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Weekly Warm-up: Tapering on
Deck — Stick with Defensive
Quality in Factor Frenzy
While expected, we think the Fed's pivot to a more aggressive
tapering schedule poses a larger risk for asset prices than
most investors believe. Good news, supply is improving but
will it arrive at the wrong time? Meanwhile, factors and styles
remain volatile — stick with large cap defensive quality.

Tapering is tightening for markets, if not the economy. Due to the much greater

than expected rise in inflation, the Fed is pivoting to a more aggressive removal of

monetary accommodation. We believe this is warranted and supported by an

administration that appears less focused on the stock market as a barometer of

its success. Furthermore, tapering is different than in 2014 for 3 reasons: 1) the

Fed is exiting QE twice as fast this time, 2) asset prices are much richer today and

3) growth is decelerating rather than accelerating. This could be important for

the economy, too, given how levered consumers are to stock prices today.

Macro vs micro update from our analysts. We focused our monthly discussion

on supply chains and pricing power. Analysts across industries consistently

commented that the worst of the supply chain bottlenecks is behind us.

Consumer and enterprise demand remains extremely strong, which has given

companies a high degree of pricing power. Demand has been especially strong

into the holiday season. This is a bullish sign for 4Q earnings but loosening

supply chains will provide a test of demand in 1Q as double ordering is revealed

and discounting potentially returns to move product that reaches its destination.

Factor frenzy likely to continue and plague active managers. Factor and style

dispersion was extremely high during 2020, which makes sense for a year marked

by very high uncertainty/recession and extreme volatility. This dispersion has

fallen some in 2021 but remains at unusually high levels across a number of

styles given the strong recovery in the economy. This supports our view that we

remain in a mid-cycle transition when it's more difficult to capture alpha.

Dispersion has been particularly high in the quality/junk, value/growth,

small/large, and low volatility/high volatility continuums.

Earnings stability a key factor to consider. We screened for names with earnings

stability at a reasonable price in our outlook and provide an updated version of

the screen today. We think earnings stability and valuation will be the key

determinants of stock performance over the coming months as the market

grapples with a more hawkish Fed and execution risk due to higher inflation and

continued supply/demand imbalances. It's no coincidence that 4 of the names on

our Fresh Money Buy list, or 40%, appear on this screen.

Morgan Stanley does and seeks to do business with
companies covered in Morgan Stanley Research. As a
result, investors should be aware that the firm may have a
conflict of interest that could affect the objectivity of
Morgan Stanley Research. Investors should consider
Morgan Stanley Research as only a single factor in making
their investment decision.
For analyst certification and other important disclosures,
refer to the Disclosure Section, located at the end of this
report.
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What to Focus on This Week

 
Range of Outcomes Are Wide as Tapering Accelerates

In writing our year ahead outlook, we were faced with what we think is a wider than

normal range of potential economic and policy outcomes. This higher " uncertainty"

was one of the key inputs to our key conclusion that valuations for US equity markets

were likely to come down over the next 3-6 months. In our discussions with hundreds

of clients since publishing our outlook, the conversations have centered around how to

handicap these various outcomes.

Goldilocks: When we published on November 15, this was the prevailing view by most

clients. In this outcome, supply picks up in 1Q to meet the excess demand companies are

having a hard time fulfilling. Inflation falls back toward 2-3%, allowing the Fed to move

gradually with its taper and hike maybe 1-2 times in 2022, a modest amount of

tightening that most believe the economy and markets can handle. Under this scenario,

earnings growth is solid (10-15%), interest rates stay well behaved and valuations remain

elevated (20-21x Forward EPS). This yields 5-10% upside to the S&P 500 over the next

year or roughly 5000. For us, this was the Bull case outcome in our outlook with a 20%

probability.

Inflation remains hot and the Fed responds more aggressively: Under this outcome,

inflation proves to be stickier as supply chains and labor shortages remain difficult to fix

in the short term. The Fed is forced to taper faster and even raise rates on a more

aggressive path than investors expect. This was our base case as it essentially lined up

with our hotter but shorter cycle view we first wrote about back in March. Under this

outcome, interest rates continue to rise next year to 2-2.25% by year end. At the same

time, operating leverage starts to fade as costs increase more in line with revenues,

leaving limited margin upside. This leaves breadth narrow in the near term as valuations

come down and P/Es finally normalize in line with the traditional mid cycle transition.

While there is some debate around how much P/Es need to fall, we believe 18x is the

right number to use for year end 2022 and when combined with 10% revenue growth

that gives us slight downside to the index from current prices, or 4400. We put a 60%

probability on this outcome.

Supply picks up just as demand fades: Under this outcome, supply does improve but it's

too late to meet what has been an unsustainable level of demand and consumption for

many goods. It's also too expensive for customers who have become more wary of high

prices, which leads to discounting and a whiff of deflation for many areas of the goods

economy. While services should fare better and keep the economy growing, goods

producing companies suffer and make up a much larger part of the consumer

discretionary part of the stock market. Under this scenario, the Fed may decide to back

off on their more aggressive tightening path. Rates fall but not enough to offset the

negative impact on margins and earnings which end up disappointing. This is essentially

the "Ice" part of our narrative turning out be colder than expected. Equity risk premiums

soar and multiples fall even more than under our base case. This was our bear case with

a 20% probability.
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Since publishing, we feel more confident about our base case being the most likely

outcome. Inflation data continues to come in hotter and based on commentary from our

analysts (see below), companies seem to be having no problem passing it along to

customers, keeping inflation sticky on the upside. While this will likely lead to another

good quarter of earnings overall, we suspect there will be more casualties, too, as

execution risk is increasing leaving dispersion high and leadership inconsistent — two

more conclusions in our outlook. Stock picking will be difficult but a necessary

condition to generate meaningful returns in 2022 as the market separates the winners

and losers and index basically goes nowhere over the next 12 months. Meanwhile, the

likelihood of our bear case is growing relative to our bull case. As it stands, we would

say Bear case is now 30%, Base case is still 60% while goldilocks looks like a distance

3rd at just 10%.

The change in the Fed's reaction function is a big deal because Tapering is Tightening

While our base case always assumed the Fed would respond appropriately to the higher

inflation, the pivot by Chair Powell at his recent Congressional testimony was more

aggressive than what we expected, especially in light of the new Covid variant, which at

the time was a known unknown. With Omicron now looking like a lower risk to growth

than 2 weeks ago, this only raises the probability that the Fed will indeed taper its asset

purchases much faster than the last tapering episode in 2014. Our Economists point out

that the Fed is now suggesting stable prices is important to achieving its primary goal

of full employment which means inflation has taken center stage, until it's under

control. In terms of speed, our forecast is now for the Fed to end its asset purchase

program by the end of March. If they execute on that path, it will leave a mark on asset

prices in our view. Finally, we think Jay Powell and the Fed will be under much less

pressure from the White House versus the last time they tried to take the punch bowl

away in late 2018. Part of this is due to the fact that inflation is a much bigger problem

today than it was in 2018 and part of it is due to the observation that this White House

is not as preoccupied with the stock market. Bottom line, the Fed put still exists but the

strike price is much lower now, in our view. If we had to guess, it's down 20% rather

than down 10% unless credit markets or economic data really start to wobble.

Most investors disagree with our conclusion that tapering is tightening for markets, if

not the economy. As evidence, they point to the tapering in 2014 as an example of how

markets traded well as the Fed let the air out of the balloon back then. On that score,

we have several points to argue it could be different this time.

First, in 2014, it took the Fed 10 months to taper its QE program. This time they will do

it in just 4 ½ months, or twice as fast. While M2 has been decelerating this year on a

global basis, it's still running almost 8% y/y (Exhibit 1). In the US, M2 growth is running

13% and explains a lot of why nominal GDP growth is also running about 13% in the

fourth quarter. After all, MV=PQ. If the Fed takes QE down to zero, its global M2

growth will slow severely and likely fall below 5% by the end of 1Q. This looks a lot like

2014 and 2018, but at a faster pace. Our guess is that growth will take a hit at a time

when it's already decelerating and increase the odds of our bear case playing out.
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Second, US Equity markets are much richer today and therefore more vulnerable to a

swift reduction of liquidity. Specifically, the equity risk premium is 350bps today and

was close to 500bps when they started the taper talk in 2013. P/Es were 14.5x versus

20x today. Granted, rates were higher then but that is why multiples had room to rise

from there as rates reflected the more hawkish Fed and inflation that was much lower

then. As a result, valuations were able to hold in and even increase during that tapering

episode.

Third, growth is decelerating now while in 2013-14 it was accelerating. In addition to the

PMI shown in the exhibit, earnings and economic growth were accelerating whereas both

are likely to decelerate in 2021 and even outright decline for many companies,

particularly in the first half of the year when the comparisons are most difficult. This is

what will really separate the winners from the losers in our view and why we are so

focused on earnings stability/achievability and valuation because small beats will likely

not be enough to drive stocks higher if they have a premium P/E.

Exhibit 1: Global M2 growth peaked in March and is about to decelerate more rapidly with end of
QE

Source: Bloomberg, Morgan Stanley Research

Exhibit 2: Global money supply is about to decelerate at an increasingly faster rate

Source: Bloomberg, Morgan Stanley Research
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Bottom line, given that much of the market is expensive relative to history, rather than

just a few sectors or names, it suggests to us this tapering episode will be different

than the last one and is likely to leave the overall market lower than where we are

trading today by the end of the first quarter if the Fed goes through with an expedited

tapering schedule.

Asset markets have never been more important to consumer health

While our base case is that the economy should be able to handle the ending of QE and

even some rate hikes next year, if asset markets correct more significantly it could have

a greater than normal effect on the economy too given how levered the consumer is to

the stock market and other asset prices like housing and crypto currencies. When just

considering the stock market, it's easy to see that consumer net worth has increased

dramatically as many key assets have risen inexorably over the past 18 months. While

this is a good thing for consumer demand if prices remain elevated, it definitely increases

the odds that tapering could be tightening for the economy, too, if it leads to a

significant asset price deflation. We think the risk of that is greatest over the next 3-4

months as the Fed exits QE on this faster time table.

Finally, the market has been ignoring these risks. Since September, breadth has rarely

been this weak relative to the Index level price (Exhibit 5 and Exhibit 14). In short, the

rolling correction that began last spring continues under the surface, making the index

a very bad gauge of the overall health of the stock market, or the economy, in our

view. The good news is that the average stock has already discounted a good chunk of

the risks we are forecasting even if the index has not. In this regard, we continue to

stress that watching the S&P 500 is a bad idea for measuring what the market is really

telling us about the fundamentals. It also explains why it's been so difficult for many

active managers to keep up with the benchmark. While the average stock may begin to

outperform as the index catches down, the absolute direction for most stocks will

remain lower until the index has taken its turn on the de-rating process that began over

6 months ago. It's also why we remain overweight large cap defensive quality for now.

Exhibit 3: Net worth has never been higher...

Source: Bloomberg, Morgan Stanley Research

Exhibit 4: Or as tied to the stock market

Source: Federal Reserve
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If there is one chart that depicts the risk off nature of the markets under the surface,

it's the MSCI large/mid cap quality index versus the Russell 2000 small cap index.

Making this very simple pivot in March as the rate of change on growth and policy

peaked was the more important thing to do this year for performance and explains

almost 100% of our Fresh Money Buy List's relative outperformance this year. We

continue to recommend this pair but with a more defensive bias on the quality side

rather than growth due to valuation constraints as the Fed accelerates its taper this

week.

Exhibit 5: Breadth is weak relative to S&P 500.

Source: Bloomberg, Morgan Stanley Research

Exhibit 6: It's even worse for the Nasdaq

Source: Bloomberg, Morgan Stanley Research

Exhibit 7: Quality continues to dominate; we recommend a more defensive vs growth bias.

Source: Bloomberg, Morgan Stanley Research
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Macro Meets Micro: What Are Analysts Saying About Supply?

This week we held a meeting with lead analysts across US research and our economists

to better connect macro and micro data points. We focused the session around supply

chains and pricing power. Analysts across industries consistently commented that the

worst of the supply chain bottlenecks is behind us. Consumer and enterprise demand

remains extremely strong, which has given companies a high degree of pricing power.

Demand has been especially voracious into the Holiday season and companies have

seen excellent Black Friday sales with less discounting than normal. Wages were

brought up by several analysts as a key cost pressure though companies have been able

to offset it with price increases.

On first blush, one might take these comments as universally bullish. However, our

view is that when supply shortages abate after extremes, it usually leads to a fall in

demand and potentially pricing. In short, low inventory to sales ratios almost always

represent peaks in demand. Given the critically extreme nature of the supply shortages

in this cycle, we worry that increases in supply will reveal the severity of double

ordering we believe is pervasive across most industries. The result will be a shift inward

of the demand curve and a return of discounting at a time when many businesses are

counting on pricing to offset the higher costs they are now having to absorb. While it's

unlikely to be obvious until 1Q, we wonder if markets will figure this out ahead of time.

Retail is perhaps a good case study where the lack of supply has led to the lowest

discounting environment in memory. As a result, many of these companies have posted

stellar earnings over the past year. The question isn't "did they over-earn" but "how

much?"

Exhibit 8 illustrates one of the explanations as to why inventories remain so lean for

many retailers. Much of the product remains stuck in the supply chains due to logistical

constraints. Wholesale inventories have shot higher over the past year even as retail

inventories remain too lean. Eventually the logjam will break and that product will be

available for sale. The question is whether it will arrive in time, before the demand

dries up. Furthermore, if the supply arrives, will that lead to less scarcity and therefore

the return of discounting? We don't know for sure but the commentary from our

analysts below suggests this supply is loosening so we're about to find out.
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Economics Overview

Seth Carpenter – Global Economics: We are more constructive than consensus on

global growth (4.7% vs 4.3% consensus). We are expecting a deceleration from this year

but growth will still remain robust. The US and China are the two big drivers of global

growth and we are higher than consensus on both. In China, a lot of the slowdown we

saw was policy induced and we are already seeing announcements that policy will ease.

This is still slower growth than pre-Covid but above consensus. The situation in Brazil is

adverse and they are at risk of having a recession. They are facing inflation but it impacts

the middle/lower half of the income spectrum disproportionately. Central banking will

be another important theme in 2022. We are going to have a faster taper from the Fed

in the US but we don’t think there will be a taper tantrum spillover to the rest of the

world.

Ellen Zentner – US Economics: A lot hinges on supply chains. We are seeing some early

signs that supply chains are easing and we are at least past the tightest bottlenecks.

Supply chain issues have been driving up inflation, which led to a hawkish shift in Fed

views. We should see some slowing of inflation in 1Q22 around Feb/March. Wage

pressures continue to rise and we have not hit the peak in wage growth yet. There are

still more people that can come back into the labor market and that will slow wage

growth later next year. Higher productivity is also a feature of the forecast and that

reflects a strong capex cycle that we expect to continue. It is important that we see

inventory build over the course of next year, but we are mindful that if we get a period

of overbuilding, it would have negative implications for prices further out.

For more on the economics house view, please see 2022 Global Macro Outlook:

Normalizing but Not Normal.

Exhibit 8: Inventories aren't low overall, they just aren't where they need to be….yet.

Source: Bloomberg, Morgan Stanley Research
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Analyst Discussion

On Consumer Facing Companies:

We haven’t seen a pullback in big durable categories and companies are projecting

that the elevated rate of spending will continue. Sporting goods, home furnishing,

and electronics still look good. Supply chain bottlenecks are improving. We haven’t

seen promotions come back.

Within retailing, recent data points suggest consumers are shopping, and topline

could be strong this quarter, particularly against conservative guidance industry-

wide. Promotional breadth & clearance levels fell this Black Friday vs. 2019, while

out-of-stock levels were up +124% compared to 2019. This further supports our

view that initial consumer holiday demand appears strong, and also confirms

retailers could continue to deliver outsized merchandise & gross margin expansion

vs. 2019 in 4Q21. On the supply chain front, port congestion has improved

internationally, but the situation on the US West Coast is worse or the same vs. 2

months ago. This dynamic means headwinds could last through 1H22 & potentially

bleed into 3Q22, an extension from the thinking on most 3Q21 earnings calls, where

many retailers anticipated disruption could last through 1H22 in a bear case.

Compared to 2Q21 & 3Q21, factory lockdowns & production shortfalls are not the

primary supply chain challenges; instead, global port congestion appears the

mitigating factor now. To combat these pressures, retailers are primarily using a

couple of tactics: 1) building more speed/agility into supply chains, & 2)

geographically diversifying their production or port footprints. These are both

longer-term fixes though, and likely don’t support a swifter recovery in the current

environment. Additionally, companies are 1) shifting to air freight to overcome

ocean congestion & expedite holiday deliveries, which increases costs & could harm

4Q21 margins, 2) placing orders for Spring/Summer inventory farther in advance

than usual, which creates fashion risk, & 3) evaluating or committing to product

price increases in 1H22 & beyond, which likely prove successful in a strong

consumer spending environment, but could be difficult to execute if spend

normalizes. Ongoing elevated freight expense, wage pressure, cost inflation,

potential inventory normalization, & tough y/y merchandise margin expansion

compares keep us cautious on margins heading into 2022.

Dynamics seem strong across the board topline wise for Staples companies

although commodity cost pressure remains outsized. It was surprising how bullish

some companies that are levered to consumption away from home were at the

consumer conference. They don’t seem too worried about the new variant, as we

assume Oct/Nov was better than expected. In terms of price, for CPG companies

across the board, pricing has been going very well in terms of retailer acceptance

and consumer price sensitivity being lower than we have seen historically. The

beauty companies were positive on the upcoming holiday season and beverage

company demand seems particularly strong also. The consumer demand

environment seems positive in general.

Within the food space, companies have been raising price in the mid to high single

digits and they have not seen consumers react negatively. Margins have been under

pressure due to accelerating inflation. This will probably persist into next year as

companies experience cost pressures at about a 6-month delay (due to hedging).

Leisure travel has been very strong and Thanksgiving week REVPAR was up 20%
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On Tech, Internet, & Media Companies:

from 2019. There have been a few tailwinds. Small and medium sized companies

have been driving better trends than large companies. Small companies are ~80-

90% back to historical travel levels while large companies are 50% back. Omicron

hasn’t had a big impact on US travel trends. The travel industry has gained pricing

power since the summer relative to 2019 levels and wage pressures haven’t been

as bad as headlines suggest.

Amex said that spending is increasing across all geography/income brackets.

Synchrony, which is a partner to many retailers, said the last 3 weekends have been

the best 3 weekends they have had in years. ADS highlighted that holiday sales

have been very robust led by beauty and jewelry. On the corporate side, companies

are telling Regions that they will begin passing on higher input costs in 1Q. Loan

growth is steadily increasing across all types.

Visa has provided updates on spending trends. The Midwest has seen the strongest

improvement in spending momentum while the West has shown the weakest

improvement.

E-comm trends are strong and led by Amazon. They may have grown on Black

Friday in the high single to low double digits. There is no issue with demand for the

largest e-comm player. Amazon has been consistent the entire fall. They don’t see

inventory or supply chain as an issue; labor is the constraint to their growth. Online

ad markets seem to be staying strong.

The supply chain issues haven’t been enough to slow the incredibly strong ad

market. Advertising rate inflation looks to be at all-time highs. Advertising as a

percent of GDP is going up at a level we have never seen before. The Omicron

variant has had no effect on Disney visits and live events – ticket pricing and

demand remain very high.

On the enterprise side of tech hardware demand remains strong given the capex

cycle. The supply disruption we are seeing is more complicated and significant than

we have seen in the past because of rolling shutdowns of factories. We are worried

channel inventory is building back to pre-Covid levels in PCs. OEM inventory is at

all-time highs across the board. Customers are ordering more than they need

because of long lead times for products. We could see some weakness in consumer

tech/PC demand while the industrial/enterprise tech demand should remain robust.

The semiconductor shortages we are seeing remain significant but the root causes

are in the past and constraints are beginning to ease. The shortages were the result

of a lot of idiosyncratic issues the most recent of which was the Covid surge in

Malaysia. Baring something unforeseen, constraints should continue easing into

next year. However, the easing may not be linear across components. Companies

can get most of the parts they need but the last few parts are unavailable and that

is limiting production.

Software is the beneficiary of a lot of the frictions we have talked about in supply

chains and human capital. We are hearing that this is accelerating automation

spending. Companies have a big focus on productivity which should benefit

enterprise software companies. More cautious on pockets of software that

benefitted from Covid and new business formations.
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On Real Estate & Industrial Companies:

 
Factor Frenzy

As already mentioned, 2021 has been a difficult to year to trade despite the very

robust returns for the major large cap indices. It seemed as though the stocks and

styles favored by the market one day would be very different the following day. We

tried to quantify this phenomenon by calculating return dispersion for some of the most

widely followed styles and factors. We did this by calculating the spread in daily returns

for a given factor, e.g. the difference between value and growth stock returns. We then

took the standard deviation of these daily moves to get a measure of monthly

dispersion. A higher value for monthly dispersion indicates frequent switching between

favored styles and large daily moves. Finally, we averaged this monthly data set to get an

annual snapshot of dispersion. The universe we looked at was the 1500 largest US

stocks by market cap.

We found that factor and style dispersion was extremely high during 2020 which makes

sense as that was a year marked by very high uncertainty and large moves in the market.

Dispersion has fallen some in 2021 but remains at unusually high levels across a

number of styles (Exhibit 9 - Exhibit 14). This supports our view there were many factor

moves this year, making it a volatile, more difficult environment in which to capture

alpha. Dispersion has been particularly high in the quality/junk, value/growth,

small/large, and low volatility/high volatility continuums.

This is one of the most vibrant commercial real estate lending markets over the last

20 years. Fundamentals are strong with NO growth at the highest levels since at

least 2000. Apartment rents are 1/3 of CPI and it will likely be the best year ever

for rent growth.

Component sourcing has been the main issue but we have seen significant

improvement over the last 30-60 days on industrial supply chains. Labor is less of

an issue and we are seeing some relief on the cost side as it pertains to metals

prices. Margins could surprise to the upside with strong pricing power and costs

rolling off. It should be a good year for capex next year.

Exhibit 9: Return Dispersion: Quality vs Junk
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Source: ClariFi, Morgan Stanley Research

Exhibit 10: Return Dispersion: Value vs Growth
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We also calculated monthly factor returns by taking the spread between different

styles within a given factor, e.g. the spread between high quality and junk stocks or the

spread between value stocks and growth stocks. We used our quant team's in-house

classification models to compute these returns.

Factor returns have been unstable on a month to month basis (Exhibit 15 - Exhibit 20).

The year was characterized by frequent changes between favored styles. Managers

would have needed to rotate styles quickly to capture these changes. There were larger

factor moves early in the year but these moves became more muted as the year went

on. These muted factor moves would have made it difficult for managers to generate

alpha if they were trying to make style bets. As we wrote in our 2022 outlook, we think

elevated dispersion will persist into the early part of next year and single stock

selection, not style or sector selection, will be key to generating positive relative returns.

Exhibit 11: Return Dispersion: Cyclicals vs Defensives
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Exhibit 12: Return Dispersion: Small vs Large
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Exhibit 13: Return Dispersion: Volatility
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Exhibit 14: Return Dispersion: Momentum
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Exhibit 15: Monthly Returns: Quality vs Junk
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Exhibit 16: Monthly Returns: value vs Growth
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Exhibit 17: Monthly Returns: Cyclicals vs Defensives
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Exhibit 18: Monthly Returns: Small vs Large
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Exhibit 19: Monthly Returns: Volatility
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Exhibit 20: Monthly Returns: Momentum
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Earnings Stability Screen Update

We screened for names with earnings stability at a reasonable price in our outlook and

provide an updated version of the screen below. We think earnings stability will be a

key determinant of stock performance over the coming months as the market grapples

with a more hawkish Fed and execution risk due to higher inflation and continued

supply/demand imbalances. It's no coincidence that 4 of the names on our Fresh Money

Buy list, or 40%, appear on this screen. Specifically, we used the following criteria:

Stock is a member of the top 500 US stocks by market cap

PE is <75th percentile relative to its own history over the last 10 years

Earnings estimate dispersion is in the bottom 50% for its sector

Stock is in the top 50% of earnings stability within its sector

Overweight rated by Morgan Stanley Research Analyst

Exhibit 21: Stocks with Earnings Stability at a Reasonable Price

Ticker Company Sector Market Cap
($mn) Price ($)

FB META PLATFORMS INC Communication Services $902,570 $330.56
CMCSA COMCAST CORP CLASS A Communication Services $228,355 $48.94
MCD MCDONALDS CORP Consumer Discretionary $182,776 $259.58
LOW LOWES COMPANIES Consumer Discretionary $164,792 $256.74
DG DOLLAR GENERAL CORP Consumer Discretionary $51,632 $221.41
YUM YUM BRANDS INC Consumer Discretionary $36,008 $131.74
KMX CARMAX GROUP Consumer Discretionary $22,898 $148.84
KO COCA COLA CO Consumer Staples $226,554 $55.00
PEP PEPSICO INC Consumer Staples $220,920 $166.52
PM PHILIP MORRIS Consumer Staples $133,794 $89.89
MDLZ MONDELEZ INT CLA Consumer Staples $82,220 $60.88
MNST MONSTER BEVERAGE CORP Consumer Staples $44,331 $88.93
SCHW CHARLES SCHWAB Financials $146,314 $81.20
STT STATE STREET CORP Financials $32,530 $92.91
FITB FIFTH THR BNCP Financials $28,820 $43.96
ABBV ABBVIE INC Health Care $203,801 $121.87
MDT MEDTRONIC INC Health Care $143,497 $112.42
CVS CVS HEALTH CORP Health Care $117,648 $93.10
SYK STRYKER CORP Health Care $89,266 $261.28
EW EDWARDS LIFESCIENCES Health Care $66,997 $119.46
CI CIGNA CORPORATION Health Care $63,601 $208.31
HUM Humana Inc. Health Care $53,947 $440.00
TFX TELEFLEX INC Health Care $13,933 $323.28
LMT LOCKHEED MARTIN CORP Industrials $91,925 $341.08
NOC NORTHROP GRUMMAN CORP Industrials $55,298 $364.09
SWK STANLEY BLACK & DECKER INC Industrials $28,492 $192.22
TRU TRANSUNION Industrials $21,304 $116.91
ADBE ADOBE INC Information Technology $318,715 $653.10
MA MASTERCARD INCORPORATED Information Technology $309,427 $342.34
PYPL PAYPAL HOLDINGS INC Information Technology $217,233 $197.35
CTSH COGNIZANT TECHNOLOGY SOLUTIONS CORP Information Technology $40,959 $81.22
HUBS HUBSPOT INC Information Technology $38,126 $778.48
BLL BALL CORP Materials $30,268 $93.94
CCI CROWN CASTLE INTERNATIONAL CORP Real Estate $78,510 $191.55
AEP AMERICAN ELECTRIC POWER COMPANY Utilities $40,821 $84.02

Source: ClariFi, Factset, Morgan Stanley Research
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Fresh Money Buy List

Exhibit 22: Fresh Money Buy List - Stats & Performance

Absolute Rel. to S&P

Exxon Mobil Corporation XOM Overweight Energy $265.1 $62.61 87.00 39.0% McDermott, Devin 2/22/2021 24.8% 4.0%

Humana Inc HUM Overweight Health Care $58.1 $452.28 559.00 23.6% Goldwasser, Ricky 7/19/2018 46.0% (30.2%)

MasterCard, Inc. MA Overweight Information Technology $338.5 $344.52 448.00 30.0% Faucette, James 3/2/2020 19.7% (42.8%)

McDonald's Corporation MCD Overweight Consumer Discretionary $196.0 $262.34 275.00 4.8% Glass, John 10/18/2021 8.9% 4.3%

Mondelez International Inc MDLZ Overweight Consumer Staples $85.1 $60.99 69.00 13.1% Kaufman, Pamela 7/19/2021 (4.5%) (13.0%)

SBA Communications SBAC Overweight Real Estate $38.4 $353.00 407.00 15.3% Flannery, Simon 6/7/2021 13.3% 2.1%

Simon Property Group Inc SPG Overweight Real Estate $50.0 $152.24 180.00 18.2% Hill, Richard 2/16/2021 45.6% 25.6%

Synchrony Financial SYF Overweight Financials $26.2 $47.89 66.00 37.8% Graseck, Betsy 2/22/2021 27.6% 6.8%

Welltower Inc. WELL Overweight Real Estate $36.6 $84.15 98.50 17.1% Hill, Richard 2/22/2021 25.9% 5.0%

Current List Performance
Average (Eq. Weight) $121.6 22.1% 23.0% (4.2%)
Median $58.1 18.2% 24.8% 4.0%
% Positive Returns (Abs. / Rel.) 89% 67%
% Negative Returns (Abs. / Rel.) 11% 33%
Avg. Hold Period (Months) 12.7

All Time List Performance
Average (Eq. Weight) 33.4% 12.4%
Median 23.4% 4.7%
% Positive Returns (Abs. / Rel.) 79% 59%
% Negative Returns (Abs. / Rel.) 21% 41%
Avg. Hold Period (Months) 14.2

Market Cap
($Bn) Price MS PT Date

AddedMS Analyst

Performance returns shown above and below represent local currency total returns, including dividends and excluding brokerage commission. Returns are calculated using the closing price on the last trading day before the date shown in the
“Date Added” column through close on the last trading day prior to publication of this report for stocks currently on the list and through close on the day of removal for stocks formerly on the list. These figures are not audited. Past performance
is no guarantee of future results.

++ Rating and other information has been removed from consideration in this report because, under applicable law and/or Morgan Stanley policy, Morgan Stanley may be precluded from issuing such information with respect to this company at this time.

Total Return Since Inclusion
Company Name Ticker MS Rating Sector % to MS

PT

Source: Bloomberg, Morgan Stanley Research estimates.

Exhibit 23: Fresh Money Buy List & S&P 500 Cumulative Total Return
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Exhibit 24: Fresh Money Buy List / S&P 500 Cumulative Relative
Return
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Mondelez (MDLZ), Pamela Kaufman

Commodity prices across our Packaged Food coverage were +0.4% M/M and +27.5%

YoY in November, driven by grains, natural gas, and coffee. Accelerating and

elevated input cost inflation in 2022 should weigh on industry gross margins.

2022 inflation outlook points to continued gross margin pressure. Companies

across our Packaged Food coverage have pointed to accelerating inflation

throughout 2021, with guidance ranging from +MSD-LDD% for the year and

marking the highest inflation in over 10 years. We anticipate continued elevated

inflation in 2022 as hedges roll off and are renewed at higher rates, elevated

demand drives spot purchases, and labor/supply chain conditions remain

challenging. Across our coverage, we expect CPB, CAG, and SJM to face the highest

C2022 6-month lagged inflation, while HSY, KHC, and MDLZ should see more

moderate inflation. Companies across our food coverage are raising prices mid-to

HSD to offset rising input costs. However, we expect gross margin pressure in 4Q21

and 2022 from rising input costs and fixed cost deleverage.
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What's Retail Doing?

Our Quantitative Equity Strategy team recently introduced a novel way to track the

activity of retail traders using publicly available data. We provide a few updates and key

observations on the retail trader using this approach.

A few key observations:

Retail participation is currently at 8.9% of the total market volume, which is slightly

above median level (64th %-ile) relative to the last 5 years.

Order imbalance turns positive in the latter of the week. It currently sits at 0.6% or

62nd percentile relative to the last 5 years.

Imbalance is negative for most sectors as of December 9, except for Discretionary,

Technology, and Real Estate. It is most negative relative to sector history in Utilities

(20th %-ile), and Materials (28th %-ile). Utilities is most negative in buy/sell

imbalance.

Exhibit 25: Retail orders as a % of notional traded is around historical
median level
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Exhibit 26: … and the mix has shifted towards more buy orders
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For more on the methodology, please see Quantitative Equity Research: The Rise of the

Retail Trader (30 Jun 2021).

Exhibit 27: Retail's buy/sell imbalance is negative for most sectors

Sector
2016-21
Median Current p-tile

2016-21
Median Current p-tile

Energy 6.7% 6.6% 0.49 -0.36% -0.9% 0.39
Materials 5.6% 5.5% 0.46 0.5% -0.5% 0.28
Industrials 6.8% 6.0% 0.25 0.0% -0.1% 0.47
Consumer Discretionary 11.3% 10.5% 0.37 0.7% 1.6% 0.76
Consumer Staples 6.2% 5.1% 0.15 -0.5% -1.5% 0.31
Health Care 6.0% 5.3% 0.22 -0.3% -1.1% 0.32
Financials 5.6% 4.9% 0.17 0.0% -0.1% 0.49
Information Technology 10.7% 12.0% 0.76 0.5% 1.0% 0.64
Communication Services 8.8% 10.2% 0.62 0.3% -0.4% 0.30
Utilities 3.9% 2.6% 0.03 -1.3% -3.5% 0.20
Real Estate 3.6% 2.9% 0.12 0.5% 0.1% 0.43
Model Universe (Top 1500) 8.4% 8.9% 0.64 0.3% 0.6% 0.62

Retail Participation Buy/Sell Imbalance

Source: Morgan Stanley Research, Morgan Stanley Quantitative and Derivative Strategies, Compustat
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Weekly Charts to Watch

Exhibit 28: US Earnings Snapshot

Source: Refinitiv, FactSet, Morgan Stanley Research. Top and bottom left: As of Dec 10, 2021 Bottom right As of Nov 15, 2021. MS Leading Earnings Indicator is a macro factor based earnings model that leads actual earnings
growth by one year with a 0.7 12-month leading correlation. Note: S&P 500 fundamental data used post March 1993; Top 500 by market cap data used before 1993. LTM equity risk premium average is since 1920. ERP based on
forward earnings yield and 10-year Treasury Yield.

Exhibit 29: S&P 500 Price Target

Landscape Earnings Multiple Price Target Upside / Downside

Bull Case $265 18.8x 5,000 7.1%

Base Case $245 18.0x 4,400 -5.7%

Bear Case $225 17.2x 3,900 -16.4%

Current S&P 500 Price as of: 12/9/2021 4,667

Morgan Stanley S&P 500 Year-End 2022 Price Target

Source: Bloomberg, Morgan Stanley Research
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Exhibit 30: Sector Ratings
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Exhibit 31: S&P 500 Equity Risk Premium using Nominal Rates and Breakevens
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Exhibit 32: US Equity Market Technicals and Financial Conditions

S&P 500 Cumulative Advance-Decline S&P 500 Percent Members Above 200-Day Moving Average
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Exhibit 33: US Small Cap Equities

Russell 2000 NTM EPS vs. Total Return Level Russell 2000 NTM P/B and Relative NTM P/B vs. S&P 500

Russell 2000 Relative Performance vs. S&P 500 NTM EPS by Cap Size
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Exhibit 34: Earnings Revisions Breadth vs YoY Performance

-35%

-25%

-15%

-5%

5%

15%

25%

-10%

-5%

0%

5%

10%

15%

20%

2014 2015 2016 2017 2018 2019 2020 2021

Communication Services Relative Price Y/Y (LS)
Communication Services Relative Earnings Revisions Breadth (RS)

-20%
-15%
-10%
-5%
0%
5%
10%
15%
20%
25%
30%

-20%
-15%
-10%

-5%
0%
5%

10%
15%
20%
25%

2014 2015 2016 2017 2018 2019 2020 2021

Consumer Discretionary Relative Price Y/Y (LS)
Consumer Discretionary Relative Earnings Revisions Breadth (RS)

-60%

-40%

-20%

0%

20%

40%

60%

-80%

-60%

-40%

-20%

0%

20%

40%

60%

80%

2014 2015 2016 2017 2018 2019 2020 2021

Energy Relative Price Y/Y (LS) Energy Relative Earnings Revisions Breadth (RS)

-30%

-20%

-10%

0%

10%

20%

30%

40%

-40%

-30%

-20%

-10%

0%

10%

20%

30%

40%

2014 2015 2016 2017 2018 2019 2020 2021

Financials Relative Price Y/Y (LS)
Financials Relative Earnings Revisions Breadth (RS)

-30%

-20%

-10%

0%

10%

20%

30%

40%

-30%

-20%

-10%

0%

10%

20%

30%

2016 2017 2018 2019 2020 2021

Health Care Relative Price Y/Y (LS)
Health Care Relative Earnings Revisions Breadth (RS)

-35%

-25%

-15%

-5%

5%

15%

25%

-25%

-15%

-5%

5%

15%

25%

2014 2015 2016 2017 2018 2019 2020 2021

Industrials Relative Price Y/Y (LS)
Industrials Relative Earnings Revisions Breadth (RS)

-30%

-20%

-10%

0%

10%

20%

30%

-25%
-20%
-15%
-10%

-5%
0%
5%

10%
15%
20%
25%
30%

2014 2015 2016 2017 2018 2019 2020 2021

Materials Relative Price Y/Y (LS)
Materials Relative Earnings Revisions Breadth (RS)

-40%

-30%

-20%

-10%

0%

10%

20%

30%

40%

2014 2015 2016 2017 2018 2019 2020 2021

Real Estate Relative Earnings Revisions Breadth (RS)
Real Estate Relative Price Y/Y (LS)

-50%
-40%
-30%
-20%
-10%
0%
10%
20%
30%

-50%

-40%

-30%

-20%

-10%

0%

10%

20%

2014 2015 2016 2017 2018 2019 2020 2021

Staples Relative Price Y/Y (LS)
Staples Relative Earnings Revisions Breadth (RS)

-10%
-5%
0%
5%
10%
15%
20%
25%
30%
35%
40%

-10%
-5%
0%
5%

10%
15%
20%
25%
30%
35%
40%

Tech Relative Price Y/Y (LS) Tech Relative Earnings Revisions Breadth (RS)

-60%

-40%

-20%

0%

20%

40%

60%

-50%
-40%
-30%
-20%
-10%

0%
10%
20%
30%

Utilities Relative Price Y/Y (LS)
Utilities Relative Earnings Revisions Breadth (RS)

Source: FactSet, Morgan Stanley Research. As of Dec 3, 2021

22



For valuation methodology and risks associated with any price targets referenced in 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.

Morgan Stanley is acting as financial advisor to Exxon Mobil Corporation (“Exxon”), in

relation to a definitive agreement, pursuant to which Celanese Corporation with acquire

Exxon’s Santoprene TPV elastomers business, as announced on June 30, 2021. The

proposed transaction is subject to receipt of certain regulatory approvals, carve-out

preparations and other customary closing conditions. Exxon has agreed to pay fees to

Morgan Stanley for its financial services, including transaction fees that are contingent

upon the consummation of the transaction. Please refer to the notes at the end of the

report.
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