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It’s hard to know exactly where we are in
the economic cycle.

Moving Forward
This has been an exciting year for investors, but in a bad
way. First, we had the recession scare in January following
the second Chinese currency depreciation in six months and
oil fell to $25 a barrel, roiling credit markets. Then, the
Bank of Japan followed the European experiment with
negative interest rates, which called into question global
central banks’ ability to help in the event of a real
slowdown. Now, alas, we are faced with numerous political
hot potatoes—something that is hard to analyze from an
investment standpoint. The result has been the unfortunate
combination of higher volatility and little return for the year
to date.
Last month, the UK held a referendum on whether they should remain in or leave the
European Union—the Brexit. In some respects, this vote was a gamble by the
incumbents as a means of quieting the growing public outcry against what has been a
recovery without broad participation among its citizens. Well, the gamble backfired and
the leave campaign won by a narrow margin of 52% to 48%.
So far, the equity and currency markets were widely expected to get hit the hardest
on a leave vote, but have taken the surprise outcome in stride, trading above the levels
reached in the week leading up to the referendum. This suggests markets have been
thinking about these political issues more than many pundits have acknowledged. This
makes sense because these populist movements are neither new nor contained to the UK
or Europe. In fact, the next political hot potato is right in our backyard: the Republican
and Democratic conventions that will convene later this month.
While political movements like the one we are experiencing today can create
uncertainty, they are gradual and sometimes glacial. As a result, they are often better
understood and discounted by markets more than one might think, and it looks like the
Brexit is a great case in point. We have been arguing all year that global economic
growth likely bottomed in the last year’s fourth quarter or this year’s first quarter. A
weaker US dollar and Chinese renminbi, combined with higher oil prices, would serve
as a powerful boost to the industrial, manufacturing and energy complexes, which
suffered greatly in 2015. In April and May, we began to see hard evidence that such a
turn was happening. While political events might lead to uncertainty about the future,
we do not think they will derail the nascent economic recovery or block the rally in
equity markets that began in February. Therefore, we continue to move forward with
our generally more optimistic view of the world, which is appropriately reflected in our
asset allocation model recommendations. 
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Brexit Vote
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T

he historic decision by British voters
to pursue Brexit—the termination of
their 43-year-old relationship with the
European Union—by a 52% to 48% vote
is shocking and provocative. It was
unexpected by markets, which in the days
leading up to the June 23 referendum were
pricing as much as a 90% chance that the
Brexit would fail. Perhaps more important,
the vote may have marked an inflection
point about globalization—representing
voter dissatisfaction with policies toward
growth, regulation, immigration and trade.
The surprise results produced stunning
market volatility and volume. On June 24,
the day after the vote, the British pound,
which rallied strongly into the referendum,
plunged as much as 11% before recovering
enough to finish down 8.1%; the euro lost
2.4% while the US dollar and yen jumped

as safe-haven trades. By June 30, the
pound was down another 3.2% and the
euro lost another 0.5% (see chart).
STOCK MARKETS SLAMMED. Global
equities were hit hard, too: On June 24, the
MSCI All Country World Index fell 5.1%
the UK’s FTSE 100 dropped 3.2% the
Euro STOXX 600 fell 7.0% and the S&P
500 lost 3.6%. Although such headlinegrabbing days induce fear, in reality the
June 24 numbers left markets close to their
mid-June level. By month’s end global
equities had made significant comebacks
and UK stocks were higher than they were
on June 23.
All in all, investors move markets in a
way consistent with political shocks as
opposed to financial-system shocks. This
distinction is important as it speaks to the
scale, scope and speed of the transmission
of this event to the economy and, in turn,
to the markets. What is critical is the
extent to which policy uncertainty affects

Sharp Sell-Offs for the Pound and the Euro in the
Aftermath of the Vote to Leave the European Union
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risk premiums and undermines consumer
and corporate confidence.
In that vein, the Brexit is a long
process, which will likely be further
complicated by political turmoil. Prime
Minister David Cameron, who
campaigned to remain in the EU, resigned
immediately after the results were
announced, but will stay on until a new
government is formed, probably in
September. Organizing that government
could be problematic as Cameron’s ruling
Conservative Party itself is split on
Brexit—and a strong majority of the
members of parliament of all parties favor
remaining in the EU. So even coming up
with an exit policy may take months, after
which the government must give the EU
formal notice of its intent to leave.
That action would kick off a two-year
negotiation period with the EU—which,
by unanimous consent, can be extended.
Thus, Morgan Stanley & Co. believes the
UK is unlikely to break away until 2019 at
the earliest, and is likely to go several
years more because of the need to
complete a new trade arrangement. During
that period of negotiations, the positions of
the UK and the EU themselves may morph
due to changing economic conditions and
political concerns. Indeed, France and
Germany face national elections in 2017,
and outcomes there can come into play,
too. The next scheduled parliamentary
election is in 2020.
PROLONGED UNCERTAINTY. Even as
the current terms of trade remain in effect
until the actual exit, a prolonged period of
political and economic uncertainty could
be costly. MS & Co. economists estimate
the Brexit will result in a 0.3% hit to
global growth, a 0.5% hit to Euro Zone
growth and a 1.0% hit to UK growth in a
medium-stress scenario for 2017. We
don’t believe this is enough to throw the
global economy into full-blown recession,
but it presents serious headwinds. That
said, the most recent manufacturing data
are encouraging, with Markit flash
purchasing managers indexes beating

Source: Bloomberg as of June 30, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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expectations. The improvements in
manufacturing were broad-based with
upticks in the US, China and Japan.
Importantly, Europe showed the highest
overall index reading and its highest
reading of 2016. Gains were paced by
Germany, which had its best showing in
more than two years. European consumer
confidence has held steady at high levels
and retail sales growth has been solid,
underpinned by improving employment
and total income growth that reached a
3.7% annual pace in May. Perhaps most
importantly, the European Central Bank’s
(ECB’s) corporate bond-buying program
and second long-term refinancing
operation have only recently begun, and
they could unlock the lending channels to
meet growing credit demand.
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 twoyear 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.
The fate of the economic cycle depends
critically on currencies. On the one hand,
the pound’s weakening to 30-year lows
improves export competitiveness and
creates incentives for overseas tourists
while supporting inflationary impulses for
imports. If currency readjustments among
the euro, yen, US dollar and renminbi
remain gradual, this too, could support the
global rebalancing thesis. Still, a soaring
euro based on weaker demand and
deflation could drive real yields up and
derail any recovery. We think the G7’s
morning-after statements calling for
continued global currency stability were
very important in this regard, as they
suggest ongoing cooperation among
political leaders even as their respective
populations perhaps become more restless.
FUNDAMENTAL ISSUES. As far as
corporate fundamentals are concerned,
analysts have already begun cutting
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European Large Caps Appear Poised for a Catch-Up
50%

MSCI Europe Large vs. Small & Mid Cap
Average Trailing Valuation Premium/Discount (left axis)
12-Mo. Forward Relative Performance (US dollars, right axis)
Median Valuation Premium/Discount (left axis)

25%
20

40

15

30

10
20

5

10

0

0

-5
-10

-10

-15
-20

-20

-30

-25

-40

-30
1994

1997

2000

2003

2006

2009

2012

2015

Source: Bloomberg, FactSet, MSCI, MS & Co. Research as of June 29, 2016

earnings estimates, reversing recent
improvements. While we acknowledge
there is ample uncertainty, we think there
are potential counterweights to the
recession narrative. Specifically, a recent
analysis by Graham Secker, MS & Co.’s
European equity strategist, found that
recent disappointments in European
corporate profits are a function of at least
three important factors that may be
reversing: idiosyncratic issues related to
heavily skewed index exposure to
financials and commodity-linked

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

industries; weak operating-profit leverage
linked to declining emerging market sales;
and less aggressive use of buybacks, tax
optimization and non-operating cost
reductions versus US peers.
Currently, the IBES consensus points to
a slight year-over-year decline in 2016
MSCI Europe corporate earnings while
MS & Co. analysts are looking for a 2% to
3% decline. Without the drags from the
commodity-linked and financials sectors,
the forecasts are 6.4% and 5.9% annual
growth, respectively. However, MS & Co.
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estimates are premised on Brent oil prices
between $24 and $42 per barrel, while the
current price is $48. Operating leverage
and profit margins may also be poised to
rebound as emerging market demand
indicators have begun to stabilize. Finally,
ECB bond purchases are now driving the
average cost of investment grade debt to
near 1%, and we expect company profits
to benefit from lower interest costs, higher
buyback activity and more creative use of
balance sheet capacity.
ATTRACTIVE EQUITY VALUATIONS.

Risk premiums are perhaps the most
important factor that will determine
whether longer-term investors can make
money. Currently, in the Euro Zone ex
UK, the equity risk premium, or excess
return over a risk-free rate, is already
above levels seen in the European debt
crisis in 2011 and closing in on the 2009
highs of close to 900 basis points. In the
UK, spreads are even more provocative,
now close to all-time wides. In
comparison, the US equity risk premium is
currently 388 basis points. It is also
noteworthy that since 2009, US stocks
have materially outperformed their
European peers and the relative
performance gap is near a 40-year extreme
(see chart, page 3).
On more traditional metrics, European
stocks are selling at only 13.6 times 12month forward earnings, half a standard
deviation below the 30-year average, a
period during which interest rates were on
average about 5.5 percentage points
higher. The MSCI Europe Index yields
3.8% while the median stock yields 3.2%.

In Europe, Valuation Favors Stocks Over Bonds
MSCI Europe Dividend Yield Versus
10-Yr. Europe Govt. Bond Yield Spread
Markit iBoxx EUR Corporate Yield Spread
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These dividend yields are extraordinary,
and at historic premiums, when compared
with either government bond yields or
corporate credit yields (see top chart). In
addition, European large caps are also
cheap compared with their small-cap and
mid-cap peers, selling at a near-20%
discount, which is among the widest
discounts in the last 22 years (see bottom
chart). Typically when discounts are this
large, large caps beat small caps over the
next year by 3% to 10%. While we
recognize valuation is often ineffective as
an investment tool in the short term, it is
the single most important determinant of
longer-term returns.
All told, while Brexit may long
dominate the headlines, it could be years
before the UK actually breaks with the

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

EU. Even if it ultimately steps outside the
EU, the UK will need to negotiate a trade
pact to keep its trade access to the 26 other
EU countries. Still, all that uncertainty is
apt to be a headwind to growth. Watch
politicians in the UK, Europe and globally
for fiscal-stimulus measures and
currencies to provide an offset. Long-term
investors should exercise patience and
allow the dust to clear while investors with
short time horizons and wealthpreservation needs should use rallies to
lighten positions in non-US assets. Credit
markets may provide better risk-reward
trade-offs in the short term, while equities
could be the outperformers from generationally low valuations in the long run. 

July 2016

4

ON THE MARKETS / EQUITIES

What’s a Half Trillion of
New Debt Among Friends?
ADAM S. PARKER, Ph.D.
Chief US Equity Strategist
Morgan Stanley & Co.

L

ast year, US companies issued $517
billion in net debt, significantly above
prior peak levels and the second-highest
reading since 1985; the peak was the
trailing 12-month period that ended in
September 2015. Net debt issuance in the
fourth quarter alone was nearly 90% above
levels during the dot-com bubble and some
50% above the period leading to the
financial crisis (see chart). So, on the
surface, the rising debt has been real
fodder for bears and is certainly the reason
why many fixed income experts have
become increasingly cautious.
Investors are rightfully concerned that
this increase could be unsustainable, but
our analysis shows that the headline
numbers may be a bit misleading. While at
a cursory glance net debt issuances could
appear problematic, in the end, we don't
think we can make a market call from
solely focusing on the aggregate debt
picture. The rise in debt levels is pretty

idiosyncratic, and we think investors can
generate returns by avoiding companies
that may have future interest-coverage
issues—likely signifying a higher default
risk—rather than trying to time a market
decline.
So why isn't the headline growth in net
debt issuance a huge problem right now?
For starters, we need to assess debt levels
compared with profitability and assets.
After all, it was only a couple of years ago
that it was common to read analyst reports
referring to underleveraged companies as
having suboptimal capital structures.
DEBT IN CONTEXT. The amount of debt
alone is not a problem. What counts is the
ability to service it and, for that, we look
to the ratio of net debt to earnings before
interest, taxes, depreciation and
amortization (EBITDA), a measure of cash
flow. At the aggregate market level, the
ratio of net debt to EBITDA increased to
1.8 in 2015’s fourth quarter, up from the
trough of 1.1 in 2011’s fourth quarter (see
chart, page 6). While we have now

US Companies Increased Aggregate Net Debt Last
Year Well Above Prior Peak
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returned to the levels seen just prior to the
financial crisis, the current level of 1.8 is
still below the long-term average of 2.0
and well below prior peak levels of 3.0,
which have occurred during US
recessions.
Moreover, we are convinced that the
makeup of the market has changed
dramatically over time, and there are many
more asset-lite business models today than
in the past. So the question is, given this
shift, how does the debt look relative to
the asset base? The ratio of net debt to
assets shows a similar story—the ratio has
returned to precrisis levels (ex-financials),
but remains well below prior peak levels
(see chart, page 6).
AMPLE INTEREST COVERAGE. Is all of
this debt growth completely imprudent?
Not really. While leverage ratios have
returned to precrisis levels, the aggregate
ability to service this debt load is very
strong, fueled by the incredibly low
interest rate environment. In simple terms,
the management teams of companies have
capitalized on the interest rate
environment. The aggregate interestcoverage ratio remains near peak levels,
ending at 9.4 at the end of 2015 (see chart,
page 6). While this is below the peak of
8.8 plus in 2013, it is still well above prior
periods of similar economic growth and
the long-term average of 6.0. While it is
potentially worrisome that this overall
series shows this much volatility, we
looked at the numbers, excluding energy,
as well and found far less overall
movement recently. One of the key drivers
of the improved coverage ratio has been
lower interest rates. On that count, total
interest expense as a percentage of total
debt has steadily fallen during the past 30
years, to 3.9% recently from 10.5% in
1985 (see chart, page 6).
Ultimately, we are inclined to think that
if profit growth keeps up with debt growth,
any broad-based negative implications for
equity markets will be pushed out farther
into the future. Median EBITDA growth
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Source: ClariFi, MS & Co. Research as of May 31, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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Net Debt to Cash Flow Increased in 2015’s Debt Issuance Boom Also Pushed Net
Fourth Quarter to Four-Year High
Debt to Assets to Four-Year High
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continues to trend above median total debt
growth. While this relationship clearly
isn't predictive of anything at the market
level, it is true that both measures declined
rapidly during prior market down cycles,
and neither is collapsing now. What’s
more, while default risk has increased
since 2014, it remains comfortably below
prior levels of significant distress such as
the dot.com bubble and the financial crisis.
MANAGEABLE LEVERAGE. Overall, we
view the increase in leverage ratios as
manageable and wouldn't use the rise in
debt as a timing gauge as long as coverage
and expense ratios remain healthy. We
believe this conclusion would need to be
reassessed during a recession that might

cause a significant deterioration in
earnings or after a sustained increase in
interest rates, which could raise debtservices costs. Even in a rising rate
environment, there will likely be some
idiosyncratic beneficiaries, particularly
those with long-term debt at low rates that
can benefit in other parts of their
businesses as rates rise.
The question of breadth is always an
important issue, too. Breaking net debt
issuance into size cohorts, mega-cap and
large-cap stocks clearly dominated in
2015, accounting for 73% of the total net
debt issuance. Looking over the past five
years, this metric has steadily increased,
with mega-cap and large-cap stocks

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

accounting for just 57% in 2011. We think
the main takeaway from this finding is that
new net debt is not being added to the
average company, which would imply a
possible systematic risk. On the other
hand, it is more concentrated in the largest
companies, many of which borrowed
money but have cash offshore that wasn't
available for buybacks and dividend
increases. Given the onerous nature of
repatriation taxes and the low borrowing
costs, these large companies are simply
doing the math—and not necessarily
speculatively taking on debt for capacity
additions, as may have been the case in
prior debt cycles. To that end, net debt
issuance among mid- and small-
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capitalization companies actually
decelerated in 2015, while the cohorts
added $139 billion of net debt in 2015,
down from $158 billion in 2014—a 12%
year-over-year decline.
Coverage ratios (particularly for megacap companies) remain near record levels,
supporting this notion that the increased
leverage is more a sign of the times than a
sign of desperation (see chart, page 6).
Large- and mega-cap coverage ratios stand
at 9.3 and 17.1, respectively, up from 3.0
to 4.0 in the 1990s. Overall, new net debt
issuance is concentrated within the largeand mega-cap cohorts, which currently
appear to pose relatively little default risk.
ISSUANCE BY SECTOR. When we look
at the new debt issuance by sector, health
care accounted for an outsized portion of
2015 net debt issuance, about 29% of the
total. We do not believe that broad-based
default risk in health care is likely, as a lot
of the cash is going to fund mergers and
acquisitions, and repayment will likely be
based more on reaching cost synergy
targets than overall industry conditions.
Further, six health care companies account
for 19% of the total market issuance, and
we doubt these names will have a
significant problem paying debt-related
interest, barring massive changes to their
current business conditions.
Nonetheless, health care is one of the
two sectors where leverage ratios have
deteriorated the most, and it is now
slightly overleveraged compared with

history. Now, one could argue the sector
had a suboptimal capital structure
previously, meaning it was underleveraged
and hence, this change is not necessarily
bad in aggregate.
In energy, the net-debt-to-EBITDA
spike is largely due to the drop in crude
prices from the summer of 2014 through
the beginning part of this year. Energy
accounted for only 11% of total net debt
issuance, but the sector's leverage ratio has
spiked to 5.1 in the fourth quarter, up from
1.3 a year earlier. The recent rise in the oil
price has meant that the default banter in
the energy patch has quieted down. Our
judgment is the energy stocks are likely
very vulnerable should the oil price start to
decline again. Said another way, the beta
of the energy sector is likely going to
remain quite high when leverage is this
challenged.
CONCENTRATED BORROWERS.

Digging into the individual companies
issuing the most net debt in 2015, we find
the list is quite concentrated. Overall, 16
companies account for 50% of the net
issuance, while 44 account for 80%. When
looking at the top 50%, we divide the 16
companies into three groups: low risk,
health care and others.
Low Risk. This group is about 16% of
the issuers, and includes companies with
net cash on their balance sheet or very low
net debt. In total, the group issued $80
billion of net debt last year and is skewed
heavily toward large, established

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

technology companies. The group has an
average net-debt-to-EBITDA ratio of -0.7.
Health Care. With 19% of the issuers,
this group raised $97 billion in net debt
last year and has an average net
debt/EBITDA ratio of 2.6.
Others. The final top five have an
average net debt/EBITDA ratio of 4.6.
This group has the highest leverage ratio,
largely driven by two companies with
outsized ratios of 10.5 and 6.1, which
make it an idiosyncratic cohort.
Looking at the groups above (which
account for 50% of total net debt
issuance), there seems to be less evidence
that the overall market is broadly
overleveraged than the headline netissuance data would indicate. Sure, bears
can point to whatever factors they like, but
we just don't think this issuance data really
matter for predicting the market-level
return. Stocks in the low-risk group have
strong enough balance sheets that they
should be able to withstand most external
factors. In health care, a significant portion
of recent debt issuance was used to finance
M&A—and we think this is pretty well
understood by health care investors. In the
final group, there are clearly some
companies that have significant debt loads,
but these risks appear more stock-specific
than macro in nature. In all, based on the
factors laid out above, we believe current
debt levels are more idiosyncratic than
indicative of a pending market collapse. 
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Financials—A Catch-Up
Value Opportunity
DAN SKELLY
Senior Equity Strategist
Morgan Stanley Wealth Management

I

n the rotation from 2015’s growth-stock
winners to this year’s more valueoriented “old economy” sectors, such as
industrials and materials, one notable
laggard has been financials, which are a
large component of value indexes. Among
the reasons given for their sluggishness are
muted trading and deal-making, ongoing
regulatory headwinds and low global bond
yields, which moved even lower after the
UK’s surprise vote to leave the EU.
Despite lower-for-longer interest rates,
we believe there are opportunities for
long-term investors in select high-quality
US financial stocks based on a number of
factors we outline below. Our view is
consistent with that of Adam Parker,
Morgan Stanley & Co.’s chief US equity
strategist, who recommends an overweight
to financials. Some of the reasons are:
Record-low valuation and sentiment.
The most recent sell-off has pushed the
valuation of banks, for example, to a 0.87
price/book value ratio at the same time

large value stocks have been going up
relative to the market (see chart). This has
left many money managers significantly
underweight the sector. Indeed, at MS &
Co.’s Global Financials conference last
month, attendees polled revealed that
investors are the most negative they have
been on financials in the past three years
and are hesitant to increase exposure.
Similarly, Parker notes that total hedge
fund net exposure to North American
financials has declined to 12% of total
North American net equity exposure—the
lowest in the past six years, according to
Morgan Stanley Prime Brokerage. While
valuation is never a catalyst in the short
term, we believe low valuations and
negative investor sentiment may mark a
solid entry point for longer-term investors,
as financials likely catch up to the other
value sectors as their fundamentals
improve.
Dividends are improving. Traditionally higher-yielding sectors like consumer
staples, utilities and telecoms have also
done well so far this year, given investors’
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continued yearning for yield. Not
surprisingly, these sectors are expensive
relative to their history and to the market.
Indeed, valuations in defensive, dividend
strategies have reached extreme levels
versus the broader market. By contrast, we
believe the financials represent a cheaper
source of dividend yield and capital return.
With improving capital ratios and some
relief from regulators on granting returns
to shareholders, we see improving
dividends and buybacks from the sector.
Notably, the most recent stress test for US
banks showed that they have 60% more
excess capital versus 2015, which led to
many of them raising dividends and
buybacks last week. Indeed, Parker shows
that financials have produced the largest
increase in total yield—dividends plus
buybacks as a percent of market
capitalization—in the past year versus the
rest of the market.
Capital market activity is on the rise.
Remarks from several broker-dealers and
asset managers at the MS & Co. conference were somewhat more positive on the
outlook for trading and deal-making,
following an anemic start to the year.
Several management teams commented
that, while merger activity has slowed
recently, it is still robust on an absolute
level and there is potential for increased
merger activity in slow-growing
industries, as well as cross-border deals.
Additionally, while equity issuance has
been weak, management teams said it was
improving. Last, several alternative asset
managers mentioned that they were
positive on taking gains on private equity
investments, given the rebound in public
equity markets since February.
To gain exposure to the sector, we favor
select large-cap US banks that are taking
share, particularly from European
investment banks; leading alternative and
traditional asset managers with scale and
differentiated performance records; and
credit card companies, which could benefit
from improving wage inflation and
consumer spending amid a backdrop of
relatively benign credit fundamentals. 

Source: Bloomberg as of June 29, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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ON THE MARKETS / ALTERNATIVES

Hedge Funds—
Is Bad News Good News?
ALPER DAGLIOGLU
Co-Head of Global Investment Manager Analysis
Morgan Stanley Wealth Management
DANIEL MACCARONE
Investment Officer
Morgan Stanley Wealth Management
ADAM S. LIEBMAN
Senior Analyst
Morgan Stanley Wealth Management

H

edge funds’ struggle with performance of late has led to questioning of
the industry’s value proposition. We have
argued for some time that hedge funds are
not a homogeneous asset class and should
be viewed as a unique set of strategies and
managers with various objectives. That
said, there are certain realities investors
must face in an industry that has expanded
rapidly in the past two decades that should
inform how to position future allocations.
We believe some of the recent bad news
may set the stage for good opportunities
for disciplined hedge fund investors.

Structural and Cyclical
Changes
Let’s start by acknowledging that hedge
funds face some structural headwinds that
did not exist 20 years ago. In the 1990s,
the industry was far smaller both in the
number of funds and in assets under
management. The ability to extract alpha
from the market by being quicker, smarter
and having less competition was clearly
more favorable in the past. According to
Hedge Fund Research Inc. (HFR), the
estimated assets under management in
hedge funds have grown more than tenfold
over the past 20 years, from $257 billion
in 1996 to nearly $3 trillion by 2016. In
addition, the tailwind of higher equity
market returns seen in the late 1990s, as
well as the benefits from higher interest

rates, are unlikely to persist in the near
future at the same levels.
The industry has evolved considerably
since its early days as the variety of
strategies has proliferated. Whereas early
hedge funds focused on global macro or
merger arbitrage, managers have moved
into areas like activism and structured
credit. Given the rapid growth in assets
and number of funds, managers have had
to evolve, too, increasing analysis and
examination of their strategies.
In the early days of hedge funds, the
investors were largely high-net-worth
individuals, but that has changed. Now,
with much more participation from
institutional investors such as pensions and
endowments, performance is not the only
imperative. Hedge fund managers must
focus not only on performance but also on
risk management, steadier returns and
maintaining a strong operational infrastructure. This has led to concentration in
the industry, as scale has become more
important. Only 12% of managers have $1

billion in assets under management, yet
that small slice of managers has 88% of
fund assets, according to Preqin, an
alternative assets research firm.
Cyclical headwinds are also at work.
Global central bank policy has suppressed
market volatility since the financial crisis.
As such, one can question the need to
hedge investment risk if volatility is low
and corrections are short lived. In the past
seven years, there have been few periods
in which to add value through active
management, as market drawdowns, or
peak to trough declines, have typically
been smaller and quicker to recover. If this
is the new status quo for financial markets,
the value of volatility-reducing strategies
and active management probably has been
diminished. If volatility increases and
drawdowns become more prolonged,
active management and diversification will
be needed to help guard investors in times
of stress.

Recent Performance and
Dispersion
If we had to single out one common
factor for weaker performance during the
past 18 months, we would cite the decline
in the price of oil and the sharp reversal
that began in February. The volatility in
energy prices affected all asset classes and,

In 2016, Many Fund Strategies Reversed Performance
2016 YTD (%)

2015 (%)

HFRI ED: Distressed-Restructuring Index

Index

3.10

-8.06

HFRI Event-Driven (Total) Index

2.55

-4.95

HFRI RV: Multi-Strategy Index

1.54

0.65

HFRI Fund Weighted Composite Index

0.74

-1.12

HFRI Macro (Total) Index

0.42

-1.26

HFRI EH: Equity Market Neutral Index

0.39

4.27

HFRI Equity Hedge (Total) Index

0.22

0.97

HFRI Macro: Systematic Diversified Index

0.12

-2.41

HFRI EH: Sector-Technology-Healthcare Index

-3.88

5.62

S&P 500 Total Return Index

3.57

1.38

60%/40% Blend

3.62

1.14

Note: 60%/40% Blend represents the S&P 500 Total Return Index and Barclays US Aggregate
Bond Index.
Source: HFR, Pertrac estimates as of May 31, 2016

Please refer to important information, disclosures and qualifications at the end of this material.
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as a result, almost every hedge fund
strategy. Within equity long/short
strategies, an increasing number of hedge
funds had built up a long bias toward
companies with positive earnings
momentum in sectors like technology and
health care and a negative bias toward
companies in the energy and industrial
sectors, where earnings had been coming
down. This narrow breadth in the market
gave rise to crowding on both the long and
short side, which began to unwind at the
same time, during February and March.
For instance, distressed-debt hedge
funds as represented by the HFRI ED:
Distressed Restructuring Index experienced poor performance in 2015 due to the
extreme move in energy prices and lowerrated debt (see table, page 9). The strategy
has recently rebounded after the secondlargest peak-to-trough drawdown in the
past 25 years, with the recovery in oil and
spread tightening in high yield debt. Funds
represented by the HFRI Event-Driven
Index were also hurt in 2015, in part by
energy prices but also from crowding in
certain popular positions.
Some relative-value strategies had
strong 2015 gains, but the move from
growth/momentum to value/quality was a
detractor in the first quarter of 2016.
Within long/short equity, we saw many of
last year’s best-performing managers
become this year’s losers, as certain
sectors of the stock market reversed, such
as technology and health care. This was
evident looking at the performance of the
HFRI EH: Sector-Technology-Healthcare
Index, which performed well in 2015 only
to give back much of those gains this year.
Managed futures had been performing
quite well with trends in oil and currencies
at times in 2015 and the first two months
of 2016, but they have underperformed
more recently as some of those trades have
reversed.
There has been a noticeable difference
in absolute or risk-adjusted returns
recently, depending on manager selection.
According to Hedge Fund Research, in the
past 12 months, the performance difference between the top- and bottom-quartile
funds was 12.41%, which is higher than

the dispersion during the prior three and
five years of 7.26% and 5.83%, respectively. In addition, the risk-adjusted return,
or Sharpe ratio, has also shown elevated
dispersion with a one-year Sharpe ratio
difference of 1.28—larger than the prior
three and five years at 0.84 and 0.72,
respectively.

Moving Forward
We are often asked what investors
should do now with hedge funds, given
some disappointing results. Let’s first
consider investors’ basic options between
stocks, bonds and alternatives. Morgan
Stanley Wealth Management’s Global
Investment Committee (GIC) has been
clear in its assumption that stocks and
bonds may offer lower returns but also
more-normalized volatility compared with
history, based on its seven-year market
forecast.
Based on the GIC’s seven-year capital
market return estimates (as of March 18,
2016) for a 60%/40% stock and bond
portfolio (using the S&P 500 and the
Barclays Capital US Aggregate Bond
Index), we see a return estimate of 4.1%,
with a standard deviation of 10.6%, a
relatively unattractive risk-adjusted-return
scenario compared with most historical
periods. To be sure, hedge funds will not
be immune from this lower-return
environment, but we believe the right
managers can still generate a compelling
return, risk and correlation profile
compared with a balanced stock and bond
portfolio.
The primary value proposition of most
hedge funds should be able to deliver
some portion of their returns based on skill
or “alpha” and provide diversification
benefits to a client’s overall portfolio. We
believe this will be particularly true if your
manager selection is correct (since, as we
noted, the difference between the top- and
bottom-performing managers can be large
on an absolute or risk-adjusted basis).

Flows and Fees
We acknowledge that poor manager
performance will ultimately be met with
investor outflows. According to HFR, after

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

steady inflows from 2010 to 2015, hedge
funds saw $15 billion in investor outflows
in the first quarter of 2016. This was the
most since the second quarter of 2009,
when outflows were $43 billion and came
on the heels of $104 billion in outflows
during the first quarter of that year. To put
this into context, redemptions in the first
quarter of this year represent only about
0.5% of industry assets and follow a
period of strong industry growth.
There is no doubt that, as investors, we
should set the bar high if hedge fund
managers are going to charge high fees
and restrict capital withdrawals. We have
seen a trend toward lower fees begin, and
we expect it to continue. We are seeing
discounts become more common for large
investors or strategic relationships. This
places investors in a good position to gain
access to quality managers at a more
acceptable cost, as we feel the negotiating
power has shifted toward the allocator.

Will Bad News Be Good News?
As noted, hedge fund performance has
been affected by increased competition,
higher correlations and an environment not
conducive to active, risk-managed
strategies in a low-volatility environment.
While we would not expect the
competition to abate overnight, we can
envision a period of lower correlation and
higher volatility, which might then act as a
tailwind for hedge funds.
The good news about bad news is that it
sells. While we occasionally read of the
troubles of how the mighty have fallen
within the hedge fund industry, we tend to
see the culling of funds and a reduction of
capital in the hedge fund industry in a
favorable light. If this leads to less
competition, lower fees and “survival of
the fittest,” we think this should be good
news for disciplined hedge fund allocators,
especially if the market landscape evolves
more toward its historical norms. 
The above was excerpted from the
alternatives special report, Hedge
Funds—Is Bad News Good News? For a
copy of the full report, please ask your
Financial Advisor.
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Preferred Securities
“Carry” the Load
SUZANNE LINDQUIST
Fixed Income Strategist
Morgan Stanley Wealth Management
EDWARD BRUCKER
Fixed Income Analyst
Morgan Stanley Wealth Management

T

he UK’s Brexit sent global rates
spiraling downward. As a result, we
are in an even-lower-yielding fixed
income environment, which might limit
investors’ options to generate solid returns
in the second half of the year. As yields
remain depressed, we believe stable asset
classes that produce higher income could
perform well. While such asset classes
may seem elusive, US preferred securities
could provide the additional carry that
investors seek in an asset class we believe
is fundamentally sound.
EQUITY AND DEBT FEATURES.

Preferred securities are high-coupon fixed
income instruments with perpetual
maturities that are typically issued by
banks, insurers and other financial
institutions. They are frequently referred to
as “hybrids” since they combine both
equity- and debt-like features. While

preferreds sit above common stock in the
capital structure, they fall below senior
unsecured and subordinated debt, which
lowers their credit quality.
Within the preferred market, two
structures tend to dominate: fixed-for-life
and fixed-to-floating-rate securities. Fixedfor-life preferreds have a stated coupon
rate that remains constant for the life of the
security. Fixed-to-floating-rate preferreds
pay a set coupon until the security’s first
call date. If it is not called, the coupon
begins to float at a set level relative to a
given benchmark, normally the threemonth LIBOR rate. In general, preferreds
offer good call protection, typically five to
10 years from the issue date.
US preferreds have performed well
since the financial crisis as investors have
been rewarded with higher incomes and
improving credit fundamentals. We
believe this income advantage will
continue to provide additional income
relative to other asset classes, especially as
global yields stay stubbornly low. In the
chart, we show the yield of the Bank of

Preferreds Hold Big Yield Advantage Over Treasuries
6%
5
4
3

BofA Merrill Lynch Fixed Rate Preferred Index, Yield to Worst
Five-Year US Treasury Yield

2
1

America Merrill Lynch Fixed Rate
Preferred Index, which has a duration of a
little more than four years, versus the yield
on the five-year US Treasury note. As the
chart illustrates, preferreds pick up about
305 basis points in “carry”—that is, the
income paid out by the security—versus a
similar-duration Treasury. We believe that
this yield pickup gives preferreds a
cushion that, over time, could enhance
returns and dampen price volatility. Note
that many of the index constituents have
very low or even negative yields due to
their call structures, but more than half of
the securities have a yield above 5%,
giving the entire index a 4% payout.
BETTER BALANCE SHEETS. Since
preferreds are lower on the capital
structure, they are riskier than their senior
unsecured and subordinated counterparts.
However, we believe the financials-heavy
market is sound, particularly in the US.
Since the financial crisis, regulators have
closely monitored the sector, driving banks
to drastically improve their balance sheets,
increase capital ratios and boost liquidity.
Last month, every money-center bank in
the US passed the first part of the Federal
Reserve’s annual stress test, which
measures a bank’s ability to weather an
economic recession. Every bank not only
met the capital requirements, but also had
nearly twice the recommended 4.5% Tier1 common-equity ratio.
US preferreds have returned 4.70% for
the year to date (through June 29), lagging
behind the high yield’s 8.71% and
investment grade’s 7.75%. In a fixed
income environment that has already
posted solid returns this year, we believe
coupons will be the main drivers of return
in the second half. This is an opportunity
to add to preferred securities. It is
important to remember that preferred
securities, like high yield, act as a
complement in broader fixed income
portfolios. 
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Source: Bloomberg as of June 29, 2016
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ON THE MARKETS / MUNICIPAL BONDS

More Than a Year Later,
Still “Paid to Wait”
JOHN DILLON
Chief Municipal Bond Strategist
Morgan Stanley Wealth Management

W

ith the Federal Open Market
Committee (FOMC) logging yet
another “nothing done” at its June
convocation and global interest rates
remaining stubbornly low, we thought it
fitting to revisit the “paid to wait” theme
we first visited in March 2015. Indeed,
investors have now been enjoying taxexempt coupon carry for years and, in the
words of the late, great Yogi Berra, 2016
thus far feels like it’s “deja vu all over
again.”
Munis have already achieved a 4.35%
year-to-date total return, eclipsing last
year’s 3.30%. The accompanying chart
illustrates how 2016’s benchmark muni
yields mirror the pattern set in 2015. After
all, much of last year was spent fretting
about interest rate hikes, but there was
only one, and that was in December.

MS & Co.’s house view was once again
for just one rate hike this year—in
December, but post-Brexit, even that
expectation was tweaked to “For now,
further hikes are off the table.”
Meanwhile, relative-value ratios for 10year AAA-rated municipal bonds remain
range-bound in the high 80%s, which
likely reflects some retail-buyer resistance
to lower yields. Further out on the yield
curve, 30-year paper has outperformed,
which likely suggests mild institutional
acceptance of lower yields. That
performance has driven the relative-value
ratio down to approximately 88%, below
the 10-year ratio of 89% as of this writing.
Relative-value ratios are typically higher
for 30-year bonds than for 10-year bonds.
Countering this retail resistance are the
march to lower yields globally and the
buildup of cash on the sidelines, as a
torrent of muni redemption proceeds
continue to arrive—which could ultimately

So Far This Year, the Path of Benchmark
Municipal Bond Yield Mirrors Last Year’s
2.45%
2.35

10-Year AAA Municipal Bond Yield
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Source: Thomson Reuters Municipal Market Data (MMD) as of June 30, 2016
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drive retail buyers back into the market
during the next few months.
What to watch for? Interestingly
enough, it’s not Puerto Rico’s debt woes
and not even in the muni market. Yes, with
a massive debt-service payment due on
July 1 and Congress “in action,” Puerto
Rico will likely be the elephant in the
room for months. However, it is interest
rates, generally, that may set the tone in
broader fixed income markets, taking
munis along for the ride.
Considering that we have yet to see any
systemic impact from Puerto Rico, and
given that highly supportive seasonal
technicals have now arrived, we believe
the muni market, left unto itself, is actually
in solid shape. However, nothing trades in
a vacuum. With Brexit now a reality, it is
important to note that the list of market
anxieties just got a lot longer. Indeed, let
us not forget that inordinately weak May
employment report early last month and
the prior weight that was placed on the
June FOMC meeting.
What to do? In light of this
combination of factors and the patterns we
have seen in recent years, we suggest
staying invested and continuing to put cash
to work while being mindful of curve
positioning and timing. Other potential
volatility triggers include Brexit-related
developments throughout Europe and the
monthly jobs report on July 8. For
individual investors, we advocate
defensive, above-market coupon structures
in the 4%-to-5% range with a final
maturity range of 12 to 20 years, with call
protection of at least five years and strong
credit quality. There have been numerous
opportunities to buy on weakness, both
this year and last, and muni bondholders
continue to be paid to wait. 
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Just Where in the Market
Cycle Are We?
P

aul Quinsee heads US equities for JP
Morgan Asset Management, and he
and his team focus mostly on companylevel research. But the big picture matters,
too, and it’s not easy to see it right now.
“It’s an unusually difficult time to figure
out exactly where we are in this economic
cycle,” says Quinsee. He suggests
investors stay the course amid current
volatility, especially that triggered by the
UK’s Brexit vote. “Typically, cycles end
when excesses are created,” he explains,
“and we don’t see a lot of excesses now.”
Quinsee recently spoke with Dan Skelly,
head of Morgan Stanley Wealth
Management’s Equity Model Portfolio
Solutions team. The following is an edited
version of their conversation.
DAN SKELLY (DS): What stage are we
at in the economic cycle?
PAUL QUINSEE (PQ): We’re measuring
this expansion at over 80 months—and a
typical expansion in the last 100 years or
so is around 46 months—so we are faced
with a US cycle that has gone on for a long
time. It’s also a very weak cycle. The
cumulative level of GDP that has been
added so far is far lower than we have seen
in any of the previous instances, even
given the low starting point.
We lean toward this cycle continuing
for a while longer, because we don’t see
the excesses and we see monetary policy
as still very accommodative. In the US, the
one place where there were real excesses
was in the energy sector, but we really
struggle to see it elsewhere. Overall, we
think credit conditions are pretty good, and
exactly when the Federal Reserve decides
to raise interest rates is an enormous
debate. It’s clear the Fed is trying to be as

accommodative as possible, which would
lean to the positive on the US side.
I think a global aspect is relevant, too.
Global economies have grown a lot, with
China in particular playing a far-greater
role in the world economy than it has done
in any prior cycle—and I think most
would agree that China is a place where
there have been plenty of excesses. As an
investor, you have to weigh all of this. As
is usual in investing, it’s about shades of
grey rather than absolute right and wrong.
We manage our strategies by planning
for a slower, longer expansion to continue,
and also being sensitive to the risks from
abroad. We want portfolios and stocks that
can do well in a slow-growth environment,
but we also want to make sure we’re not
caught with stocks in which an economic
downturn would really be a game changer
for the business.
DS: What do you think of the Fed
policy in terms of its ramifications on the
markets?
PQ: The Fed would probably like to
have higher rates to give themselves a bit
of a cushion so that if we get into a weaker
economic environment, they’ve got some
ammunition [in that they could lower
rates]. At the moment, there’s almost no
room to lower rates. In terms of market
impact, I feel pretty good that the stock
market wouldn’t be unduly affected by the
prospect of higher rates. Equity investors
actually might be encouraged by that. In
2013 and 2014, when the bond market was
really quite weak and interest rates were
up, the stock market did great.
Historically, in environments where bond
yields are rising from very low levels,
stocks typically have been fine—that’s a
sweet spot. In the past, rising bond yields

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

tended to be bad for stocks when they
crossed 4% or 5%. The price of stocks
versus bonds is much more in favor of the
equity investor right now than it has been
in my 30-plus-year career.
We’ve still got a tremendous cushion in
terms of the spread between the 10-year
Treasury yield and the S&P 500 earnings
yield. Within the market, there are plenty
of beneficiaries of higher interest rates,
including the financial stocks and those
companies with enormous cash balances.
DS: Do you think this cycle will be like
others, with the public becoming more
involved at higher levels?
PQ: Yes, because, unfortunately, one of
the most reliable things in finance is that
so many investors are prone to buy high
and sell low. I’d be very surprised if that
has fundamentally changed. After all, if
you look at the fund flows between
February and May, we’ve seen money
coming out of equity funds, including
passive funds—and bond fund flows have
been very strong over that period. If that’s
not buying high, then I don’t know what
is.
I think it’s hard to imagine people being
less interested in the stock market than
they are right now. The last American
Association of Individual Investors survey
showed a level of bullishness that was at a
50-year low. So I think if stocks start
going up, and if the returns from other
investments are less exciting than they
have been, inevitably that will attract
flows.
DS: What is your approach for
identifying opportunities?
PQ: Within the world of US equity, we
have growth, value and core teams, plus a
more quantitative behavioural-finance
group, so I get to see a lot of different
ideas and different perspectives. The one
thing that is consistent right now, that is
striking, is the pessimism that’s baked into
individual stocks—particularly if owning
those stocks involves taking some kind of
risk.
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To a level rarely seen, the market is
favoring quality. Businesses with dividend
yields that seem to be backed by stable and
predictable earnings are one of the only
things that investors have been reluctant to
get rid of. I think that’s got a lot to do with
a general level of pessimism, but it will
create a lot of opportunity in other areas.
Many of the stocks that our team likes are
facing a decline in earnings at some point,
especially if the economy weakens, but as
we step back and look at these businesses
on a long-term basis, and really think
about the cash-flow potential over the next
several years—not just in a recession, but
beyond that—we see tremendous value.
An example is the airlines, some of
which have double-digit cash-flow yields.
Sure, those cash-flow yields will go down,
but these are airlines with much better
balance sheets than we’ve seen in the past
with and—at least, domestically—a much
more disciplined industry backdrop.
Autos are in the same group. They are
generating a lot of cash and paying fat
dividends, too. Of course, their earnings
will go down in a recession, but we don’t
think they will go down in the way that
they have done before, on account of much
stronger balance sheets.
A lot of the financial stocks are in this
category, too. We’re expecting rates to be
a little bit higher in forecasting long-term
earnings, but even if they’re not these
stocks are not expensive. Again, look at
the balance sheets. The degree of leverage
is so much lower than we saw in the
previous cycle, and I don’t think the stocks
get enough credit for that.
Those are some of the more value-type
opportunities, but our growth investors
would also say that many of the companies

that they think are the best opportunities—
in health care, for instance—don’t trade at
the premiums that they would expect. If
there’s one opportunity, it’s in doing your
homework and buying into uncertainty.
DS: Within the value cohort, the two
areas that haven’t really participated as
much, to your point, are financials and
large-cap pharma or biotech. If you are
more positive on the financials, how do
you square that with the regulatory risk,
and what are your views on health care?
PQ: Regulatory risk is something
everyone has to factor in with financials,
but our feeling is that we’ve seen most of
the impact already. Since the financial
crisis, capital levels have been broadly
built up during a period of very favorable
credit conditions—which has really
helped. These companies generate a lot of
money and, I think while there are still
some uncertainties remaining across
finance, the scale of the issue is known
and the work is mostly done.
Health care is more difficult because I
think we’re at an earlier stage. For a long
time, health care investors were primarily
focused on new drugs and trying to predict
who had the next greatest hit. While that’s
still important, we’ve also got to really
think about the payment system. Health
care costs in this country have marched
higher and higher and, as paying for health
care becomes more of a challenge, it’s
difficult to know exactly how that will
manifest itself. I think in health care it’s
important for investors to appreciate the
sources of threat as well as opportunity,
and it’s an area in which we are a little
more cautious about allocating a lot of
capital.
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DS: On the flipside, what are the areas
that you are avoiding?
PQ: We’re still not fans of the more
levered energy companies. Amid low oil
prices, we’re seeing all the things that we
would expect to see—capacity being
reduced, demand increasing, supply and
demand coming back into balance—but
there are too many companies that have
the wrong balance sheets, that have the
wrong assets in terms of production. We
don’t think they will be realistically
profitable over the next cycle in the way
that they were in the last cycle, when
prices were much higher and things were
easier. The same would go for some of the
more levered commodity stocks, too. Even
though we’re reasonably optimistic about
the underlying prices, we think the
businesses have to be made more efficient
and, unless they are, then it’s not all there
for shareholders.
There are those stocks that lack
fundamental problems but, on a relative
basis, their prices have been driven up by
high dividend yields—some of the more
popular drug companies, for example, or
areas like utilities and some of the
consumer staples companies. There’s
nothing terribly wrong with these
companies—we just don’t see much
upside. 

Paul Quinsee 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 June 30, 2016
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Tactical Asset Allocation Reasoning
Global Equities

Relative Weight
Within Equities

US

Overweight

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

International Equities
(Developed Markets)

Overweight

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

Emerging Markets

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. So far, they have and, so long as the US dollar and oil prices remain close to current levels,
EM should continue to perform better.

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 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-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 remainder of 2016.

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.

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 June 30, 2016
*For more about the risks to Master Limited Partnerships (MLPs) and Duration, please see the Risk Considerations section beginning on
page 19 of this report.
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Glossary
ALPHA A

measure of performance on a riskadjusted basis.

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

BETA

CORRELATION This is statistical measure of

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

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

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

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

cumulative percentage decline in net asset value

Index Definitions
BARCLAYS US AGGREGATE BOND INDEX This
index tracks US-dollar-denominated investment
grade fixed rate bonds. These include US
Treasuries, US-government-related, securitized
and corporate securities.
BofA MERRILL LYNCH FIXED RATE
PREFERRED SECURITIES INDEX This

index
tracks the performance of fixed rate US-dollardenominated preferred securities issued in the
US domestic market. Qualifying securities must
have an investment grade rating. In addition,
qualifying securities must be issued as public
securities or through a 144a filing, must have a
fixed coupon or dividend schedule and must
have a minimum amount outstanding of $100
million. Fixed-to-floating rate securities also
qualify provided they are callable within the
fixed rate period and are at least one year from
the last call prior to the date the bond transitions
from a fixed to a floating rate security.

EURO STOXX 600 INDEX This index is
comprised of 600 large- , mid- , and small-cap
companies across 18 European countries.

This index measures the 100
companies listed on the London Stock
Exchange with the highest market
capitalization.

FTSE 100 INDEX

HFRI ED: DISTRESSED-RESTRUCTURING INDEX

Distressed/restructuring strategies which
employ an investment process focused on
corporate fixed income instruments, primarily
on corporate credit instruments of companies
trading at significant discounts to their value at
issuance or obliged (par value) at maturity as a
result of either formal bankruptcy proceeding or
financial market perception of near term
proceedings. Managers are typically actively
involved with the management of these
companies, frequently involved on creditors'

committees in negotiating the exchange of
securities for alternative obligations, either
swaps of debt, equity or hybrid securities.
Managers employ fundamental credit processes
focused on valuation and asset coverage of
securities of distressed firms; in most cases
portfolio exposures are concentrated in
instruments which are publicly traded, in some
cases actively and in others under reduced
liquidity but in general for which a reasonable
public market exists. In contrast to special
situations, distressed strategies employ
primarily debt (greater than 60%) but also may
maintain related equity exposure.
HFRI EH: EQUITY MARKET NEUTRAL INDEX

Equity market neutral strategies employ
sophisticated quantitative techniques of
analyzing price data to ascertain information
about future price movement and relationships
between securities, select securities for
purchase and sale. These can include both
factor-based and statistical arbitrage/trading
strategies. Factor-based investment strategies
include strategies in which the investment
thesis is predicated on the systematic analysis
of common relationships between securities. In
many but not all cases, portfolios are
constructed to be neutral to one or multiple
variables, such as broader equity markets in
dollar or beta terms, and leverage is frequently
employed to enhance the return profile of the
positions identified. Statistical arbitrage/trading
strategies consist of strategies in which the
investment thesis is predicated on exploiting
pricing anomalies which may occur as a
function of expected mean reversion inherent in
security prices; high frequency techniques may
be employed and trading strategies may also be
employed on the basis on technical analysis or
opportunistically to exploit new information the
investment manager believes has not been fully,

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

completely or accurately discounted into
current security prices. Equity market neutral
strategies typically maintain characteristic net
equity market exposure no greater than 10%
long or short.
HFRI EH: SECTOR—TECHNOLOGYHEALTHCARE INDEX Technology/healthcare

strategies employ investment processes
designed to identify opportunities in securities
in specific niche areas of the market in which
the manager maintain a level of expertise which
exceeds that of a market generalist in
identifying opportunities in companies engaged
in all development, production and application
of technology, biotechnology and as related to
production of pharmaceuticals and healthcare
industry. Though some diversity exists as
across sub strategy, strategies implicitly exhibit
some characteristic sensitivity to broader
growth trends, or in the case of the later,
developments specific to the health care
industry. Technology/healthcare strategies
typically maintain a primary focus in this area
or expect to maintain in excess of 50% of
portfolio exposure to these sectors over a
various market cycles.
HFRI EQUITY HEDGE (TOTAL) INDEX Equity

hedge investment managers maintain positions
both long and short in primarily equity and
equity derivative securities. A wide variety of
investment processes can be employed to arrive
at an investment decision, including both
quantitative and fundamental techniques;
strategies can be broadly diversified or
narrowly focused on specific sectors and can
range broadly in terms of levels of net
exposure, leverage employed, holding period,
concentrations of market capitalizations and
valuation ranges of typical portfolios. Equity
hedge managers would typically maintain at
least 50% exposure to, and may in some cases
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be entirely invested in, equities, both long and
short.
HFRI EVENT-DRIVEN (TOTAL) INDEX Eventdriven investment managers who maintain
positions in companies currently or
prospectively involved in corporate transactions
of a wide variety including but not limited to
mergers, restructurings, financial distress,
tender offers, shareholder buybacks, debt
exchanges, security issuance or other capital
structure adjustments. Security types can range
from most senior in the capital structure to most
junior or subordinated, and frequently involve
additional derivative securities. Event-driven
exposure includes a combination of sensitivities
to equity markets, credit markets and
idiosyncratic, company specific developments.
Investment theses are typically predicated on
fundamental characteristics (as opposed to
quantitative), with the realization of the thesis
predicated on a specific development
exogenous to the existing capital structure.
HFRI FUND WEIGHTED COMPOSITE INDEX This

is a global, equal-weighted index of over 2,000
single-manager funds that report to the HFR
database. Constituent funds report monthly net
of all fees performance in US dollar and have a
minimum of $50 million under management or
a 12-month track record of active performance.
The HFRI Fund Weighted Composite Index
does not include funds of hedge funds.
HFRI MACRO (TOTAL) INDEX Macro investment
managers trade a broad range of strategies in
which the investment process is predicated on
movements in underlying economic variables
and the impact these have on equity, fixed
income, hard currency and commodity markets.
Managers employ a variety of techniques, both
discretionary and systematic analysis,
combinations of top-down and bottom-up
theses, quantitative and fundamental
approaches and long- and short-term holding
periods. Although some strategies employ
relative-value techniques, macro strategies are
distinct from relative-value strategies in that the
primary investment thesis is predicated on
predicted or future movements in the
underlying instruments, rather than realization
of a valuation discrepancy between securities.

In a similar way, while both macro and equity
hedge managers may hold equity securities, the
overriding investment thesis is predicated on
the impact movements in underlying
macroeconomic variables may have on security
prices, as opposes to equity hedge, in which the
fundamental characteristics on the company are
the most significant are integral to investment
thesis.

or may exist as related strategies over which a
single individual or decision making process
manages. Multi-strategy is not intended to
provide broadest-based mass market investors
appeal, but are most frequently distinguished
from others arbitrage strategies in that they
expect to maintain portfolio exposure of at least
30% in two or more strategies meaningfully
distinct from each other that are expected to
respond to diverse market influences.

HFRI MACRO: SYSTEMATIC DIVERSIFIED INDEX

Systematic diversified strategies have
investment processes typically as function of
mathematical, algorithmic and technical
models, with little or no influence of
individuals over the portfolio positioning.
Strategies which employ an investment process
designed to identify opportunities in markets
exhibiting trending or momentum
characteristics across individual instruments or
asset classes. Strategies typically employ
quantitative processes which focus on
statistically robust or technical patterns in the
return series of the asset, and typically focus on
highly liquid instruments and maintain shorter
holding periods than either discretionary or
mean reverting strategies. Although some
strategies seek to employ counter trend models,
strategies benefit most from an environment
characterized by persistent, discernible trending
behavior. Systematic diversified strategies
typically would expect to have no greater than
35% of portfolio in either dedicated currency or
commodity exposures over a given market
cycle.
HFRI RV: MULTI-STRATEGY INDEX Multistrategies employ an investment thesis is
predicated on realization of a spread between
related yield instruments in which one or
multiple components of the spread contains a
fixed income, derivative, equity, real estate,
master limited partnership or combination of
these or other instruments. Strategies are
typically quantitatively driven to measure the
existing relationship between instruments and,
in some cases, identify attractive positions in
which the risk-adjusted spread between these
instruments represents an attractive opportunity
for the investment manager. In many cases
these strategies may exist as distinct strategies
across which a vehicle which allocates directly,
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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 EUROPE INDEX This

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

MSCI EUROPE LARGE CAP INDEX This is a
capitalization-weighted index that captures
large-cap representation across 15 developed
market countries in Europe.
MSCI EUROPE SMID INDEX This is

a
capitalization-weighted index tracking the total
return of small-cap and mid-cap stocks in
Europe.

PURCHASING MANAGER INDEXES (PMI) These
economic indicators are derived mostly from
monthly surveys of private-sector companies.
The principal producers of PMIs are Markit
Group, which conducts PMIs for more than 30
countries, and the Institute for Supply
Management, which conducts PMIs for the US.
RUSSELL 1000 VALUE INDEX This

index
measures the performance of those Russell
1000 companies with lower price-to-book ratios
and lower forecasted growth.

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

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

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