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 A Price Target FY19 of $60,80, corresponding to a 56,6% 

overall upside compared to the price at 1st January 2019, results 

into a BUY recommendation. The market momentum and the fear 

regarding the global economy future are reflected on the current 

low share price that will be adjusted during 2019.  

 Uncertainty and Stagnation are two characteristics 

expected for the global economy in 2019 that are already 

influencing the financial services industry. However, Morgan 

Stanley market share increase and capital ratios full compliance 

show that the firm is ready to survive in an adverse environment 

and overcome the market.   

 Considered one of the most important banks in the world, 

Morgan Stanley is under additional capital constraints that limit 

the firm’s capacity to invest the total capital available. This issue is 

being undermined due to the firm effort to invest in new 

technologies that allow it to at the same time reduce costs and 

increase revenues.     

 M&A Advisor market leader in different regions of the 

world and a strong position in crucial business lines sustain an 

expected net income 3,90% CAGR2018-2025, expected to be reflected 

in the coming years share price.  

Company description 

Morgan Stanley, founded in 1935 and headquartered in New York, 
is a global financial services firm, with a significant market position 
in the following business segments: Institutional Securities, Wealth 
Management and Investment Management. Operating in 42 
countries, the company is responsible for advice, invest and 
managing capital for, governments, institutions and individuals. 
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Start Leading the Industry 

Technology penetration in a regulated industry  

Recommendation: BUY 

  

Price Target FY19: 60,80 $ 

  

Price (as of 1-Jan-19) 39,65 $ 

Reuters: MS.N, Bloomberg: MS:US 

  
52-week range (€) 36,74-59,38 

Market Cap (€m) 79 949 

Outstanding Shares (m) 1 744 

  

Source: Thomson Reuters 

  

 

Source: Company Report – 10K Form 

  
(Values in € millions) 2017 2018E 2019F 

Net Revenues 38 235 41 823 44 090 

Net Interest 3 296 3 626 3 807 

Non-Interest Expenses 27 832 28 587 29 445 

Net Income  6 212 9 927 10 984 

Efficiency Ratio  72,8%  68,4%  66,8% 

Price to Book Value (P/B)   0,97 1,18 1,11 

Price to Earnings (P/E)  16,73 10,98  10,16 

Return on Equity (ROE)   7,9%  11,5% 11,6% 

Return on Assets (ROA)   0,7%  1,1% 1,2% 

CET 1 Ratio  16,5% 16,7% 16,7% 

Total Capital Ratio 21,7% 22,5% 22,5% 

Source: Thomson Reuters & Analyst Estimates 
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Executive summary 

The 1929 market crash was one of the reasons to create the Glass-Steagall Act, 

which decreed the separation between commercial banks and investment banks. 

Also known as the Banking Act, the goal of this law was to recover public 

confidence on commercial banks and prohibit them from execute and participate 

in the investment banking business, reducing commercial banks’ risk exposure. 

As a consequence, on September 1935, Henry S. Morgan and Harold Stanley, 

former J.P Morgan employees, founded Morgan Stanley. In the first year, the 

company achieved a 24% market share among public offerings and private 

placements. After 80% of its market share value has been lost during the 2007 

U.S Sub-Prime financial crisis, the company was bailout by the U.S. government 

and received $9 000 million from Mitsubishi UFJ Financial Group, Japan’s largest 

bank and still the most important strategic shareholder with 24,11% outstanding 

shares. Nowadays, Morgan Stanley is one of the most important investments 

banks in the world, operating in 42 countries and organized into three business 

units: Institutional Securities, Wealth Management and Investment Management, 

which together generated $38 235 million in Net Revenues (2017), a 3,97% 

CAGR over the period 2013-2017. 

The financial services industry today is marked by a strong regulation, challenged 

by new technologies that are changing the industry. On one hand, central banks 

are trying to keep stability and control banks’ balance sheets and assets 

exposure in order to avoid another financial crisis. On the other hand, the 

industry is learning how to use Artificial Intelligence and other mechanisms to 

increase revenues and reduce costs, which makes the financial services industry 

one of the most competitive industries in the world, forcing the players operating 

on it to constantly invest on new ways to differentiate themselves from the peers.  

This report presents detailed information regarding the macroeconomic factors 

that might affect Morgan Stanley in the future complemented by an industry 

overview and a competitive position analysis that were crucial to decide the 

assumptions underlying the report forecasts. 

Morgan Stanley stock price is currently undervalued and for 2019 it is expected 

to reach a $60,80 final price target that results from a Free Cash Flow to Equity 

valuation sustained by a Relative Valuation. The final recommendation is a 

“Buy”, considering 1st January 2019 share price of $39,65 and the consequent 

56,6% capital gain plus dividends during the 2019 fiscal year. 
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Company overview 

Morgan Stanley, a global financial services firm, has a significant market 

position in the following business segments: Institutional Securities, Wealth 

Management and Investment Management. Headquartered in New York City, 

Morgan Stanley has 59 835 employees worldwide and is present in the main 

world financial centers such as London, Hong Kong and Tokyo. The firm is 

responsible for advice, invest and managing capital for, governments, institutions 

and individuals.  

Institutional Securities represented half of MS source of revenues ($18 813 

million in 2017) and is the segment responsible for providing Investment 

Banking services consisting of Capital Raising (IPOs) and Financial Advisory 

on project financing, underwriting of debt and mergers and acquisitions. Sales 

and Trading is also an Institutional Securities’ source of revenues and includes 

sales, financing and market-making activities in equity and fixed income 

products. The third source of revenues are Lending services that includes 

“origination and purchasing corporate loans, commercial and residential 

mortgage lending, asset-backed lending, and financing extended to equities and 

commodities customers and municipalities”1. Wealth Management in 2017 

accounted for $16 836 million of Morgan Stanley revenues (44%) and provides 

“investment advisory, financial and wealth planning services, annuity and 

insurance products, credit and other lending products, banking and retirement 

plan services to small and medium-sized institutions”1. This division, started in 

2009 by Morgan Stanley and Citigroup, was fully acquired by Morgan Stanley in 

2013 after the regulatory authorities’ approval. Investment Management, the 

smallest business segment considering revenues generated ($2 586 million in 

2017), is the division operating as asset manager, providing a diversified range of 

investment strategies in different asset classes such as equity, fixed income, 

liquidity and other products to a diverse group of clients across different markets. 

 

 

 

 

 

 

                                                 
1 Company Reports – Form 10K 

Exhibit 4 – Revenues Distribution by Source of Revenue Exhibit 3 – Revenues Distribution by Geography 

Source – Company Report – Form 10K 

Source – Company Report – Form 10K 

Source – Company Report – Form 10K 

Source – Company Report – Form 10K 

Exhibit 1 – Revenues Distribution - % (2017) 
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Morgan Stanley shares are traded in the New York Stock Exchange (NYSE) and 

since 2012 the stock cumulative returns have outperformed the US market 

(Exhibit 5 - S&P500 Stock Index as a proxy) as well as its peers (Exhibit 5 - 

S&P500 Financials Sector Index as a proxy). Furthermore, Morgan Stanley share 

price has been following the market and industry growth trend and is expected to 

be highly correlated to the market and follow the same path in 2019.  

 

  

 

 

 

 

 Shareholder structure 

Morgan Stanley shareholder structure comprises two different types of investors: 

Institutional investors (86%) and Non-institutional shareholders (14%). 

Institutional Investors are split into three main segments: 1 765 investment 

managers that hold approximately 1 047 million shares representing 60,06% of 

the entire company, 47 brokerage firms holding 1,89% and 23 Strategic 

entities (Holding companies, Corporations and Individuals) representing 

24,32% of the company. Within Strategic Companies, the holding company 

Mitsubishi UFJ Financial Group Inc (MUFG) has the biggest percentage of total 

shares outstanding (24,11%). The remaining shares are diluted among other 

shareholders highlighting State Street Global Advisors (7,59%), The Vanguard 

Group, Inc. (5,46%) and T. Rowe Price Associates, Inc. (5,01%) with more than 

5% of the total shares outstanding. Geographically, North American Investors 

held 52,53% of the institutional shares and Japan is the second country with the 

highest percentage of shares outstanding (24,68%) result of Mitsubishi UFJ 

Financial Group Inc’s strong presence. 

In 2018, Morgan Stanley was able to pay a 1,10$ dividend per share 

representing a 22% increase compared to 2017. Since 2013 the increase in 

dividends declared per common share is a pattern which reflects favourable 

market conditions in the financial services industry in recent years. 

 

Exhibit 7 – Shareholder structure per 
investor group (%) - 2018 
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Exhibit 5 – Morgan Stanley Cumulative Total Return vs Indexes Cumulative Total Return (5 Years)  

Source – Company Report – Form 10K Source – Company Report – Form 10K 

Exhibit 6 – Shareholder structure in 2018 (%) 

Source – Thomson Reuters 

Source – Thomson Reuters 
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Macroeconomic Overview 

In 2005, Ross Levine2 published a paper discussing the effect of the banking 

sector in the economy growth and concluded that financial intermediaries 

companies actually have an impact on society and, consequently, Banking 

Sector and the global economy are highly correlated. Two years later, in 2007 the 

world confirmed the theory with a practical case: The 2007 U.S Sub-Prime 

financial crisis. Exhibit 8 shows a regression between S&P 500 historical 

returns and the S&P 500 Financials (Sector) returns and it proves that the 

variables are correlated (Correlation is equal to 0,84 and the R2 is 0,70). For this 

reason, understanding the global economy future expectations is crucial to define 

Morgan Stanley market position and hence the forecasts to value the company. 

Morgan Stanley’s operations are highly concentrated in “Americas” region, mainly 

in the United States, however, due to the systemic risk3, it would be a mistake to 

focus the analysis in one region.  

Although in 2017 the economy improved compared with 2016, uncertainty and 

stagnation dominate the global economy today: slowing growth rates, global 

trade tensions, low-interest rates, European Union’s future after Brexit and 

important elections in Latin America and Europe can impact negatively the 

economy prosperity and consequently the financial services industry. Economic 

indicators show an improvement in 2017 compared to 2016. The real GDP 

growth rate (Exhibit 10) increased in all the regions where Morgan Stanley is 

operating, except in the Middle East due to Crude Oil price fluctuations and to 

geopolitical conflicts. Overall, the world real GDP growth rate increased from 

3,3% in 2016 to 3,7% in 2017 and is expected to decrease to 3,6% and remain 

constant in the future. The unemployment rate (Exhibit 9), also an important 

economy predictor, has been decreasing during the last years globally. In the 

United States, the unemployment rate is the lowest since 2000 and in the Euro 

Area was the lowest since 2008.     

 

 

                                                 
2 Ross Levine: American economist who is currently at the University of California at Berkeley 
3 Systemic Risk –  “The possibility that an event at the company level could trigger severe instability or collapse an entire industry or economy” - Investopedia 

Exhibit 9 – Unemployment Growth Rate (%) 

Exhibit 8 – Regression between S&P500 and 
S&P500 Financials (Sector) 

y = 1,1387x + 0,0005
R² = 0,7045
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Exhibit 10 – World Real GDP Growth (%) 

Source – IMF Data 
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According to the Economist Intelligence Unit (EIU)4, “Financial firms will face 

difficult conditions in the coming years.” due to the high dependence on mature 

markets characterized by mitigated growth rates and for new business models 

with technological requirements that banks may not be ready to develop. 

Furthermore, low-interest rates represent a risk for Morgan Stanley development 

in the future because it dampening interest margins and fixed income portfolio 

returns. Thus, Morgan Stanley might choose to invest in emergent markets with 

strong growth and wider interest spreads to reduce the exposure to mature and 

slow growth markets. Fed raised interest rates four times in 2018 and is 

expected, according to the EIU to raise it three times in 2019 which makes the 

United States a favourable environment for the firm. However, following the 

turning of the economic cycle, is expected an easing of rates in 2020. In Europe, 

the European Central Bank next raise shouldn’t happen until 2020 and the Bank 

of England raised it last August which turns the next raise unlikely to occur until 

late 2019. Also, in Asia where the economy growth rates are expected to slightly 

decrease but to remain stable, the Bank of Japan will lift rates above zero only in 

2021-22. 

A second economic concern is the recent trade tension between the US and 

China that could have a negative impact on the economy. However, according to 

the EIU the financial sector is “largely immune from the trade tensions” because 

except in the EU’s single market, “financial business is rarely conducted under 

the terms of trade pacts” and therefore is not expected a significant impact on the 

business result of this issue. 

Besides the concerns previously described, market fluctuations (Exhibit 11) 

may affect negatively Morgan Stanley’s operations results. These fluctuations 

impact the primary and secondary market causing negative variations in the fair 

value of securities and other financial products accompanied by a reduction in 

asset liquidity. The second consequence of market uncertainty is that usually 

during periods of unfavourable market conditions, investors participate less in the 

global markets, reducing Morgan Stanley’s revenues. The Volatility Index, 

known as VIX index and commonly called “fear index”, measures expected price 

fluctuations of the 500 largest U.S. publicly traded companies (S&P 500) and is a 

good proxy for investor’s confidence in the stock market. Exhibit 12 shows that in 

2018 investors’ expectations were worse than in 2017. In the beginning of 2018, 

the VIX was quoted at $9,22 but it reached the highest value since August 2015 

during 2018 and the value is still high due to macroeconomic events mentioned 

previously and consequent market volatility.  

                                                 
4 Economist Intelligence Unit - Provides country, risk and industry analysis, across 200 countries worldwide  

Exhibit 11 – Market Fluctuation (S&P 500) (%) 

Source – Thomson Reuters 
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Concluding, the macroeconomic outlook in 2019 is going to be marked by a 

deceleration of the global economy and a deterioration of the financial services 

sector outlook around the world. Central banks reactions will be crucial to smooth 

and to prevent negative consequences for the economy. IMF5 (Exhibit 13) is 

expecting a stagnation of the World GDP Growth rate that should reach 3,6% in 

2021 and remain constant until 2023. 

Investment Banking Overview 

Morgan Stanley operates in the financial sector, more precisely in the Institutional 

Financial Services industry. Morgan Stanley and its peers (Exhibit 14) are 

commonly called “Investment Banks” and nowadays the sector is characterized 

for a high competition to provide to individual and institutional clients financial 

services in businesses such as Global Securities and Asset Management.  

As mentioned in the last chapter, financial services industry’s returns are highly 

correlated to the economic outlook expected for the future financial markets 

outcome especially the returns of each asset class, namely Fixed Income, 

Equities, Commodities and Currencies. Morgan Stanley’s balance sheet is 

positively correlated to the financial assets value hold by the firm and 

consequently, the market value of the firm may fluctuate if the portfolio of asset 

hold is not well hedge during high volatility periods. Adding to this, sources of 

revenues such as “Commissions and Fees”, “Trading” and “Investments” 

are also impacted by the financial market performance and can be a risk for the 

firm.   

Fixed Income, a type of investment whose return is paid on a regular basis, 

might be a trend on US-based investors’ portfolios. Yields for two-year U.S. 

Treasuries (Exhibit 16) are expected to be above the inflation and can attract 

domestic and non-based US investors to invest in the United States, and 

consequently increase Morgan Stanley’s gains. Long-term maturities are 

vulnerable to yield curve steepening which makes them less attractive. Exhibit 15 

shows that 2-year and 10-year maturities are becoming more attractive than 30 

In Europe, low interest rates and late hikes, make the money market less 

attractive. Asian fixed income market, according to Blackrock6 is driven by 

“Stable fundamentals, cheapening valuations and slowing issuance” which 

makes it an attractive investment subject to China’s growth slowdown.  

 

 

                                                 
5 IMF - International Monetary Fund  
6 BlackRock - An American global investment management corporation based in New York City 

Exhibit 15 – US Bonds Yields Comparison 

Exhibit 13 – World GDP Growth Rate 

Source – Thomson Reuters 

Source – FRED & Bloomberg 

Source – FRED & Bloomberg 

Exhibit 14 – “Investment Banks” Ranking 
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The equity market, as mentioned in the last chapter is under high volatility since 

the begging of the year, this is evidenced by the S&P500 total annual returns in 

2016 (11,96%) and 2017 (21,83%) that were higher compared to the 3% return of 

S&P 500 in July 2018 since the begging of the year that was already has been 

overtaken by the October and December sell-off. The new tax plan in the US 

and the expected hike on interest rates were responsible for gains in the equity 

market but the uncertainty about the future cut-off the gains during this year and 

is expected to continue. The situation is similar in Europe (weak economic 

momentum and heightened political risks) and Asia ex-Japan (steady growth and 

trade tension between China and the US) and for this reason, the returns for 

Morgan Stanley, dependent on the equity market, might shrink in the next years 

and this fact is considered in the valuation model. Next year will be crucial to 

define new markets and search for new opportunities outside the mature 

markets, for example, in developing economies in Middle East or South America 

that will expand GDP more quickly, and whose financial markets offer more room 

for growth. 

Commodities and currencies can be a good investment in 2019 and 

consequently a “safe place” for investors. On one hand, crude inventories are 

declining globally that supported by geopolitical tensions might increase the oil 

price. On the other hand, historically Gold price, driven by demand and supply, 

increases during recessions and high volatility periods and, it could also be 

considered an opportunity for the next years. Currencies are affected by several 

factors such as interest rates, inflation, current account deficits, public debt and 

political stability. Considering the current scenario and the economic decisions in 

each region, US dollar ($) is expected to appreciate against other currencies 

which can be a positive factor to US based investors. However, Euro (€) and 

Pound Sterling (£) performance in 2019 dependents on the final conditions 

Source – Blackrock Market Report 

Exhibit 16 – US Bonds Yields Comparison 

“Commodities and currencies 
can be a good investment in 
2019” 

“Define new markets and 
search for new opportunities 
outside the mature markets” 
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negotiated for Brexit and the post-Brexit environment in the European Union and 

in the UK. 

 Competitive Position 

Morgan Stanley’s revenues are affected not only by the asset classes’ 

performance but also for the output of other services offered by the company. 

Advisory services that include M&A deals, an important Morgan Stanley source 

of revenues, are evaluated every year through “League Tables” elaborated by 

important financial databases to compare banks in one of the most important 

industry activities. Worldwide M&A activity hit a record number of deals, totalled 

$3.3 trillion during the first nine months of 2018, the strongest nine months of a 

year since 1980. However, 43% of the value generated was concentrated on 

“Deals Greater than US$5Bn” (Exhibit 17) and overall the number of deals 

declined 9%, which should not be a concern for Morgan Stanley because it was 

the investment bank that was present in more “Top Deals” and is less dependent 

on “Other Transactions” compared Goldman Sachs, the bank ranked number two 

in 2018 (Exhibit 20). Morgan Stanley’s M&A activity revenues were approximately 

$985 million, ranked on the first position with 30,3% market share, an increase of 

10,1% compared to the same period in 2017 and 265 completed deals advised. 

Morgan Stanley was the leader on Healthcare industry, while Goldman Sachs 

dominated the High Tech and Financials, and Citi was ranked the number one 

advisor on the Energy and Power sector. Morgan Stanley was involved in all 

“Top 5 2018 M&A Deals”, except the “Energy Transfer Partners LP” deal. 

Moreover, the firm market share increased in important regions of the world such 

as Americas, EMEA, UK and Japan in 2018 (Exhibit 19), being above 30% in 

almost all of them which evidence a strong and consistent Morgan Stanley 

market position that is expected to remain constant for the coming years. 

Although, Asia Pacific (Ex-Japan) market shared declined -1,8%, Morgan Stanley 

was ranked number one advisor, overtaken CITIC Group7 position in 2018. 

 

 

 

 

 

 

                                                 
7 CITIC Group - Formerly the “China International Trust Investment Corporation”, is a state-owned investment company of the People's Republic of China 

Exhibit 20 – Top Worldwide Announced M&A Advisors by Transaction Size (Jan 1 - Sept 30 2018)  

Exhibit 19 – Worldwide Morgan Stanley’s 
Market Share (2018) 

Exhibit 17 – Worldwide Announced M&A by 

Deal Size (First 9 months 2006-2018) 

Source – Thomson Reuters 

Source – Thomson Reuters 

Exhibit 18 – Worldwide M&A Ranking 

Source – Thomson Reuters 

Source – Thomson Reuters 
*Japan – Represented by Mitsubishi UFJ Morgan Stanley 

Source – Thomson Reuters 
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Equity and Debt underwriting (Exhibit 21), other important key revenue drivers, 

improved 12,6% and 15,6%, respectively in 2017 as it is shown on exhibits 22 

and 23. Last year (2017) results show that it was a good season for the financial 

industry empowered by a high level of confidence in the market that motivated 

corporations and governments to be more active and to take advantage of the 

market momentum. Based on an average of the last 2 years, Morgan Stanley 

was ranked on both lines of business as the “second winner”. Citigroup was the 

investment bank growing more on Equity Underwriting (27,6% on average) 

between 2016 and 2017 and Bank of America was the only bank to decrease in 

the activity (-4,5% on average). Based on “Top 5 Investment Banks”8 revenues, 

was computed an approximation for Morgan Stanley market share on this line of 

business and was concluded that the company increased the market position 

during the last year from 16,3% in the 2Q17 to 17,8% in 2Q18, being second only 

to Goldman Sachs. Equities Trading (Exhibit 25) decreased on average -2,4% 

in the last 2 years reflecting lower results in execution services due to the 

introduction of Artificial Intelligence methods to perform daily tasks formerly done 

by human beings but that can be efficiently and cheaply done by machines. This 

fact was crucial for new players’ penetration in this sector and consequently 

slowing down “Top 5” growth rates. Morgan Stanley decreased -1,4% on average 

since 2016  (“Top 5” decreased on average -2,4%), despite good results in 4Q 

2016. Fixed Income, Commodities and Currencies Trading (FICC) grew 8,6% 

overall in the last 2 years (Exhibit 26). Morgan Stanley was the investment bank 

that improved the most, even considering the last three quarters of 2017 

characterized by lower results in global macro products. Morgan Stanley’s market 

share for Total Trading9 (Exhibit 24), in the second quarter of 2018 was 18,9% 

which meant an increase of 0,3% compared with the last quarter and 0,7% the 

equivalent period in the second quarter of 2017.   

 Performance Metrics (KPI’s) 

Despite the strong market position consolidated by Morgan Stanley during recent 

years, in order to access the firm’s position among its peers and confirm its 

financial strength, it was computed a comparison of the most important banks’ 

performance metrics (Exhibit 27), considering the “Top 5 Investment Banks” 

and the estimated results for 2018 of each one of them. Morgan Stanley’s ROE10 

(11,5%) and ROA11 (1,1%) are in line with the peer group median however, 

compared with Goldman Sachs (the closest peer), the ROE is lower which could 

                                                 
8 Top 5 Investment Banks (Top 5) – Group composed by: J.P. Morgan (JPM), Bank of America Merrill Lynch (BAC), Citigroup (C), Goldman Sachs (GS) and Morgan Stanley (MS) 
9 Total Trading – The sum of Equities Trading and FICC Trading 
10

ROE – Return on Equity 
11

ROA – Return on Assets 

Exhibit 21 – Top 5 Investment Banks “Equity 
& Debt Underwriting” Market Position 

Exhibit 23 – Debt Underwriting – Top 5 
Investment Banks Performance (2016-2017)
  

Source – RBC Capital Markets & Analyst Estimates 

Source – RBC Capital Markets 

Exhibit 22 – Equity Underwriting – Top 5 
Investment Banks Performance (2016-2017)
  

Source – RBC Capital Markets 

Source – RBC Capital Markets & Analyst Estimates 

Exhibit 24 – Top 5 Investment Banks “Total 
Trading” Market Position 
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be a downside when comparing both companies. The expense efficiency ratio12 

(68,4%) that measures the firm ability to generate revenues considering the 

money expended to achieve it, is also expected to be worse compared to the 

peer group, but this issue was already taken into account in the 2017 final year 

report, where it is assumed that this ratio has been exceeded by Morgan Stanley 

and that improve it would be one of the priorities for the next years. The Price-to-

earnings (P/E) ratio13 (11%) that gives how many dollars are the investors 

available to pay for each dollar received from company’s earnings, is higher 

compared to the peers which mean that the investors are expected to pay more 

for each dollar produced by Morgan Stanley. The Price-to-book (P/B) ratio14 is 

also higher than its peers, reflecting that the investors are willing to pay 1,2 times 

more the book value of the firm, which could mean that the stock is being valued 

at a premium to equity book value, considering the 2018 expected model results 

and if the stock reaches the value computed by the model. The Earnings per 

share (EPS)15 of $5,3 are slightly below to the peer group median and 

significantly below to Goldman Sachs results of $23,2.  

Analysing those metrics alone could induce investors to consider Morgan Stanley 

a less attractive investment compared to the other listed peers. Nevertheless, the 

competitive position should be measured considering the entire outlook and not 

just focus on the financial metrics. The market share on different business lines 

and other factors explained further on this report should be taken into account to 

draw a final conclusion regarding the firm.   

Regulation 

The 2007 U.S Sub-Prime financial crisis was the proof that the regulatory 

framework and the consequent capital requirements under which banks were 

subject were not enough to protect them from a financial crisis. Basel II, the 

regulation in place in 2007 failed to control leverage and liquidity requirements 

that were proved to be one of the causes for the crisis magnitude due to 

important banks leveraged balance sheets and maturity mismatch between 

assets and liabilities. Consequently, in November 2010 the Basel III was 

approved by the members of the Basel Committee on Banking Supervision. The 

new framework focused on more and better quality capital, and introducing new 

ratios to regulate the funding and leverage of banks. Nowadays, the Banking 

Supervision reforms are made to “strength microprudential regulation and 

                                                 
12

Expense Efficiency Ratio – The efficiency ratio is calculated by dividing the bank's noninterest expenses by their revenues. 
13

Price-to-earnings (P/E) ratio – “The ratio for valuing a company that measures its current share price relative to its per-share earnings” - Investopedia 
14

Price-to-book (P/B) ratio – “Firm's market to book value by dividing price per share by book value per share” - Investopedia 
15

Earnings per share (EPS) – “Portion of a company's profit allocated to each share of common stock” - Investopedia 

Exhibit 28 – Risk-Based Capital Ratio Formula 

Exhibit 26 – FICC Trading – Top 5 Investment 
Banks Performance (2016-2017)  

Exhibit 27 - Top 5 Investment Banks 
Performance Metrics (2018 Estimated)  

Exhibit 25 – Equities Trading – Top 5 
Investment Banks Performance (2016-2017)
  

Source – Analyst Estimates & Credit Suisse Estimates 

Source – Basel Committee on Banking Supervision 

Source – RBC Capital Markets 

Source – RBC Capital Markets 
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supervision, and to add a macroprudential overlay that includes capital buffers”16. 

Basel III main features include a level and quality of capital increase which 

means banks are required to have a minimum 6% Tier 1 capital, of which at 

least three quarters must be the highest quality (common shares and retained 

earnings) maintaining “more capital of higher quality to cover unexpected 

losses”17. The three quarters mentioned previously are called Common Equity 

Tier 1 (CET1) and it has to represent 4,5% of the Risk Weighted Assets18 

(RWAs). Total Regulatory Capital should represent more than 10,5% of the 

RWAs, of which 4,5% for the CET1 plus 2,5% of the Conservation Buffer that 

sum up to 7% of CET1 capital.   

Additionally, the Committee identifies global systemically important banks (G-

SIBs) that together are the group of all the financial institutions whose failure 

might be a potential cause of a financial crisis. In addition to capital and leverage 

ratio requirements, “G-SIBs must have higher loss absorbency capacity to reflect 

the greater risks that they pose to the financial system”19. This means that 

besides the Basel III regulation, Morgan Stanley (one of the G-SIBs) is also 

required to submit a Resolution (Capital) Plan to the Federal Deposit Insurance 

Corporation (FDIC) and an additional risk-based capital buffer which is calculated 

based on quantitative and qualitative elements and then each bank is allocated to 

a bucket which corresponds to an increase in CET1. Morgan Stanley was 

allocated in November 2018 on bucket 1 (Exhibit 30) meaning a 1% increase.  

Besides capital requirements, Basel III also stipulates a “Leverage ratio” which 

constrains the build-up of debt to fund banks' investment and activities (bank 

leverage), reducing the risk of a deleveraging spiral during downturns.”19, that for 

G-SIBs, including Morgan Stanley must not be lower than 4%. Adding to this, the 

2017 reforms introduced changes on the standardized approach used by the 

banks for credit risk, mainly “Enhance risk sensitivity while keeping the 

standardized approach for credit risk sufficiently simple”19 and “reduce reliance 

                                                 
16 Source – “Basel III transitional arrangements, 2017-2027”, Basel Committee on Banking Supervision 
17 Source – “Basel III transitional arrangements, 2017-2027”, Basel Committee on Banking Supervision 
18 Risk Weighted Assets (RWAs) - “Computed by adjusting each asset class for risk in order to determine a bank's real world exposure to potential losses.” – Financial Times  
19 Source – “Finalising Basel III”, Basel Committee on Banking Supervision 

Exhibit 30 – 2018 list of global systemically 
important banks (G-SIBs) 

Exhibit 29 – Regulatory Ratios (2016-2019) 

Source – Financial Stability Board – 16/11/2018 

Exhibit 30 – Basel III transitional arrangements, 2017-2027  

Source – Financial Stability Board – 16/11/2018 

Exhibit 31 – Basel III transitional arrangements, 2017-2027  

Source – Financial Stability Board – 16/11/2018 

Source – Company Report – Form 10K 
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on external credit ratings”. In 2022, according to Basel III reforms and “finalising 

plans”, is expected to be implemented a revised output floor that says that 

“Banks’ calculations of RWAs generated by internal models cannot, in aggregate, 

fall below 72.5% of the risk-weighted assets computed by the standardized 

approaches. This limits the benefit a bank can gain from using internal models to 

27.5%.”19 

Besides Basel III, Morgan Stanley also implements certain provisions of the 

Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-Frank Act”) 

which include adopting and follow the Federal Reserve capital planning and 

stress test requirements for large Bank Holding Companies (BHCs). In June 

2018, the company run stress tests and submitted a Capital Plan that was 

approved by the Board of Governors of the Federal Reserve and it includes “the 

repurchase of up to $4.7 billion of outstanding common stock for the four quarters 

beginning in the third quarter of 2018 through the end of the second quarter of 

2019, and an increase in the Firm’s quarterly common stock dividend to $0.30 

per share from the current $0.25 per share, beginning with the common dividend 

declared for the third quarter of 2018.”20 

Investment Banks are highly controlled by Central Banks and other institutions 

responsible for guarantee the economies’ stability. The institutional financial 

services industry is probably one of the most rigorous and regulated industries in 

the world. Morgan Stanley is considered a G-SIBs and all the capital 

requirements can limit the bank potential growth in the next years. James P. 

Gorman, Morgan Stanley’s Chairman and CEO, said in April 2018, “while there 

has not yet been a significant revision in the financial services regulatory 

framework, we expect to see common-sense recalibrations over the next few 

years”21 reinforcing the idea that regulation limits bank’s growth. 

 Trends 

Adding to the financial markets’ dependence, the sector is facing a technological 

challenge. Artificial Intelligence (AI) and Blockchain are changing all the 

banking businesses, from retail banking to investment banking, the entire 

banking sector is going to be affected and needs to adapt their strategy to clients’ 

needs. The long-term investment banking sustainability is directly linked to the 

speed of AI adoption that will separate winners from losers. Artificial intelligence 

techniques include advances in computer vision, natural language processing 

and generation, machine translation, and processing and analytics of massive 

datasets. Facilitating this resurgence is the ever-increasing availability of 

                                                 
20 Source – Morgan Stanley Reports Second Quarter 2018 
21 Source – Morgan Stanley Shareholders Letter 2018 

“Repurchase of up to $4.7 
billion of outstanding 
common stock for the four 
quarters beginning in the third 
quarter of 2018” 

“We expect to see common-
sense recalibrations over the 
next few years” – James P. 
Gorman 
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analysable data (Data Mining), as well as cheap processing power for their 

analysis. Machine Learning (ML) is a current application of AI based on the idea 

that we should really just be able to give machines access to data and let them 

learn for themselves. The industry is already changing, for example, J.P. Morgan 

is using robots to execute trades and Morgan Stanley has an AI fraud detection.   

Mckinsey estimated in December 2017 the value impact of technological benefits 

that the top 12 investments banks in the US can have with a $3 billion budget for 

technology. A better technological architecture could increases revenues per 

year in 200 million, “thanks to improved cross-selling, faster and smarter trading, 

a more efficient allocation of credit, and an enhanced ability to launch new 

products.”22 An efficient and good planned application of technology in banks 

process can also bring benefits in Capital Savings and Costs Reduction. A 

better data quality creates capital savings for market, credit and operational risks 

and consequently reduce the amount of RWAs which means more capital 

available to invest or to distribute to the shareholders. Mckinsey estimates that 

efficient data analysis can save as much as $300 million a year in capital 

exposures. Front office, operations and finance were three areas that used to 

represent high costs for investment banks, however the introduction of 

technology that allows predicted signals for trading or real-time balance sheet 

and liquidity management to optimize trading based on relationship between 

revenue, volatility and capital demand could represent an additional savings cost 

of $200 million a year. Also, the IT infrastructures costs can be reduced. Large 

banks like Morgan Stanley usually spend more than 1 billion a year on the IT 

infrastructure and is estimated that at least 30% of the applications can be 

eliminated, representing a save up to $400 million annually.  

Moreover, Morgan Stanley is investing in “Fintech” companies but is not the bank 

that invests the most on new technologies which can be a problem in the future. 

Half of Morgan Stanley investment is concentrated on “Capital Markets Software” 

and the remaining portfolio is composed by “Data Analysis”, “Insurance”, 

“Lending” and “Regulatory Technology” companies, a different scenario 

compared with Goldman Sachs and Citigroup that acquired a larger number of 

companies from different technologies areas. Morgan Stanley to capitalize its 

investment should complement partnerships with redeploying and training current 

technologists and hiring new human capital in order to highlight from the peers 

that are investing more. 

 

                                                 
22 Source – “A foundation for value in capital markets” – Mckinsey&Company Financial Services 

Exhibit 33 – Top US Investment Banks ranked 
by Fintech Portfolio 

Exhibit 32 – “Improved data and application 
architecture boosts financial performance” 

Source – CBInsights, April 2018 

Source – Mckinsey Analysis 
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Financial Analysis  

Aswath Damodaran published in 2002 and later in 2009 a book where he 

discussed the pros and cons of financial services firms’ valuation. Banks’ 

valuation differs from other firms in the market due to three reasons. First, debt 

for a financial firm cannot be considered a source of capital but rather as a raw 

material used to keep their activities. Therefore, capital to invest at financial firms 

seems to be only equity capital and not both debt and equity as is considered on 

other firms. Second, as mentioned in the last chapter, financial firms operate 

under regulatory constraints that limit banks’ capital ratios and exposure to a 

certain type of products which is a good measure to avoid a financial crisis similar 

to 2007 but it also limits banks’ capacity to use capital. Third, is not possible to 

define Capex and Working Capital, or in other words, which amount banks 

reinvest in their operations. For these reasons the valuation method decided to 

use was the Free Cash Flow to Equity (FCFE) modified by Damodaran (Exhibit 

34) that discounts all available cash flow to the shareholder considering the need 

to reinvest in regulatory capital which is important, considering Morgan Stanley’s 

capital requirements. The Dividend Discount Model could also be used but it 

would undervalue the firm because it only discounts the dividends distributed 

penalizing firms that have high retention rates.  

 

 

 

 

The model estimates 2018 expected results based on the first nine months of 

2018 and forecasts the remaining years until 2025. A set of inputs are crucial to 

value Morgan Stanley equity and consequently to estimate the share price.  

 Revenues & Costs Forecast 

Morgan Stanley sources of revenues are divided into 2 categories: Net Interest 

and Non-Interest Income. Net Interest revenues are the difference between 

Interest Income and Interest Expenses, in other words, is the difference 

between interest from Customer receivables, restricted cash and interest bearing 

deposits with banks plus fees received on Securities loaned and received from 

prime brokerage customers for stock loan transactions minus fees paid on 

Securities borrowed. Summing up, it reflects the result of cover customers’ short 

positions trading strategies, customer activity in the prime brokerage business, 

and the prevailing level, term structure and volatility of interest rates. In 2013, Net 
Source – Analyst Estimates 

Exhibit 35 – Free Cash Flow Formula (Equity Value)  

Source – Mckinsey 

Exhibit 34 – Free Cash Flow to Equity Formula 
according to Aswath Damodaran 

Source – “Valuing Financial Service Firms” - Aswath 

Damodaran 

Exhibit 36 – Net Interest Evolution (2018E-
2025F) 
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Interest was $773 million but during the last 4 years it quadrupled to $3 296 

million in 2017. For 2018 is estimated a conservative 10% growth based on 22% 

growth in the first 9 months of the year but considering a slowdown for the last 

quarter due to macroeconomic outlook and market volatility that can originate a 

fall of fees received (Exhibit 37). The model forecasts 5% growth for the period 

between 2019 and 2021 that decrease for 2,5% in for the period 2022-2023 and 

reach the steady state in 2024 when Net Interest is expected to grow 1%. 

Non-interest Income (Exhibit 37) is composed by revenues generated by 

Investment Banking Activities, Trading, Investments, Commissions & Fees, 

Asset Management and Others. In 2017, hit a record of $34 939 million, a 

11,9% YoY growth and in 2018 third quarter the amount already overtook $31 

500 million and is expected to reach $38 198million until the end of the year (a 

9,3% YoY growth). In order to better understand the revenues distributions for 

each business segment described in the “Company Overview” chapter it was 

decided to allocate each revenue source to each business segment, as it has 

been done by the company to report results to SEC23. Institutional Securities 

Revenues (1,60% CAGR2018-2025) are mainly concentrated on Trading, 52,5% in 

2017 and is forecasted to decrease to 45,5% until 2025 due to technological 

developments previously mentioned that could negatively impact “Total Trading” 

fees (Exhibit 38). Investment Banking division also contributes to Institutional 

Securities (28,2% in 2017 and expected to reach 37,3% in 2025), that are 

originated from Advisory services (M&A transactions) and Equity and Fixed 

Income Underwriting. Overall, Institutional Securities revenues increased 13,5% 

from 2016 to 2017 and in 2018 are expected to sum up to $22 061 million which 

would mean more than half total non-interest revenues (57,8%). Considering 2Q 

2018 Morgan Stanley’s growing market share on Total Trading (18,9%), 

Advisory Services (31,9%) and Equity and Fixed Income Underwriting 

(17,8%) was forecasted the growth of each source of revenue based on the 

potential market share change, macroeconomic conditions and sector regulation 

and trends. Advisory revenues are estimated to grow 15% in 2018, reflecting the 

market share gains in the first months of the year and the historical results of the 

entire sector. The model considers the steady GDP growth around the world and 

tough market conditions for following years can suppress Morgan Stanley market 

share gain and for those reasons, is considered a growth rate deceleration 

(Exhibit 39) that should lead Advisory Revenues to reach $9 331 million in 2025. 

Total Trading market share might decrease because new players are trying to 

change the “Trading market”, introducing new technologies that allow them to 

charge low fees and this change can have a negative impact on fees until the 

                                                 
23 SEC – Securities and Exchange Commission 

Exhibit 37 – Non-Interest Evolution (2018E-
2025F) 

Source – Analyst Estimates 

Exhibit 38 – Institutional Securities 
distribution by Source of Revenue (2017) 

Source – Analyst Estimates 

Exhibit 39 – Institutional Securities Revenues 
Distribution 2018-2025 

Source – Analyst Estimates 

Source – Analyst Estimates 
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firm adapts to the new trends. Thus, for Institutional Securities, the model 

considers 13% growth for 2018, explained by the first three quarters of the year, 

and then is forecasted to grow at 2,5% in 2019-2020 and is considered the 

impact of new players afterwards, declining -2,0% in 2021-2022 and -1,0% in 

2023-2025. Equity and Fixed Income Underwriting market share is growing in the 

last year and this trend is expected to remain constant, constrained by the global 

economy slowdown, resulting in a 7,42% CAGR2018-2025 for equity underwriting 

and 4,96% CAGR2018-2025 for debt underwriting. “Investments”, “Commissions 

and Fees” and “Asset Management” are less significant for Institutional 

Securities and are expected to grow at similar growth rates after 2018, because 

the model that not takes into account non-current events. 

Wealth Management (3,24% CAGR2018-2025) contributed to 36,4% of total non-  

interest revenues in 2017 ($12 731 million) and the weight of this segment is 

expected to decrease in the next two years, mainly due to two reasons: a -39% 

fall on trading fees that should be smooth until the end of 2019 but then follow 

the trend of declining explained previously (Exhibit 40). Wealth Management 

target clients are usually high net worth individuals and companies that are 

reluctant to trust their fortunes to technology and prefer the customized and 

personal service and for this reason, the model delays the decline for 2021. 

Asset Management is highly dependent on the economic conditions and despite 

the undergoing uncertainty moment, it is the source that contributes the most to 

Wealth Management (73,5% in 2017) and is expected to increase its importance 

until 2025 ($14 099 million forecasted in 2025), growing at 4,03% CAGR2018-2025. 

Investment Management (1,44% CAGR2018-2025) revenues, as expected, are 

highly dependent on the assets owned by the company performance during the 

year and on the strategies adopted by the company to hedge the portfolios and 

protect them from market fluctuations (Exhibit 43). In 2016, 97,9% of revenues 

were originated due to asset management activities but in 2017, higher carried 

interest and performance gains in all asset classes leveraged “Investments” 

heading, and reduced “Asset Management” weight to 83%. This line of business 

is expected to decrease its weight overall in Morgan Stanley portfolio which is 

justified by the conservative model approach and the expected deceleration of 

the economy and volatility of the financial market. 

Non-interest Expenses (Exhibit 44) have been constant since 2013. 61,0% of 

total non-interest expenses are Compensation and Benefits which means that 

the bank invest the majority of its money available into human capital and is 

expected to increase this percentage until 2025 (74,6%) that is in line with 

McKinsey projections of investment made in human capital capable to develop 

and implement technology strategies that would allow Morgan Stanley to save 

Source – Analyst Estimates 

Exhibit 40 – Wealth Management distribution 
by Source of Revenue (2017) 

Exhibit 41 – Wealth Management Revenues 
Distribution (2018-2025) 

Source – Analyst Estimates 

Exhibit 42 – Investment Management 
distribution by Source of Revenue (2017) 

Source – Analyst Estimates 

Exhibit 43 – Investment Management 
distribution (2018-2025) 

Source – Analyst Estimates 
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Regulatory Capital Requirements 2017 2018E 2025F

Risk-Weighted Assets (RWA) 17 486 23 297 77 792

Common Equity Tier 1 capital 60 980 62 499,58 70 775,27

Ratio (%) 16,5% 16,7% 16,7%

Minimum Capital Ratio 7,3%

Tier 1 capital 69 938 71 107,31 80 522,76

Ratio (%) 18,9% 19,0% 19,0%

Minimum Capital Ratio 8,8%

Total capital 80 275 81 212,03 91 965,47

Ratio (%) 21,7% 21,7% 21,7%

Minimum Capital Ratio 10,8%

Total RWAs 369 578 374 249 423 804

% Total Assets 43,4% 43% 43%

% growth 3,2% 1,3% 1,6%

money on IT infrastructures and on operational activities such as Trading and 

Sales. However, for the projected period was also considered a smooth on the 

growth rate based on a decrease in salaries, severance costs and discretionary 

incentive compensation motivated by the expected market volatility and 

deceleration of the global economy that will negatively affect variable 

compensation linked to financial markets performance. In 2025, non-interest 

expenses are expected to reach $31 937 million (1,39% CAGR2018-2025) which 

reflects an effort to invest more in technology but at the same time an opportunity 

to reduce expenses in other areas.  

 Capital Ratios 

Morgan Stanley capital ratios have been accomplished since 2013. Being 

considered one of the banks with more influence in the world (G-SIBs), entails 

extra requirements and rules that can minimize the firm’s capacity to use capital 

available to invest and develop his own business. In 2017, the company totalled 

$369 578 million RWAs, weighting 43,4% of total assets and representing an 

18,95% decrease compared with the total 2014’s RWAs. To project the coming 

years, it was decided to assume a constant 43% weight of total asset to estimate 

RWA’s. Based on the third quarter financial reports, was concluded that the 

Common Equity Tier 1 capital would represent in 2018 16,7% of total RWA’s that 

reflects a year on year increase of 0,2%, a safe position considering the minimum 

7,3% requirement. Tier 1 Capital percentage (19%) remained the same for 2018 

that amounts an expected $71 107 million. For the FCFE model assumptions, it 

was considered the Total Capital ratio, because it both include CET1 and Tier 1 

capital and is the most reliable to estimate the reinvestment in regulatory capital 

needed to the FCFE valuation. Since 2015, Tier 1 and Tier 2 capital (the sum is 

the “Total Capital Ratio”), Morgan Stanley decided to establish a 22% ratio (less 

0,3% in 2017) which represents a 10,9% buffer compared with the minimum 

capital ratio required by the authorities. Based on that, the model assumes a 

22,5% target capital ratio, discussed further on the report. 

Exhibit 44 – Non-interest Expenses Distribution (2018-2025)  

Exhibit 45 – Regulatory Capital Requirements 
Snapshot 

Source – Company Reports & Analyst Estimates 

Source – Analyst Estimates 
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Assumptions Calculations

Cost of Equity Formula Re = rf + (rm – rf) * β

Risk free rate 2,89%

Beta 1,51

Market Risk Premium 5,08%

Country Risk Premium (Diversified) 0%

Cost of Equity (Re) 10,55%

 Tax Plan 

On December 2017, the president of the United States Donald Trump signed the 

Tax Cuts and Jobs Act that cuts the corporate tax rate from 35% to 21% from 

2018 onwards. Based on effective income tax rate calculations and considering 

average values for US State and local income taxes, domestic tax credits, tax-

exempt income and foreign tax rate differential, the tax rate calculated was 

12,3%, which was utopic considering a 40,1% 2017 effective tax rate. Morgan 

Stanley, publicly announced “that our base case is that legislation will ultimately 

settle closer to a 25% rate”24 and in the long run, they expect to achieve a 20% 

effective income tax rate. Considering the conservative approach in the forecasts 

was decided to consider a constant 25% effective income tax rate for all periods 

forecasted.    

 Shares Repurchase Plan 

The Capital Plan submitted this year to the Federal Reserve and includes a 

repurchase plan of up to “$4.7 billion of outstanding common stock for the four 

quarters beginning in the third quarter of 2018 through the end of the second 

quarter of 2019 and an increase in the Firm’s quarterly common stock dividend to 

$0.30 per share from the current $0.25 per share, beginning with the common 

dividend declared for the third quarter of 2018.”25. The tax cut besides the 

positive effect on the effective tax rate, also resulted in a “one-time drop in the 

capital ratios of the firms”, according to the Federal Reserve which forced 

Morgan Stanley to shrink shareholders dividends and keep their shares 

repurchase programs. The model forecasts that in 2018 and 2019 a repurchase 

of 47 million shares, considering that the firm will complete the plan and 

repurchase shares equivalent to $4.7 billion of outstanding common stock.  

 Cost of Equity & Growth Rate  

In order to discount cash flows to equity was computed the cost of equity under 

the Capital Asset Pricing Model (CAPM) and the inputs considered were the risk 

free rate (rf), market risk premium, country risk premium and the beta. The 

risk free rate of 2,89% is based on a US 10-year long-term government bond 

yield estimated by Federal Reserve Economic Data (FRED). The market risk 

premium of 5,08% was based on data from Damodaran data base built on 42 

Investment Banking competitors and accepted by the market. The country risk 

premium was considered 0% because Morgan Stanley activities are spread into 

many countries around the world and its exposure to country risk is diversified. 

                                                 
24 Source – “9 Key Takeways from the GOP Tax Framework” – Morgan Stanley, September 2017 
25 Source – Morgan Stanley Reports Second Quarter 2018 

Exhibit 46 – Cost of Equity Assumptions & 
Formula 

Source – Damodaran Data & Analyst Estimates 

“… our base case is that 
legislation will ultimately 
settle closer to a 25% rate” 

“The model forecasts that in 
2018 and 2019 a repurchase of 
47 million shares” 
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Ticker (Reuters) Company Name

GS.N Goldman Sachs Group Inc

C.N Citigroup Inc

BK.N Bank of New York Mellon Corp

UBSG.S UBS Group AG

BAC.N Bank of America Corp

JPM.N JPMorgan Chase & Co

Assumptions

Target Capital Ratio 22,5%

Cost of Equity (Re) 10,55%

Growth Rate (g) 2,00%

The beta26 was obtained through a regression between each company's stock 

excess returns against the returns of the S&P500 Index for being considered a 

good proxy for the market. Summing up, the cost of equity considered for the 

model was 10,55%. The perpetuity growth rate (g) was the most critical input to 

estimate. Since Morgan Stanley has no issues with capital requirements was 

initially decided to calculate the growth rate base on the 2025 Return on Equity 

(ROE) and the plowback ratio27 of the company, assuming that the firm will 

converge to that values in the future. Although, it is a method commonly 

accepted, the result was not considered appropriated for this model because the 

high retention due to capital requirements and not exactly to invest, the growth 

rate of 6,61% clearly overestimated the real growth in perpetuity of the company. 

The impossibility of calculate the invested capital and consequently the RONIC28, 

the only solution available was to consider that Morgan Stanley will grow at the 

GDP growth rate in the perpetuity. Considering the diversified activity around the 

world it was not performed any weighted average of the countries where the firm 

is operating but was considered the 2% World GDP growth rate estimated 

OECD in 2060 as the perpetual growth rate. To conclude, and to complete the 

FCFE model, it was decided a “Target Capital Ratio” of 22,5%. The 0,5% 

additional buffer is considered to protect the price estimated from a hypothetical 

decision to increase the minimum ratios required that might happen if the entities 

responsible for keep the economy stability, have signs that the banking system is 

not sufficiently protected from a crisis and that banks should take less risks.   

Valuation 

The FCFE model estimates a share price of $61,92 which means that 

considering the $39,65 price at 1st January 2019, there is a market opportunity. 

The target share price estimated for 2019 would mean an upside of 56,2% to its 

current share price. It is also expected a total shareholders return of 59,5% 

considering the dividends paid during 2019.  

 Multiples Valuation 

Furthermore, to confirm FCFE results and better understand Morgan Stanley’s 

positing in the industry, it was computed a multiples valuation. A relative 

valuation of banks is not 100% reliable because even under the same authority 

control, the restrictions and capital requirements that each bank is subject are 

different and this fact doesn’t allow us to consider the same risk level for all 

                                                 
26 Rolling Beta (4-year period from 5/12/2014 to 23/12/2018)  
27 Plowback ratio – “Measures how much earnings are retained after dividends are paid out.” - Investopedia 
28 RONIC – “Determine the expected rate of return for deploying new capital” - Investopedia  

Exhibit 47 – FCFE Assumptions 

Source – Analyst Estimates 

Exhibit 48 – Morgan Stanley Peer Group 

Source – Thomson Reuters 

Source – Analyst Estimates 
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Comparables - Valuation P/E PTVB P/B

Min 7,44 0,99 0,77

1º Quartil 9,41 1,03 0,86

Median 10,18 1,35 1,00

3º Quartil 11,25 1,90 1,14

Max 11,97 3,12 1,37

Average 10,09 1,64 1,02

MS Current 8,70 1,21 0,94

Price per Share (2018) 54,25 52,40 46,77

Price per Share (2019) 62,03 59,68 52,60

Final Ponderated Price per Share (2018) 52,40

Final Ponderated Price per Share (2019) 59,68

banks. In order to mitigate as much as possible this handicap, was applied a 

criteria to choose the comparables. Initially were selected all the companies 

operating in the financial services industry and operating as investments banks, 

but to reach an accurate and rigorous result other criteria were applied. First, all 

the banks with small presence in the United States were excluded because the 

multiples would be biased by the geographical location of each bank, then were 

excluded the banks with a Net income below $3.000 million to avoid compare 

financial ratios of small-sized banks. The third exclusion criteria was to remove all 

the firms that the core activity were not related to Morgan Stanley’s and for that 

reason couldn’t be consider a comparable, for example, Wells Fargo that is 

considered a retail bank and not an investment bank. Exhibit 48 shows the final 

list of comparables composed by Goldman Sachs, the closest Morgan Stanley’s 

peer, Citigroup and Bank of New York Mellon that accomplished with all the 

criteria previously described, UBS Group a Swiss bank with a high market share 

in the US and for this reason, direct Morgan Stanley’s competition and finally, 

Bank of America Merrill Lynch and J.P. Morgan, banks with a different scope 

but that compete with Morgan Stanley in some business lines, or in other words, 

they were considered peers because clients might choose their services, in 

preference to Morgan Stanley’s offer. For banks valuation, and according to 

McKinsey and Damodaran literature, the most appropriate ratios to compare 

firms are the Price to Earnings (P/E)29 ratio and the Price to Book ratio (P/B 

ratio)29. Adding to this two it was also considered the Price to Tangible Book 

Value (PTBV)29 in order to exclude the weight of the intangible assets. The 

analysis shows that the estimated Morgan Stanley’s share price of $59,68 for 

2019 has a 50,5% upside complementing the FCFE result.  

 Key Risks and Challenges 

Morgan Stanley discloses, together with the financial results, the challenges that 

the company expects to face according to the different risks category. The most 

important and the challenge with the most influence in our model is the Market 

Risk. As mentioned along the report, Morgan Stanley is highly exposed to the 

market fluctuations, and to the global and economic conditions that can impact 

directly the value of the assets owned by the firm. It’s admitted in the 2017 final 

year report that, “severe market events have historically been difficult to predict 

and we could realize significant losses if extreme market events were to occur”30, 

enhancing the idea that the share price is highly attached to the global economy.  

The second challenge for the firm is Credit Risk that can arise from two events. 

As a bank, Morgan Stanley results depend on the third parties’ capability to 

                                                 
29 Source – Thomson Reuters 
30 Source – Company Reports – Form 10K (2017) 

Exhibit 49 – Comparables Valuation 

Source – Thomson Reuters & Analyst Estimates 
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accomplish with their obligations, for example, the possibility of not receive 

counterparties payments obligations when the firm enters a swap contract or 

when the securitizations of loans provided do not fully covers the loan repayment. 

Once again, these situations are difficult to detect and Morgan Stanley already 

reserves capital to covering future potential losses. Another credit risk is the 

systemic risk. The concept means that if an important financial institution has 

problems and eventually defaults, it could adversely affect the financial markets 

and consequently Morgan Stanley. The third challenge is the Regulatory Risk of 

the company not pay dividends or invest the capital needed to develop the 

business because of revised capital requirements. For example, the Federal 

Reserve may change the minimum amount of capital required and limit Morgan 

Stanley’s capital actions. The last relevant risk is the probable inability of a 

financial firms like Morgan Stanley manage to capture all the advantages of new 

technologies and take advantages of it, cutting costs and increase revenues. This 

can be critical if Morgan Stanley does not follow its competitors which could lead 

to pricing pressures that could affect the company results. 

 Sensitivity Analysis 

Growth rate and cost of equity assumptions are exposed to different economic 

events that can affect them and are difficult to predict. For this reason, it was 

considered a 95% confidence interval (Exhibit 51) of beta in order to estimate the 

upper and lower value of the cost of equity. Adding to this, it was also considered 

a growth rate 0,25% variations, taking into account different expectations for the 

World GDP growth rate.    

 

From this analysis, Morgan Stanley’s stock price is not excessively sensitive to 

cost of equity and growth rate changes. A 3,0% growth rate, ceteris paribus can 

represent an upside of 8,87% but less -7,38% from the initial price if it is consider 

a growth rate of 1,0%. If the cost of equity decrease to 9,50%, ceteris paribus, 

the recommended share price increases 13,96% but, in reverse a 11,59% cost of 

equity would mean a downside of -10,91%. 

Exhibit 51 – Confidence Interval Assumptions 

Source – Analyst Estimates 

Exhibit 50 – Sensitivity Analysis: Cost of Equity vs Growth Rate 

Source – Analyst Estimates 
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The last model assumption challenged was the Target Capital Ratio, an 

important model input that in opposition to the perpetuity growth rate and the cost 

of equity, the recommended price is highly sensitive. Ceteris paribus, if the 

required regulatory capital decreases 2% would mean increase of 186,42% that 

would allow the firm to reinvest this surplus or distribute to the shareholders, 

increasing the share price. However, a target capital ratio of 24,5% represent a 

decrease of -86,42%, reinforcing the importance of this assumption.       

 Scenario Analysis 

The Base case scenario initially calculated is considered the most likely to 

happen. Considering the “Key Risks and Challenges” chapter, two additional 

possible scenarios were performed. For the Best Case Scenario was considered 

that the Target Capital Ratio would be the same than the previous years (22%), 

not expecting a ratio relief in the next few years, the cost of equity would 

decrease to 10%, considering a beta adjustment and the growth rate considered 

is 3,6%, the World GDP growth rate estimated by IMF for 2025 that was not 

consider for the model because it includes emerging countries growth rates that 

overvalue Morgan Stanley growth that is not exposed to those countries. The 

worst case Scenario, considers an higher capital requirements, reflected on the 

target capital ratio of 23,5%, an 0,5% higher cost of equity (11%) and 1% growth 

rate, only possible if Morgan Stanley is exposed only to steady growth countries. 

The result wasn’t surprising, the best case gives a share price for 2019 of $94,25 

that would mean a 137,7% upside with respect to the base case and the worst 

Exhibit 53 – Sensitivity Analysis: Cost of Equity vs Target Capital Ratio 

Source – Analyst Estimates 

Source – Analyst Estimates 

Exhibit 54 – Scenario Analysis Assumptions 

Source – Analyst Estimates 

Exhibit 52 – Sensitivity Analysis: Cost of Equity vs Perpetuity Growth Rate (%) 
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case scenario discloses a 31,19 share price, representing a negative capital gain 

in 2019 of -21,3% and the recommendation would change to “SELL”.  

 

 

 

 

 

 

  

Final Considerations 

In January 2018, James P. Gorman explained the 2018-2019 and the medium 

term objectives during the “2018 Strategic Update”. The firm considers that for 

the coming years is important to reach a ROE between 10-13% and a ROTCE 

between 11,5% and 14,5%, both considered in the model and expected to 

happen between 2020 and 2021. Concerning important financial ratios, next year 

(2019) the firm is also going to focus attention on deliver a Wealth Management 

Pre-tax margin of 26%-28% and realize an efficiency expense ratio below or 

equal to 73%, both also considered in the model assumptions. In addition, 

Morgan Stanley’s CEO also mentioned that position “Investment Management” 

for growth and maintain the company attractive capital return profile are key 

objectives to keep the firm on track.  

Morgan Stanley’s growing market share in crucial business lines and the stable 

financial condition of the company described throughout the report together with 

a strategic investment on disruptive technologies sustain the price target FY19 of 

$60,80 given by a weighted average between the FCFE valuation and the 

comparables method. The company effort to comply with all the capital 

requirements and rules established by the authorities will help the firm to survive 

during the expected stagnation of the economy in the coming years and Morgan 

Stanley is going to stand out from the peers which is going to be reflected on the 

share price.       

 

 

Source – Analyst Estimates 

Source – Analyst Estimates 

Source – Analyst Estimates 

Exhibit 55 – Scenario Analysis – Base Case Exhibit 56 – Scenario Analysis – Best Case Exhibit 57 – Scenario Analysis – Worst Case 
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Appendix 

 Financial Statements – Balance Sheet  
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 Financial Statements – Income Statement  
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 Financial Statements – Assets = Liabilities + Equity 

 

Valuation – Free Cash Flow to Equity Model 
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Disclosures and Disclaimers 
 

Report  Recommendations 

Buy Expected total return (including expected capital gains and expected dividend yield) 

of more than 10% over a 12-month period. 

Hold Expected total return (including expected capital gains and expected dividend yield) 

between 0% and 10% over a 12-month period. 

Sell Expected negative total return (including expected capital gains and expected 

dividend yield) over a 12-month period. 

 
 

This report was prepared by Nuno André Neto Gonçalves, a Master in Finance student of Nova School of 

Business & Economics (“Nova SBE”), within the context of the DRI Directed Research Internship Finance – 

Alternative Track. 

This report is issued and published exclusively for academic purposes, namely for academic evaluation and 

masters graduation purposes, within the context of said DRI Directed Research Internship Finance – 

Alternative Track. It is not to be construed as an offer or a solicitation of an offer to buy or sell any security or 

financial instrument. 

This report was supervised by a Nova SBE faculty member, acting merely in an academic capacity, who 

revised the valuation methodology and the financial model. 

Given the exclusive academic purpose of the reports produced by Nova SBE students, it is Nova SBE 

understanding that Nova SBE, the author, the present report and its publishing, are excluded from the 

persons and activities requiring previous registration from local regulatory authorities. As such, Nova SBE, its 

faculty and the author of this report have not sought or obtained registration with or certification as financial 

analyst by any local regulator, in any jurisdiction. In Portugal, the author of this report is not registered with or 

qualified under COMISSÃO DO MERCADO DE VALORES MOBILIÁRIOS (“CMVM”, the Portuguese Securities Market 

Authority) as a financial analyst. No approval for publication or distribution of this report was required and/or 

obtained from any local authority, given the exclusive academic nature of the report. 

The additional disclaimers also apply: 

USA: Pursuant to Section 202 (a) (11) of the Investment Advisers Act of 1940, neither Nova SBE nor the 

author of this report are to be qualified as an investment adviser and, thus, registration with the Securities and 

Exchange Commission (“SEC”, United States of America’s  securities market authority) is not necessary. 

Neither the author nor Nova SBE receive any compensation of any kind for the preparation of the reports. 
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Germany: Pursuant to §34c of the WpHG (Wertpapierhandelsgesetz, i.e., the German Securities Trading 

Act), this entity is not required to register with or otherwise notify the Bundesanstalt für 

Finanzdienstleistungsaufsicht (“BaFin”, the German Federal Financial Supervisory Authority). It should be 

noted that Nova SBE is a fully-owned state university and there is no relation between the student’s equity 

reports and any fund raising programme. 

UK: Pursuant to section 22 of the Financial Services and Markets Act 2000 (the “FSMA”), for an activity to be 

a regulated activity, it must be carried on “by way of business”. All regulated activities are subject to prior 

authorization by the Financial Conduct Authority (“FCA”). However, this report serves an exclusively 

academic purpose and, as such, was not prepared by way of business. The author - a Masters’ student - is 

the sole and exclusive responsible for the information, estimates and forecasts contained herein, and for 

the opinions expressed, which exclusively reflect his/her own judgment at the date of the report. Nova SBE 

and its faculty have no single and formal position in relation to the most appropriate valuation method, 

estimates or projections used in the report and may not be held liable by the author’s choice of the latter. 

The information contained in this report was compiled by students from public sources believed to be reliable, 

but Nova SBE, its faculty, or the students make no representation that it is accurate or complete, and accept 

no liability whatsoever for any direct or indirect loss resulting from the use of this report or of its content. 

Students are free to choose the target companies of the reports. Therefore, Nova SBE may start covering 

and/or suspend the coverage of any listed company, at any time, without prior notice. The students or Nova 

SBE are not responsible for updating this report, and the opinions and recommendations expressed herein 

may change without further notice. 

The target company or security of this report may be simultaneously covered by more than one student. 

Because each student is free to choose the valuation method, and make his/her own assumptions and 

estimates, the resulting projections, price target and recommendations may differ widely, even when referring 

to the same security. Moreover, changing market conditions and/or changing subjective opinions may lead to 

significantly different valuation results. Other students’ opinions, estimates and recommendations, as well as 

the advisor and other faculty members’ opinions may be inconsistent with the views expressed in this report. 

Any recipient of this report should understand that statements regarding future prospects and performance 

are, by nature, subjective, and may be fallible. 

This report does not necessarily mention and/or analyze all possible risks arising from the investment in the 

target company and/or security, namely the possible exchange rate risk resulting from the security being 

denominated in a currency either than the investor’s currency, among many other risks. 

The purpose of publishing this report is merely academic and it is not intended for distribution among private 

investors. The information and opinions expressed in this report are not intended to be available to any 

person other than Portuguese natural or legal persons or persons domiciled in Portugal. While preparing this 

report, students did not have in consideration the specific investment objectives, financial situation or 
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particular needs of any specific person. Investors should seek financial advice regarding the appropriateness 

of investing in any security, namely in the security covered by this report. 

The author hereby certifies that the views expressed in this report accurately reflect his/her personal opinion 

about the target company and its securities. He/ She has not received or been promised any direct or indirect 

compensation for expressing the opinions or recommendation included in this report. 

[If applicable, it shall be added: “While preparing the report, the author may have performed an internship 

(remunerated or not) in [insert the Company’s name]. This Company may have or have had an interest in the 

covered company or security” and/ or “A draft of the reports have been shown to the covered company’s 

officials (Investors Relations Officer or other), mainly for the purpose of correcting inaccuracies, and later 

modified, prior to its publication.”]  

The content of each report have been shown or made public to restricted parties prior to its publication in 

Nova SBE’s website or in Bloomberg Professional, for academic purposes such as its distribution among 

faculty members for students’ academic evaluation. 

Nova SBE is a state-owned university, mainly financed by state subsidies, students tuition fees and 

companies, through donations, or indirectly by hiring educational programs, among other possibilities. Thus, 

Nova SBE may have received compensation from the target company during the last 12 months, related to its 

fund raising programs, or indirectly through the sale of educational, consulting or research services. 

Nevertheless, no compensation eventually received by Nova SBE is in any way related to or dependent on 

the opinions expressed in this report. The Nova School of Business and Economics does not deal for or 

otherwise offer any investment or intermediation services to market counterparties, private or intermediate 

customers. 

This report may not be reproduced, distributed or published, in whole or in part, without the explicit previous 

consent of its author, unless when used by Nova SBE for academic purposes only. At any time, Nova SBE 

may decide to suspend this report reproduction or distribution without further notice. Neither this document 

nor any copy of it may be taken, transmitted or distributed, directly or indirectly, in any country either than 

Portugal or to any resident outside this country. The dissemination of this document other than in Portugal or 

to Portuguese citizens is therefore prohibited and unlawful. 


