equity.

Where to take more risk: Financials in the US (money center),
Europe (LT2), and Japan (senior-TLAC), ChinalG long end, being down
the capital structure in stronger names (i.e., corporate hybrids and

AT1 over high yield, tranche senior mezz, BB loans.

INSIGHT



Morgan Stanley | researcw

INSIGHT

Global Securitized Products: Nobody Puts BB(B)

in the Corner

Jay Bacow
Jay.Bacow@morganstanley.com

+1 212 761-2647

Morgan Stanley & Co. LLC

Zuri Zhao
Zuri.Zhao@morganstanleymufg.com

+81 3 6836-5466

Morgan Stanley MUFG Securities Co., Ltd.+

James Egan

+1212761-4715

Key investment ideas

» We think that securitized credit offers multiple opportunities for high-quality carry,
including senior tranches of CLOs, consumer ABS, and non-QM. A soft landing should
also present an opportunity for investors to selectively move down the capital structure,
where we prefer CLO mezz and subprime auto BBBs. We are more cautious on US CRE.

In Europe, we stay in the IG tranches of UK RMBS and CLOs.

*\We expect home prices to fall modestly as housing activity picks up versus 2023, with
new home sales outpacing existing sales, but the strong fundamentals of existing

homeowners prevent sizeable corrections.

e We expect agency MBS to end the year with positive excess returns and tighter
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Exhibit 64: Securitized credit top-down
preferences
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spreads, but spread vol to remain high, and for investors to have the opportunity to

trade the asset class from both the long and short side.

We are constructive on the outlook for securitized products in 2024:
Market pricing reflects a range of potential outcomes, as it is supposed
to. If the Fed's policy rates evolve in a fashion that is consistent with our
economists' forecasts, expectations that are currently reflected in
market pricing, the probability of some of the more dire tail scenarios will
come down. Effectively, the market will thread the needle. We believe
that this presents an opportunity for investors to move down the capital
structure within securitized credit. We forecast strong results for CLO
mezz and subprime auto BBBs.

While the path forward is rarely a straight line, attractive starting valua-
tions provide a carry buffer as markets try to ascertain the timing, pace,
and reason for the Fed easing cycle. Thus, we think that the year starts
off with a focus on earning carry and we like initially owning senior
tranches of CLOs, non-QM AAAs, and consumer ABS AAAs. The most
liquid, high-quality carry is obviously in agency MBS, where we expect
both single and multifamily mortgages to end the year slightly tighter.
The Fed easing provides a tailwind for MBS, but the path for agency mort-
gages willlikely be volatile and opportunistic. CMBS faces continued fun-
damental pressures in the year ahead, but the market has priced a good

deal of this in. Europe faces more subdued growth and elevated bor-

rowing costs, putting pressure on fundamentals, but supportive techni-
cals in RMBS and the carry argument in CLOs should result in positive
expected returns at the top of the capital stack.

The US housing market findsitself in aninteresting position heading
into 2024. Recent bouts of rate volatility have led to swings in afford-
ability. The immediate response in the market has been renewed
decreases ininventory, which we think provide near-term support for
home prices. As rates come down throughout the year, we would
expect affordability to improve and for-sale inventory to increase.
Both of these developments are constructive for housing activity,
but the latter provides a potential counterbalance for home prices.
We expect housing activity to be stronger in 2H24 and new home
sales to increase more than existing home sales over the course of
the full year (+7.5%Y versus +2.5%Y), while single-unit starts follow
new home sales higher as well (+10%Y). Home prices should see
modest declines as the growth in inventory offsets the increased
demand. Homeowners retain strong hands, and we don't expect any
sizeable correction in prices, but we do think that they will be down
3%Y in 2024.
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Agency spreads have been far from stable, and our base case is agency
MBS to tighten moderately over the year with volatile spreads,
allowing investors to trade from the long and short side. The techni-
cals are still difficult, but prices reflect the weak sentiment. The market
has tested wider levels and bounced off those wide levels in October
2022, May 2023, and October 2023. Towards the second half, sentiment
turns more positive as the Fed will start to communicate the end of QT,
and a steeper curve will cause higher NIM for banks and REITs, reduced
FX-hedging costs for overseas investors, and incentivize retail to move
out of cash, but this is still a way off in a very liquid product.

Slightly higher housing activity likely outweighs modestly lower home
prices, and soissuance picks up, as do discount speeds, which also benefit
from another year of seasoning. Given our rate forecasts this suggests
that discount bonds should outperform production MBS. Ginnies should
continue to see support, especially as banks come back to the market, but
we still expect US$300 billion net issuance and US$210 billion Fed
run-off, of which we only think that banks will take out $75 billion as port-
folio holdings grow in the second half while dealer positions shrink.
Agency CMBS has much better technicals than single family MBS, but
worse valuations, and thus is likely situated to tighten in sympathy.
At the end of the year, we expect positive returns in both single and multi-
family agency MBS, but high spread vol should allow investors the oppor-
tunity to trade ranges.

In the securitized credit markets, we are facing a range of different
fundamental narratives that are priced in to varying degrees across
products: While the US housing outlook is far from what we would call
bullish, we are confident in the level of support in the market from a
healthy foundation that has shown few signs of erosion. At the other
end of the spectrum, while CRE fundamentals have arguably outper-
formed expectations, we think that delinquencies and special servicing
rates are poised to increase in the year ahead as the market tackles
elevated maturities across conduit, SASB, and CRE CLOs. The resi
credit and CMBS markets have priced in at least some of the relative

optimism/pessimism of these disparate scenarios.

Starting with the comparatively constructive fundamental back-
drop of resi credit, home prices remaining elevated — even if they
don't continue climbing — combined with what we think are shifting
consumer payment priorities towards mortgages as homeowners
look to protect the equity in their home and their low cost of funding
should keep defaults and severities contained. While non-agency
RMBS issuance volumes should increase alongside climbing sales
volumes and decreasing mortgage rates, we think that the increase
will be marginal. We think that CRT offers attractive carry, with
fundamental expectations leaving us comfortable moving down
to the B1 tranche. Non-QM AAAs also offer attractive returns.

INSIGHT

Exhibit 65: 24-month spread ranges across securitized products

AYearAga « Current

Spread Ranges

24 mo tights (bp) 24 mo wides (bp)

Securitized Products 85

Agency MBS Index OAS 18 + +* 1 + 88
Agency MBS CC OAS 25 & T + 72
Fredde K A2 24 » 1420 * 80
CMBS AAA 68 « * g5 T 167
CMBS BBB- 335 & 215 + 4+ 93
Resi Non-QM AAA 90 + 26 * + 300
Subprime Aute BBB Secondary 3. 168 * +* 373
CLO AAA 115 # +* 082 * 234
CLO BB 676 + 178 * 1065
EU CLO AAA Primary 92 » 5 * 225
UK Prime AAA 25 ¢ 1:5 + 110
UK HC AAA 67 * * * 210
US Corporate Credit 108

IG A Corp 73+ 286 * * 143
HY BB Corp 238 + + 453 + 445
Lev Loans 398 + - + 566

Source: Bloomberg, Yield Book, TRACE, Morgan Stanley Research; Note: Data as of November 9, 2023

Exhibit 66: The agency mortgage index hastraded towards stress
levels recently for unclear reasons
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Source: Bloomberg, Morgan Stanley Research; Note: Data as of November 9, 2023,

We think that US CLOs offer opportunities across the debt stack
throughout 2024: The fundamental backdrop isn't bad, but it isn't
great either. Our corporate credit strategists expect leveraged loan
defaults to peak in TH24 before improving throughout 2H, though to
remain above long-run averages throughout the forecast horizon.
When we combine that forecast with their expectation for slowing
downgrades, we are left with a market that is paring down tail risks

as we progress through the year.

Ultimately, we think that spread-tightening potential at the top of
the capital structure is going to be capped, given the potential for
elevated issuance as 2022 deals might face an increased amount of
calls in the year ahead while we think that US banks are unlikely to
come back in a meaningful way. We still think that CLO AAAs offer
attractive, high-quality carry, and that for investors looking to pick
up some additional spread AAs are trading in the 90th percentile
relative to AAAs over the past year. Furthermore, we think that the
improving fundamental narrative into end-2024 argues for a bar-
belled allocation into BBs, where 14-15% yields provide cushion
against potential spread volatility in TH24 before benefitting from
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spread tightening into the end of the year.

Within ABS, we think that fundamentals for the US consumer ex
housing lie somewhere in between the housing market and commer-
cial real estate. We expect performance to continue to worsen in the
near term. That said, real wage growth turned positive in 2Q23 and
we expect inflation to continue falling. As this, combined with the
tightening in lending standards we have seen for the past year, flows
through to ABS markets, we expect performance to improve as we
progress through 2024. The rates team's call for a bull steepening of
the curve benefits the short, AAA part of the ABS capital structure,
which we see as cheap to |G corporates compared to its relationship
over the past 10 years. We also think that improving credit perfor-
mance throughout the year would allow for spread compression
across the capital structure — so for spread investors, we see
opportunities in subprime auto BBBs.

While we believe that the CMBS market has priced in more funda-
mental distress than other asset classes, we also think that funda-
mentals will remain in focus throughout 2024. As banks continue to
step back from the market, we also think there is an argument that
issuance volumes in CMBS can increase — both in absolute terms and
as a percentage of total CRE origination next year. For investors
looking for duration, the top of the capital structure is cheap to I1G
corporates and offers upside if fundamental scenarios play out
much better than expectations. We do not think that it is time to
recommend going down CMBS capital structures.

In Europe, the tale of two halves is alive and well, as the impact of
higher rates continues to feed through to fundamentals in TH24
before we get some relief in the year's final months. In the UK, we
think that RMBS fundamentals will get a bit worse before they get
better as more mortgages exit fixed rates. We calculate that about
20% of the UK mortgage market ends its fixed term next year.
Similarly, CLOs are faced with a prolonged period framed by slow
growth in Europe and pressures from high rates. Defaults don't spike,
thanks to a pushed-out maturity wall, but stay elevated and above
the long-run average. As the year draws to a close, lower borrowing
costs and supportive technicals limit the downside in RMBS, but we
recommend staying defensive in G tranches of UK NC and BTL. In
CLOs, AAAs remain adefensive, high carry, liquid opportunity and,
for investors looking for a higher rate of return, BBBs screen as
most attractive versus high yield and other parts of the CLO stack.

INSIGHT

Exhibit 67: 2024 gross and net issuance forecasts
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Where could we be wrong?

As we started off, realizing the central tendency means we avoided any
alternative paths and risks. For instance, just a few weeks ago the
agency market was trading at levels that could really only be com-
pared to the global financial crisis from a valuations perspective before
mortgage rates rallied 50bp, saving our outlook from having the word
"uncharted" appear too many times. Should we test higher rates again,
we would expect spreads to be challenged, particularly if money man-
agers see outflows or there is another regional bank crisis.

On the other hand, while our forecast is for lower rates, it's more
about policy normalizing than easing to stimulate the economy. If
either the Fed needed to cut rates aggressively in a recessionary sce-
nario or the market simply interpreted the cuts as indicative of reces-
sionary concerns instead of simply returning to r*, clearly investors
would want to be up in quality, and the negative convexity that mort-
gages would realize initially would cause underperformance and
likely bleed into other securitized asset classes.

Exhibit 68: Morgan Stanley 4Q24 spread and excess return fore-
casts across securitized products

Spreads Excess Returns

Product Current Bull Base Bear Bull Base Bear
Yo HPA Forecast 3% 5% -3% 8% - - 5
Agency MBS Index OAS 65 40 85 85 22% 1.3% -0.6%
Non-QM AAA 215 90 165 250 4.7% 32% 1.5%
Subprime Auto AAA Primary 80 50 60 100 1.1% 1.0% 0.6%
Subprime Auto BBB Primary 265 200 225 350 4.9% 4.1% -0.3%
CMBS AAA Secondary 142 110 145 175 4.6% 11% -1.8%
CMBS BBB- Secondary 885 800 950 1150 17.4% 2.4% -17.7%
Agency CMBS Primary 75 55 65 90 27% 1.7% 0.7%
US CLO AAA Secondary 168 150 160 185 22% 1.9% 1.2%
US CLO BB Secondary 982 850 950 1200 18.6% 12.0% 4.5%
EU CLO Primary 175 140 170 210 3.7% 20% -0.2%
UK Prime 53 35 45 70 1.1% 0.8% 0.0%
UK NC Senior 115 75 105 150 26% 15% -0.1%

Source: Morgan Stanley Research forecasts
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Key investment ideas

¢ Positive total returns: Similar to other high-quality asset classes, muni total returns

are poised to outperform.
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* Positive tax-exempt excess returns; negative taxable excess returns: While exempts

should deliver flat to modestly positive excess returns, we think that taxable valuations

imply slightly negative excess returns from here.

e Growth in supply and demand: We think that supply can increase by around 5% from
here, with net supply jumping as many refunding deals remain out of the money. Mutual
fund demand returns, though flows stay shy of the 2021 heyday.

¢ Up in quality to outperform: We prefer |G to HY. We expect more pockets of distress
to emerge in HY next year. Today's high risk-free rates do not help the HY value

proposition in general.

Though the market set-up looks eerily similar to last year, we
think that it's 'second time's the charm' for munis in 2024: State
and local governments remain well positioned despite slowing GDP
growth. We forecast 4%Y growth in tax revenues. We expect credit
spreads to tighten modestly, helped by dependable household
demand and a relatively stable ratings outlook.

We think that separate accounts and ETFs will continue to drive
demand: Though the mutual fund community may never reach
prior AUM highs, we do think that funds will be active throughout
the year, deploying leverage to take advantage of attractive 5%+ IG
yields.

INSIGHT
Exhibit 69: Munis key forecasts

2024 Total Returns Base
Tax-Exempt 8%
Taxable 11%
Source: Morgan Stanley Research forecasts

Exhibit 70: Base case targets

4Q24 Targets Base
10Y AAA Ratio 70%
30Y AAA Ratio 90%
10Y Credit Spread 40
30Y Credit Spread 60
Taxable Credit Spread 110
Taxable Index Yield 5%

Source: Morgan Stanley Research forecasts

We forecast supply to increase by about 5%Y to US$375-395 bil-
lion: We expect new projects to drive most of the increase, as
issuers make peace with a 'higher for longer' rates environment.
Still, higher yields put many calls out of the money; weak refunding
activity should dampen overall issuance.

We expect positive total returns and modestly negative excess
returns for taxable municipals: Taxable muni valuations are close
to historical tights. Though fundamentals remain solid, spreads do
not price in late-cycle risks to the same extent that other high-
quality asset classes do. With that said, a lack of advance refundings
mean that taxables should retain scarcity value. Although
FX-hedged yields have improved, carry still looks negative for
hedged overseas investors.
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Key investment ideas

Exhibit 71: Commodities price targets

* Energy — range-bound: We see Brent range-bound around US$85/bbl. Oil demand
has grown strongly in 2023 but will likely revert to historical trend growth in 2024. At
the same time, non-OPEC supply growth is also robust, meeting practically all
additional demand and leaving little room for extra OPEC oil.

¢ Base metals — remain selective: We prefer aluminum and copper within the base
metals complex. Both have seen stronger-than-expected China demand driven by
property completions and green applications. In aluminum, Yunnan seasonal supply cuts
are returning, while the cost curve also provides support. In copper, our balance has
tightened as supply disruptions continue and new mines ramp more slowly while
positioning remains short. We are more cautious on nickel, with EV market challenges
and rising supply. We prefer zinc to lead with supply disruptions and recent
underperformance.

* Gold prices have been volatile as investors balance rising yields and geopolitical risk.
ETF inflows are picking up and short covering has taken positioning higher, but for
current prices to hold, we believe that either geopolitical risk needs to remain or yields

need to move lower.

e We see bulk commodity prices staying resilient, with steel production cuts in China
looking increasingly unlikely, keeping demand for iron ore and met coal strong. Thermal
coal will depend on how the winter plays out, but we think that risk/reward is skewed
to the upside.

4Q24 Target Base
Brent 85

Copper 9,000
Gold 1,950

Source: Morgan Stanley Research forecasts

Energy

Crude oil: Biased lower over time; extended OPEC
cuts required

Much has changed in the oil market over the last year. Most notably,
non-OPEC+ production has been stronger than expected. Coming
out of Covid, oil production outside OPEC and Russia initially grew at
an annualized trend rate of ~0.3 mb/d ( Exhibit 72). However, after
the oil price surge in 1H22, this accelerated sharply. Since summer
2022, the trend rate of growth in non-OPEC, non-Russia production
has been an impressive ~2 mb/d year on year.

In many ways, this is surprising. Investment levels in new oil & gas

fields have been under considerable pressure in recent years, and fell
to very low levelsin 2020/21. Alas, such is the resilience and tenacity
of the oilindustry. When prices are high, supply ultimately flows. At
such growth rates, non-OPEC production is meeting the vast
majority of global oil demand growth, leaving little room for OPEC
to boost output.

Looking into 2024, we expect non-OPEC supply growth to slow to
~14 mb/d from 2.1mb/d in 2023. This already assumes a very signifi-
cant slowdown in US growth (from 0.9 mb/d to 0.4 mb/d next year),
but with some growth from Canada, Brazil, Guyana, global biofuels,
and NGLs, non-OPEC supply can still reach that level, we estimate.

On the other hand, demand will probably also slow. China has
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Exhibit 72: Non-OPEC, non-Russia production has accelerated
sharply since summer 2022

Non-OPEC non-Russia production
Crude and consensate (mb/d)

‘Annualised trend
growth

2.0 mbld

Annualised trend
growth
0.3 mb/d

Source: IEA, Morgan Stanley Research

accounted for nearly half of global oil demand growth in the last 20
years, but that contribution will probably diminish. The effect of elec-
tric vehicles is still small but will probably shave 0.2-0.3 mb/d off
demand growth going forward as well. The sharpriseininterest rates
is slowing global economic growth, and thus oil demand, and the very
high prices of oil — particularly diesel — in many emerging markets
when measured in local currency terms are also headwinds. For now,
ourworking assumption is that demand growth slows from ~2.1mb/d
this year to ~1.3 mb/d in 2024 — nearly identical to the slowdown in
non-OPEC supply.

With those estimates, we put the 'call-on-OPEC' (i.e., the theoretical
amount OPEC would need to produce to balance the market) at 28.4
mb/d. However, that would mean the call-on-OPEC is within 0.1mb/d
of 28.5 mb/d for the fourth consecutive year, i.e., flat throughout
2021-24. Given that OPEC countries have production growth plans
of their own, this creates a degree of tension.

Although OPEC production decisions are always important in the oil
market, they are especially important at the moment. For now, OPEC
is withholding production and balancing the market. Our expectation
is that it will continue to do this in 2024 as well. This means ongoing
high spare capacity, which probably means oil has limited room to
rally, but also limited downside. If OPEC manages global inventories
so they remain around current levels, our models suggest that Brent
should continue to trade around the mid-US$80s, slightly lower
than today's price (see here and here).

INSIGHT

Exhibit 73: Inventories of refined oil products should be drawing
by now but they are not, suggesting soft demand

Observable oil product inventories
On-land and at-sea (in bn bbl)

2018-2021
3

2022 = 2023
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Source: EIA/DOE, Genscape, PJK, IE, PAJ, Platts, Kpler, Morgan Stanley Research; Note: Chart does not
include data that are only reported monthly.

Metals & bulks

Precious metals: High rates versus geopolitical risk

After trading in a narrow range of US$1,900-2,000/0z through
2Q/3Q, 4Q has seen gold price volatility pick up. Macro conditions
continue to be challenging for gold as a non-yielding asset, with gold
ETF holdings seeing almost continuous outflows since April 2022 as
investors have switched to other assets. However, central bank
buying has been very strong, up 14% year to date and a record high
for January-September. This has been driven mainly by Chinese cen-
tral bank buying, as well as purchases from Turkey, Poland, and
others, allowing gold prices to hold up relative to yields (see here).
Gold fell to a low of US$1,820/0z as real yields reached post-GFC
highs, but more recently geopolitical risk seems to be providing some
support to prices. Using the 2023 regression of gold versus US 10-
year real yields would imply a gold price of ~US$1,850/0z, or around
US$130/0z lower than current levels, suggesting that a geopolitical
risk premium is emerging (see here). CFTC data show that net long
positioning has rebounded strongly, but this seems to be more short
covering than new longs so far.

Base metals: Aluminum and copper preferred

In base metals, our order of preference from most bullish to most
bearish is aluminum, copper, zinc, nickel, and lead. Despite bearish
macro sentiment on China, apparent consumption for aluminum and
copper has been much stronger than expected, supported by green
demand and property completions ( Exhibit 75). In contrast, zinc is
more exposed to steel and property new starts, and doesn't benefit
as much from green demand. We also see a constrained aluminum

supply side, with limited likelihood of curtailed European smelters
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resuming output, in our view, while China's smelters in Yunnan are
facing hydro-driven output restrictions once again (see here and
here). Aluminum also has support from the cost curve, currently
trading around the 90th percentile, with rising energy prices likely
driving some upside pressure (we forecast US$2,350/t for 1Q24). In
copper, we now see a balanced, rather than surplus, market for 2023
and 2024, as new mines have been slower to come through and
Chile's supply disruptions have remained elevated. With positioning
quite short by now, we see upside price risks ahead (we forecast
US$8,850/t in 1Q24). We are more neutral on zinc, with mined cost
support found recently, driving some shutdowns. We remain cau-
tious on nickel as more class 1(or LME deliverable) supply ramps up
and LFP batteries (containing no nickel) gain share. For more details,
see The Price Deck - 4Q23: Muddle Along, September 20, 2023.

Dry bulks: More resilient

Iron ore has been much more resilient than expected during 3Q as
China's expected steel production cuts have not come through.
Combined with strong Blast Furnace utilization due to lower scrap
availability for Electric Arc Furnaces, and weaker Chinese iron ore
output, China's demand for imported iron ore has been strong.
Supply is picking up seasonally but this seems to be absorbed so far,
with China's port inventories very low. We expect iron ore prices to
remain resilient (we forecast US$120/t for 1Q24) with a steel produc-
tion cut looking increasingly unlikely for this year and weather-re-
lated supply disruptions ahead. However, with steel mill margins
under pressure and strong met coal pricing, we think that steel prices
would need to rise to justify a higher iron ore price. Metallurgical or
steel-making coal is also back in focus, with a plethora of supply dis-
ruptions and strong demand from China and India supporting prices.
For thermal coal, we see risk/reward skewed to the upside into
winter, with China's coal imports up 73% year to date at an all-time
high and risks to supply, but the price will depend on how the winter
plays out. For more details, see What's Next for the Bulks? October
2,2023.

INSIGHT

Exhibit 74: Gold is trading at the top end of the 2023 range versus
real yields, supported by geopolitical risk
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Source: Bloomberg, US BLS, Morgan Stanley Research; Note: Red circles show other examples of safe-
haven demand in 2020 and April 2022

Exhibit 75: China's copper and aluminum demand have been
more resilient than expected

China Demand Indicators YTD (% YOY)
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Source: Bloomberg, Morgan Stanley Research; Note: Wind/Solar/EV are all up >100% since 2019.
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Key investment ideas

¢ The market backdrop in 2024 is one of plateauing rates and
an expectation for central banks across the globe to take
back some of their hikes.

¢ While investors may speculate on the timing and extent of
monetary policy rate reversals, rates are likely to remain
higher than they have been in several years. Higher rates are
expected to have a dampening effect on growth and markets
are likely to be volatile, and diversification across quant

strategies is key.

e For quantitative investment strategies, a combination of
equity Value and Quality remains attractive due to
affordable valuations, defensive characteristics, and
fundamental market dynamics. Higher rates levels and
dispersion provide a positive environment for a range of QIS
Carry strategies.

e Moving to regional equity factors, in the US, we suggest
staying resilient through profitability and cash as interest
rates remains ‘higher for longer'. In Europe, we would
recommend downside protection with cash exposures amid
below-potential growth prospects. In APxJ/EM, we suggest
taking a neutral stance between Value and Growth, and look
for Quality and Revisions factors to achieve defensiveness. In
Japan, we continued to prefer Value amid rising JGB yields.

Our quant outlook is largely shaped in the Morgan Stanley eco-
nomics and strategy forecasts. We highlight our views on the under-
lying equity market dynamics, expressed via factors, and emphasize
several quantitative investment strategies (QIS) across asset

classes that can help investors to navigate markets.

'Higher for longer' rates lead to carry opportunities in

QIs

One of the key messages from our economists and strategists is that
rates stay higher for longer, with the first rate cut in the US now

expected for June 2024. This environment favors aninvestment style
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focused on income in rates but has an adverse effect on the equity
outlook.

Inthe QIS space, the higher rates environment favors defensive equi-
ties. In an environment where rates remain higher, the market starts
to focus quite naturally on the ability of companies to withstand
higher borrowing costs. This shifts the focus onto companies of high
quality with strong balance sheets, high return on equity, and suffi-
cient cash flow. While this market environment is supportive for
Quality, we note that bottom-up indicators such as signal intensity,
stock-specific risk, valuation, etc. send mixed signals. Equity valua-
tions in terms of earnings yield or dividend yield are also becoming
increasingly relevant for market participants. This trend in market
focus should be supportive for Value investing. In addition, we find a
particularly strong outlook for Value strategies based on signal
intensity, cheapness of the factor, and return dispersion for European
and US Value. While equity Value investing is often vulnerable in
periods of challenging equity markets, we do not think that this is the
case this time around. This view is based on the observation that the
catalyst for equity market challenges is higher rates, which tend to be
positive for Value investing. Thus, we expect a combination of global
equity Value and Quality strategies to deliver strong returns, at least
in TH24. As we expect a normalization of monetary policy rates from
mid-year in the US and Europe, these tailwinds to Value and Quality
may diminish and the outlook needs to be reassessed.

Increasing dispersion in rates across tenures and countries opens up
opportunities for strategies aiming at harvesting Carry returns.
Indicators such as return dispersion, valuation, and signal intensity
show a strong opportunity set particularly for FX EM Carry. We also
see a particularly strong environment for rates Carry. Here indicators
such as signal intensity and valuation point towards a strong perfor-

mance in cross-country rates Carry.

Trend following has been a strategy that experienced significant vol-
atility this year. Particularly challenging were periods around the
rates volatility triggered by the SVB collapse in March 2023, due to
the short positions many trend-following strategies held in rates.
Given the expectations from our economists and macro strategists

that policy rates have plateaued in many regions, rates trend-fol-
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lowing strategies with a built-in long bias may fare particularly well

once central banks start to take rates down.

Diving into details of equity factor strategies delivers
a more nuanced picture than history implies

US - stay resilient through profitability and cash as interest rates
remain ‘higher for longer”: Our economists believe that the Fed will
keep interest rates steady until June 2024, when it delivers the first
cut of 25bp. The effect of the currently tight monetary policy would
weigh on the economy into 2024 and 2025. Under the ‘higher for
longer’interest rate environment in the late market cycle, firms could
face more challengesin funding their debt and maintaining their profit
margins. Earnings would be key to identifying alpha opportunities.

As such, we suggest Quality exposures such as high profitability, one
key factor being ROIC. We also like factor exposures that are cash-
centric, such as net buyback yield. Our study of factor performance
of high rate regimes since the 1980s suggests that these two expo-
sures tend to produce more resilient performance in the current

regime compared to the 40-year history ( Exhibit 76 ).

Prior to the first rate cut as forecast in June, US rates could remain
elevated but volatile in TH24. Our US rates strategists are forecasting
the 10-year Treasury yield to edge lower from the current level to
4.20% by mid-2024, and eventually down further to 3.95% by the
end of 2024. When there is more clarity about the Fed's rates path,
we would incrementally favor more Growth exposures, particularly
towards 2H24. We would highlight that the Low PEG factor could
provide such exposure at a relatively more attractive valuation than
other Growth factors.

Europe - protect downside with cash exposures amid below-po-
tential growth prospects: Our economists expect the restrictive
monetary policy in the euro area to continue to weigh on economic
growth, which would stay below potential. The weak economy could
lead to the first rate cut by the ECB in June 2024. As the risk of eco-
nomic growth skews to the downside with interest rates remaining

elevated, we would suggest staying defensive.

Compared to the US, we would stress ‘cash exposures’ as the core
element of our factor preferences, such as Free Cash Flow Yield and
Total Yield factors. Our study of factor performance in high rate
regimes in Europe since the 1980s suggests that these two expo-
sures tend to deliver robust backtest performance with 1.10 and 1.80
Sharpe ratios, respectively ( Exhibit 77).

INSIGHT

While buyback volumes are still strong currently, should economic
growth in the euro area become more subdued in a bear case scenario,
buyback volumes could become more volatile than dividends given
the discretionary nature of buybacks. The Total Yield factor would pro-

vide exposure in dividends as well, serving as downside protection.

Exhibit 76: US: Werecommend ROIC and Net Buyback Yield factor
for a high rates regime
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quarterly and returns are equal-weighted.

Exhibit 77: Europe: We recommend FCF Yield and Total Yield fora
high rates regime

Quality, Low Volatility and Value sees large improvement when
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M Hish Rates (Flat Resime)

Asia-Pacific/EM - turn neutral between Value and Growth in APx]J/
EM amid a late-cycle market, but stay strategically with Value in
Japan: In APxJ/EM, we have been preferring Value over Growth in
2H23, which has played out amid dollar strengthening and elevated
US Treasury bond vyields. Yet, into the end of 2023, there are
increasing expectations of 'peaked dollar and bond yields' per our
quant model captured in bond and FX derivatives markets. Such
market dynamics usually would favor Growth stocks to outperform
tactically, while our house view also expects US Treasury bond yields
and the dollar to moderate throughout 2024. As such, we suggest
that investors gradually add back Growth exposure, and move to a
neutral stance between Value and Growth in 1Q24. Meanwhile, as we
are approaching a market late-cycle phase with tight financial condi-
tions, market volatility might remain high in near term. Thus, Quality

and Earnings Revision factors are still what we prefer to achieve
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alpha. Meanwhile, we expect that the better timing to turn bullish on
Growth will be in 2Q24.

In Japan, we continue to prefer Value in 2024 as we expect JGB bond
yields to trend higher and the local regulatory reform initiatives
remain tailwinds to re-rate Value stocks. Still, the risk of our call here
is a stronger-than-expected JPY outlook in 2024, so we believe that
the overall outperformance of Japan Value over Growth will be less
than in 2023.

Exhibit 78: US Treasury 10-year bond yield versus Value/Growth relative performance in

Asia/EM
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Source: Bloomberg, MSCI, Morgan Stanley Research forecasts; Note; Data coverage from January 1, 2017 to November 8, 2023.

The performance data provided is a hypothetical illustration of mathematical principles; it does
not predict or project the performance of an investment or investment strategy. Past perfor-

mance is no guarantee of future results.

INSIGHT
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Sustainability: A Journey to Maturity

Stephen Byrd
Stephen.Byrd@morganstanley.com
+1-212-761-3865

Morgan Stanley & Co. LLC

Key investment ideas — we see eight key areas
of investor focus for 2024

1. Capitalize on unprecedented, widespread negative
sentiment towards Energy Transition stocks

2.Re-wiring of global supply chains

3.Risk and opportunity frameworks around the
impacts of climate change to develop

4. Progress within the voluntary carbon offsets, with
carbon removals preferred

5. Growing focus of the benefits and risks of GenAl/
LLMs

6.The rise of social investing
7. Resilience and evolution of ESG investing

8.Green nuance in focus in fixed income, though

innovation continues

1. Capitalize on unprecedented, widespread negative
sentiment towards Energy Transition stocks

Many stocks exposed to the Energy Transition have underperformed
significantly in 2023, driven by a combination of technical factors
(such as interest rates) and fundamental concerns with growth and
profitability. These fundamental concerns have manifested as major
headwinds for some stocks, but have not impacted others that have
continued to produce strong growth and returns. The value proposi-
tion from the shift to cleaner business models continues to be highly
attractive in much of the world, and we see continuing signs of fur-
ther cost reductions across a wide range of decarbonization technol-

ogies.

These conflicting dynamics drive our investment strategy — focus
on Energy Transition stocks that have high barriers to entry,
where the growth and return potential are not reflected in stock
prices: We favor a high degree of selectivity over thematic investing.

We recommend avoiding those Energy Transition business models

that face risks of commoditization, and we also suggest caution in
investing in businesses facing funding risks and/or significant execu-
tion risks. For 2024, we recommend that investors focus on
players in the space with scale, large economic moats, strong bal-
ance sheets, and access to capital. We also see other technologies
gaining traction in 2024, namely carbon capture and long-duration
iron-air energy storage.

2. Re-wiring of global supply chains

Supply chain shortages during Covid, the conflict in Ukraine, and
geopolitical issues (such as US-China trade tensions) have exacer-
bated trends around the re-wiring of the global economy: There
are numerous ESG implications of this re-wiring that investors

should pay attention to, in our view, including:

¢ On the environmental front, carbon footprints are set to
change drastically as highly energy-intensive activities are
relocated, with the ultimate impact dependent on the energy
mix of local electric grids. A favorable dynamic would be the
shortening of transportation routes to get products to their
final destination.

¢ Onthesocial front,in 2023 we have seenincreased focus on
human/labor rights dynamics, atrend that we expect will con-
tinue as the re-wiring of global economies and the energy
transition take shape. Beyond the clear labor implications
(positive for some countries and detrimental for other), we
believe that nearshoring provides better oversight and
reduces financial, reputational, and legal risks related to
potential linkage to human and labor rights violations.

3. Risk and opportunity frameworks around the
impacts of climate change to develop

As physical risks of climate change are increasingly felt across
regions and sectors, we see strengthened focus on climate adapta-
tion: We believe that climate adaptation will increasingly become a
focus and think that it is an underappreciated theme for investors
compared to mitigation. We see opportunities in climate adapta-
tion and resilience solutions — we see investors identifying technol-
ogies that have synergies with mitigation (e.g., forest-based
adaptation, resilient power systems, and energy storage). Increased
investment in these technologies will likely be needed to break the
'negative feedback loop' ( Exhibit 79).
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Exhibit 79: Interplay of physical and transition risks
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Source: Morgan Stanley Research

4. Progress within the voluntary carbon offsets, with
carbon removals preferred

2024 will see the beginning of labelling of carbon offset project types
that pass through rigorous assessment by the leading supply-side
integrity initiative in the market — the ICVCM. This important step will
provide a fresh start for a market that has experienced a 90% sell-off
in futures, and we expect projects that are granted the CCP label by
the ICVCMto be strongly preferred by buyers. While we expect some
avoidance projects (both nature and tech-based) to benefit from
this restored confidence, we think that the market will by and large
continue to favor removals and prices for these projects should
remain elevated. CORSIA Phase 1 also begins, and so we expect
demand for projects from airlines to be a dominant market force.

5. Growing focus of the benefits and risks of GenAl/
LLMs

We continue to expect rapid development with GenAl/Large
Language Models (LLMs), particularly as more models are in pro-
duction: Given the general-purpose nature of GenAl/LLMs, we
believe that research and development will continue to progress on
this technology and we are excited for what this may mean in pursuit
of sustainability goals across environmental, social, and governance
pillars. However, we also think that while the benefits can drive
improvements in society, we should be mindful of the risks associ-
ated with GenAl specifically around safety, bias, and security.

In 2024, we think that further discussion on GenAl use cases in
solving climate change, healthcare, education, and ESG data chal-
lenges will be more appreciated by investors. When it comes to
GenAl risks, we continue to expect discussions to take center stage,
with the potential for greater investor focus on ensuring that corpo-

rates have Al governance and risk-management strategies in place.

INSIGHT

Exhibit 80: Our views on the benefits and risks of Al through an
ESG lens
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6. The rise of social investing

Social investing to gain steam via growing AUM (currently at 23%
CAGR over 2020-23) and as social data availability grows,
enabling greater ESG integration: According to the UN's 2020 esti-
mates ~US$3.3-4.5 trillion annually needs to be mobilized to achieve
the 2030 Agenda for Sustainable Development. Recent humani-
tarian crises have only exacerbated this social inequality, drawing

attention to the need for capital to address social challenges.

In 2024, we expect to see growth in the number of social-focused
funds and the dedicated AUM, as well as greater investor focus on
social integration within their existing funds: Our work on com-
pany culture and on gender diversity has determined that leading
stocks outperform the broader universe on a number of metrics;
investors with dedicated ESG funds and otherwise will continue to
leverage these non-traditional data points to drive alpha in the

coming years.
7. Resilience and evolution of ESG investing

Resilience and evolution of ESG investing — two areas of focus in
2024: 2022-23 put ESG investing to the test, specifically the decar-
bonization theme. In 2024, we expect increased investor focus on
identifying companies that are 'walking the walk' — those that are
delivering on their decarbonization goals and particularly those with
tangible results in the near term and/or those that have committed
to allocate a significant amount of capital to decarbonization tech-
nologies (ESG 'rate of change' stories). We believe it is this nuanced
approach, over thematic investing, that has the potential to gen-
erate the most alpha. We expect quantitative approaches along this
theme to gain traction. Regulation will also continue to evolve and

promulgate, which will drive data availability.


https://ny.matrix.ms.com/eqr/article/webapp/3e2d52be-2d57-11ee-a0b5-9de39cfa2701?ch=rpint&sch=sr&sr=1#/section=4
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8. Green nuance is the focus in fixed income, though
innovation continues

We expect two areas of increased focus within the green bond uni-
verse: 1) Project-level investment; and 2) Alignment with the EU tax-
onomy. Issuers are looking to understand their options when it
comes to issuing EU taxonomy-aligned green bonds, so we expect
gradual growth (and some experimentation) when it comes to
issuing EU Green Bond Standard green bonds. We think that inves-
tors will prioritize a portfolio of diverse project-type exposure as the
data improve. Innovations (such as debt-for-nature swaps, catas-
trophe bonds, and carbon-linked instruments) will continue, particu-
larly in emerging markets, but we think that ultimately the stalwart

green bond will be preferred by issuers and investors alike.



Morgan Stanley | researcw

What We Debated

Serena Tang
Serena.Tang@morganstanley.com
+1 212 761-3380

Morgan Stanley & Co. LLC

Vishwanath Tirupattur

+1 212 761-1043
Morgan Stanley & Co. LLC

This year ahead outlook involved intense discussions with the entire
Morgan Stanley global economics and strategy teams. Here are some
key issues we debated:

Slowdown but no recession? In their baseline scenario, our econo-
mists expect a significant slowdown in DM economies while taming
inflation but without dipping into an outright recession. Restrictive
monetary policy should continue to exert pressure on the economic
cycle over the forecast horizon because inflation only sustainably
converges to target in 2025. While recessions remain a risk every-
where, we expect any recession (such as in the UK) to be shallow
because inflation is falling with full employment, so real incomes
should hold up, leaving consumption resilient, despite more volatile
investment spending.

The China question: Relative to the expectations in our mid-year out-
look, China growth surprised to the downside. We clearly overesti-
mated the ability and willingness of policymakers in China to deal
with the looming 3D threat. While we expect policymakers to accel-
erate reflationary policies next year, expanding the augmented fiscal
deficit by another 1.5pp of GDP, our expectations for growth are now
more modest. We expect subpar improvement in both growth and
inflation in 2024-25, with real GDP growth reaching a below-con-
sensus 4.2%Y/4.0%Y. More central government-led stimulus will
only cushion the economy against continued deleveraging in the
housing sector and local government financial vehicles (LGFV).
Agency MBS versus US IG credit: While our preference for high-
quality fixed income productsis clear, we debated how relative value
between agency MBS and IG credit will play out over the course of
the year ahead. While agency MBS spreads have been far from stable,
and the technicals are still challenging, we think that prices reflect
the weak sentiment. Towards 2H24, we expect that sentiment turns
more positive, with the Fed nearing the end of QT and yield curve
steepening. This should bring back US domestic banks to the MBS
market, catalyzing modest tightening in agency MBS spreads. While
IG fundamentals and technicals are supportive, valuations are a chal-
lenge. Our macro story suggests lower rate volatility and more fund
flows into bonds, which should help all high grade fixed income, but
help agency MBS more.

Formal NIRP/YCC exit: Our economists expect the Bo) to formally
end the framework by removing the NIRP and long-term rate target

INSIGHT

Vishwanath.Tirupattur@morganstanley.com

in January 2024, with the risk of an early move in December 2023.
They also expect a 25bp rate hike in July 2024, and expect the BoJ to
abolish the monetary base commitmentin 2Q25, starting gradual QT
with a reduction in JGB purchases. The combination of rate differen-
tials — both falling US rates as well as an end of YCC and negative
rates in January — and, eventually, a rate hike from the Bo] results in
the emergence of broad-based outperformance of JPY. We debated
the implications of the strengthening of JPY. We expect that as JPY
emerges stronger over the course of the year, FX-hedging costs for
non-yen assets fall, which favors high-quality spread products such
as agency MBS, |G credit, and CLO AAAs.

Real estate challenges: US residential and commercial real estate
markets diverged dramatically over the course of 2023 and their tra-
jectory in the year ahead was an important debate. The dramatic
affordability challenges through higher mortgage rates resulted in a
significant pullback of existing home sales, thus renewed decreases
in inventory, which provided near-term support for home prices. On
the other hand, the combination of challenges for key lenders
(regional banks) and secular changes to select property types
(office), coupled with an imminent and persistent wall of maturities
that need to be refinanced, drove commercial real estate prices and
sales meaningfully lower. Looking ahead, as rates come down, we
expect affordability to improve and for-sale inventory to increase. US
home prices should see modest declines (down 3%Y) as the growth
in inventory offsets the increased demand. With fundamental
stresses remaining largely unresolved, we expect the outlook for
commercial real estate to remain challenging.

Known unknowns: As of this writing, the world is grappling with
heightened geopolitical tensions. While some market signals such as
the price of oil suggest that the conflicts may remain regional, the
potential for escalation cannot be ruled out. Furthermore, 2024 is an
important election year, with presidential elections coming up in the
US and Mexico, among other countries. While we realize that geopol-
itics and electoral politics could have a substantial bearing on market

outcomes, we have no way of handicapping either at this stage.


https://ny.matrix.ms.com/eqr/article/webapp/fb68bdca-f3f3-11ed-968c-8ea680e32f4c
https://ny.matrix.ms.com/eqr/article/webapp/fb68bdca-f3f3-11ed-968c-8ea680e32f4c
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How Consistent Are Our Forecasts?

Serena Tang
Serena.Tang@morganstanley.com
+1 212 761-3380

Morgan Stanley & Co. LLC

How reasonable are our forecasts relative to each other? We use var-
ious regression models for every forecast market, using all other
markets' performance as variables. For example, our model would
look at whether the S&P 500 next 12-month forecast price change is
roughly in line with our forecasts for USD/JPY, US 10-year yields, and
soon.Inotherwords, the model givesinsightinto whether our strate-
gists' forecasts imply asset correlations to differ significantly from

recent history.

A top-down observation: All our forecasts taken together roughly
agree with each other and point to an environment where US equities
has a good risk/reward profile relative to other stock markets, where
USD is stronger across nearly all major crosses, where gold and
copper tradeinarange (but with a negative skew), and credit spreads

widen, but not by much.
Two things stand out most in this set of forecasts:

The first is that the decline in yields we're expecting is unusual:
Historical correlations suggest that in this environment where our
strategists are forecasting low but positive returns for stocks and
credit spreads slightly wider, government bond yields do tend to
fall — just not by the 120bp we're expecting for the UST 2-year, or
the 50bp we're projecting for the UST 10-year.

But does this make sense? Given the big moves in rates this year and
the fact that our economists expect the Fed to start cutting in June
by 25bp, and ending 2024 with the fed funds rate at 4.375%, a fall in
yields of the magnitude our macro strategists see is probable. What

goes up (quickly) must come down (quickly?).

The second is how out-of-sync our forecasts for Japan across the
board are: Our price target of 2,600 for the TOPIX suggests much
higher upside than what our various other strategists' forecasts for
rates, FX, credit, and commodities would imply. Similarly, modelled
JPY is weaker than our own target of 140, and views on the market
environment implied by all other forecasts suggest that the JGB
2-year yield should go lower, not higher.

INSIGHT

Exhibit 81: Forecast face off': How do our equities, FX, and com-
modities price targets compare to each other and history?

4Q24 Estimate ranges vs MSe

Equities Target
S&P 500 4383 4500 | m
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Source: Bloomberg, Morgan Stanley Research forecasts

Exhibit 82: Forecast 'face off: How do our rates and credit yield

and price targets compare to each other and history?

4Q24 Estimate ranges vs MSe
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Source: Bloomberg, Morgan Stanley Research forecasts

| Zero. For rates and credit, right of vertical line = yield/spread
move wider; left of line = yield/spread move tighter

These forecasts being out of line with history is not surprising. Our

economists have flagged the Bo) exiting YCC and NIRP in January


https://ny.matrix.ms.com/eqr/article/webapp/7644e10e-6c21-11ee-a156-1e24d2d06b37
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2024 — with the risk that it happens earlier — and our equity strate-
gists have argued that Japanese equities are benefiting from struc-
tural changes around corporate governance. The fact that Japanese
assets across the board stand out so much reflects Morgan Stanley

strategists' high-conviction view that, for Japan, this time is different.

INSIGHT
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Expected Returns and Risk/Reward

Exhibit 83: Global asset classes — expected 4Q24 return vs. risk
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Source: Market1, MSCI, Bloomberg, Morgan Stanley Research forecasts; Note: 'Expected returns' based on Morgan Stanley strategy 4Q24 forecasts. Correlation is 10y relative to
global equities (MSCI ACWI). Returns are total returns, except for credit, where we forecast excess returns. Equity returns exclude net buyback yield. Commaodity returns are calculated
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Exhibit 84: Morgan Stanley forecasts

As of Nov Q4 2024 Forecast Q4 2024 Return Forecast Volatility Base Case
08, 2023 Bear Base Bull Bear Base Bull Return/Risk
Equities Total Returns
S&P 500 4,383 3,850 4,500 5,050 -10.6% 4.3% 16.8% 18% 0.24
MSCI Europe 1,798 1,480 1,810 2,040 -14.1% 4.3% 17.0% 16% 0.27
Topix 2,306 1,850 2,600 2,800 -17.4% 15.1% 23.8% 19% 0.81
MSCI EM 958 750 1,000 1,140 -18.8% 7.3% 21.9% 16% 0.46
FX Total Returns
USDAJPY 151 146 140 132 -2.3% 1.9% 8.1% 9% 0.21
EUR/USD 1.07 1.00 1.04 1.10 -8.5% -4.6% 1.3% 8%
GBP/USD 1.23 1.10 1.15 1.22 -10.3% -6.6% -1.0% 9%
AUD/USD 0.64 0.60 0.63 0.67 -6.3% -2.3% 3.6% 10% -0.23
USD/INR 83.3 85.8 82.5 79.2 6.7% 2.5% -1.3% 5% 0.50
USD/ZAR 18.5 18.4 18.0 17.3 10.2% 5.9% 3.9% 16% 0.38
USD/BRL 4.91 5.80 5.30 4.80 6.5% -3.2% -11.2% 17% -0.19
USD/MXN 17.5 20.5 19.3 18.5 1.1% -2.6% -8.1% 12% -0.21
USD/CNY 7.28 7.70 7.45 7.20 3.2% -0.2% -3.7% 4% -0.06
Rates (% percent) Total Returns
UST 10yr 4.49 5.05 3.95 2.50 0.0% 8.8% 21.2% 7% 1.35
DBR 10yr 2.62 2.70 1.80 1.50 1.8% 9.7% 12.6% 6%
UKT 10yr 4.24 4.60 3.50 3.00 1.5% 10.3% 14.3% 6%
JGB 10yr 0.85 1.80 0.90 0.35 -6.8% 1.0% 6.1% 2% 0.48
Credit (bps) Excess Returns
UsSIG 125 165 125 90 -1.4% 1.3% 3.7% 3% 0.41
US HY 398 600 475 325 -4.4% 0.3% 5.8% 6% 0.05
EURIG 156 225 160 120 -1.5% 1.4% 3.1% 2% 0.78
EUR HY 457 675 525 400 -2.6% 2.0% 5.9% 5% 0.44
EM $ Sov 432 550 410 350 -3.5% 5.8% 9.8% 7% 0.79
Sec. Products (bps) Excess Returns
US Agency MBS 65 85 55 40 -0.6% 1.2% 2.1% 2% 0.69
US CMBS AAA 150 175 145 110 -1.0% 2.0% 5.5% 2% 1.23
US CMBS BBB- 900 1,150 950 800 -15.8% 4.1% 18.9% 4% 1.16
Commodities Total Returns
Brent 80 65 85 125 -15.3% 10.8% 63.0% 39% 0.28
Copper 8,058.5 7,650.0 9,000.0 10,802.6 -9.0% 71% 28.6% 21% 0.34
Gold 1,959 1,755 1,950 2,243 -15.2% -5.8% 8.4% 14% -0.40

Source: MSCI, Bloomberg, Morgan Stanley Research forecasts; Note: Returns are total returns, except for credit, where we forecast excess returns versus government bonds. Equity
returns exclude net buyback yield. Commodity returns are calculated relative to futures to account for carry. All currency returns are shown as XXXUSD return. We use CNH/USD carry
as a proxy for CNY/USD carry. Volatility is 10y realized vol.

INSIGHT
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Morgan Stanley Key Economic Forecasts

Exhibit 85: Morgan Stanley key economic forecasts

N 2024

Real GDP (%Y)
Global 3.0 3.4 2.9 29 2.6 29 2.7 29 3.0 2.9 29 2.8
G10 1.5 1.5 1.6 1.4 1.3 1.2 1.0 1.2 1.3 1.3 1.3 1.3
us 1.7 2.4 29 2.5 2.4 2.3 1.5 1.6 1.5 1.4 1.4 1.4
Euro Area 1.2 0.5 0.1 0.0 0.2 0.2 0.6 1.0 1.0 1.0 1.1 1.1
Japan 2.0 1.6 2.3 2.1 1.6 0.6 0.8 1.0 1.1 1.0 1.0 1.2
UK 0.5 0.6 0.6 0.4 -0.2 -0.4 -0.1 0.2 0.7 1.0 1.1 1.1
EM 4.0 4.8 3.9 4.1 3.5 4.3 4.0 4.2 4.3 4.1 4.0 3.8
China 4.5 6.3 4.9 4.9 3.6 5.0 39 4.1 4.5 4.2 3.8 35
India 6.1 7.8 6.5 6.0 57 6.4 6.7 6.7 6.3 6.5 6.7 6.4
Brazil 4.0 3.4 1.9 29 1.3 1.8 1.8 2.0 1.6 1.5 1.6 1.7
Global* 5.3 3.8 3.5 2.8 2.7 2.8 2.5 2.5 2.3 2.3 2.4 2.4
G10 6.6 5.0 4.3 3.3 2.8 2.6 23 2.1 2.1 2.0 2.0 2.0
us 5.8 4.1 3.6 3.1 2.5 2.4 1.9 1.8 1.9 2.0 2.1 2.1
Euro Area 8.0 6.2 5.0 3.1 2.8 2.6 2.2 2.1 2.0 2.0 2.0 2.0
Japan 3.6 3.3 3.2 3.2 3.1 3.5 3.6 2.7 2.5 2.0 1.4 1.2
UK 10.2 8.4 6.7 4.3 3.7 2.5 2.6 2.4 1.9 1.8 1.8 1.8
EM* 4.3 29 2.8 2.4 2.7 2.8 2.6 29 2.5 2.5 2.7 2.8
China 1.3 0.1 -0.1 -0.1 0.7 1.1 1.2 1.5 1.1 1.2 1.6 1.9
India 6.2 4.6 6.4 5.1 55 57 39 5.3 4.7 4.7 4.9 4.9
Brazil 53 3.8 4.6 4.8 4.4 4.0 4.4 4.3 4.0 3.8 3.6 35
us 4.875 5.125 5.375 5.375 5.375 5.125 4.875 4.375 3.875 3.375 2.875 2.375
Euro Area# 3.00 3.50 4.00 4.00 4.00 3.75 3.50 3.00 2.50 2.25 2.00 2.00
Japan -0.10 -0.10 -0.10 -0.10 0.00 0.00 0.25 0.25 0.25 0.25 0.25 0.25
UK 4.25 5.00 5.25 5.25 5.25 5.00 4.75 4.25 3.75 3.25 2.75 2.50
China™* 2.00 1.90 1.80 1.80 1.70 1.70 1.60 1.60 1.60 1.60 1.60 1.60
India 6.50 6.50 6.50 6.50 6.50 6.25 6.00 6.00 6.00 6.00 6.00 6.00
Brazil 13.75 13.75 12.75 11.75 10.75 10.25 10.00 10.00 9.50 9.00 8.50 8.50

Source: IMF, Morgan Stanley Research forecasts; Note: Global and regional aggregates for GDP growth are GDP-weighted averages, using PPP weights excluding Ukraine; Japan policy rate is the interest rate on excess
reserves; CPI numbers are period average; Global* and EM* consumer price inflation aggregates exclude Argentina, Turkey, Egypt and Ukraine
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Morgan Stanley Global Currency Forecasts
Exhibit 86: Morgan Stanley FX forecasts

2023 2024 2025

4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q

EUR/USD 1.04 1.00 1.01 1.02 1.04 1.05 1.07 1.08 1.10
USD/JPY 147 145 142 140 140 140 139 139 138
GBP/USD 1.19 1.14 1.14 1.14 1.15 1.18 1.20 1.23 1.25
USD/CHF 0.89 0.94 0.93 0.93 0.91 0.91 0.91 0.91 0.91
USD/SEK 11.1 11.8 11.6 11.4 11.1 10.9 10.7 10.5 10.3
USD/NOK 11.5 11.9 11.5 11.1 10.6 10.4 10.2 10.0 9.9
USD/CAD 1.38 1.41 1.40 1.37 1.36 1.34 1.33 1.31 1.30
AUD/USD 0.63 0.61 0.62 0.62 0.63 0.65 0.68 0.70 0.72
NZD/USD 0.58 0.57 0.58 0.58 0.59 0.60 0.62 0.63 0.64
EUR/JPY 153 145 143 143 146 147 149 150 152
EUR/GBP 0.87 0.88 0.89 0.89 0.90 0.90 0.89 0.88 0.88
EUR/CHF 0.93 0.94 0.94 0.95 0.95 0.96 0.98 0.99 1.00
EUR/SEK 11.5 11.8 11.7 11.6 11.5 11.4 11.4 11.3 11.3
EUR/NOK 12.0 11.9 11.6 11.3 11.0 11.0 10.9 10.9 10.9
USD/CNY 7.30 7.45 7.50 7.48 7.45 7.42 7.38 7.34 7.28
USD/HKD 7.82 7.84 7.83 7.81 7.79 7.79 7.78 7.77 7.76
USD/IDR 15,700 15,900 15,700 15,600 15,500 15,356 15,213 15,069 14,926
USD/INR 83.4 83.7 83.6 83.0 82.5 81.5 80.4 79.4 78.4
USD/KRW 1,320 1,350 1,340 1,320 1,290 1,281 1,271 1,262 1,253
USD/MYR 47 4.8 4.8 47 4.7 4.6 4.5 4.5 4.4
USD/PHP 56.5 57.5 57.0 56.5 56.0 56.0 56.0 56.0 56.0
USD/SGD 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4
USD/TWD 32.4 32.8 32.6 32.4 31.8 31.6 31.4 31.2 30.9
USD/THB 35.8 36.5 36.3 36.0 35.2 35.2 35.1 35.1 35.1
USD/BRL 5.0 5.1 5.2 5.3 5.3 5.3 5.2 5.2 5.1
USD/MXN 17.8 19.0 20.0 19.5 19.3 19.3 19.3 19.3 19.3
USD/ARS 672 858 1,022 1,172 1,318 1,461 1,612 1,762 1,898
USD/CLP 920 930 950 930 925 900 875 850 825
UsD/COP 4,150 4,300 4,400 4,450 4,500 4,350 4,200 4,050 3,900
USD/ZAR 19.0 19.5 19.0 18.5 18.0 17.9 17.8 17.7 17.6
USD/TRY 30.0 31.5 35.0 36.5 38.0 39.0 41.0 43.0 45.0
USD/ILS 4.0 4.1 4.0 3.9 3.9 3.9 3.8 3.8 3.7
EUR/PLN 4.5 4.5 4.4 4.3 4.2 4.2 4.1 4.1 4.0
EUR/CZK 24.8 25.0 24.5 24.0 23.5 24.2 24.9 25.6 26.3
EUR/HUF 385 390 395 400 400 395 384 376 367
DXY Index 107 111 110 109 107 106 104 103 102
Fed's Broad USD 124 128 128 127 125 124 123 122 121
ECB EUR TWI 96.3 95.1 95.5 95.7 96.3 96.9 97.3 97.8 98.2

Source: Morgan Stanley Research forecasts
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Morgan Stanley Government Bond Yield/Spread

INSIGHT

Forecasts
Exhibit 87: Morgan Stanley government bond yield/spread forecasts — base cases
2-Year 5-Year 10-Year 30-Year

2Q24 4Q24 2Q24 4Q24 2Q24 4Q24 2Q24 4Q24
us 4.40 3.70 415 3.85 4.20 3.95 4.50 4.40
Germany 2.10 1.60 1.90 1.70 2.10 1.80 2.45 2.30
Japan 0.15 0.20 0.45 0.55 0.85 0.90 1.70 1.75
UK 4.00 3.20 3.80 3.30 3.70 3.50 4.40 4.00
Australia 4.25 3.95 4.35 4.20 4.55 4.40 4.90 4.70
New Zealand 5.00 4.50 4.70 4.40 495 4.85 5.05 5.00
Canada 4.20 3.60 3.70 3.30 3.60 3.30 3.40 3.30
Austria* 15 10 40 35 55 45 60 50
Netherlands* 15 10 30 25 35 30 30 30
France* 10 10 45 40 60 55 100 95
Belgium* 15 15 50 45 70 65 110 105
Ireland* 5 5 45 40 55 50 75 70
Spain* 50 40 75 65 110 100 180 170
Italy* 100 85 160 145 210 190 230 220
Portugal* 20 10 50 40 85 75 145 145
Source: Morgan Stanley Research forecasts; Note: *Yield spread to Bunds in bp.
Exhibit 88: Morgan Stanley government bond yield/spread forecasts — bull, bear, base cases

10V Bull Base Bear
2Q24 4Q24 2Q24 4Q24 2Q24 4Q24

us 3.30 2.50 4.20 3.95 4.75 5.05
Germany 1.90 1.50 2.10 1.80 2.80 2.70
Japan 0.50 0.35 0.85 0.90 1.20 1.80
UK 3.60 3.00 3.70 3.50 4.80 4.60
Australia 3.70 3.50 4.55 4.40 4.90 4.90
New Zealand 410 4.00 4.95 4.85 5.40 5.40
Canada 2.75 2.45 3.60 3.30 3.95 3.95
Austria* 55 45 55 45 60 55
Netherlands* 35 30 35 30 35 35
France* 60 55 60 55 70 65
Belgium* 70 60 70 65 80 70
Ireland* 55 50 55 50 65 60
Spain* 100 95 110 100 115 110
Italy* 185 170 210 190 235 220
Portugal* 65 60 85 75 105 100

Source: Morgan Stanley Research forecasts; Note: *Yield spread to Bunds in bp.
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Morgan Stanley Cross-Asset Benchmark

Exhibit 89: Morgan Stanley cross-asset benchmark
Hedged Returns Unhedged Returns

Asset Waght TIW M T3M T12M W TIM T3M T12M

BENCHMARK 2N 1.9%  -1.6% | 11.4% |[[781% 1.8%  -27%

US Equities 30.0% [N 14% @ -26% [ 160%

1.4% -2.6% [JiC0EN

European Equities 10.0% [N212% 0.0%  -20% 11.3% |NSE%N 16% -46% [N
Japan Equities 5.0% [N IR o  28% | 74% SRl
EM Equities 10.0% [ 20% 235% 97% (BB 34% | -3.0% [J05%N
CORE FIXED INCOME

USTs 10.0% [ 15% @ 13% | -22%  1.3% 1.5%  13%  -22%  1.3%
EGBs 60%  07%  1.8%  -09% 1.7% [ 23% |[NSe%Y -32% [ 61%
Agency MBS 50% [124% 16%  31% 1.7% [ 24% @ 16%  -31%  1.7%
usic 50% | 21% @ 16%  24%  49% [ 21%  16%  -24% = 4.9%
EUR IG 20%  0.6% 1.5% 0.4% 7.0% 22% | 33% | -1.8% [JHEEN
US HY 20% [[24% | 25% 06% | 95% | 24% | 25% 06% [NO5%
EM $ Sov 20% [1285% | 32% @ -30% 83% | 25% || 32% @ -3.0% [183%
EM Local 40%  11%  12%  -14%  57% (NSERN A -1 PE

US Lev Loans 1.0%  04%  05% | 1.8% | 89% | 04%  05% | 1.8% [N89%
CLO AAA 1.0%  00%  00%  1.0% | 81% | 00%  00%  1.0% [NeH%
Brent 20% | 22%  04%  -02% -16% | -23%  03% -02% -1.6%
Gold 1.0%  -1.1% [l 9% | 143% | -1.1% [ 19 S
Copper 1.0%  05%  14%  -23% 32% | 04%  14%  -23%  32%
CASH 30% 01%  05%  13%  48% [ 01%  05%  13% | 48%

Source: Bloomberg, Morgan Stanley Research
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Valuation Methodology and Risks

Exhibit 90: EM trades

Trade Date Entry Level Target Sto Rationale Risks
We recommend 5-year IBR receivers versus 5-year CAM payers, as a play on divergent valuations (relative to
neutral rate levels and to US rates) and as we think that BanRep is likely to start its easing cycle before the end A more hawkish BanRep that pushes back against near-
Receive 5y IBR vs. pay 5y CAM 30-Oct-23 290 230 340 of the year. We note that BanRep is the only regional central bank with a dual mandate and, although CPI p that p 9
onos term cuts.
remain roughly 230bp above target), recent economic data have started to
surpnse to the downside more meaningfully.
Source: Morgan Stanley Research
Exhibit 91: G10 FX and rates trades
Trade Date Entry Level Risks
Short GBP/NOK 12-Nov-23 13.5890 BoE dovishness should contrast with a relatively hawkish Norges Bank while slowing Norwegian data slow markedly, leading to significant Norges
Norges Bank FX purchases should reduce downward pressure on NOK. Bank rate cuts.
Short AUD/JPY 12-Nov-23 96.305 Falling US yields should s_upport arising _JPY while AUD sho_uld remain under pressure as  US yie_lds remain elevated, weigh_ing on_JPY, or _C_hinese growth
Chinese growth fails to rebound meaningfully. improves markedly, bolstering China-sensitive AUD.
Short BTP 4.35% May 33 versus 03-Nov-23 180Dy After the recent repricing of the 10-year spread, we think that the risk/reward for the A continuation of the rally in credit indices, which would support
Bund 1.7% Aug 32 P structural short 10-year BTP versus Bund is attractive again. BTPs in the near term.
The UK money market curve looks too steep, especially when compared to other markets,
given that few cuts are still priced in for 2024 and the easing cycle is seen to be coming later More hawkish BoE rhetori . hich
Rec. Feb'24-Aug'24 MPC 03-Nov-23 -30bp than the ECB and Fed. As we believe that deeper rate cuts should be priced in for 2024, ore hawkish BoE rhetoric and better economic data, whic
N o ) n N N n § could steepen the money market sector.
with our economist's expectation for a first cut in May 2024, we enter into a receive Feb'24-
Aug'24 MPC spread.
Rec 10y TONA OIS versus short 06-0ct-23 25, 50 The attractive positive carry and rolldown to position for a lower BodJ rate-hiking path with The market prices in a sharper BoJ rate-hiking cycle due to
30y JGB (DV01 1.5vs 1) -o0p less sensitivity to UST developments. factors such as a renewed acceleration in domestic inflation.
We expect the NZGB curve to bull steepen in 2024 as CP! inflation decelerates below the . y . .
- f N . y Substantial near-term fiscal stimulus from New Zealand's new
pace in Australia and growth continues to decelerate from the 2022 highs. Real retail sales N " " " )
New Zealand OIS 2s10s steepener  12-Nov-23 34bp 3 N N . - governing coalition would likely warrant higher near-term yields,
may fall below their pre-Covid pace as high rates weigh on the economy, leading the RBNZ .
N N - . flattening the 2s10s curve.
to signal removal of policy restrictions in 1H24.
We expect front-end Australian yields to drift sideways through 1H24 as resilient inflation
N o -
Australia OIS 2s10s flattener 12-Nov-23 24bp pressures lead the RBA (o raise rates o 4.60%, and l_hen lfeep ’.?'95 on hold longer (i.e., out A pronounced decline in Australian inflation during early 2024.
later) than peer central banks. On a cross-market basis, this resilience in the front end of the
Australian yield curve is likely to keep the 2s10s spread from widening significantly.
Source: Morgan Stanley Research
Exhibit 92: Credit trades
Trade Date Entry Level Target  Stop Rationale Risks
CDX IG: 69b We expect interest coverage to be a key driver of credit tiering, with Ieveraged capital struc(ures most  If growth remains resilient and |nllanon falls faster than central banks'
Long CDX IG vs. HY 12Nov-23 S 43’; NA NA sensitive to elevated rates and slowing growth. We for forecast, allowing them to policy at a faster-th: ted
Faaste through CDX IG versus HY. pace, leveraged credit could continue to outperform.
Long 7-15% CDX 5yr 12-Nov-23 101bp NA NA Exposure benefits from strong carry and r‘olldown in a range-bound sp(ead environment. Extremely A broader ‘repric!ng of credit risk w_ider in the short term, as investors
loss-remote relative to our economic expectations. could view this as a cost-effective way to be short spread beta.
Main: 76by We expect interest coverage to be a key driver of credit tiering, with Ieveraged capwtal struc\ures most If growth remains resilient and inflation falls faster than central banks
Long Main vs. Xover 12-Nov-23 X '_‘ 4095 NA NA sensitive to elevated rates and slowing growth. We forecast, allowing them to lise policy at a faster-th:
over: P through Main versus Xover. pace, leveraged credit could continue to outperform.
Xover 3Y: 325by A more meaningful pick-up in HY issuance could reprice long-end
Xover 3s5s Flattener 45242 , P NA NA XOver 3s5s looks too steep given spread levels and EU economic risks; we like flatteners. spreads wider while simultaneously easing refinancing concerns in

Xover 5Y: 409bp

short-end bonds, steepening curves even further.

Source: Morgan Stanley Research

Exhibit 93: History of recommendations for rates trades

DBR 1.7 08/15/32 15-Aug-32 | 25105 BTP vs BUNDS 18-Nov-22 208 20-Jan-23 211 DE0001102606
DBR 108/15/24 15-Aug-24__|25105 BTP vs BUNDS 18-Nov-22 211 20Jan-23 253 DEO001102366
BTPS 2% 12/01/32 12Jan-32__|25105 BTP vs BUNDS 18-Nov-22 4.03 2023 391 110005494239
BTPS 008/15/24 15-Aug24__|25105 BTP vs BUNDS 18-Nov-22 274 20Jan-23 297 170005452989
FRTR 2 11/25/32 25-Nov-23__|Buy OAT 2% Nov 32 vs Bund Aug 1.7% 32 03-Feb23 264 27-Sep-23 33 35bp FROO1400BKZ3
DBR 1.7 08/15/32 15-Aug-32__|Buy OAT 2% Nov 32 vs Bund Aug 1.7% 32 03-Feb23 216 275ep 23 273 350p DE0001102606
DBR 1.7 08/15/32 Corp 15-Aug-23 _[Sell BTP 4.4% May 2033 vs buy DBR 1.7% Aug 2032 04-Aug-23 251 29-Sep-23 2774 153.0 DE0001102606
BTPS 4.4 05/01/33 Corp 1-May-33__[sell BTP 4.4% May 2033 vs buy DBR 1.7% Aug 2032 04-Aug23 415 29-5ep-23 4691 153.0 170005518128
May'23 MPC 11-May-23 _ |Pay May'23-Aug'23 MPC Spread 17-Mar-23 4.2bp 14-Apr-23 25bp 40bp -20bp GPSF2A Curncy
Aug23 MPC 3-Aug-23__|Pay May'23-Aug'23 MIPC Spread 17-Mar-23 4.2bp 14-Apr-23 25bp 40bp ~20bp GPSFAA Curncy
Jun'23 MPC 22Jun-23__|Rec)un'23-Aug'23 MPC Spread 28-Apr-23 16.9bp. 24-May23 30bp Obp 25bp GPSF2A Curncy
Aug23 MPC 3-Aug23 __|Rec)un23-Aug'23 MPC Spread 28-Apr-23 16.9bp. 24-May-23 3000 Obp 25bp GPSF3A Curncy
Mar'24 MPC 21-Mar-24__|Rec. Dec'23-Mar'24 MPC 07-u-23 12bp 1990123 17bp Obp 22bp ‘GPSFGA BGN Curncy
Dec'23 MPC 14-Dec23__|Rec. Dec'23-Mar'24 MPC 07-Jul-23 12bp 19ul-23 “1.7bp Obp 22bp GPSF4A BGN Curncy
Mar'24 MPC 21-Mar-24__|Rec. Dec'23-Mar'24 MPC 18-Aug23 1ibp 08-5ep-23 0.3bp Obp 18bp GPSFSA BGN Curncy
Dec'23 MPC 14-Dec23__|Rec. Dec'23-Mar'24 MPC 18-Aug-23 11bp 08-5ep-23 0.3bp Obp 18bp GPSF3A BGN Curncy

Source: Morgan Stanley Research
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Exhibit 94: History of recommendations for credit trades

INSIGHT

iTraxx Xover Xover - 5xMain Decompression 05-Sep-22 562.00 03-Mar-23 401.00 ITRXEXE
Sx iTraxx Main sv Xover - 5xMain Decompression 05-Sep-22 114.00 03-Mar-23 77.00 ITRXEBE
iTraxx Main 3m Buy iTraxx Main 3m 1x2 Payer Spreads 14-0ct-22 0.00 13-Nov-22 0.00 ITRXEBE
iTraxx Main 3m Buy iTraxx Main 3m 1x2 Payer Spreads 29-Sep-22 0.00 29-Dec-22 0.00 ITRXEBE
iTraxx Xover SY Long iTraxx Main vs Xover on 4:1 Ratio 13-Nov-22 523.00 11-May-23 455.00 ITRXEXE
iTraxx Main SY Long iTraxx Main vs Xover on 4:1 Ratio 13-Nov-22 106.00 11-May-23 87.00 ITRXEBE
iTraxx Main Sy Long iTraxx Main vs CDX IG 13-Nov-22 106.00 11-May-23 87.00 ITRXEBE

CDX 16 5Y Long iTraxx Main vs CDX IG 13-Nov-22 89.00 11-May-23 81.00 IBOXUMAE
Long AT1vs. HY 04-Jun-23 155.40 08-Oct-23 157.6526 1BXXC2D1 Index
iTraxx X0 Long AT1 vs. HY 04-Jun-23 410.00 08-Oct-23 461.119 ITRXEXE Index

Buy Protection on HY 15-25% Tranche and IG 3-7% Tranche

25-Apr-22

13-1an-23

IBOXHYSE Index

5y [Buy Protection on HY 15-25% Tranche and IG 3-7% Tranche 25-Apr-22 346bp 13-Jan-23 367bp IBOXUMAE Index
CDX HY Sy s credit D ion (Short HY vs. IG) 10-May-22 479.2 13-Feb-23 428.467 1BOXHYSE Index
CDX16 5y s credit b ion (Short HY vs. IG) 10-May-22 86.6 13-Feb-23 70.463 IBOXUMAE Index
CDX16 55105 Credit Flatteners: CDX HY 3555 and CDX IG 55105 25-May-22 33.50 13-Jan-23 37.00 1BOXUMAE Index
CDX HY 3555 Credit Flatteners: CDX HY 3555 and CDX IG 55105 25-May-22 48.00 13-Jan-23 47.00 1BOXHYSE Index
Short-dated I6 5Y Long US Short-dated IG vs. S&P 500 16-Sep-22 005 13-Nov-22 570% IBOXUMAE Index
S&P 500 Long US Short-dated IG vs. S&P 500 16-Sep-22 3946.01 13-Nov-22 382811 SPX Index
CDX 16 3m Buy CDX IG 3m 1x2 Payer Spreads 29-Sep-22 0.00 29-Dec-22 0 IBOXUMAE Index
iTraxx Main sY Long iTraxx Main vs CDX 1G 13-Nov-22 106.00 11-May-23 87.00 ITRXEBE
CDX 16 sY Long iTraxx Main vs CDX G 13-Nov-22 89.00 11-May-23 81.00 IBOXUMAE
CDX 16 Credit Decompression (Long US IG vs. HY) 04-Jun-23 4505 12-Nov-23 467.208 1BOXHYSE Index
CDX HY Credit Decompression (Long US IG vs. HY) 04-Jun-23 713 12-Nov-23 69.478 1BOXUMAE Index

Buy Protection on HY 15-25% Tranche and IG 3-7% Tranche

25-Apr-22

13-Jan-23

IBOXHYSE Index

COXIG 5y [Buy Protection on HY 15-25% Tranche and IG 3-7% Tranche 25-Apr-22 346bp 13-Jan-23 367bp 1BOXUMAE Index
COX HY Sy |Us Credit Decompression (short HY vs. IG) 10-May-22 4792 13-Feb-23 428.467 1BOXHYSE Index
CDXIG 5y US Credit D (hort HY vs. 1G) 10-May-22 866 13-Feb-23 70.463 IBOXUMAE Index
CDXIG 55105 Credit Flatteners: CDX HY 3555 and CDX IG 5510 25-May-22 33.50 13-Jan-23 37.00 IBOXUMAE Index
COX HY 3555 Credit Flatteners: CDX HY 3555 and CDX IG 5510 25-May-22 48.00 13-Jan-23 47.00 1BOXHYSE Index
Short-dated IG sy Long US Short-dated IG vs. S&P 500 16-Sep-22 0.05 13-Nov-22 5.70% IBOXUMAE Index
S&P 500 Long US Short-dated IG vs. S&P 500 16-Sep-22 3946.01 13-Nov-22 3828.11 SPX Index
COXIG 3m Buy CDX IG 3m 1x2 Payer Spreads 29-Sep-22 0.00 29-Dec-22 0 IBOXUMAE Index
iTraxx Main 5Y Long iTraxx Main vs CDX IG 13-Nov-22 106.00 11-May-23 87.00 ITRXEBE
COXIG sY Long iTraxx Main vs CDX IG 13-Nov-22 89.00 11-May-23 81.00 IBOXUMAE
CDXIG Credit Decompression (Long US 1G vs. HY) 04-Jun-23 450.5 12-Nov-23 467.208 1BOXHYSE Index
COX HY Credit (Long US1G vs. HY) 04-Jun-23 713 12-Nov-23 69.478 IBOXUMAE Index

iTraxx Xover Xover - 5xMain Decompression 05-Sep-22 562.00 03-Mar-23 401.00 ITRXEXE
5x iTraxx Main sv Xover - 5xMain Decompression 05-Sep-22 114.00 03-Mar-23 77.00 ITRXEBE
iTraxx Xover SY Long iTraxx Main vs Xover on 4:1 Ratio 13-Nov-22 523.00 11-May-23 455.00 ITRXEXE
iTraxx Main 5Y Long iTraxx Main vs Xover on 4:1 Ratio 13-Nov-22 106.00 11-May-23 87.00 ITRXEBE
Long AT1 vs. HY 04-Jun-23 155.40 08-Oct-23 157.6526 IBXXC2D1 Index
iTraxx X0 Long AT1 vs. HY 04-Jun-23 410.00 08-Oct-23 461.119 ITRXEXE Index

Source: Morgan Stanley Research

Exhibit 95: History of recommendations for cross-asset trades

TOPIX Index Underwrite Japan Equities. Sell Topix 1yr 10% OTM Puts 25-May-22 4.6% 13-Jan-2: 1.40% TPX Index
TWSE Index Long Korea, Taiwan and Japan Equities 14-Oct- 13081, 13-Nov-2: 13638.81 TWSE Index
TPX Index Long Korea, Taiwan and Japan Equities 14-Oct- 1869.0¢ 13-Nov-2: 1949.49 TPX Index
KOSP! Index Long Korea, Taiwan and Japan Equities 14-Oct- 2202.0¢ 13-Nov-2: 242441 KOSPI Index
Topix Japan Long Japan 04-Jun- 2182.7¢ 08-Oct-23 226376 TPX Index

MSCI World Healthcare

Long DM Healthcare vs. Market

04-Jun-23

08-Oct-23

MXWOOHC Index

MSCI ACWI

Long DM Healthcare vs. Market

04-Jun-23

08-0ct-23

MXWD Index

cl y Buy Protection on HY 15-25% Tranche and IG 3-7% Tranche 25-Apr-22 580bp 13-Jan 714bp IBOXHYSE Index
COX I y Buy Protection on HY 15-25% Tranche and IG 3-7% Tranche 25-Apr-22 346bp 13-Jan 367bp IBOXUMAE Index
COX H y US Credit Decompression (short HY vs. 1G) 10-May-22 4792 13-Feb-; 428.467 IBOXHYSE Index
COX I y US Credit Decompression (Short HY vs. IG) 10-May-22 86.6 13-Feb- 70.463 IBOXUMAE Index
COX I 55105 Credit Flatteners: COX HY 3555 and CDX IG 55105 25-May-22 3350 13-Jan 37.00 IBOXUMAE Index
CDXHY 3555 Credit Flatteners: CDX HY 3555 and CDX IG 55105 25-May-22 48.00 13Jan-23 47.00 IBOXHYSE Index
Short-dated IG 5v Long US Short-dated IG vs. S&P 500 16-Sep-22 005 13-Nov-22 5.70% IBOXUMAE Index
S&P 500 Long US Short-dated IG vs. S&P 500 16-Sep-22 3946.01 13-Nov-22 382811 SPX Index
CDX1G 3m Buy CDX G 3m 1x2 Payer Spreads 29-Sep-22 0.00 29-Dec-22 0 IBOXUMAE Index
iTraxx Main 5Y Long iTraxx Main vs CDX1G 13-Nov-22 106.00 11-May-23 87.00 ITRXEBE
CDX1G 5Y Long iTraxx Main vs CDX1G 13-Nov-22 89.00 11-May-23 81.00 IBOXUMAE
CDX1G Credit (Long US 16 vs. HY) 04-Jun-23 4505 12-Nov-23 467.208 IBOXHYSE Index
CDXHY Credit (Long US1G vs. HY) 04-Jun-23 713 12-Nov-23 69.478 IBOXUMAE Index

US CLOs

Long CLO Barbell (80% AAAS, 20% BBs)

13-Nov-22

0.07

05-Apr-23

PCLOAAAT Index

I Long CLOAAA

[Long CLO AAAs

04-Jun-23

1+169.532

08-0ct-23

126.9

PCLOAAAT Index

Source: Morgan Stanley Research
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Appendix: Definition of terms

Buy/Long: The analyst expects the total or excess return (depending on the nature of the recommendation) of the instrument or issuer that
is the subject of the investment recommendation to be positive over the relevant time period.

Sell/Short: The analyst expects the total or excess return (depending on the nature of the recommendation) of the instrument or issuer that
is the subject of the investment recommendation to be negative over the relevant time period.

Selling protection or Buying Risk: The analyst expects that the price of protection against the event occurring will decrease over the relevant
time period.

Buying protection or Selling Risk: The analyst expects the price of protection against the event occurring will increase over the relevant time
period.

Pay: The analyst expects that over the specified time period the variable rate underlying the swap agreement that is the subject of the invest-
ment recommendation will increase.

Receive: The analyst expects that over the specified time period the variable rate underlying the swap agreement that is the subject of the
investment recommendation will decrease.

Like: Based on current market conditions as of the date of this report the analyst expects that the relevant securities of the issuer that is subject
of the recommendation will perform favorably over the relevant time period as compared to the overall market of comparable securities by

other issuers. This is not intended to be, nor should it be interpreted as a formal fundamental rating of the issuer or its creditworthiness.

Dislike: Based on current market conditions as of the date of this report the analyst expects that the relevant securities of the issuer that is
subject of the recommendation will perform unfavorably over the relevant time period as compared to the overall market of comparable
securities by otherissuers. Thisis notintended to be, nor should it be interpreted as a formal fundamental rating of the issuer or its creditworthi-

ness.

Unless otherwise specified, the time frame for recommendationsincluded in the Morgan Stanley Fixed Income Research reportsis 6-12 months
and the price of financial instruments mentioned in the recommendation is as at the date and time of publication of the recommendation.

When more than oneissuer orinstrumentisincludedin arecommendation, analyst expects one part of the trade to outperform the other trade
or combination of other trades included in the recommendation on a relative basis.

Forimportant disclosures related to the proportion of all investment recommendations over the past 12 months that fit each of the categories
defined above, and the proportion of issuers corresponding to each of those categories to which Morgan Stanley has supplied material services,
please see the Morgan Stanley disclosure at https://ny.matrix.ms.com/eqr/article/webapp/f15cba8e-6437-11ee-854e-201c12fd5adb
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L] L]
Disclosure Section
Mortgage Backed Securities (MBS) and Collateralized Mortgage Obligations (CMO)
Principal is returned on a monthly basis over the life of the security. Principal prepayment can significantly affect the monthly income stream and the maturity of any type of MBS, including
standard MBS, CMOs and Lottery Bonds. Yields and average lives are estimated based on prepayment assumptions and are subject to change based on actual prepayment of the mortgages
inthe underlying pools. The level of predictability of an MBS/CMO's average life, and its market price, depends on the type of MBS/CMO class purchased and interest rate movements. In general,
asinterest rates fall, prepayment speeds are likely toincrease, thus shortening the MBS/CMO's average life and likely causing its market price to rise. Conversely, asinterest rates rise, prepayment
speeds are likely to decrease, thus lengthening average life and likely causing the MBS/CMO's market price to fall. Some MBS/CMOs may have "original issue discount" (OID). OID occurs if the
MBS/CMO's original issue price is below its stated redemption price at maturity, and results in "imputed interest" that must be reported annually for tax purposes, resulting in a tax liability even
though interest was not received. Investors are urged to consult their tax advisors for more information. Government agency backing applies only to the face value of the CMO and not to any
premium paid.
The information and opinions in Morgan Stanley Research were prepared or are disseminated by Morgan Stanley & Co. LLC and/or Morgan Stanley CTV.M. S.A. and/or Morgan Stanley México,
Casa de Bolsa, S.A. de CV. and/or Morgan Stanley Canada Limited and/or Morgan Stanley & Co. International plc and/or Morgan Stanley Europe S.E. and/or RMB Morgan Stanley Proprietary
Limited and/or Morgan Stanley MUFG Securities Co,, Ltd. and/or Morgan Stanley Capital Group Japan Co, Ltd. and/or Morgan Stanley Asia Limited and/or Morgan Stanley Asia (Singapore)
Pte. (Registration number 1992062987) and/or Morgan Stanley Asia (Singapore) Securities Pte Ltd (Registration number 200008434H), regulated by the Monetary Authority of Singapore
(which accepts legal responsibility for its contents and should be contacted with respect to any matters arising from, or in connection with, Morgan Stanley Research) and/or Morgan Stanley
Taiwan Limited and/or Morgan Stanley & Co International plc, Seoul Branch, and/or Morgan Stanley Australia Limited (ABN. 67 003 734 576, holder of Australian financial services license
No. 233742, which accepts responsibility for its contents), and/or Morgan Stanley Wealth Management Australia Pty Ltd (A.BN. 19 009 145 555, holder of Australian financial services license
No. 240813, which accepts responsibility for its contents), and/or Morgan Stanley India Company Private Limited having Corporate Identification No (CIN) U22990MH1998PTC115305, regulated
by the Securities and Exchange Board of India (SEBI") and holder of licenses as a Research Analyst (SEBI Registration No. INHOOOOOTI05), Stock Broker (SEBI Stock Broker Registration No.
INZ000244438), Merchant Banker (SEBI Registration No. INMOOOOT11203), and depository participant with National Securities Depository Limited (SEBI Registration No.
IN-DP-NSDL-567-2021) having registered office at 18th Floor, Tower 2, One World Center, Plot- 841, Jupiter Textile Mill Compound, Senapati Bapat Marg, Lower Parel, Mumbai 400013, India
Telephone no. +91-22-61181000; Compliance Officer Details: Mr. Anil Shenoy, Tel. No.: +91-22-61181000 or Email: Anil.Shenoy@morganstanley.com; Grievance officer details: Mr. Anil Shenoy,
Tel. No.: +91-22-61T181000 or Email: msic-compliance@morganstanley.com which accepts the responsibility for its contents and should be contacted with respect to any matters arising from,
or in connection with, Morgan Stanley Research, and their affiliates (collectively, "Morgan Stanley".
For important disclosures, stock price charts and equity rating histories regarding companies that are the subject of this report, please see the Morgan Stanley Research Disclosure Website
at www.morganstanley.com/researchdisclosures, or contact your investment representative or Morgan Stanley Research at 1585 Broadway, (Attention: Research Management), New York, NY,
10036 USA.
Forvaluation methodology and risks associated with any recommendation, rating or price target referencedin this research report, please contact the Client Support Team as follows: US/Canada
+1 800 303-2495; Hong Kong +852 2848-5999; Latin America +1 718 754-5444 (U.S); London +44 (0)20-7425-8169; Singapore +65 6834-6860; Sydney +61(0)2-9770-1505; Tokyo +81
(0)3-6836-9000. Alternatively you may contact your investment representative or Morgan Stanley Research at 1585 Broadway, (Attention: Research Management), New York, NY 10036 USA.

Analyst Certification

The following analysts hereby certify that their views about the companies and their securities discussed in this report are accurately expressed and that they have not received and will not
receive direct or indirect compensation in exchange for expressing specific recommendations or views in this report: David S. Adams, CFA; Arif Ahmed; Jay Bacow; Aron Becker; Daniel K Blake;
Barbara ABoakye, CFA; Stephen C Byrd; Karen Chen; Min Dai; Guneet Dhingra, CFA; James Egan; Jonathan F Garner; Vasundhara Goel; Amy Gower (Amy Sergeant), CFA; Ronald Ho, CFA; Matthew
Hornbach; Joyce Jiang; Stephan M Kessler; James K Lord; Giorgio Magagnotti, CFA; Neville Z Mandimika; Eric S Oynoyan; Kelvin Pang; Vishwas Patkar; Martijn Rats, CFA; Mark T Schmidt, CFA;
Soham Sen; Andrew Sheets; Erika J Singh-Cundy; Koichi Sugisaki; Serena W Tang; Vishwanath Tirupattur; Simon Waever; Andrew M Watrous; Michael ) Wilson; Gilbert Wong, CFA; loana Zamfir;
Zuri Z Zhao.

Global Research Conflict Management Policy
Morgan Stanley Research has been published in accordance with our conflict management policy, which is available at www.morganstanley.com/institutional/research/conflictpolicies. A

Portuguese version of the policy can be found at www.morganstanley.com.br

Important Regulatory Disclosures on Subject Companies

Within the last 12 months, Morgan Stanley managed or co-managed a public offering (or 144A offering) of securities of Brazil, Germany, Mexico, United States of America.

Within the last 12 months, Morgan Stanley has received compensation for investment banking services from Brazil, Germany, Indonesia, Italy, Mexico.

In the next 3 months, Morgan Stanley expects to receive or intends to seek compensation for investment banking services from Australia, Brazil, Canada, Colombia, Germany, Indonesia, Italy,
Japan, Mexico, United Kingdom, United States of America.

Within the last 12 months, Morgan Stanley has received compensation for products and services other than investment banking services from Brazil, Germany, Italy.

Within the last 12 months, Morgan Stanley has provided or is providing investment banking services to, or has an investment banking client relationship with, the following company: Australia,
Brazil, Canada, Colombia, Germany, Indonesia, Italy, Japan, Mexico, United Kingdom, United States of America.

Within the last 12 months, Morgan Stanley has either provided or is providing non-investment banking, securities-related services to and/or in the past has entered into an agreement to provide
services or has a client relationship with the following company: Brazil, Germany, Italy, Mexico, New Zealand.

The equity research analysts or strategists principally responsible for the preparation of Morgan Stanley Research have received compensation based upon various factors, including quality
of research, investor client feedback, stock picking, competitive factors, firm revenues and overall investment banking revenues. Equity Research analysts' or strategists' compensation is not
linked to investment banking or capital markets transactions performed by Morgan Stanley or the profitability or revenues of particular trading desks.

Morgan Stanley and its affiliates do business that relates to companies/instruments covered in Morgan Stanley Research, including market making, providing liquidity, fund management,
commercial banking, extension of credit, investment services and investment banking. Morgan Stanley sells to and buys from customers the securities/instruments of companies covered in
Morgan Stanley Research on a principal basis. Morgan Stanley may have a position in the debt of the Company or instruments discussed in this report. Morgan Stanley trades or may trade
as principal in the debt securities (or in related derivatives) that are the subject of the debt research report.

Certain disclosures listed above are also for compliance with applicable regulations in non-US jurisdictions.
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STOCK RATINGS

Morgan Stanley uses a relative rating system using terms such as Overweight, Equal-weight, Not-Rated or Underweight (see definitions below). Morgan Stanley does not assign ratings of Buy,
Hold or Sell to the stocks we cover. Overweight, Equal-weight, Not-Rated and Underweight are not the equivalent of buy, hold and sell. Investors should carefully read the definitions of all
ratings usedin Morgan Stanley Research. In addition, since Morgan Stanley Research contains more complete information concerning the analyst's views, investors should carefully read Morgan
Stanley Research, in its entirety, and not infer the contents from the rating alone. In any case, ratings (or research) should not be used or relied upon as investment advice. An investor's decision
to buy or sell a stock should depend on individual circumstances (such as the investor's existing holdings) and other considerations.

Global Stock Ratings Distribution

(as of October 31,2023)

The Stock Ratings described below apply to Morgan Stanley's Fundamental Equity Research and do not apply to Debt Research produced by the Firm.

For disclosure purposes only (in accordance with FINRA requirements), we include the category headings of Buy, Hold, and Sell alongside our ratings of Overweight, Equal-weight, Not-Rated
and Underweight. Morgan Stanley does not assign ratings of Buy, Hold or Sell to the stocks we cover. Overweight, Equal-weight, Not-Rated and Underweight are not the equivalent of buy,
hold, and sell but represent recommended relative weightings (see definitions below). To satisfy regulatory requirements, we correspond Overweight, our most positive stock rating, with a
buy recommendation; we correspond Equal-weight and Not-Rated to hold and Underweight to sell recommendations, respectively.

Other Material Investment Services

Coverage Universe Investment Banking Clients (IBC) )
Clients (MISC)
Stock Rating % of Rating % of Total Other
Count % of Total Count % of Total IBC Count
Category Category MISC
Overweight/Buy 1337 37% 270 43% 20% 594 39%
Equal-weight/Hold 1664 46% 299 47% 18% 700 46%
Not-Rated/Hold 3 0% 0 0% 0% 1 0%
Underweight/Sell 588 16% 61 10% 10% 220 15%
Total 3,592 630 1515

Data include common stock and ADRs currently assigned ratings. Investment Banking Clients are companies from whom Morgan Stanley received investment banking compensation in the
last 12 months. Due to rounding off of decimals, the percentages provided in the "% of total" column may not add up to exactly 100 percent.

Analyst Stock Ratings

Overweight (O or Over) - The stock's total return is expected to exceed the total return of the relevant country MSCl Index or the average total return of the analyst's industry (or industry
team’s) coverage universe, on a risk-adjusted basis over the next 1218 months.

Equal-weight (E or Equal) - The stock's total return is expected to be in line with the total return of the relevant country MSCl Index or the average total return of the analyst's industry (or
industry team's) coverage universe, on a risk-adjusted basis over the next 12-18 months.

Not-Rated (NR) - Currently the analyst does not have adequate conviction about the stock's total return relative to the relevant country MSClIndex or the average total return of the analyst's
industry (or industry team's) coverage universe, on a risk-adjusted basis, over the next 12-18 months.

Underweight (U or Under) - The stock's total return is expected to be below the total return of the relevant country MSCl Index or the average total return of the analyst's industry (or industry
team's) coverage universe, on a risk-adjusted basis, over the next 1218 months.

Unless otherwise specified, the time frame for price targets included in Morgan Stanley Research is 12 to 18 months.

Analyst Industry Views

Attractive (A): The analyst expects the performance of his or her industry coverage universe over the next 12-18 months to be attractive vs. the relevant broad market benchmark, as indicated
below.

In-Line ([): The analyst expects the performance of his or her industry coverage universe over the next 1218 months to be in line with the relevant broad market benchmark, as indicated below.
Cautious (O): The analyst views the performance of his or her industry coverage universe over the next 12-18 months with caution vs. the relevant broad market benchmark, as indicated below.
Benchmarks for each region are as follows: North America - S&P 500; Latin America - relevant MSCI country index or MSCI Latin America Index; Europe - MSCI Europe; Japan - TOPIX; Asia -
relevant MSCI country index or MSCI sub-regional index or MSCI AC Asia Pacific ex Japan Index.

Important Disclosures for Morgan Stanley Smith Barney LLC & E*TRADE Securities LLC Customers

Important disclosures regarding the relationship between the companies that are the subject of Morgan Stanley Research and Morgan Stanley Smith Barney LLC or Morgan Stanley or any
of their affiliates, are available on the Morgan Stanley Wealth Management disclosure website at www.morganstanley.com/online/researchdisclosures. For Morgan Stanley specific disclosures,
you may refer to www.morganstanley.com/researchdisclosures.

Each Morgan Stanley research report is reviewed and approved on behalf of Morgan Stanley Smith Barney LLC and EXTRADE Securities LLC. This review and approval is conducted by the

same person who reviews the research report on behalf of Morgan Stanley. This could create a conflict of interest.

Other Important Disclosures

Morgan Stanley & Co. International PLC and its affiliates have a significant financial interest in the debt securities of Australia, Brazil, Canada, China, Colombia, Germany, Indonesia, Italy, Japan,
Mexico, New Zealand, South Africa, United Kingdom.

Morgan Stanley Research policy is to update research reports as and when the Research Analyst and Research Management deem appropriate, based on developments with the issuer, the
sector, or the market that may have a material impact on the research views or opinions stated therein. In addition, certain Research publications are intended to be updated on a regular periodic
basis (weekly/monthly/quarterly/annual) and will ordinarily be updated with that frequency, unless the Research Analyst and Research Management determine that a different publication

schedule is appropriate based on current conditions.
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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.

Morgan Stanley produces an equity research product called a"Tactical Idea." Views containedin a "Tactical Idea" on a particular stock may be contrary to the recommendations or views expressed
in research on the same stock. This may be the result of differing time horizons, methodologies, market events, or other factors. For all research available on a particular stock, please contact
your sales representative or go to Matrix at http://www.morganstanley.com/matrix.

Morgan Stanley Researchis provided to our clients through our proprietary research portal on Matrixand also distributed electronically by Morgan Stanley to clients. Certain, but not all, Morgan
Stanley Research products are also made available to clients through third-party vendors or redistributed to clients through alternate electronic means as a convenience. For access to all
available Morgan Stanley Research, please contact your sales representative or go to Matrix at http//www.morganstanley.com/matrix.

Any access and/or use of Morgan Stanley Research is subject to Morgan Stanley's Terms of Use (http://www.morganstanley.com/terms.html). By accessing and/or using Morgan Stanley
Research, you are indicating that you have read and agree to be bound by our Terms of Use (http://www.morganstanley.com/terms.html). In addition you consent to Morgan Stanley processing
your personal data and using cookies in accordance with our Privacy Policy and our Global Cookies Policy (http:/Awww.morganstanley.com/privacy_pledge.html), including for the purposes of
setting your preferences and to collect readership data so that we can deliver better and more personalized service and products to you. To find out more information about how Morgan Stanley
processes personal data, how we use cookies and how to reject cookies see our Privacy Policy and our Global Cookies Policy (http://www.morganstanley.com/privacy_pledge html).

If you do not agree to our Terms of Use and/or if you do not wish to provide your consent to Morgan Stanley processing your personal data or using cookies please do not access our research.
Morgan Stanley Research does not provide individually tailored investment advice. Morgan Stanley Research has been prepared without regard to the circumstances and objectives of those
who receive it. Morgan Stanley recommends that investors independently evaluate particular investments and strategies, and encourages investors to seek the advice of a financial adviser.
The appropriateness of an investment or strategy will depend on an investor's circumstances and objectives. The securities, instruments, or strategies discussed in Morgan Stanley Research
may not be suitable for all investors, and certain investors may not be eligible to purchase or participate in some or all of them. Morgan Stanley Research is not an offer to buy or sell or the
solicitation of an offer to buy or sell any security/instrument or to participate in any particular trading strategy. The value of and income from your investments may vary because of changes
ininterest rates, foreign exchange rates, default rates, prepayment rates, securities/instruments prices, market indexes, operational or financial conditions of companies or other factors. There
may be time limitations on the exercise of options or other rights in securities/instruments transactions. Past performance is not necessarily a guide to future performance. Estimates of future
performance are based on assumptions that may not be realized. If provided, and unless otherwise stated, the closing price on the cover page is that of the primary exchange for the subject
company's securities/instruments.

The fixed income research analysts, strategists or economists principally responsible for the preparation of Morgan Stanley Research have received compensation based upon various factors,
including quality, accuracy and value of research, firm profitability or revenues (which include fixed income trading and capital markets profitability or revenues), client feedback and competitive
factors. Fixed Income Research analysts', strategists' or economists' compensation is not linked to investment banking or capital markets transactions performed by Morgan Stanley or the
profitability or revenues of particular trading desks.

The "Important Regulatory Disclosures on Subject Companies” section in Morgan Stanley Research lists all companies mentioned where Morgan Stanley owns 1% or more of a class of common
equity securities of the companies. For all other companies mentioned in Morgan Stanley Research, Morgan Stanley may have an investment of less than 1% in securities/instruments or
derivatives of securities/instruments of companies and may trade them in ways different from those discussed in Morgan Stanley Research. Employees of Morgan Stanley not involved in the
preparation of Morgan Stanley Research may have investments in securities/instruments or derivatives of securities/instruments of companies mentioned and may trade them in ways different
from those discussed in Morgan Stanley Research. Derivatives may be issued by Morgan Stanley or associated persons.

With the exception of information regarding Morgan Stanley, Morgan Stanley Research is based on public information. Morgan Stanley makes every effort to use reliable, comprehensive
information, but we make no representation that it is accurate or complete. We have no obligation to tell you when opinions or information in Morgan Stanley Research change apart from
whenwe intend to discontinue equity research coverage of a subject company. Facts and views presented in Morgan Stanley Research have not been reviewed by, and may not reflect information
known to, professionals in other Morgan Stanley business areas, including investment banking personnel.

Morgan Stanley Research personnel may participate in company events such as site visits and are generally prohibited from accepting payment by the company of associated expenses unless
pre-approved by authorized members of Research management.

Morgan Stanley may make investment decisions that are inconsistent with the recommendations or views in this report.

To our readers based in Taiwan or trading in Taiwan securities/instruments: Information on securities/instruments that trade in Taiwan is distributed by Morgan Stanley Taiwan Limited ('MSTL").
Such information is for your reference only. The reader should independently evaluate the investment risks and is solely responsible for their investment decisions. Morgan Stanley Research
may not be distributed to the public media or quoted or used by the public media without the express written consent of Morgan Stanley. Any non-customer reader within the scope of Article
7-1of the Taiwan Stock Exchange Recommendation Regulations accessing and/or receiving Morgan Stanley Research is not permitted to provide Morgan Stanley Research to any third party
(including but not limited to related parties, affiliated companies and any other third parties) or engage in any activities regarding Morgan Stanley Research which may create or give the
appearance of creating a conflict of interest. Information on securities/instruments that do not trade in Taiwan is for informational purposes only and is not to be construed as a recommendation
or a solicitation to trade in such securities/instruments. MSTL may not execute transactions for clients in these securities/instruments.

Certain information in Morgan Stanley Research was sourced by employees of the Shanghai Representative Office of Morgan Stanley Asia Limited for the use of Morgan Stanley Asia Limited.
Morgan Stanley is not incorporated under PRC law and the research in relation to this report is conducted outside the PRC. Morgan Stanley Research does not constitute an offer to sell or
the solicitation of an offer to buy any securities in the PRC. PRC investors shall have the relevant qualifications to invest in such securities and shall be responsible for obtaining all relevant
approvals, licenses, verifications and/or registrations from the relevant governmental authorities themselves. Neither this report nor any part of it is intended as, or shall constitute, provision
of any consultancy or advisory service of securities investment as defined under PRC law. Such information is provided for your reference only.

Morgan Stanley Research is disseminated in Brazil by Morgan Stanley CT.V.M. S.A. located at Av. Brigadeiro Faria Lima, 3600, 6th floor, Sdo Paulo - SP, Brazil; and is regulated by the Comissao
de Valores Mobiligrios; in Mexico by Morgan Stanley México, Casa de Bolsa, S.A. de CV which is regulated by Comision Nacional Bancaria y de Valores. Paseo de los Tamarindos 90, Torre 1,
Col. Bosques de las Lomas Floor 29, 05120 Mexico City; in Japan by Morgan Stanley MUFG Securities Co,, Ltd. and, for Commodities related research reports only, Morgan Stanley Capital Group
Japan Co, Ltd; in Hong Kong by Morgan Stanley Asia Limited (which accepts responsibility for its contents) and by Morgan Stanley Bank Asia Limited; in Singapore by Morgan Stanley Asia
(Singapore) Pte. (Registration number 1992062982) and/or Morgan Stanley Asia (Singapore) Securities Pte Ltd (Registration number 200008434H), regulated by the Monetary Authority of
Singapore (which accepts legal responsibility for its contents and should be contacted with respect to any matters arising from, or in connection with, Morgan Stanley Research) and by Morgan
Stanley Bank Asia Limited, Singapore Branch (Registration number T14FCOT18)); in Australia to "wholesale clients" within the meaning of the Australian Corporations Act by Morgan Stanley
Australia Limited A.BN. 67 003 734 576, holder of Australian financial services license No. 233742, which accepts responsibility for its contents; in Australia to "wholesale clients" and "retail
clients" within the meaning of the Australian Corporations Act by Morgan Stanley Wealth Management Australia Pty Ltd (ABN. 19 009 145 555, holder of Australian financial services license
No. 240813, which accepts responsibility for its contents; in Korea by Morgan Stanley & Co International plc, Seoul Branch; in India by Morgan Stanley India Company Private Limited having
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Corporate Identification No (CIN) U22990MH1998PTC115305, regulated by the Securities and Exchange Board of India (“SEBI") and holder of licenses as a Research Analyst (SEBI Registration
No. INHOOO0OTIOS); Stock Broker (SEBI Stock Broker Registration No. INZO00244438), Merchant Banker (SEBI Registration No. INMOOOO11203), and depository participant with National
Securities Depository Limited (SEBI Registration No. IN-DP-NSDL-567-2021) having registered office at 18th Floor, Tower 2, One World Center, Plot- 841, Jupiter Textile Mill Compound, Senapati
Bapat Marg, Lower Parel, Mumbai 400013, India Telephone no. +91-22-61181000; Compliance Officer Details: Mr. Anil Shenoy, Tel. No. +91-22-61181000 or Email:
Anil.Shenoy@morganstanley.com; Grievance officer details: Mr. Anil Shenoy, Tel. No.: +91-22-61181000 or Email: msic-compliance@morganstanley.com; in Canada by Morgan Stanley Canada
Limited; in Germany and the European Economic Area where required by Morgan Stanley Europe S.E., authorised and regulated by Bundesanstalt fuer Finanzdienstleistungsaufsicht (BaFin)
under the reference number 149169; in the US by Morgan Stanley & Co. LLC, which accepts responsibility for its contents. Morgan Stanley & Co. International plc, authorized by the Prudential
Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority, disseminates in the UK research that it has prepared, and research which has
been prepared by any of its affiliates, only to persons who (i) are investment professionals falling within Article 19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order
2005 (as amended, the “Order”; (i) are persons who are high net worth entities falling within Article 49(2)(a) to (d) of the Order; or (ii) are persons to whom an invitation or inducement to
engage in investment activity (within the meaning of section 21 of the Financial Services and Markets Act 2000, as amended) may otherwise lawfully be communicated or caused to be
communicated. RMB Morgan Stanley Proprietary Limited is amember of the JSE Limited and A2X (Pty) Ltd. RMB Morgan Stanley Proprietary Limited is a joint venture owned equally by Morgan
Stanley International Holdings Inc. and RMB Investment Advisory (Proprietary) Limited, which is wholly owned by FirstRand Limited. The information in Morgan Stanley Research is being
disseminated by Morgan Stanley Saudi Arabia, regulated by the Capital Market Authority in the Kingdom of Saudi Arabia, and is directed at Sophisticated investors only.

The information in Morgan Stanley Research is being communicated by Morgan Stanley & Co. International plc (DIFC Branch), regulated by the Dubai Financial Services Authority (the DFSA),
and is directed at Professional Clients only, as defined by the DFSA. The financial products or financial services to which this research relates will only be made available to a customer who
we are satisfied meets the regulatory criteria to be a Professional Client. A distribution of the different MS Research ratings or recommendations, in percentage terms for Investments in each
sector covered, is available upon request from your sales representative.

The information in Morgan Stanley Research is being communicated by Morgan Stanley & Co. International plc (QFC Branch), regulated by the Qatar Financial Centre Regulatory Authority
(the QFCRA), and is directed at business customers and market counterparties only and is not intended for Retail Customers as defined by the QFCRA.

As required by the Capital Markets Board of Turkey, investment information, comments and recommendations stated here, are not within the scope of investment advisory activity. Investment
advisory service is provided exclusively to persons based on their risk and income preferences by the authorized firms. Comments and recommendations stated here are general in nature. These
opinions may not fit to your financial status, risk and return preferences. For this reason, to make an investment decision by relying solely to this information stated here may not bring about
outcomes that fit your expectations.

The trademarks and service marks contained in Morgan Stanley Research are the property of their respective owners. Third-party data providers make no warranties or representations relating
to the accuracy, completeness, or timeliness of the data they provide and shall not have liability for any damages relating to such data. The Global Industry Classification Standard (GICS) was
developed by and is the exclusive property of MSCl and S&P.

Morgan Stanley Research, or any portion thereof may not be reprinted, sold or redistributed without the written consent of Morgan Stanley.

Indicators and trackers referenced in Morgan Stanley Research may not be used as, or treated as, a benchmark under Regulation EU 2016/101, or any other similar framework.

The issuers and/or fixed income products recommended or discussed in certain fixed income research reports may not be continuously followed. Accordingly, investors should regard those
fixed income research reports as providing stand-alone analysis and should not expect continuing analysis or additional reports relating to such issuers and/or individual fixed income products.

Morgan Stanley may hold, from time to time, material financial and commercial interests regarding the company subject to the Research report.

Registration granted by SEBI and certification from the National Institute of Securities Markets (NISM) in no way guarantee performance
of the intermediary or provide any assurance of returns to investors. Investment in securities market are subject to market risks. Read
all the related documents carefully before investing.

The following authors are Fixed Income Research Analysts/Strategists and are not opining on or expressing recommendations on equity securities: Vasundhara Goel; Mark T Schmidt, CFA; Aron
Becker; Min Dai; David S. Adams, CFA; Kelvin Pang; Koichi Sugisaki; James K Lord; Eric S Oynoyan; loana Zamfir; Andrew Sheets; Neville Z Mandimika; Andrew M Watrous; Joyce Jiang; Karen Chen;
Vishwanath Tirupattur; James Egan; Matthew Hornbach; Simon Waever; Barbara A Boakye, CFA; Guneet Dhingra, CFA; Vishwas Patkar; Jay Bacow; Zuri Z Zhao.



The Americas
1585 Broadway
New York, NY 10036-8293
United States
Tel: +1 (1) 212 761 4000

Morgan Stanley

© Morgan Stanley 2023

Europe
20 Bank Street, Canary Wharf
London E14 4AD
United Kingdom
Tel: +44 (0) 20 7 425 8000

Japan
1-9-7 Otemachi, Chiyoda-ku
Tokyo 100-8104
Japan

Tel: +81(0) 3 6836 5000

Asia/Pacific
TAustin Road West
Kowloon
Hong Kong
Tel: +852 2848 5200




	--- - 1
	2024 Global Strategy Outlook: Threading the Needle
	Morgan Stanley does and seeks to do business with companies covered in Morgan Stanley Research. As a result, investors should be 

	--- - 2
	Global Insight English - 3
	Contributors  

	--- - 4
	6  Cross-Asset Strategy: Threading the Needle 16 Key Calls by Asset Class 17 Our Discretionary Multi-Asset Portfolio 20 Top Trade
	For individual investors, our market outlook should be seen in the context of a long investment horizon that is underpinned by a 
	Outlook2024ImageprintOnly

	--- - 5
	--- - 6
	--- - 7
	--- - 8
	--- - 9
	--- - 10
	--- - 11
	Global Insight English - 12
	Global Insight English - 13
	Global Insight English - 14
	Global Insight English - 15
	--- - 16
	Key Calls by Asset Class

	--- - 17
	--- - 18
	Global Insight English - 19
	--- - 20
	Top Trades Across Asset Classes

	--- - 21
	--- - 22
	--- - 23
	--- - 24
	--- - 25
	Global Insight English - 26
	--- - 27
	--- - 28
	--- - 29
	--- - 30
	--- - 31
	--- - 32
	--- - 33
	--- - 34
	--- - 35
	--- - 36
	--- - 37
	--- - 38
	--- - 39
	--- - 40
	--- - 41
	--- - 42
	--- - 43
	--- - 44
	Munis: Twice Is Nice

	--- - 45
	--- - 46
	--- - 47
	--- - 48
	--- - 49
	--- - 50
	--- - 51
	--- - 52
	--- - 53
	--- - 54
	What We Debated

	--- - 55
	Global Insight English - 56
	--- - 57
	--- - 58
	Morgan Stanley Key Economic Forecasts

	--- - 59
	--- - 60
	Morgan Stanley Government Bond Yield/Spread Forecasts

	--- - 61
	Morgan Stanley Cross-Asset Benchmark

	--- - 62
	Global Insight English - 63
	--- - 64
	Section Headline is Hidden

	--- - 65
	--- - 66
	--- - 67
	--- - 68
	--- - 69
	The Americas 1585 Broadway New York, NY 10036-8293 United States Tel: +1 (1) 212 761 4000 Europe 20 Bank Street, Canary Wharf Lon


