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sharpest economic recovery — in a classic V-shape — the market has Managing Director, _
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rebounded mainly driven by the massive monetary and fiscal stimulus. Morgan Stanley Wealth Management

However, there is growing uncertainty from contentious negotiations over the

next fiscal stimulus package (CARES 2), the upcoming US election and

COVID-19 that has resulted in a correction where the S&P 500 lost 9.6%

between September 2, 2020 and September 23, 2020. The 30-day annualized

volatility also rose from 9.8% to 20.7% in that time and reached 22.1% by the

end of the third quarter. While the correction can be viewed as typical in new

bull markets and the quarter still ended positively with a gain of 8.5% for the

S&P 500, questions remain around how people will behave with an uptick in

COVID-19 cases, the timing of the next round of stimulus, and how the

outcome of the election that may not necessarily drive the overall stock market

will create opportunities across assets and sectors. All of these questions just

grew more concerning with Trump’s positive COVID-19 test.

Performance

Overall, assets posted solid returns in the third quarter of 2020. The S&P 500
Total Return gained 8.9% for the quarter, despite its 3.8% loss in September.
Of the 78 assets measured here, only 9 lost in Q3 2020, with Alerian MLP Total
Return finishing worst, down 16.3%, and was the only one with double digit
losses. Other losing assets were in real assets [including S&P GSCI Brent
Crude Official (Excess Return — that includes roll yield), Dow Jones Brookfield
Global Infrastructure and S&P North American Natural Resources (equities)],
and in international markets including the FTSE 100 (London), S&P MERVAL

GRAYSTONE INVESTMENT OFFICE



Graystone
Consulting

A business of Morgan Stanley

(Argentina), BRAZIL IBOVESPA, S&P/CLX IPSA (Chile) and Hang Seng (Hong Kong). The real asset losses
were heavily driven by energy as the sector is still working to get toward equilibrium by cutting the supply while
demand is still struggling. Also losses in some international markets are due to a variety of struggles, ranging from
Brazil’'s weakening real from worries about government spending to Chile’s forecasted economic growth cut, while
the FTSE 100 reflected Brexit uncertainty with a 20% GDP loss and an increase in COVID-19 cases, and Hong
Kong has been impacted US-China trade tensions.

Although the CSI 300 Index, representing Chinese stocks, is also challenged by the trade tensions, China is
becoming more self-sustaining, with over 50% of its GDP generated domestically, and experienced a V-shaped
recovery with GDP growth of 3.2% in Q2 2020 year-over-year. This drove mainland Chinese investors seeking
high returns to pour money into their stock market, driving it to perform best of all of the assets in Q3 2020 with a
gain of 14.6%. In the US, growth continued to perform well, especially in large caps with the S&P 500 gaining
11.8%. Commaodities as represented by Bloomberg Commaodity Index (BCOM) also performed strongly in the third
guarter, gaining 9.1%, mainly driven by returns in agriculture and livestock. It is worth noting the roll yield is still
expensive, currently at -12% for the index and -23% in energy and -22% in livestock.

Exhibit 1. Third Quarter Performance Across Assets Led By China, Growth and
Commodities
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Source: Morgan Stanley Wealth Management. Past performance does not guarantee future results. Indices are unmanaged and not available
for direct investment.

Volatility

On the surface, most of the performance for the third quarter ended uneventfully. However, as uncertainty looms
from the aforementioned reasons of the pandemic, fiscal policy and elections, the volatility is picking up. At the
height of the shutdown, the 30-day annualized volatility for the S&P 500 reached 88% in the beginning of April,
and by September dropped to 9.8%. Now it is climbing again, and ended the third quarter at 22.1%, near where it
started quarter.

While the volatility is far from the pandemic highs, currently the NASDAQ, S&P 500 Growth Total Return and S&P
500 Total Return have the highest z-scores (number of standard deviations from the mean) of volatility with the
NASDAQ volatility at 1.2 standard deviations from its mean at 29.9%. The S&P 500 Growth TR and S&P 500 TR
have respective volatilities of 27.1% and 22.1% with corresponding z-scores of 1.0 and 0.7. Unsurprisingly, the
Alerian MLP TR index also has relatively high volatility now measuring at 28.6% with a z-score of 0.8.

Conversely, not all assets are experiencing high volatility again. 26 of the 78 measured assets have negative z-
scores with current 30-day annualized volatility of the Global Aggregate, Treasuries and US MBS at levels more
than 1 standard deviation below their mean volatilities. Further, Asian stocks in the Hang Seng, CSI 300 and
Nikkei 225 have volatilities below their means. Even commodities as measured by BCOM have a below average
volatility now at 11.9% with a z-score of -0.1, which shows the power of diversifying away from oil that still has
volatility at 40.9%.
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Exhibit 2: Volatility Is Rising From Q3 Lows, But Far Off Pandemic Highs

Volatility Is Rising From Q3 Lows, But Far Off Pandemic Highs
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Source: Morgan Stanley Wealth Management. Past performance does not guarantee future results. Indices are unmanaged and not available
for direct investment.

Election

Since the US election is a major contributor to the volatility in the some of the assets, here are some highlights
regarding performance across the major ones (please see our two-part report, US Policy Pulse: A History of
General Election Performance, Part 1 and Part 2, for the full analysis.) Of course, the past does not predict the
future but history often rhymes. Historically, Democratic administrations had higher S&P 500 average annual
returns for all years in office compared with GOP administrations, outperforming by 6%. Furthermore, US equities
analyzed by size, style and sector reported their strongest results on average under the Democrats, with the S&P
500 Pure Growth Total Return Index up 134.1%, the S&P MidCap 400 Pure Growth Total Return Index up
120.6% and the S&P 500 Information Technology Index up 138.4%.

However, the far-reaching strength of equities under Democratic presidents does not tell the whole story. It's also
important to consider who controls the House of Representatives and the Senate. We found that Democratic
control of the executive and legislative branches was more positive for markets in the first two years in office
versus GOP counterparts. However, when the House and Senate were controlled by different parties, results
were mixed. Value and growth stocks reported stronger average returns within the first year of a Republican
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president and divided Congress, at 24% and 29%, respectively. Under a Democratic president and a divided
Congress, small-cap and large-cap stock returns were stronger, 31% and 25%, respectively.

In our analysis, beyond equities, of 108 indexes covering multiple asset classes, on average, 77% performed best
under Democratic presidencies, while 23% did better with Republicans. Although performance on a whole was
weaker under Republican presidents, when we found that other than US equities, returns were mixed when
comparing the average term performance by party and the greatest return by president. Notably, these two
components do not always align. For example, the Nikkei 225 Index reported its best average term performance
by party under Democratic administrations (see table). Even so, its best single-term performance was under a
Republican president, gaining 160.5% during Ronald Reagan’s second term. Homogenous results were also
uncovered. The Bloomberg Barclays US Aggregate Index performed better under Republican presidents. Also
doing better under the GOP were the Bloomberg Commaodity Total Return Index and China's CSI 300 Index.
When reviewing performance by individual presidential term, we found these assets also posted their strongest
returns under Republicans.

Exhibit 3: Presidential and Party Performance Is Mixed for Major Asset Classes

Republican Democratic  Average Best Worst

Index Term Avg. Term Avg. Difference Best Term Worst Term Presidential Term Presidential Term
CSI300 T77.79 28.7% 49.0% 111.89 28.2% George W. Bush (2) Barack Obama (1)
Bloomberg Commodity Total Return  46.0% 34.% 1.9% 204.6% -37.2% Richard M. Nixon (2) Barack Obama (2)
Bloomberg Barclays US Aggregate 31.29 2596 7.1 55.39 7.4% George HW. Bush Barack Obama (2)
Hang Seng 20.5% 97.9% T7.4% 259.8% 62.0% Jimmy Carter Richard M. Nixon (2)
Euro STOXX 50 -N.4% 68.2% 79.5% B93% -37.89 William J. Clinton (2) George W. Bush (1)
S&P Real Assets 14.3% 50.2% 35.9% 91.6% 8.7% Barack Obama (1) Barack Obama (2)
S&P 500 16.5% 46.5% 30.0% 205.5% 7.9 Franklin D. Roosevelt (1) Herbert Hoover
Nikkei 225 18.6% 28.5% 9.9% 160.5% 47.0% Ronald Reagan (2) George H.W. Bush

Note: Red indicates Republican presidency and blue indicates Democratic presidency.

Source: Morgan Stanley Wealth Management as of Aug. 31, 2020. Past performance does not guarantee future results. Indices are
unmanaged and not available for direct investment.

The US Dollar

Despite the rising volatility and uncertainty surrounding the election, the correlations between assets have
dropped during the third quarter. Notably high yield dropped from 0.7 to 0.4, and commodities dropped from 0.4 to
0.1. However, the S&P Real Assets have hit an all-time high 30-day correlation with the S&P 500 just when
inflation and diversification are needed. While we have been discussing inflation and assets that can hedge
against a stock market decline throughout the year, one of the more interesting markets to watch now is the US
Dollar.

While there are many forces driving a falling dollar including the unprecedented stimulus and the Fed’s
willingness to tolerate higher inflation in its move to target average inflation, the news of Trump’s positive COVID-
19 test introduces another level of uncertainty. This may support the dollar as it tends to respond in times of
trouble. However, the rise might be temporary and in the longer-term, positioning for a falling dollar makes sense.

Historically a falling dollar has benefitted growth stocks the most despite the size. On average for every 1% year-
over-year the US dollar fell, the S&P 500 rose 2.9% and the S&P 500 Pure Growth rose 4.5%, the most of any
asset measured. Only the S&P GSCI Crude Oil ER (excess return that includes roll yield) falls with a falling dollar,
and it falls on average 1.3%. This is important since oil is priced in dollars, it moves generally oppositely, which is
shown in Exhibit 4 where the crude oil contract rises on average 2.1%. This means the roll yield has been so
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dilutive, it erases the benefit of oil to hedge a falling dollar. Notably, the S&P GSCI Crude Oil ER also drops with a
rising dollar, losing 3.9% on average for every 1% dollar decline year-over-year.

Exhibit 4: Growth Stocks Benefit Most From A Falling Dollar

US Dollar Market Capture Ratios [10-Years]
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BEEGGold TR -183.5 2.2|Pan-Euroc Aggregate -23.6 1025
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Source: Morgan Stanley Wealth Management. Past performance does not guarantee future results. Indices are unmanaged and not available
for direct investment.

Conclusion

Although the third quarter continued to show improvement in many areas despite the correction, there are many
unknowns going into the fourth quarter that can drive volatility higher. Now that Trump has tested positive for
COVID-19, we might expect even more risk than we might have based on past elections. The likelihood for
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reopening is probably reduced and the consumer behavior even without lockdowns may change from the news.
However, the chance for a fiscal stimulus deal may have increased, not just from the president’s iliness, but from
the weaker than expected job growth that may indicate some economic weakness. If the volatility rises as we
expect, investors may also continue to feel comfortable in the big names (FAANGS) and index concentration may
become greater, furthering the need to diversify into smaller stocks and use active managers.
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Important Information and Disclosures:

Information contained herein is based on data from multiple sources considered to be reliable and Morgan Stanley Smith Barney LLC (“Morgan
Stanley”) makes no representation as to the accuracy or completeness of data from sources outside of Morgan Stanley. This material has been
prepared for informational purposes only. It does not provide individually tailored investment advice. It has been prepared without regard to the
individual financial circumstances and objectives of persons who receive it. Morgan Stanley recommends that investors independently evaluate
particular investments and strategies, and encourages investors to seek the advice of a Morgan Stanley Financial Advisor. The appropriateness
of a particular investment or strategy will depend on an investor’s individual circumstances and objectives.

This is not a “research report” as defined by NASD Conduct Rules 2241 and 2242. It was not prepared by the Research Departments of Morgan
Stanley Smith Barney LLC or Morgan Stanley & Co. LLC or its affiliates.

The views and opinions expressed in this material are those of the author, Jodie Gunzberg, as of the date noted and do not necessarily
represent those of Morgan Stanley Smith Barney LLC, its affiliates or its other employees. Of course, these views may change without notice in
response to changing circumstances and market conditions. Furthermore, this material contains forward looking statements and there can be
no guarantees that they will come to pass. The discussion of any securities in this material should not be construed as a solicitation to buy or
sell such securities.

Past performance does not guarantee future results. The indices are unmanaged, and an investor cannot invest directly in an index. The indices
are shown for illustrative purposes only and do not represent the performance of any specific investment. Index returns consist of income and
capital appreciation (or depreciation) and do not take into account fees, taxes or other charges. Such fees and charges would reduce
performance. Index performance is calculated on a total return basis and assumes that dividends and distributions were reinvested.

Tax laws are complex and subject to change. Morgan Stanley Smith Barney LLC (“Morgan Stanley”), its affiliates and Morgan Stanley Financial
Advisors and Private Wealth Advisors do not provide tax or legal advice, are not “fiduciaries” (under ERISA, the Internal Revenue Code or
otherwise) with respect to the services or activities described herein except as otherwise provided in writing by Morgan Stanley and/or as
described at www.morganstanley.com/disclosures/dol. Individuals are encouraged to consult their tax or legal advisors (a) before establishing
a retirement plan or account, and (b) regarding any potential tax, ERISA and related consequences of any investments made under such plan
or account, and (c) to understand the tax and legal consequences of any actions, including implementation of any estate planning strategies, or
investments described herein.

The investment management services of Morgan Stanley Smith Barney LLC and investment vehicles managed by Morgan Stanley Smith Barney
LLC or its affiliates are not guaranteed and could result in the loss of value to your account. You should note that investing in financial instruments
carries with it the possibility of losses and that a focus on above-market returns exposes the portfolio to above-average risk. Performance
aspirations are not guaranteed and are subject to market conditions. High volatility investments may be subject to sudden and large falls in
value, and there could be a large loss on realization which could be equal to the amount invested.

Alternative investments often are speculative and include a high degree of risk. Investors could lose all or a substantial amount of their
investment. Alternative investments are suitable only for eligible, long-term investors who are willing to forgo liquidity and put capital at risk for
an indefinite period of time. They may be highly illiquid and can engage in leverage and other speculative practices that may increase the
volatility and risk of loss. Alternative Investments typically have higher fees than traditional investments. Investors should carefully review and
consider potential risks before investing.

Asset allocation, diversification and rebalancing do not assure a profit or protect against loss. There may be a potential tax implication with
a rebalancing strategy. Please consult your tax advisor before implementing such a strategy.

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.

Investing in commodities entails significant risks. The commaodities markets may fluctuate widely based on a variety of factors including changes
in supply and demand relationships; governmental programs and policies; national and international political and economic events; war and
terrorist events; changes in interest and exchange rates; trading activities in commodities and related contracts; pestilence; weather;
technological change; and, 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.

Equity securities may fluctuate in response to news on companies, industries, market conditions and general economic environment.
Companies paying dividends can reduce or stop payouts at any time.

Foreign investing involves certain risks not typically associated with investments in domestic corporations and obligations issued by the U.S.
government, such as currency fluctuations and controls, restrictions on foreign investments, less governmental supervision and regulation, less
liquidity and the potential for market volatility and political instability. In addition, the securities markets of many of the emerging markets are
substantially smaller, less developed, less liquid and more volatile than the securities of the U.S. and other more developed countries.

Morgan Stanley Smith Barney LLC is a registered Broker/Dealer, Member SIPC, and not a bank. Where appropriate, Morgan Stanley Smith
Barney LLC has entered into arrangements with banks and other third parties to assist in offering certain banking related products and services.

Investment, insurance and annuity products offered through Morgan Stanley Smith Barney LLC are: NOT FDIC INSURED | MAY LOSE VALUE
| NOT BANK GUARANTEED | NOT A BANK DEPOSIT | NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY
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