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Animal Spirits
Growing up, I was always attracted to math and science
because there could be only one correct answer to each
problem on the test. Meanwhile, in the arts, there seemed to
be many correct answers based on a subjective
interpretation by the observer. The world of finance and
Wall Street is populated with a disproportionate number of
math and science people because finance is generally a
world of numbers with discrete answers to problems.
However, financial markets rarely offer a single correct
answer that is easily quantified, especially in the short term.
In fact, more than anything else, financial markets often
represent the collective emotion of their participants, which
is highly subjective.
During the past 10 months, I have been persistently making the case that equities
would do better than what was feared by the consensus. This outlook was mainly
predicated on a quantitative analysis that projected a more optimistic outlook for
accelerating global economic and earnings growth in the second half of 2016 and 2017.
However, a significant part of my positive outlook was also based on something that is
much more subjective—animal spirits. Simply put, animal spirits represent the
collective mood of society, which can have an impact not only on the markets, but on
the economy itself. Animal spirits are tough to measure. It requires a bit of subjective
interpretation, especially when deciphering in what direction they might be moving.
Back in October, I noted how “uncertain” people were about the future as measured
by the University of Michigan Consumer Sentiment and American Association of
Individual Investors surveys. I pointed out how both had reached extreme readings.
Given that the better growth scenario was already underway, it seemed that this
uncertainty was holding back equity markets more than anything else. I suggested the
US presidential election and other political concerns around the world were culpable for
this condition. Much like the Brexit vote this past summer, it seemed like a good call to
think uncertainty would subside once the US election was over—no matter who won.
Indeed, that is exactly what has happened, and the event itself has unleashed some
pent-up animal spirits in the financial markets. Looking at it objectively, the Trump
administration is more likely to adopt stronger pro-growth policies—lower taxes, less
regulation and greater fiscal spending—than a Clinton administration, whose policies
would have been more like the current ones. Surely this explains the material jump in
consumer confidence since the election, which is likely to have a tangible effect on the
economy and earnings— and further stoke those animal spirits. 
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Faster Reflation,
Fatter Tails
ELGA BARTSCH

potential of about 3% per year, causing
capacity utilization to increase and
employment levels to rise toward—and in
some cases beyond—full employment.
Nevertheless, global growth will still only
return to its long-term average range, in
our view. Global trade, by contrast, is
likely to recover further, but should still
stay below its historical norm.
Here’s something else to consider about
the 2017 outlook: Wild cards such as the
incoming Trump administration in the US
and a full calendar of political events in
Europe produce wide variations in the
outcomes—hence, the fat tails. In our
analysis, global growth is likely to be
3.4% next year, but it could be as much as
4.1% under the best of circumstances or
just 2.5% in the bear case. The bullish case
is due to more favorable trade dynamics
and financial conditions; the bear case is
just the opposite.
REFLATION RENEWED. As a result of
the stronger growth momentum, and

Co-Head of Global Economics and
Chief European Economist
Morgan Stanley & Co.

T

he global economic recovery is likely
to gain momentum in 2017 on the
back of faster US growth, stable developed
market (DM) growth and rebounding
emerging market (EM) momentum. While
growth becomes more balanced, material
risks emanate from late-cycle fiscal
stimulus, faster rate hikes from the Federal
Reserve and a broad backlash from
globalization.
GROWTH MOMENTUM. Global growth
is likely to accelerate in 2017, with
contributions from the developed markets
of about 1.6%, up from 1.5% this year, and
a more upbeat rebound in the emerging
markets, 4.7% next year from this year’s
4.1% (see table). All told, we expect
global GDP growth to accelerate to 3.4%
in 2017 and 3.6% in 2018 from this year’s
estimated 3.0%. The acceleration pushes
global growth above its long-term

MS & Co.’s GDP Base Case and Bull-Bear Scenarios
Global
Developed Markets

2016E
Base
3.0%

Bear
2.5%

2017E
Base
3.4%

Bull
4.1%

Bear
2.4%

2018E
Base
3.6%

Bull
4.4%

1.5

0.6

1.6

2.3

0.2

1.7

2.4
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1.6

0.8

2.0

2.5

0.0

2.0

2.4

Euro Zone

1.6

0.4

1.4

2.3

0.3

1.6

2.6

Japan

0.8

0.9

1.3

1.6

0.4

0.9

1.4

UK

2.0

-0.3

1.0

1.7

0.0

1.1

1.9

Emerging Markets

4.1

3.8

4.7

5.4

3.9

5.0

5.7

China

6.7

5.9

6.4

6.7

5.2

6.2

6.6

India

7.4

6.4

7.6

8.6

6.8

7.8

8.8

Brazil

-3.3

-0.2

1.1

1.7

1.9

2.8

3.5

Russia

-0.5

0.0

1.2

2.3

0.8

1.6

2.8

Source: Morgan Stanley & Co. Research forecasts as of Nov. 27, 2016
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factoring in a new set of oil futures and
assumptions about exchange rates, we
expect the reflation, which started last year
but was interrupted by an unexpected shift
in the Chinese renminbi regime in August
2015, to continue in 2017. In a number of
countries, notably the US and the UK, we
expect inflation to move toward and
possibly even above central bank targets
during the forecast horizon (see table, page
3). Given that this recovery has been
atypical, investors will likely want to see
evidence of higher underlying inflation
pressures supported by firmer wage
growth and recovering corporate profits.
In contrast with the DM economies, we
expect EM inflation to moderate as
adverse “highflation” in commodityexporting EM countries gives way to
disinflation on the back of a rebound in
their terms of trade. The downtrend in EM
inflation is reinforced by commodityimporting EMs, notably China, which still
suffers from persistent overcapacity. This
capacity overhang could be exacerbated if
US trade policy turns outright protectionist
under the new administration. While we
had not factored in the still-to-beconcluded free-trade agreements, such as
the Trans-Pacific Partnership into our
projections, unexpected protectionism
would force us to revise our estimates.
With the US economy near full
employment and with fiscal policy
potentially turning procyclical late in the
cycle, the Federal Reserve is likely to ring
in a new phase of faster rate hikes.
Renewed dollar strength, rising US interest
rates and looming protectionism could
challenge the nascent recovery in the
emerging markets. For now, the EM
recovery, which we expect to continue, is
mainly driven by commodity exporters,
notably Russia and Brazil, returning to
positive growth after deep recessions. In
contrast, we expect growth in China to
slow and Asia ex Japan to stay broadly
stable.
POLITICAL PRESSURE. Despite better
growth and higher DM inflation, we don’t
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MS & Co.’s Inflation Forecasts vs. Consensus
Global*
Developed Markets

2016E
MS
2.5%

MS
2.5%

2017E
Consensus
2.7%

MS
2.7%

2018E
Consensus
2.8%
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1.5
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1.5

1.5

Japan

-0.3

0.9

0.5

1.7

1.0

UK

0.6

2.3

2.4

2.4

2.3

3.9

3.3

3.6

3.2

3.5

China

2.0

1.6

2.1

1.4

2.2

India

5.1

4.5

5.0

4.7

5.0

Brazil

8.8

5.3

5.4

4.7

4.6

Russia

7.1

5.1

5.3

4.7

4.9

Emerging Markets*

*Global and emerging market aggregates are calculated excluded Argentina and Venezuela
Source: Morgan Stanley & Co. Research forecasts as of Nov. 27, 2016

expect the political pressure on central
banks to ease in the year ahead. The Fed
will potentially find itself at odds with the
new administration in the second half
when, in our forecasts, it will start to pick
up the pace of tightening. The European
Central Bank will need to balance its
policies carefully in view of what looks
like an increasingly fragmented political
landscape in the Euro Zone. With its yieldcontrol regime, the Bank of Japan (BOJ)
has effectively handed the monetary policy
controls over to the Ministry of Finance,
which determines the net supply of
Japanese government bonds. Commitment
to its yield target forces the BOJ to give up
actively managing the size of its balance
sheet as it can control either the quantity or
the price of liquidity, but not both. The
Bank of England will need to navigate a
more inflationary, but also less buoyant,
UK macro environment in the wake of
Brexit.
Having been overburdened for a long
time, many central banks might just be one
more economic downturn or financial
crisis away from a full-on political
backlash. Such a political backlash could

call into question one of the long-standing
tenets of modern monetary policymaking
—central bank independence. A prolonged
period of exceptionally low interest rates
has weighed on financial intermediaries’
business models. Hence, financial stability
issues—ranging from a credit crunch, to
shortfalls in pension benefits or life
insurance payments, to a hard landing in
risk asset markets—could turn out to be
the final nail in the coffin of central bank
independence. Whether governments
would be able to amend the institutional
framework central banks operate under
would largely depend on voter reaction to
such a proposed change.
FISCAL SUPPORT. As monetary policy
recedes in importance, we see fiscal policy
around the globe as supportive of growth.
In particular, China embarked on
additional fiscal support in 2016 and will
likely continue to cushion its economy
against a slowdown. All in all, fiscal
policy will likely continue to support
growth with a limited stimulus in 2017,
before potentially turning more
expansionary in 2018. Note that additional
stimulus this late in the business cycle,

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

when interest rates are already rising,
might not be as effective as it would have
been earlier in the cycle when not just
policy rates but also bond yields were still
falling rapidly or when they were pegged
close to—or in some cases even below—
zero. In addition, economies were much
further away from full employment at that
point.
POPULIST BACKLASH. The trend that’s
likely to be economically potent is the
populist backlash against globalization and
immigration. If it results in a surge of
protectionist measures, it would not only
undermine the recovery in global trade, it
would also disrupt global supply chains
and limit international factor movements,
for both labor and capital. The
repercussions of such disruptions cannot
be overestimated. A protectionist backlash
would not just have an adverse near-term
cyclical impact, but also a negative longterm structural impact on potential growth.
Over time, less import competition, slower
technology transfer and fewer education
opportunities would weigh on capital
accumulation and on productivity growth.
Our conjecture that digitalization and
automation could pave the way for
stronger productivity growth would likely
be disappointed. The OECD estimates that
a considerable part of the postcrisis
slowdown in productivity growth could be
reversed if global trade intensity were to
recover.
While globalization is by no means the
only factor behind the increase in
inequality, it is easy to exploit politically.
Alas, neither protectionist policies nor
fiscal stimulus or monetary policy will
likely boost real income growth on a
sustained basis. This can eventually only
be achieved via faster productivity growth,
stronger investment spending and broader
access to education. If protectionism starts
to cause job losses and higher inflation,
voters are going to become even angrier.
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For the US Economy,
A Shot in the Arm
ELLEN ZENTNER
Chief US Economist
Morgan Stanley & Co.

T

he aging US business expansion
appears to be getting a shot in the
arm. With the change in leadership, our
baseline assumption is that President-elect
Donald Trump delivers a fiscal boost, but
it comes with a good dose of uncertainty
surrounding his trade policies. On net, this
development provides a lift to our growth
forecasts and enables a pickup in the pace
of monetary policy normalization. We
have also lifted our 2017 growth forecast
to a 2.0% annual rate and initiated our
2018 growth expectation at 2.0%.
Stronger growth and lower unemployment will place upward pressure on
domestically determined prices, but will
battle against the depressing effects of a
much stronger dollar on import prices. The
result is higher, but stable, core inflation in
the US around 1.9% over 2017 and 2018.

LARGER BUDGET DEFICIT. With
Republicans in charge of the White House
and Congress, the areas most likely to be
addressed are comprehensive tax reform,
infrastructure spending and trade policy.
We think this will result in an increase in
the budget deficit and overall debt that
includes an increase of roughly $500
billion per year in fiscal spending. After
bottoming at 2.5% in fiscal-year 2015, we
expect the deficit-to-GDP ratio to increase
to 5.9% by fiscal-year 2018 (see chart).
We also expect the debt-to-GDP ratio to
increase to more than 80% by fiscal-year
2018, up from a little more than 70% of
GDP in fiscal-year 2015.
LAGGING BUSINESS INVESTMENT.

How does trade protectionism factor into
our forecast? We are assuming it goes
little further than threats, but is enough to
dampen business investment and tighten
financial conditions, providing a prolonged underlying current of uncertainty.

More Spending Will Likely Widen Budget Deficit
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Source: US Treasury, Bureau of Economic Analysis, Morgan Stanley & Co. Research as of
Nov. 27, 2016
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Business investment in particular has
taken a large hit in the past two years,
weighed down at first by a collapse in
energy-related investment, then more
broadly by the extraordinarily rapid pace
of appreciation in the broad tradedweighted US dollar. The picture is slightly
brighter now, but investment in equipment
remains beleaguered in a difficult
environment of uncertainly over global
growth and US fiscal policy. It will take
years of stronger equipment investment to
lift the trend growth of productivity, which
showed no growth in 2016; we expect a
bump up to 1.1% in 2017 before it again
softens.
STRONGER CONSUMER. Consumer
spending should be better, too. Early
indications from the University of
Michigan Consumer Sentiment and
Conference Board surveys showed
outsized postelection gains. That could be
from a combination of optimism about the
incoming administration and relief that the
election has passed.
Still, two headwinds have emerged:
gasoline prices, which are not expected to
decline by the same magnitude in 2017 as
they did in 2016; and annual growth in
auto sales that has slowed substantially.
Even so, on the back of tax reform,
personal disposable income should
increase despite slower job growth while a
lower unemployment rate supports further
wage gains. Even as the Federal Reserve
normalizes rates, the impact should be
minimal on households as the bulk of
outstanding household debt is being held
at fixed rates.
With fiscal stimulus and a healthier
consumer helping to prolong the business
cycle, the Fed can normalize policy more
quickly. After raising rates this month, we
now expect the central bank to raise rates
twice next year—in June and December—
then three more times in 2018. That would
bring the federal funds rate to somewhere
between 1.75% and 2.00% two years
hence. 
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Earnings Trump
Uncertainty
ADAM S. PARKER, PhD
Chief US Equity Strategist
Morgan Stanley & Co.
GRAHAM SECKER
Chief European Equity Strategist
Morgan Stanley & Co.
JONATHAN GARNER
Chief Asian & Emerging Markets Equity Strategist
Morgan Stanley & Co.

t is very rare that a single event can have
a profound effect on long-term
investment strategy, but it is tempting to
believe that the recent US election is such
a pivotal moment. While much depends on
subsequent policy decisions and execution,
we note that a number of significant trends
were already emerging; global economic
activity, corporate earnings and bond
yields, have been rising since the summer.
Such a backdrop is generally negative for
fixed income assets, but it should prove to
be a more benign (albeit more volatile)
environment for equities, in which better
earnings growth can offset potential
valuation pressures from higher
uncertainty and rising inflation.
RECOVERY IN PROFITS. We see a
global earnings recovery that can support
equity prices in 2017. Having risen

I

steadily since 2012, the MSCI World price
index has been stuck in a sideways range
for much of the past two years—a period
that has coincided with a drop in global
earnings of about 15%. We believe that
this earnings recession ended in mid 2016
and that corporate profit growth looks set
to accelerate as we move into 2017.
During the past five years, the US stock
market has been responsible for much of
the heavy lifting in global earnings
growth. While US earnings may still
benefit from lower corporate taxes, any
significant increase in fiscal spending is
unlikely to kick in until 2018. In our basecase scenario, the 12-month target for the
S&P 500 is 2,300, just a 5% gain (see
table). In our view, Japan and Europe are
better positioned to lead the global
earnings recovery in 2017. For Japan, we
are forecasting earnings-per-share growth
(EPS) of 28% for the Tokyo Stock
Exchange Index (TOPIX), reflecting a
combination of significant yen weakness
and stronger domestic growth helped by
easier fiscal policy. That gives us a basecase forecast of 1,800 on the TOPIX,

MS & Co.’s 2017 Equity Market Price Targets
New Price Target
Index

Current Price

S&P 500

2,198

MSCI Europe

1,390

TOPIX

1,469

MSCI Emerging Markets

856

Bull

Base

Bear

3,050

2,300

1,625

38%

5%

-26%

1,770

1,500

1,100

27%

8%

-21%

2,110

1,800

960

44%

23%

-3r%

1,115

880

590

30%

3%

-31%

Source: Morgan Stanley & Co. forecasts as of Nov. 30, 2016
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which is a 23% gain. In Europe, we now
see a structural trough in earnings after
five years of persistent declines and
estimate 12% EPS growth for the MSCI
Europe Index in 2017—and an 8%
increase in its price.
ASSESSING VALUATION. While we
believe we can model earnings with a
reasonable degree of precision, the same
cannot necessarily be said regarding
valuation. One big issue facing investors
next year is assessing the likely impact on
equity valuations from the changing macro
landscape. At the aggregate global level
we are assuming price/earnings ratios are
largely unchanged during the next 12
months, much as they have been over the
past 12 months. While greater political
uncertainty, tighter monetary policy and
rising inflation have the potential to be a
drag on absolute valuations going forward,
we think these can be offset by higher
growth and, perhaps, equity inflows in the
context of relative valuations that remain
very attractive. The one exception is
Japan, where we believe that equity
valuations can rise due to a combination of
renewed engagement from foreign
investors coupled with equity and
exchange-traded fund purchases from the
Government Pension Investment Fund
(GPIF) and the Bank of Japan (BOJ),
respectively, which are equivalent to
around 2% of market capitalization.
Here’s how we see the various regions:
US. In aggregate, we are raising our
EPS forecasts and lowering our P/E
assumption. Overall, we now forecast 7%
EPS growth in our 2017 base case, which,
with a 16.2 P/E, brings us to a 2,300 12month target for the S&P 500. This rises to
20% in our bull case in which we
incorporate greater benefits from fiscal
support and lower corporate taxes. That
could produce 3,050 on the S&P 500. We
have lowered our price/earnings (P/E)
assumption, given a backdrop of
heightened uncertainty, the potential for
higher volatility, the greater cyclicality
that is often associated with lower
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multiples and our economists’ expectations for a much more aggressive path for
the Federal Reserve going forward. Given
higher uncertainty, we think a wider skew
of outcomes makes sense, and we have
increased our bull case and lowered our
bear case accordingly.
We are wary of embedding huge macro
bets into our expectations. We know that
interest rates, the dollar, oil prices and
policy will dramatically impact which
market segments lead and lag the overall
index, but the uncertainty and volatility
will be larger than in previous years. In
terms of our recommendations, we now
prefer small caps over large caps, given
the supportive outlook for currency, taxes
and trade. At the sector level we prefer
industrials to consumer discretionary,
biotechnology to software and utilities to
consumer staples. We are neutral
financials with a bias toward credit cards
and banks versus insurance companies and
asset managers.
Europe. Having underperformed
persistently for the past few years,
European equities’ investment backdrop
seems to be stabilizing as the region sees a
structural trough in its earnings after five
years of decline. The market has a
relatively high weighting in financials and
commodities, meaning that the region’s
relative performance tends to correlate
positively with higher inflation and rising
bond yields. The main risk to Europe lies
in upcoming elections and other political
developments, but in our base-case
scenario none of these events becomes a
systemic issue; nevertheless, they may
limit the scope for multiple expansion. We
have a bias toward value and large caps.
We are overweight banks, insurance,
energy and health care. We are

underweight consumer discretionary,
consumer staples, industrials and utilities.
Japan. Our new Topix price target
offers 24% upside, reflecting strong EPS
growth and a higher P/E multiple. On the
earnings side, a much weaker yen/dollar
level, a stronger domestic growth profile
and improved global growth are all
positive factors in our earnings model. Our
new EPS target implies 28% growth in
2017 and is 7% above consensus. On the
P/E side, we expect the consensus forward
multiple to rise to 15.0 from 14.3, which
reflects the dramatic V-shaped recovery in
Japanese corporate profits that is likely to
prompt foreign investors to return to the
market, the Bank of Japan’s likely
continuation of its ¥6 trillion ($56 billion)
annual purchases of equity index ETFs and
a GPIF with room to buy around ¥3.1
trillion ($29 billion) to reach its target of
neutral domestic equity weighting. The
risks to our view center on the degree of
yen weakness and the potential for the
protectionism and revised security
arrangements of the new US administration to negatively impact Japan.
In Japan, we favor exporters,
particularly consumer discretionary and
information technology companies, over
domestically focused companies, and we
prefer insurance and diversified financials
to the likes of consumer staples, telecoms
and utilities. Themes we like include
corporate restructuring, shareholder
rewards and corporate governance.
Emerging Markets. Our foreign
exchange team’s forecast for US dollar
strength in 2017 suggests a cautious view
of the emerging markets relative to the
developed markets due to negative
currency translation effects and higher

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

costs for servicing dollar-denominated
debt. Our earnings forecasts end up
significantly light of consensus into
December 2018, at $77 versus a consensus
of $82. We are already seeing EM
currencies, bond spreads and local interest
rates under pressure since the US
presidential election, particularly in Latin
America, South Africa, Turkey and
Indonesia—and even to some extent,
India. Moreover, our favored overweight
sector in 2015, information technology,
has the most to lose from the prospective
increase in trade protectionism under the
new US administration.
The main upside risks to our view
would be if the dollar’s bull run abates,
EM’s growth differential to the developed
markets accelerates or if China takes the
lead in driving a China/EM free-trade zone
because of the likely demise of the TransPacific Partnership. At the regional Asia
Pacific level, we prefer China Internet
companies and Korea and Taiwan
semiconductor companies,
notwithstanding concerns over supplychain vulnerability to potential US trade
protectionism. We also recommend select
consumer staples and industrials.
Our major underweights are in energy
and telecom in the Eastern Europe &
Middle East region and utilities in Latin
America. Industries with traditionally high
dividend yields, like telecom, utilities and
real estate investment trusts, may
underperform should global yield curves
further steepen. Style-wise, we maintain
our long-term preference for high-quality
stocks and would not advocate a general
shift to value. We would also avoid
companies with high levels of US-dollar
debt. 
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Government Bonds
Reconcile With Inflation
MATTHEW HORNBACH
Global Head of Interest Rate Strategy
Morgan Stanley & Co.
ANTON HEESE
Head of European Interest Rate Strategy
Morgan Stanley & Co.
KOICHI SUGISAKI
Head of Japan Interest Rate Strategy
Morgan Stanley MUFG Securities

W

e expect 2017 to be a year in which
the performance of sovereign bond
markets, developed economies and the
reflation theme reconcile with one another.
As for 2016, it was a year of two halves.
The deflationary narrative in the first half
of the year gave way to a reflationary one
in the second half. A misreading of the
Brexit impact by central banks,
economists, strategists and investors
marked the lows in sovereign yields.
While we think it’s too early to call the
summer lows the end of the 30-year bull
market in bonds, we no longer forecast the
lower 2017 yields that we did back in the
summer. This is consistent with the change
in our economists’ expectations for less
central bank accommodation in the next
year: they now expect the Federal Reserve
to raise rates three times by the end of
2017 and accelerate the pace of tightening
in 2018; the European Central Bank (ECB)
is no longer expected to cut rates this year
and is likely to move toward tapering in

2017; the Bank of England is not expected
to renew its Quantitative Easing program
next year, even if it cuts rates again.
Here’s how we see the markets:
US. We expect the Treasury market
sell-off to continue into the first 100 days
of Donald Trump’s presidency as he lays
the groundwork for his fiscal agenda. We
forecast the 10-year yield to end the first
quarter and the first half at 2.50% from
today’s 2.30% (see table). Though our
economists forecast disappointing firstquarter growth, we think yields could
remain elevated on the hopes of fiscal
stimulus getting put through early. Our
economists expect the US government to
deliver a corporate tax cut in the second
quarter, but we expect yields to stabilize as
investors begin to fade the reflation trade
and express some disappointment that
personal tax reform hasn’t occurred
sooner. While this would normally place
downward pressure on rates, we expect the
sell-off in global rates to shift focus to the
Euro Zone.
For the second half of the year, we
forecast Treasury yields making new highs
in the third quarter as the personal income
tax cuts come into view and speculation
over the next Fed chair heats up. We
expect the 10-year yield to end the third

MS & Co.’s Government Bond Yield Forecast
10-Year Govt. Bond

New Forecast
Fourth Qtr. ’17

Old Forecast
Second Qtr. ’17

Change
Basis Points
140

US

2.50%

1.10%

Germany

0.90

0.30

60

UK

1.25

0.70

55

Japan

0.20

-0.35

55

Source: Morgan Stanley & Co. forecasts as of Nov. 27, 2016; old forecasts are from MS & Co.’s
Global Strategy Summer Outlook: Dealing With Disappointment, July 17, 2016
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quarter at 2.75%, though this may not
represent the high for the year.
Europe. Our economists believe a
better inflation outlook will become
evident around midyear and, hence, the
ECB will look to taper purchases after
September 2017. In such a scenario, we
expect the 10-year German Bund yield to
rise toward 1.00%. In the UK, we expect
the Gilt market to outperform both US
Treasuries and Bunds as Brexit uncertainty
weighs on the economy and keeps
monetary policy accommodative, despite
rising inflation.
Japan. Core CPI will likely pick up
dramatically in 2017 as the negative
contributions from energy price and yen
appreciation dissipate, according to our
economists. In addition, potential fiscal
stimulus in the US will likely push the
dollar higher and yen lower, causing
acceleration in Japan’s inflation rate via
rising import prices. Accordingly, we
expect the Bank of Japan to begin raising
the 10-year yield target in the fourth
quarter of 2017 to the 0.0%-to-0.5% range
from the current 0.0%.
Emerging Markets. We expect the
emerging markets will continue to face
three bearish headwinds: rising core rates,
a stronger US dollar and uncertainty
triggered by the protectionist stance of US
President-elect Donald Trump. Amid these
negative drivers, we think positioning will
take a toll, at least in the next few months.
Still, we expect EM bonds to cope with the
changes, as the fundamentals throughout
the region are much improved. At the
country level, our top choices are Brazil,
Argentina and Russia, given that each
benefits from high yields, the prospect of
deep easing cycles and improving
fundamentals. 
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All the President’s
Paths
MICHAEL D. ZEZAS, CFA
Strategist
Morgan Stanley & Co.

T

o be clear, we're biased toward
believing that political achievements
tend to look moderate compared with their
idealistic roots. In a democracy, the
realities of turning a proposal into a law
tend to strip it of much of its ambition
given the compromises required to find
votes. Further, politicians know this, and
often phrase their initial proposals in an
overly ambitious manner with this in
mind. One might push back that this is less
valid today given the incoming power
dynamic in Washington, DC, where
Republicans will soon control the White
House and both houses of Congress. We
admit there's some validity to this view,
and believe that this makeup clears the
path to transformational policymaking.
Still, even in this dynamic, there are
moderating factors. Republicans may
agree on tax cuts, but they might not agree
on the size or the details. Republicans may
agree on the need for infrastructure
spending, but not on how to fund or
finance it. Also, since President-elect
Donald Trump has proffered himself as a
dealmaker, we don't think it is a stretch to
believe that there's some room for
moderating his own proposals. Hence, we
think it's fair to conclude that, while there
is some clear directionality to
policymaking, the base case shouldn't be
that Trump's policy agenda will be
adopted “as is.”
As we consider potential policy
outcomes, we group them in three sets of
scenarios: “Business as Usual,” “Art of the
Possible” and “Taking It Literally” (see
table, page 9).To varying degrees, there is
a directional shift toward looser fiscal and

regulatory policy. For years, we have had
easy monetary policy and tight fiscal and
regulatory policy. In our scenarios, we
shift to more supportive fiscal policy and
perhaps a loosening of regulatory policy,
while monetary policy tightens. Trump's
fiscal policy bias, for example, may cut
against the grain of the base of his party,
given his more accepting attitude toward
debt. In an Aug. 11 interview with CNBC,
Trump said, “Now is the time to borrow
and borrow long term.”
Within each scenario, we focus on three
policy areas in which we think Trump has
both the motive and opportunity to act,
making them more likely to emerge as
serious legislative catalysts amid the
myriad proposals made during the
campaign.
Tax Reform. With a Republicancontrolled Senate and House, Trump has
legislative partners with very similar
blueprints for tax reform. Furthermore,
House Speaker Paul Ryan's strategic
imperative in recent years has been tax
reform. Hence, tax reform could be the
policy proposal with the path of least
resistance, relative to other Trump
proposals like immigration, which might
split the caucus. Another advantage to
prioritizing tax reform is that legislative
“reconciliation”—a bill that requires only
a simple majority and is not subject to
filibuster—could be employed to avoid a
filibuster in the Senate.
While Trump’s tax plans may be more
aggressive than those favored by House
Republicans, the differences could be
smoothed over through the use of
“dynamic scoring.” This is a technique
that allows lawmakers to reduce the
expected hit to the future budget deficit if

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

they assume that the legislative action (in
this case a tax cut) will have meaningful
benefits to future economic activity, and
therefore growth in tax revenues. We don't
want to debate the accuracy of this
technique and the expected impact of tax
cuts, but simply point out that dynamic
scoring could allow Republicans to cover
the vote for tax cuts while claiming budget
discipline.
Infrastructure Spending. Trump
favors a major increase in infrastructure
spending, arguing, for example, for a $500
billion plan to be spent over five years.
While this has historically been more of a
priority of congressional Democrats,
Trump made it a feature of his campaign.
Considering polls showing Republican
voter support for such activity, we can
presume that the president-elect may have
success in convincing his party
compatriots that they should follow his
lead. Furthermore, Democrats' support on
this topic may create an opportunity for
bipartisan legislation, burnishing Trump's
reputation.
Trade Policy. Trade policy is one area
where a president has the potential to
unilaterally create transformative change,
at least in the short term. For instance,
according to the North America Free
Trade Agreement (NAFTA), the US could
withdraw from NAFTA with six months’
notice, and a 1974 law gives a president
the ability to take retaliatory actions if a
country is undertaking “practices that are
unjustifiable, unreasonable or
discriminatory.”
Trump’s campaign comments suggest
he’ll take a hard line on trade. He
repeatedly attacked trade deals as
“disasters,” and suggested major tariffs on
China and Mexico. He has also suggested
the US could leave the World Trade
Organization and NAFTA. His advisors
and campaign literature called for
attacking “unfair trade practices,”
intellectual property theft, worker abuses
and currency manipulation. At the same
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time, however, it is unclear if these
statements represent actual policy, or
rather an open negotiating position. A less
pessimistic Trump scenario on trade
involves extensive litigation of existing
agreements, with a focus on protecting US
manufacturers in traditional sectors such
as steel and autos. The voluntary export
restraints negotiated by the Reagan
administration against Japanese
automakers may be one parallel. Even this
scenario would be arguably negative for
growth, though perhaps less so than under
a worst-case scenario.
While a wide range of iterations of
these policies have a chance at ultimately
becoming reality, we think the gravitational pull is toward the “Art of the
Possible” scenario. We would therefore
characterize this as an early assessment of
what Trump's policy path will be through
2017. We would be naive, however, to
believe that the path will play out exactly
this way, and hence believe investors

should also appreciate the details and the
potential trigger points of alternative cases.
Business as Usual. Under this scenario,
President Trump focuses more on quick
fixes, executive actions and incremental,
rhetorical wins more than transformational
policy. This could result from a few
developments. For example, if he appoints
too many Washington “outsiders,” he may
not have the help he needs to navigate the
world of legislative action. If the Freedom
Caucus wrests the speakership from Paul
Ryan, deficit hawks could curb his fiscal
ambitions.
Art of the Possible. We see this as the
most likely case. It assumes a more
realpolitik approach. President Trump
appoints more traditional supply-sideminded economic advisors. Further, in
concert with Paul Ryan as speaker, he
manages a coalition of populists and
business-minded Republicans. He
maximizes his potential number of
legislative changes by, for example,

making concessions to deficit hawks and
free traders within his party and seeking
out moderate Democrats when
advantageous. Hence, the size of the
implied stimulus of his tax and infrastructure plans are less than what was
campaigned on, and his protectionist
tendencies are, initially, shaded more
toward tough talk and negotiation than
having a low threshold for instituting
tariffs.
Taking It Literally. Here we assume
that President Trump acts in accordance
with some of his more large-scale
statements. This would be the path if we
took some of his statements literally. One
signal that this becomes possible could be
the appointment of economic advisors who
are more traditional supply-siders and/or
Keynesians, eschewing the more Austrian
school adherents that the Freedom Caucus
favors. Hence, he pursues his fully
imagined tax reforms and spending
policies and takes a hard line on trade.

President-Elect Trump’s Possible Fiscal Policy Scenarios
Business as Usual

Art of the Possible

Taking it Literally

Tax Cut

Trump finds little success overcoming
the objections of the deficit hawks
within the House Republican caucus.
Hence, tax cuts are small and/or are
close to revenue neutral, limiting their
stimulus effect.

Trump uses the power of the pulpit to curb the
influence of the deficit hawks in his party. He
achieves a tax cut that adds to the deficit and is,
hence, able to effect stimulus, but not to the degree
of his original proposal. His tax cut is more in line
with the size and scope of Paul Ryan’s “Blueprint” in
order to give those same hawks some rhetorical
cover. It’s also possible that Republicans pass
corporate and personal reforms separately. Personal
tax reform is achieved through “reconciliation,” but
the corporate reform is packaged with infrastructure
spending in order to appease deficit hawks while
getting Democrats on board for the 60-vote filibusterproof threshold in the Senate.

Trump manages to neutralize
the deficit hawks and shepherds
through a tax plan of his original
size and scope using
“reconciliation.” This is a
substantial fiscal stimulus.

Infrastructure
Spending

Trump finds little success overcoming
the objections of the deficit hawks in
the Republican caucus. Hence,
infrastructure spending is small and/or
funded by spending cuts elsewhere,
limiting their stimulus effect.

Trump and his allies use corporate tax reforms, like
repatriation, to fund an infrastructure program. The
program size must be reduced; however, as the
desire to drop the corporate tax rate takes a chunk of
the available money away. This is partially due to
corporate lobbying, which takes the elimination of
some tax preference items (i.e., depreciation
changes, amortization of research and development,
etc.) off the negotiating table.

Trump manages to neutralize
the deficit hawks and shepherds
through an infrastructure plan of
his original size and scope by
cutting a deal with moderate
Republicans and Democrats.
This is a substantial fiscal
stimulus.

Trade
Protectionism

On trade, Trump retrenches under
pressure from the business lobby. He
pursues cosmetic changes to trade
deals as face-saving measures rather
than taking a harder stance of
attempting to leave deals or beginning
a round of tariffs.

Trump takes a pragmatic approach. He gets
rhetorical cover on the issue by formally announcing
the US will not participate in TPP. He also
announces his intention to leave NAFTA if he cannot
get “a better deal,” but doesn’t formally use Article
2205. He saves that tactic, as well as tariffs, for later
in case he needs them for negotiations.

Trump takes a hard-line stance
early on trade deals and is quick
to use tariffs and/or formally
activate Article 2205 of NAFTA
if he doesn’t make quick
progress early in his
administration.

Source: Morgan Stanley & Co. Research
Please refer to important information, disclosures and qualifications at the end of this material.
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ON THE MARKETS / MUNICIPAL BONDS

Marked to
Market?
JOHN DILLON
Municipal Market Strategist
Morgan Stanley Wealth Management

J

ust as the polls and pundits couldn’t
have been more wrong on the
presidential election, the market reaction
was equally unexpected, with US equities
sharply advancing and US Treasury prices
sharply declining. Munis went down with
Treasuries and have indeed been marked
to market, but there is much more to
discuss for tax exempts beyond the initial
rate-based price adjustments.
IMMENSE ADJUSTMENTS. The
adjustments we have seen are truly
immense and recently rivaled only by
2013’s taper tantrum. Despite the massive
increase in yield, munis outperformed
Treasuries initially, and then caught up
and surpassed Treasury yields in
subsequent sessions to arrive at a 106%
relative-value ratio (see chart). This is
important because the election results
increased the probability of tax reform,
and pricing does not yet appear to
adequately reflect that possibility.

The muni market has been under the
shadow of tax reform since 2011, so few
may be paying attention to the tattered and
faded caution flag. To be clear, the
proposed change in the top tax rate to
33.0% from 39.6% would not likely be
overly detrimental to bond pricing, as the
move to a 35.0% top rate from 39.6%
during the President George W. Bush’s
years was largely uneventful. What would
be significant is if a new tax-reform
proposal limited the value of the tax
exemption. Conversely, “grandfathering”
or exempting outstanding bonds in such a
scenario is also possible, which could
bolster the value of such positions. With
tax reform included among priorities for
the first 100 days of the Trump
administration, we believe a sharp focus
on relative-value signals, in addition to the
pure rates move, is warranted.
SUPPLY/DEMAND FACTORS. Further
complicating the relative-value discussion
are seasonal supply/demand factors. The
municipal market often experiences a

Munis Eclipse Treasuries in Recent Sell-Off
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Please refer to important information, disclosures and qualifications at the end of this material.

sharp downturn in supply in December and
January, while reinvestment demand from
maturing and called bonds typically rises.
Given such patterns, investors’ true
perception of tax policy risk may not be
available for months. Further, flows to
muni bond mutual funds, overwhelmingly
positive for most of this year, recently
turned materially negative. The midNovember timing of the bond market rout
could also prompt additional selling after
investors see their month-end account
statements. Finally, recent volatility has
invited extension risk (bonds pricing to
maturity instead of to a call) for lowercoupon bonds, which drives
underperformance in tax exempts.
We do not advocate selling into this
weak market in a wholesale fashion, as
there is simply not enough political
visibility to support such a draconian
move. Instead, we suggest maintaining
current exposure in tax exempts. One
exception would be in the case of tax-loss
swaps, with the most likely sell candidates
being bonds with 3% to 4% coupons
(which helps to explain our long-standing
penchant for 5% coupons).
WHAT TO DO NOW. Consider also oneyear prerefunded bonds at a compelling
124% of corresponding Treasuries; such
securities represent some of the highest
credit quality and most liquid securities in
the muni market. In addition, such
securities would work well in the front end
of a barbell strategy that combines
extremely short- and longer-term bonds,
and they should position well for better tax
reform visibility one year from now.
Further out the curve, we are vigilant on
coupons and are relatively defensive. Our
strategy remains intact at this time, with
the exception of now advocating the front
half of our 12-to-20-year range. Note also
that approximately 90% of the yield in a
30-year muni bond can now be obtained
between 16- and 17-year maturities. We
also suggest at least five-year call
protection and a 5% coupon. 
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ON THE MARKETS / ALTERNATIVES

Opportunities in
Private Equity
RAFIQUE DECASTRO
Alternative Investment Analyst
Morgan Stanley Wealth Management
LANE DECORDOVA
Rotational Analyst
Morgan Stanley Wealth Management

I

n the past 15 years, private equity (PE)
assets under management have swelled
nearly fivefold to $2.4 trillion, according
to September data from Preqin, which
tracks alternative investments. Lured by
PE’s attractive historical returns and its
low correlation to public equities, a
growing number of long-term investors
have turned to the alternative asset
category. Still, in our view, there remain
attractive areas to deploy PE capital.
Today, the small-to-middle market,
defined as companies with $10 million to
$500 million of revenues, presents an
attractive area. While maintaining a mix of
buyout managers is optimal, focusing on
companies and investments in the smallto-middle market takes advantage of the
diversity of companies of this size and
favorable transaction dynamics due to

fewer competing sources of capital and
lower acquisition costs (as a multiple of
earnings). What’s more, with smaller
companies, PE managers have a better
chance to impact a company’s growth
through various control mechanisms.
SPECIALTY FUNDS. One particular area
of focus is sector-based or specialty PE
funds. For example, funds focused on
industries that tend to be noncyclical like
education and health care may be
attractive given their potential to expand
even during periods of low GDP growth.
Next, secondary and co-investment
funds can provide effective access to the
private markets. With secondary PE, the
investment has a shorter life cycle and
investors also have the advantage of seeing
what’s in the portfolio. Secondaries also
can help smooth out the “J-curve,” the
tendency of PE funds to deliver negative
returns early on and investment gains in
later years (see chart). Despite giving
investors greater liquidity and flexibility,
secondary funds have historically pro-

The J-Curve’s Hypothetical Cash Flows of PE Funds
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Source: Morgan Stanley Wealth Management GIMA. The J-curve effect refers to a "J" shaped
section of a time-series graph in which the curve falls into negative territory and then gradually
rises to a higher level than before the decline. Internal rate of return (IRR) is a metric used in
capital budgeting measuring the profitability of potential investments. IRR is a discount rate that
makes the net present value (NPV) of all cash flows from a particular project equal to zero.
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duced competitive risk-adjusted returns
relative to other PE structures. In addition,
secondary portfolios may provide a
solution for investors looking to access the
illiquidity premium—the extra yield
investors expect to earn for giving up
control to liquidate their capital for a
certain period of time— offered by private
markets.
REDUCED FEES. Secondaries and coinvestments offer a lower overall cost to
invest to invest in PE as their fees are
considerably cheaper than a PE funds’
traditional fees of 2% a year for
management and 20% of the profits.
Secondly, investing in co-investments
directly may further mitigate an overall PE
portfolio’s J-curve because capital is
deployed immediately, allowing investors
to avoid paying management fees on
capital not yet invested. Furthermore, coinvestments can concentrate capital
normally reserved for diversified fund
investments into a single position in a
company or a handful of positions in
companies, which can be quite efficient
provided that performance is as expected.
Without the constraints of a fund, coinvestors can focus on specific company
attributes, and sectors and regions of
interest, among other factors.
Finally, growth equity is also an
interesting area in which to invest. Growth
equity resides on the continuum of PE
investing at the intersection of venture
capital and buyouts, and is sometimes
considered late-stage venture capital. This
sort of investment is designed to facilitate
a company’s accelerated growth through
expanding operations, entering new
markets or consummating strategic
acquisitions. In our view, growth equity
may represent an appealing financing
source for a growing number of venturebacked companies poised to accelerate
their revenue and profitability growth. 
For more information, see Alternatives
Special Report: Opportunities in Private
Equity, Oct. 11, 2016, or contact your
Financial Advisor.
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Tis the Season for
Tax Swaps
MICHAEL JABARA
Head of CEF and ETF Research
Morgan Stanley Wealth Management
JOHN DUGGAN
CEF and ETF Strategist
Morgan Stanley Wealth Management
CHRISTOPER K. BAXTER
CEF and ETF Strategist
Morgan Stanley Wealth Management

E

ven amid a prolonged period of asset
price appreciation, there are many
exchange-traded funds (ETFs) and closedend funds (CEFs) that have posted negative returns in the past few years. These
funds may present opportunities to capture
losses via “tax swaps,” a strategy that
involves the sale of one security/fund to
capture a loss and the simultaneous
purchase of another with generally similar
objectives. These losses can be valuable
because they can be used to offset gains
realized in 2016 or future gains.
Importantly, tax swaps can comply with
“wash sale” rules, which are Internal
Revenue Service regulations that may
negate a write-off. These rules apply if an
individual sells or trades a security at a
loss and within 30 days before or after the
sale buys a “substantially identical” stock
or security or acquire a contract or option
to do so. Swaps of funds with similar
objectives often are not subject to the
wash-sale provision because they do not
hold substantially similar portfolios.
Investors contemplating utilizing such
strategies should consult a tax advisor.
Tax strategies using ETFs or CEFs
include swaps for other ETFs or CEFs, for
portfolios of individual securities, and for
open-end mutual funds. We believe
investors undertaking swaps should seek
to upgrade their holdings and re-establish
positions in our favored ETFs and CEFs.

Closed-end bond funds. The market
pullback has created value across many
taxable funds, in our opinion. While
opportunities are not as plentiful as in
early 2016, distributions are generally
attractive, and discounts, on average, are
wider than long-term averages.
Our view is tempered by recently
higher, but still favorable, borrowing costs
and the prevalence of below-investmentgrade debt in the taxable bond CEF
universe at a time when Morgan Stanley &
Co.’s credit strategists remain cautious
regarding both fundamentals and
valuations. In general, we favor
multisector bond and global income funds.
Also, the preferred stock category contains
numerous discounted funds and exposure
to an area favored by Morgan Stanley
Wealth Management’s fixed income
strategists. In light of recent price declines,
we have become less cautious on
municipal bond CEFs, which typically
have long leverage-adjusted duration.
Closed-end equity funds. In the past
12 months (ending Nov. 30), the average
equity CEF is up 9% on market price and
up 6% on net asset value, according to
Bloomberg. However, returns during the
past three years are essentially flat and
there are a number of categories within the
equity asset class that are underwater,
among them energy/MLP funds and
international equity portfolios. In general,
we are positive on equity CEFs based on
the views of Morgan Stanley Wealth
Management’s Global Investment
Committee (GIC). The GIC favors equities
in the next 12 months based on better
economic news, stable commodity prices,
strong global central bank support and
potential for fiscal stimulus.

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

Among CEFs, we favor equity-income
strategies and think their distribution rates
look attractive versus many fixed income
alternatives. Funds that use covered call
strategies may be a good choice for
investors seeking exposure to equity
markets while mitigating volatility. As
with many fixed income CEFs, equity
CEFs that borrow money to leverage their
portfolios could experience some pressure
on net earnings and total return, all other
things being equal, from higher borrowing
costs due to dislocations around short-term
interest rates such as LIBOR.
Exchange-traded funds. Against a
stabilizing fundamental backdrop, and
despite being in the latter stages of a
cyclical bull market in the US, the GIC
believes it is premature to abandon an
overweight rating to US stocks. The
committee prefers some of the more
cyclical areas of the US economy.
On the international equity front, the
GIC prefers emerging markets. Emerging
market growth should continue to outshine
developed markets, and China economic
data points, the growth engine of emerging
markets, have become more positive.
Tax swaps on ETFs can be structured to
comply with the wash-sale rule. Although
there is not universal agreement, according
to one interpretation of the rule, to be
compliant two ETFs should not have
individual positions that overlap by more
than 70% on a weighted-average market
capitalization basis. This poses challenges,
as swap opportunities within the same
market segments may not satisfy the washsale rule. One way to overcome this
obstacle is to look for opportunities that
provide exposure to the same market
segment, but diversify by geography. 
This article was adapted from a
Morgan Stanley Wealth Management
Investment Resources report, 2016 ETF
and CEF Tax Strategies (Nov. 8, 2016).
For further information, contact your
Financial Advisor.
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Alternatives That Can Fit in
Most Portfolios
U

nderstanding alternative investments
can be daunting, but Charles Kantor,
senior portfolio manager at Neuberger
Berman, believes individual investors
should approach this category with a broad
perspective. “Alternatives should not just
be thought of as hedge funds or private
equity, but rather a solutions-based
approach to meet the demands of today’s
investment landscape,” he says. While
historically most alternatives have only
been available to the largest “qualified”
investors—like pension plans,
endowments and ultrahigh net worth
individuals—newer, more liquid options
now make this category accessible to
smaller individual investors.
Of course, this is not without risk, and
screening the investment vehicles is
paramount. “The key is understanding the
strategy, the consistency of that strategy
and how one may believe that strategy will
perform within the context of the
environment that the investor believes is
about to happen,” says Kantor. He recently
spoke with Morgan Stanley Wealth
Management’s Tara Kalwarski about the
changing alternatives landscape and what
it means for investors. The following is an
edited version of their conversation.
TARA KALWARSKI (TK): How do you

define alternatives?
CHARLES KANTOR (CK): Historically,
when talking about alternatives, people
would have only included things like
private equity, hedge funds and other
investment approaches that sit outside of
the traditional equity and fixed income
asset classes. I tend to think of alternatives
as a solutions-based approach for investing
in the current market environment, which

today is one where a lot of asset classes
are highly correlated and income is
difficult to come by. Ultimately, whatever
you put in your alternatives bucket, the
key is to understand the different elements
of the investment strategies and to make
sure that the investment makes sense for a
specific investor’s overall portfolio.
TK: How have alternatives evolved?
CK: Alternatives such as hedge funds,
private equity and private real estate have
come to be an accepted part of the asset
allocation models of qualified investors,
such as major endowments and large
institutions. The idea is that when you put
these things together with equities and
fixed income, you should get better riskadjusted returns, on average, over time.
The evolution of liquid alternatives in
US markets today is an attempt to provide
all investors, both qualified investors and
regular folks, with access to some of the
same strategies that previously only were
available to the largest endowments and
most qualified investors. The hope is that
regular investors potentially can have the
same choice of asset allocation.
TK: Have alternatives produced better
risk-adjusted returns for investors?
CK: Historically, a “three-legged stool”
of equities, fixed income and alternative
investments has delivered better riskadjusted returns over the long run, but we
will go through periods when that mix
won't outperform. The past five years is
one such period. Since 2012, both
traditional fixed income and equity
strategies have delivered high returns with
very low volatility as compared with
historical averages. Over this same time
period, any strategy that wasn’t simply
100% long hasn’t rewarded investors for
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being more balanced, but over long
periods of time, when the market
experiences drawdowns, the addition of an
alternatives bucket has produced better
risk-adjusted returns.
TK: You mentioned the evolution of
liquid alternatives, which could potentially
make these strategies more available to the
average investor. Are certain alternative
strategies more easily converted into a
retail product?
CK: The key is to match the investment
time horizon with the liquidity profile of
the investment.
I don't think it makes a lot of sense to
suggest that you could offer private equity
in a daily liquid form because a private
equity investment typically has a 10-year
investment cycle. So it wouldn't seem
credible that you could put a private equity
investment inside a liquid, daily-traded
mutual fund. The same applies to illiquid
real estate. That stuff doesn’t trade every
day, so the idea that should be in a daily
mutual fund doesn’t make a lot of sense.
There’s a mismatch between the
investment time horizon and the liquidity
of the investment.
If all you're doing is buying one largecap stock and shorting another large-cap
stock, I think the liquidity underlying both
of those securities would suggest you
could have a vehicle that trades every day.
TK: Are alternatives appropriate for all
types of clients?
CK: In today's landscape, when 10-year
Treasuries are yielding 2%, any strategy
that's attempting to yield some positive
number is likely going to involve taking
risk—whether that is interest rate risk,
credit risk or equity risk. The idea today is
that there should be more solutions
because there is no safe way to make a 5%
return like in the old days. Within that
context, alternative strategies that are
trying to meet the demands of today's
investment landscape have never been
more relevant.
TK: What do you think will work going
forward?
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CK: It depends on your view of where
the market is headed. If your view is that
for the next five years rates stay low,
current economic conditions persist and
the business cycle continues to extend,
then adding an alternative strategy may not
be optimal.
I think it's awfully hard to meet one's
return objectives without taking significant
risk in today's environment. That said,
given the high return that taking risk has
produced during the past five years, riskdampening strategies have a large role to
play going forward. The question becomes
whether it is worth trading less risk for
lower returns.
TK: What will it take for retail investors
to embrace alternative exposure?
CK: Five years ago, most folks—if they
were honest with themselves—had real
concerns about their equity portfolios
because they thought the market was
potentially highly valued. They were very
worried about fixed income because they
were worried about inflation. But what
happened in those five years? The S&P
500 delivered annualized returns of
13.57%, high-yield bond returns were
approximately 7.07% and investment
grade bonds returned around 4.59% [as of
Oct. 31, 2016]. All of those returns came
with volatility (standard deviation) well
below historical averages (see chart).
If you look at alternative strategies with
hindsight, you may conclude that they
weren’t needed because they didn't
produce enough additional return. In a
world where everything went straight up,
you didn't need them. I think the
challenges of today versus five years ago
are only tougher; where we are in the
business cycle; where we are with
valuations; and where we are with overall
coupons of fixed income securities. So
maybe the thing that investors believe they
want the least now is something they
should embrace, just like they believed
they desperately wanted it five years ago.
The question becomes what an investor
thinks will happen with aggregate S&P
500 returns and volatility. If the answer is
that returns will likely come down and
volatility will likely go up, then security

Investors Enjoyed High Returns With Low Volatility in
The Past Five Years, but Not So in Longer Periods
Five Years
Asset Class

Ann.
Return

Std. Dev.

S&P 500

13.57%

10.23%

Russell 2000

11.51

US High Yield

10 Years
Ann.
Return

20 Years

Std. Dev.

Ann.
Return

Std. Dev.

6.70%

15.19%

7.66%

15.33%

14.89

5.96

19.78

7.88

19.91

7.07

6.10

7.46

10.62

7.04

9.06

US Investment Grade

4.59

4.24

5.74

5.98

6.14

5.35

US Treasury 5-10 Yr.

2.79

4.20

5.41

5.64

5.83

5.55

Source: Neuberger & Berman as of Oct. 31, 2016

selection will matter again, risk
management will matter again and
alternative strategies should stand the test
of time.
TK: Are there any alternative strategies
that investors should be wary of?
CK: My advice is grounded in
understanding what the strategy is invested
in, as well as the conditions in which the
strategy will likely perform poorly and the
conditions in which it will likely perform
well.
To do that, some basic questions to ask
include:
What is the investment risk?
Does the firm resonate with me?
Is there a track record that covers the
investment cycle?
Has the team been together a long time?
What is the beta of the portfolio versus
the relevant index?
What is the standard deviation of the
portfolio?
Has the manager demonstrated an
ability to add value by selling short?
Does the liquidity profile of the fund
match the liquidity of the underlying
investments?
Does the strategy involve leverage?
How much leverage is necessary to deliver
the desired return?
So it comes back to digging in just a
little deeper to understand the differences
between different alternative strategies.
TK: How many alternative strategies
should investors consider having in their
portfolios?
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CK: It requires more than one type of
strategy to satisfy what I'd call an
investor’s alternatives bucket. If I said I
was going to satisfy my fixed income
bucket with just investment grade bonds,
you might point out that investment grade
bonds are not my only choice. The fixed
income bucket could also include
municipal bonds, bank loans or high yield
bonds, among other things.
The same principle applies to
alternatives. I believe that 20 years from
today, when people think about
alternatives, they will be thinking about it
across more than just one option: longshort equities, market neutral, macro,
potentially long-short credit, long-short
quant versus long-short fundamentals, etc.
So, we're at the early innings here of
explaining all of this, but those strategies
have been available for a long time in
illiquid form to what some folks have
considered to be the most sophisticated
investors. Everyone, soon, should have
access to best-of-breed products run by
best-of-breed managers at best-of-breed
firms in strategies that they truly
understand. ■

Charles Kantor 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.

December 2016

14

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 Nov. 30, 2016
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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 regions more
effective. Both 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 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 continues to be conservative. This has led to better performance this year, along with lower
volatility than equities. We think this can continue but we 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/Energy
Infrastructure*

Overweight

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. Predictably, MLPs
have rebounded sharply this year. We recently added to MLPs on the pullback in oil prices, which we believe will be
temporary, and our expectation for fracking activity to pick up.

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 Nov. 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.
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For index, indicator and survey definitions referenced in this report please visit the following: http://www.morganstanleyfa.com/public/
projectfiles/id.pdf

Glossary
STANDARD DEVIATION Standard

deviation is a
measure of the dispersion of a set of data from
its mean. The more spread apart the data, the
higher the deviation. Standard deviation is
applied to the annual rate of return of an
investment to measure the investment's

volatility. Standard deviation is also known as
historical volatility and is used as a gauge for
the amount of expected volatility statistic
measures a portfolio’s rate of return based on
the risk it assumed and is often referred to as its
risk-adjusted 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.

Risk Considerations
Alternative Investments
The sole purpose of this material is to inform, and it in no way is intended to be an offer or solicitation to purchase or sell any security, other
investment or service, or to attract any funds or deposits. Investments mentioned may not be suitable for all clients. Any product discussed herein
may be purchased only after a client has carefully reviewed the offering memorandum and executed the subscription documents. Morgan Stanley
Wealth Management has not considered the actual or desired investment objectives, goals, strategies, guidelines, or factual circumstances of any
investor in any fund(s). Before making any investment, each investor should carefully consider the risks associated with the investment, as discussed
in the applicable offering memorandum, and make a determination based upon their own particular circumstances, that the investment is consistent
with their investment objectives and risk tolerance.
Alternative investments often are speculative and include a high degree of risk. Investors could lose all or a substantial amount of their investment.
Alternative investments are suitable only for eligible, long-term investors who are willing to forgo liquidity and put capital at risk for an indefinite period
of time. They may be highly illiquid and can engage in leverage and other speculative practices that may increase the volatility and risk of loss.
Alternative Investments typically have higher fees than traditional investments. Investors should carefully review and consider potential risks before
investing.
Certain information contained herein may constitute forward-looking statements. Due to various risks and uncertainties, actual events, results or the
performance of a fund may differ materially from those reflected or contemplated in such forward-looking statements. Clients should carefully
consider the investment objectives, risks, charges, and expenses of a fund before investing.
Alternative investments involve complex tax structures, tax inefficient investing, and delays in distributing important tax information. Individual funds
have specific risks related to their investment programs that will vary from fund to fund. Clients should consult their own tax and legal advisors as
Morgan Stanley Wealth Management does not provide tax or legal advice.
Interests in alternative investment products are offered pursuant to the terms of the applicable offering memorandum, are distributed by Morgan
Stanley Smith Barney LLC and certain of its affiliates, and (1) are not FDIC-insured, (2) are not deposits or other obligations of Morgan Stanley or any
of its affiliates, (3) are not guaranteed by Morgan Stanley and its affiliates, and (4) involve investment risks, including possible loss of principal.
Morgan Stanley Smith Barney LLC is a registered broker-dealer, not a bank.

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
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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.
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.
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.
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.
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.
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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.
An investment in an exchange-traded fund involves risks similar to those of investing in a broadly based portfolio of equity securities traded on an
exchange in the relevant securities market, such as market fluctuations caused by such factors as economic and political developments, changes in
interest rates and perceived trends in stock and bond prices. Investing in an international ETF also involves certain risks and considerations not
typically associated with investing in an ETF that invests in the securities of U.S. issues, such as political, currency, economic and market risks.
These risks are magnified in countries with emerging markets, since these countries may have relatively unstable governments and less established
markets and economics. ETFs investing in physical commodities and commodity or currency futures have special tax considerations. Physical
commodities may be treated as collectibles subject to a maximum 28% long-term capital gains rates, while futures are marked-to-market and may be
subject to a blended 60% long- and 40% short-term capital gains tax rate. Rolling futures positions may create taxable events. For specifics and a
greater explanation of possible risks with ETFs¸ along with the ETF’s investment objectives, charges and expenses, please consult a copy of the
ETF’s prospectus. Investing in sectors may be more volatile than diversifying across many industries. The investment return and principal value of
ETF investments will fluctuate, so an investor’s ETF shares (Creation Units), if or when sold, may be worth more or less than the original cost. ETFs
are redeemable only in Creation Unit size through an Authorized Participant and are not individually redeemable from an ETF.
Please consider the investment objectives, risks, charges and expenses of the fund(s) carefully before investing. The prospectus contains
this and other information about the fund(s). To obtain a prospectus, contact your financial advisor. Please read the prospectus carefully
before investing.
Besides the general risk of holding securities that may decline in value, closed-end funds may have additional risks related to declining market
prices relative to net asset values (NAVs), active manager underperformance, and potential leverage. Some funds also invest in foreign securities,
which may involve currency risk.
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.
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.
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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
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.
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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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