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Price 2012E Target Indicated 2012E Target Indicated
Major Indices 7/25/2012 Year-End Upside Year-End Upside

S&P 500 1,338 1,425 6.5% 1,167 -12.8%
Dow Jones Industrials 12,676 13,550 6.9% NA NA
Russell 2000 769 NA NA NA NA

Economic Data 2010A 2011A 2012E 2013E 2011 A 2012E 2013E
Real GDP (4Q/4Q % Change) 3.1% 1.6% 1.9% 2.0% 1.6% 2.0% 1.7%
Core CPI (Y/Y % Chg) 1.0% 1.6% 1.9% 1.6% 1.7% 2.3% 2.1%
Fed Funds (4Q Avg) 0.15% 0.15% 0.15% 0.15% 0.15% 0.15% 0.15%
Unemployment Rate 9.6% 9.0% 8.1% 8.0% 9.0% 8.2% 8.1%
10-Year Treasury Note (4Q Avg) 3.21% 2.05% 1.65% 2.60% 2.05% 1.90% 1.85%

EPS Data 2010A 2011E 2012E 2013E 2011E 2012E 2013E
S&P 500 Operating EPS $62.60 $97.84 $103.25 $108.00 $96.00 $100.00 $103.00
S&P 500 P/E Ratio 21.4 13.7 13.0 12.4 13.9 13.4 13.0
Factset Fundamentals $84.95 $97.07 $102.87 $115.60 NA NA NA
IBES Bottom Up EPS $83.42 $96.12 $102.84 $115.19 NA NA NA
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US Economic Overview

• Looking ahead to US economic activity in 2H12, uncertainty continues to play an outsized role. In our opinion, the tepid pace of expansion has not been 
about the interest rate setting for some time now. If it were, one could argue that the historically low rate backdrop should have led to a visibly more robust 
pace of activity by now. This uncertainty comes in multiple forms and in no special order: taxes, regulatory, health care repercussions now that the 
Supreme Court upheld the Affordable Care Act, and the Euro Zone. In addition, MS economists and we have noted in the past that economic downturns 
that are based upon a financial crisis take longer to work through due to the ongoing deleveraging process. 

– Fed Outlook: Recent coordinated global central bank action represented a new law of diminishing returns, as financial markets failed to respond in 
much of a positive way. While that has been our stance from an economic vantage point for quite some time now, especially with respect to the Fed, the 
more disturbing point this time around is the utter lack of enthusiasm to these moves from the global investment community. Nevertheless, Chairman 
Bernanke reiterated at the June FOMC press conference “the Committee is prepared to take further action.” Some of the Fed’s potential options would 
be an MBS-based QE3, adjusting their interest rate guidance or  lowering the rate for interest on excess reserves (IOER). 

– Employment Outlook: After a robust start to 2012, new hiring in the second quarter trailed off in a very visible way. From December through March, 
average new job creation was placed at +225,000. Meanwhile, from April through June, the average monthly payroll gain was only +75,000. This was 
the weakest three-month performance since the summer of 2010, with the key difference between these two experiences being that negative figures 
were involved back then. The unemployment rate stayed at 8.2%, and in our opinion, seems poised to remain in the 8.0% to 8.5% range right up to the 
Presidential election in early November. Along the same lines, the civilian labor force participation rate remains at its early-1980's low of 63.8%.
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Taxable Fixed Income Outlook
• Domestic economic data, while important, continue to take more of a backseat to the safety-premium trade. It remains an event-driven market. 

However, as we've been finding out lately, these 'events' don't produce the same staying power as we've seen in the past, and the UST market moves on 
quickly to the next chain of headlines. We don't see signs of this trading pattern changing anytime soon.

– UST Yield Curve: A heightened safety premium, combined with a lack of quality alternatives on the global stage, has created a setting where 
we see the near-term trading range for the UST 10-yr yield to be 1.20% to 1.75%/2.00%. Broadly speaking, we still like the 2.40% level to cap 
things on the upside from more of a longer-term perspective. With respect to the shape of the yield cure, remember our rule of thumb; risk off 
is a flattener, risk on is a steepener.

– The Best Game in Town: Despite a recession in Europe and subpar global and domestic growth, strong corporate fundamentals should limit 
credit deterioration over the coming year. Versus prior slow growth/recessionary periods corporate leverage is significantly lower, liquidity 
positions are higher, and debt maturity schedules are much more manageable. We continue to find value in duration extension trades given the 
steepness of  the credit curve. The most attractive part of the Investment Grade credit curve is in the 5-8 year maturity range. We recommend 
BBB- and A-rated issuers that have strong balance sheets and improving fundamentals. We continue to like the Regional Banking sector as a 
relative value play, but warn that volatility will likely remain elevated given the ongoing crisis in Europe. We favor U.S. banks over European 
banks. We also see select opportunities in the Telecom, Utilities and Insurance sectors. 

– Select Opportunities in High Yield and Emerging Markets: The headline, or trailing 12-month, default rate likely bottomed in mid-2011 
around 1.5% versus its peak of 13%-14% at the end of 2009. However, the default rate will likely rise from current levels due to growing funding 
constraints for lower-rated issuers. We expect the default rate to be 3%-4% a year from now. For investors with a 12-month horizon who are 
willing to deal with heightened volatility, we believe there are select opportunities in the High Yield market. We like higher-quality B and BB-
rated credits, which appear attractive on a risk-adjusted basis compared to CCC-rated issues. We believe the carry, or income earned by 
owning higher quality High Yield, will help generate total return with less downside risk versus lower-rated issuers. Despite slower Global 
growth, Emerging Market economies should continue to outgrow developed markets over the coming years. We favor high-growth countries in 
Latin America and Asia, and believe the stronger growth story and relatively higher yields in EM bonds versus developed country bonds will 
continue drawing investors to this asset class in 2012 and beyond. We prefer US$-denominated EM bonds over local currency issues. 
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US Equity Outlook
• Following the S&P 500’s powerful 12.6% first quarter rally, an increase in volatility amid continued high macro uncertainty made the second 

quarter a more treacherous environment for equity investors. Overall, we view the relatively modest 2.8% S&P 500 decline in the second quarter as 
somewhat understating the challenges for stock pickers during the quarter. That said, putting 1Q and 2Q together, the S&P 500 1H12 total return of 
9.5% is the highest 1H return since 2003, and a surprisingly strong performance given the clear global economic slowdown in 2Q, now threatening to 
more negatively impact US corporate earnings, the lynchpin of the equity market rally of the past several years. In essence, the three largest global 
economies were either at stall speed (US, China) or in recession (Europe) as the second quarter came to a close. For instance, the June manufacturing 
Purchasing Managers Indices (PMIs) for these three regions were all “flashing orange,” i.e., at or below the key 50 boom/bust threshold. The US PMI 
came in at 49.7 (indicating manufacturing contraction for the first time since June 2009), China was weak at 50.2, while the Euro Zone remained firmly 
in contraction at 45.1.

– The prevailing MS & Co. and MSSB views remain cautious. Specifically, MS & Co. US Equity Strategist Adam Parker continues to look for a 
market correction.  His S&P 500 year-end target is 1167, 14% below the July 25 close.  Importantly, he applies the following probabilities: 15% to 
a bullish target of 1450, 50% to a base case of 1237 and 35% to a bear case of just 944. There are three pillars to his views: 1) the multiple will 
continue to contract as equities wrestle with macro headwinds; 2) earnings expectations are too high given declining global GDP expectations; 
3) Given the $1.5+ trillion of cash on US balance sheets, Adam believes the best way to position portfolios is to continue to emphasize stocks 
with strong dividends and buybacks.  In addition, the MSSB Global Investment Committee maintains its cautious view on risk assets.   They 
argue that a decline in leading economic indicators has increased the odds of US recession.  The GIC broadly prefers traditional safe-haven 
assets to risk assets.

– Key US market debates: 1) The looming 2013 fiscal cliff and tax increases, and continued fiscal challenges thereafter; 2) US economy in a 2%-
2.25% GDP growth trend, and 2Q and 3Q data suggest further slowing below 2%; 3) even if the Fed decides to act this summer (not the MS & Co. 
view), there does not appear to be much bang for its buck; 4) corporate balance sheets are in good shape but margin pressures seem likely to 
increase; 5) 2013 S&P 500 P/E valuation at 12x consensus estimates is at a reasonable, below median (13.7x) level, but consensus 2013 EPS 
estimates look too high, in Adam Parker’s view.

– Preferred positioning: Maintaining a defensive stance. With a looming US fiscal cliff, weak global growth and European uncertainty, we 
believe remaining relatively cautious from both a top-down sector positioning angle as well as with quality-driven, bottom-up stock selections 
will pay off over the balance of the year.  In particular, we continue to seek out less-correlated, more company-specific factor driven stocks, 
emphasizing “return of capital.” We expect to continue to focus on less-cyclical, recurring business models with visibility, free cash flow 
generation, and attractive pricing power, particularly those returning capital to shareholders. Consistent with that, we retain an emphasis on 
dividend yield and dividend growth.
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Fixed Income Returns (as of 7/25/2012) S&P 500 Sector Returns (as of 7/25/2012)

Asset Returns

Source:  Morgan Stanley Smith Barney Portfolio Strategy Group and FactSet Source:  Morgan Stanley Smith Barney Portfolio Strategy Group and FactSet
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Useful Charts

US Treasury Yield Curve (as of 7/25/2012) US Broad Fed Trade Weighted Index (as of 7/25/2012)

Source:  Morgan Stanley Smith Barney Portfolio Strategy Group and FactSet Source:  Morgan Stanley Smith Barney Portfolio Strategy Group and FactSet
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S&P 500 Earnings Information

S&P 500 Bottom-Up Consensus Forecasts (as of 7/25/2012)

Source:  Morgan Stanley Smith Barney Portfolio Strategy Group and FactSet
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Disclosures
The authors (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. 

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. 
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Disclosures (cont.)
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.

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

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

Credit ratings are subject to change.

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.

© 2012 Morgan Stanley Smith Barney LLC. Member SIPC. 
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