
market commentary global investment committee

august 5, 2011

analysis authors

Global Investment 
Committee 
Special Bulletin

Our core investment strategy call is that the US  
and global economies are not headed for another 
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the global financial crisis. 
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The average US stock market correction since 1960 
is 10%; through today, the Standard & Poor's 500 Index 
is down 12%. Obviously, averages are only averages and 
this correction could have more of a run in price and 
time. However, we are not market timers. Accordingly, 
our broad tactical asset allocation guidance—overweight 
risk assets, underweight safe havens—remains unchanged.

The softness in US and global growth has been more 
pronounced and has lasted longer than we’d originally 
thought was likely. However, the latest US economic 
data—moderating initial unemployment claims, modest 
job growth and a downtick in the unemployment rate to 
9.1%—are inconsistent with a US economy entering reces-
sion; so is the latest reading on the index of US Leading 
Economic Indicators, which was up 0.3 in June.  What’s 
more, policy remains supportive—the Federal Reserve 
is slowly rolling out of its second round of Quantitative 
Ease with no increase in policy rates for the foreseeable 

future. The US yield curve remains positively sloped and 
the real policy rate is negative, both of which are good 
leading indicators of positive GDP and profit growth (see 
Chart 1). A fiscal policy disaster—a US default—has been 
avoided, with a compromise that provides an increase in 
the debt limit and a deficit-reduction plan that is back 
loaded. Indeed, short-term fiscal stimulus could be ap-
proved this autumn if job creation remains lackluster.

In Europe, unfortunately, policy missteps surround-
ing sovereign debt issues and a needless hike in interest 
rates by the European Central Bank (ECB) contributed 
to the sell-off. However, we now think that the ECB, like 
the Fed, will hold off hiking rates well into 2012. More-
over, in the large emerging market (EM) economies like 
China, we think that prior central-bank tightening is in 
the process of delivering deceleration in both inflation 
and GDP growth that will soon allow monetary policy 
tightening to end. On balance, this leaves us comfortable 
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Source: FactSet, Morgan Stanley Smith Barney as of June 30, 2011
Note: Real fed-funds is the fed-funds target rate minus US personal consumption expenditures core price; yield curve slope is the yield on the 30-year US 
Treasury bond minus the 90-day US Treasury bill rate.

Chart 1: Real Fed-Funds, Yield Curve 
Slope and Corporate Profits   
   

The US yield curve remains positively sloped and the real fed-funds  
rate is negative, both of which are good leading indicators of positive 
GDP and profit growth.  
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with our expectation of 4% global GDP growth this year. 
Importantly, one thing that hasn’t shown any sign of 

softness is profit growth for the S&P 500. With more than 
80% of S&P 500 companies reporting, second-quarter 
earnings-per-share (EPS) growth has exceeded expecta-
tions by 4%. Adam Parker, Morgan Stanley’s US equity 
strategist, recently raised his forecast to more than $96 
for 2011 and in excess of $103 for 2012; consensus is nearly 
$99 and $114, respectively. Global EPS growth is also 
expected to remain solid.  

Alongside the stock market correction, volatility has 
been rising. Yet, history tells us that after corrections run 

their course and volatility peaks, forward equity returns 
are usually positive (see Chart 2). Given the decline in 
stock prices, valuation is also unchallenging. The 52-week 
forward price/earnings multiple on US equities is 11, on 
global equities it’s 9, and on EM equities, it’s 10. Finally, 
sentiment is bearish. The latest American Association of 
Individual Investors survey shows 50% bears and 27% 
bulls, or net -23%; sentiment is generally a contrarian 
indicator, so this, too, is encouraging. 

Thus, for all the reasons cited above, we believe the 
recent sell-off to be a market correction, not the start of 
a cyclical bear market.  

Chart 2: Stock Market Volatility and 
Forward One-Year S&P 500 Returns  
    

History tells us that after corrections run their course and volatility 
peaks, forward equity returns are usually positive. To measure 
volatility, we use the Chicago Board Options Exchange Market 
Volatility Index, which is also known as the VIX.

Chicago Board Options Exchange Market Volatility Index (VIX)
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Note: The call-outs at the volatility peaks show the S&P 500 returns for the one-year periods starting on those dates.
Source: FactSet as of July 29, 2011 
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The Global Investment Committee provides guidance on asset allocation decisions through 
its various model portfolios. The eight models below are recommended for accounts with 
$1 million to $20 million in investable assets. They are based on an increasing scale of risk 
(expected volatility) and expected return.

Global Investment Committee  
Tactical Asset Allocation

global cash

global bonds

global equities

global alternative /absolute 
return investments

key

conservative moderate

moderate

aggressive

68% Investment Grade Bonds

23% Global 
Cash

9% Inflation-
Linked Securities

MODEL 1
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MODEL 2

30% Investment 
Grade Bonds
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MODEL 3

20% Investment 
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MODEL 4

10% Investment 
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MODEL 6
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This material has been prepared for informational purposes only and is not an offer to buy or sell or a solicitation of any offer to buy or sell any security or other 
financial instrument or to participate in any trading strategy. This is not a research report and was not prepared by the Research Departments of Morgan Stanley 
& Co. LLC or Citigroup Global Markets Inc. The views and opinions contained in this material are those of the author(s) and may differ materially from the views 
and opinions of others at Morgan Stanley Smith Barney LLC or any of its affiliate companies. Past performance is not necessarily a guide to future performance. 
Please refer to important information, disclosures and qualifications at the end of this material.

The author(s) (if any authors are noted) principally responsible for the preparation of this material receive compensation based upon various factors, including 
quality and accuracy of their work, firm revenues (including trading and capital markets revenues), client feedback and competitive factors. Morgan Stanley  
Smith Barney is involved in many businesses that may relate to companies, securities or instruments mentioned in this material.

This material has been prepared for informational purposes only and is not an offer to buy or sell or a solicitation of any offer to buy or sell any security/instrument, 
or to participate in any trading strategy. Any such offer would be made only after a prospective investor had completed its own independent investigation of the 
securities, instruments or transactions, and received all information it required to make its own investment decision, including, where applicable, a review of any 
offering circular or memorandum describing such security or instrument. That information would contain material information not contained herein and to which 
prospective participants are referred. This material is based on public information as of the specified date, and may be stale thereafter. We have no obligation 
to tell you when information herein may change. We make no representation or warranty with respect to the accuracy or completeness of this material. 
Morgan Stanley Smith Barney has no obligation to provide updated information on the securities/instruments mentioned herein.

The securities/instruments discussed in this material may not be suitable for all investors. The appropriateness of a particular investment or strategy will depend 
on an investor’s individual circumstances and objectives. Morgan Stanley Smith Barney recommends that investors independently evaluate specific investments and 
strategies, and encourages investors to seek the advice of a financial advisor. The value of and income from investments may vary because of changes in interest 
rates, foreign exchange rates, default rates, prepayment rates, securities/instruments prices, market indexes, operational or financial conditions of companies and 
other issuers or other factors. Estimates of future performance are based on assumptions that may not be realized. Actual events may differ from those assumed and 
changes to any assumptions may have a material impact on any projections or estimates. Other events not taken into account may occur and may significantly affect 
the projections or estimates. Certain assumptions may have been made for modeling purposes only to simplify the presentation and/or calculation of any projections 
or estimates, and Morgan Stanley Smith Barney does not represent that any such assumptions will reflect actual future events. Accordingly, there can be no 
assurance that estimated returns or projections will be realized or that actual returns or performance results will not materially differ from those estimated herein. 

This material should not be viewed as advice or recommendations with respect to asset allocation or any particular investment. This information is not intended 
to, and should not, form a primary basis for any investment decisions that you may make. Morgan Stanley Smith Barney is not acting as a fiduciary under either the 
Employee Retirement Income Security Act of 1974, as amended or under section 4975 of the Internal revenue Code of 1986 as amended in providing this material. 

Morgan Stanley Smith Barney and its affiliates do not render advice on tax and tax accounting matters to clients. This material was not intended or written 
to be used, and it cannot be used or relied upon by any recipient, for any purpose, including the purpose of avoiding penalties that may be imposed on 
the taxpayer under U.S. federal tax laws. Each client should consult his/her personal tax and/or legal advisor to learn about any potential tax or other 
implications that may result from acting on a particular recommendation.

International investing entails greater risk, as well as greater potential rewards compared to U.S. investing. These risks include political and economic uncertainties 
of foreign countries as well as the risk of currency fluctuations. These risks are magnified in countries with emerging markets, since these countries may have 
relatively unstable governments and less established markets and economies. 

Disclosures

STANDARD & POOR’S 500 index  This capital-
ization-weighted index comprises 500 leading 
companies in some of the foremost industries of 
the US economy.

CHICAGO BOARD OPTIONS EXCHANGE MAR-
KET VOLATILITY INDEX This index, also known 
as the “VIX,” measures the implied volatility of 
Standard & Poor’s 500 options; the higher the 
number, the greater the volatility.

Index Definitions
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Bonds are subject to interest rate risk. When interest rates rise, bond prices fall; generally the longer a bond’s maturity, the more sensitive it is to this risk. 
Bonds may also be subject to call risk, which is the risk that the issuer will redeem the debt at its option, fully or partially, before the scheduled maturity date. 
The market value of debt instruments may fluctuate, and proceeds from sales prior to maturity may be more or less than the amount originally invested or the 
maturity value due to changes in market conditions or changes in the credit quality of the issuer. Bonds are subject to the credit risk of the issuer. This is the risk 
that the issuer might be unable to make interest and/or principal payments on a timely basis. Bonds are also subject to reinvestment risk, which is the risk that 
principal and/or interest payments from a given investment may be reinvested at a lower interest rate.

Bonds rated below investment grade may have speculative characteristics and present significant risks beyond those of other securities, including greater credit 
risk and price volatility in the secondary market. Investors should be careful to consider these risks alongside their individual circumstances, objectives and risk 
tolerance before investing in high-yield bonds. High yield bonds should comprise only a limited portion of a balanced portfolio. 

Interest on municipal bonds is generally exempt from federal income tax; however, some bonds may be subject to the alternative minimum tax (AMT). Typically, state tax-
exemption applies if securities are issued within one’s state of residence and, if applicable, local tax-exemption applies if securities are issued within one’s city of residence.

A taxable equivalent yield is only one of many factors that should be considered when making an investment decision. Morgan Stanley Smith Barney and its 
Financial Advisors do not offer tax advice; investors should consult their tax advisors before making any tax-related investment decisions. 

Growth investing does not guarantee a profit or eliminate risk. The stocks of these companies can have relatively high valuations. Because of these high 
valuations, an investment in a growth stock can be more risky than an investment in a company with more modest growth expectations. 

Value investing does not guarantee a profit or eliminate risk. Not all companies whose stocks are considered to be value stocks are able to turn their business 
around or successfully employ corrective strategies which would result in stock prices that do not rise as initially expected. 

Alternative investments which may be referenced in this report, including private equity funds, real estate funds, hedge funds, managed futures funds, and 
funds of hedge funds, private equity, and managed futures funds, are speculative and entail significant risks that can include losses due to leveraging or other 
speculative investment practices, lack of liquidity, volatility of returns, restrictions on transferring interests in a fund, potential lack of diversification, absence and/
or delay of information regarding valuations and pricing, complex tax structures and delays in tax reporting, less regulation and higher fees than mutual funds 
and risks associated with the operations, personnel and processes of the advisor.

Investing in commodities entails significant risks. Commodity prices may be affected by a variety of factors at any time, including but not limited to, (i) changes in 
supply and demand relationships, (ii) governmental programs and policies, (iii) national and international political and economic events, war and terrorist events, (iv) 
changes in interest and exchange rates, (v) trading activities in commodities and related contracts, (vi) pestilence, technological change and weather, and (vii) the 
price volatility of a commodity. In addition, the commodities markets are subject to temporary distortions or other disruptions due to various factors, including lack 
of liquidity, participation of speculators and government intervention.

Treasury Inflation Protection Securities’ (TIPS) coupon payments and underlying principal are automatically increased to compensate for inflation by tracking the 
consumer price index (CPI). While the real rate of return is guaranteed, TIPS tend to offer a low return. Because the return of TIPS is linked to inflation, TIPS may 
significantly underperform versus conventional U.S. Treasuries in times of low inflation.

Equity securities may fluctuate in response to news on companies, industries, market conditions and general economic environment.

Investing in smaller companies involves greater risks not associated with investing in more established companies, such as business risk, significant stock price 
fluctuations and illiquidity.

Asset allocation and diversification do not assure a profit or protect against loss in declining financial markets.

The indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent the performance 
of any specific investment. 

The indices selected by Morgan Stanley Smith Barney to measure performance are representative of broad asset classes. Morgan Stanley Smith Barney 
retains the right to change representative indices at any time.

REITs investing risks are similar to those associated with direct investments in real estate: property value fluctuations, lack of liquidity, limited diversification and 
sensitivity to economic factors such as interest rate changes and market recessions.

Investing in foreign emerging markets entails greater risks than those normally associated with domestic markets, such as political, currency, economic and market risks. 

Because of their narrow focus, sector investments tend to be more volatile than investments that diversify across many sectors and companies.

Certain securities referred to in this material may not have been registered under the U.S. Securities Act of 1933, as amended, and, if not, may not be offered 
or sold absent an exemption therefrom. Recipients are required to comply with any legal or contractual restrictions on their purchase, holding, sale, exercise of 
rights or performance of obligations under any securities/instruments transaction. 

This material is disseminated in Australia to “retail clients” within the meaning of the Australian Corporations Act by Morgan Stanley Smith Barney Australia Pty 
Ltd (A.B.N. 19 009 145 555, holder of Australian financial services license No. 240813).

Morgan Stanley Smith Barney is not incorporated under the People’s Republic of China (“PRC”) law and the research in relation to this report is conducted outside 
the PRC. This report will be distributed only upon request of a specific recipient. This report does not constitute an offer to sell or the solicitation of an offer to 
buy any securities in the PRC. PRC investors must have the relevant qualifications to invest in such securities and must be responsible for obtaining all relevant 
approvals, licenses, verifications and or registrations from PRC’s relevant governmental authorities.

Morgan Stanley Private Wealth Management Ltd, which is authorized and regulated by the Financial Services Authority, approves for the purpose of section 21 
of the Financial Services and Markets Act 2000, content for distribution in the United Kingdom.

Morgan Stanley Smith Barney 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.

This material is disseminated in the United States of America by Morgan Stanley Smith Barney LLC.

Third-party data providers make no warranties or representations of any kind relating to the accuracy, completeness, or timeliness of the data they provide and 
shall not have liability for any damages of any kind relating to such data.

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