GLOBAL INVESTMENT COMMITTEE / COMMENTARY

JUNE 2016

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

TABLE OF CONTENTS

2

5

6

7

8

9

10

11

More Fiscal Stimulus, Please
Since the global financial crisis, monetary
stimulus has delivered just subpar growth.
Now, fiscal stimulus is needed, too.
Is US Fiscal Stimulus Ahead?
Infrastructure spending, for instance,
could increase GDP and create jobs.
How the “Brexit” Could Play Out
The UK’s June 23 vote on whether to
leave the EU has great implications.
Searching for Global Dividend Yield
In a yield-hungry world, investors need to
look at non-US companies, too, where the
yields are currently higher.
Another Door to Private Equity
The secondary market can serve as
another way to invest in private equity.
Three Bs Are Better Than Two
The sweet spot in credit is where
investment grade meets high yield.
Reversal Yields Better Entry Point
A good entry point to the muni bond
market has opened up ahead of season in
which they are rare.
Q&A: First Eagle’s Matt McLennan
Are low interest rates a temporary policy
response or a permanent feature? It
makes a big difference.

Heating Up
After a cold April and rainy start to May, spring in the
Northeast quickly turned into summer, with temperatures
and humidity more like August than Memorial Day
weekend. Financial markets are heating up, too, with
Federal Reserve officials hinting they may raise interest
rates this month or next. This comes after the market had
expected the Fed to remain sidelined for the rest of the year.
To the surprise of many, equity markets did not react
negatively to the Fed’s potential rate hike.
Unlike last December when the Fed hiked interest rates for the first time in nine
years, investors are now of the opinion that economic data and growth are on an upward
trajectory. Last December, much of the global economy was mired in a recession and
many feared it would spill over to the US. Today, we can much more confidently
conclude that a US recession has been avoided. This is a big change and an important
acknowledgement.
Meanwhile, the global political environment is heating up, too, with numerous
national elections taking on antiestablishment personalities. The objective is real
change, which can be scary for financial markets because it creates uncertainty. The
rhetoric has even been nasty at times, leading some to worry about violence this summer
as tempers flare with the heat. This backdrop has created an abnormal amount of anxiety
for investors, leaving us with one of the most bearish collective readings of sentiment
and positioning we have seen in 10 years. Such bearishness is typically bullish for
equities if one is able to look past the events.
The real change we see forthcoming this year is not so much political but a shift in
policy toward fiscal policy and away from monetary policy (see page 2 and page 5).
Since the financial crisis, every monetary tool imaginable has been used to prop up the
global economy and support financial markets. However, monetary stimulus can only
do so much and we know from history that it works much better when it’s in concert
with fiscal stimulus.
The good news is that we are now getting it, starting with China last year and now
Japan, which just announced a significant increase in government spending. Europe is
also showing more propensity to spend, with greater support for Greece, perhaps as a
means to deal with its refugee crisis. Finally, the contentious election in the US may be
the most important one to watch as it could put pressure on Congress to act in a more
bipartisan way, or else risk losing one’s seat. Tax reform that could fund much-needed
infrastructure projects would be one such positive development. 
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E

ight years on from the global financial
crisis, global growth remains subpar
and the global economy still faces issues
of demand deficiency and deflationary
risks. The root causes are two-fold:
continued deleveraging by the private
sector across almost all major developed
market (DM) economies, and wider output
gaps in the emerging market (EM)
economies that in turn add to the
challenges faced in the developed market
world.
Thus far, policymakers have been
managing the deleveraging cycle with a
heavy reliance on monetary policy. Central
banks have expanded their balance sheets
aggressively, and in 18 economies two-

year bond yields are already in negative
territory. The preference for monetary over
fiscal easing is borne out of the fact that
monetary policy does not suffer as much
from the long implementation-time lags
and political hurdles that fiscal policy will
likely face.
DELEVERAGING MODE. However, with
large parts of the private sector—
particularly in the DM economies—still in
deleveraging mode, the response to
monetary stimulus has been poor. To wit,
the recovery in corporate capital spending
has been lackluster as compared with
previous recoveries. While central banks
still have more tools, deploying them is
now more complicated than before, and
the most potent of them—permanently
expanding the monetary base by printing
money to directly fund government
spending—is apt to run into legal hurdles.
Moreover, central banks face criticism
that, despite the extraordinary monetary
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policy actions, growth has been
disappointing and inflation is still running
below central banks’ targets. Monetary
policy is increasingly seen as having
reached its limits and as ineffective in
addressing demand deficiency and
deflation risks. Metrics like the M3 money
multiplier show that monetary policy has
become less effective (see chart).While
monetary policy is a necessary part of the
solution, policymakers need to develop an
appropriate fiscal policy response as well.
To be sure, fiscal policy has been too
tight for too long. Budget balances have
been too high given the subpar growth of
recent years (see chart, page 3). In our
view, fiscal policy alone will not lead to a
sustained recovery in growth. Rather, we
view it as a critical tool that provides a
direct demand stimulus and nudges the
economy back toward its potential. There
are three areas of consideration for the use
of fiscal policy:
Fiscal Policy Effectiveness at a Time
of Liquidity Traps. For a sustainable,
productive growth cycle, the private
sector’s participation is paramount.
However, in most DM economies, the
private sector—that is, households and the
nonfinancial corporate sector—is still
deleveraging. What’s more, many
financial systems face increased capital
requirements, larger liquidity buffers and
lingering concerns over asset quality—the
sum of which is a limit on their ability to
lever up and extend credit.
In this environment, fiscal policy can
help create aggregate demand. Moreover,
with risks to global growth skewed
downward, policymakers should err on the
side of caution by providing additional
policy accommodation. This is particularly
so as the global economy is still mired in a
subpar recovery with little sign of inflation
picking up. Currently, DM inflation is
running below the central banks’ targets,
and we do not expect those targets to be
reached during our forecast horizon.
To some extent, the US has
demonstrated the potency of fiscal policy.

Source: National central banks, Morgan Stanley & Co. Research as of May 3, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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With the enactment of complementary
monetary and fiscal policies in the
immediate aftermath of the financial crisis,
the output gap has narrowed, the
unemployment rate has returned to near
precrisis levels, the debt/GDP ratio has
stabilized and the private sector is no
longer deleveraging (see page 5). Still
inflation remains below the Fed’s target.
The “Right” Spending Mix. A
criticism aimed at activist fiscal policy is
that government spending is inefficient
and wasteful, as government is a poor
allocator of resources. To address such
criticism, a clear recognition of the
underlying imbalances in the economy is
critical in delivering the “right” type of
fiscal spending, which will help to
rebalance the economy either more toward
consumption or investment, depending on
what is needed. Fiscal policy also can be
employed to improve productivity and
boost potential growth, both of which have
been slipping since the financial crisis.
Policies to promote research-anddevelopment spending and the provision
of tax incentives for corporate investment
could help to lift spending at a time when
the corporate sector hesitates.
The case of China can be instructive in
this regard. Policymakers embarked on
another round of fiscal expansion in early
2015, but the mix of spending is still tilted
toward investment, particularly in
infrastructure and real estate. Given that
the investment/GDP ratio is already at
42%—much higher than the 24% required
to keep capital efficiency at the level of the
2000s—continuing to boost investment
will likely exacerbate the existing
challenges of excess capacity and
deflationary pressures. As new capacity is
being built, the resultant demand will
impart a temporary lift to prices, but such
support is likely to fade once the project is
complete. In our view, an approach that
targets consumption, in the form of
transfers to the 277 million migrant
workers who currently do not have access
to public health care, education and
housing, would be a more sustainable
approach for China.

Budget Balances Indicate Five Years of Fiscal Restraint
2%
1

Cyclically Adjusted Primary Budget Balance
as a Percentage of GDP

0
-1
-2
-3
-4
-5
-6
-7
-8

Fiscal
Easing

US
China
Euro
Zone
Japan

Source: IMF, Morgan Stanley & Co. Research as of May 3, 2016

Complementary Mix of Monetary
and Fiscal Policies. Even while pursuing
fiscal expansion, monetary policy will
need to stay accommodative for longer,
not only to keep interest rates low but also
to avoid having the private sector pull
back demand in anticipation of a retraction
of accommodative policies.
With the low levels of nominal interest
rates and aggressive expansions of central
banks’ balance sheets that are already
underway, the next stage in the
complementary use of monetary and fiscal
policies would likely be a discretionary
expansion in the fiscal deficit financed by
a permanent increase in the monetary base.
While the laws governing central banks
largely forbid the direct financing of the
fiscal deficit, we think that by virtue of the
aggressive monetary expansion in recent
years a number of DM central banks, most
notably the Bank of Japan (BOJ), have
already done so (see chart, page 4).
The effectiveness of a complementary
mix can be gleaned from Japan’s
experience. While Japan has been facing
deflationary pressures for a long time,
monetary and fiscal policies have rarely
been employed in tandem. Indeed, during
the initial phase of deflation, while the
BOJ cut interest rates, overall monetary
policy (as characterized by the level of real
interest rates) stayed still too high relative
to the level of real GDP growth, adding to

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

the challenges of deleveraging and
deflationary pressures. This tight monetary
stance took place against a backdrop of
relatively loose fiscal policy, as was
evident in both the high levels of fiscal
deficits and the rise in the ratio of
government debt to GDP. Since 2013, the
BOJ has eased monetary policy more
aggressively, resulting in negative real
interest rates and a meaningful increase in
Japanese government bond holdings. We
all saw the outcome of a turn in deflation
risks and private-sector leveraging. However, the BOJ then erred by tightening
fiscal policy prematurely. The fiscal stance
turned toward that of consolidation as the
fiscal deficit progressively fell to 5.6% of
GDP in fiscal year 2015 from 9.4% in
fiscal-year 2012.
RETURN OF FISCAL ACTIVISM? With
global growth tracking close to the
recession threshold of 2.5% for the past
two quarters and downside risks persisting,
we think the debate on the use of fiscal
policy will intensify. Of the eight key DM
and EM economies, we are most closely
watching Japan’s policy response. Of the
DM economies, Japan is the one for which
fiscal policy has arguably been the
tightest, and it is where private-sector
growth has slipped the most in recent
months. Indeed, even while the BOJ has
been pursuing an aggressive monetaryeasing stance, the government has
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simultaneously tightened fiscal policy,
which we believe has undermined efforts
to revive growth and address deflation.
In China and Europe, the fiscal stance
has turned expansionary over the course of
2015, while in Japan MS & Co.’s
economics team expects a change in the
fiscal stance in coming months. In China,
the headline fiscal deficit has doubled in
the past 12 months to 3.8% of GDP as of
March 2016. In addition, policymakers
have accelerated the debt-swap programs
for local governments, leading to lower
financing costs, and at the same time
encouraged state-owned enterprises to
increase capital spending. This, alongside
the reduction in real rates for households
and the earlier relaxation of property
purchase restrictions, has been important
in driving the ongoing minicycle recovery.
We expect China’s fiscal stance to remain
expansionary for the rest of the year and
look for a further widening of the headline
fiscal deficit to 4% of GDP by the year’s
end. In the Euro Zone, the fiscal stance has
shifted from outright austerity to mildly
expansionary back in 2015, and the draft
budgets of the main countries point to
further stimulus this year and next, largely
due to increased spending for the refugee
crisis and for tax cuts.
JAPAN’S REVERSAL. In Japan, we think
policymakers will look to reverse 20% to
30% increases in estimated ultimate
recovery—an approximation of premature
fiscal tightening. The most obvious way
would be to postpone the next increase in
the consumption tax, set for April 2017.

Bank of Japan Has the Most Aggressive Monetary
Expansion Through Holdings of Public-Sector Debt
Ratio of Public-Sector Debt Held by Central Banks
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Source: Federal Reserve, European Central Bank, Bank of Japan, Morgan Stanley IMF, Morgan
Stanley & Co. Research as of May 3, 2016

Moreover, we expect the government to
unveil a fiscal package containing
spending of about ¥6 trillion to ¥7 trillion,
and substantial amounts of low- or zerointerest lending by government institutions
for urban infrastructure and energy
projects.
In the US and UK, where the output and
unemployment gaps are the narrowest,
private-sector growth has held up
relatively well, which has reduced the
need for increased government spending.
However, the weaker global-growth
environment, particularly in recent
months, has raised concerns.
Even though the weak growth trajectory
in India and the ongoing recessions in

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

Brazil and Russia suggest a need to
stimulate demand, we believe
policymakers should employ a prudent use
of fiscal policy in a way that does not lead
to rising macro-stability risks. To be sure,
these economies are not suffering from the
demand deficiencies that the DM
economies have but, rather, they face a
typical EM adjustment cycle in which
keeping inflationary pressures and currentaccount balances (in India and Brazil) in
check should help to restore confidence,
lower the cost of capital and attract back
private investment, which will be needed
for a sustainable recovery. 
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US Fiscal Policy Is Neutral,
But Is Stimulus Ahead?
ELLEN ZENTNER
Chief US Economist
Morgan Stanley & Co.

I

n the US, the current federal fiscal stance
is broadly neutral, after having come
through an extended period of contraction.
A structural shift in federal support for the
economy was the Budget Control Act of
2011, or the “sequester,” which put in
place budget caps that have resulted in five
years of consecutive declines in federal
government spending. In perspective, the
sequester has subtracted 0.2 percentage
points from annual GDP growth; during
the past 50 years, the federal government
has contributed an average 0.1 percentage
point to GDP.
STATE AND LOCAL SPENDING. There
is some offset to this. State and local
spending makes up the bulk of government
expenditures in the US. For these entities,
coffers have been refilled by rising
incomes, retail sales and property values,
and we expect state and local government
spending to contribute an average 0.1

percentage points to annual GDP growth
in the 2016-to-2017 period (see chart).
While there are numerous policy
options for boosting growth, political
paralysis in the US will likely preclude
them until after the November election.
Even then, the prospect for cooperation at
the congressional level will depend on
seats won and lost in the election. If
Republicans maintain their hold on both
houses, any stimulus package would
require budget cuts elsewhere to pay for it.
If Democrats win control, stimulus would
require funding through tax increases.
Either of these offsets could dampen the
effectiveness of fiscal stimulus, so some
degree of compromise is critical.
FUNDING INFRASTRUCTURE. Infrastructure expenditures can boost growth,
but obtaining funding is controversial.
That said, investors are largely anticipating
some sort of expansionary policy from the
next administration. Infrastructure
spending appears to be the simplest and
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most needed policy to implement. Our
simulations suggest that returning federal
infrastructure spending to historical norms
in the course of one year could boost GDP
growth by up to 0.8 percentage points,
create roughly 865,000 new jobs and
lower the jobless rate by 0.3 percentage
points. However, given the time it would
take for a new Congress and administration to get settled, pass legislation and
break ground on new projects makes it
likely that the full effects of increased
spending would not be felt until 2018.
However, how to fund an increase in
infrastructure spending, or any new
government spending, will continue to be
a sticking point—particularly if the
Republicans continue to control Congress.
By itself, a Republican majority does not
preclude infrastructure spending, but how
it is funded will matter and could
potentially dampen some of its effect if it
comes at the expense of other programs.
TAX REFORM. Looking ahead, we
expect tax reform to weigh heavily on
fiscal policy. Broader, sweeping reforms
to the tax code are more likely to come on
the corporate front but again will face a
high hurdle even under a new administration, in our view. Closing corporate
tax loopholes to lower the overall effective
tax rate while being revenue-neutral has
potential bipartisan support, but the two
sides remain far apart on what other
reforms must be included, which could
potentially dilute any net economic
benefit.
Of course, the efficacy of any fiscal
stimulus largely rests on how the public
views the corresponding increase in future
implied tax liabilities or spending cuts to
make the government’s budget and debt
path sustainable over time. If tax cuts now
are going to have to be paid for by future
tax hikes, and consumers and businesses
fully expect that and adjust their current
behavior accordingly, fiscal policy as
stimulus can be rendered impotent or at
least severely constrained. 

Source: Bureau of Economic Analysis, Morgan Stanley & Co. Research as of May 3, 2016

Please refer to important information, disclosures and qualifications at the end of this material.
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How the “Brexit” Vote
Could Play Out
JACOB NELL
Chief UK Economist
Morgan Stanley & Co.
MELANIE BAKER, CFA
Senior UK Economist
Morgan Stanley & Co.

S

hould the United Kingdom remain a
member of the European Union or
leave the European Union? That’s the
“Brexit” question UK voters will decide
on June 23, and how it’s answered has
potentially powerful reverberations for the
UK, Europe and the world. The Bank of
England’s Financial Policy Committee
warned the uncertainty around the
referendum was “the most significant
near-term domestic risk to financial
stability,” and the Monetary Policy
Committee suggested that sterling could
decline meaningfully if voters opt to leave.
With a vote to remain in the EU, we
would expect a postreferendum recovery
in investment, confidence and growth.
Against a backdrop of full employment,
we would expect a gradual pickup in
domestic inflation, leading to gradual
interest rate hikes starting in early 2017.

With a vote to leave, we would expect
uncertainty over the government, Scotland
and trade to hit GDP, while a fall in the
pound could push inflation above target.
REMAIN IS OUR BASE CASE. We think
the referendum is a close call (see chart).
Our referendum tracker, which aggregates
possibilities across the three highfrequency predictive techniques—Internet
polling, telephone polling and predictive
markets—currently points to a 25%
probability of leaving. In practice, we
think that it’s a bit higher, given that
“leave” supporters say they are more
certain to vote, and that leave has a strong
lead on immigration, a key issue for many
voters. Our base case assigns a 70%
probability that voters will choose to
remain in the EU. We think the pro-EU
position is supported by Prime Minister
David Cameron’s credibility on this issue
and by polls underestimating support for
the status quo in recent electoral events.
Of course, even if the voters opt to
leave the EU, execution can make a
difference. In our “civilized divorce”

YouGov EU Poll Shows “Leave” and “Remain” in a Tie
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scenario, where the uncertainties are
progressively resolved, the combination of
higher inflation and lower growth would
keep monetary policy on hold. In our
“acrimonious divorce” scenario, where
uncertainties remain unresolved, the
economy falls into recession in late 2016,
triggering monetary easing and a
possibility of fiscal stimulus.
HEIGHTENED UNCERTAINTIES. A vote
to leave could affect the prime minister’s
credibility and he may face a leadership
challenge within his party. This does not
necessarily imply an early general
election, but the government’s majority is
only 17 seats and the Conservative Party
remains divided on Europe. What’s more,
if the UK votes to leave but Scotland votes
to remain, we see another referendum on
Scottish independence as a possibility.
Trade would be affected. Ultimately,
UK access to EU markets would likely
become more restricted. Existing practices
would be in force until the government
and the EU can negotiate the exit. Given
the rules, we don’t see a complete break
until Jan. 1, 2019, at the earliest.
ASSET MARKET IMPACTS. Morgan
Stanley & Co.’s cross-asset strategists
would expect a relief rally in UK equities
and credit if the vote is to remain.
Conversely, they see three classes of risk
assets that may be particularly exposed to
the Brexit. Currency markets would likely
react quickly by marking the euro and the
pound lower, which could impact the
trade-weighted dollar and thereon
commodities and emerging market
currencies. European financials, the largest
sector by market capitalization, would face
regulatory uncertainty. Both stocks and
subordinated debt would respond quickly,
in their view. Finally, peripheral
government bonds may price in more risk
premium, reflecting the greater political
volatility. 
This article is based on “UK
Economics & Strategy | EU Referendum
After the Vote,” published May 5, 2016.

Source: YouGov as of May 24, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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Searching Globally for
Dividend Yield
SACHIN MANCHANDA
Equity Strategist
Morgan Stanley Wealth Management

W

ith unprecedented monetary
policies by central banks driving
low or even negative interest rates around
the world, it is difficult to satisfy
investors’ hunger for yield with government bonds or corporate bonds. We
believe higher-quality dividend-yielding
global equities can fill this need. In a
recent report, Morgan Stanley & Co.
showed that historically, high-dividend
strategies with an overlay of quality
(sustainable earnings and profitability)
have been most effective when sovereign
yields are low, in both absolute and
relative terms (see “Sustainable Dividend
Strategies for a Low Yield World,”
Morgan Stanley Global Quantitative
Research, April 6, 2016).
DEMOGRAPHIC DEMAND. It’s not only
the low yields—and in many countries,
negative yields—in bonds that are creating
demand for dividend-paying equities.

There’s a demographic component to this,
too, as the global population is ageing at a
faster rate. A 2015 United Nations report
found that the portion of the global
population aged 60 years or older
increased from 10% in 2000 to 12.3% in
2015 and is further projected to increase
by more than 4% to 16.5% by 2030. That
should create further demand for the
current income that dividend-paying
stocks can provide.
In addition to a source of income, these
stocks also offer the potential for capital
appreciation. In total, dividends represent
a large part of the total return of equities
over the long term. In the past 20 years,
approximately 25% of the S&P 500’s
annualized total return came from
dividend reinvestment, while globally that
percentage is 37%.
GREATER OPPORTUNITIES. US
equities represent only 37% of world
market capitalization, so a global search
for dividends provides not only a much

Most Non-US Markets Have Higher Dividend Yields
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bigger opportunity set but also the
portfolio diversification that helps to
reduce risk. What’s more, yields are
generally higher abroad; the S&P 500
Index offers a dividend yield of 2.2%
while MSCI All Country World ex US
Index yields 3.3% (see chart). Australia,
represented by the S&P/ASX 200 Index,
has historically been one of the highestdividend-yielding countries, as Australian
companies pay out a high proportion of
earnings as dividends. By contrast, Japan
has been among the lowest. Outside of the
US, in terms of dividends, we also see a
better diversification among sectors. The
two highest-yielding sectors in the US are
telecom and utilities, while internationally
energy, financials and health care also
offer relatively high dividends currently.
Also, we found that there are several
high-quality businesses internationally that
offer good current yield, have been
growing dividends at a high-single-to-a
double-digit rate and are trading at
attractive valuations. These high-quality
dividend-paying companies generally have
strong earnings and free-cash flows, and
thus tend to have lower downside risks in a
turbulent market environment.
GAINING ACCESS. Investors can gain
exposure to these companies through
ADRs or local shares (see “Your Tickets
to a Global Portfolio,” On the Markets,
March 2016).That said, investors should
be aware that the tax treatment on
dividends might be different depending on
the country’s regulations and tax treaties
with the US. Another way to access these
companies is through the Equity Model
Portfolio Solutions portfolios that contain
both US-based companies and non-USdomiciled (international) companies. 
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Source: Bloomberg as of May 27, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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Entering Private Equity
Through a Secondary Door
RAFIQUE DECASTRO
Alternative Investment Analyst
Morgan Stanley Wealth Management

P

rivate equity (PE) funds are famously
illiquid. Investors generally know
upfront that the capital they commit to PE
managers may not come back to them for
years—but that doesn’t mean they can’t
cash out. A secondary market in private
equity has developed that allows PE
investors to connect with PE buyers.
According to industry experts, the dollar
volume of such transactions was about $40
billion in each of the past two years.
Additionally, financial industry regulations
concerning illiquid investments also are
prompting institutions to divest some of
their PE stakes, which is rapidly adding to
the secondary supply. While the secondary
market still pales in comparison with the
$2.4 trillion in managed PE investment
worldwide (according to PrEQin, which
tracks PE data), in our view, it has matured
to the point where “secondary private
equity” has become a potential liquidity
solution for an illiquid asset class.

Secondary PE can be an effective way
to access the private markets, and it
deserves consideration as a core allocation
in PE portfolios. Specifically, secondary
PE investments involve the buying and
selling of pre-existing investor
commitments to private equity funds,
enabling investors to rebalance their
portfolios, generate liquidity and/or obtain
relief from unfunded liabilities.
ATTRACTIVE RISK-ADJUSTED
RETURNS. Similar to direct private equity

interests, portfolio appreciation is the
largest driver of private equity secondary
returns, along with investment selection.
These drivers are followed by structuring,
with a smaller portion of value going to
discounts paid. Overall, as in primary fund
selection, selecting the right secondary
fund manager is key to performance. For
buyers, the secondary market can provide
the potential to generate attractive riskadjusted returns by lowering blind-pool
risk, adding diversification and mitigating
the “J-curve effect”—the J-shaped dip in

Seven-to-10-Year-Old Funds Are the
Sweet Spot for Secondary PE Managers
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performance in the early years, when fees
and drawdowns exceed distributions from
the investment.
Secondaries are typically purchased
after a PE fund has invested a substantial
portion of its capital and has entered its
value-creation phase. That means
secondary-PE investors may experience
earlier capital distributions with a more
evenly distributed pattern of returns than
investors in traditional PE. According to
PrEQin, funds that are seven to 10 years
old are considered the sweet spot for most
secondary buyers (see chart). Funds of this
age have typically returned capital to
investors.
LESS BLIND-POOL RISK. Secondary-PE
investments also have less blind-pool risk.
With a new fund, buyers are getting the
expertise of a manager but they do not
know how the fund will be invested.
Investors in secondary funds possess
information about its holdings, and
managers of secondary PE portfolios can
examine and analyze existing funds and
their respective portfolio companies.
Armed with this clarity and comprehensive due diligence, secondary
managers determine a suitable price.
Secondary portfolios have
diversification benefits, too. Managers can
diversify to a greater extent across a
variety of factors, including strategy type,
fund, manager and vintage. This diversification benefits smaller investors who
have not invested in, or do not have a
long-term commitment to, private equity.
An investment in secondary PE could
quickly establish a core, diversified
portfolio.
In conclusion, secondary portfolios
could provide an attractive entryway for
investors looking to access the illiquidity
premium offered by private markets.
Despite allowing investors greater
liquidity and flexibility, secondary funds
have produced competitive returns relative
to other private equity structures and
therefore deserve consideration in investor
portfolios. 

Source: PrEQin Special Report: Private Equity Secondary Market as of March 2015
Please refer to important information, disclosures and qualifications at the end of this material.
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Three Bs Are
Better Than Two
ADAM RICHMOND
Head of US Credit Strategy
Morgan Stanley & Co.

I

nvestors are much more bullish on
credit today than they were earlier this
year, but many still worry about taking on
too much credit and liquidity risk in case
the markets turn yet again. Thus, we think
they are overpaying for quality/liquidity
within both the investment grade and high
yield markets. Moving up in quality to the
point where investment grade and high
yield meet takes advantage of this
disconnect and fits our cautious view.
In the course of this rally, credit
markets have benefitted from two things:
economic data that surprised very
downbeat expectations, especially out of
China, and dovish action and rhetoric from
central banks in response to the growth
scare earlier this year. As a result, risk has
rallied and Treasury yields have risen only
modestly from the lows. Going forward,
we think this sweet spot can’t last. Either
the US economic data weaken again, or

the data improve and rates begin rising as
Fed hikes again become a risk.
RISK/REWARD. At current valuations,
we think the risk/reward of BB-rated
credit, the highest high yield rating, is not
great relative to BBB-rated credit, the
lowest investment grade rating. The spread
between the two has come down markedly
in recent months (see chart). In our fairvalue framework, BBBs are the only
investment grade rating category that
looks modestly cheap. Meanwhile, BBs
are trading relatively tight, with 50% of
BB par trading tighter than a spread of 400
basis points. If the markets make a risk-off
move, BBs should underperform BBBs
simply due to their higher beta, or their
higher volatility relative to the market. In
the scenario in which growth surprises to
the upside but rates rise meaningfully, we
also think BBs are at risk relative to BBBs,
though less so than in the case in which
the macro data roll over. If rates rise
quickly, especially due to a quick shift in
expectations around central bank policy,

BB-BBB Spread Has Narrowed in Recent Months
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that is a different story. The best example
of such a move was during the taper
tantrum in 2013. The 10-year US Treasury
yield rose by 140 basis points in a short
time, triggering large outflows from fixed
income funds and wider spreads. During
this period, BB spreads widened by 46
basis points more than BBB spreads
during the initial leg of this rate move.
In our view, the taper-tantrum
experience showed that the high yield
market, which has a larger component of
retail investors, is more sensitive to
returns. However, the investment grade
market has a larger percentage of
“stickier” flows that would welcome
higher yields. There are also significant
flows to investment grade bonds coming
from outside the US, due in part to the
differential between domestic yields and
those abroad. Higher US yields should
theoretically boost those flows.
MOVE UP IN QUALITY. In our view,
BBs outperform BBBs if volatility remains
low—but if we see either a big move in
Treasury yields or a sell-off in markets, we
think low-quality investment grade will
outperform high-quality high yield. Hence,
we think the risk/reward of moving up in
quality at the investment grade/high yield
border is attractive.
We also think there is a case for BBBs
over BBs on a more fundamental basis.
First, if markets continue to see bouts of
volatility and spreads widen, the incentive
to increase leverage for lower-quality
investment grade corporates may decline
at the margin. Second, the pressure on
low-quality investment grade bonds from
“fallen angels”—investment grade bonds
that have fallen in credit quality—could
decline. While we expect to see more
fallen angels as the cycle progresses, we
already have seen substantial down-grades
and the universe of investment grade
bonds with high near-term down-grade
risk into high yield has dropped. As a
result, the risk of fallen angels appears
lower relative to earlier this year. 

Source: The Yield Book® Software and Services. © 2016 Citigroup Index LLC. All rights
Reserved. Data as of May 27, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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point for a while. Looking forward, the
only visible potential catalysts that may
still have a chance to disrupt an otherwise
smooth run into the summer are a
sustained reversal in US Treasury market
sentiment and the continuing saga in
Puerto Rico.

Reversal Yields
Better Entry Point
JOHN DILLON
Chief Municipal Bond Strategist
Morgan Stanley Wealth Management

W

e often discuss the seasonality of
the municipal marketplace and how
season-related supply/demand imbalances
can create opportunity. Though spring is
typically a weak season that brings higher
issuance, fewer bond redemptions and
attractive prices, opportunity was not
obvious these past few months. Although
we did experience the higher issuance and
lower redemptions, the attractive prices
were nowhere to be found, thanks to a
rock-solid US Treasury market and morethan-robust mutual fund inflows. In fact,
fund flows have now been positive for 30
weeks running, and the magnitude of the
inflows has been growing.
ROOM TO OUTPERFORM. Despite the
strength in the market, we believe there is
still room for 10-year benchmark municipals to outperform on a relative-value

basis. In April, the ratio of the yield on 10year munis to the yield on 10-year
Treasuries was 91%. After strengthening
earlier in May, it’s back at that attractive
level (see chart). With investor comfort
regarding rates in US Treasuries generally
intact, longer-dated munis have outperformed; the 30-year relative-value ratio
declined to 92% from 99% and the 30-year
benchmark muni yield hit the near-record
low of 2.45% on May 24.
Given lower yields, the pending June
shift toward the highest redemptions of the
year, robust mutual fund inflows, the
impressive reception for new issuance and,
finally, tighter credit spreads, we suggest
taking an opportunistic stance on the muni
market, as we monitor the very recent and
mild sell-off following the FOMC meeting
minutes. With a seasonally strong period
for munis within sight and absent a major
misstep in the next few weeks, we believe
now is the chance to get a better entry

Muni Outperformance Strengthened Relative-Value
Ratio, But It’s Still at an Attractive Level
110

10-Yr. Relative-Value Ratio (left axis)
10-Yr. US Treasury Yield (right axis)
10-Yr. AAA Muni Bond Yield (right axis)

BETTER ENTRY POINTS UNFOLDING.

With these factors in mind, we are leaving
our target maturity range for individual
investors intact at 12 to 20 years, but
suggest a stronger weighting toward the
shorter end of that band and, as always,
above-market coupons. With regard to
credit, we have seen lower investment
grade bonds (BBBs) tighten in the last
month, with spreads compressing to 75
basis points from 90 basis points. We
prefer a cautious approach to lower
investment grade bonds and suggest
individual investors resist the relentless
hunt for yield in individual bonds, as the
reward for doing so has slimmed considerably. As we have opined frequently,
there is value in staying invested and
clipping coupons, so we are not sellers and
instead advocate taking advantage of the
better entry points now unfolding. Make
no mistake, it is difficult to like this
market. Even so, munis have the potential
to outperform into and through the
summer. 
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Source: Thomson Reuters Municipal Market Data (MMD), Morgan Stanley Wealth Management
as of May 27, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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Navigating Uncertain
Global Waters

A

re low interest rates just a cyclical
policy response to the global
financial crisis, or are they becoming a
generational part of the investment
landscape? If they’re here to stay, says
Matt McLennan, head of the global value
team at First Eagle Investment
Management, it has widespread implications for investment returns going
forward. McLennan says that despite “the
intrinsic uncertainty facing global markets
today,” they “still see opportunities.” He
recently spoke with Morgan Stanley
Wealth Management Market Strategist
Andrew Pauker. The following is an edited
version of their conversation.
ANDREW PAUKER (AP): What are your
thoughts on the current global macro
backdrop?
MATT MCLENNAN (MM): The usual
uncertainty that we see around economic
and market performance today is a bit
more pronounced than one would think,
for two primary reasons.
One is that we really haven't unwound
the debt-related excesses that got us into
trouble pre-2008. In fact, if you look at
total debt globally—household plus
corporate plus sovereign—and you
compare that to GDP, it's actually higher
today than it was in 2007. Essentially,
we’ve moved the excess debt from the
household sector in the developed world
into the sovereign sector through easy
fiscal policy and an increase in emerging
market (EM) debt. We believe this is now
a fundamental fact of life that has to be
considered as one looks forward, thinking
about the macro backdrop.
The second is that we're at a time of
growing geopolitical complexity. That

puts us on a degree of uncertainty that's
hard to predict by definition. We have the
emergence of different power blocs in the
world. Now, the rise of China and its
growing assertiveness and its deepening
relationship with the Russians, along with
everything that we're seeing in the Middle
East, combined with a political pendulum
swing toward populism in many places
around the world, there is an extra series
of risks that are not easily able to be
defined. Our goal as investors is to be
resilient in all weather, considering that
uncertainty.
AP: How have you approached 2016
amid this uncertainty?
MM: At the beginning of this year, we
saw markets really start to price some
deflationary risk. If you think about excess
debt in the world, it's not surprising that
the market would have bouts of concern
about deleveraging and deflation. We saw
this as commodity prices were cut in half.
We also saw yield curves flattening, not
through short rates coming up that much
but through long rates coming down and
many sovereign debt markets—trillions of
dollars’ worth of debt—having negative
interest rates. We saw defensive plays like
gold and the Japanese yen rally throughout
the close of the year and then, early in this
year, we saw some of the European bank
stocks break through 2008 lows.
The policy response to this was the
normal reflexive response that we've seen
over the last couple of decades, which was
to ease monetary policy. There was the
move to negative rates in Europe and
Japan, China committed to more monetary
supply growth and the Federal Reserve
went on hold.

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

All of this led to some resumption of
risk appetite in markets, but it hasn't taken
away the structural problem, which is the
excess in sovereign debt around the world.
AP: Given deflationary pressure, do you
expect continued downward pressure on
the financial sector—or could there be an
opportunity, given historically cheap
valuations?
MM: I think one has to be very careful.
One of the things that the markets are
grappling with is a fundamental question
of whether the low interest rates we've
seen over the last seven or eight years are
a cyclical policy response to the global
financial crisis, or whether they're
becoming a more generational part of the
investment landscape.
I’d suggest that there’s some risk of the
latter, because if the world has too much
debt, that sets the stage for lower nominal
growth and lower nominal interest rates.
Also, the fact that the excess of debt sits
largely with sovereigns today means that
they have every incentive to repress
interest rates relative to that lower level of
nominal GDP growth.
We could be in an environment of
structurally repressed interest rates for
some time, and that presents a challenging
backdrop to the banks, because
traditionally a bank has had two pillars to
its earnings power: the spread it's earned
on the asset side of its balance sheet
through local-market lending, and the
spread it has on its book of deposits where
it can offer its deposit holders a lower
interest rate than market interest rates.
In a world of excess sovereign debt,
you may not see the defaults that you see
when there's excessive private-sector debt,
but you can see structural financial
repression, which means that the deposit
franchise earnings go away.
AP: The stock-picking environment in
Japan has proved pretty attractive as of
late. How have you positioned portfolios
within Japanese equities?
MM: Our Japanese equity holdings are
down from where they were a few years
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ago. They probably peaked about four
years ago. In the late 1980s, First Eagle
did not hold anything in Japan because we
couldn't find securities that embodied the
margin of safety that we look for.
Gradually, as that bear market got
deeper and the market got to a sizable
discount to tangible book, we found good
businesses at good prices, and it was very
much a stock-picking environment. The
market as a whole was lackluster and went
nowhere for a generation, but sometimes
the baby gets thrown out with the bathwater and you find good opportunities to
deploy capital at reasonable prices into
good businesses.
What we found, however, was that just
as the top-down uncertainty in Japan
produced bottom-up opportunities, the topdown enthusiasm for Abenomics took the
market from discounted levels to arguably
almost fully valued levels—commensurate
with the rest of the world—and that
diminished some of the margin of safety
that we saw in the Japanese market.
With the recent yen strengthening,
we’ve started to see that market weaken
and it's presented some opportunities, but I
think Japan very much remains a bottomup stock-picking market. It's an area where
we’ve found decent opportunities in the
last decade and it remains an area of focus
for us.
AP: Moving to Europe, there are a
number of risks to consider, including the
refugee crisis and the UK’s potential exit
from the European Union—the Brexit.
What’s your take?
MM: It's a tight call. Some of the polls
are very close. If you look at the
professional betting markets, they are
suggesting a higher probability that we
don't have a Brexit, and that often in these
referendums there's a bias towards sticking
with what you already have.
Were you to have some unfortunate
terrorist event or other shock between now

and the June 23 vote, it could shift the
odds one way or the other.
The key question for Britain in terms of
economic impact in the short term is the
uncertainty around how an exit could
weigh on economic growth, and in the
longer term it's a function of what deals
they can cut with European trading
partners and what it may mean for foreign
direct investment in Britain.
If Britain were able to have a more
flexible labor and regulatory environment
after leaving the European Union, that
could present supply-side opportunities
long term. It's difficult to call.
AP: What are your thoughts on Europe
overall?
MM: A lot of things have weighed
negatively on sentiment, be it Brexit, the
refugee crisis you mentioned and, as I
said, some of the banks recently trading
through their 2008 lows. Despite all of
those negatives, there were two positives
that are balancing factors in Europe.
One is that while unemployment has
been quite high in Europe, it's starting to
moderate—so the confidence is starting to
return slowly. When an economy goes
through a self-healing process, it can mean
positive medium-term surprises. We saw
that in the US during the past five or six
years.
The second thing is that the euro, if we
went back four or five years ago, was an
expensive currency—and the last few
years, the euro got to levels that were
arguably undervalued. That, in turn, has
led to a big improvement in their external
trading performance. Europe as a whole
now runs a current-account surplus, and
there's been a fair amount of fiscal
tightening already in Europe.
There are things that can go right for
Europe—the combination of lower oil
prices, lower exchange rates and,
gradually, recovering confidence in fixed
capital investment—that could offset some
of those negatives.

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

AP: Is there anything that you think
might surprise us on the upside?
MM: One of the things that we have to
get our arms around as investors is that, in
this global economy that has too much
debt, every time we have a bout of market
anxiety or deleveraging fear, we expect to
see an easing monetary policy response.
If we take with that the concept of a
more structural financial repression, this
could be a difficult environment. If
price/earnings ratios for equity markets are
already above average, margins are above
average and interest rates are structurally
low or repressed, the returns when
investing in a passive balanced portfolio
could be extremely disappointing for the
next five to 10 years.
This could be a very-low-return
environment—and the best days of cheap
beta might be behind us. The question is
less about when we see positive surprises
and more about where we see them.
AP: Where do you see pockets of realreturn potential in a world that is short on
real-return potential?
MM: Given the picture I have outlined,
you might ask why we have 70% of our
portfolio in stocks. The reality is that
individual stocks are the most volatile
assets from a price standpoint, but that also
means that we as active investors get
afforded potential margin-of-safety
opportunities.
What we're looking for are business
models or assets that are hard to replicate
that we can buy at a discount. If the world
as a whole isn’t going through a bear
market, you can see what has gone through
a bear market and position yourself
accordingly. 

Matt McLennan 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.
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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 May 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)

Overweight

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

Emerging Markets

Global Fixed
Income
US Investment Grade

Equal Weight

Emerging market (EM) equities have been big underperformers for the past few years. However, the region now offers
better value and, with the severe currency depreciation during the past year, there is a greater likelihood EM equities
will perform better in 2016. Still, we expect volatility to remain high, so we give it an equal weight. Several EM countries
are likely to exit recession this year, which argues for a broader rebound in the region, especially if China continues its
stimulative fiscal and monetary policies.

Relative Weight
Within Fixed
Income
Overweight

We have recommended shorter-duration* (maturities) since March 2013 given the extremely low yields and potential
capital losses associated with rising interest rates from such low levels. We have subsequently reduced the size of our
overweight in short duration, with short-term interest rates now expected to move higher this year along with the Fed’s
tightening cycle. Within investment grade, we prefer BBB-rated corporates and A-rated municipals to US Treasuries.

International
Investment Grade

Underweight

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

Inflation-Protected
Securities

Overweight

With deflationary fears having become extreme in 2015 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-over-year
rate of change to revert back toward 0%.

High Yield

Overweight

The sharp decline in oil prices has created significant dislocations in the US high yield market last year. Broadly
speaking, we believe default rates are likely to remain contained as the economy avoids recession, while corporate and
consumer behavior continue to be conservative. This has led to better performance this year, which should continue for
the next six to 12 months.

Underweight

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

Emerging Market
Bonds

Alternative
Investments
REITs

Relative Weight
Within Alternative
Investments
Underweight

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

Commodities

Equal Weight

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

Master Limited
Partnerships*

Equal Weight

Master limited partnerships (MLPs) were devastated during 2015 due to collapsing oil prices and a less hospitable
financing market. Tax-loss selling and window dressing hit MLPs excessively in the fourth quarter. As a result, MLPs
should perform better in 2016 along with oil prices. l.

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 May 31, 2016
*For more about the risks to Master Limited Partnerships (MLPs) and Duration, please see the Risk Considerations section beginning on
page 16 of this report.

Please refer to important information, disclosures and qualifications at the end of this material.
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term refers to the largest
cumulative percentage decline in net asset value
or the percentage decline from the highest value
or net asset value (peak) to the lowest value net
asset value (trough) after the peak.

M3 This is a measure of money supply that
includes M2 as well as large time deposits,
institutional money market funds, short-term
repurchase agreements and other larger liquid
assets. The M3 measurement includes assets that
are less liquid than other components of the
money supply, and are more closely related to
the finances of larger financial institutions and
corporations than to those of businesses and
individuals. These types of assets are referred to
as “near, near money.”

Index Definitions

MSCI EUROPE INDEX This

Glossary
BETA A measure of the volatility, or systematic
risk, of a security or a portfolio in comparison
to the market as a whole.
DRAWDOWN This

MSCI ALL COUNTRY WORLD INDEX This is a
free-float-adjusted market capitalization index
that is designed to measure equity market
performance in the global developed and
emerging markets.
MSCI ALL COUNTRY WORLD EX US INDEX This

is the MSCI All Country World Index without
the US component.
MSCI ASIA PACIFIC EX JAPAN INDEX This index
captures large- and mid-cap representation
across four of the five developed markets and
eight emerging market countries in the Asia
Pacific region.

index is a free-floatadjusted, market-capitalization-weighted index
that captures large- and mid-cap representation
across 16 developed market countries in Europe.

MSCI LATIN AMERICA INDEX This free-floatadjusted, capitalization-weighted index is
designed to measure the performance of five
emerging markets countries in Latin America.
With 121 constituents, the index covers about
85% of the market capitalization in each country.

S&P/ASX 200 INDEX This

index measures
performance of the 200 largest index-eligible
stocks listed on the ASX by float-adjusted
capitalization. It covers covers approximately
80% of the Australian equity market
capitalization.
S&P 500 INDEX Regarded

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

NIKKEI 225 This

index, more commonly called
the Nikkei, the Nikkei index, or the Nikkei Stock
Average, is a stock market index for the Tokyo
Stock Exchange (TSE).

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

Please refer to important information, disclosures and qualifications at the end of this material.
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Bonds rated below investment grade may have speculative characteristics and present significant risks beyond those of other securities, including greater
credit risk and price volatility in the secondary market. Investors should be careful to consider these risks alongside their individual circumstances, objectives
and risk tolerance before investing in high-yield bonds. High yield bonds should comprise only a limited portion of a balanced portfolio.
Interest on municipal bonds is generally exempt from federal income tax; however, some bonds may be subject to the alternative minimum tax
(AMT). Typically, state tax-exemption applies if securities are issued within one's state of residence and, if applicable, local tax-exemption applies if
securities are issued within one's city of residence.
Treasury Inflation Protection Securities’ (TIPS) coupon payments and underlying principal are automatically increased to compensate for inflation
by tracking the consumer price index (CPI). While the real rate of return is guaranteed, TIPS tend to offer a low return. Because the return of TIPS is
linked to inflation, TIPS may significantly underperform versus conventional U.S. Treasuries in times of low inflation.
The majority of $25 and $1000 par preferred securities are “callable” meaning that the issuer may retire the securities at specific prices and dates
prior to maturity. Interest/dividend payments on certain preferred issues may be deferred by the issuer for periods of up to 5 to 10 years, depending
on the particular issue. The investor would still have income tax liability even though payments would not have been received. Price quoted is per
$25 or $1,000 share, unless otherwise specified. Current yield is calculated by multiplying the coupon by par value divided by the market price.
The initial interest rate on a floating-rate security may be lower than that of a fixed-rate security of the same maturity because investors expect to
receive additional income due to future increases in the floating security’s underlying reference rate. The reference rate could be an index or an
interest rate. However, there can be no assurance that the reference rate will increase. Some floating-rate securities may be subject to call risk.
The market value of convertible bonds and the underlying common stock(s) will fluctuate and after purchase may be worth more or less than
original cost. If sold prior to maturity, investors may receive more or less than their original purchase price or maturity value, depending on market
conditions. Callable bonds may be redeemed by the issuer prior to maturity. Additional call features may exist that could affect yield.
Some $25 or $1000 par preferred securities are QDI (Qualified Dividend Income) eligible. Information on QDI eligibility is obtained from third party
sources. The dividend income on QDI eligible preferreds qualifies for a reduced tax rate. Many traditional ‘dividend paying’ perpetual preferred
securities (traditional preferreds with no maturity date) are QDI eligible. In order to qualify for the preferential tax treatment all qualifying preferred
securities must be held by investors for a minimum period – 91 days during a 180 day window period, beginning 90 days before the ex-dividend date.
Ultrashort-term fixed income asset class is comprised of fixed income securities with high quality, very short maturities. They are therefore subject
to the risks associated with debt securities such as credit and interest rate risk.
Rebalancing does not protect against a loss in declining financial markets. There may be a potential tax implication with a rebalancing strategy.
Investors should consult with their tax advisor before implementing such a strategy.
Equity securities may fluctuate in response to news on companies, industries, market conditions and general economic environment.
Companies paying dividends can reduce or cut payouts at any time.
Value investing does not guarantee a profit or eliminate risk. Not all companies whose stocks are considered to be value stocks are able to turn their
business around or successfully employ corrective strategies which would result in stock prices that do not rise as initially expected.
Growth investing does not guarantee a profit or eliminate risk. The stocks of these companies can have relatively high valuations. Because of these
high valuations, an investment in a growth stock can be more risky than an investment in a company with more modest growth expectations.
Investing in smaller companies involves greater risks not associated with investing in more established companies, such as business risk,
significant stock price fluctuations and illiquidity.
Stocks of medium-sized companies entail special risks, such as limited product lines, markets, and financial resources, and greater market
volatility than securities of larger, more-established companies.
Asset allocation and diversification do not assure a profit or protect against loss in declining financial markets.
The indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent the
performance of any specific investment.
The indices selected by Morgan Stanley Wealth Management to measure performance are representative of broad asset classes. Morgan
Stanley Smith Barney LLC retains the right to change representative indices at any time.
REITs investing risks are similar to those associated with direct investments in real estate: property value fluctuations, lack of liquidity, limited
diversification and sensitivity to economic factors such as interest rate changes and market recessions.
Because of their narrow focus, sector investments tend to be more volatile than investments that diversify across many sectors and companies.
Investing in foreign and emerging markets entails greater risks than those normally associated with domestic markets, such as political, currency,
economic and market risks. These risks are magnified in frontier markets.

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

June 2016

17

ON THE MARKETS

Yields are subject to change with economic conditions. Yield is only one factor that should be considered when making an investment decision.
Credit ratings are subject to change.
Certain securities referred to in this material may not have been registered under the U.S. Securities Act of 1933, as amended, and, if not, may not
be offered or sold absent an exemption therefrom. Recipients are required to comply with any legal or contractual restrictions on their purchase,
holding, sale, exercise of rights or performance of obligations under any securities/instruments transaction.

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