
Overview

Equity Research
North America

US and the Americas
Investment Research

US Investment Perspectives – April 3, 2002

Please see the important disclosures at the end of this report.

Excerpt from 4/3/02 U.S. Investment Perspectives

US Strategy April 2, 2002

Pressing On, Regardless
Steve Galbraith (Steve.Galbraith@morganstanley.com)
Mary Viviano (Mary.Viviano@morganstanley.com)

For the past four years I have taught the Securities Analysis
class to MBA candidates up at Columbia University.  In
addition to spending time on the basics of stock analysis,
the class typically also features prominent investors dis-
cussing their approaches to investing and markets.  Last
week, in what may have proved the academic equivalent of
inviting the president of the temperance league to lecture a
class on bartending, I invited Jack Bogle to address the
class.  Thankfully, it was past the midpoint of the semester
and refunds were no longer allowed.  I say this not because
Bogle’s message was muddled, but rather the opposite — it
was analytically airtight.  Armed with data and facts, he laid
out the case against active management and for indexing
quite powerfully.  My guess is that more than a few students
left the class wondering just what the heck their hard-earned
tuition dollars were doing going to a class devoted to the
seemingly impossible — analyzing securities to achieve
better-than-market returns.

At least the students have the excuse of being early in their
careers; what’s mine for staying the course in my current
role?  For the most part I subscribe to many of Bogle’s core
themes — low turnover and low cost most prominent
among them.  Indeed, for many investors an index product
is the most appropriate vehicle with which to build a core
investment holding.  This said, exceptional individuals
have, however rarely, been able to post exceptional invest-
ment results.  Heck, even Vanguard carries active portfolios
in its arsenal of product.  In fact, proving the apple may
stray a bit from the tree, Jack’s son is an active money man-
ager.  Still, we recognize that the odds are against active
managers.  As such, we continue to approach our strategy
product with a sober eye, encouraging investors to take out-
sized positions only when investment anomalies have be-
come so extreme that the weight of evidence is squarely on
their side.  Almost without exception, such opportunities
arise only when they are least likely to be embraced by the

consensus and feel most unpleasant to consider (e.g., a
value-over-growth bet two years ago).

The state of the State (such as it is).   Following one of the
most robust bull markets of any era, the question remains as
to how much investment return ultimately stuck with in-
vestors at the end.  We know what the various indexes have
done over the past 20 years, but historically investors, in
aggregate, achieve something less than the index return
(given fees, taxes, commissions, etc.).  Various researchers
(Odean and Barber, Dalbar, Leuthold et al.) have explored
this topic, and each has concluded the same thing to varying
degrees: Investors’ returns in this wonderful investment era
have ranged from the subprime to the ridiculous (Exhibit 1).
Bogle’s view was blunt:  If mutual fund investors can only
derive single-digit returns in a mid-teens return environ-
ment, prospects are apt to be all the more frustrating in an
era of lower financial returns.

Exhibit 1
An Undemocratic Bull Market?

The Stock Market, the Average Equity Fund,  and
the Average Equity Fund Investor: 1984 - 2000
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Source:  Bogle Financial Center.   Average annual return.

The first shall be last (and sometimes, the last first).   So
how on earth could so much raw investment return translate
into so little shareholder return?  In a nutshell, performance
chasing.  With, at times, over 100% of all mutual fund flows
going into Morningstar four- or five-star rated funds, indi-
vidual investors have become integral players in the mo-
mentum-driven markets of the past decade.  Ironically, if
there is one line from the marketing literature of money
management that needs to be changed, it is the one that
states “past performance is no guarantee of future returns.”
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As Bogle pointed out, in fact, one of the things an investor
can most count on with respect to a guarantee of future re-
turns is that subpar returns will subsequently follow tre-
mendous investment results.  On the flip side, with some-
what less frequency (given fund mortality rates), robust
results will follow subpar returns (Exhibits 2 and 3).

Exhibit 2
The First Shall Be Last…

Reversion to the Mean in Fund Performance

Rank Ann.Ret. Rank Ann.Ret
1 208% 1413 -71%
2 115% 1408 -49%
3 105% 1406 -43%
4 93% 1401 -36%
5 93% 1395 -34%
6 92% 1402 -37%
7 90% 1341 -26%
8 87% 1309 -24%
9 84% 1370 -29%
10 79% 1347 -27%

1998-99 2000-2001
The First Shall Be Last…

Exhibit 3
...and the Last...

Reversion to the Mean in Fund Performance

Rank Ann.Ret. Rank Ann.Ret
1,404 -8% 95 16%
1,405 -9% 129 14%
1,406 -9% 65 19%
1,407 -9% 52 21%
1,408 -9% 174 10%
1,409 -10% 66 19%
1,410 -11% 123 15%
1,411 -12% 329 3%
1,412 -16% 92 17%
1,413 -29% 76 18%

1998-99 2000-2001
The Last Shall Be First…

Source:  Bogle Financial Center - 1,413 funds with $100 million+ in assets

Single-digit returns ahead.   Last week (see Reaching for
Stars, Grasping Straws), we noted that both institutional
and individual investors needed to ratchet down return ex-
pectations.  Although the last two years have been quite
poor, investors cling to expectations of long-term double-
digit returns in the years ahead.  In the context of the past
two decades, double-digit returns in the high teens may
seem reasonable, but a blunt review of economic history
suggests they may, in fact, prove quite difficult to achieve.
Given the starting dividend yield and P/E ratios for the mar-
ket, Bogle suggested (a stance we agree with) that 7–8%

returns off of today’s base would be realistic.  Consistent
with this point, we continue to believe portfolio managers
should explicitly not be making P/E multiple expansion bets
today.  Instead, we believe investors need to focus on those
few companies that can genuinely increase earnings at a
double-digit clip and where the current P/E multiple can
hold (select healthcare, retailers, media, and financials).  Or,
alternatively, scout out those firms with cyclically depressed
earnings where earnings may rise several hundred percent
while the multiple declines (basic materials, industrials,
parts of energy).

Which way is the wind blowing?   Finally, as we have
noted in the past (see Losing the Winner’s Game, February
6), it is difficult to imagine a more favorable macro envi-
ronment for the money management business than that of the
past two decades.  Clearly, the wind has been at the indus-
try’s back.  A firm merely holding market share and appreci-
ating with the growth in stocks and bonds would have grown
at almost three times the clip of S&P earnings or nominal
GDP (Exhibit 4).  Financial assets are unlikely to continue
accumulating at this pace, however, and our guess is market
share gains will be a far larger component of industry suc-
cess in years ahead.  As always, performance will be a prime
contributor to share gains, and low cost seems to be a con-
stant across most truly successful fund complexes.

Exhibit 4
Twenty Years of Wind at the Back
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Source:  Ibbotson Associates, Standard & Poor’s, BEA; data for 1981–2001

On his second heart and third career, Jack Bogle is still full
of fire and brimstone.  His message remains relatively short
on opinion (though quite pointed) but long on fact.  Today,
that message is fairly sobering.  Equity market returns of the
next decade are likely to be lower than those of the prior
two.  In such an environment, investors need, perhaps more
than ever, to be cognizant of costs.  One hundred fifty basis
points in costs on a return of sixteen percent may seem
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trivial, but on eight percent the hit is quite noticeable.  From
our perspective, perhaps in a triumph of hope over experi-
ence, we continue to believe active managers can add value.
To do so, however, we suspect investors must be truly ac-

tive:  Don’t confuse trading activity with progress, but
rather break free of some of the benchmarking shackles that
have come to dominate parts of the industry today.

V = More volatile.  We estimate that this stock has more than a 25% chance of a price move (up or down) of more than 25% in a month,
based on a quantitative assessment of historical data, or in the analyst’s view, it is likely to become materially more volatile over the next 1-
12 months compared with the past three years.  Stocks with less than one year of trading history are automatically rated as more volatile
(unless otherwise noted).  We note that securities that we do not currently consider "volatile" can still perform in that manner.
____________________________________________________
The following analyst, strategist, or research associate (or a household member) owns securities in a company that he or she covers or rec-
ommends in this report: Wayne Atwell - Alcoa, Century Aluminum, Freeport-McMoRan; Steven A. Boscoe - Celgene; Caroline Copithorne -
Celgene, Gilead; Henry McVey - Citigroup; Paul Mazzilli - iShares MSCI EMU Index Fund; Mary Meeker - Amazon.com, AOL Time War-
ner, eBay, Yahoo!; Robert J. Pelosky, Jr. - Citigroup; Susan E. Quilty - Circuit City, The Home Depot; and Ian Somaiya - Celgene, Gilead.

The information and opinions in this report were prepared by Morgan Stanley & Co. Incorporated (“Morgan Stanley”).  Morgan Stanley has
no obligation to tell you when opinions or information in this report change.  Morgan Stanley and its affiliate companies are involved in many
businesses that may relate to companies mentioned in this report.  These businesses include market making and specialized trading, risk arbi-
trage and other proprietary trading, fund management, investment services and investment banking.

This report is based on public information.  Morgan Stanley makes every effort to use reliable, comprehensive information, but we make no
representation that it is accurate or complete.  We are not offering to buy or sell the securities mentioned or soliciting an offer to buy or sell
them.

Within the last three years, Morgan Stanley, Morgan Stanley DW Inc. and/or their affiliate companies managed or co-managed a public of-
fering of the securities of Banca Intensa, Citigroup, Coca-Cola, Comcast, Dow Chemical, France Telecom, Halliburton, Korea Telecom,
Mattel, Orange, PepsiCo, Sega Enterprises, STMicroelectronics, Suez Lyonnaise des Eaux, Telefonica, UBS, Unicredito Italiano, Valero
Energy, Verizon, Waddell & Reed, and Yahoo!

Morgan Stanley, Morgan Stanley DW Inc. and/or their affiliate companies make a market in the securities of Adobe, Atlantic Coast Airlines,
Check Point Software, Citigroup, Coca-Cola, Invitrogen, iShares, Ixia, Korea Telecom, News Corp., Nissan, Orange, PeopleSoft, Qiagen,
Siebel, Swiss Re, Telefonica, UBS, United Microelectronics, Valero Energy, Verizon, and Yahoo!

Morgan Stanley, Morgan Stanley DW Inc., its affiliate companies, and/or their employees may have an investment in securities and deriva-
tives of securities of companies mentioned in this report.  These derivatives may be issued by Morgan Stanley or others associated with it.

The securities discussed in this report may not be suitable for all investors.  Investors must make their own investment decisions based on
their own investment objectives and financial position.  Morgan Stanley recommends that investors independently evaluate each issuer, secu-
rity or instrument discussed, and use any independent advisers they believe necessary.  The value of and income from your investment may
vary because of changes in interest rates or foreign exchange rates, changes in the price of securities or other indexes in the securities markets,
changes in operational or financial conditions of companies and other factors. There may be time limitations on the exercise of options or
other rights in your securities transactions.  Past performance is not necessarily a guide to future performance.

This publication is disseminated in Japan by Morgan Stanley Japan Limited and/or Morgan Stanley Nippon Securities Limited; in Singapore
by Morgan Stanley Dean Witter Asia (Singapore) Pte., regulated by the Monetary Authority of Singapore; in Australia by Morgan Stanley
Dean Witter Australia Limited A.B.N. 67 003 734 576, a licensed dealer, which accepts responsibility for its contents; in certain provinces of
Canada by Morgan Stanley Canada Limited, which has approved of, and has agreed to take responsibility for, the contents of this publication
in Canada; in Spain by Morgan Stanley, S.V., S.A., a Morgan Stanley group company, which is supervised by the Spanish Securities Markets
Commission (CNMV) and states that this document has been written and distributed in accordance with the rules of conduct applicable to
financial research as established under Spanish regulations; in the United States by Morgan Stanley & Co. Incorporated and Morgan Stanley
DW Inc., which accept responsibility for its contents; and in the United Kingdom, this publication is approved by Morgan Stanley & Co.
International Limited, solely for the purposes of section 21 of the Financial Services and Markets Act 2000. Private U.K. investors should
obtain the advice of their Morgan Stanley & Co. International Limited representative about the investments concerned.

This report may not be sold or redistributed without the written consent of Morgan Stanley Dean Witter & Co.  Morgan Stanley is a service
mark of Morgan Stanley Dean Witter & Co.

For pages 3–5:

We remind investors that these investments are subject to market risk and will fluctuate in value.  Readers can obtain a copy of the prospectus
for these funds from State Street Capital Markets, LLC for streetTRACKS  and SEI Investments Distribution Co for iShares. The prospectus
contains more complete and important information about the ETFs and should be read carefully before investing.

The information and opinions in this report was prepared by Morgan Stanley & Co. Incorporated (“Morgan Stanley”). Morgan Stanley does
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not undertake to advise you of changes in its opinion or information. Morgan Stanley and others associated with it may make markets or spe-
cialize in, have positions in and effect transactions in securities of ETFs mentioned and may also perform or seek to perform brokerage and
other services for those ETFs and may enter into transactions with them. Morgan Stanley participates in the creation and redemption of the
securities covered in this report and, as an authorized participant or otherwise, acquires such securities from the issuers for the purpose of
resale. MSCI, an affiliate of Morgan Stanley, receives licensing fees from Barclays Global Investors with respect to a number of the iShares
ETFs based on MSCI indexes.  Morgan Stanley receives licensing fees from State Street Global Advisors with respect to two of the street-
TRACKS funds.  Morgan Stanley receives sub-administration fees in connection with certain administrative duties performed for iShares Inc.
and receives 12b-1 fees in connection with marketing and investor services performed for iShares Inc.  R. Sheldon Johnson, a Managing Di-
rector of Morgan Stanley, is an officer of iShares Inc.

Morgan Stanley, Morgan Stanley DW Inc. and/or their affiliates or their employees have or may have a long or short position or holding in
the securities, options on securities, or other related investments of ETFs mentioned herein.

The investments discussed or recommended in this report may be unsuitable for investors depending upon their specific investment objectives
and financial position. Where an investment is denominated in a currency other than the investor’s currency, changes in rates of exchange
may have an adverse effect on the value, price of, or income derived from the investment. The performance data quoted represents past per-
formance.  Past performance is not necessarily a guide to future performance. No representation or warranty is made that any returns indi-
cated will be achieved. Certain assumptions may have been made in this analysis which have resulted in any returns detailed herein. Transac-
tion costs (such as commissions) are not included in the calculation of returns.  Changes to the assumptions may have a material impact on
any returns detailed.

These materials may not be distributed in any jurisdiction where it is unlawful to do so.  The products described may not be available for offer
or sale in certain jurisdictions.  Investors should check on their eligibility to purchase and sell these instruments.

These materials do not constitute an offer to buy or sell or a solicitation to buy or sell any financial instrument or participate in any trading
strategy and no representation or warranty is given with respect to any future offer or sale conforming to the terms hereof.

These materials have been prepared solely for informational purposes based upon information generally available to the public from sources
believed to be reliable.  No representation is given with respect to their accuracy or completeness, and they may change without notice.
Morgan Stanley on its own behalf and on behalf of its affiliates disclaims any and all liability relating to these materials, including, without
limitation, any express or implied representations or warranties for statements or errors contained in, or omissions from, these materials.
Potential investors should be aware that certain legal, accounting and tax restrictions, margin requirements, commissions and other transac-
tion costs and changes to the assumptions set forth herein may significantly affect the economic consequences of the transactions discussed
herein.  The information [and analyses] contained herein are not intended as tax, legal or investment advice and may not be suitable for your
specific circumstances.

The distributor for the iShare ETFs is SEI Investments Distribution Co. The distributor for Diamonds, Mid Cap SPDRS, SPDRS, Nasdaq 100
Index, and Select Sector SPDRS is Alps Mutual Fund Services.  The distributor for streetTRACKS is State Street Capital Markets, LLC. The
distributor for the Vanguard ETFs is Vanguard Marketing Corporation.  The prospectuses contain more complete and important information
about the ETFs and should be read carefully before investing.

Options are not for everyone.  Before engaging in the purchasing or writing of options, investors should understand the nature and extent of
their rights and obligations and be aware of the risks involved, including the risks pertaining to the business and financial condition of the
issuer and the underlying stock.  A secondary market may not exist for these securities.  For customers of Morgan Stanley and Morgan Stan-
ley DW Inc. who are purchasing or writing exchange-traded options, your attention is called to the publication “Characteristics and Risks of
Standardized Options” which is available from your account representative.

Include if futures are mentioned - The trading of futures or options on futures contained inherent risks.  Investors should be aware that tax
considerations, margin requirements, commission and other transaction costs may significantly affect the economic consequences of the
transactions discussed herein and should be reviewed carefully with their account representative and tax advisor.  The price or value of the
investments to which this report relates, either directly or indirectly, may fall or rise.

To our readers in the United Kingdom: This publication has been issued by Morgan Stanley and approved by Morgan Stanley & Co. Interna-
tional Limited, solely for the purposes of section 21 of the Financial Services and Markets Act 2000. Morgan Stanley & Co. International
Limited and/or its affiliates may be providing or may have provided significant advice or investment services, including investment banking
services, for any company mentioned in this report. Private investors should obtain the advice of their Morgan Stanley & Co. International
Limited representative about the investments concerned.

This publication is disseminated in Japan by Morgan Stanley Japan Limited and in Singapore by Morgan Stanley Dean Witter Asia (Singa-
pore) Pte.

To our readers in the United States: While Morgan Stanley has prepared this report, Morgan Stanley and/or Morgan Stanley DW Inc. are
distributing the report in the US and accept responsibility for it contents.  Any person receiving this report and wishing to effect transactions
in any security discussed herein should do so only with a representative of Morgan Stanley or Morgan Stanley DW Inc.

To our readers in Spain: Morgan Stanley Dean Witter, S.V., S.A., a Morgan Stanley group company, supervised by the Spanish Securities
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Markets Commission (CNMV), hereby states that this document has been written and distributed in accordance with the rules of conduct
applicable to financial research as established under Spanish regulations.

To our readers in Australia: This publication has been issued by Morgan Stanley but is being distributed in Australia by Morgan Stanley Dean
Witter Australia Limited, a licensed dealer, which accepts responsibility for its contents.  Any person receiving this report and wishing to
effect transactions in any security discussed in it may wish to do so with an authorized representative of Morgan Stanley Dean Witter Austra-
lia Limited.

To our readers in Canada: This publication has been prepared by Morgan Stanley and is being made available in certain provinces of Canada
by Morgan Stanley Canada Limited.  Morgan Stanley Canada Limited has approved of, and has agreed to take responsibility for, the contents
of this information in Canada.

Hypothetical performance results have inherent limitations.  There are frequently sharp differences between hypothetical and actual perform-
ance results subsequently achieved by any particular trading strategy. Hypothetical performance results do not represent actual trading and are
generally designed with the benefit of hindsight.  They cannot account for all factors associated with risk, including the impact of financial
risk in actual trading or the ability to withstand losses or to adhere to a particular trading strategy in the face of trading losses.  There are nu-
merous other factors related to the markets in general or to the implementation of any specific trading strategy that cannot be fully accounted
for in the preparation of hypothetical performance results and all of which can adversely affect actual trading results.

Any estimates, projections or predictions (including in tabular form) given in this report are intended to be forward-looking statements.  Al-
though Morgan Stanley believes that the expectations in such forward-looking statement are reasonable, it can give no assurance that any
forward-looking statements will prove to be correct. Such estimates are subject to actual known and unknown risks, uncertainties and other
factors that could cause actual results to differ materially from those projected. These forward-looking statements speak only as of the date of
this report.  Morgan Stanley expressly disclaims any obligation or undertaking to update or revise any forward-looking statement contained
herein to reflect any change in its expectations or any change in circumstances upon which such statement is based.

Morgan Stanley is a service mark of Morgan Stanley Dean Witter & Co. Additional information on recommended securities discussed herein
is available on request.  This report may not be resold or redistributed without the prior written consent of Morgan Stanley Dean Witter & Co.

This report is not a substitute for tailored professional advice on how a specific bank should execute its strategy. The information in this re-
port is provided on the understanding that the authors and publishers are not herein engaged in rendering legal, accounting, tax, investment or
other professional advice and services. As such it should not be used as a substitute for consultation with professional accountants, tax, legal,
financial or other competent advisers.

For pages 61–62:

The information and opinions in this report were prepared by Oliver Wyman & Company ("OWC") and Morgan Stanley & Co. International
Limited ("Morgan Stanley").

Neither OWC nor Morgan Stanley have any obligation to tell you when opinions or information in this report change.

This report is based on public information and information contributed by OWC and Morgan Stanley. Morgan Stanley and OWC make every
effort to use reliable, up-to-date and comprehensive information, but we make no representation that it is accurate, up-to-date or complete.
Morgan Stanley and OWC accept no liability for any loss arising as a result of any action taken or refrained from as a result of information
contained in this report or any reports or sources of information referred to herein or for any consequential special or similar damages even if
advised of the possibility of such damages. All information is provided without warranty of any kind, express or implied. Neither Morgan
Stanley nor OWC is offering to buy or sell the securities mentioned or soliciting an offer to buy or sell them.

The securities discussed in this report may not be suitable for all investors. Investors must make their own investment decisions based on their
own investment objectives and financial position. Morgan Stanley or OWC recommends that investors independently evaluate each issuer,
security or instrument discussed, and use any independent advisers they believe necessary. The value of and income from your investment
may vary because of changes in interest rates or foreign exchange rates, changes in the price of securities or other indexes in the securities
markets, changes in operational or financial conditions of companies and other factors. There may be time limitations on the exercise of op-
tions or other rights in your securities transactions. Past performance is not necessarily a guide to future performance.

This report may not be sold or redistributed without the written consent of Morgan Stanley Dean Witter & Co and Oliver Wyman & Com-
pany.

Morgan Stanley is a service mark of Morgan Stanley Dean Witter & Co. Oliver, Wyman & Company is a service mark of Oliver, Wyman &
Company.

Copyright © Morgan Stanley, 2002 and Copyright © Oliver, Wyman & Company, 2002
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Additional information on recommended securities is available on request.

Copyright © Morgan Stanley, 2002


