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It’s Different This Time—Really
For those living in the Northeast, the early spring that
arrived in March turned into a miserable April, with winter
coats coming back out of the closet and fewer buds on the
trees than I can ever remember for this time of the year. I’m
not sure Punxsutawney Phil offers refunds on his
predictions, but I distinctly remember it being reported that
Phil did not see his shadow in early February’s Groundhog
Day ceremony, and therefore suggesting those winter coats
should be put away.
Fortunately, financial assets around the world did continue to spring forward in April
as we expected. However, in the past few weeks, we have been reminded that we
predicted the same recovery in depressed asset prices last spring only to see the strong
rally fade into the summer. Will 2016 be a repeat of 2015? Should we sell in May and
go away as some pundits are suggesting? While a pullback or consolidation of the big
rally should be expected, we do not think a swoon like last year will repeat—mainly
because it’s different this time.
I appreciate that those words can be the kiss of death insofar as they signal exactly
the opposite and that nothing is different. However, markets and economic data tend to
move in cycles; so, just as everyone buys into a trend, it changes and moves in the
opposite direction. We think 2016 will mark one of those important turning points, and
there is mounting evidence to suggest why that is the case.
First, the economic data and activity in China is much stronger than last year, when
the Chinese economy was slowing rapidly. Second, the US dollar has been decidedly
weak this year against most currencies—even emerging markets (EM) currencies. A
weak dollar takes pressure off global prices and thus, global trade. It also supports
commodity prices which, in turn, has stabilized EM equity and credit markets—a big
change from last year. Third, manufacturing and industrial data shows orders and
inventories improving, unlike last year when they were heading in the wrong direction.
Fourth, cyclical and value-oriented stocks are outperforming growth stocks much more
convincingly than during last year’s rally—a strong signal that growth is going to
accelerate. Finally, company earnings revision breadth this quarter is exhibiting some of
the most positive moves we have ever observed. That’s the best leading indicator we
have for future earnings trends—the ultimate driver of stock prices. 
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As OPEC Stepped Back,
US Became the Swing
Oil Producer
EVAN CALIO

US’ unconventional production the
primary global swing producer when
future oil growth is required, as many
other forms of conventional oil production
take three to five years to respond
materially to price signals. This is
consistent with the stated capital futureallocation plans of many global producers.
Morgan Stanley & Co. and Wall Street
consensus expect about 2 million barrels
per day of US production growth by 2020
from the end of this year, which represents
some 90% of expected non-OPEC
production growth over that period (see
chart, page 3).
NEED HIGHER PRICES. According to
our proprietary US-production model,
future swing production requires a higher
oil price than what’s implied in the futures
markets, what Wall Street analysts expect

E&P and Integrated Oil Analyst
Morgan Stanley & Co.

F

or more than 40 years, OPEC balanced
oil markets, slowing production when
they were oversupplied and pumping it up
when they were undersupplied. Then, in
November 2014, OPEC abandoned that
role, leaving market forces to bring supply
and demand in line. Essentially, this is
what triggered the subsequent oil-price
rout that continues today.
However, as OPEC stepped back, the
US, through its shale oil production, was
becoming the fastest-growing global
producer. The US has accounted for about
80% of the growth in global oil production
and, in our estimates, it will continue to
lead until at least 2020 (see chart).
Relatively short response time and
favorable economics will likely make the

The US Is the Oil Producer With Production Growth
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or what’s implied in the valuation of
exploration-and-production (E&P)
companies. We believe a return to $80 per
barrel for West Texas Intermediate (WTI)
crude will be needed to reach consensus
US production in 2020 when accounting
for E&P cash flows, balance sheet repair,
cost inflation and efficiency erosion. The
latter is what happens as companies
expand production, going to the best
acreage first and later into lower-grade
properties.
Producer hedging is a key factor in this
as well, yet it is difficult to quantify.
Producers will likely continue to focus on
the 12-to-24-month futures when making
hedging and activity decisions; thus, in a
recovery, producer selling may require the
front of the curve to move higher to
support the back. While hedging supported
production in 2015, when hedges were
above spot prices and protected cash flow,
we believe the inverse will likely occur in
the first year of significant price recovery.
We initially encountered the phrase
“$60 is the new $90” early last year as a
much-watched E&P company favorably
compared its 2014 well-level rate of return
at $65 per barrel to returns of 2012 vintage
wells at $95 per barrel. During the down
cycle, the phrase evolved, coming to mean
that at $60 per barrel the US will be able to
deliver similar rates of growth as it did
during the prior cycle at $90.
However, the "$60 is the new $90"
thesis erroneously extrapolates cyclical
trends; it is founded on significant declines
in well costs and/or improvement in
efficiencies achieved by operators during
the down cycle. The industry’s well costs
averaged 22% lower year over year in
2015, with an even greater decline by the
end of the year. Correspondingly, average
breakeven prices for a single horizontal
well have fallen 15% to $39 per barrel—
and we expect it to drop yet further to $36
in 2016—from $45 at the start of the down
cycle. Well performance has also
improved substantially. In certain cases

Source: Morgan Stanley & Co. Commodity Research as of April 18, 2016
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20% to 30% increases in estimated
ultimate recovery—an approximation of
the quantity of oil or gas that is potentially
recoverable or has already been recovered
—were due to secular advances in completion design and wellbore steering. Yet, in
most cases, well-performance improvements also reflected activity concentration
in the core of respective plays, as E&Ps
only drilled locations viable in a $40-perbarrel world.
ADDING RIGS. Cash flows are the
limiting factor for growth, not single-well
economics. Headline of positive returns
down to $30 per barrel masks both fully
loaded E&P cost structure and real-life
well performance with less-than-perfect
operational availability. We estimate that a
crude price over $50 per barrel will be
required for the E&P operators to
meaningfully add rigs, consistent with
what E&P managements have been
communicating to the market.
The market is unlikely to support prior
levels of unconventional US E&P
spending. In expenditure growth, we see
140% as the new 170%. Balance sheet
repair and credit access will likely limit
E&P relative cash outspending, with US
unconventional capital expenditures
falling to about 130% of cash flow this
year from some 170% of cash flow in the
2010-to-2014 period. We believe moderate
E&P spending is supported at higher
prices, yet we think it will remain limited
while crude is confined to the $45-to-$55per-barrel range. Further, leverage remains
elevated in all of our scenarios at 2.0-to3.0-times net debt/earnings before interest,
taxes, depreciation and amortization—it
was 1.0 to 1.5 in the prior up cycle—
which could dampen US production
response. However, asset sales could
exceed expectations and accelerate future
deleveraging and support higher expenditures. US producers have announced plans
to sell some $20 billion of assets. We
believe these sales depend on a commodity
recovery and could equal about 25% of the
required deleveraging. Asset sales as a
deleveraging tool could increase the cash

Morgan Stanley & Co.’s Estimates for Incremental
Production Growth and Oil Prices
1.2 Million Barrels per Day
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flow needed to grow and lower that
required price by $5 to $10 per barrel.
HIGHER COSTS. Service costs are apt to
reinflate. Service costs are by nature
procyclical and the significant decrease in
demand since peak activity has resulted in
substantial oversupply and lower prices.
With the lowest-cost and most efficient
service providers now the only ones left
standing, the marginal service cost from
here is up. During the down cycle, labor
has left the industry and will be reluctant
to return at least until it is further into a
recovery. We believe this is the No. 1
operational concern of E&P management
teams, based on our interactions with them
over the past year or so. We do not expect
significant cost inflation until service
capacity becomes relatively heavily
utilized, but even modest increases in
activity will likely result in some cost
inflation, enforcing the feedback loop on
higher oil prices. While drilling and
completion utilizations remain low,
capacity constraints are likely to
eventually become an issue. We believe
the market underestimates the challenge of
reactivating idle equipment.
Inefficiencies are likely to materialize.
While the top-tier E&Ps will likely pace
their production ramp-up in a way that
preserves efficiencies, we expect second-

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

and third-tier operators to add rigs, driving
down the industry average. A similar
scenario is likely to play out with respect
to well performance. Operators with
lower-quality acreage—uneconomical
outright at current $40-per-barrel crude—
will also add units, diluting the
performance of an average well drilled by
the US industry. The overall effect should
be a return to a $50-per-barrel breakeven
by 2020 on our estimates, broadly in line
with the prior up cycle.
In our moderate US growth scenario,
we arrive at the $80 required by 2019 to
deliver the 300,000 barrels per day in
cumulative oil growth from 2015 levels
and generate 800,000 barrels per day,
reversing the 2015-2016 decline. This is
largely based on our expectation that
E&Ps will outspend cash flow below
historical averages, well costs will increase
17% from 2015 and well productivity will
improve 4% from 2015. 
Morgan Stanley & Co. contributors to
this report were Ole Slorer; Adam
Longson, CFA, CPA; Drew Venker, CFA;
Benny Wong; Ilya Balabanovsky; Stephen
Colalillo; Connor Lynagh, Tom Abrams;
Ken A. Zerbe, CFA. Morgan Stanley &
Co. International contributors were
Martijn Rats, CFA, and Robert Pulleyn
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MLPs Could Be a
Catch-Up Trade
VIJAY CHANDAR
Market Strategist
Morgan Stanley Wealth Management

F

or much of the past year, midstream
master limited partnerships (MLPs)
faced a perfect storm of lower commodity
prices, falling US hydrocarbon production
and rising interest rates. The storm was
devastating: The Alerian MLP Index fell
62% peak to trough, exceeding the 55%
losses seen in the 2007-2008 sell-off. At
the February bottom, the index traded at
just eight times the ratio of enterprise
value (EV) to estimated forward earnings
before interest, taxes, depreciation and
amortization (EBITDA), which rivaled the
2008 valuation trough. The duration of the
pullback also has parallels, with the
downturn lasting 345 days in 2007 and
2008 versus 365 days for the latest one.
While the index is up 50% from
February’s low, it is still just flat for the
year to date. Still, we think the market’s
recognition of a supply response is sending
oil prices higher, breaking the negative

feedback loop (see page 2). Also, at
current valuations, higher oil prices are
likely enough to draw investment in
midstream MLPs.
CHALLENGING QUARTERS. While the
next few quarters are likely to remain
challenging for midstream operators, we
think the market will be willing to look
past this weakness in anticipation of a
2017 recovery. Furthermore, with year-todate private-funding announcements and
asset sales, we believe the industry is
taking the necessary action to buy time for
a recovery next year, and distributions and
growth investments at the bigger
midstream companies can largely be
funded in the interim.
We believe MLPs have room for a
catch-up trade as sentiment and oil prices
improve. The Alerian MLP Infrastructure
Index is down 39% since the end of 2014.
It has underperformed the S&P 500
Energy Index, which is down 15% in the
same period; the oil services sector, down

MLPs Appear to Have Utilities-Like Valuation
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16%; and even the E&P sector, down
31%. In addition, EBITDA for the MLP
infrastructure index held up better last year
than for those same sectors. We also note
the fall in the MLP index’s EBITDA was
largely due to a restructuring of the index.
TRADITIONAL VALUATION. The market
appears to have scrapped its approach to
valuing MLPs mainly by their distribution
yields. Instead, in the near term, we should
value MLPs as traditional companies.
Given the similarities in business models
between utilities and midstream MLPs, we
believe the market may be using utility
stock valuations to set the floor for MLP
bear-case valuations. Back in 2008, the
Alerian MLP Infrastructure Index found
valuation support when it began trading
near parity to the S&P 500 Utilities Index
on the ratio of EV to consensus forward
EBITDA (see chart).
It now appears that MLPs once again
bounced off of similar levels in 2008. This
gives us increasing confidence that
midstream MLPs can see valuation
support at current levels, despite the
fundamental headwinds expected from
declining near-term volumes. Currently
trading at 10.4 times EV/forward
EBITDA, the Alerian valuation is in line
with the broader utilities sector, which
trades at 9.4, and at a 10% discount to
more growth-oriented utilities, which have
a cash-flow growth profile more similar to
midstream MLPs.
As markets debate the near-term
outlook, the valuation range for midstream
MLPs is likely between broader utilities
and the high-growth peer set. Given
elevated leverage in the sector, this would
equate to about 14% downside for the
index should it trade back down to the
utilities sector average and an estimated
25% upside potential should we trade up
to the growth peers. Though it could
overshoot to either side, this potential
return profile, coupled with a 9%
anticipated distribution yield, sets up an
attractive risk-reward proposition, in our
view. 
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Mind the Gap
In Earnings
ADAM S. PARKER, PhD

suggest that this growing spread is a
symptom of a deteriorating earnings
outlook and a potential signal for a market
pullback. Others, who are short the market
or individual stocks, cite this as a reason to
be incrementally negative.
GAP NOT PREDICTIVE. However, our
analysis shows that an expansion in the
spread historically is not indicative of
future market underperformance. In fact,
the most recent extreme divergence
between GAAP and pro forma earnings
occurred between 2008’s fourth quarter
and 2009’s third quarter, yet the S&P 500
Index rallied 67% from March 9, 2009, to
the end of 2009. The 2001-2002 period
was also marked by a large divergence
between GAAP and pro forma earnings,
but the market was already in a bear
market when the spread started to widen.
Moreover, the S&P 500 troughed in early
October 2002, nearly nine months before
the spread peaked. Lastly, the most recent
round of media coverage on this topic
occurred near the market lows in mid

Chief US Equity Strategist
Morgan Stanley & Co.
TODD CASTAGNO, CFA, CPA
Accounting Analyst
Morgan Stanley & Co.

P

ublic companies are required to file
their financial statements with the US
Securities & Exchange Commission using
Generally Accepted Accounting Principles
(GAAP), but they are also allowed to
report earnings to investors on a pro forma
basis, which permits them to adjust their
results for a variety of reasons, mostly
nonrecurring events. For each individual
stock, sell-side analysts report their
estimates to conform to either the GAAP
or pro forma numbers that are typical for
that security. This often makes apples-toapples comparisons more difficult as the
adjustments aren’t standardized.
The spread between GAAP and pro
forma earnings has widened at the
aggregate-market level to about 30%, the
most it has been since the third quarter of
2009 (see chart). Some commentators

Gap Between GAAP and Pro Forma Earnings Opens
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February. In each case, the main driver of
the gap has been one-time asset impairments—reflecting economics that have
already occurred.
Further, most of the current spread is
explained by a relatively small number of
companies. Twenty companies account for
more than 50% of the differences between
GAAP and pro forma earnings, and 50
companies account for 84%. In other
words, much of the divergence between
GAAP and non-GAAP earnings is due to a
relatively few companies. Indeed, five
companies explain 32% of the spread but
represent less than 5% of total earnings.
COMMODITY-LINKED ADJUSTMENTS.

True nonrecurring charges have largely
come from companies with commodity
exposure. About 30% of companies in the
universe are energy stocks and about half
of 2015’s adjustments were impairments
or discontinued operations. The other
adjustments represent the true economics
of company operations and, in our view,
should not be adjusted for. Examples
include stock-based compensation.
This suggests that the concern over the
spread is somewhat overblown. We
believe some one-time adjustments are
justified and reflect events that have no
impact on the future earning power. Thus
when assessing valuation, investors should
not apply a multiple on earnings that
includes true nonrecurring adjustments.
ADD-BACKS TROUBLING. That said,
the persistence of nontraditional add-backs
is troubling. We posit that some form of
pro forma earnings that excludes only true
nonrecurring items is more appropriate
than GAAP earnings and the pro forma
earnings provided by some companies. As
a result, we constructed a metric, modified
pro forma earnings, that adjusts GAAP
earnings by adding back all of the truly
one-off special items. This measure tracks
GAAP earnings more closely and shows
that aggregate earnings adjusted by true
one-time items are indeed lower than
earnings as reported by companies but still
higher than GAAP earnings. 
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Measuring Sustainable
Impact
KATY ZHAO
Equity Strategist
Morgan Stanley Wealth Management
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t the heart of our Sustainable Impact
Model Portfolio is transparency. Data
is essential to reach quantifiable decisions.
In order to monitor such a portfolio, we
must measure a company’s environmental,
social and governance (ESG) practices.
Based on broad corporate surveys, for
instance, we observe progress on climatechange policies (see chart). In our
portfolio, we have seen positive impact on
carbon emissions, balanced leadership and
gender parity in the companies we own.
Carbon Emissions. Companies in our
portfolio have emitted roughly one-fifth
less “Scope 1” carbon emissions than the
index on a weighted-average basis. That's
about 91 million tons of emissions
globally versus 502 million tons for the
S&P 500. (Scope 1 emissions are direct
greenhouse gas emissions from sources
that are owned or operated by the
company.) To put this in context, 1 million

tons of Scope 1 emissions is the equivalent
of 8.7 billion miles driven by an average
passenger vehicle or the annual energy
usage for 334,000 homes.
Only three of the model’s 24 holdings
have emitted more than 1 million tons of
carbon dioxide. We achieved this by
avoiding exposure to coal, airlines,
traditional utilities and integrated oils,
sectors that have significantly higher
environmental footprints. Besides
investing in companies that emit less
carbon, more than half of our holdings
have an energy-efficiency policy and/or an
emissions-reduction policy in place to
scale down future impact. One, in
particular, had reduced its absolute carbon
footprint in 2014 by more than 250,000
metric tons in just one year. That’s about
20% of the company’s total.
Balanced Leadership and Gender
Parity. The portfolio’s overall profile for
female leadership is higher by 19% versus
our benchmark, with 91% of the companies in the model having at least two

Company Survey Shows Improving Climate Actions
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women on the board versus 75% for the
S&P 500. The model broadly also has
higher female leadership, which includes
executive-committee or managementcommittee members, not just board seats.
In our view, if a corporation is serious
about improving gender balance it should
advance women to positions of influence,
especially given how CEO and CFO
positions are more likely to lead to
invitations to join other boards.
In addition, we take care in making sure
workplace and supply-chain safety is
upheld. Take, for example, the global
garment industry, where as much as 80%
of the workers are women who earn
anywhere from 24 cents to $1.26 an hour,
according to Eurasia Group, a global
research firm. While the portfolio has
traditionally shied away from “softline”
companies such as clothing due to the lack
of transparency of product sourcing, we
added our first softline company only
because it owned 80% of its production
facilities, versus 20% to 35% at peers, and
sourced most of its cotton in the US,
which was grown with water-management
policies that reduced the company’s water
usage by 31% since 2007.
Out of our 15 ESG factors, five target
balanced leadership and gender parity,
giving the companies we invest in higher
accountability on safe working conditions,
fair remuneration, equal opportunity and
progressive labor practices.
All of the holdings address
sustainability challenges, either directly or
indirectly, through sustainable business
practices. Most are companies whose
revenues come from products and services
that directly address health, wellness, the
ageing population, climate change and
improving people’s lives. Our MS & Co.
peers have found in their quantitative
analyses that these companies, which are
positively exposed to sustainability
themes, have more attractive financial
valuation characteristics—for example,
higher return on equity, lower volatility
and better earnings momentum. 

Source: CDP Global Climate Change Report as of October 2015
Please refer to important information, disclosures and qualifications at the end of this material.
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Cybersecurity
Needs to Reboot
KEITH WEISS
Technology Analyst
Morgan Stanley & Co.
MELISSA GORHAM
Technology Analyst
Morgan Stanley & Co.

C

ybersecurity remains a pervasive
secular trend within technology and a
growing focus for enterprises across all
industries, for public and private entities
and for consumers—spanning a growing
number of computing touch-points.
Despite a large and growing market for
cybersecurity technologies and services,
the number and magnitude of cyber
breaches has not abated, suggesting the
current paradigm of security architectures
is not sustainable.
More than $55 billion is spent annually
on cybersecurity software and services,
and it still yields ineffective defenses. A
growing number of malicious threats,
coupled with ramping user demand for
mobile devices and cloud-based apps, have
driven a growing focus on cybersecurity—
making it the No. 1 priority in Morgan

Stanley & Co.’s last six surveys of chief
information officers. In our view, this
global market could grow to $76 billion
with status quo cybersecurity to as high as
$128 billion if cybersecurity undergoes a
complete revolution by the end of the
decade.
All this has prompted us to examine the
structural drivers of the cybersecurity
market and to suggest the most probable
paths forward. Our base case sees the
cybersecurity market evolving to
encompass a wider surface area, including
public cloud workloads, smartphones and
consumer PCs, driving a market size of
more than $86 billion by 2020.
TOUGHER CHALLENGES.

Cybersecurity challenges are getting
worse. Earlier in the digital era, cyber
threats appeared to be centered on
disruption and notoriety. Now, the Internet
has become a more pervasive component
of consumer and enterprise processes, and
perpetrators are looking to penetrate
networks for financial gain. What’s more,

Despite Increased Spending on Cybersecurity, the
Number of Incidents Continues to Grow …
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nation-states are increasingly leveraging
cyber vulnerabilities to disrupt or gain
proprietary information for economic
advantages and/or national-security
purposes. This has coincided with the
increased vulnerability of Internetconnected industrial-control-system
devices, which control and manage critical
infrastructure, such as those that manage
our national energy grid. If disrupted,
these systems could have serious
economic, political and social
implications, making it particularly
attractive for bad actors. The US
government, in particular, has identified
cybersecurity as “one of the most serious
economic and national-security challenges
we face as a nation.” The current
administration has called for a 33%
increase in cybersecurity spending to $19
billion in the Federal budget for fiscal-year
2017.
Growth in corporate breaches is
outpacing growth in security spending,
with a 38% increase in the number of
cybersecurity incidents in 2015, according
to a study by PwC. The problem is
widespread, too; a 2014 study by
Symantec found five out of six companies
of at least 2,500 employees were targets.
Spending on security products and
services is expected to exceed $60 billion
this year, growing 7% year over year
versus 4% for overall information
technology and related services. Even so,
there is a growing perception among chief
security officers that continued spending
on the same products and services is not
going to be entirely effective and that there
is room for a more optimal cost and
efficiency trade-off.
GUARDING THE PERIMETER. Indeed, a
large component of security spending is on
technologies that seek to form a secure
perimeter around a corporate network.
This includes the $8 billion market for
network firewalls. Perimeter defenses
protect against untrusted outsiders, while
enabling access for trusted insiders.
However, there are several deficiencies

Source: PwC Global State of Security Survey 2015 & 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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with this approach, as it has become
increasingly difficult to define what is
“inside” and “outside” of the network due
to increasing adoption of cloud-based
applications, mobility, software-defined
networking, industrial control systems and
the “Internet of Things”—the network of
devices, vehicles, buildings and other
items embedded with the electronics,
software, sensors and network connectivity that enable these objects to collect
and exchange data.
In addition, a growing number of digital
assets that exist in distributed and loosely
coupled architectures drive vulnerabilities
as an increasingly blurred perimeter is
difficult to secure. What’s more, the inside
of the perimeter remains unprotected from
malicious insiders. The use of stolen
credentials to impersonate an insider is the
manner by which many recent large
breaches have taken place.
NO SILVER BULLET. Software code is
inherently vulnerable, which means there
is no silver bullet for cyber threats, even
with increased government regulation.
That drives a market for security
technology that continues to evolve to
protect against these vulnerabilities. At the
same time, the cost related to breaches is
on the rise, due to greater digitization of
corporate assets and more targeted attacks
around those digital assets. Enterprises are
grappling with numerous constraints
around implementing an effective security
program, including limited in-house
security expertise, the drag from “false
positives”—when security erroneously
blocks legitimate users—and productivity
challenges with highly restrictive security
policies. With a growing number of
security technologies throwing off
“alerts,” human capital is necessary to
prioritize and act on the alerts. However,
with close to 0% unemployment for
security professionals and a projected 37%
increase in the demand for informationsecurity analysts between 2012 and 2022

… And the Cost for Organizations Keeps Increasing
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according to the Bureau of Labor
Statistics, skilled security professionals are
and will likely remain a scarce resource.
That means the technology has to become
better and less demanding of human
intervention.
Investors lack a clear understanding of
how the market will evolve. The
increasing prioritization of cybersecurity is
clear, given the well-publicized,
heightened-cyber-threat environment.
What remains less clear is how the
threatening environment impacts the size,
strength and vendor footprint of the
security technology and services market,
and markets beyond tech. Recent extreme
volatility in the price/earnings multiples
paid for leading security vendors—
swinging from premium to discount versus
their peer group—shows the relative lack
of conviction among investors for the
durability/direction of current security
spending.
SPENDING CONSOLIDATION. Security
spending likely consolidates to fewer
technology vendors and more often
outside of tech budgets. We believe
enterprises will increasingly view security
spending as a tax to optimize. As such, we
believe enterprises will shift focus from
spending more on security to spending on

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

more-effective security. That shift favors
vendors providing consolidation, visibility
(analytics) and automation to drive a more
optimal cost/efficiency equation. While
best-of-breed vendors have been taking a
greater percentage of the market share
over the past five years, we think this is
poised to reverse as the key secular trends
favor larger-platform vendors within
security. We also see security spending
shifting outside the enterprise information
technology budget, with security getting
incorporated into devices, cloud and
service offerings, and in part getting
funded through new sources, such as
insurance.
The success of recent cyber attacks
combined with the increasing sophistication and identifiable negative operational effect of hacking has created a
cybersecurity insurance industry with
about $60 billion in market capitalization.
Industry analysts expect this market to
grow to between $8 billion and $10 billion
by 2020—only a small portion of overall
spending on cybersecurity. 
This report is based on the Morgan
Stanley Blue Paper, Cybersecurity:
Rethinking Security. For the full report,
please contact your Financial Advisor.
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ON THE MARKETS / ALTERNATIVES

Private Equity Investors
Look to Europe
RAFIQUE DECASTRO
Alternative Investment Analyst
Morgan Stanley Wealth Management

T

he European Union is often
characterized as the world’s largest
integrated economy. According to the
IMF, the 28 countries in the European
Union generated $16.2 trillion in GDP in
2015, or 22% of the world’s total. Within
Europe, the market for private equity
investment remains attractive. Preqin, a
private equity market research firm,
estimates that the total European buyout
market was worth $96 billion in 2015,
comprising 23% of the global market for
buyouts. While recovery from the global
financial crisis has been slower in Europe
than in the US, the fact that Europe is a
multimarket environment means that, even
in times of volatility, there remain pockets
of opportunity across geographies and
sectors available to investors with wellestablished local networks.
ATTRACTIVE DESTINATIONS. While
“dry powder” reserves continue to grow, a

survey of private equity investors shows
that a sizable portion of this money is
expected to be invested in the US and
Europe. Volatile equity markets around the
world have led private equity investors to
seek refuge in a resurgent US economy
and strong dollar, as well as a potentially
cheaper European market, given
exchange-rate movements. Northern
Europe, with countries like the UK and
Germany, and regions such as Scandinavia
stand out as attractive places for privateequity investors. Along with the factors of
financing and improving economic
sentiment, the good level of consumer
confidence is also instrumental in these
developed markets. By contrast, catch-up
effects appear to be the main influences in
the Southern European regions such as
Spain, Italy and Portugal, with good
relative value and anticipated transaction
growth expected to be robust.
While both the US and Europe have
traditionally attracted strong investor
interest, only in recent years has

Survey of Private Equity Investors Indicates a
Preference for European and North American Debt
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regulation, alongside other favorable
changes, caused a recognizable growth in
investor appetite for exposure to European
private-debt instruments. Historically,
banks have been the major source of debt
finance for European companies, but in
today’s European loan markets there is a
structural shift away from banks.
Regulatory scrutiny and balance sheet
pressure have caused tighter lending
standards, resulting in European bank
lending to nonfinancial companies
contracting by €400 billion since mid
2012, according to S&P.
DEBT OPPORTUNITIES. According to
Preqin, an interesting trend is emerging in
European private debt: For the first time,
more investors are planning to commit to
Europe-focused funds than to those
focused on North America; 71% of
investors expect to commit capital to funds
focusing on Europe in the year ahead, up
from 65% in June 2015 (see chart). In
addition, PricewaterhouseCoopers
estimates there is about €1.2 trillion of
European nonperforming loans (3% of
total banking assets), of which €470
billion to €530 billion are estimated to be
corporate. As the numbers indicate, a
significant volume of European noncore
assets is likely to be sold in the next few
years, providing a sizable opportunity for
investors.
The overall trend seen in European
transactions and value in 2015 could
provide for continued high levels of
market activity in 2016, even against a
more challenging economic backdrop.
There are still concerns that the end-of2015 collapse in the price of commodities,
the outlook for the Euro Zone economies
and the accompanying volatility in global
equity markets may yet represent a wider
economic slowdown. Overall, 2016 will
continue to be challenging but, with the
underlying fundamentals of high levels of
capital and cheap debt, private equity deal
flow across Europe is expected to remain
high. 

80

Source: Preqin Private Debt Online as of December 2015
Please refer to important information, disclosures and qualifications at the end of this material.
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ON THE MARKETS / FIXED INCOME

Better Backdrop Sets Up
Rally in High Yield Bonds
SUZANNE LINDQUIST

HEALTHIER TECHNICALS. The recent

Fixed Income Strategist
Morgan Stanley Wealth Management

pickup in high yield issuance is not
surprising given the new-issue market
came to a near halt earlier this year as
extremely wide spreads and lack of
demand sidelined would-be issuers. Total
new-issue supply for 2016’s first quarter
was $37 billion, down 57% versus the first
quarter in 2015, as weak macroeconomic
factors and poor liquidity conditions
prevailed. In March, as the macro
environment improved, signs of a healthier
technical picture emerged and the newissue calendar grew. A little more than half
of the first quarter’s issuance came in the
last few weeks of March as risk markets
rebounded. Coincidently, demand for
higher-yielding investment alternatives
increased and spreads compressed further,
spurring another round of issuance.
Typically, greater issuance would force

C

redit market performance gathered
steam in April amid a much improved
backdrop for US economic growth and
earnings expectations, increasingly
accommodative global central bank
rhetoric and even a pickup in some
commodity prices, especially oil. For high
yield bonds, yields and spreads have
decreased 2.66% and 257 basis points
since mid February to 7.44% and 582 basis
points, or 6.73% and 516 basis points, if
you take out the energy and commodity
companies (as of April 29). In April alone,
yields and spreads were down another 74
basis points each. Along with improving
market conditions, technicals, such as
increased bond issuance and higher retail
fund flows, have played an important role
in the rebound.

2016 High Yield Issuance Has Begun to Increase
But Its Pace Remains Behind 2014 and 2015
$ 50 Billion
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high yield spreads wider but, in today’s
low-yield world, investors are hungry for
income, allowing the market to easily
digest the increase in supply. Investors
started to pour back into the market as
liquidity improved and the primary market
presented new opportunities. March saw
exceptionally strong inflows into both high
yield exchange-traded funds and mutual
funds, including a record $4.97 billion
during the first week. This technical
dynamic gave the rebound breadth and
contributed to the snapback in spreads.
A SPIKE AHEAD? Keeping with this
trend, these two technical factors have
continued into April and, in our view, will
likely persist. Some $33 billion was priced
in April, surpassing issuance in March and
nearing the issuance of April 2015 (see
chart). Fund flows in April have been
positive for the first three weeks of the
month. However, if markets continue to
accommodate the new issues and volatility
remains low, issuance could spike as the
backlogged high yield pipeline grows.
In addition, fund flows could stabilize
as the market nears fair value, which we
estimate to be between 575 and 675 basis
points on a spread basis. This may lead to
underperformance at times, but we believe
that high yield valuations are still
attractive at these levels on a historical
basis and any sell-offs would create
buying opportunities. Therefore, investors
may not see price appreciation in their
bonds, but will be able to clip a coupon at
the current elevated yield levels. Indeed,
2016 could turn out to be a “coupon year.”
With a current yield of 7.44% on the
Barclays Corporate High Yield Index,
that’s a pretty good deal. 
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Source: Bloomberg as of April 29, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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ON THE MARKETS / MUNICIPAL BONDS

There’s Value in
Volatility
JOHN DILLON
Chief Municipal Bond Strategist
Morgan Stanley Wealth Management

M

unicipal bonds had a good year in
2015, with a total return of 3.30%.
Tax exempts are now up another 2.42%
for the year to date, according to the
Barclays Municipal Bond Index. Staying
invested and capturing tax-free income has
been an important component of total
return in this extended low-rate environment. Meanwhile, bond market volatility
has been elevated and muni market
technicals, such as supply, redemptions
and fund flows, continue to ebb and flow.
What is an investor to do with this
information?
TACTICAL APPROACH. Given the
periodic inefficiencies and related
volatility of the tax-exempt market, a
consistently tactical approach coupled with
a conservative base strategy can bolster
performance, in our view. There is value
in this volatility. While municipal bond

yields typically follow US Treasuries,
munis have frequently outperformed or
underperformed based on the aforementioned “technicals.” Muni technicals may
seem like small stuff, but those technicals
can matter a great deal if you have a large
portion of your assets in municipal bonds.
A view on interest rates is also helpful.
Morgan Stanley & Co.’s house view holds
a year-end 2016 forecast of 1.75% for
10-year US Treasuries compared with
1.84% now. With this in mind, we look for
favorable entry points when rates move
toward 2%. When weakness in munis due
to technicals and weakness in US
Treasuries combine, real value has been
unleashed. When available, such
opportunities can and should be exploited.
We do not advocate actively trading
individual muni bonds, as staying invested
and collecting coupons has proven quite
valuable in recent years, but there are
periods when accelerating purchases or

Six-Month Look-Back: Our Guideposts Along the Path
of the Benchmark Muni Bond Yield
Back to Business

2.4% "Compelling entry

Pre-Lift-Off Muni Prep
"Select entry points have now emerged."

10-Year AAA Municipal Bond Yield

points may emerge."

Paid to Wait

2.2

The Seasons Change

Carry On

"Consider reentering at
compelling entry points
in the coming weeks."

"An opportune time to
accelerate purchases."

2.0
1.8

Steady as She Goes
"Add exposure on weakness."
"Sell the front end."

1.6

Too Strong or
Shelter from the Storm?
Voiced caution
"Be careful if US Treasuries
reverse."

stepping aside (or even selectively selling)
can add (or preserve) significant value.
CHOOSE ENTRY POINTS. During just
the past six months there have been
multiple periods in which a tactical
approach has been beneficial. The
accompanying chart illustrates the path of
the 10-year benchmark AAA muni bond
yield, along with our sometimes not-sosubtle attempts to highlight value. There
have been both more and less advantageous times to engage the municipal
marketplace within a relatively wide band
(63 basis points) of interest rate volatility.
During the same period, municipal relative
value has been as high as 103% and as low
as 81%. We believe this volatility may
continue. Accordingly, we urge not to
simply put money to work whenever
investable funds hit the account but rather
when the market affords better
opportunities.
We find ourselves mildly cautious
regarding the current municipal market,
having watched it follow US Treasuries to
lower yields, mildly underperform along
the way, and then grind lower to ratios in
the high 80s that we believe are below fair
value as a percentage of 10-year US
Treasuries. During the past month, we
have seen 10-year relative value drop to
86% from 97% and benchmark yields rally
20 basis points, to 1.62% from 1.85%. As
we noted at the beginning of last month,
“we expect these better entry points to
endure through at least mid April.” We are
now beyond that cutoff, and those better
entry points have passed. Our strategy
remains unchanged, but we suggest
holding out for better opportunities in
coming weeks with the expectation/hope
that a window of price weakness may open
before seasonal demand strengthens and
supply tightens beginning in June, as has
historically been the norm. 
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Source: Thomson Reuters Municipal Market Data, Morgan Stanley Wealth Management as of
April 29, 2016
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ON THE MARKETS / Q&A

This Veteran Investor Sees
Bargains in Financials

T

he broad US equity markets have
come a long way since the financial
crisis, but financial companies are still
getting a bad rap. While the S&P 500
earned an annualized 7.0% total return in
the 10 years ending March 31, the S&P
500 Financials Index was down 1.5% on
an annualized basis—the only index sector
to post a loss in that period. Christopher
Davis, portfolio manager at Davis Funds,
believes the financials’ underperformance
presents an unprecedented opportunity.
“They're still perceived to be very risky—
but they are more profitable, they are
distributing more income and their income
is growing.” Plus, he adds, the fortunes of
financials could potentially swell. “They're
underearning right now,” says Davis.
“That’s because, although credit has been
very good, interest rates have been very
low.” He recently spoke with Morgan
Stanley Wealth Management’s Tara
Kalwarski about his outlook for the sector
and how he selects high-grade financial
companies. The following is an edited
version of their conversation.
TARA KALWARSKI (TK): What’s your
take on the current market environment?
CHRISTOPHER DAVIS (CD): I think the
biggest risks that people face in this
environment are the usual ones. It's
psychological. It's emotional. We're in a
time where people feel scared, and they
react quickly.
The trouble is that this fear is correlated
with prices. When prices go down, people
feel more fear and are less interested in
buying, and when prices go up they feel
reassured. So investors tend to think of
riskier assets as ones that have been more
volatile and less risky assets as ones that

haven't gone down in a long time—and
that tends to result in a terrible outcome,
because the biggest risk is going into what
hasn't gone down for a very long time.
People may feel safe there, but that's
where they're taking huge risk.
A great area to look for investment
opportunities is in areas that are unloved.
While it's dangerous to be a knee-jerk
contrarian—because sometimes things are
unloved for a good reason—in this
environment, I think that the financial
sector is an unloved area of the market that
is worthy of study.
TK: What, in particular, do you like
about this sector?
CD: People remember the financial
crisis, and they don't want to look at
financials. The consensus thinking is that
increased regulation or government
intervention takes money from these
businesses and makes the stocks hugely
volatile.
However, our data show that a group of
high-quality financials remained profitable
during the worst financial crisis since the
Great Depression, and they are currently
trading at a 40% to 50% discount to the
market and have doubled their capital
ratios. A significant percentage of their
assets on the balance sheets have been
added since the financial crisis. In a time
when there was very limited competition
and very tight credit standards, they have
record earnings. Now, some financials are
in a position where they can distribute the
increasing percentage of those earnings.
Put those things together, and I think
there's a cyclical opportunity in financials.
In addition to the current cyclical
opportunity, there is this secular case that
the right financial company is a growth

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

stock in disguise. It can grow for long
periods of time, because the industry is
vast. Everybody in the country is a
customer of at least one, two or three
financial companies. Financials deal in a
product that doesn't become obsolete.
Still, they tend to sell at a significant
discount to the market. We believe you
can find companies within the sector that
have above-average economics over a very
long period of time with long-term growth
prospects but trade at a below-average
price/earnings multiple (P/E).
TK: How might the current regulatory
environment impact the financials’ growth
potential?
CD: Here's the math on the idea of them
not having a lot of growth. The average
bank that we own trades at a 12 P/E
multiple and we assume that banks have to
retain 20% of those earnings because of
increasing capital ratios or some growth in
the balance sheet. The remaining earnings
they distribute, half as dividends, half as
share repurchases. The net income only
grows 3% per year over the next five
years. What's the annualized return to
shareholders over that period? If the P/E
stays the same, it's 9.9%. I think that's
within their control.
In fact, I sometimes argue that the worst
thing for financials would be for the P/Es
to go up. It would be great for stock
performance, but it would lower the
intrinsic values of the businesses.
TK: What do you think the market isn’t
buying into this story en masse?
CD: I think right now there is a lust for
dividends, which is a dangerous game. A
company with a 3% dividend feels safe to
people, but that company has to pay that
for 33 years to get your money back.
There are a lot of companies that are
paying 3.0% dividends today that aren't
going to pay it for 33 years—and they are
trading at 20 or 25 times earnings because
of that dividend support. We see this in
pharma and a lot of beloved consumerproducts companies. Then I look at
financial companies that might have a
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2.0% or 2.5% dividend but are generating
8.0% or 9.0% of their market cap every
year in what is now distributable cash.
Critics say that maybe the government
is going to make financials keep a little
more capital. Maybe, but you know,
they've already doubled the capital ratios
since the financial crisis and, over a 10- or
20-year span, it's not really a material
difference whether they retain another
year's worth of earnings versus distributing
them. Your return in owning a high-grade
financial tends to be the returns the
businesses generate over time.
TK: What are the risks?
CD: The pushback on financials is about
regulation, litigation and the risk of them
becoming utilities. I think those risks are
real, but I don't think they result in a
significant loss, because even if they pay
some fines they can afford more capital.
If people decided that financials were
safe but they were very boring, and they
become utilities, we would expect to see
them trade like utilities—which would be
a 50% or 60% increase in the multiple. I
don't think the utility case is completely
unrealistic, but I don't think it implies the
downside that people think it does.
The risk in financials that people should
be aware of—and that, of course, we focus
on—is disintermediation. For wealth
management firms, it’s worry about robo
advisors. Banks and lenders think about a
technology shift, and peer-to-peer lending.
TK: How do you attempt to identify the
opportunities, while at the same time
avoiding the potential Bear Stearns and
Lehman Brothers of the sector?
CD: It's a question of focusing on the
data over a long period and then focusing
on the culture—a defining competitive
advantage in certain financials that doesn't
show up on a data screen.
When the financial crisis happened, you
had the six horsemen of the apocalypse in
the beginning: Bear Stearns, Lehman
Brothers, Fannie Mae, Freddie Mac,
Washington Mutual and Countrywide—
and we didn't own a share in any those of

those companies. That doesn't mean we
get them all right. Of course, there are
ones we missed that we wished we hadn't.
I think most clients would be surprised
to know that there are companies that
didn't lose money during the financial
crisis. I don't think people think that way.
They think, “Oh no. There was a taxpayer
bailout. They were losing.”
Having a 25-year record in the sector,
we go in there with our eyes open looking
for change, looking for disruption, looking
for how that can translate into opportunity.
In the early days of the Internet, everybody
said, "This is disaster." We said, “Well,
no, the Internet doesn't take checks or
cash.” It was actually good, particularly
for credit card companies. It also ended up
being very good for banks that were able
to take advantage of it.
We don't approach financials in a
complacent way where we're unaware of
the risks, but I think that the power of
having an enormous amount of
distributable earnings, having the lowest
risk in their history in terms of balance
sheet strength, having earnings that are not
peak because of depressed interest income
is a wonderful combination.
TK: Do you think there's something else
out there that could hurt the financial
sector in a manner similar to subprime?
CD: The energy-credit losses have
pulled financials down, and people
wonder: Is that the canary in the coal mine
like subprime was before? We just don't
see it, one, because the exposures aren't
that large, and two, because credit costs
are a part of doing business. What is not
normal is having no credit costs.
What matters in a bank is that your
credit exposure is as uncorrelated as
possible. Energy is the perfect example,
where what is bad for your energy
portfolio is actually good for your
consumer portfolio because lower energy
prices mean consumers have more
disposable income to service their credit
card debt or their mortgage. In a way,
losses in energy have three advantages.

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

One, they’re relatively small. Two, they
are not correlated or slightly inversely
correlated with other credit. Three, it is a
wonderful opportunity to see which banks
did better on underwriting. In other words,
it is terrific to have data that speak to the
culture of a firm.
The other threats aren't so correlated;
you'd have to go subsector by subsector.
For automobile insurance, the driverless
car is the big one. If you think about
investment banks or commercial banks,
dislocations could sweep through the
derivatives book or you could have
dislocations caused by cyberterrorism.
TK: Do you think the sector will ever
recover from its perceived image problem?
CD: I think the story of vilifying
bankers has a half-life—especially for
those firms that behaved responsibly and
therefore are still in business. If I had to
guess, we're past that half-life and the
hysteria soon will pass, but I think
anybody investing in business would be
naive to think that we aren't in a more
generally hostile business environment.
And there’s the tension between
economics and politics. The economics
don't look so bad—there’s stuff to worry
about, but there’s other stuff that looks
pretty good. You would say this is an
average time, which is why securities have
an average valuation, but when you throw
in this election wild card, you add
uncertainty—which the market hates.
Eight years ago, there was the knee-jerk
reaction that Obama’s election was going
to be terrible for health insurers, and of
course that was a terrific time to be
looking at those businesses. I think we're
in an environment where the next 12
months or 18 months are going to present
us a lot of opportunities like that. 
Christopher Davis is not an employee
of Morgan Stanley Wealth Management.
Opinions expressed by him are solely his
own and may not necessarily reflect those
of Morgan Stanley Wealth Management or
its affiliates.

May 2016

13

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 April 30, 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 is currently being challenged by fears of recession. We believe the US will avoid
recession in 2016, making it premature to abandon our overweight rating for US equities.

International Equities
(Developed Markets)

Overweight

We maintain a positive bias for Japanese and European equity markets given the political and structural changes taking
place in Japan and our expectation for an improving economic outlook in Europe. European and Japanese central
banks are now engaged in much more aggressive monetary policy than the US, while also moving away from fiscal
austerity. Both of these markets are earlier in their recovery from the financial crisis than the US.

Equal Weight

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. Still, we expect volatility to remain high, so we give it an equal weight. Several EM countries
are likely to exit recession this year, which argues for a broader rebound in the region, especially if China continues its
stimulative fiscal and monetary policies.

Emerging Markets

Global Fixed
Income
US Investment Grade

Relative Weight
Within Fixed
Income
Overweight

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, with short-term interest rates now expected to move higher this year along with the Fed’s
tightening cycle. 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, we believe these securities now offer relative value in the
context of our forecasted acceleration in global growth, and expectations for oil prices and the US-dollar year-over-year
rate of change to revert back toward 0%.

High Yield

Overweight

The sharp decline in oil prices has created significant dislocations in the US high yield market. 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 should lead to better performance over the next six to 12 months along with
lower volatility than equities.

Emerging Market
Bonds

Alternative
Investments
REITs

Underweight

The Fed’s rate-hike cycle will likely be a disproportionate headwind for EM debt. Much like EM equities, EM debt
exposure should be selective. For investors who want to own EM debt, the GIC recommends US-dollar-denominated
debt with a focus on China, India and Mexico.

Relative Weight
Within Alternative
Investments
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.

Commodities

Equal Weight

Most commodities have underperformed in the past few years, with energy leading the charge lower. We believe
commodities are likely to perform better in 2016 as global growth reaccelerates and the oil market comes into better
supply/demand balance.

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 and, while we expect
MLPs to rebound, it will likely be a rally to sell.

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 April 30, 2016
*For more about the risks to Master Limited Partnerships (MLPs) and Duration, please see the Risk Considerations section beginning on
page 17 of this report.

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

Index Definitions
ALERIAN MLP INDEX This

is a composite of the
50 most prominent energy master limited
partnerships that provides investors with an
unbiased, comprehensive benchmark for this
emerging asset class. The index, which is
calculated using a float-adjusted, capitalizationweighted methodology, is disseminated in realtime on a price-return basis and on a total-return
basis.
ALERIAN MLP INFRASTRUCTURE INDEX This

is
a composite of energy infrastructure master
limited partnerships. The capitalizationweighted index's 25 MLPs earn the majority of
their cash flow from the transportation, storage
and processing of energy commodities.

BARCLAYS US CORPORATE HIGH-YIELD INDEX

S&P ENERGY INDEX

This index measures the market of US-dollardenominated, noninvestment grade, fixed-rate,
taxable corporate bonds.

This is a modified capitalization-weighted index
intended to track the movements of the energy
companies in the S&P 500.

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

S&P FINANCIALS INDEX

BARCLAYS MUNICIPAL BOND INDEX

S&P 500 INDEX Regarded as the best single gauge
of the US equities market, this capitalizationweighted index includes a representative sample
of 500 leading companies in leading industries in
the US economy.

This is a modified capitalization-weighted index
intended to track the movements of the financial
companies in the S&P 500.
S&P UTILITIES INDEX

This is a modified capitalization-weighted index
intended to track the movements of the utility
companies in the S&P 500.
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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.
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.
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.
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.
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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
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
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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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