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Frozen
Dreams are said to be our subconscious speaking to us. As
such, they are windows into what is really on our mind and
perhaps bothering us more than we realize. In fact, psychologists often ask patients to write down their dreams while
still groggy, with the dream still fresh, as a means to unlock
hidden emotions and feelings. There is also an entire field
dedicated to the interpretation of specific kinds of dreams
that tend to recur. A common one relates to an inability to
move normally. Experts believe such dreams indicate the
person feels helpless to do anything about an event, person
or some situation they are confronting in real life.
Based on my numerous travels and conversations with Americans, this is how many
people feel today—helpless about the future and what the world is throwing at us.
Whether we are talking about the economy or the vast technological changes, people
seem more uncertain than I can remember, even though we have one of the lowest
unemployment rates in history and a stock market near an all-time high. In the most
recent University of Michigan Consumer Sentiment survey, more consumers today are
feeling “uncertain about business conditions over the next 12 months” than at any time
since the survey began in 1978. That is remarkable when you think about all of the very
uncertain periods we have experienced in the past 38 years.
As a result of these anxieties, the average investor is “frozen,” an unusual state to be
sure, and it’s had a dramatic impact on what people are doing with their investments.
According to the American Association of Individual Investors, we are close to a record
percentage that are “neutral” on the outlook for stocks—neither bullish nor bearish—
which is simply another expression of one’s inability to act.
I have been thinking a lot about why this unusual phenomenon is happening now,
given the relatively stable—if not boring—economic environment. I have concluded
that, while there are many reasons to feel uncertain, there is one main reason why it’s so
extreme—the US presidential election. Rarely, if ever, have Americans faced such an
unusual and uncertain election—an election that will be determined by voting against
rather than for one of the candidates. At the same time, there is a general feeling we are
at an important crossroads for our country, so who wins might matter more than normal.
Such a cocktail is extremely unsettling and, hence, paralyzing. My interpretation is that,
similar to Brexit, just getting past this event should reduce this immense uncertainty and
allow markets to focus again on the fundamentals that really matter—i.e., accelerating
earnings growth, very supportive financial conditions and fair-to-cheap valuations for
global equities. Our advice? Stay awake, because October could bring the last
opportunity to buy a pullback before the strong finish to the year that we expect. 
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E

ight years after the financial crisis,
growth languishes, rates flirt with alltime lows, inflation remains low and per
capita income is stagnant despite a sub-5%
unemployment rate. Harvard University
economist Larry Summers’ 2013 assertion
that we could be headed for an economy
characterized by secular stagnation seems
prescient. Among most investors, this is
the view that describes our current morass.
What else would explain persistently
negative real yields and long-term bond

valuations that imply virtually no growth
and only minimal inflation as far as three
decades in the future?
With the most recent disappointing data
on US GDP and productivity, the chorus
has been clear that the Fed’s forecast for
the long-run federal funds rate, often a
proxy for structural economic growth,
should be only 1.5%, which is well below
Fed members’ own historic-level forecasts
of 2.5% to 3.5%. This apparent diagnosis
has paralyzed some, anchoring their view
in a dark future of persistently low returns
that are sustained by viciously negative
feedback loops, whose only protective
harbors are cash, gold and bonds. Even
former Federal Reserve Chairman Ben
Bernanke validated the view, suggesting
the Fed might be indefinitely on hold in

their “shallower path.”
ENDURING A PERFECT STORM. In
short, we believe the US economy is
neither trapped by secular forces nor mired
in stagnation. Monetary policy has not
failed—to the contrary, it has done what it
can given its limits. For us, the marvel is
that the US economy has actually managed
to do as well as it has given that we have
endured a perfect storm.
From our vantage point, we have lived
amid a hurricane of four colliding
supercycles—demographics, productivity,
commodities and debt (see chart).
Collectively, these have likely reduced
growth rates by one-to-two percentage
points per year, creating an “output gap.”
Equally provocative is the contemplation
that these drags have been massively
amplified by anti-growth policy priorities
around fiscal austerity, private investment
incentives, income inequality and
counterproductive regulation, all of which
have further distorted the regular business
cycle. In fact, the most distinguishing
feature of the cycle is the extent to which

A Supercycle Perfect Storm Amplified Policy Headwinds

Source: Morgan Stanley Wealth Management GIC
Please refer to important information, disclosures and qualifications at the end of this material.
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animal spirits have evaporated, leaving the
level of investment completely out of
balance with savings (see chart).
The great news is that in many areas we
are close to powerful and potentially
mutually reinforcing inflection points.
While overall growth rates for the
working-age population may in fact be
below those of prior eras, the worst of the
deceleration appears to be behind us and
the annual rate of change appears poised to
improve from the current trough of 0.5%
annual growth; the oldest millennials,
already 6 million stronger than the baby
boomers, turn 35 this year. Extending the
full retirement age for baby boomers to 70
from 65 could push labor-force growth up
by 0.3% a year from current forecasts.
Productivity growth appears to be at a
structural trough, having fallen to levels
last seen in the 1982 recession, but here,
too, we see a turn. Research and
development (R&D) as a share of GDP is
closing in on 3%—near the levels of the
mid 1960s and mid 1980s, periods that
presaged huge productivity gains—and
rising unit labor costs are likely to shake
investment spending and capital deepening
from a 10-year slumber.
WORST HEADWINDS PASSED. The
worst of the headwinds from debt and
commodities supercycles is also behind us.
Our net debt, or debt net of savings, is

currently at levels last seen in 2004, while
our costs of carrying that debt—courtesy
of the 35-year decline in government
borrowing rates—is also declining. The
US Treasury is far from having a debt
sustainability problem, with current
interest payments on US government debt
running at about 1.2% of GDP, a 40-year
low. Interest coverage for the corporate
sector is still above average, and for
households resembles the 1970s—before
the explosion of credit card debt.
China has navigated its soft landing,
having already slowed investment and
debt-driven nominal growth to about 7.5%
today from 2011’s 20%; the pain from that
slowing is well reflected in global
commodities markets which, in aggregate,
are trading at 1998 levels. Rebalancing
adjustments to global growth are well
advanced, with global trade in volume
terms flat for nearly a year and down 5%
in dollar terms, the worst level since the
2009 recession.
ATTACKING IMPEDIMENTS. With
supercycles poised to recover, we need to
attack the so-called permanent
impediments to growth that are nothing
more than the result of stale, sclerotic and
man-made solutions to yesterday’s
problems. This is not novel advice as
Summers and other leading economists
have advocated fiscal policy responses.

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

Fiscal spending as a share of GDP has
fallen to a multidecade low of 17.7% as
the economy has endured the longest
negative growth drag from fiscal austerity
since the Great Depression. Evidence that
our infrastructure is crumbling is
summarized by the fact that the average
age of our real assets is close to 22 years, a
level last seen in 1938. Critically, the vast
majority of policy changes may not require
more direct fiscal spending. Rather,
comprehensive corporate and personal tax
reform, elimination of bureaucratic red
tape, a review of entitlements and
amended regulations might yield the most
powerful longer-term palliatives without
imperiling deficits. We estimate that close
to two-thirds of the $2.5 trillion gap could
be closed by attacking private investment
incentives, regulation and income
inequality. These actions could become
multiplicative, as fundamentally restoring
confidence in government and reducing
policy uncertainty could reignite
entrepreneurial and animal spirits.
Ultimately, while secular stagnation is a
powerful concept with which to describe
our malaise, we don’t think it is a useful
playbook for investing. Rather, in the
words of investment manager James
Montier of GMO LLC, “secular stagnation
is a choice” that we as citizens and
policymakers can confidently attack,
especially as cyclical headwinds turn to
tailwinds. Importantly for investors, we
are convinced of a turning point in this
regard, as the recent global emergence of
third-way populism raises the stakes and
awakens entrenched, self-preserving
incumbents in our government. We are
closer to a new dawn than consensus
positioning reflects and, for patient
investors, significant wealth-creating
opportunities are on the horizon. 

For the complete version of this special
report, please contact your Financial
Advisor.
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The Fed Is Itching
To Go—Slowly
ELLEN ZENTNER
Chief US Economist
Morgan Stanley & Co.

t the conclusion of its Sept. 21
meeting, the Federal Open Market
Committee (FOMC) issued a statement
that reiterated the message Chair Janet
Yellen had delivered at the Jackson Hole
conference in late August: The case for
another interest rate hike has strengthened.
Still, Fed policymakers declined to make
the move. “My colleagues and I
exchanged views at this meeting on the
appropriate timing of the next step in
reducing policy stimulus,” Yellen said in a
postmeeting press conference. “Most of us
judged that the case for an immediate
increase in the federal funds rate is
stronger, but that it would be sensible,
given the finding of a bit more running
room, to wait to see some continued
progress, evidence that we continue to
progress toward our objectives.”
BETTER ECONOMIC DATA. Is the case
stronger? Economic activity has picked
up—we are currently tracking GDP

A

growth in the third quarter at about 3%.
Yet despite Yellen's assertion, progress in
the labor market has been flat, underlying
inflation dynamics have not improved and
the recent spate of data suggests that
economic activity began to fizzle in
August. The downdraft in the data in the
past few weeks raises questions about the
growth trajectory as we move into the
fourth quarter. Indeed, much of the
rebound in third-quarter growth is the
arithmetical result of a strong base effect
and an inventory swing, with inventories
contributing nearly a full percentage point
to growth, which poses a risk for the
fourth-quarter outlook as the inventory lift
is likely to fade.
Our own gauge of economic activity
exhibited a strong gain in August
consistent with the solid third-quarter
growth rebound we expect. However,
underlying details behind the August
upside suggest that strength may not last
long and may even set the stage for a more
disappointing run of data as we enter the
fourth quarter.
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HIKE IN DECEMBER? So while the
center of the Fed is clearly shifting toward
the side of hiking, we think the data will
not lay down a clear path, and we continue
to expect no move. Three important
policymakers, including two Fed
governors, agree that a hike is unlikely this
year. Nevertheless, we must bow to the
shift in the FOMC’s rhetoric and continue
to recognize that the risk of a December
hike has risen.
Getting away from the ever-present
argument of “will they or won't they” hike
in the near term, policymakers showed
they recognize persistent headwinds by
further lowering the projection of the
economy's longer-run growth potential and
the associated longer-run neutral interest
rate, the result of which delivered a
slower, lower path. The new path was spot
on with our expectation and sends a clear
message to markets that policymakers
remain flexible regarding the path for
rates, and it conveys the FOMC recognizes
extraordinary caution is warranted given
the asymmetric risks to tightening policy
when at or near the zero lower bound. In
short, this continues to be a Fed that
wishes to do no harm.
THE FED’S RATE OUTLOOK. In the
outlook for the federal funds rate, the
median FOMC projection for the longerrun equilibrium rate came down modestly
to 2.9%, from 3.0% previously, and the
entire path of policy shifted lower over the
medium term as well (see table). The
median FOMC projection for federal funds
at the end of 2016 came down to 0.625%
(one rate hike away) versus 0.875%
(assuming two hikes) previously. The
median projection for 2017 came down to
1.125% (two hikes) versus 1.625% (three
hikes) previously, and to 1.875% in 2018
from 2.375%. For the Fed's first stab at the
2019 outlook, the median FOMC
projection sees three hikes, bringing the
rate to 2.625% at the end of the forecast
horizon. 

Note: Projections are median values from the Summary of Economic Projections
Source: Federal Reserve as of Sept. 21, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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We Think US Stocks
Are Going Higher
ADAM S. PARKER, PhD
Chief US Equity Strategist
Morgan Stanley & Co.

W

e are raising our 12-month price
targets for the S&P 500 Index (see
table). Our base case goes to 2,300 from
2,200, the bear case to 1,800 from 1,600
and the bull case to 2,500 from 2,400. Our
bull-bear skew is balanced as we assign
20% probabilities to both, and the upside
for our base case is now in the mid-single
digits, consistent with our continued
optimistic outlook.
What’s also different in our new
forecast is that we assume slightly higher
price/earnings (P/E) ratios. While we have
argued many times that we think
forecasting the market-level P/E ratio is
difficult, our best guess is that growth and
interest rates are what ultimately matter in
the long term. In fact, historically, there
has been a relationship between real yields
and market P/Es.
EXTREME REAL YIELDS. In the past,
extreme real yields, like the current near0% yield, were associated with lower P/Es
because typically these were perceived as
riskier regimes in a world reliant on
policymakers and their efficacy (see chart,

page 6). So maybe the bubble we are
searching for is simply one of faith in
policymakers. On the other hand, a real
yield of zero could result from a 17% 10year US Treasury yield and 17%
Consumer Price Index, or even 1.5% and
1.5%—and, since history isn’t a perfect
guide, different levels could create
different forward outlooks. This possibility
that today's unconventional policy, along
with heightened determination of
policymakers, leaves history less relevant
and in turn makes the possibility of a lowrisk, extreme real yield environment more
conceivable. In other words, though there
is limited evidence of an extreme
yield/high P/E regime in the past, as we
have been arguing, this relationship may
have been broken this cycle.
Still, we are optimistic on US equities
for four primary reasons:
● The old “relative to other asset
classes” argument: Bond yields are so low
that it makes bonds seem risky.
● The old liquidity argument: About
70% of global equities that trade above
$100 million daily are in the US stock
market.

MS & Co.’s S&P 500 12-Month Price Target
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Scenario
Probability

2016E

2017E

P/E
Ratio

Scenario
Target

Upside /
Downside

Bull Case

20%

124.4

133.1

19.0

2,500

15.3%

5%

7%

122.7

127.2

17.7

2,300

6.1%

4%

4%

115.0

112.7

16.8

1,800

-17.0%

-3%

-2%

Growth
Base Case

60%

Growth
Bear Case
Growth

20%

Current S&P 500 Price

2,168

Source: Thomson Reuters, Morgan Stanley & Co. Research as of Sept. 30, 2016

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

● The old fundamental argument: The
US is the only major region with
potentially positive growth in earnings per
share as a base case.
● The old positioning argument:
Investors aren’t positioned for big upside.
Whether you look at futures, options,
prime brokerage data, investor surveys or
anecdotes gleaned at meetings, we don’t
see excessive optimism.
CLASSIC METRICS. On classic metrics
like the forward P/E, at 17, the market is
clearly more expensive than its historical
median of 13.8 (see chart, page 6).
However, this may not be an impediment.
The US equity market offers a 2%
dividend yield and more than a 2% net
buyback along with what we estimate will
be about 3.5% per annum earnings-pershare (EPS) growth for the next two years.
This effective call option on EPS growth
relative to low expectations we think
offers more attractive risk-reward than
most other major asset classes.
Even so, our more bullish outlook does
not rest on earnings gains. We left our
base-case EPS for the S&P 500
unchanged, but we raised our P/E
assumption to 17.7 from 17.0. For our bear
case, we raised our EPS assumption to
$106.90 from $100.00 two years out,
viewing the flat EPS so far this year as a
relative positive that implies the acute
drop-off factored into our prior bear case
is increasingly unlikely. We are raising our
bear-case multiple to 16.8 from 16.0. For
the bull case, we are leaving our EPS
essentially unchanged, moving the outyear down to $136.50 from $137.10, but
raising our bull-case multiple to 19 from
18. That brings us to our new 2,500 bullcase forecast.
THE 2020 VIEW. Then there’s the case
for year 2020. Two years ago, we
partnered with Morgan Stanley & Co.
Chief US Economist Ellen Zentner to
argue that this could be a long expansion,
perhaps lasting until 2020, with the S&P
500 trading near 3,000 by the cycle’s end.
We still believe this to be true for several
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Historically, There Is a Relationship Between Real

Yields and the Stock Market’s Price/Earnings Ratio
20

Price/Earnings Ratio vs. Real Long-Term Treasury Yield*

18

Price/Earnings Ratio

reasons: Most US consumer metrics
appear directionally positive (including
housing, jobs, delinquencies, obligations,
confidence, and personal spending);
corporate excess seems under control; and
low growth is still the base-case economic
forecast. With few other attractive
investment alternatives, we see the US
equity market as the beneficiary of further
appreciation.
Where is the value within the US equity
market? Are there any areas that are cheap
relative to their own histories? In
aggregate, of the 60-plus industries in the
market, the current P/E is only lower than
the median versus history for 12 of them.
They include construction and engineering
(41st percentile versus history), airlines
(22nd percentile), auto components (32nd
percentile), media (40th percentile), health
care providers and services (43rd
percentile), multiline retail (40th
percentile), biotechnology (8th percentile),
consumer finance (35th percentile), real
estate management and development (23rd
percentile), internet software and services
(36th percentile), communications
equipment (37th percentile), and
computers and peripherals (37th
percentile). Of course, valuations could be
low because many of these industry groups
have well known fundamental issues,
including airlines (capacity), auto
components (fully autonomous drive
trains), media (cord-cutting and
disintermediation) and health care
providers and services (regulation).
WATCH FOR DISPERSION. Moreover,
not all stocks within the cheaper industries
are themselves cheap, as there is some
internal dispersion. In airlines, for
instance, there is one company in the 14th
percentile and another in the 80th; we see
similar dispersion in internet software and
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services and in health care providers and
services. Generally, we think the right
strategy is to own some exposure to yields
going lower, some exposure to growth,
and some exposure to select economically

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

sensitive industries where valuation
appears compelling. Our conclusion has
been to own biotechnology and credit
cards, both of which offer several
attractively valued stocks. 
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The Gender
Advantage
LILY S. TRAGER
Director of Investing With Impact
Morgan Stanley Wealth Management

G

ender diversity is becoming an
increasingly important part of many
investors’ financial decisions. This is
driven by a growing body of research that
shows increased diversity and a more
inclusive workforce can be attributes of
strong investment performance. To wit, in
a Sept. 26 report, titled, “Gender Diversity
Continues to Work,” Morgan Stanley &
Co.’s Global Quantitative team finds that,
in the past 12 months, among stocks that
have ranked in the top quartile of the
global stock-selection model, the stocks
with high gender diversity have delivered
meaningfully better risk-adjusted returns
than those with low gender diversity.
In order to assess companies for gender
diversity, the quantitative group in
collaboration with the Global Sustainable
+ Responsible team, developed a
comprehensive framework, looking at
some 1,600 developed market companies
across five key areas: equality in pay,
empowerment, representation, diversity
policies and work/life balance programs.

This work is advancing conversations
around the financial implications of gender
diversity significantly.
BROADER PERSPECTIVES. In our
framework, gender diversity is defined as
the examination of how genders, through a
balance in representation and inclusion,
can broaden perspectives and drive value
in different settings. Importantly, gender
diversity is not about advocating for one
group over another, but rather about
overcoming biases to achieve
empowerment and economic opportunity
across all groups. The investment
framework seeks to identify a range of
approaches for investors to identify their
gender-diversity objectives and implement
investment solutions.
The framework has several approaches
to implementing gender diversity in the
context of an investment portfolio (see
chart). “Gender diversity as a screen” is a
way to avoid exposure to companies with
poor gender records. “Gender diversity
leaders” looks to invest in leading
companies, typically alongside other
environmental, social and governance

Morgan Stanley Gender Diversity
Investment Framework
Minimize Gender Diversity Risks

Increase Gender Diversity Opportunities

Gender Diversity as a
Screen

Gender Diversity
Leaders

Gender Lens Investing

• Asset managers use restriction
screens to avoid exposure to
companies with poor gender diversity
records such as weak policies, poor
supply-chain safety records or
involvement in the pornography
industry
• Gender diversity primarily seen as a
risk; not proactively transformative

• Asset managers seek companies with
leading gender diversity records
including strong policies and
programs, diverse boards and
management and work/life balance
programs
• Gender diversity seen as both a risk
and an opportunity to identify longterm outperformance

• Asset managers take a proactive
approach, intentionally focused on
companies or funds seeking to drive
greater gender equality through
channels such as:
 Workplace equity
 Access to capital
 Products and services that
benefit women and girls

criteria. “Gender lens investing” seeks
proactive impact by investing in
companies seeking to drive greater gender
equality through providing access to
capital for women and/or producing
products and services that benefit women
and girls. Across the framework investors
can utilize shareholder engagement and
proxy voting to change corporate behavior.
RISK AND OPPORTUNITY. As with any
consideration of environmental, social or
governance factors as part of the
investment selection process, investors
should consider these factors as both a risk
and an opportunity. Companies and sectors
with relatively poor gender-diversity
records may be exposed to higher levels of
risk, including: reputational risk, as a
result of discrimination lawsuits; supplychain risk, related to exploitation of
women and girls; and operational risk,
associated with poor talent retention and
productivity. Several studies, including
from MS & Co, have also shown greater
levels of performance volatility (i.e.,
investment risk) associated with a lack of
gender diversity, suggesting a link
between diversity and a firm’s risk
management.
On the other hand, companies and
sectors with relatively strong genderdiversity records may be better positioned
across key drivers of performance.
Synthesizing a report put forth by MS &
Co., these drivers may include:
productivity, decision making, and
innovation; customer acquisition and
retention as a result of brand reputation
and customer alignment; and talent
recruitment and retention as a function of
employee satisfaction and engagement. 
To learn more about Morgan Stanley’s
gender-diversity approach to investing,
please contact your Financial Advisor.

Shareholder Engagement: Drive improvement in gender diversity through active dialogue with invested companies
Manager & Strategy Selection: Allocate capital to investment strategies with diverse leadership/ownership

Source: Morgan Stanley & Co. Research
Please refer to important information, disclosures and qualifications at the end of this material.

October 2016

7

ON THE MARKETS / EQUITIES

Why We Are Bullish
On US Banks
VIJAY CHANDAR

capital-return prospects. Recent
underperformance, coupled with lingering
scars from the financial crisis, leave the
stocks underowned by many retail and
institutional investors. We think that as
confidence in the sector grows those
investors could start spending on bank
stocks. While higher rates and a steeper
yield curve would widen bank interest
margins, this is not simply a call on
interest rates, as we believe banks can
thrive even in a stable rate environment.
EARNINGS ACCELERATION. In fact, we
believe bank earnings are poised to see a
dramatic acceleration in coming quarters,
as the benefits of continued expense
discipline and healthier lending and capital
markets activity come down to the bottom
line. There has been no shortage of costreduction announcements from banks and,
while markets may remain volatile, capital
markets businesses should post year-overyear growth in coming quarters, against
easy comparisons from the second half of
2015 and first half of 2016. Put together,

Market Strategist
Morgan Stanley Wealth Management

W

e are bullish on US banks. Before
you flip the page, let us begin by
acknowledging the fact that we, like many
others, have been positive on the industry
before only to be disappointed, as
seemingly continuous downward moves in
interest rates coupled with regulatory
pressures and bloated legacy costs have
pressured bank shares. To that end, despite
the near-universal enthusiasm for
financials from Wall Street strategists
coming into 2016, the financial sector has
been the worst performing of the 11 S&P
500 sectors for the year to date—a 1.4%
total return versus the S&P’s 8.0%.
Is this underperformance a sign that
investors should abandon the sector? Not
at these levels. Trading at historically
cheap multiples, despite an improving
broad market backdrop, bank stocks
present an attractive risk-reward
opportunity because of their depressed
valuations, expense discipline and strong

US Banks Are Historically Cheap Relative to S&P 500
0.9

Price/Book Ratio: S&P 500 Banks
Relative to S&P 500

0.8
0.7
0.6
0.5

consensus estimates call for the financial
sector to post double-digit year-over-year
growth in earnings per share in the coming
quarter.
As the chart below shows, on a relative
price/book value basis, US banks are
valued as cheaply as they were during the
depths of the financial crisis. This
draconian outlook seems unwarranted,
given how much progress the industry has
made in terms of dialing down the risk in
the business model. While much has been
made about low bank profitability, much
of the reduction in banks’ return on equity
has been the result of a 35% reduction in
leverage across the industry since the
crisis. Similarly, while increased
regulation has weighed on profitability, it
has also made banks more transparent and
generally safer institutions. While markets
have had good reason to be skeptical of the
industry given the extent of losses during
the financial crisis, we do believe that, in
time, investors will come to appreciate the
banks’ progress—and this, in turn, should
drive valuations higher.
PAID TO WAIT. What’s more, investors
are being paid to wait for this investment
thesis to play out. Several large-cap banks
sport dividend yields near or above 3%,
with total shareholder return (dividends
and buybacks) in the high single digits.
We believe banks are well positioned to
continue to increase their capital-return
programs, and we ultimately believe the
growing attractiveness of banks as income
vehicles could bring reluctant investors to
the stocks. In sum, record-low valuations
already price in much of the risk of a
persistently low interest rate environment.
With potential for a positive surprise on
the earnings and capital return fronts, we
think banks present among the most
attractive asymmetric risk/reward
opportunities in the market today. 
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Source: FactSet as of Sept. 29, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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Fine-Tuning Our
Active/Passive Model
ZACHARY APOIAN
Senior Asset Allocation Strategist
Morgan Stanley Wealth Management
LUCY YAN
Asset Allocation Strategist
Morgan Stanley Wealth Management

A

mong the great debates in investment
circles is active versus passive equity
management. Active’s proponents argue
that, over a market cycle, professional
managers can generate value in excess of
their fees while reducing exposure to the
market’s worst periods. In contrast, many
hold that passive management, which
emphasizes cost, generates better returns
that provide compensation for any
additional volatility.
In our research, we found that neither
offers the better choice (see Active and
Passive Strategies: An Opportunistic
Approach, March 2015). Specifically, we
found that, across investment styles from
large-cap value to small-cap growth, the

performance of active managers is cyclical
and diverse, and the optimal strategy
depends on market conditions. This begs
whether active management is likely to
outperform after fees.
After re-examining historical data and
observing our model in real time, we have
refined our methodology. We believe the
changes will lead to a more effective
model and easier implementation.
Removing market bias. Historically,
active managers have outperformed when
markets are flat or down. Therefore,
targeting these periods when managers
perform well has some elements of market
timing. To avoid this difficult and
potentially volatile exercise, we have
neutralized the market movements in our
models. Instead, we focus on managers’
performances versus historical performance in similar market environments.
Refining factor mix. We have fine-

Identifying Favorable Conditions for Active Managers
Factors
Yield Slope Level & Trend

Rationale
Flattening yield slope signals elevated chance of market
correction; active has benefited during market downturns

Return Correlation Level &
Stock selection is more effective when companies trade distinctly
Trend
Value Dispersion

Greater difference in price/forward earnings valuations between
companies allows active managers to exploit mispriced
opportunities

Earnings Estimate
Dispersion

Controversy among analysts allows for active managers to
benefit from research-driven “surprise”

Modeled Return Breadth

When our model expects strong breadth during the next 12
months, more stocks are expected to outperform; active may
benefit given more diverse opportunity

Trailing Return Breadth

Strong breadth over the last year has historically meant a narrow
market during the following year; fewer opportunities for stock
picking

Trailing Global
vs. US Return

Global stocks gaining momentum should benefit active
managers holding companies outside the US

S&P Macro Sensitivity
Trend

Lower macro sensitivity in equities signals more fundamentalsdriven market environment, likely to benefit active management

tuned our inputs to the model, including
adding new factors with incremental
information, and dropping overlapping
factors. The factors are in the table below.
We believe these factors capture a
comprehensive picture of the environment
for active managers.
More efficient turnover. Our research
found that the outperformance of an
average manager in a certain style box
tends to be correlated to managers in its
same market cap and style cohort. So, if
large-cap value managers do well, usually
large-cap core and large-cap growth do,
too, as do mid-cap and small-cap value.
We therefore modified our model to
look across market cap and style groups in
order to provide a more consistent signal.
When we did this, there were fewer
monthly changes. This results in implementation that expresses higher conviction
in active positions, while reducing trades
that have not been historically successful
in generating outperformance.
Centering on the strategic allocation.
Our model has reduced active weights in
large caps and mid caps, with a higher
active weight in small cap. This is mostly
due to the change in our tactical allocation
methodology; instead of being a standalone signal, our tactical allocation is now
based on the strategic allocation we
published in September 2015, with tactical
overweights and underweights based on
market conditions. Strategic allocations
are essentially how much active and
passive management an investor would
place in each style assuming the investor
never wants to trade. It’s usually a good
idea to lean passive in larger cohorts and
active in the smaller ones.
We believe an appropriate
active/passive allocation, coupled with
suitable allocation by region and effective
manager selection, can help achieve the
most attractive equity exposure. 
For more information, see the Sept. 8,
2016, edition of Topics in Portfolio
Construction.

Source: Morgan Stanley Wealth Management GIC
Please refer to important information, disclosures and qualifications at the end of this material.
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ON THE MARKETS / FIXED INCOME

A Strong Year for Bonds,
But What If Rates Go Up?
SUZANNE LINDQUIST
Fixed Income Strategist
Morgan Stanley Wealth Management
LYNN BERNABEI
Fixed Income Strategist
Morgan Stanley Wealth Management

T

he demand for yield has propelled
credit markets for most of 2016,
resulting in narrower credit spreads, lower
yields and generous returns in most bond
sectors. US investment grade and high
yield bonds, as tracked by the Barclays US
Corporate Investment Grade and HighYield indexes, returned 9.4% and 14.7%
for the year to date (through Sept. 28).
That means 2016 is now on pace to mark
the high yield market’s third-best
performance in the past 20 years.
There are two main reasons for this
strong performance. First, the US emerged
from an industrial recession in February,
which spurred returns in the riskier fixed
income sectors. Second, low interest rates
have allowed companies to refinance their
debt at lower costs, thus improving
balance sheets and liquidity. Importantly,

falling rates have accounted for
approximately 67% of investment grade
credit and 25% of high yield returns this
year. So what happens if rates go up?
DURATION MATTERS. For most fixed
income investments, a small rise in interest
rates may not translate into a loss, as
interest income offsets price declines.
However, if interest rates go high enough,
price declines overwhelm interest income.
Duration is a useful tool to help
determine a bond’s price sensitivity to
interest rate changes. The price of a bond
with a five-year duration will decline 5%
for a one-percentage-point rise in rates
(and rise 5% for a one-percentage-point
decline). We then compare the bond’s
yield to its duration to come up with a
metric known as the “breakeven ratio”—
the higher a breakeven ratio, the more a
bond or bond portfolio should be able to
endure a rate increase before suffering
negative returns.
The table below captures the breakeven
ratios for various fixed income

Breakevens Help Identify Opportunities in Bonds
Asset Class

Jan. 31, 2016
Aug. 31, 2016
Breakeven
Breakeven
Duration Yield
Duration Yield
Ratio
Ratio

Two-Year US Treasury
1.93
0.77
0.39
Five-Year US Treasury
4.81
1.33
0.27
10-Year US Treasury
9.20
1.92
0.21
30-Year US Treasury
21.76
2.74
0.13
AA Corporate
6.28
2.54
0.40
A Corporate
7.18
3.07
0.43
BBB Corporate
7.01
4.33
0.62
High Yield Corporate
4.29
9.17
2.14
BB Corporate
4.63
6.49
1.40
B Corporate
4.14
8.99
2.17
CCC Corporate
3.65
17.29
4.74
Leveraged Loan
0.50
6.88
13.76
BB Loan
0.50
5.00
10.00
B Loan
0.50
7.90
15.80
Source: Bloomberg, Barclays, S&P/LSTA as of Aug. 31, 2016

1.93
4.81
9.20
21.76
6.96
7.61
7.48
4.02
4.45
3.80
3.33
0.50
0.50
0.50

0.81
1.20
1.58
2.23
2.14
2.49
3.20
6.31
4.45
6.04
11.25
5.63
4.26
6.17

0.40
0.24
0.17
0.10
0.31
0.33
0.43
1.57
1.00
1.59
3.38
11.26
8.52
12.34

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

investments on Jan. 31, 2016, when
spreads were much wider than today, and
on Aug. 31, 2016, the most recent data
available. The recent flattening of the yield
curve—meaning that the gap between
long- and short-term rates has narrowed—
has significantly reduced the added benefit
that investors receive when extending
maturities to take advantage of higher
yields. While not compelling on a yield
basis, shorter-duration Treasuries now
offer better breakeven ratios than longerterm bonds (see table).
HIGHEST BREAKEVEN RATIOS.

Breakevens are highest for the lowerquality cohorts, as they offer higher yields
and lower duration. Leveraged loans—also
known as bank loans, floating-rate loans or
senior loans—offer the best breakeven
ratios. Because these securities tend to
have floating rates, and therefore
extremely low durations, they benefit from
rising short-term rates. As compared with
unsecured high yield bonds, leveraged
loans are more senior in the capital
structure and tend to be better collateralized. They also have a history of lower
default rates, higher recovery rates and
better credit fundamentals. However, loans
are less liquid than bonds and may not
keep up in price when interest rates rally.
We had a preview of fixed income
returns in the face of a rising-rate scare
early last month. Following stronger
economic data, more hawkish Federal
Reserve rhetoric and the perceived greater
likelihood of a Fed rate hike in 2016, fixed
income returns broke into negative
territory for the first time this year. With
global central banks remaining
accommodative, we believe that any rise
in Treasury yields should be fairly
contained even if the Fed decides to hike
US rates once or twice during the next 12
months. If so, these conditions will likely
still favor high yield bonds and leveraged
loans. At this point, consider leverage-loan
funds to improve the quality and reduce
the interest rate risk of a high yield
portfolio. 
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ON THE MARKETS / MUNICIPAL BONDS

Higher Yields Came and
Went, but Endure in
Short-Term Munis
JOHN DILLON
Municipal Market Strategist
Morgan Stanley Wealth Management

O

nly a little more than a year ago, the
market was fretting an expected
September rate hike by the Federal
Reserve. Yields rose to meet those
expectations, even though the Fed’s
Federal Open Market Committee (FOMC)
did not fulfill them until December. This
year, similar concerns waned just ahead of
the September FOMC meeting, driving a
related rise of approximately 20 basis
points in benchmark 10-year US
Treasuries that largely dissipated over the
course of three weeks. While market-based
probabilities for a December hike remain
above 50%, Morgan Stanley & Co.’s
house call remains for no Fed action this
calendar year, and its US rate strategist
continues to look for a 1.25% 10-year US
Treasury bond yield by the end of

December, versus the current 1.56%.
If that projection holds, it should make
what’s already been a good year for
municipal bond investors an even better
one. Since muni bond yields, in varying
degrees, rise and fall with Treasuries,
lower yields and higher prices for
Treasuries mean lower yields and higher
prices for muni bonds, too. The year-todate muni total return stands at 4.13%,
according to the Barclays Municipal Bond
Index.
INCREASED SUPPLY. With a strong
market behind it, the muni new-issue
supply has grown substantially since the
summer. That has sent the 10-year muni
relative-value ratio as high as 95%, which
means investors can capture 95% of the
yield of a taxable Treasury in a tax-exempt
bond.
A new and interesting twist in the muni
market is coming from reforms in money-

Jump in LIBOR Fuels Rise in Short-Term Muni Rates
0.9%
0.8

Three-Month LIBOR
SIFMA Muncipal Swap Index

0.7
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Mar '14

Sep '14

Mar '15

Sep '15

Mar '16

market regulations scheduled to be
implemented on Oct. 14. These rules affect
non-US government money-market funds,
requiring that institutional prime and
institutional tax-exempt funds adopt
pricing policies that will allow their net
asset value to float with the value of their
holdings. This is a sharp departure from
the long-time practice of holding money
fund shares at $1.
INVESTORS SHIFT FUNDS. In
anticipation of the rule change, many
institutional money-market investors have
shifted out of “prime” and toward
government securities funds that are not
affected by the new rules. This has caused
the three-month LIBOR rate to surge to
0.86% from 0.33% a year ago (see chart).
It has also led to an even bigger move in
the muni market’s SIFMA Municipal
Swap Index, a proxy for short-term taxexempt rates, which rose to 0.84% from
just 0.01% in January. This effectively
lifted yields on tax-exempt money-market
funds and related short-term securities.
For municipal bond investors interested
in maintaining a neutral portfolio duration
(as we currently advocate), this
combination of factors offers the ability to
potentially add one-year prerefunded
bonds at over 125% of US Treasuries and
LIBOR-based floating-rate notes, which
could serve as a hedge for the eventual rise
in long-term rates. In light of the
approaching regulations, these elevated
levels in short duration and LIBOR-linked
securities may endure or even rise further
until redemptions from prime moneymarket funds abate. Recently, higher
relative value, coupled with heavier fall
muni supply, suggest to us that we should
be monitoring the market for further
opportunities in coming weeks and
months. Finally, we continue to favor
above-market-coupon securities of at least
4% to 5% for their defensive attributes. 

Sep '16

Source: Thomson Reuters Municipal Market Data (MMD), Bloomberg as of Sept. 29, 2016

Please refer to important information, disclosures and qualifications at the end of this material.
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An Insider’s Look at
Interest Rates
S

ince the Federal Reserve cut interest
rates to rock-bottom levels nearly eight
years ago, only one increase has occurred.
Looking ahead, a substantial increase in
the federal funds rate remains unlikely
unless growth here in the US picks up.
What’s to come? John Bellows, a portfolio
manager and a research analyst with
Western Asset Management, thinks
slightly higher inflation is on the horizon,
but he believes the Fed will remain
accommodative. “If growth accelerates
and inflation expectations pick up, the Fed
could certainly hike in December—but I
think that's a high hurdle,” says Bellows,
who served as assistant secretary at the
Treasury Department during the financial
crisis. He recently spoke with Michael
Wilson, chief investment officer of
Morgan Stanley Wealth Management. The
following is an edited version of their
conversation.
MICHAEL WILSON (MW): What is your
take on the current market environment?
JOHN BELLOWS (JB): The backdrop is
one in which people are starting to call
into question the capacity and willingness
of central banks to provide
accommodation, due to some marginal
disappointments from central banks over
the last few months. The European Central
Bank declined to extend its Quantitative
Easing program, which is now slated to
end in March 2017. The Bank of Japan
(BOJ) has a number of questions about its
commitment to its current program, and
the Fed has had a fairly aggressive
communications campaign, reminding the
market that it’s still hoping to raise rates
sometime in the near future. The
combination of those three has started to

raise questions in investors' minds about
where are we going from here.
The reason I set that up as the backdrop
is that we at Western are on the other side
of this view. We think that central banks
will remain committed to their programs
of providing accommodation. To be sure,
central banks around the world are still
struggling with their inflation mandates.
You can see that in realized inflation,
which is too low. Probably most
important, you can see that in inflation
expectations, which remain well below
what we would consider mandateconsistent levels.
I think that focus on inflation
expectations is perhaps what has put us on
the opposite side of consensus. Realized
inflation has moved a little bit higher here
in the United States. We've seen oil prices
move from the $20 dollar range up to
$40—and the dollar's moved down. I think
that has given us some optimism and that
you're going to see inflation move up some
time in the near future.
While I expect 2% inflation over the
next three months, it’s important to
emphasize that this is not really the Fed’s
goal. The Fed’s goal is to be able to
generate a sustained impulse that will keep
inflation around 2% on an ongoing basis
and, frankly, a quarter or two of inflation
above 2% just isn't enough. You do need
something else—either stronger demand or
tightness in input markets—in order to
reliably get inflation expectations up. And
so until that thing comes, we think central
banks will remain accommodative.
So again, the backdrop is questions
about whether or not central banks are
pulling back. You see that in higher bond
yields, steeper curves and a little bit of

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

wobbliness in risk assets. Until you get a
more durable, reliable growth source or
something else putting up inflation
expectations, we think central banks will
remain accommodative and remain
committed to their programs.
MW: Do recent actions in Japan change
your view?
JB: In a lot of ways, Japan is what you
should be looking at to get a sense of the
direction where everybody is going.
Japan's further along in the process.
They've had very low inflation for longer.
Debt loads are higher. Everything that
you're worried about in the US, Japan has
in spades.
I'd note a few things about what Japan
did recently. The first is what they said
they're going to do with their QE program:
move from a regime of purchasing ¥80
trillion of bonds a month to one in which
bond yields are capped at about zero. In
some sense, what that does is allow them
to buy bonds forever. They've effectively
dealt with the scarcity issue.
There was a lot of concern in Japan, and
more so in Europe, that they were going to
run out of bonds to buy at some point—
and when they run out of bonds, then the
concern is that would force them to end
their accommodation. By moving away
from the target of “this is the amount of
bonds we're going to buy” to “this is what
the yield level is” they have basically
nipped that issue in the bud.
What they've done will allow them to
buy bonds for a longer period. So I think
that's actually a signal that they remain
committed and remain interested in being
in this game for a long time. They're not
going to run out of bonds. They're going to
commit to being involved as long as it
takes in order to keep yields at 0%.
I think the more interesting thing that
also came out of the BOJ meeting was this
explicit statement that they are going to
now run inflation above 2% for a
prolonged period in order to get inflation
expectations back up. Essentially what
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they're saying is realized inflation has been
under their target for a long time, and
inflation expectations have fallen as a
result. And the only way they can get
inflation expectations back up to 2% is to
now run inflation above their target for an
unspecified amount of time.
On the one hand, you could say that's
something that's very unique to Japan.
They've had 20 years of low-todeflationary environment. However, I
think that's a more generalized observation
and that you could say something similar
about the Fed. What I mean by that is that
core PCE [Personal Consumption
Expenditure Index], which is the Fed's
preferred measure of inflation, was last at
2% in February 2012. So the Fed has been
under target for going on five years now—
a mini version of what's going on in Japan.
The lesson from Japan is if you spend a
lot of time under the inflation target,
inflation expectations decline and you
need to get inflation expectations back up.
The only way to do that is to run inflation
above target for some time. To be clear, I
don’t think [Fed Chair] Janet Yellen is
going to come out this afternoon and say,
“I'm shooting for inflation above 2%.” I do
think that's the direction this is going and I
think Japan, in some sense, is a preview of
the direction monetary policy is going.
MW: So how do they run up inflation
expectations?
JB: The BOJ’s initial attempt out of the
gate was a “shock and awe” type strategy,
driving inflation expectations back up by
making a big commitment and backing
that up with a lot of QE. I think their new
iteration on this is “we're still going to
keep all that in place, but now we need to
have the real economy and the actual
inflation experience follow through and do
that for us.”
So that's this idea that the only way to
really reset inflation expectations is to run
inflation higher. There's understandable
skepticism that inflation will never move
up to 2%, much less above 2%, so they'll
never get there. I think the approach of
“we're going to let it run and we're
certainly not going to choke it off” is at
least a first step towards that. The Fed's

going to be in an interesting situation in
the first quarter of next year [when
inflation strengthens].
Switching to the Fed, there is an
interesting question of how they will
respond next year if realized inflation does
strengthen. Will the Fed react to that and
hike rates? Or is the Fed, in sympathy with
what's going on in Japan, going to say
“I’m going to actually let this run for a
little while because I need to get those
medium-term inflation expectations up?”
We think the latter is more likely, which
goes to our idea that you're not going to
see it end monetary policy accommodation, at least in the near term.
MW: Where do you think US inflation is
going to come from? From fiscal policy?
JB: My short answer is that we are not
calling for a big uptick in inflation, for a
lot of the reasons including global labor
supply, overcapacity of supply chains, and
technology.
The other part is the fiscal part, and I do
think this is the focus around the election.
I think as a fundamental, value-based
manager, the way we approach something
like the election is thinking, “What does
this mean for budget deficits, growth and
inflation?”
What Hillary Clinton has proposed is
similar to the Obama proposals: an
increase in spending offset by an increase
in revenue. That's essentially what Obama
has been trying to do since I was at the
Treasury Department six years ago—with
zero success. That is not a deal that the
House Republicans are interested in, and
there's nothing about Clinton’s proposal
that is a distinct shift from that core issue.
People talk about corporate tax reform
as being the magic key that unlocks this. I
would say that corporate tax reform suffers
from the same problem, which is the
Democrats want to use corporate tax
reform to at least be revenue neutral, if not
raise a little bit of taxes, and the
Republicans want to use it to cut taxes.
Until you deal with this core issue of how
you are getting around the revenue
question, it's hard for me to see a big
change in fiscal policy.
MW: And if the Republicans win?

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

JB: The chances for a significant
change in fiscal policy are much higher.
Donald Trump has advocated both an
increase in spending and decrease in tax
revenue, which at least has a chance of
getting through the Republican House.
Trump's revenue numbers are in line with
House Republican proposals, and they’d
represent a very meaningful cut in
government revenues. If combined with a
meaningful increase in spending, you
could see budget deficits running as much
as 6% annually in the next 10 years—a big
change in fiscal policy, which could
generate a change in the growth outlook.
The other thing I'll just note very
quickly on Donald Trump is that you can
think through the growth implications of
his trade policy, and the most immediate
implications would be higher prices. If you
do less trade you have higher prices. So
there is a possibility under Donald Trump
that you have a higher growth impulse
from wider budget deficits together with
higher prices. This brings me to what I
think is the most important question to be
thinking through: How does monetary
policy respond to that? Given the Fed's
current rhetoric, if you gave them higher
growth together with higher inflation, I
think the Fed would offset some of that by
moving up interest rates.
I really want to emphasize that
interaction between monetary policy and
fiscal policy, because I think that's the key
to what actually changes the situation.
Because the question is: Would the Fed
accommodate and just sit at 0% while you
see growth and inflation increasing, or
would the Fed offset it somewhat? I think
the Fed would probably offset it. If so, it’s
going to reduce the real impact—but I
think that intersection, that nexus between
monetary and fiscal policy, is the way to
approach this, rather than just thinking
about fiscal policy on its own. 

John Bellows 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 Sept. 30, 2016
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Tactical Asset Allocation Reasoning
Global Equities

Relative Weight
Within Equities

US

Overweight

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

International Equities
(Developed Markets)

Equal Weight

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

Emerging Markets

Overweight

Emerging market (EM) equities have been big underperformers for the past few years. However, the region now offers
better value and, with the severe currency depreciation during the past year, there is a greater likelihood EM equities
will perform better in 2016. So far, they have and, so long as the US dollar and oil prices remain close to current levels,
EM could continue to outperform.

Global Fixed
Income

Relative Weight
Within Fixed
Income

US Investment Grade

Underweight

We have recommended shorter-duration* (maturities) since March 2013 given the extremely low yields and potential
capital losses associated with rising interest rates from such low levels. We have subsequently reduced the size of our
overweight in short duration as it appears the Fed will be slow to raise rates and the bid for high-quality bonds remains
rock solid. Within investment grade, we prefer BBB-rated corporates and A-rated municipals to US Treasuries.

International
Investment Grade

Underweight

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

Inflation-Protected
Securities

Overweight

With deflationary fears having become extreme in 2015 and early 2016, these securities still offer relative value in the
context of our forecasted acceleration in global growth, and expectations for oil prices and the US-dollar year-overyear rate of change to revert back toward 0%. That view has played out so far in 2016 but has not yet run its course.

High Yield

Overweight

The sharp decline in oil prices created significant dislocations in the US high yield market last year. Broadly speaking,
we believe default rates are likely to remain contained as the economy avoids recession, while corporate and
consumer behavior continues to be conservative. This has led to better performance this year, along with lower
volatility than equities. We think this can continue but we are getting closer to fully valued.

Alternative
Investments

Relative Weight
Within Alternative
Investments

REITs

Underweight

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

Master Limited
Partnerships/Energy
Infrastructure*

Overweight

Master limited partnerships (MLPs) were devastated during 2015 due to collapsing oil prices and a less hospitable
financing market. Tax-loss selling and window dressing hit MLPs excessively in the fourth quarter. Predictably, MLPs
have rebounded sharply this year. We recently added to MLPs on the pullback in oil prices, which we believe will be
temporary, and our expectation for fracking activity to pick up.

Hedged Strategies
(Hedge Funds and
Managed Futures)

Equal Weight

This asset category can provide uncorrelated exposure to traditional risk-asset markets. It tends to outperform when
traditional asset categories are challenged by growth scares and/or interest rate volatility spikes. Within this asset
category, we favor event-driven strategies, given our expectation for increased mergers-and-acquisitions activity.

Source: Morgan Stanley Wealth Management GIC as of Sept. 30, 2016
*For more about the risks to Master Limited Partnerships (MLPs) and Duration, please see the Risk Considerations section beginning on
page 16 of this report.
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For index definitions to the indices referenced in this report please visit the following: http://www.morganstanleyfa.com/public/projectfiles/id.pdf

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

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

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