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Competition is a feature of capitalism. A company earning a
handsome economic profit will attract competitors that seek to
wrest that profit away either by selling similar goods or services at
a lower cost or by providing attractive substitute offerings.

Productive investment is the engine of capitalism. Companies
spend on tangible or intangible assets with the expectation that
future cash flows, discounted to the present, will be worth more
than the outlay. Successful investment creates wealth because
one dollar of investment is worth more than one dollar in value.

Creditors and equity holders provide the capital to invest. Creditors
have a senior claim on cash flows and hence have lower risk and
expected return than equity holders. Equity holders have a residual
claim on cash flows, so they have higher risk and potential reward.
Once a company is up and running, the primary source of
investment capital tends to be cash that is generated internally.
Since 1980, internal financing has supplied more than 90 percent
of the capital for investment in the U.S.! This can come from
retained earnings or other stakeholders, including suppliers.?

Capital allocation is arguably a management team’s most
important task. The goal of capital allocation is to put resources to
their best and highest use so as to create long-term value per share
for ongoing shareholders. You can think of capital allocation in two
parts. One is investing in the business, which includes familiar
forms such as capital expenditures, intangible assets, and mergers
and acquisitions.

The other is transacting with securities that have prices that are
based on corporate value, including buying and selling the debt and
equity of a company. This introduces the potential for a wealth
transfer, where one stakeholder benefits at the expense of another.
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Wealth Transfers

A wealth transfer occurs when a company buys or sells a mispriced security.® We focus on equity. The intuition
is straightforward and amounts to little more than “buy low and sell high.” The essential issue is whether
executives can discern between price and value. In theory, they should have information about the prospects
for their companies that investors lack. This can provide an opportunity to initiate a wealth transfer.

The empirical research on the topic comes to a few conclusions. First, companies can indeed time the sale and
purchase of equity so as to benefit ongoing shareholders.* Second, wealth transfers tend to be larger for sales
of overpriced equity than they are for purchases of undervalued equity.> Third, institutional investors are
generally more discerning than individual investors when transacting with a company.®

Richard Sloan and Haifeng You, professors of accounting, find that companies buying and selling equity transfer
one to two percent of the pre-deal market value from the transacting shareholders to the ongoing shareholders,
measured five years after the event.”

An important implication of these transfers is that a stock’s dollar-weighted average return can be less than its
time-weighted return. Total shareholder returns are generally reported using time-weighted returns. This concept
is related to the observation that mutual fund investors generally earn lower returns than the funds in which they
invest because of poor timing. For example, the dollar-weighted returns were 117 basis points lower than time-
weighted returns for U.S. equity mutual funds for the 10 years ended December 31, 2020.8

llia Dichev, a professor of accounting, provides an example to make the point clear (we modify his numbers
modestly).® A company starts with 1,000 shares of a stock that trades at $100 a share. The stock then doubles
to $200 and the company sells 1,000 shares. Finally, the stock returns to $100.

It is obvious that the initial shareholders are flat on their investment and the new shareholders are down 50
percent. In fact, in this scenario the dollar-weighted return is -26.8 percent, measured using internal rate of return
(IRR). But the time-weighted return is zero because the stock ended where it began.

This analysis is based on price change, which is what investors ultimately care about. Wealth transfers rely on
a stock being mispriced, which presumes that price differs from intrinsic value. When we introduce value, we
can observe that selling overvalued stock and buying back undervalued stock add to firm value per share.
Symmetrically, buying back overvalued stock and selling undervalued stock subtract from firm value per share
(see exhibit 1).
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Exhibit 1: Wealth Transfers Via Equity Transactions

Stock Price
Undervalued Overvalued

Sell + Buyers gain + Buyers lose
ells . .
+ Ongoing holders lose + Ongoing holders gain

Company

B + Sellers lose + Sellers gain

uys * Ongoing holders gain + Ongoing holders lose

Source: Counterpoint Global.

Let’'s return to our example. Say the intrinsic value of the firm at the outset is $100,000 and that the price
accurately reflects that value ($100 per share x 1,000 shares outstanding = $100,000). The stock rises to $200,
and the firm sells 1,000 shares. The new value of the firm is $300,000 ($300,000 = $100,000 + $200,000 in
proceeds) and the value per share rises from $100 to $150 per share ($150 = $300,000 + 2,000 shares
outstanding). The wealth transfer is from the buying shareholders to ongoing holders, which becomes clear if
the stock price declines to $150 and matches its new value per share. Buying shareholders lose $50 per share
while the ongoing holders gain $50. Note that the price regresses to a higher value.

We can start with the same intrinsic value and price and see what happens if the company buys back
undervalued stock. Now assume the stock drops from $100 to $50 and the company repurchases 500 shares.
The value of the firm decreases to $75,000 ($75,000 = $100,000 - $25,000 repurchase cost) but the value per
share increases to $150 per share ($150 = $75,000 + 500 shares outstanding). The wealth transfer is from the
selling shareholders to the ongoing holders if price and the new value align. Selling shareholders lose $50 per
share and ongoing holders gain $50.

A company that sells overvalued stock increases the value per share for the ongoing holders. But it should be
noted that those holders would be better off selling alongside the firm. A company that buys undervalued stock
also augments value per share. But in this case, ongoing shareholders improve their situation by doing nothing.

This analysis is relevant for stocks that gain attention through social media and appeal primarily to retail
investors. These are colloquially called “meme stocks” because the individuals who buy them commonly react
to ideas developed and spread on the Internet.l® Consider that the net daily purchases of U.S equities and
exchange-traded funds by individuals at the height of popularity for meme stocks was roughly 10 times the level
of purchases in 2019 before major online brokerage firms moved to zero commissions.1!

The large price changes of these stocks suggest mispricing. These stock price spikes present an opportunity for
a wealth transfer via corporate action.
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We designated value in our example so as to illustrate the point. But in reality, determining intrinsic value is
much more difficult. To simplify our analysis, we use the average target price of the sell-side analysts who cover
a stock as a proxy for intrinsic value. As is generally known, target prices are not very accurate and tend to be
optimistic. This means that realized prices tend to fall short of the target.’2 The math of wealth transfers still
works, but the magnitude of the effect is muted if the target price is higher than the intrinsic value.

The recent case of GamesStop, a retailer of video games and consumer electronics, is an example of equity
issuance executed at a price that substantially exceeded value as implied by the target price of analysts. On
April 9, 2021, GameStop had 65.3 million shares outstanding and the stock closed at $158.36. Between June 9
and June 22, GameStop sold 5 million shares at an average price of $225.20 per share. During the time of the
sale, the average target price was $65.48.

The intrinsic value increased from $65.48 to $76.84 per share, a gain of more than 17 percent, as a result of the
issuance.’® On August 11, 2021, the stock closed at $158.78. Measuring stock price returns from roughly two
months before the issuance to two months after reveals an IRR of -1.4 percent but a time-weighted gain of 0.3
percent.

Another noteworthy aspect of the transaction is that the company added more than $1.1 billion to its balance
sheet. This introduces a capital allocation opportunity and risk. The capital creates additional wealth if it is
deployed into the operations and earns a return in excess of the cost of capital. But an investment below the
cost of capital is a drag on the value of the operations.14

AMC Entertainment Holdings, a movie theater chain, is another company with equity that qualified as a meme
stock. The company sold stock in a similar fashion. Indeed, its actions had an even larger impact on intrinsic
value than was the case for GameStop. AMC chose to deploy some of its cash into a gold mine company,
Hycroft Mining, hence diversifying away from its core operations.5

Conclusion

Companies can affect wealth in a couple of ways. First, they can make investments in their operations that earn
in excess of the cost of capital. This activity benefits capital providers. But sustaining returns above the cost of
capital is challenging because of competition and the inevitable maturation of various markets for goods or
services.

Companies can also transfer wealth by buying or selling mispriced stock. The evidence shows that in the
aggregate companies do sell high and buy low, which means that transacting shareholders fare worse than
ongoing holders.

Astute investors focus on a management’s ability to allocate capital and tend to focus on investments in the
business. This is appropriate. But investors should also be aware of the impact of management actions with
regard to their own stock. The essential guide is the gap between price and value.

Finally, many investors count on mispriced stocks regressing toward their value per share over time as a means
to generate excess returns. Wealth transfers show that actions by management can change the value per share
without any change in the underlying fundamentals of the operations.

Please see Important Disclosures on pages 7-9
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IMPORTANT INFORMATION

The views and opinions and/or analysis expressed are those of the author as of the date of preparation of this
material and are subject to change at any time due to market or economic conditions and may not necessatrily
come to pass. Furthermore, the views will not be updated or otherwise revised to reflect information that
subsequently becomes available or circumstances existing, or changes occurring, after the date of publication.
The views expressed do not reflect the opinions of all investment personnel at Morgan Stanley Investment
Management (MSIM) and its subsidiaries and affiliates (collectively “the Firm”), and may not be reflected in all
the strategies and products that the Firm offers.

Forecasts and/or estimates provided herein are subject to change and may not actually come to pass.
Information regarding expected market returns and market outlooks is based on the research, analysis and
opinions of the authors or the investment team. These conclusions are speculative in nature, may not come to
pass and are not intended to predict the future performance of any specific strategy or product the Firm offers.
Future results may differ significantly depending on factors such as changes in securities or financial markets or
general economic conditions.

Past performance is no guarantee of future results. This material has been prepared on the basis of publicly
available information, internally developed data and other third-party sources believed to be reliable. However,
no assurances are provided regarding the reliability of such information and the Firm has not sought to
independently verify information taken from public and third-party sources. The views expressed in the books
and articles referenced in this whitepaper are not necessarily endorsed by the Firm.

This material is a general communications which is not impartial and has been prepared solely for information
and educational purposes and does not constitute an offer or a recommendation to buy or sell any particular
security or to adopt any specific investment strategy. The material contained herein has not been based on a
consideration of any individual client circumstances and is not investment advice, nor should it be construed in
any way as tax, accounting, legal or regulatory advice. To that end, investors should seek independent legal
and financial advice, including advice as to tax consequences, before making any investment decision.

Charts and graphs provided herein are for illustrative purposes only. Any securities referenced herein are solely
for illustrative purposes only and should not be construed as a recommendation for investment.

This material is not a product of Morgan Stanley’s Research Department and should not be regarded as a
research material or a recommendation.

The Firm has not authorised financial intermediaries to use and to distribute this material, unless such use and
distribution is made in accordance with applicable law and regulation. Additionally, financial intermediaries are
required to satisfy themselves that the information in this material is appropriate for any person to whom they
provide this material in view of that person’s circumstances and purpose. The Firm shall not be liable for, and
accepts no liability for, the use or misuse of this material by any such financial intermediary.

The whole or any part of this work may not be directly or indirectly reproduced, copied, modified, used to create
a derivative work, performed, displayed, published, posted, licensed, framed, distributed or transmitted or any
of its contents disclosed to third parties without MSIM’s express written consent. This work may not be linked to
unless such hyperlink is for personal and non-commercial use. All information contained herein is proprietary
and is protected under copyright and other applicable law.

Eaton Vance is part of Morgan Stanley Investment Management. Morgan Stanley Investment Management is
the asset management division of Morgan Stanley.

This material may be translated into other languages. Where such a translation is made this English version
remains definitive. If there are any discrepancies between the English version and any version of this material
in another language, the English version shall prevail.
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DISTRIBUTION

This communication is only intended for and will only be distributed to persons resident in jurisdictions
where such distribution or availability would not be contrary to local laws or regulations.

MSIM, the asset management division of Morgan Stanley (NYSE: MS), and its affiliates have
arrangements in place to market each other’s products and services. Each MSIM affiliate is regulated
as appropriate in the jurisdiction it operates. MSIM’s affiliates are: Eaton Vance Management
(International) Limited, Eaton Vance Advisers International Ltd, Calvert Research and Management,
Eaton Vance Management, Parametric Portfolio Associates LLC, and Atlanta Capital Management LLC.

This material has been issued by any one or more of the following entities:

EMEA:
This material is for Professional Clients/Accredited Investors only.

In the EU, MSIM and Eaton Vance materials are issued by MSIM Fund Management (Ireland) Limited (“FMIL”).
FMIL is regulated by the Central Bank of Ireland and is incorporated in Ireland as a private company limited by
shares with company registration number 616661 and has its registered address at The Observatory, 7-11 Sir
John Rogerson's Quay, Dublin 2, D02 VC42, Ireland.

Outside the EU, MSIM materials are issued by Morgan Stanley Investment Management Limited (MSIM Ltd) is
authorised and regulated by the Financial Conduct Authority. Registered in England. Registered No. 1981121.
Registered Office: 25 Cabot Square, Canary Wharf, London E14 4QA.

In Switzerland, MSIM materials are issued by Morgan Stanley & Co. International plc, London (Zurich Branch)
Authorised and regulated by the Eidgendssische Finanzmarktaufsicht ("FINMA"). Registered Office:
Beethovenstrasse 33, 8002 Zurich, Switzerland.

Outside the US and EU, Eaton Vance materials are issued by Eaton Vance Management (International) Limited
(“EVMI”) 125 OIld Broad Street, London, EC2N 1AR, UK, which is authorised and regulated in the United
Kingdom by the Financial Conduct Authority.

Italy: MSIM FMIL (Milan Branch), (Sede Secondaria di Milano) Palazzo Serbelloni Corso Venezia, 16 20121
Milano, Italy. The Netherlands: MSIM FMIL (Amsterdam Branch), Rembrandt Tower, 11th Floor Amstelplein 1
1096HA, Netherlands. France: MSIM FMIL (Paris Branch), 61 rue de Monceau 75008 Paris, France. Spain:
MSIM FMIL (Madrid Branch), Calle Serrano 55, 28006, Madrid, Spain.

MIDDLE EAST:

Dubai: MSIM Ltd (Representative Office, Unit Precinct 3-7th Floor-Unit 701 and 702, Level 7, Gate Precinct
Building 3, Dubai International Financial Centre, Dubai, 506501, United Arab Emirates. Telephone: +97 (0)14
709 7158).

U.S.:
NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY LOSE VALUE | NOT INSURED BY ANY
FEDERAL GOVERNMENT AGENCY | NOT A BANK DEPOSIT

Hong Kong: This material is disseminated by Morgan Stanley Asia Limited for use in Hong Kong and shall only
be made available to “professional investors” as defined under the Securities and Futures Ordinance of Hong
Kong (Cap 571). The contents of this material have not been reviewed nor approved by any regulatory authority
including the Securities and Futures Commission in Hong Kong. Accordingly, save where an exemption is
available under the relevant law, this material shall not be issued, circulated, distributed, directed at, or made
available to, the public in Hong Kong. Singapore: This material is disseminated by Morgan Stanley Investment
Management Company and may not be circulated or distributed, whether directly or indirectly, to persons in
Singapore other than to (i) an accredited investor (ii) an expert investor or (iii) an institutional investor as defined
in Section 4A of the Securities and Futures Act, Chapter 289 of Singapore (“SFA”); or (iv) otherwise pursuant
to, and in accordance with the conditions of, any other applicable provision of the SFA. This publication has not
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been reviewed by the Monetary Authority of Singapore. Australia; This material is disseminated in Australia
by Morgan Stanley Investment Management (Australia) Pty Limited ACN: 122040037, AFSL No. 314182, which
accept responsibility for its contents. This publication, and any access to i, is intended only for “wholesale clients”
within the meaning of the Australian Corporations Act. Calvert Research and Management, ARBN 635 157 434
is regulated by the U.S. Securities and Exchange Commission under U.S. laws which differ from Australian laws.
Calvert Research and Management is exempt from the requirement to hold an Australian financial services
licence in accordance with class order 03/1100 in respect of the provision of financial services to wholesale
clients in Australia.

Japan: This material may not be circulated or distributed, whether directly or indirectly, to persons in Japan
other than to (i) a professional investor as defined in Article 2 of the Financial Instruments and Exchange Act
(“FIEA”) or (ii) otherwise pursuant to, and in accordance with the conditions of, any other allocable provision of
the FIEA. This material is disseminated in Japan by Morgan Stanley Investment Management (Japan) Co., Ltd.,
Registered No. 410 (Director of Kanto Local Finance Bureau (Financial Instruments Firms)), Membership: the
Japan Securities Dealers Association, The Investment Trusts Association, Japan, the Japan Investment
Advisers Association and the Type Il Financial Instruments Firms Association.




