GLOBAL INVESTMENT COMMITTEE / COMMENTARY

AUGUST 2016

On the Markets
MICHAEL WILSON
Chief Investment Officer
Morgan Stanley Wealth Management

TABLE OF CONTENTS

2

4

6

7

9

10

11

12

Five Reasons to Be Bullish on Equities
Among them are economic and earnings
growth, valuation and sentiment.
Better Emerging Market Prospects
After underperforming for years, emerging
market equities are shining. Can it last?
Political Risk Rising in Europe
Will others follow the UK and hold votes
on whether to exit the European Union?
In Search of New Diversifiers
Low yields mean bonds may not be up to
the job of diversifying portfolios.
Do Falling Yields Point to Recession?
Often they do, but that’s not what’s
happening this time.
Middle-Market Loans May Produce
Top-Drawer Results
Lending to companies too small for the
bond market has delivered good returns.
MBS Face Prepayment Risks Again
In our view, the latest round of refinancing
should not unsettle mortgage investors.
Make Yourself Comfortable
Not even Puerto Rico missing a bond
payment could rattle muni investors.

The Signal and the Noise
Back in May, there were many pundits warning investors to
expect increasing volatility this summer. After all, there
were several visible political events that markets would
need to deal with and, of course, geopolitical risks that
seemed to be growing by the minute. Funny thing is, when I
looked at historical market volatility for the past 20 years, it
turned out July, August and September topped the monthly
averages for volatility increases—and by a wide margin. In
other words, based on history, I’m not sure that making the
call for higher volatility this summer was really much of a
call at all.
So far, the increase in volatility this summer has been about average, with a spike in
June around the UK’s affirmative Brexit vote. Since then, volatility has quickly
subsided, leaving July less volatile than normal, even in the face of the Republican and
Democratic national conventions. Now, I hear we should expect volatility to pick up
again in August—meaning equity markets are vulnerable to a significant correction—
mainly because volatility has been higher in August for the past 10 years. While all of
this might be true, I find it incredibly unhelpful for the average investor.
First, equity markets are always volatile. On average, the S&P 500 experiences close
to 15% volatility on an annual basis—i.e., it has a 15% range throughout the course of a
typical year. An investor who can’t tolerate that kind of volatility probably shouldn’t be
in equities in the first place. Second, I find that for long-term investors, stock market
volatility often creates more opportunity than heartache. Finally, volatility can happen
on the upside as easily as the downside. That is what appears to be happening this
summer, with US equity markets breaking out to all-time highs last month.
The Global Investment Committee remains bullish on global equities on the premise
that economic growth and earnings are improving—a thesis we have held out all year.
Meanwhile, investors remain quite skeptical and sentiment is bearish as highlighted by
the constant quest to point out things like the potential for rising volatility around
political events, which are almost always temporary. Lastly, valuations are not
challenging and arguably even cheap in the context of record-low interest rates. The
charts on the following pages lay out this bullish case for global equities, not only for
this summer but also for the rest of 2016. The data is the signal; volatility is often just
the noise. 
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Five Reasons to Be Bullish on Equities
Global equities have performed exceptionally well since
the February lows. However, we think there is more
upside potential as investors begin to appreciate the rateof-change improvement in the economy, and importantly,

corporate earnings. Still, due to the extraordinary political
environment in which we find ourselves, investors remain
more skeptical and bearish than normal. This should help
to fuel higher prices later this year. Michael Wilson

Global Growth Is on the Upswing
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One of our out-of-consensus calls this year has
been our belief that the global economy
experienced a harsh recession last year. This
recession was driven by the collapse in oil
prices and the extremely negative knock-on
effects that had on the energy, materials and
industrial complexes. What’s more, China and
many of the emerging markets leveraged to
commodities were disproportionately affected.
The chart shows just how severe that recession
was when measured in US dollars. In fact, it
was almost as severe as the recession we
experienced in 2008-2009. The recession’s
trough was actually in last year’s third quarter,
and growth has been recovering ever since.
Importantly, Morgan Stanley’s Global Trade
Leading Indicator suggests this recovery will
continue. The pickup in growth is supportive for
global equities and why stocks have done
exceptionally well since February.

Source: Haver Analytics, GDP as of March 31, 2016; Trade Indicator as of June 30, 2016

Revisions Breadth Shows a Brightening Earnings Picture
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If there is one thing that has driven stocks more
than any other, it’s earnings. Due to the global
economic slowdown last year and the very
strong US dollar and Chinese yuan, we
experienced a significant earnings recession
for the S&P 500 and other major global equity
markets. In fact, the earnings decline since
2014 has been one of the most severe
witnessed in the past 20 years. Because the
economic slowdown was concentrated in the
energy, materials and industrial complexes, the
decline in earnings was more concentrated in
those sectors as well. We trace the breadth of
earnings-estimate revisions as a leading
indicator of earnings growth, and the chart
clearly illustrates revisions have troughed for
the four major equity market regions. This
should bode well for the equity prices of these
regions as well.

Source: FactSet as of July 29, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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Stock Market’s Internal Behavior Points to Continued Gains
Bloomberg Cumulative
Advance-Decline Line
for S&P 500

45,000
35,000
25,000
15,000
5,000
2010

2012

2011

2013

2014

2015

2016

Stock markets themselves are often their own best
leading indicator of future prices. One variable we
track closely in this regard is market breadth, a
measure of a stock market’s underlying health. Just
as a person who “looks good” can be unhealthy, a
stock market that is rising but with fewer and fewer
stocks participating can be troublesome. The good
news is that this year’s rally has been marked by
much stronger breadth. In fact, the S&P 500
cumulative advance-decline line—simply the number
of stocks advancing less the number in decline—
shows that, while cumulative breadth over the past
few years has been flat, this year it has broken to alltime highs. This is an important development that
supports our conviction in the new highs generated
by the S&P 500. In other words, the strong breadth
suggests prices can continue to move higher, much
like we experienced in 2013.

Source: Bloomberg as of July 29, 2016

Fair-Value Metric Shows Stocks to Be Undervalued
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One of the most common questions we get from
advisors and clients is about valuation. Many are
worried that price/earnings multiples are higher than
we have seen 70% to 80% of the time. However,
such an observation does not adjust for record-low
interest rates and borrowing costs for the average
company. When we make that adjustment, stocks not
only look reasonable but downright cheap. This chart
shows the forward consensus earnings estimate for
the S&P 500 divided by the current average borrowing rate for an S&P 500 company. Based on this
measure of “fair value,” the S&P 500 appears to be
20%-to-25% undervalued. If we performed the same
exercise on the emerging, European or Japanese
equity markets, the undervaluation is even greater.

*Fair value is 12-month forward consensus earnings estimate divided by the Moody’s Baa corporate bond interest rate.
Source: Bloomberg as of July 29, 2016

Despite the Long Bull Market, Sentiment Remains Bearish
Equity Mutual Fund and Exchange-Traded Fund Net Flows
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Even after a raging seven-year bull market in US
stocks, investors are skittish. Whether it’s the scar
tissue left behind from the financial crisis and the
tech bubble or a fear of the unknown from unprecedented monetary policy, caustic political rhetoric and
persistent terror events, it is not clear. However,
when looking at the exceptionally negative money
flows out of equity funds in the past few years, there
is no denying that sentiment is bearish. To put this in
context, the flows out of US equity mutual funds and
exchange-traded funds in the past 18 months have
exceeded the cumulative outflows between 2008 and
2012, the wake of the financial crisis. To say that this
is the most unloved bull market ever would not be a
stretch, and this is not how bull markets usually end.

Year 2000 flow is mutual fund only. *Annualized as of May 31, 2016 **Year to date
Source: Haver Analytics as of May 31, 2016

Please refer to important information, disclosures and qualifications at the end of this material.
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Improved Prospects for
Emerging Markets
LISA SHALETT
Head of Investment and Portfolio Strategies
Morgan Stanley Wealth Management

T

he MSCI Emerging Markets Index
peaked in mid 2011 as China’s
nominal GDP growth hit 20% and, with an
annualized total return of -3.7%, it has
been in a bear market ever since. For most
of that time, headwinds from China’s
unwinding of infrastructure spending,
falling global commodity prices, a
strengthening US dollar, excess
manufacturing capacity, plummeting
corporate profits, mounting debt loads and
weakening currencies have challenged
investors’ patience. Furthermore,
dependence on US-dollar funding,
perceived Federal Reserve policy and the
pace and size of rate hikes have been
ongoing sources of volatility in the
emerging markets.
Regional dynamics haven’t helped,
either. They include: political scandals in
Brazil; a tragically failed state in
Venezuela; and Mexico threatened by
antitrade rhetoric from the presumptive

Republican nominee for US president. In
the emerging market (EM) economies of
Eastern Europe, stresses from the Middle
East refugee crisis have tested the
immigration system and have sown the
seeds for xenophobia similar to that seen
driving the UK’s Brexit referendum.
STRONG OUTPERFORMANCE. Since
the low in global equity markets on Feb.
11, however, the MSCI Emerging Markets
Index has been outperforming the broader
MSCI All Country World Index (see
chart). This is a development that most
bears, including Morgan Stanley & Co.’s
global strategy team, see as short-lived and
simply a result of China’s most recent
mini-stimulus program. The Global
Investment Committee (GIC) takes a more
positive view of this trend, and we recently
upgraded our asset allocation to EM
equities, believing that post-Brexit market
dynamics have shifted toward interest
rates being lower for longer and a stableto-weak US dollar. Valuations are already
attractive: The index sells at 13.7 times

Emerging Market Equities Are Outpacing
Global Equities So Far This Year
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forward earnings, a 2.7% dividend yield
and a 10.0% free-cash-flow yield—twice
that of the S&P 500 Index. Add to that
improving fundamentals, and the prospects
for the emerging markets are brightening
(see the GIC’s Tactical Asset Allocation
Change, July 14, 2016).
UK voters’ shocking and unexpected
vote to exit the European Union has once
again fortified global central-banker
commitments to prophylactic liquidity
provision. This has led to record-low
sovereign bond yields globally, a trend
punctuated by the 30-year US Treasury
hitting an historic low of 2.14% last
month. Low global interest rates remove
headwinds for EM borrowers’ cost of
capital and for their domestic currencies—
and rates are expected to stay low. As
recently as March, the Fed was
contemplating four rate hikes this year;
then the expectations dropped to two
hikes, and now the Fed is not expected to
raise rates at all in 2016. In fact, the Fed
fund futures market is not expecting
another hike until the third quarter of
2017.
IMPACT OF FALLING RATES. Under
this rate regime, high-yielding EM debt
has soared and option-adjusted spreads
have fallen below 600 basis points.
Importantly, the fall in rates has occurred
against a backdrop in which capital
outflows have been stopped and in many
cases have completely reversed to strong
inflows. To wit, the JPMorgan Emerging
Markets Currency Index has shown
extraordinary resilience and stability.
Driving this constructive liquidity
environment is stability in the US dollar,
which should allow falling debt-service
costs to pass through to corporations and
investors unaffected by currency moves.
While differentials in relative yield and
monetary policy create an upward bias for
the dollar, we believe the greenback is
close to fair value versus its counterparts
on a real-yield basis and is overvalued
based on purchasing-power parity. While
the Brexit vote created flight-to-safety

Source: Bloomberg as of July 29, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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demand for the US dollar, the falling
British pound has complicated matters for
the euro, which MS & Co. currency
strategists now think could strengthen and
put a lid on the dollar.
BETTER FUNDAMENTALS.

Fundamentals are improving as well.
Historically, EM growth has been
underpinned by both commodities and
global trade, and we see green shoots in
both. As for commodities, the Bloomberg
Commodity Index is up 5.2% for the year
to date. Even during recent growth scares,
we have seen resilience in industrial
metals; prices for copper, steel, iron ore
and aluminum are higher today than before
the Brexit vote. Global trade, which drives
40% of GDP growth in the emerging
markets and has been stalled for about a
year, is picking up. Morgan Stanley’s
Global Trade Leading Indicator has risen
for three consecutive months, paced by a
pickup in shipping rates and improving
retail and consumer-goods demand in both
developed and emerging markets.
Validating the cyclical turn is the latest
reading from the IIF EM Growth Tracker,
which in June posted its best quarterly
reading since 2014 and its best monthly
number in four years. According to the IIF
model, second-quarter GDP should come
in at a 4.7% annualized rate—50% higher
than the GDP growth in the trailing four
quarters. Finally, and perhaps most
importantly, global purchasing managers
indexes (PMI) have also improved, led by
a strong acceleration in the US composite
and solid readings in Europe. With the
new-orders component driving gains, the
PMI for the emerging markets is perking
up, too, looking to inflect above 50, the
point at which the index indicates
expansion. EM PMIs have been solidly

Upturn in Purchasing Managers Index May Be
Bullish Sign for Emerging Market Equities
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Source: Bloomberg as of July 29, 2016

correlated with the MSCI Emerging
Markets Index (see chart).
CHINA IMPACT. Another
underappreciated factor that should help
China and, in turn, the EM economies, has
been the stealth depreciation of the
renminbi; year to date, the currency is
down about 3% versus the dollar and 6%
versus a trade-weighted basket of
currencies. Our view has long been that
such depreciation is critical to global
rebalancing and ensuring that China can
execute a soft landing. Still the worry,
especially since last August, is that China
could not navigate a depreciation without
destabilizing global markets. Thus far, the
naysayers have been proven wrong.
Although some bears have cautioned that
the weaker renminbi could cause global
disinflationary pressures to rise, the GIC
disagrees, preferring to focus on China’s
role in the global supply chain as a valueadded assembler. As such, the critical
variable to watch has been China’s

Please refer to important information, disclosures and qualifications at the end of this material.

Producer Price Index, which has improved
massively from a low of -5.9% last winter
to -2.6% in June. An improving PPI
ultimately helps to steady global prices
that, along with stable currencies, may
provide EM policymakers newfound room
for policy stimulus either through further
rate cuts (Korea, Indonesia, Taiwan,
Mexico and Russia) or fiscal stimulus
(India and Brazil).
The bottom line is that we believe the
long bear market in EM equities may be
ending, catalyzed by stabilized growth in
China, the US dollar, US interest rates and
commodities. Attractive valuations make
the case even stronger. Investors could
consider increasing the weighting of EM
equities through a hybrid active/passive
approach, following the recent changes in
the GIC’s asset allocation models (see
Tactical Asset Allocation Changes, July
14, 2016). 
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Political Risk on the
Rise in Europe
DANIELE ANTONUCCI
Senior European Economist
Morgan Stanley & Co. International
ELGA BARTSCH
Global Co-Head of Economics and Chief European
Economist
Morgan Stanley & Co. International

R

ising political fragmentation will
likely test European cohesion.
Galvanized by Brexit, protest parties are
demanding votes. While they poll
strongly, can they win national elections?
Post-Brexit polls show a drop in the share
of leave voters elsewhere. However, the
rise in political risk will likely put a downside skew on growth and more volatility
on financial markets. Whether it leads to
more fiscal stimulus remains to be seen.
This is not the great financial crisis or
the euro debt crisis. Now there are more
powerful backstops, such as the European
Central Bank’s (ECB) Quantitative Easing
and the European Stability Mechanism.
Coming elections and referendums will
likely hinder structural reform and create
extra uncertainty. With the growing impor-

tance of protest parties, political fragmentation will make government formation
more difficult, achieving an absolute
majority less likely and, ultimately, push
the political risk premium higher.
FRUSTRATED VOTERS. The Brexit laid
bare the frustrations of voters who feel
disenfranchised by globalization and
European integration. The protest parties
promise to turn back the clock on liberalization, deregulation and privatization
instead of attacking Europe’s sclerotic
labor practices and product markets. The
parties on the left seem more concerned
about the pressure from global markets,
while those on the right more with the
transfer of responsibilities to the EU level.
How the EU will look over the next
decade will likely depend on how policymakers deal with rising inequality and
discontent, as well as two big deficiencies:
large economic imbalances and an absence
of political union, or at least a fiscal union
for the euro nations. Even if central banks

Perceived Risk of a Country’s
Potential to Leave the Europe Union
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Source: European Commission Eurobarometer 84, Autumn 2015; Eurostat, HM Treasury and
Danmarks Nationalbank (government debt held by nonresidents), Eurostat (trading with non-EU
countries), European Commission (net payments to other countries), Morgan Stanley & Co.
Research (euroskeptic parties) as of July 5, 2016
Please refer to important information, disclosures and qualifications at the end of this material.

were willing and able to cushion recurring
crises, these structural uncertainties may
continue to trigger them.
WEIGHING EXIT RISK. It's unlikely that
other European countries will exit the EU
in the near term, in our view. To get a
sense about how markets may think about
contagion, our EU Exit Risk Monitor
compares and contrasts the EU countries
across several key metrics including: the
popularity of euroskeptic parties; the
population’s attitude about Europe; level
of government debt held by nonresidents;
net payments to other EU countries; if the
country uses the euro; and membership in
the Schengen agreement—the pact that
abolishes border controls for member
states. Greece and Cyprus, both net
beneficiaries of EU funds, show the
highest exit risk (see table). They have
limited trade with the EU, a large share of
their debt is held by foreigners and, say the
polls, their people tend not to identify as
“citizens of Europe.”
THE NEXT FOUR. Perhaps more
surprising is that France, Austria, the
Netherlands and Italy are the next four.
They are net contributors to the EU
budget, have a fair degree of euroskeptic
parties and the population at large is not
feeling particularly engaged with Europe.
The French and Dutch economies are more
or less in the middle of the ranks on trade
and foreign debt ownership, Italy has
weaker trade links with EU countries and
its debt is mostly domestically held, and
Austria vice versa. Tiny Luxembourg and
Estonia come up as least likely to exit.
Of course, the barriers to exit are high.
Only a few countries can have a referendum or vote triggered by the people or a
minority party. Then, the protest parties
will have to win an election and initiate a
complex process that, formally or
informally, will have to take into account
the will of the people. While risks are
rising, that's still a high bar. 
Also contributing were economists
Carmen Nuzzo and Joao Almeida.
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impact that the inclusion of bonds could
have on the portfolio. Of course, most
assets are not 100% correlated with the
original portfolio mix.
An asset with a correlation to the initial
portfolio that is low but still positive
would lower overall volatility beyond
buffering. The more correlation decreases,
the more likely it is the assets will move
out of sync, reducing overall movement
and increasing the impact of this effect.
When this correlation is negative, an asset
diversifies not just by being out of sync,
but also by actively moving in the opposite
direction of other assets. That means it
zigs when everything else zags.
Surprisingly, however, the importance
of this effect is easily overstated. Even
with correlation assumed to be quite
negative at -0.3, the hedge effect is small
compared with the volatility buffer and
decorrelation effect. In fact, for both US
and European assets since 1990, across all
maturities, at least 90% of the diversification benefits of government bonds
come from buffering and decorrelation.
The hedge effect boosted diversification,
given the negative correlation of bond
returns to stocks, but it was dwarfed by
volatility buffering and decorrelation. We
may dream of finding assets with a
negative correlation to our portfolios, but
this is often the icing on the cake.

In Search of
New Diversifiers
ANDREW SHEETS
Chief Cross-Asset Strategist
Morgan Stanley & Co. International
SERENA TANG
Senior Cross-Asset Strategist
Morgan Stanley & Co. International

F

or the past 25 years, bonds have been
unusually effective portfolio
diversifiers. The annualized volatility for a
10-year US Treasury bond was 7.3%,
which is about half that of the S&P 500.
Yet, the bond’s total return was about twothirds that of the S&P. That gave bonds a
strong Sharpe ratio, a measure of riskadjusted return. During periods of large
stock market drawdowns, or peak to
trough declines, bonds have been shown to
have a negative correlation with equities,
and they have generally provided good
returns in less stressful periods.
Now, with yields and expected returns
at record lows, bonds will no longer be as
effective a diversifier, in our view. Bonds
can still work as a portfolio-volatility
buffer, but extreme valuations create a
drag on portfolio returns in normal
times—and a hurdle to decorrelation and
hedging in bad times. For instance, US
Treasuries worked well during the turmoil
following the UK’s Brexit referendum;
less so with Japanese government bonds
and German Bunds.
Mathematically, for bonds to provide
the same level of equity bear-market offset
as they have historically, yields would
have to go below zero across regions,
including the US. For instance, a yield of
1.4% the 10-year US Treasury would have
to drop into negative territory to offset a
10% decline in the S&P 500 (see chart).
To hedge against a 10% decline in the
MSCI Europe Index or the TOPIX, a
European or Japanese government bond

would need to bid up in price so high that
the yields would be approaching negative
2% in both cases. Government bond yields
are already negative in six European
countries, as well as in Japan, but none are
at the level that would be needed for a
hedge. It could happen, but we can't
depend on it happening, so that’s why we
are looking for new diversifiers.

Defining Diversification
Diversification has three components:
the buffering effect you get from inclusion
of any asset with lower volatility than the
original portfolio; the decorrelation effect
from an asset's low-but-positive
correlation; and the “hedge effect,” which
considers negative correlation.
Even in a world in which bond returns
were perfectly correlated with stocks,
adding less-volatile assets reduces overall
volatility. This is what our colleague
Martin Leibowitz originally described as
the buffering effect, and in practice it is
the minimum amount of diversification

What It Will Take to Offset a 10% Decline in Equities
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10-Year Yield
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Needed to Offset a
10% Decline in Equities
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Source: Bloomberg, Morgan Stanley & Co. Research as of July 7, 2016

Please refer to important information, disclosures and qualifications at the end of this material.
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What’s a Good Diversifier?
To quantify the benefits of adding the
diversifier, in addition to the volatility
cushion, decorrelation and hedge effect,
we still have to consider the costs of the
diversification. One way to combine the
relative volatility, correlation and cost is
beta—more specifically, differentiate beta
in up and down markets. We want assets
that provide high offsetting returns during
major equity drawdowns, but cost little in
terms of drag in better times. Reliable
cost-effective diversifiers are hard to find,
and correlations and betas can vary
considerably over time.
Still, here are several new diversifiers:
Foreign exchange. Currencies have
often been a source of macro hedges for
equity investors. The Japanese yen and the
Swiss franc are the usual suspects and,
more recently, they have been considered
safe havens in market sell-offs. On further
investigation, some of these have been
decent diversifiers over the long term in
terms of volatility reduction. The big
difference from government bonds is that
currency diversifiers have mainly lowered
volatility reduction without a big volatility
cushion but have a strong decorrelation
and/or hedging impact, which is more
valuable, in our view.
The yen stands out as the currency that
converts the 60% equities/40% bonds
portfolio into a high-return/high-volatility
portfolio with a positive skew, which
means there are more positive outcomes in
the distribution of returns. In addition, it
has some of the best drawdown reductions.
The euro and the Swiss franc have
provided reasonable decorrelation benefits
but not as strong a hedging benefit in the
long term. They still outperformed the yen
in 60%/40% portfolios due to the high
upside beta in bull markets and high
returns relative to the yen, historically.
Euro valuations are reasonable but Swiss
franc valuations are at the higher end of
the long-term range, so the yen still has the
edge.
Equity defensives. Diversification
benefits in equity defensives are varied.
Health care or utilities vs. the market and

Looking Ahead, Credit May Be the Better Diversifier
0.60
0.55

Forecast Return/Volatility for a 60% Stock/40% Bond
Portfolio Using Various Types of Bonds
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100% Equities

*Barclays US Aggregate Bond Index, Barclays US Corporate Investment Grade Bond Index and
Barclays US Corporate High Yield Index
Source: Bloomberg, Morgan Stanley & Co. Research as of July 7, 2016

US vs. European cyclicals show strong
potential, delivering considerable
decorrelation and hedging benefits. Size
(large-cap stocks vs. small-cap stocks)
offers better volatility cushion but a lower
decorrelation/hedging benefit.
In the equity space, having a relative
long/short bias to defensive sectors,
regions and factors has been a good
diversification strategy. Defensive sectors,
such as health care and utilities vs. the
market, have been very strong diversifiers
with high decorrelation and hedging.
Large vs. small caps is also a strong
contender, although it has performance
costs in up markets. Current valuations for
large vs. small cap are still attractive.
Being long US vs. Europe in cyclical
sectors (e.g., industrials) offers an
attractive defensive offset similar to
defensive sectors vs. the market, without
an equivalent drag in up markets, and it
shows the best skew reduction for the
60%/40% portfolio. We see the US as the
better alternative in a low-growth world,
producing returns similar to Europe with a
less bearish downside skew and lower
volatility.
Credit risk. Government bonds and
bond replacements will depend on
volatility cushions, as extreme valuations
make decorrelation and hedging benefits
less dependable. Moving out the credit

Please refer to important information, disclosures and qualifications at the end of this material.

curve can be a more effective strategy than
adding duration, in our view. Adding
credit risk to a traditional 60%/40%
portfolio—even a small allocation—will
likely have a significant impact in
lowering portfolio volatility. Examining
data going back to 1980, we find that,
apart from bond duration, the quality of
bonds in the portfolio impacts bond
diversification, particularly for a 60%/40%
equity/bond portfolio.
Moving from government bonds to an
aggregate of governments and investment
grade can improve the ratio of portfolio
return to volatility (see chart); investment
grade bonds may do even better. High
yield bonds may come to play a bigger
role. Based on our long-run expected
returns forecasts, high yield bonds have
had a 10-year average annual return of
4.7%, slightly above equities’ 4.6%. Yet,
at the same time, high yield bonds have
about two-thirds the volatility of equities.
This means that an equity/high yield
portfolio should beat an all-equity
portfolio in terms of risk-adjusted returns.

Also contributing are Phanikiran L.
Naraparaju, Wanting Low, Martin
Leibowitz and Elizabeth Volynsky.
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Do Sharp Declines in
Yields Signal a Recession?
ZACHARY APOIAN
Senior Asset Allocation Strategist
Morgan Stanley Wealth Management

B

ond yields have fallen to strikingly
low levels. The 10-year US Treasury
yield traded as low as 1.36% in July, an
all-time low. Even as the yield has since
come back to 1.48%, it is still paltry in
comparison to the 3.6% average since
2000. Demand for government debt in
Europe and Japan is so great that it largely
trades at negative yields. As asset
allocators, we must ask: If investors will
buy bonds at low or even negative yields,
does that suggest impending difficulties
for corporate earnings and the global
economy? We don’t believe so.
First, we note that whether rates are
high or low has had little relationship to
economic cycles. Indeed, while interest
rates have displayed a long-term downtrend since 1981, we have still observed
multiple economic cycles, including four
distinct recessions. We believe the broad
decline in interest rates since 1981 can be
ascribed to various reasons: greater

success in containing inflation, a secular
growth decline as our economy matured,
and a growing, stable ownership base of
US Treasuries by global central banks,
pension funds and other long-term investors have driven yields downward. These
are longer-term factors that have little to
do with shorter-term economic cycles.
STEEPNESS MATTERS. Instead, we
find that the steepness of the yield curve,
rather than indicating whether rates are
simply high or low, has been more closely
related to economic expansions and
recessions (see chart). We can measure
steepness by taking the 10-year US
Treasury yield, which embeds expectations of longer-term growth and inflation,
and subtracting the two-year US Treasury
yield, which relates more closely to the
present environment. So, observing the
yield-curve slope, steepness relates to
expectations of accelerating growth, while
a flat or inverted curve suggests deceleration. Accordingly, the yield curve has
generally been steeper during positive

Decline in Yields Has Not Hit Recessionary Level
10-Year Vs. Two-Year US Treasury Yield
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growth inflections (such as when exiting a
recession), and flat or inverted prior to
entering recession.
So where are we now? Though the 10year rate is depressed versus history, the
short end of the yield curve is likewise
weighed down by our recent, deliberate
exit from Quantitative Easing and the zero
interest rate policy. While the curve is
flatter than at the beginning of this cycle, it
remains moderately steep today. This
suggests that, despite the current,
unusually long cycle and the currently
lukewarm consensus expectations for
economic growth, the yield curve appears
to be pricing more expansion and not
imminent recession.
UNUSUAL POLICY BACKDROP.

Finally, it is important to appropriately
contextualize the yield curve based on the
recent, more expansive use of fixed
income markets in monetary policy. Since
the credit crisis, the US engaged in
massive, unprecedented monetary easing
that attempted to stimulate investment by
lowering rates on the short end of the yield
curve. With this, we believe, while the
fixed income market does continue to
provide insight to expectations, it is
important to look at other data sources for
verification.
To that end, growth appears intact, with
indicators across the consumer and
industrial economies consistent with
expansion. Following the industrialfocused weakness in the third quarter of
2015, year-over-year comparisons for the
upcoming quarter appear favorable. We
are also in the second-quarter earningsreporting season, when, if companies can
meet expectations, overall earnings may be
poised to grow for the first time in nearly
two years. Additionally, initial reports of
second-quarter earnings have beat
expectations and bolster the case that
corporate earnings are again growing in
the US. Based on this, we maintain our
view that, while we are later in the cycle,
recession is not impending. 

2012

Source: Bloomberg as of July 29, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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Middle-Market Loans,
Top-Drawer Returns?
JAMES ST. ONGE
Alternative Investment Analyst
Morgan Stanley Wealth Management
JOANNA BERG, CFA
Alternative Investment Analyst
Morgan Stanley Wealth Management

M

iddle-market companies need to
borrow money, too. However,
unlike their larger counterparts, their size
does not allow them access to the public
debt markets or to large banks. Instead,
these firms borrow from smaller banks and
nonbank lenders. These middle-market
loans are an asset class that has unique
qualities that are attractive to investors
who can bear their illiquidity. What’s
more, there’s a supply/demand imbalance
that could produce higher returns.
Who exactly are these companies? They
typically range from $10 million to $100
million in earnings before interest, taxes,
depreciation and amortization (EBITDA).
Their loans generally carry a floating
interest rate that’s tied to a LIBOR floor,
which helps mitigate interest rate risk.
They are negotiated, generally offering

support to investors through tighter debt
covenants and enhanced due diligence.
Also, many of these loans are extended to
companies that have private equity
sponsors, which may also help investors in
the event of a downturn. Furthermore,
middle-market companies tend to be less
leveraged. Since 2011, their debt-toEBITDA ratio has ranged between 4.6 and
5.7, compared with 5.6 to 6.5 in the
syndicated loan market, according to
Thomson Reuters.
BETTER RETURNS. These loans have
other benefits for investors, starting with
return. According to Thomson Reuters,
since 2010 middle-market loans provided
an average spread of 112 basis points over
large corporate loans. Additionally,
middle-market loans carry fees, such as
prepayment and origination, which are
generally absent in the syndicated loan
markets but can enhance the total return.
Finally, certain loans may include equity
kickers, such as warrants, which could
potentially add to returns.

Direct Lending Had Higher Returns, Lower Volatility
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What about the returns? A study by
Cliffwater Research shows that for the 10
years ending Dec. 31, 2015, direct lending
had an annualized return of 9.6% with
4.0% volatility. This compares well with
the S&P/LSTA Leveraged Loan Index and
the Barclays US Corporate High Yield
Index, with returns/risks of 4.3%/11.8%
and 7.0%/12.2%, respectively.
Furthermore, the study found that realized
losses averaged 1.13% a year compared
with 1.08% and 2.36% for leveraged loans
and high yield, respectively 1.
SUPPLY/DEMAND IMBALANCE. The
current supply/demand imbalance in
middle-market lending creates an
opportunity for investors. Since the
financial crisis, big lenders have been less
willing to extend credit to small and midsized companies. With loans to large
borrowers, banks can easily syndicate
them and get them off their books. That’s
not the case with middle-market loans.
Similarly, the market for collateralized
loan obligations remains mainly focused
on large companies. On the demand side,
there is about $590 billion in middlemarket debt that matures in the next five
years, according to Thomson Reuters. A
lot of this debt will need to be refinanced.
Additionally, Preqin shows that as of July
2016 private equity firms have about $520
billion to invest and, as they take positions
in private companies, many of those
companies will need middle-market loans.
Higher returns from middle-market
loans may also be explained by the
illiquidity premium. Investors typically
lend to these companies through closedend structures with seven-year terms.
These vehicles allow managers to invest
without having to sell at unfavorable
prices to meet redemptions. For investors
who can bear the illiquidity, direct lending
may be an option that supplements their
fixed income portfolio. 

2
1

0
Direct Lending

Leveraged Loans

High Yield

High yield and leveraged-loan data are from
Moody’s. Loss rates are calculated as 1 minus the
recovery rate times the default rate.

Source: Cliffwater Research, Bloomberg , Morgan Stanley Wealth Management GIC
Please refer to important information, disclosures and qualifications at the end of this material.
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the recent drop in interest rates has
accelerated refinancing.

Prepayment Risk May Be
Less Than You Think
SUZANNE LINDQUIST
Fixed Income Strategist
Morgan Stanley Wealth Management

F

ixed income securities are the
foundation for a diversified portfolio,
and they have been critical in periods of
heightened volatility. However, the current
low-yield environment has made it
difficult to find investments that both
preserve principal and generate income.
Last month, we highlighted preferred
securities as one vehicle through which
investors can add income to their
portfolios (On the Markets, July 2016).
This month, we are focusing on agency
mortgage-backed securities (MBS), which
can bolster portfolio performance and
currently yield about 90 basis points more
than US Treasuries and enhance portfolio
diversification since they have a low
correlation with most risk assets.
WIDENING SPREADS. As with
Treasury bonds, when yields fall MBS
prices go up, and when yields rise MBS
prices go down. However, during periods
of dramatic yield movements in either

DEMANDING HIGHER YIELD.

direction, MBS prices may lag similarmaturity Treasuries (see chart). This
causes uncertainty around the rate of
prepayments which leads to spread
widening. MBS have embedded options
that allow the underlying borrower to call
or “prepay” their loans at any time.
In contrast to corporate bonds, where
the risk of capital loss depends on the
issuer’s credit quality, the key risk for
MBS investors is mortgage refinancing, or
prepayment risk. This risk is largely a
function of prevailing interest rates
relative to the interest rates on the
underlying loans. One way to measure
prepayment risk is to observe the
Mortgage Bankers Association (MBA) US
Refinancing Index, which measures the
volume of mortgage-loan applications
submitted to lenders. As illustrated in the
chart, the refinancing index has increased
as the 10-year US Treasury yield declined,
which is expected as homeowners take
advantage of lower rates to decrease their
monthly mortgage payments or take some
equity out of the property. As anticipated,

Preferreds Hold Big Yield Advantage Over Treasuries
6%

10-Yr. US Treasury Yield (left axis)
MBA US Refinancing Index (right axis)
MBA US Refinancing Index 10-Yr. Average (right axis)

5

8,000
7,000
6,000

4
5,000
3

4,000
3,000

2
2,000

Growth in refinancing activity leads to
lower returns for MBS investors, since
they will receive their principal back
sooner than expected and at a time when
reinvestment opportunities may be
unattractive. Therefore, while lower
interest rates are beneficial to
homeowners, lower rates can put MBS
investors at a disadvantage. Still, as
prepayment risk increases, MBS investors
demand more compensation in the form of
higher yields and wider spreads, thereby
creating income opportunities.
While refinancing activity is likely to
tick up in coming months, we believe that
prepayment risk is overstated and will be
less pronounced in the current
environment compared with prior
refinancing episodes. This is largely due to
a phenomenon called “burnout,” in which
homeowners who opted not to refinance
their mortgages in previous periods of low
interest rates—there were windows in
2008 and between 2011 and 2013—are not
expected to do so now. As a result, we
expect the refinancing index to remain
around its current level even if rates
decline further. Burnout implies less
prepayment risk, which makes MBS less
risky relative to their history.
ATTRACTIVE ATTRIBUTES. With
their higher yield, short-term maturity
profile, limited correlation to risk assets
and lower prepayment risk, mortgagebacked securities are an opportunity for
investors to generate income in this lowyield environment. We favor highercoupon, seasoned securities issued by
government agencies. We are also
constructive on commercial-mortgagebacked and asset-backed securities, which
could benefit from the limited prepayment
risk as well. 

1
1,000
0
2006

2007

2008

2009

2010

2011

2012

2013

2014

2015

0
2016

Source: Bloomberg as of July 28, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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Make Yourself
Comfortable
JOHN DILLON
Chief Municipal Bond Strategist
Morgan Stanley Wealth Management

O

n July 1, Puerto Rico failed to pay
nearly half of the $2 billion owed in
debt payments. The municipal bond
market, measured by the dollar volume of
bonds put for sale, barely hiccupped, as
Puerto Rico’s fiscal problems were long
known and well publicized (see chart). A
week earlier, the UK’s voters largely
surprised the markets by voting to leave
the Europe Union. Perhaps because a leave
vote was not the expected outcome, the
immediate impact on the markets was
swift and severe—and a more lasting
effect is that global interest rates are likely
to remain lower for longer.
PAID TO WAIT. We have long been
advocates of holding high-quality
municipal bonds and clipping coupons as
individual investors have continuously
been paid to wait. With revised, post-

Brexit economic and rate forecasts now in
hand from Morgan Stanley & Co.,
investors might as well make themselves
comfortable, as it seems they may
continue to be paid perhaps a little less and
have to wait until further notice.
Comfort always satisfies an individual’s
needs and preferences. Just like a mattress
and pillow that are “just right,” individual
investors should organize their municipal
bond holdings in that same context. The
key components to a comfortable portfolio
include coupon structure, sector and issuer
diversification, strong credit quality,
targeted maturities and adequate call
protection. With the Barclays Municipal
Bond Index already posting a year-to-date
total return of 4.40% and despite Morgan
Stanley & Co. forecasts calling for even
lower yields by the end of 2016 and into
2017, investors may be well served to
consider defensively focusing on principal
preservation and maintaining portfolio

Unlike Other Muni Bond Events, Puerto Rico’s
Missed Payment Barely Moved the Market
$ 2,000 Million
Taper Tantrum
Par Value of Bids Wanted
1,750
Forecasts of
1,500

No Response to Puerto Rico's
Missed Payment

Widespread
Defaults

Tax-Exemption
Threats

1,250
1,000

income rather than counting on continued
price gains.
A LOWER FLOOR. Although MS &
Co.’s 10-year US Treasury rate
forecasts—1.25% by year end, 1.00% by
the first quarter of 2017 and 1.10% by the
second quarter—suggest continued price
gains, there is no guarantee that it will be a
smooth ride or even that we get there at
all. What seems more important to us is
not whether we hit those rates, but rather
that the forecasts offer some comfort and
confidence that significantly higher and
sustained rates are much less likely in the
near term. As for the prospect of further
rate hikes by the Federal Reserve, MS &
Co. is calling for a Fed that is on hold
through the end of next year.
In addition to finding comfort in
coupons, credit quality and maturities with
adequate call protection, we also suggest
using this strong bond market to tighten up
portfolios by selling weaker credits and
coupon structures. We continue to
advocate defensive, above-market coupon
structures (4% to 5%) within a final
maturity range of 12 to 20 years and with
call protection of at least five years and
strong credit quality. Cash and short-term
securities may be used to hold a neutral
duration and provide flexibility this fall
after the summer’s muni-specific strength
abates. 
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Source: Thomson Reuters Municipal Market Data (MMD) as of July 25, 2016

Please refer to important information, disclosures and qualifications at the end of this material.
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Global Investment Committee
Tactical Asset Allocation
The Global Investment Committee provides guidance on asset allocation decisions through its various
models. The five models below are recommended for investors with up to $25 million in investable assets.
They are based on an increasing scale of risk (expected volatility) and expected return.
Capital Preservation

Income

Balanced Growth

Market Growth

Opportunistic Growth

Key

Ultrashort Fixed Income
Fixed Income & Preferreds
Equities
Alternatives

Source: Morgan Stanley Wealth Management GIC as of July 29, 2016

Please refer to important information, disclosures and qualifications at the end of this material.
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Tactical Asset Allocation Reasoning
Global Equities

Relative Weight
Within Equities

US

Overweight

While US equities have done exceptionally well since the global financial crisis, they are now in the latter stages of a
cyclical bull market. This bull market was challenged during the past year by fears of recession. We believe the US has
avoided recession in 2016, making it premature to abandon our overweight rating for US equities.

International Equities
(Developed Markets)

Equal Weight

We maintain a positive bias for Japanese and European equity markets despite the political challenges that both
markets have faced this year. Ironically, the affirmative Brexit vote in June may catalyze more fiscal policy action in
both regions, which is desperately needed to make the extraordinary monetary policy offered in both countries more
effective. Both regions are at or near record levels of cheapness.

Emerging Markets

Overweight

Emerging market (EM) equities have been big underperformers for the past few years. However, the region now offers
better value and, with the severe currency depreciation during the past year, there is a greater likelihood EM equities
will perform better in 2016. So far, they have and, so long as the US dollar and oil prices remain close to current levels,
EM could continue to outperform.

Global Fixed
Income

Relative Weight
Within Fixed
Income

US Investment Grade

Underweight

We have recommended shorter-duration* (maturities) since March 2013 given the extremely low yields and potential
capital losses associated with rising interest rates from such low levels. We have subsequently reduced the size of our
overweight in short duration as it appears the Fed will be slow to raise rates and the bid for high-quality bonds remains
rock solid. Within investment grade, we prefer BBB-rated corporates and A-rated municipals to US Treasuries.

International
Investment Grade

Underweight

Yields are even lower outside the US, leaving very little value in international fixed income, particularly as the global
economy begins to recover more broadly. While interest rates are likely to stay low, the offsetting diversification
benefits do not warrant much, if any, position, in our view.

Inflation-Protected
Securities

Overweight

With deflationary fears having become extreme in 2015 and early 2016, these securities still offer relative value in the
context of our forecasted acceleration in global growth, and expectations for oil prices and the US-dollar year-overyear rate of change to revert back toward 0%. That view has played out so far in 2016 but has not yet run its course.

High Yield

Overweight

The sharp decline in oil prices has created significant dislocations in the US high yield market last year. Broadly
speaking, we believe default rates are likely to remain contained as the economy avoids recession, while corporate
and consumer behavior continue to be conservative. This has led to better performance this year, along with lower
volatility than equities. We think this can continue but are getting closer to fully valued.

Alternative
Investments

Relative Weight
Within Alternative
Investments

REITs

Underweight

With our expectation for rising interest rates and an increasing risk of economic slowdown, we believe REITs are now
fairly to slightly overvalued, especially relative to other high-yielding asset categories. Therefore, we are underweight
REITs in our tactical asset allocation. Non-US REITs should be favored relative to domestic REITs.

Master Limited
Partnerships*

Equal Weight

Master limited partnerships (MLPs) were devastated during 2015 due to collapsing oil prices and a less hospitable
financing market. Tax-loss selling and window dressing hit MLPs excessively in the fourth quarter. We stayed with
MLPs nonetheless, and currently, that has turned out to be the right call.

Hedged Strategies
(Hedge Funds and
Managed Futures)

Equal Weight

This asset category can provide uncorrelated exposure to traditional risk-asset markets. It tends to outperform when
traditional asset categories are challenged by growth scares and/or interest rate volatility spikes. Within this asset
category, we favor event-driven strategies, given our expectation for increased mergers-and-acquisitions activity.

Source: Morgan Stanley Wealth Management GIC as of July 29, 2016
*For more about the risks to Master Limited Partnerships (MLPs) and Duration, please see the Risk Considerations section beginning on
page 16 of this report.

Please refer to important information, disclosures and qualifications at the end of this material.
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Glossary
A measure of the volatility, or systematic
risk, of a security or a portfolio in comparison
to the market as a whole.

BETA

CORRELATION This is statistical measure of

how two securities move in relation to each
other. This measure is often converted into
what is known as correlation coefficient, which
ranges between -1 and +1.Perfect positive
correlation (a correlation coefficient of +1)
implies that as one security moves, either up or
down, the other security will move in lockstep,
in the same direction. Alternatively, perfect

negative correlation means that if one security
moves in either direction the security that is
perfectly negatively correlated will move in the
opposite direction. If the correlation is 0, the
movements of the securities are said to have no
correlation; they are completely random. A
correlation greater than 0.8 is generally
described as strong, whereas a correlation less
than 0.5 is generally described as weak.
DRAWDOWN This term refers to the largest

cumulative percentage decline in net asset value
or the percentage decline from the highest value

or net asset value (peak) to the lowest value net
asset value (trough) after the peak.
SHARPE RATIO This

statistic measures a
portfolio’s rate of return based on the risk it
assumed and is often referred to as its riskadjusted performance. Using standard deviation
and returns in excess of the returns of T-bills, it
determines reward per unit of risk. This
measurement can help determine if the portfolio
is reaching its goal of increasing returns while
managing risk.

Index Definitions
This is a
rules-based, market-value-weighted index of
the long-term tax-exempt bond market.

BARCLAYS MUNICIPAL BOND INDEX

BARCLAYS US AGGREGATE BOND INDEX This
index tracks US-dollar-denominated investment
grade fixed rate bonds. These include US
Treasuries, US-government-related, securitized
and corporate securities.
BARCLAYS US CORPORATE HIGH-YIELD INDEX

This index measures the market of US-dollardenominated, noninvestment grade, fixed-rate,
taxable corporate bonds.
BARCLAYS US CORPORATE INVESTMENT
GRADE INDEX This index measures the market

of US-dollar-denominated, investment grade,
fixed-rate, taxable corporate bonds.

JP MORGAN EMERGING MARKETS CURRENCY
INDEX This is a market-cap weighted index of

10 emerging market currencies versus the US
dollar.
MORGAN STANLEY GLOBAL TRADE LEADING
INDICATOR This indicator is designed to

forecast global trade dynamics with a onemonth lead. It is based on oil and other
commodity prices, shipping rates, the US
dollar, purchasing manager and business
sentiment surveys.
MORTGAGE BANKERS ASSN. US REFINANCING
INDEX This weekly index tracks the volume of

mortgage loan applications that have been
submitted to lenders.
This is a
free-float-adjusted market capitalization index
that is designed to measure equity market
performance in the global developed and
emerging markets.

MSCI ALL COUNTRY WORLD INDEX
BLOOMBERG COMMODITY INDEX This

index is
calculated on an excess-return basis and reflects
commodity futures price movements. The index
rebalances annually weighted two-thirds by
trading volume and one-third by world
production and weight caps are applied at the
commodity, sector and group level for
diversification.

This index
captures large-, mid- and small-cap
representation across 21 emerging markets
countries.

MSCI EMERGING MARKETS INDEX

CLIFFWATER DIRECT LENDING INDEX This

index is comprised of all underlying assets held
by Business Development Companies that
satisfy certain eligibility requirements. The
index is asset-weighted by reported fair value.

MSCI EUROPE INDEX This is a capitalizationweighted index captures large-cap
representation across 15 developed market
countries in Europe.

Please refer to important information, disclosures and qualifications at the end of this material.

MSCI JAPAN INDEX This index is designed to
measure the performance of the large-, midand small-cap segments of the Japanese market.
With 1,134 constituents, the index covers
approximately 99% of the free-float-adjusted
market capitalization in Japan.
PRODUCER PRICE INDEX This index measures
wholesale price levels in the economy.
PURCHASING MANAGERS INDEXES (PMI)

These economic indicators are derived mostly
from monthly surveys of private-sector
companies. The principal producers of PMIs are
Markit Group, which conducts PMIs for more
than 30 countries, and the Institute for Supply
Management, which conducts PMIs for the US.
S&P 500 INDEX Regarded as the best single
gauge of the US equities market, this
capitalization-weighted index includes a
representative sample of 500 leading companies
in leading industries in the US economy.
S&P/LSTA LEVERAGED LOAN INDEX This index
is a market value-weighted index designed to
measure the performance of the US leverage
loan market based upon market weightings,
spreads, and interest payments.

This
free-floated-adjusted index tracks all domestic
companies of the exchange's First Section.

TOPIX (TOKYO STOCK EXCHANGE INDEX)
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Risk Considerations
MLPs
Master Limited Partnerships (MLPs) are limited partnerships or limited liability companies that are taxed as partnerships and whose interests (limited
partnership units or limited liability company units) are traded on securities exchanges like shares of common stock. Currently, most MLPs operate in
the energy, natural resources or real estate sectors. Investments in MLP interests are subject to the risks generally applicable to companies in the
energy and natural resources sectors, including commodity pricing risk, supply and demand risk, depletion risk and exploration risk.
Individual MLPs are publicly traded partnerships that have unique risks related to their structure. These include, but are not limited to, their reliance
on the capital markets to fund growth, adverse ruling on the current tax treatment of distributions (typically mostly tax deferred), and commodity
volume risk.
The potential tax benefits from investing in MLPs depend on their being treated as partnerships for federal income tax purposes and, if the MLP is
deemed to be a corporation, then its income would be subject to federal taxation at the entity level, reducing the amount of cash available for
distribution to the fund which could result in a reduction of the fund’s value.
MLPs carry interest rate risk and may underperform in a rising interest rate environment. MLP funds accrue deferred income taxes for future tax
liabilities associated with the portion of MLP distributions considered to be a tax-deferred return of capital and for any net operating gains as well as
capital appreciation of its investments; this deferred tax liability is reflected in the daily NAV; and, as a result, the MLP fund’s after-tax performance
could differ significantly from the underlying assets even if the pre-tax performance is closely tracked.

Duration
Duration, the most commonly used measure of bond risk, quantifies the effect of changes in interest rates on the price of a bond or bond portfolio.
The longer the duration, the more sensitive the bond or portfolio would be to changes in interest rates. Generally, if interest rates rise, bond prices
fall and vice versa. Longer-term bonds carry a longer or higher duration than shorter-term bonds; as such, they would be affected by changing
interest rates for a greater period of time if interest rates were to increase. Consequently, the price of a long-term bond would drop significantly as
compared to the price of a short-term bond.
International investing entails greater risk, as well as greater potential rewards compared to U.S. investing. These risks include political and
economic uncertainties of foreign countries as well as the risk of currency fluctuations. These risks are magnified in countries with emerging markets,
since these countries may have relatively unstable governments and less established markets and economies.
Alternative investments which may be referenced in this report, including private equity funds, real estate funds, hedge funds, managed futures
funds, and funds of hedge funds, private equity, and managed futures funds, are speculative and entail significant risks that can include losses due to
leveraging or other speculative investment practices, lack of liquidity, volatility of returns, restrictions on transferring interests in a fund, potential lack
of diversification, absence and/or delay of information regarding valuations and pricing, complex tax structures and delays in tax reporting, less
regulation and higher fees than mutual funds and risks associated with the operations, personnel and processes of the advisor.
Managed futures investments are speculative, involve a high degree of risk, use significant leverage, have limited liquidity and/or may be generally
illiquid, may incur substantial charges, may subject investors to conflicts of interest, and are usually suitable only for the risk capital portion of an
investor’s portfolio. Before investing in any partnership and in order to make an informed decision, investors should read the applicable prospectus
and/or offering documents carefully for additional information, including charges, expenses, and risks. Managed futures investments are not intended
to replace equities or fixed income securities but rather may act as a complement to these asset categories in a diversified portfolio.
Investing in commodities entails significant risks. Commodity prices may be affected by a variety of factors at any time, including but not limited to,
(i) changes in supply and demand relationships, (ii) governmental programs and policies, (iii) national and international political and economic events,
war and terrorist events, (iv) changes in interest and exchange rates, (v) trading activities in commodities and related contracts, (vi) pestilence,
technological change and weather, and (vii) the price volatility of a commodity. In addition, the commodities markets are subject to temporary
distortions or other disruptions due to various factors, including lack of liquidity, participation of speculators and government intervention.
Physical precious metals are non-regulated products. Precious metals are speculative investments, which may experience short-term and long
term price volatility. The value of precious metals investments may fluctuate and may appreciate or decline, depending on market conditions. If sold
in a declining market, the price you receive may be less than your original investment. Unlike bonds and stocks, precious metals do not make interest
or dividend payments. Therefore, precious metals may not be suitable for investors who require current income. Precious metals are commodities
that should be safely stored, which may impose additional costs on the investor. The Securities Investor Protection Corporation (“SIPC”) provides
certain protection for customers’ cash and securities in the event of a brokerage firm’s bankruptcy, other financial difficulties, or if customers’ assets
are missing. SIPC insurance does not apply to precious metals or other commodities.
Bonds are subject to interest rate risk. When interest rates rise, bond prices fall; generally the longer a bond's maturity, the more sensitive it is to this risk.
Bonds may also be subject to call risk, which is the risk that the issuer will redeem the debt at its option, fully or partially, before the scheduled maturity date.
The market value of debt instruments may fluctuate, and proceeds from sales prior to maturity may be more or less than the amount originally invested or the
maturity value due to changes in market conditions or changes in the credit quality of the issuer. Bonds are subject to the credit risk of the issuer. This is the
risk that the issuer might be unable to make interest and/or principal payments on a timely basis. Bonds are also subject to reinvestment risk, which is the risk
that principal and/or interest payments from a given investment may be reinvested at a lower interest rate.
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Bonds rated below investment grade may have speculative characteristics and present significant risks beyond those of other securities, including greater
credit risk and price volatility in the secondary market. Investors should be careful to consider these risks alongside their individual circumstances, objectives
and risk tolerance before investing in high-yield bonds. High yield bonds should comprise only a limited portion of a balanced portfolio.
Interest on municipal bonds is generally exempt from federal income tax; however, some bonds may be subject to the alternative minimum tax
(AMT). Typically, state tax-exemption applies if securities are issued within one's state of residence and, if applicable, local tax-exemption applies if
securities are issued within one's city of residence.
Treasury Inflation Protection Securities’ (TIPS) coupon payments and underlying principal are automatically increased to compensate for inflation
by tracking the consumer price index (CPI). While the real rate of return is guaranteed, TIPS tend to offer a low return. Because the return of TIPS is
linked to inflation, TIPS may significantly underperform versus conventional U.S. Treasuries in times of low inflation.
The majority of $25 and $1000 par preferred securities are “callable” meaning that the issuer may retire the securities at specific prices and dates
prior to maturity. Interest/dividend payments on certain preferred issues may be deferred by the issuer for periods of up to 5 to 10 years, depending
on the particular issue. The investor would still have income tax liability even though payments would not have been received. Price quoted is per
$25 or $1,000 share, unless otherwise specified. Current yield is calculated by multiplying the coupon by par value divided by the market price.
The initial interest rate on a floating-rate security may be lower than that of a fixed-rate security of the same maturity because investors expect to
receive additional income due to future increases in the floating security’s underlying reference rate. The reference rate could be an index or an
interest rate. However, there can be no assurance that the reference rate will increase. Some floating-rate securities may be subject to call risk.
The market value of convertible bonds and the underlying common stock(s) will fluctuate and after purchase may be worth more or less than
original cost. If sold prior to maturity, investors may receive more or less than their original purchase price or maturity value, depending on market
conditions. Callable bonds may be redeemed by the issuer prior to maturity. Additional call features may exist that could affect yield.
Some $25 or $1000 par preferred securities are QDI (Qualified Dividend Income) eligible. Information on QDI eligibility is obtained from third party
sources. The dividend income on QDI eligible preferreds qualifies for a reduced tax rate. Many traditional ‘dividend paying’ perpetual preferred
securities (traditional preferreds with no maturity date) are QDI eligible. In order to qualify for the preferential tax treatment all qualifying preferred
securities must be held by investors for a minimum period – 91 days during a 180 day window period, beginning 90 days before the ex-dividend date.
Ultrashort-term fixed income asset class is comprised of fixed income securities with high quality, very short maturities. They are therefore subject
to the risks associated with debt securities such as credit and interest rate risk.
Principal is returned on a monthly basis over the life of a mortgage-backed security. Principal prepayment can significantly affect the monthly
income stream and the maturity of any type of MBS, including standard MBS, CMOs and Lottery Bonds. Yields and average lives are estimated
based on prepayment assumptions and are subject to change based on actual prepayment of the mortgages in the underlying pools. The level of
predictability of an MBS/CMO’s average life, and its market price, depends on the type of MBS/CMO class purchased and interest rate movements.
In general, as interest rates fall, prepayment speeds are likely to increase, thus shortening the MBS/CMO’s average life and likely causing its market
price to rise. Conversely, as interest rates rise, prepayment speeds are likely to decrease, thus lengthening average life and likely causing the
MBS/CMO’s market price to fall. Some MBS/CMOs may have “original issue discount” (OID). OID occurs if the MBS/CMO’s original issue price is
below its stated redemption price at maturity, and results in “imputed interest” that must be reported annually for tax purposes, resulting in a tax
liability even though interest was not received. Investors are urged to consult their tax advisors for more information.
Asset-backed securities generally decrease in value as a result of interest rate increases, but may benefit less than other fixed-income securities
from declining interest rates, principally because of prepayments.
Investing in foreign markets entails greater risks than those normally associated with domestic markets, such as political, currency, economic and
market risks. Investing in currency involves additional special risks such as credit, interest rate fluctuations, derivative investment risk, and
domestic and foreign inflation rates, which can be volatile and may be less liquid than other securities and more sensitive to the effect of varied
economic conditions. In addition, international investing entails greater risk, as well as greater potential rewards compared to U.S. investing. These
risks include political and economic uncertainties of foreign countries as well as the risk of currency fluctuations. These risks are magnified in
countries with emerging markets, since these countries may have relatively unstable governments and less established markets and economies.
Investing in foreign and emerging markets entails greater risks than those normally associated with domestic markets, such as political, currency,
economic and market risks. These risks are magnified in frontier markets.
Rebalancing does not protect against a loss in declining financial markets. There may be a potential tax implication with a rebalancing strategy.
Investors should consult with their tax advisor before implementing such a strategy.
Equity securities may fluctuate in response to news on companies, industries, market conditions and general economic environment.
Companies paying dividends can reduce or cut payouts at any time.
Value investing does not guarantee a profit or eliminate risk. Not all companies whose stocks are considered to be value stocks are able to turn their
business around or successfully employ corrective strategies which would result in stock prices that do not rise as initially expected.
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Growth investing does not guarantee a profit or eliminate risk. The stocks of these companies can have relatively high valuations. Because of these
high valuations, an investment in a growth stock can be more risky than an investment in a company with more modest growth expectations.
Investing in smaller companies involves greater risks not associated with investing in more established companies, such as business risk,
significant stock price fluctuations and illiquidity.
Stocks of medium-sized companies entail special risks, such as limited product lines, markets, and financial resources, and greater market
volatility than securities of larger, more-established companies.
Asset allocation and diversification do not assure a profit or protect against loss in declining financial markets.
The indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent the
performance of any specific investment.
The indices selected by Morgan Stanley Wealth Management to measure performance are representative of broad asset classes. Morgan
Stanley Smith Barney LLC retains the right to change representative indices at any time.
REITs investing risks are similar to those associated with direct investments in real estate: property value fluctuations, lack of liquidity, limited
diversification and sensitivity to economic factors such as interest rate changes and market recessions.
Because of their narrow focus, sector investments tend to be more volatile than investments that diversify across many sectors and companies.
Yields are subject to change with economic conditions. Yield is only one factor that should be considered when making an investment decision.
Credit ratings are subject to change.
Certain securities referred to in this material may not have been registered under the U.S. Securities Act of 1933, as amended, and, if not, may not
be offered or sold absent an exemption therefrom. Recipients are required to comply with any legal or contractual restrictions on their purchase,
holding, sale, exercise of rights or performance of obligations under any securities/instruments transaction.

Disclosures
Morgan Stanley Wealth Management is the trade name of Morgan Stanley Smith Barney LLC, a registered broker-dealer in the United States. This
material has been prepared for informational purposes only and is not an offer to buy or sell or a solicitation of any offer to buy or sell any security or
other financial instrument or to participate in any trading strategy. Past performance is not necessarily a guide to future performance.
The author(s) (if any authors are noted) principally responsible for the preparation of this material receive compensation based upon various factors,
including quality and accuracy of their work, firm revenues (including trading and capital markets revenues), client feedback and competitive factors.
Morgan Stanley Wealth Management is involved in many businesses that may relate to companies, securities or instruments mentioned in this
material.
This material has been prepared for informational purposes only and is not an offer to buy or sell or a solicitation of any offer to buy or sell any
security/instrument, or to participate in any trading strategy. Any such offer would be made only after a prospective investor had completed its own
independent investigation of the securities, instruments or transactions, and received all information it required to make its own investment decision,
including, where applicable, a review of any offering circular or memorandum describing such security or instrument. That information would contain
material information not contained herein and to which prospective participants are referred. This material is based on public information as of the
specified date, and may be stale thereafter. We have no obligation to tell you when information herein may change. We make no representation or
warranty with respect to the accuracy or completeness of this material. Morgan Stanley Wealth Management has no obligation to provide updated
information on the securities/instruments mentioned herein.
The securities/instruments discussed in this material may not be suitable for all investors. The appropriateness of a particular investment or strategy
will depend on an investor’s individual circumstances and objectives. Morgan Stanley Wealth Management recommends that investors
independently evaluate specific investments and strategies, and encourages investors to seek the advice of a financial advisor. The value of and
income from investments may vary because of changes in interest rates, foreign exchange rates, default rates, prepayment rates,
securities/instruments prices, market indexes, operational or financial conditions of companies and other issuers or other factors. Estimates of future
performance are based on assumptions that may not be realized. Actual events may differ from those assumed and changes to any assumptions
may have a material impact on any projections or estimates. Other events not taken into account may occur and may significantly affect the
projections or estimates. Certain assumptions may have been made for modeling purposes only to simplify the presentation and/or calculation of any
projections or estimates, and Morgan Stanley Wealth Management does not represent that any such assumptions will reflect actual future events.
Accordingly, there can be no assurance that estimated returns or projections will be realized or that actual returns or performance results will not
materially differ from those estimated herein.
This material should not be viewed as advice or recommendations with respect to asset allocation or any particular investment. This information is
not intended to, and should not, form a primary basis for any investment decisions that you may make. Morgan Stanley Wealth Management is not
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acting as a fiduciary under either the Employee Retirement Income Security Act of 1974, as amended or under section 4975 of the Internal Revenue
Code of 1986 as amended in providing this material.
Morgan Stanley Smith Barney LLC, its affiliates and Morgan Stanley Financial Advisors do not provide legal or tax advice. Each client
should always consult his/her personal tax and/or legal advisor for information concerning his/her individual situation and to learn about
any potential tax or other implications that may result from acting on a particular recommendation.
This material is primarily authored by, and reflects the opinions of, Morgan Stanley Smith Barney LLC (Member SIPC), as well as identified guest
authors. Articles contributed by employees of Morgan Stanley & Co. LLC (Member SIPC) or one of its affiliates are used under license from Morgan
Stanley.
This material is disseminated in Australia to “retail clients” within the meaning of the Australian Corporations Act by Morgan Stanley Wealth
Management Australia Pty Ltd (A.B.N. 19 009 145 555, holder of Australian financial services license No. 240813).
Morgan Stanley Wealth Management is not incorporated under the People's Republic of China ("PRC") law and the material in relation to this report
is conducted outside the PRC. This report will be distributed only upon request of a specific recipient. This report does not constitute an offer to sell or
the solicitation of an offer to buy any securities in the PRC. PRC investors must have the relevant qualifications to invest in such securities and must
be responsible for obtaining all relevant approvals, licenses, verifications and or registrations from PRC's relevant governmental authorities.
If your financial adviser is based in Australia, Switzerland or the United Kingdom, then please be aware that this report is being distributed by the
Morgan Stanley entity where your financial adviser is located, as follows: Australia: Morgan Stanley Wealth Management Australia Pty Ltd (ABN 19
009 145 555, AFSL No. 240813); Switzerland: Morgan Stanley (Switzerland) AG regulated by the Swiss Financial Market Supervisory Authority; or
United Kingdom: Morgan Stanley Private Wealth Management Ltd, authorized and regulated by the Financial Conduct Authority, approves for the
purposes of section 21 of the Financial Services and Markets Act 2000 this material for distribution in the United Kingdom.
Morgan Stanley Wealth Management is not acting as a municipal advisor to any municipal entity or obligated person within the meaning of Section
15B of the Securities Exchange Act (the “Municipal Advisor Rule”) and the opinions or views contained herein are not intended to be, and do not
constitute, advice within the meaning of the Municipal Advisor Rule.
This material is disseminated in the United States of America by Morgan Stanley Wealth Management.
Third-party data providers make no warranties or representations of any kind relating to the accuracy, completeness, or timeliness of the data they
provide and shall not have liability for any damages of any kind relating to such data.
This material, or any portion thereof, may not be reprinted, sold or redistributed without the written consent of Morgan Stanley Smith Barney LLC.
© 2016 Morgan Stanley Smith Barney LLC. Member SIPC.
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