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Attitude Matters
With the completion of the XXXI Olympiad in Rio this past
month, there is a combination of sadness that it’s over and
great memories of some spectacular performances and
stories. Perhaps none of these performances was more
inspirational than that of Simone Biles, the 19-year-old US
gymnast who took home four gold medals. While no
Olympic champion has an easy path, Simone’s journey had
a few more roadblocks than most must endure: a father who
abandoned her family, followed by a mother who
succumbed to drug addiction. Simone could have viewed
herself as a victim and wallowed in self-pity. Instead, she
turned herself into the greatest gymnast in the world—a
sport one could argue requires more determination and
dedication than any other. Well done, Simone!
One thing that caught my attention while watching Simone compete was her beaming
smile; it exuded positivity. Most champions will tell you they always think they can
win, and this is a big part of why they can deliver when it counts the most. Attitude
matters. I feel like part of the problem we face right now is that few people believe the
world can overcome the obstacles it faces. There seems to be almost a universal belief
that the global economy is doomed—that secular stagnation is a foregone conclusion
and there is nothing we can do about it other than manage the downside and complain.
In my view, that is a pretty dire outlook, and it’s a future not necessarily reflective of
reality. It is also the natural outcome of two 50% stock market wipeouts within the same
decade. People are pessimistic and looking for the bad news and the next crisis. Their
collective attitude stinks. Meanwhile, the US economy is currently at full employment
and the stock market is at all-time highs. Global equity markets are also close to all-time
highs and growth is looking better, too. So, while the media and many market pundits
continue to harp on all the negatives, the market seems to be telling us not to be so
gloomy. A positive attitude can’t make the obstacles we face disappear, but a bad
attitude surely makes overcoming them more difficult. There are instances all through
history in which the consensus thought we faced insurmountable odds only to be proven
wrong by a stronger will to succeed. We may very well be in the midst of another one of
those examples. 
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O

ur cautious global-growth outlook is
more than just a near-term cyclical
call. It also reflects a sober assessment of
long-term growth potential. By our
estimates, potential growth for the
developed market (DM) economies is only
1.25% through the second quarter of
2017—about 1.5 percentage points lower
than in the late 1990s. This means that,
instead of GDP doubling every 25 years, it
now takes 56 years to double. The marked
fall also has repercussions on valuation,
because many metrics assume growth
reverts to the mean. Furthermore, it
impacts the neutral policy rate and the

amount of slack in the economy. Longterm growth projections by the OECD
suggest that, while potential growth might
recover marginally in the next decade, it
will likely ebb after 2030.
Over the long haul, growth should
mainly be driven by productivity
improvements. Our estimates of potential
output growth are more cautious than the
OECD long-term projections, which
assume both that the financial crisis has
only dented the level of GDP but not the
trend growth rate and that the rate of
global technological progress equals the
pace seen in the developed markets
between the mid 1990s and mid 2000s.
Even using these optimistic assumptions,
global growth would only average about
3.0% in the coming decades. Hence, it is
unlikely that global growth will return to
the annual long-term average of 3.6% on a
sustained basis.
MISALLOCATION OF RESOURCES.

There is no doubt that the rate of techno-
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logical progress has slowed materially
since 2000. In our view, global
productivity growth is hampered by low
technological diffusion and high resource
misallocation. Both are a legacy of the
boom-bust cycle that ended in the financial
crisis (see chart). Asset-price bubbles,
alongside increasing state intervention,
caused a significant misallocation of
capital. In our view, it is not a lack of
innovation but a lack of diffusion within
and between countries that hampers global
growth. Structural rigidities and rising
protectionism prevent laggards from
catching up with the global technology
frontier. The lack of capital deepening—
the increase in the ratio of productive
capital to output—also plays an important
role, we think, given the pronounced
weakness in capital investment.
If new technologies were able to push
productivity growth back to its annual
long-term average of 1.5% in the US and
1.8% in the OECD countries, global
growth prospects would brighten
materially. In this scenario, the current
trend growth estimate for the OECD—the
34 largest market economies accounting
for two-thirds of global GDP—would
likely increase from the present 2% to
around 3% annually in the next 10 years.
The boost could be even bigger if DM
countries are able to replicate at least some
of the productivity spurt seen in the US
during the information-technology boom.
However, we need to remember that the
hopes of the late 1990s that US
productivity would be replicated in other
OECD countries went unfulfilled.
MACRO CONSEQUENCES. The
slowdown in productivity has profound
macroeconomic consequences. Low laborproductivity gains limit wage-income
growth and thus are crucial for the
consumer outlook. In addition, it
determines the extent to which wage
increases translate into labor-cost
pressures, profit-margin compression and
lower investment spending.
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Beyond the near-term cyclical
consequences, productivity trends are also
a determinant of potential output growth
and, thereby, the neutral level of interest
rates—a critical yardstick for monetary
policy decisions. In what follows, we
discuss a number of different explanations
that have been put forward for the
productivity slowdown.
Is low productivity just due to
mismeasurement? To some extent, yes,
especially given the rise of free digital
content. While this content helps the
consumer, it does not boost GDP. Another
measurement issue stems from the fact that
quality improvements are not correctly
measured. For instance, when calculating
inflation, it is key to differentiate between
products getting more expensive because
of better quality and products simply
getting more expensive. For measurement
issues to explain the downtrend in
productivity growth, the measurement
error would have to consistently increase
over time. However, none of the
measurement issues are new, nor are they
likely to have worsened materially, leading
us to conclude that it is unlikely that
measurement errors can explain the
productivity slowdown.
Are shifts between sectors and
countries affecting productivity? The
productivity slowdown could simply
reflect a shift in the sector composition
from high-productivity toward lowerproductivity sectors. However, looking at
different sectors within the US economy
since the 1950s, a recent study establishes
that productivity growth within the same
sector has not slowed. Instead, it is the
contribution to overall productivity growth
coming from the shifts between sectors
that shows a material deceleration since
1990 and an outright decline since 2005.
Globally, the structural shift in the growth
dynamics from DM economies to the
emerging market (EM) economies argues
in favor of a shift from high-productivity
DM countries to EM countries that still
have considerable catch-up potential to the
global technology frontier. While this
process argues for higher EM productivity
growth compared with DM countries, it is

likely that productivity growth will slow
over time as the convergence process
advances.
Newly emerging “monopolies” may
have an impact. Nobel Prize winning
economist Joseph Stiglitz warns against
the increasing concentration of market
power of new-economy companies, which
use their quasimonopoly positions to
charge higher mark-ups to increase profits.
The emergence of such market-dominating
companies will likely undermine the
efficiency of resource use and hence
measured productivity growth. If market
power increases materially due to
digitalization, innovation would no longer
lead to more efficient use of capital and
labor inputs, and a slowdown in
productivity growth could result because
productivity is measured as a residual.
That means additional output that cannot
be explained by additional hours worked
or additional capital deployed.
REVIVING PRODUCTIVITY. Reviving
productivity is not easy, but steady R&D
spending is encouraging. R&D is what
really drives innovation and helps to
establish first-mover advantages, leverage
economies of scale in production and
generate positive spillovers between
companies. There is an important
difference in the trends for intangible
R&D investment and the diffusion of such
new technologies through investment in
machinery and equipment. In the US,
R&D spending took a big hit in the wake
of the tech bubble, which has likely been a
contributing factor to the productivity
slowdown. In the wake of the financial
crisis, by contrast, it was the diffusion of
technology through investment in
machinery and equipment that took a hit.
Meanwhile, corporate R&D spending
continued to stay strong in light of the
disappointing investment dynamics and
the lack of capital deepening in recent
years. The sluggish labor-productivity
growth at present should not be a surprise,
given that workers are not getting more
powerful machines or more efficient
technology.
Automation could lead to a major spurt
of heightened labor productivity.

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

However, the prospect of a massive laborsaving technological change has also
boosted fears of major job losses. Contrary
to fears about automation, paid
employment has risen close to historical
highs in major DM countries. Unlike past
automation, though, which mainly affected
low-skilled, blue-collar workers, studies
show digital automation will likely affect
higher-skilled, white-collar workers. A
material shift in the composition of the
labor force would result as demand for
low-skilled labor remains robust and many
personal in-person services are not yet
replaceable by machines. Hence, the
bifurcation in productivity of the
workforce to low- and high-skilled
workers could be weighing on average
productivity growth.
FLEXIBLE ECONOMY. Structural
reforms, free trade and public infrastructure are needed to boost productivity
growth, too. Only in a flexible economic
setting can the efficiency gains driven by
technological innovation take hold and be
transferred across countries. The latter is
particularly important for countries that
are still a good distance away from the
technology frontier. To this end, the
slowdown in global trade dynamics
relative to GDP growth, which suggests
that the international division of labor is
no longer deepening further, is a concern.
In addition, very easy monetary policy,
while helpful for growth in the near term,
could also be hindering productivity
growth in the long term by keeping
unproductive firms alive and preventing
the reallocation of resources.
Finally, a renewed spurt in skills-based
technological progress as part of the next
industrial revolution—notably through
automation and digitalization—is likely to
reinforce the frustration felt by the lower
middle class in many DM countries. With
the availability of cheap credit no longer
glossing over the deterioration in real
incomes, and with globalization creating
new competitive pressures, a renewed
backlash against the free trade of goods
and services and the free movement of
capital and labor could be in the cards. 
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W

hen trying to gauge the market
impact of the US presidential
election, it's less about who wins and more
about how they win. That's because,
though a president may have bold policy
ideas, which both Donald Trump and
Hillary Clinton do (see table), they need a
willing partner in Congress to implement
them. Admittedly, executive orders and
regulatory control offer some wiggle room
for unilateral action, but little more than
that, in our view.
Hence, election outcomes where one
party controls both the White House and
Congress are most conducive to
expeditiously putting transformative
policies into practice. However, in our
recent analysis of the factors driving the
2016 election, we concluded divided
government outcomes are more likely.
Since this suggests policy
incrementalism—the idea that the next
president may only be able to make slow
progress, if any, toward their goals—is
also a likely outcome, we continue to push
back on the idea that major market
catalysts such as trade protectionism, fiscal
stimulus or tax reform are going to
materialize in the near term.
PRICED-IN INCREMENTALISM. At
present, markets appear to largely agree,
suggesting that policy incrementalism is in
the price. Consider equity markets as an
example. Using the framework established
by our cross-asset strategy team, we

examine differences in implied volatility
for the on-the-run options-expiry periods
that frame the Nov. 8 election. For the
S&P 500 there appears to be little election
risk priced into the broad market. Drilling
deeper, the same can be said for health
care and financial sector stocks, both of
which might be flashpoints for major
policy changes should one party take
control of both the White House and
Congress.
There is some evidence of electionrelated volatility in the US interest rate
market, but not enough to definitively say
it is coming. As Morgan Stanley & Co.
interest rate strategists recently argued,
while volatility on the 10-year US
Treasury moved up around the period
covering the election, it was somewhat
slow to price in. Meanwhile, ratios of
municipal bond yields to comparable US
Treasuries suggest few concerns about
fundamental tax reform—yet another sign
that election risk does not appear to be
reflected in major US equity and fixed
income markets.

CURRENCY REACTION. A key
exception to this view is in the currency
market. The election premium is
unmistakable in certain currency pairs,
such as the exchange rate between the
dollar and the Mexican peso. Here, the
difference between one-month and threemonth volatility spiked significantly 90
days out, consistent with candidates'
comments about increased trade
protectionism.
The biggest risk to our status quo view
would be a Trump victory, which would
likely coincide with Republican control of
both the Senate and House. While there is
certainly plenty of time for Trump to
tighten the presidential race, recent polls
appear to affirm that he continues to
meaningfully trail Clinton, despite
attempts to recast the data. Consider the
following:
Clinton's lead is well supported by
the evidence. While polls and some
forecast models showed Trump pulling
even with Clinton immediately after the
Republican National Convention, Clinton
appears to have gained back this ground
and then some in the following weeks. Her
polling average lead is now up to seven
percentage points, well outside the typical
margin of error. Her improved standing is
further reflected in several forecasting
models, which now show record or near-

Both Candidates Propose Major Policy Changes
Policy Change
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Trump

Renegotiate No. Amer. Free Trade Agreement





Reject Trans-Pacific Partnership





Boost Infrastructure Spending





Reduce Tax Expenditures





Repeal Dodd-Frank (Financial Regulation)



Strictly Limit Immigration



Repeal Affordable Care Act



Increase Defense Spending



Increase Gun Control



Individual Income Tax Rates





Source: Morgan Stanley Research as of Aug. 16, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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record probabilities for a Clinton win.
Don't believe the hype about
misleading polls. A common set of
questions we receive are about
“misleading polls.” Concerns include that
the Brexit experience shows that polls are
unreliable; polls are skewed with more
Democrats responding than Republicans;
and polls are missing the “new voters”
Trump is targeting.
In short, we're being asked if our faith
in polls is misplaced. Our response: Polls
are evidence based, not anecdote based. It
is simply more likely critics are
overrepresenting the odds than it is the
polls are wrong. Trump's surprising rise to
the nomination and/or the Brexit
experience may contribute to these
concerns, but we see no meaningful
evidence to support the idea that election
polls have become less accurate than they
have been historically.
MARGIN OF ERROR. It may surprise
some that in the run-up to the Brexit vote,
the lead for “remain” in key polls was
within the margin of error. Handicappers,
including our own UK economics team,
gave “leave” relatively meaningful odds—
the MS & Co. estimate was a 45% chance
eight days before the vote. Although many
expressed shock at the outcome, when
something occurs that was given a nearly
50/50 chance of happening, it should not
be interpreted as major evidence the
polling that informed the oddsmakers was
substantially flawed. What’s more, though
some national presidential poll margins
look narrow, they must be interpreted
through the lens of the Electoral College.
Because the Electoral College is winnertake-all by state, a relatively close national
margin in the popular vote does not
necessarily equate to a close margin in the
Electoral College.
To further address concerns about polls
failing to capture preferences accurately,

we turn first to one of our favorite sources
of election news, FiveThirtyEight.com.
They have argued this would mean “a
large number of professional pollsters who
make their living trying to provide
accurate information—and have a good
record of doing so—are all deliberately
biasing the polls and aren’t correcting for
it.” In the same article, author Harry Enten
posits that it is not a sign of bias that polls
are showing greater numbers of
Democratic respondents, given that the
percentage of presidential voters who
identify as Democrats has been greater
than those identifying as Republican going
back to 1952.
NEW VOTERS. Finally, on whether
polls could be missing Trump voters who
don't typically vote or are reticent to admit
their support for Trump, we note several
arguments that question this notion. For
example, according to Shane Goldmacher
of the website Politico.com, exit polls
identified many of the “new voters” who
came out for Trump in the primaries as
largely previously identified Republicans
who typically voted in the general
election. Further, primary turnout has not
historically been a good predictor of
general-election outcomes, according to
Linda Qiu of the factchecking website,
PolitiFact.com. Lastly, the idea that polls
may be missing voters who are reticent to
admit their support for Trump is belied by
the fact that live interview polls tend to
record about the same numbers for Trump
as online polls, according to Larry Sabato
of the University of Virginia Center for
Politics.
In addition, we think concerns that the
polls are wrong are reflected in the current
probabilities. Third-party models largely
based on polls in the 50 states suggest
Trump’s chances for victory are anywhere
from 20% to 30%, as we discussed above.
This is far from a tail risk. Hence, we don't

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

see Trump's odds of winning, or the risks
to our base case of divided government
and policy incrementalism, as understated.
ECONOMIC FOCUS. Trump's economic
focus helps him, but it is not a panacea.
Trump’s plan did include fodder for the
Republican base (lower and fewer tax
rates) and a populist message targeting
working-class voters in key swing states
(renegotiate NAFTA, eliminate carried
interest, etc.). Assuming he can stay on
message, an economic focus could lead
voters to view Trump more favorably and
stop the recent deterioration in his poll
numbers. Nevertheless, tax policy offers
no silver bullet, as there remain subjects
Clinton can use to limit Trump’s workingclass appeal—like the reduction of the top
tax bracket to 33%, the corporate tax rate
to 15% and the estate tax to 0%. Hence,
we expect Trump's focus on the economy
may offer a reprieve from falling polls but
will not be a game changer. What, then,
could boost Trump more meaningfully and
sustainably? At this point, any advantage
would appear to be mostly event driven.
FISCAL STIMULUS? The most common
election question we receive from clients
is this: Under what circumstances could
the election lead to fiscal stimulus? As
we've previously advised, we think the
odds are against fiscal stimulus in the near
term because stimulus is uncommon
outside of recessions. There is still a
chance for stimulus, most likely in the
form of a tax cut under a Trump
presidency with a Republican Congress.
Stimulus is less likely in a Clinton
presidency given the Republicans’ high
probability of retaining the House and, as
the last six years have demonstrated,
policymaking is hard to do with a divided
government. 
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In the Market Outlook
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I

n the past year, a staggering number of
high-profile stories related to macroeconomic risks have grabbed headlines
and driven market volatility. They include
a surprise devaluation of the Chinese yuan,
worries of waning central bank potency,
weakness in oil and the industrial sector
and, most recently, the unexpected vote for
Brexit. Today, new stock market highs
suggest the effects of such risks are
contained. By their nature, these events are
difficult to predict, but the current outlook
is decidedly calmer than in the past year.
Given this, are markets now poised to
trade less on headline fears and more on
fundamentals?
MEASURING MACRO FACTORS. To
answer this, we developed a means to
measure the extent to which macro risks
have driven stock returns in this recent,
turbulent period. To do so, we selected
four key assets whose price action has
been most closely related to recent macro

fears. First is the US dollar, the excess
strengthening of which had triggered fears
of declining global liquidity, slowing US
exporter sales, and risk-off sentiment.
Second is oil, which plummeted across the
second half of 2015 and first half of 2016,
raising fears of declining global growth
and suggesting potential stress among
energy companies, oil-producing emerging
market nations and lenders to these
institutions. Third is gold, where rising
prices have historically coincided with a
compromised growth and inflation outlook
and heightening risk aversion. Fourth and
finally is the two-year US Treasury, where
higher yields have coincided with fears of
excessively hawkish, potentially
destabilizing Fed policy paths.
Having identified these assets as a
proxy for macro fears, we examine them in
conjunction with the equity market (see
chart). We expect fear-driven markets to
display a stronger correlation to these
assets; on the other hand, in periods in
which equities trade more independently
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Please refer to important information, disclosures and qualifications at the end of this material.

from these assets, opportunistic risk-taking
can overcome such fears, placing greater
emphasis on company-specific merits.
During these periods, we would expect
fundamentals to play a larger role,
allowing companies representing more
compelling values to outperform.
MOVES WITH THE NEWS. Were
markets in the period leading up to the
Brexit vote driven largely by risk aversion,
as the many fear-inducing headlines would
suggest? Our analysis says yes, as the
correlations between both domestic and
global equity returns were higher than the
average over the course of the cycle. This
is consistent with the news flow—both at
the beginning of the year when the higher
dollar, lower oil, and doubts around the
December 2015 Federal Reserve interest
rate hike combined to provoke the market
sell-off, and at the end of June right after
the uncertainty provoked by the Brexit
vote. As these concerns peaked, markets
appeared more driven by fear.
What does that analysis reveal about the
current landscape? Since the Brexit vote,
the story has been very different. As of the
end of August, equity returns have
decoupled materially from these risk
assets, with correlations to macro, fearrelated assets now sitting below cycle
averages. Despite this post-Brexit period
comprising only two months, we are
encouraged. This message from financial
markets seems to reflect the seeming lack
of headlines related to potential market
perils. Consequently, the diminishing role
of fears means stronger fundamentals
could play a larger role going forward.
BOOST TO RISK ASSETS. This could
help risk assets. Though there is
widespread skepticism around equity
markets continuing higher, we see the
global expansion remaining intact and
adding strength to the earnings picture.
Further, for those investing through active
managers who carefully study company
fundamentals, greater focus by markets
could result in enhanced returns through
more effective stock-picking. 
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Next Stop:
Tech Stocks
LISA SHALETT
Head of Investment and Portfolio Strategies
Morgan Stanley Wealth Management

A

t he start of 2016, technology stocks
lagged as investors rotated to valueoriented cyclical stocks in anticipation of a
macroeconomic bounce. With little pickup
in corporate capital investment atop
building concerns around iPhone sales and
lackluster earnings at several bellwethers,
institutional investors downplayed tech.
CHIPS LEAD. Our view on tech has
been encouraged by the surge in
semiconductor-equipment bookings,
which tend to lead semiconductor volume
by three to four months (see chart). The
magnitude of the booking rate—the best
since autumn 2010—is substantiated by
other macroeconomic indicators. Both the
global and US versions of the Citi
Economic Surprise Index have inflected
higher, hovering at levels last seen in
2014, and the recent resurgence of
economic indicators for the emerging
markets is particularly important as they
have been a critical growth market for

many hardware manufacturers.
Furthermore, the recent plunge in US
productivity, marking a weak second
quarter of -0.5%, has left the year-overyear decline at a cycle low of -0.4%
annualized. With the labor market
tightening, wages have moved up at a
2.6% annualized rate. This, in turn,
suggests capital spending should soon
accelerate. Importantly, software and
services comprise some two-thirds of the
tech sector’s market cap and have been
garnering a growing share of total
nonresidential fixed investment; roughly
20% to 25% of every dollar has been
going to software and services.
BETTER PROFITS AHEAD. With overall
demand likely to increase, we anticipate
even better profits, which should enhance
already superior free-cash-flow margins.
According to Thomson Reuters, the
consensus earnings-per-share (EPS)
growth estimate for the tech sector in 2016
is just 0.5% and jumps to 12.7% next year.
Still, that is below the consensus 14.3%

Upturn in Semiconductor-Equipment Bookings
Is a Positive Sign for the Tech Sector
$3.5 Billion
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Our confidence comes from the fact that,
despite the downturn in sales growth
during the past 18 months, overall profit
margins have held steady; tech companies
cut costs and made mergers and
acquisitions to cushion the revenue
reduction.
What’s more, about half of intermediate
tech components come from the emerging
markets, where prices have been falling
steadily at a rate of about 2.5% per year
since 2012. That means any lift in sales
benefits from a tailwind on the cost of
goods sold. In addition, tech firms have
positive operating leverage because of
their largely fixed costs, so margins are
likely to expand, especially for
semiconductor and hardware makers.
We expect software and services
vendors to be able to maintain their
substantial profit margins. In the current
cycle, software companies have enjoyed
free-cash-flow margins of 21.5%. With
dividend payouts low, ample cash on the
balance sheets to fund internal growth and
the sales forecast improving, we anticipate
a material increase in free cash flow that
could fund dividends and share buybacks
in the year ahead.
ATTRACTIVE VALUATIONS. Lastly, the
tech sector already provides attractive
valuations and constructive technicals, and
it appears underowned by institutional
investors. The sector sells at 13.8 times
free cash flow. That’s just 1.06 times the
market’s multiple versus a 10-year average
of 1.25. With a dividend yield of 1.6% and
a free-cash-flow yield of 5.5%, we see
potential for a 1%-to-2% increase in total
yield. From a technical perspective, the
equal-weighted tech sector has moved
above its 50-day and 200-day moving
averages and has begun to take market
leadership. That said, the sector has yet to
attract major passive flows, as techfocused exchange-traded funds have been
negative for the past two months. 

0
1998

2001

2004

2007

2010

2013

2016

Source: Bloomberg as of July 31, 2016 (bookings); as of Aug. 26, 2016 (index)
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Say What? Biotech Is
Cheaper Than Pharma?
ADAM S. PARKER, PhD
Chief US Equity Strategist
Morgan Stanley & Co.

H

istorically, US biotechnology stocks
have traded at a premium to the big
European and US pharmaceutical
companies because of their much faster
growth rates. Now, the market values US
biotech at the same forward price/earnings
(P/E) ratio as big pharma (see chart).
Biotech is also trading at a discount to US
pharma on price/operating cash flow.
What’s going on? Biotech’s multiple
contraction doesn’t seem to be supported
by fundamentals. Net margins for global
pharmaceuticals have been remarkably
steady, while US biotech stocks have
continually increased profitability for more
than a decade and are now vastly more
profitable in aggregate.
BETTER REVENUE GROWTH. Part of
the reason for the relative convergence in
multiples could be an expectation that the
revenue growth of biotechnology relative
to pharma will no longer be as high as it
was in 2014. Nonetheless, our analysts are

forecasting 9% revenue growth during the
next two years for biotech versus 4% for
the large pharmaceutical companies, thus
offering a superior trajectory with less
volatility. Perhaps this is simply a case of
lower expectations for big pharma, where
companies have generally exceeded
analysts' outlooks. In fact, the global
pharma industry has just seen the most
upward earnings revisions since 2011.
Another reason for the outperformance
of pharma could be dividends. Only two of
39 publicly traded US biotech firms offer a
dividend, compared with 30 of the 48 US
and European pharma companies. Given
that bond yields have gone so low,
investors continue to reward yield-focused
companies. It is entirely possible that
pharma will continue to perform well, but
we think biotech stocks may be the better
opportunity.
BUYBACK EFFECT. Biotech companies
generally have been buying back some
stock, so we wanted to also assess total
yield—dividend plus repurchase yield.
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Many investors may be surprised that the
total yield for biotech is now higher than
for global pharma, although this is heavily
influenced by one large biotech company
that trades at less than seven times
earnings per share due to expiring patents
on core products. Without this company,
global pharma has a total yield a little
more than 1% higher than US biotech.
Ultimately, what seems clear is that
both industries have become more macro
based and less company specific over
time. Our work shows that biotech is the
least company specific it has ever been,
and half of pharma's returns can also be
explained by a few simple macro factors.
The market appears to be
discounting substantially more pipeline
value to pharma than biotech, despite
similar historical success. For biotech,
the average company has about 12% of its
valuation in the pipeline compared with
30% for pharma. To us, this suggests a
superior risk-reward balance for biotech.
A big concern about biotech is that
changes to drug pricing could damage
earnings—but pharma companies rely
more on price increases for growth than
do biotech firms. The estimated earningsper-share downside to pharma is about 6%
if branded pricing increases stopped, as
opposed to 2% for biotech, on average.
Investors could continue to reduce biotech
multiples more than pharma multiples if
political scrutiny on pricing continues,
given that biotech revenues are much more
concentrated as compared with pharma.
Importantly, we find that the reality does
not always match investor perception.
Biotech actually has more cash than
pharma. While we acknowledge that its
market cap (and thus borrowing capacity)
is different, biotech has more cash on hand
than pharma, suggesting that its potential
for mergers and acquisitions (M&A) and
its attractiveness as a target is quite
substantial. With M&A being a key
component of pipeline growth and investor
interest, biotech again appears to hold the
healthier position. 

*Float-adjusted, dollar-cap-weighted average, 2005 to July 2016
Source: FactSet, Morgan Stanley Research as of Aug. 15, 2016
Please refer to important information, disclosures and qualifications at the end of this material.

September 2016

8

ON THE MARKETS / ALTERNATIVES

Higher Oil Prices and
Reforms Give MLPs a Lift
VIJAY CHANDAR
Market Strategist
Morgan Stanley Wealth Management

L

ast year, midstream master limited
partnerships (MLPs) faced a perfect
storm of lower commodity prices, falling
US hydrocarbon production and rising
interest rates. The storm sent the Alerian
MLP Infrastructure Index crashing, as it
tumbled 62% from its 2014 high to the low
in February 2016.
Despite these lingering headwinds, in
May we suggested investors take another
look at MLPs, as attractive valuations and
improving commodity fundamentals
presented an attractive risk-reward
proposition. Four months later, our
conviction in MLPs has only increased.
While the index has rallied 60% since the
low, it remains well below its 2014 highs
and still trades at a discount to its longterm average-cash-flow multiple. With a
7.3% estimated index yield, MLPs also
remain one of the few income-oriented
assets that appear cheap in today’s market.

While some may be wary following last
year’s losses, we would encourage
investors to remember the aftermath of
MLP’s pummelling in 2008-2009; the
recent downturn and recovery has been
remarkably similar in both magnitude and
duration (see chart). While we’re not
saying the action going forward will
replicate perfectly, we think it is helpful to
remind ourselves that the industry has
previously recovered from a similarly
bleak, if not worse, outlook.
ENERGY UPCYCLE. So, what drives our
bullish thesis and why do we think this
year may be different from last? In short,
with supply growth diminishing and
continued demand growth, we believe that
the next energy upcycle has begun; while
crude-oil markets were oversupplied by as
many as 2 million barrels per day in 2015,
we believe markets will reach balance later
this year or early next, with global demand
exceeding supply—and that should drive a
recovery in crude-oil prices.

So Far, MLP’s Recent Downturn and Recovery Look
Much Like the 2006-2011 Experience
Alerian MLP Infrastructure Index
2006-2011* (left axis) Current** (right axis)
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We expect US midstream MLPs to be a
particular beneficiary of such a stabilization and recovery in oil prices. As oil
markets tighten, there will be little cushion
as OPEC spare capacity, the only real
source of spare capacity in the world, is
already at historically low levels given its
aggressive market-share strategy. Large
non-OPEC producers, such as Russia and
Brazil, have seen sharp reductions in new
project investment in recent years. Thus,
they too are unlikely to have production
growth as we look toward the end of the
decade. In our view, in order to meet
growing demand in the next few years, the
markets will turn to US shale production,
the only viable form of production that can
be brought to market in short order. To
incent increased US production, it will
take higher underlying prices—creating a
virtuous price/volume cycle for midstream
MLPs in the intermediate term.
SELF-HELP INITIATIVES. Beyond
higher commodity prices, we believe the
industry has made progress in its own selfhelp initiatives. Admittedly, many MLPs
came into the current crisis with too much
debt and too little distribution coverage.
This in turn led to several distribution cuts,
but this year we have seen companies
fortify balance sheets and bolster payouts.
At the depths of the lows this past winter,
we saw several notable infusions of capital
into various MLPs through preferred stock
offerings and, in recent weeks, we have
seen several restructurings and general
partner and limited-partner agreements
that increase our confidence in
distributions going forward. We believe
this healthier financial backdrop limits
downside even if fundamentals do not
recover as quickly as we expect.
Put together, we believe the majority of
distribution cuts for large midstream
players are behind us, and midstream
MLPs will be a key beneficiary as both oil
and natural gas recover. Current valuations
remain appealing, and we believe adding
to exposure at current levels presents an
attractive risk-reward proposition. 
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Mid-Cycle Scare or
Late-Cycle Bear?
ADAM RICHMOND
Head of US Credit Strategy
Morgan Stanley & Co.

T

he recent environment for credit has
been ideal: Economic data are good
enough to seemingly take recession risk
off the table for now, but there’s also
enough global uncertainty to keep central
banks in easing mode, which pushes yieldhungry investors into US credit. That
dynamic makes the credit markets appear
strong, but we hesitate to chase this rally
because, in our view, we are late in the
credit cycle. To be bullish long term on
credit at current valuations, we think
investors need to believe this cycle can last
for a while. That means considering the
past year’s weakness to be more like a
mid-cycle growth scare, as in 1986 and
2011, than the start of a long credit bear
market late in a cycle similar to 1998-2002
(see chart). Here, we highlight the signs
that argue for the late-cycle view:
The Federal Reserve is no longer
easing to cushion blows. Now, the Fed is
hiking, albeit slowly, and has used periods

of easing in financial conditions to put rate
hikes back on the table. We note, too, that
growth has slowed consistently since Fed
officials began hinting at tapering in 2013.
The yield curve is flattening. The
difference between two-year and 10-year
US Treasuries has fallen meaningfully,
and such flattening is often a good latecycle indicator. Admittedly, the curve has
flattened in the past during mid-cycle
slowdowns, but it was near 250 basis
points in mid 2011 versus 80 basis points
today. In addition, as our economists have
noted and as per Japan’s experience, in a
near-zero rate environment a curve this flat
is probably at least a yellow-light warning
about future recession risks.
Leverage is very high. In 2011, the
credit market scare took place early in a
cycle, when balance sheet quality was
improving and leverage was down.
Through the weakness, fundamentals
remained healthy and the default rate was
low. In 1986, defaults rose, driven by the
energy sector, but it was also much earlier

Late in a Credit Cycle Is No Time To Reach for Yield
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in a cycle, prior to the majority of the
increase in leverage. This time, the market
selloff is taking place after leverage has
already risen for multiple years and is at
peak levels. As is often the case later in a
cycle, with leverage this high, markets are
more at risk for mistakes.
Credit conditions are tightening.
Besides high leverage, banks have started
to respond to deteriorating fundamentals,
rising defaults and weakening underwriting standards by tightening credit
conditions. We believe this is also normal
later in a cycle, and it is often the catalyst
for rising defaults after a period of rising
leverage. This is again very different from
periods earlier on, like 2011, when credit
conditions were still becoming easier at
the margin. Likewise, markets have
tightened credit for lower-quality issuers
for some time. We can see this dynamic in
many ways—for example, with the share
of lower-quality issuance falling as a
percentage of total corporate supply.
Profit margins are peaking. Corporate
profit margins have arguably peaked, or at
the least fallen meaningfully over the past
year and a half—often consistent with a
turn in the cycle, or at the least a latercycle environment.
Mergers and acquisitions may be
topping. Though it’s not everywhere, we
have seen plenty of signs of late-cycle
behavior from corporates in the past few
years. For example, mergers and
acquisitions (M&A) hit a peak, surpassing
prior cycle peaks, at the end of 2015. Once
again, the weakness in 2011 happened
earlier in a cycle when corporate behavior
was much more conservative—as an
example, with M&A volumes much closer
to trough levels. In fact, consistent with a
very-late-cycle environment, it is possible
that 2015 was the peak year for M&A in
this cycle, based on declining volumes for
the year to date.
Leading economic indicators are
turning down. We also think there are
several economic data points indicative of
a late-cycle environment. For example, the

Source: The Yield Book as of Aug. 29, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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Conference Board Composite of Leading
Economic Indicators has clearly turned
lower. We also think it is worth noting
that, even with the strong payroll reports
for the past two months, it is possible we
have seen a peak in employment in this
cycle. For example, monthly payroll
expansions have averaged 186,000 this
year in comparison with 229,000 in 2015
and 251,000 in 2014.
We could pick apart any of the data and
explain why this time could be different,

but taken together we think there is
enough evidence to support the view that
we are in a late-cycle environment. If we
are correct, the investment implications are
clear: Use rallies and periods of better
liquidity to lighten up on risk and upgrade
portfolio quality. Reaching for yield can
work for short periods late in a cycle, but it
also means that spreads are not headed
back to their tightest of the cycle anytime
soon. It also suggests we should see more
frequent periods of heightened volatility in

which weak liquidity will magnify the
fundamental issues. As a result, we stick
with our mostly up-in-quality views. We
prefer investment grade over high yield
and senior loans over high yield. We like
US financials over nonfinancials, with
banks being one of the only sectors seeing
clear fundamental improvement in this
cycle, and we prefer taking duration risk to
credit risk. 

ON THE MARKETS / MUNICIPAL BONDS

No Summer Doldrums
In the Muni Market
JOHN DILLON
Municipal Bond Strategist
Morgan Stanley Wealth Management

M

any markets have seasonal patterns,
and the municipal bond market is
one in which seasonality is often pronounced. With the assumption of relatively
stable interest rates, the supply and
demand factors are relatively predictable.
However, every so often something
significant comes along to disrupt the
norm. At the end of June, that disruption
was the UK vote to leave the European
Union—the Brexit—and it has made the

summer of 2016 anything but typical.
QUICK PLUNGE. Immediately following
the June 23 referendum, the 10-year US
Treasury yield plunged nearly 20 basis
points, and the benchmark AAA-rated
munis followed suit but failed to keep up.
After the initial shock, Treasury yields
started to come up from the lows, but the
muni market couldn’t keep up. As a result,
the relative-value ratio, the muni yield as a
percentage of a comparable Treasury, rose
to 96% by late July from 86% the day after
the Brexit vote (see chart).
This higher relative value, combined

Munis’ Relative-Value Ratio Jumped Post Brexit
104%
10-Yr. Relative-Value Ratio
100
96
92
88
84

with continued robust mutual fund inflows
and significant redemption-related demand
that is typical in the summer months,
enabled underwriters to easily sell nearly
$12 billion in new issues the week of Aug.
1, a figure that has since returned to about
$7 billion. All told, the total return of the
Barclays Municipal Bond Index stands at
4.55% for the year to date (as of Aug. 29).
OUTPERFORMANCE UNDERWAY.

Based on the trends of declining relative
value since the outsized new-issue supply
in August, the expectation for less primary
supply through Labor Day and still-heavy
reinvestment flows, we believe muni
outperformance is underway and may
continue into September. For individual
investors, this means the clock is already
ticking in terms of reinvesting maturing
bond proceeds (or new money) at
compelling relative-value levels—while
benchmark yields are also well above the
lows. The next compelling reinvestment
window may not open until October.
We suggest using market strength to
bolster portfolio credit quality (sell weak
names/structures), while watching for the
opportune entry points that currently exist
(but may soon vanish) and may not return
until after late September. We favor 4% to
5% coupons with final maturities in 12 to
20 years with at least five-year call
protection. Neutral duration can be
achieved by adding cash and floating-rate
notes. 

80
Jan '16 Feb '16 Mar '16 Apr '16 May '16 Jun '16 Jul '16 Aug '16
Source: Thomson Reuters Municipal Market Data of Aug. 29, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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For Emerging Markets, a
New Definition of Success
E

merging market (EM) equities have
bested their developed market peers so
far in 2016, after years of lagging
performance. Is it sustainable? Ruchir
Sharma, head of the emerging markets
equity team at Morgan Stanley Investment
Management, says sustainability depends
much on China and somewhat on the
Federal Reserve. Sharma views the
emerging markets less as a monolith and
prefers to evaluate both developed and
emerging markets on a country-by-country
basis. He believes that the definition of
economic success has changed and
investors have to adjust to this new
definition of a slower-growth environment
even for emerging market countries.
Sharma’s latest book, The Rise and Fall
of Nations: Forces of Change in a PostCrisis World, identifies factors that
contribute to a nation’s success. “It’s
almost like a help-yourself book,” he
explains. “Take these 10 rules and use
them to figure out how you judge a
country.” He recently spoke with Sachin
Manchanda, a Morgan Stanley Wealth
Management equity strategist. The
following is an edited version of their
conversation.
SACHIN MANCHANDA (SM): What’s
your take on the current market
environment?
RUCHIR SHARMA (RS): Since World
War II, the average length of global
economic cycles has been about 70 to 80
months, so that tells us we are clearly at
the very mature stages of this economic
cycle. Yet, because the growth has been
very disappointing, we have this
completely bizarre situation where, even
though we’re in the very mature stages of

the cycle, central banks are still behaving
as if a lot more needs to be done to try and
stimulate the global economy.
A very mature stage of the economic
cycle is typically when you should be
looking for what can go wrong. It’s clear
that asset prices are being artificially held
up because of the very accommodative
monetary policy that central banks across
the world are running. Because of central
bank policies, any current shocks like
Brexit are very short-lived—and we’re
able to keep rolling on.
SM: Emerging markets have had a great
run so far this year. What factors are
driving that outperformance, and what are
you watching in the space?
RS: If you look at the history of
emerging markets, they typically do well
when economic growth is accelerating—
and they do particularly well against the
developed world when the growth gap
between the emerging world and the
developed world is increasing.
Emerging markets grew much faster
than the developed world for much of last
decade. Beginning in about 2011, that gap
began to narrow, and from 2013 onward it
started to come down quite sharply. That
caused emerging markets to underperform.
What we are seeing now, at the very
least, is a stabilization of the growth gap.
More downgrades have come in from the
developed world this year, while emerging
market growth expectations have
stabilized after having fallen consistently
for the last four to five years. That’s really
the big driver of emerging market
outperformance, and an encouraging sign.
From a valuation standpoint, on a fiveyear basis, the emerging markets
obviously look much better because
valuations got really depressed. In fact,

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

earnings still are very depressed. If you
normalize some of those valuations and
earnings and you compare that to the high
earnings and high margins in the US, you
can easily build the case that the
opportunity for outperformance is in the
emerging markets.
SM: What are the risks to this scenario?
RS: The caveat I have for this scenario
is China. I’m still a bit concerned about
China and I’m still not convinced that the
Chinese debt bubble is over—and
concerned that it continues to increase at a
very rapid pace. The world is adjusting to
a slower-growing China, which is the good
news. Having said that, I am concerned
about at what level China’s growth will
settle down. China’s growth is like a pingpong ball bouncing down the stairs; it’s
consistently falling, but it’s falling in a
steady way, and each time the fall seems
to get a bit sharper the Chinese government uses even more stimulus to try and
prop economic activity up. It’s a very
steady, but persistent, decline and over a
period of time. It’s a pretty big decline.
Chinese GDP growth has fallen from a
10% peak in 2010.
The issue here is the amount of debt
that China’s still taking on. It now takes
about $4 of debt to create $1 of GDP
growth in China, and in the first quarter
that number was as much as six to one. In
comparison, at the peak of the US housing
bubble, it took about $3 of debt to create
$1 of GDP growth in the US. That’s how
extreme things have become in China.
For me, China is the most significant
issue in the emerging markets. In fact, I
am very hesitant about buying anything
that is predicated on China doing well. For
example, I don’t see a lot of the demand
for commodities picking up anytime
quickly. I feel that commodities still are
very much a cyclical play and not a theme
that is likely to endure for the next three to
five years. We also keep away from those
countries that are dependent on exporting
to China.
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SM: Are there any other risks you are
watching for?
RS: The perennial risk is that the
Federal Reserve begins to hike interest
rates again because, although emerging
markets are less dependent on external
liquidity for their growth compared with
three to four years ago, they’re still very
much dependent. Some of these countries
still have a lot of dollar-denominated debt
and, when the politics are unstable as in
countries like Turkey, economies are at
risk because they are reliant on foreign
capital to grow. So a Fed rate hike, and the
impact that has on asset prices and capital
flows, is a risk that everyone is quite
aware of.
SM: You lay out a set of factors in your
new book that help gauge the likelihood of
a country’s future success. Which
countries are best poised at the moment?
RS: What I do in the book is to use the
10 rules to figure out which countries rank
as good, average and ugly. No country
ranked well on all 10 rules, so if a country
ranks well on six or seven, it’s one we
like—especially in this environment
because it’s so easy for countries to pick
up momentum.
The countries which rank relatively
well on a net basis in the developed world
include places like the US and Germany.
In the emerging world: In South Asia it
includes India, Pakistan and Bangladesh;
in Eastern Europe it includes Poland,
Romania and the Czech Republic; in Latin
America it includes Peru and Argentina;
and in East Asia it includes Indonesia,
Philippines and Vietnam. These are all
countries that look good when we apply
the 10 rules, and places where we find
good investment opportunities.
Mexico ranks well, too. The only
problem there is that it always seems to be
a bit stuck on the runway—which is that it
looks good, it seems it is about to take off,
it is about to take off … and then

something or other prevents it from taking
off. Sometimes it’s like problems of other
emerging markets, sometimes the US
economy is slowing down too much. For
some reason Mexico has continued to
disappoint, but I would still include it in
the good camp.
One thing that I very clearly mention in
this book is that we have a new definition
of economic success. The old definition of
economic success does not work. What I
mean by that is that it’s very difficult in
this slow-growth environment for
countries to grow at much more than 5%,
even if it’s an emerging market. At the
peak of the boom in 2007, 60 countries
were growing at a rate of more than 7%.
Today, that number is down to eight or
nine countries. So you have to be careful
about the fact that the definition of
economic success has changed.
Having said that, I think that there are
still winners and the countries I mentioned
will do better on a relative basis.
SM: What are your thoughts on Russia
and Brazil, two of the best-performing
emerging market countries this year?
RS: In the near term, I’d say that these
economies don’t look as bad as they once
looked, because the currencies have
adjusted and fallen a lot. In Brazil, you are
seeing a major pickup in reform
momentum with a new government in
place. In Russia, I think I’ve been a bit
surprised to see how the Putin government
has stuck to economic orthodoxy. The
good news is that even some of the
countries that don’t rank well at least don’t
rank as badly as they did six-to-12 months
ago because there has been change.
Policies have shifted, or leaders have
shifted, and on that front things have
improved. So you’re seeing some boxes
being checked.
But I don’t think that these economies
look that attractive on a five-year basis.
The outlooks for Brazil and Russia are bad

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

because I don’t see commodity prices
going anywhere over the next three to five
years, and these two economies still seem
very dependent on commodities as the
main driver for economic growth.
SM: What are other secular trends that
you see in the emerging markets?
RS: Aging populations are not only a
developed market problem, but a very big
deal across the emerging market universe
as well. Demographics are playing an
important role in driving economic growth
rates at a time when the population growth
rate across the world has slowed
significantly. On top of new trends of
aging populations and demographics, we
still expect consumption to be relatively
good, which supports sectors such as
health care. We also like internet themes in
China and think that the private sector
banks and nonbanking financial companies
will work well in India.
SM: Can you share any recent stories or
anecdotes from your time on the road?
RS: I was in China three months ago
and what’s really fascinating is that,
despite the dire mood there, it’s always
something new. Liquidity is slowing, but
there is so much money still sloshing
around that system that there is the feeling
that you ought to find something new to
speculate in. You have to keep dancing.
When I was last in China, there was a
lot of speculation going on in exotic stuff
like commodity futures, and the real estate
market once again was heating up. You
would think that after recent stock market
performance and the pain it inflicted on
many people, the speculative juices of the
people there would have calmed down.
Yet, they are busy finding the next target
of their speculation. 
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Global Investment Committee
Tactical Asset Allocation
The Global Investment Committee provides guidance on asset allocation decisions through its various
models. The five models below are recommended for investors with up to $25 million in investable assets.
They are based on an increasing scale of risk (expected volatility) and expected return.
Capital Preservation

Income

Balanced Growth

Market Growth

Opportunistic Growth

Key

Ultrashort Fixed Income
Fixed Income & Preferreds
Equities
Alternatives

Source: Morgan Stanley Wealth Management GIC as of Aug. 31, 2016

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

Relative Weight
Within Equities

US

Overweight

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

International Equities
(Developed Markets)

Equal Weight

We maintain a positive bias for Japanese and European equity markets despite the political challenges that both
markets have faced this year. Ironically, the affirmative Brexit vote in June may catalyze more fiscal policy action in
both regions, which is desperately needed to make the extraordinary monetary policy offered in both 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 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 Aug. 31, 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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Index Definitions
ALERIAN MLP INFRASTRUCTURE INDEX This

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

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

BARCLAYS MUNICIPAL BOND INDEX

CITI US BIG CORPORATE BOND INDEX This

is a

CITI ECONOMIC SURPRISE INDEX This

index
measures data surprises relative to market
expectations. A positive reading means that
data releases have been stronger than expected
and a negative reading means that data releases
have been worse than expected.

CONFERENCE BOARD COMPOSITE INDEX OF
LEADING ECONOMIC INDICATORS This index

includes economic variables that tend to move
before changes in the overall economy.

S&P 500 INDEX Regarded as the best single
gauge of the US equities market, this
capitalization-weighted index includes a
representative sample of 500 leading companies
in leading industries in the US economy.
S&P 500 SEMICONDUCTORS AND
SEMICONDUCTOR EQUIPMENT INDUSTRY
INDEX This capitalization-weighted index tracks

the performance of semiconductor and
semiconductor equipment companies in the
S&P 500.

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

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

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