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What’s Holding It Up?
A sturdy chair or table needs four legs to support itself—
and everything resting on it. Lose just one leg, and it will
all fall to the ground. However, if they are all in place, a
chair or table can be remarkably strong and hold much
more than its own weight. Engineers understand such
principles best and apply the laws of physics and
mathematics to design and build varied and astounding
structures throughout the world. However, you don’t have
to be an engineer to appreciate the elegant complexity
obvious in any large bridge, built to carry massive weight
and stress for decades.
When it comes to financial markets, investors often struggle to see the finer details
behind their support and failure. Instead, we typically focus on the current direction
rather than what lies beneath—i.e., where you have to look to see if the structure is
sound. Lately, I’ve been hearing many market commentators incredulously asking, what
is holding up this equity market? Much like a chair, our more constructive view on
equity markets since early last year has been based on four key pillars:
Accelerating growth. Perhaps the most important variables for strong equity
markets, global economic and earnings growth troughed in the first quarter of 2016 and
are likely to accelerate through the third quarter, even if there are delays in enacting
President Trump’s progrowth policies.
Valuation. As discussed in the last Positioning (Jan. 18), we believe global equities
remain undervalued in the context of strong earnings and low interest rates.
Sentiment/positioning. Despite the strong performance of equities over the past 12
months, not to mention the past eight years, most investors remain skeptical it can
continue, and they are positioned accordingly. The scar tissue from 2008 is still thick.
Technicals. The market itself is often the best predictor of its own direction, although
many fundamental analysts do not believe that or use the technicals. Ignore them at your
own peril because it was technical factors that made us bullish last year when the
fundamentals were shaky. The good news is that they still look supportive today,
keeping our chair well balanced.
All told, market participants are preoccupied with politics and other emotionally
charged influences. While important for sure, we think they have less impact on the four
pillars than most people believe. Just like last year, investors who ignore these market
pillars are likely to be too bearish and conservative in their positioning. 
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replacement, could slow the legislative
process and, as a consequence, tax reform.
In the end, we still see Republicans
delivering tax-reform-driven stimulus,
supporting US GDP growth at 2.0% in
2017 and 2018 (versus consensus 2.3%
and 2.4%, respectively) as compared with
the slowdown we envisioned prior to the
election. Specifically, we think that
Republicans can opt for growth over fiscal
restraint as political cover to accept higher
near-term deficits, paired with the promise
of future spending cuts. This allows for
softening of key provisions and phase-ins
to enhance its political viability. The
recent approval of higher deficits in the
2017 budget resolution, in the name of
enabling ACA repeal, put this concept into
practice (see chart).
GRIDLOCK AGAIN? This may not be
good for markets. Rather, investors could
see this as gridlock that risks negative
unintended consequences. If that happens,
then our more skeptical colleagues’ views
may look prescient: a lower price/earnings
(P/E) multiple for US equities (an 18.0 P/E
bull case, 16.2 base case, 15.0 bear case), a
deterioration in the Goldilocks conditions
for US credit, and a low ceiling on
Treasury yields in 2017 by way of a 2.5%
year-end target for the 10-year bond. 

US Policy:
The Thrill Is Gone
CHETAN AHYA
Co-Head of Global Economics and Chief Asia
Economist
Morgan Stanley & Co.
ELLEN ZENTNER
Chief US Economist
Morgan Stanley & Co.

arkets were thrilled at Donald
Trump’s win as it seemed to clear a
path to fiscal stimulus alongside
transformative tax, trade and infrastructure
policies. However, now we moved from
the thrill of victory to the difficulty of
governing. Disagreements linger between
Trump and Republican policymakers, who
embraced Trump despite their criticism of
his conduct and his lack of conservative
orthodoxy. Hence, while our base case
remains that Republicans can execute a
tax-reform-driven fiscal stimulus in or
around the third quarter of this year,
execution risks are rising. Will investors’
faith in US policy be rewarded as the year
progresses?
TAX REFORM. Consider the debate over
tax reform—specifically “border
adjustability.” This untested, controversial
tax provision aimed at companies that
manufacture abroad products for sale in
the US has the potential to disrupt
corporate finance, rotate wealth from
certain sectors of the US economy to
others and create tighter financial
conditions through a stronger dollar. Yet
we’ve taken the proposal seriously as it
aims to achieve two key ends for
Republicans: It addresses the president’s
desire to incentivize domestic production
by eliminating companies’ ability to
deduct the cost of imported goods, and it
raises revenue to offset what will be lost
through lowering the corporate tax rate.
The latter is of particular importance,
given House Speaker Paul Ryan’s desire to

M

push tax reform through the budget
reconciliation process, which requires the
bill to be revenue neutral. This approach is
made easier when fresh revenue is
available, limiting the need for fiscally
conservative Republicans to vote for
higher deficits.
Hence, when the president stated his
displeasure with the provision in a recent
interview, calling it “too complicated,” we
imagine the Speaker may have not only
felt that the goalposts were moved, but
airlifted to another playing field. While
Trump later moderated his view, the takeaway is twofold: Tax reform may contain
disruptive elements that blunt its economic
positives, and tax reform is not a given.
ACA REPEAL. There’s also the rising
risk that tax reform becomes collateral
damage of the debate over how to repeal
the Affordable Care Act (ACA). Rising
anxiety among Republicans about the risk
of increasing the uninsured population,
should they repeal without an immediate

Budget Deficits Are Projected to Worsen, Making
Tax Reform and ACA Repeal More Problematic
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The Big Debates
Of 2017

high intensity in intraregional trade.
Telecommunications equipment,
computers and related automatic data
processing parts, and passenger cars are
sectors that will be relatively exposed to
changes in trade policy.

A

What Will Corporate Tax
Reform Look Like?
Our view: Tax-reform “stimulus” is
coming, but its impact may fall short of
expectations. While details are scant, we
see a meaningful risk of disruptive
changes.
Market view: Tax reform will be a boon
for risk assets.
With the Republicans controlling
Congress and the White House, tax reform
is highly likely. However, the tax debate
makes plain a new division in the party.
The fiscal hawks in the House of
Representatives have reiterated that all tax
reform must be revenue neutral; the de
facto Keynesians in the Trump orbit are
willing to prioritize growth plans over
short-term deficit concerns. Given that
both groups want to see tax reform
happen, the “how” becomes an exercise

The US’ Largest Goods Trade Deficit Is With China
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Our view: The risks of increased
protectionism are meaningful.
Market view: There are minimal risks of
protectionist measures being implemented.
The shift in political rhetoric in the US,
along with the rise of political parties with
a more protectionist bent abroad, has
signaled a deeper rift over the benefits of
trade liberalization. While markets have
taken a more sanguine view on this issue,
we believe the risk of the potential trade
policy occurring to be meaningful.
One of the main goals behind the policy
change is to generate growth, primarily
through an improvement in the US’ net
trade position. A more supportive trade
policy could promote export growth, as
well as create more domestic employment
opportunities. We expect the potential
policy actions to be either through bordertax adjustment, presented as part of a
wider tax-reform package, or an increase
in import tariffs.
Under a more protectionist regime,
there is potential for near-term upside in
US growth, driven entirely by a narrowing
of the trade balance. However, this would

Japan

What Is the Impact of
Rising Protectionism?

come at a cost of permanent output loss.
The US is also unlikely to kick up
manufacturing to meet its own demand, as
the industry has already undergone a
decades-long shrinkage while other
countries have built up significant
competitive advantages.
As these potential policy changes are
aimed at improving the US trade position
(the goods trade balance is currently 4% of
GDP), Asia will be a main focus, given
that the region currently accounts for 67%
of the US-goods trade deficit. Within the
region, China, Korea and Japan will likely
be the most affected under a US trade
policy change, given the size of the
deficits that the US has relative to these
countries (see chart). Any adverse trade
policy actions, even if targeted at one or a
few countries in Asia, will likely
reverberate through the region due to the

China

t the start of the year, Morgan
Stanley & Co. Research publishes
Big Debates, several collections of articles
written by the firm’s economists,
strategists and analysts that examines the
important questions that could drive
investment performance in the coming
year and how their views on those
questions differ from the consensus. Here,
we’ve excerpted some of those questions.
For more information, ask your Financial
Advisor for the report.

*12 months ending October, 2016
Source: US Census Bureau, Morgan Stanley Research as of Jan. 10, 2017
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in adjusting rules and procedures in a way
that would satisfy the somewhat
conflicting goals of both groups. We think
this supports a few key conclusions:
Comprehensive approach. The high
costs of corporate tax reform, plus the
individual treatment of some business
income, means that there are more options
to achieve a technically revenue-neutral
bill by addressing corporate and individual
tax reform together.
House hawks vs. Trump Keynesians.
As currently outlined, the congressional
budget modelers are unlikely to score the
House GOP blueprint as revenue neutral.
Therefore, something has to give. Either
risk the bill's political viability by closing
more tax expenditures, the likely
preference of House deficit hawks, or have
Congress authorize a higher deficit,
perhaps the preference of the Trump team,
given its orientation toward growth and
deal-making.
The accidental stimulus could
disappoint. Even if the fiscal hawks get
what they want—dynamically scored,
revenue-neutral tax reform—it's still likely
to be a net fiscal stimulus on a static basis.
However, such a plan comes with the
realpolitik needed to meaningfully change
some tax-preference items, even if those
changes are softened by phase-outs,
limitations and grandfathering. Hence, the
positives of stimulus could be mitigated by
disruption from changes like caps on
interest deduction and border-tax
adjustability, which could, in the near
term, adversely impact corporate
profitability.
In our estimation, in a reform scenario
that does not include border adjustability,
reported effective corporate tax rates
would decline to 20% -23% from 26%28% in aggregate. This shift would result
in an 8% -10% increase in reported aftertax profits. Potential curbing of interest
deductibility, foreign tax exposure and
state and local taxes effectively would set
a floor in the low 20%s for aggregate
reported tax rates, even if the federal rate
is reduced to 20%.
With any tax reform, industry-specific
preferences would be most at risk.

Progrowth and dynamic-scoring-friendly
preferences would likely be embraced.
Interest-deductibility limitations are in
play as an attractive revenue offset. While
not part of our base case, we think “border
adjustability” has a higher chance of being
included than the consensus appears to
assume. Under border adjustability,
revenues from exports are not taxed, while
importers would be unable to take
deductions for the cost of the imports. The
theory is that the policy is trade neutral as
the dollar should appreciate about 25% to
offset the border adjustment (a 20% credit
on exports and corresponding
disallowance for imports).
Absent a full foreign exchange offset,
industries with high net import content,
such as apparel and consumer electronics
retailers, would face a headwind from the
border adjustment. Industries that are net
exporters, such as agriculture, energy and
materials, would benefit from the proposed
border adjustment. Media and technology
firms that can license high-value
intellectual property to non-US customers
also stand to benefit in the long run.

Are Bank Stocks Now
Growth Stocks?
Our view: Yes, they are. Bank stocks
typically outperform as inflation rises.

Market view: The markets are not giving
full credit to the value of the Republican
sweep.
The Republican sweep, with its lowertax and deficit-led economic growth plans,
is a major tailwind for banks, in our view.
We expect more growth, higher rates, less
regulation and lower taxes, all of which
should drive significant upward revisions
to earnings per share in 2017.
We believe the first four months of
2017 will lay the groundwork for the bull
case as tax reform and infrastructure
proposals become more certain. We see a
high probability of these coming through
as a Republican-controlled Congress can
push for tax reform through a
reconciliation bill without Democratic
support.
The details matter a lot for individual
stocks, and these details drive our bullcase earnings per share (EPS) estimate. As
congressional decisions are made, we
would expect to raise our 2017/2018 basecase EPS on the increased visibility of
three key levers: higher rates as inflation
expectations rise (see chart); stronger loan
growth as we gain clarity on a fiscal
stimulus program and tax reform; and
accelerating buybacks as regulations stall.
CAUTIOUS CONSENSUS. The
consensus is more cautious, and within the
crowd the debate rages on. How much will

Bank Stocks Tend to Outperform as Inflation Rises
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effective tax rates really fall? Will tax
deductions or exemptions be eliminated?
Will private infrastructure funds keep
banks from benefitting from increased
infrastructure spending? Will trade wars
emerge, limiting growth? Will the dollar
rise too much, thus choking exports?
Our price targets, using our base-case
2018 EPS estimates and a target
price/earnings (P/E) ratio of 12, imply a
13% upside for our overweight-rated
stocks and median 10% upside for the
group (as of Jan. 27). Note that we have
not baked lower taxes into our base-case
earnings. Using our bull-case 2018
estimates and with no increase in the P/E
ratio, we see a 40% upside for our
overweights and 35% for the group. Our
median is in line with the consensus
forecast, but with a wider range of returns.
We think large-cap banks are attractive
because higher interest rates are a tailwind
for them; in our estimates, a 100-basispoint parallel shift in the yield curve alone
would boost EPS by a median 5%, as is
reflected in our 2018 estimates.
To be clear, we do expect the bank
stocks to pull back a bit in early 2017 as
rates stabilize and Congress debates the
details of tax reforms and infrastructure
proposals. However, given the higher
probability of the bull case, we would
view pullbacks as a buying opportunity.

How Much Drug Pricing
Pressure Is Ahead?
Our view: President Trump is likely to
further challenge drug pricing, potentially
using social media to blame and shame
specific drug companies for abnormally
high price hikes, but Republican support
for regulation is questionable, higher
rebates/discounts for Medicare and
Medicaid could be on the table.
Market view: Biotech and pharmaceutical
companies are vulnerable to ongoing price
criticism and scrutiny. Many pharma
companies, and some biotech companies,
have been raising list prices by double
digits each year in order to drive singledigit net price inflation in the face of
growing rebates and discounts.

Consumers are frustrated about high
out-of-pocket drug costs, and the president
wants to take action on high drug prices.
Because of the way insurance plans are
designed, consumers pay a much higher
percentage of drug costs than they do for
other health care items—19% of drug
costs and just 5% of hospital costs—and
so providers get blamed for high out-ofpocket expenses.
It is unclear how the president or other
politicians could drive down out-of-pocket
costs. Drug companies offer co-pay
assistance, but there are gaps and some
consumers face full list prices. Capping
out-of-pocket costs for drugs could be
proposed, but such action would be at odds
with formulary incentives to encourage
utilization of low-cost alternatives. In
public commentary, most recently in
meetings with pharma CEOs, President
Trump highlighted his focus on lowering
costs for government-paid Medicare and
Medicaid as well as faster drug approvals,
increased competition and tax breaks as
means to lower prices. In the near term,
drug companies may opt to limit their
price increases to one increase per year (in
January) and avoid a second “customary”
midyear increase so as not to attract
further public scrutiny.
The Independent Payment Advisory
Board (IPAB) is a potential government
stick. The IPAB, which could limit

Medicare access/pricing for drugs and
devices, is triggered when Medicare’s percapita-spending growth rate exceeds a
target. IPAB could start in 2017, but the
House of Representatives has previously
tried to repeal it—and may try again.
Manufacturers are also getting pressure
from more aggressive formulary
management. Pharmacy benefit managers
are trying to offset growth in drug
spending by extracting greater rebates
from manufacturers and limiting access to
nonpreferred therapies. For instance, late
last year, payers squeezed insulin prices,
and a major provider reduced growth
forecasts. Ahead, we expect plans to put
pressure on traditional drug categories
such as diabetes and respiratory drugs, and
to expand their efforts to rein in spending
growth in such specialties as autoimmune
disease and multiple sclerosis.

Can Japanese Equities
Outperform Other Major
Markets This Year?
Our view: Japan is our top pick in global
equities with a TOPIX target of 1,800—a
17% increase (as of Jan.31) (see chart).
Our call is based on a much weaker yen,
better-than-consensus GDP growth and
acceleration in global growth that should
lead to 28% year-over-year growth in
earnings per share.

Japan’s TOPIX Has Had an Impressive Run, and
MS & Co. Forecasts It Will Reach 1,800 This Year
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Market view: Japan is unlikely to
outperform. Questions over the TransPacific Partnership and the potentially
protectionist agenda of the new US
administration are negatives for a market
with a high weighting of cyclicals.
In our 2017 year-ahead outlook, we
double-upgraded Japan to overweight from
underweight in a global equities context.
Japan is now our top pick in global equity
regions, replacing the US. We recommend
that the US-dollar-based investor in Japan
equities hedge the yen for 2017, reversing
our recommendation from a year ago. The
three major factors improving the earnings
model: the Morgan Stanley & Co. forecast
of a much weaker yen/US dollar level to
130 by mid-2018, a stronger-thanconsensus Japan GDP growth profile in
2017 and a stronger MS & Co. global
growth forecast than before. Our new
TOPIX earnings-per-share estimate of
¥108 is a 28% gain and 7% above
consensus. In our forecasts, Japanese
corporate return on equity will start to
again converge with the emerging markets
and Asia-Pacific ex Japan regions,
reaching a new 12-year high of 9.2% in
2018.

Will China’s A-Share Bull
Market Resume in 2017?
Our view: A-shares are re-entering a bull
market, and our year-end target for the
Shanghai Composite Index is 4,400—a
nearly 40% increase.
Market view: There are consensus
concerns about the sustainability of
China’s economic recovery and the
overhang of stock purchased in the 2015
intervention.
We raised our year-end 2017 Shanghai
Composite Index target to 4,400 from

MS & Co. Expects the Bulls Will Run Again in China
With a Year-End 4,400 Target on the
Shanghai Composite Index
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3,000 on Nov. 28 (see chart). This target
was derived by marking our 2017 earnings
growth at 6%, up from 4%, and the exit
trailing price/earnings multiple at 22
(versus a current trailing P/E of 18 and a
peak multiple of 25 in mid-2015). We
think domestic portfolio flows will move
back into equities from real estate as
property control measures bite harder.
We also assume a base case with no
significant trade conflicts between China
and the new US administration. However,
the threat of such conflicts and the
relatively early stage of the Chinese
recovery should keep overall domestic
monetary conditions easy in the first half.
Meanwhile, tightening measures aimed at
the property sector, specifically on second
and third home purchases, are likely to
prompt wealthy individuals to reallocate
toward equities. Indeed, new investor
account openings are rising rapidly—

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

running well above those in the 2010-to2014 bull market and similar to what was
seen at the beginning of the last bullmarket leg. However, futures trading is
unlikely to play as large a role in driving
the bull market as was the case in 2015, as
initial margin requirements are higher now
than at the end of 2014. 
Contributors: Chetan Ahya, Ellen Zentner
and Robin Xing (protectionism); Michael
Zezas and Todd Castagno (tax reform);
Betsy Graseck and Manan Gosalia (bank
stocks); David Risinger, Ricky Goldwasser
and Matthew Harrison (drug pricing);
Jonathan Garner and Pankaj Mataney
(Japan equities); and Jonathan Garner,
Laura Wang and Corey Ng (China Ashares).

February 2017

6

ON THE MARKETS / EQUITIES

The Better Dividend Stocks
Just Might Be Abroad
SACHIN MANCHANDA
Senior Equity Strategist
Morgan Stanley Wealth Management

I

nterest rates are rising globally, yet they
are still low. That means investors
continue to struggle to generate income
without losing principal. Investors have
long sought income in traditional higher
yielding stock sectors such as utilities,
telecom and consumer staples. While this
still makes sense, investors may pick up
more yield by searching abroad for
dividend-paying stocks. This is consistent
with the view of Michael Wilson, Morgan
Stanley Wealth Management’s chief
investment officer, that it is advisable to
skew toward non-US equities, because he
expects them to outperform the US.
We see better opportunity abroad in
traditional dividend-yielding sectors such
as telecom and consumer staples. While
US and non-US companies within these
sectors offer comparable yields, investors
still need to avoid losses in the invested

capital. We believe a good way to do that
is to focus on a stock’s total return—
dividend income plus potential stock-price
appreciation. Even when the yields are
similar, we often find that the expected
total return is higher in the non-US sectors
because those companies have relatively
lower valuations.
COMPARATIVE VALUATION. Take, for
example, valuation in the telecom sector.
Chinese telecom stocks trade at 3.1 times
the ratio of enterprise value (EV) to
earnings before interest, taxes,
depreciation and amortization (EBITDA)
and yield 3.0%. In comparison, US
telecoms yield 4.5%, but trade at more
than double the valuation—7.4 times this
year’s EV/EBITDA. Additionally, China’s
telecoms are expected to undergo a
multiyear reduction in capital spending
that should increase free-cash flow and lift
return on invested capital, thus offering
greater potential for dividend growth.
When looking abroad, it’s important to

In Many Sectors, Non-US Stocks Have
Higher Yields Than Their US Counterparts
5.0 %
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Dividend Yield by Sector
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differentiate by region. Consider European
beverage companies. They trade at a 17.7
price/earnings (P/E) multiple on 2018
expected earnings in comparison to a 19.7
P/E for global beverage companies, though
the dividend yield is comparable at around
3.1% for both European and global
players. And in addition to attractive
valuation, we project benefits from
accelerated top-line growth and
management-directed cost savings. Lastly,
any cut to the corporate tax rate in the US
will also benefit their earnings since the
US is a major profit pool for these
companies.
SECTOR DIVERSIFICATION. Going
global does not mean investors need to
give up sector diversification. Outside the
US, energy, financials and health care
sectors yield 4.0%, 3.8% and 2.8%,
respectively. This is significantly higher
than in the US where they yield 2.6%,
1.7% and 1.7%, respectively. Within these
sectors, we see an excellent opportunity in
major European exploration and
production (E&P) companies, which have
an average dividend yield of 6.1% versus
US majors’ 3.5%. Furthermore, we think
the earnings and cash-flow outlook is
better; the European companies are
expected to have mid-single-digit
increases in production, while production
is declining at major US companies.
Lastly, the European E&P majors trade at
5.4 times EV/EBITDA in contrast with
major US companies, where the same
metric is 8.6.
As these companies trade abroad, many
are available to US investors through
American depositary receipts, or ADRs,
which are priced in US dollars and pay
dividends in dollars, too. For individual
names, please refer to our Global Dividend
Equity Model portfolio. ■

Source: Bloomberg as of Jan. 27, 2017
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2017: The Case for
Active Management
LISA SHALETT
Head of Investment and Portfolio Strategies
Morgan Stanley Wealth Management

D

uring the eight-year-long market cycle,

one of the more vexing puzzles has
been deciding whether to allocate to passive
or active managers in an asset class,
especially as the low-return environment has
made low-fee index funds alluring. In
making the decision, investors needed to
determine whether the very weak
performance of active managers over the past
few years indicates a permanent impairment
of the stock-pickers’ approach. In 2016, only
26% of US large-cap value managers
outperformed passive benchmarks versus the
41% long-run average, while only 23% of
US large-cap growth managers beat their
bogeys versus a long-run average of 46%.
The past year’s disappointing results for
active managers extended what had already

been a subpar five-year stretch—and that
track record has catalyzed $1 trillion in
cumulative outflows from US active equities
to passive vehicles, such as index mutual
funds and exchange-traded funds (ETFs).
While the outflows exacerbate the
pressure on active managers, we feel that
abandoning stock-pickers at this juncture
confuses passive investing’s recent run of
positive results with some kind of permanent
change in the markets. Instead, we believe
it’s important to identify the drivers of
passive’s success and ask whether the
tailwinds that have helped propel passive
investing can persist.
REGIME SHIFT. This is especially true as
we contemplate a major regime shift in
markets in 2017 in which the narrative shifts
to inflation and away from deflation and to
fiscal policy and away from monetary policy.

Although this has been a tough and
disappointing stretch for active managers of
all stripes, including hedge fund managers,
this type of performance drought has
happened before, most notably between 1983
and 1988 and again from 1995 through 2000
(see chart). To understand those periods as
well as the current one, we need to unearth
what factors truly advantage a passive
approach. Since the essence of active
management is controlling risk exposure,
active management is most effective and
adds the most value during market
downturns. Still, predicting sustained
downturns is difficult, as it is the equivalent
of precisely forecasting recessions.
Instead, our approach is to try to
understand the investment conditions within
the market itself that lend themselves to
passive indexes, which are dominated by
larger-cap stocks. At the core of our analysis
is the observation that passive strategies have
the highest probability of success when the
largest companies have positive momentum,
volatility is very low, cross-asset correlations
are very high and macro factors are highly
effective in explaining performance. This
unique confluence tends to occur when

Periods of Superior Risk-Adjusted Returns for Passive Benchmarks
Are Not Unprecedented—Recall 1983-1988 and 1995-2000
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Note: The Sharpe ratio is calculated by subtracting the risk-free rate—such as that of the three-month US Treasury bill—from the rate of for a
portfolio and dividing the result by the standard deviation of the portfolio. Standard deviation, a proxy for volatility, is a measure of the dispersion of a
set of data from its mean.
Source: Morgan Stanley Wealth Management GIC, Bloomberg as of Dec. 30, 2016
Please refer to important information, disclosures and qualifications at the end of this material.
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markets are extremely liquidity driven, such
as what we saw with plummeting US
interest rates, taxes and the dollar in the
1980s and the tech boom of the 1990s—or
when they experience a crisis, which is the
precise backdrop we have seen in this cycle.
Furthermore, active managers’ efforts were
also dashed because nominal GDP growth
has been extremely low, narrowing the
window of opportunity for companies to
differentiate themselves based on pricing
power, innovation and company-specific
factors.
INCREASED VOLATILITY. This year, we
are expecting a pick-up in multi-asset-class
volatility because of a regime shift—in
which interest rates, inflation and the US
dollar reset at the same time that
commodities prices are stabilizing, market
conditions are normalizing and the US
business cycle is maturing. Perhaps most
important to catalyzing a new cycle for
active managers, however, is the changing
policy. Between deregulation, the puts-andtakes of potential tax reforms, changes to
trade policy and various approaches to
increase spending on infrastructure and
defense, stock-pickers are likely to have new
opportunities to differentiate based on a
fundamental analysis of the impact of
changes on individual companies. As
evidence of that potential we point to the fact
that, since Election Day, both cross-assetclass and stock pairwise correlations have
plummeted.
During the past three years, the Global
Investment Committee has endeavored to
build a robust analytic framework that
informs both our strategic and tactical asset
decisions, including determining the optimal
times for engaging in active and passive
management. Our work suggests active
manager performance and the probability of
outperformance can be forecast based on
four major factors: the overall level of
market returns, market breadth, the efficacy
of macro factors in driving the stock
performance and, conversely, the efficacy of

quantitative factor strategies. On each of
these dimensions, the current backdrop is
constructive for active management,
especially as market breadth has exploded
and macro efficacy has fallen, while
fundamental approaches like deep value,
quality, and high beta have begun to
outperform.
In turn, we can forecast whether these
trends will sustainably support active
managers by observing market variables
such as valuation, earnings estimate
dispersion, the level and slope of the yield
curve, the relative performance of non-US
markets (which are gaining on cyclical
recovery, weak currencies and
accommodative monetary policy) and the
correlation of returns. We are confident
about our tactical active/passive model, as a
backtest suggests that dynamically allocating
between active and passive based on our
framework during the past 20 years would
have added more than 25% more wealth than
a static 50%/50% approach.
PRESSURE ON FEES. While we are
seeing improving prospects for active
management, the overall market forecast is
for below-average returns for both stocks and
bonds in the intermediate term, suggesting
that investors’ preference for ever-lower fees
is unlikely to abate. In fact, Michael Cyprys,
who covers brokers and asset managers for
Morgan Stanley & Co. Research, forecasts
that, in the next several years, active
management fees for equities could fall by
30 to 40 basis points while the declines in
active fixed income could approach 50 to 60
basis points. So-called “smart beta”
strategies, which attempt to replicate pure
factor strategies (like value, momentum or
low volatility), are the next round in the
active/passive debate and likely to be one of
the catalysts for these lower fees. These
strategies attempt to enhance the pure
indexing approach of exposures based on
market-cap weighting by overlaying
quantitative factors that try to replicate the
behaviors of fundamental managers, such as

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

focusing only on those companies that meet
certain criteria like growing their dividends,
possessing low volatility or maintaining high
and growing cash-flow margins. From our
perspective, however, it is still early days for
smart beta, with potential outperformance
targets that are modest compared with
potential implementation risk. While their
systematic approach may be a low-cost
replacement for some active managers, we
still believe that 35% to 40% of the top
active managers add value over long periods
of time and, thus, their investment selections
can enhance the returns of diversified
portfolios. We have developed proprietary
tools, including our US-patented Adverse
Active Alpha screen, to stay focused on
precisely those strategies. Our due diligence
group provides resources and guidance
around manager selection.
TAILWINDS TAPER. To conclude,
Quantitative Easing and secular stagnation
provided a unique set of tailwinds—low
volatility, tepid growth and high
correlations—that have favored indexing and
passive management. Those tailwinds are
starting to slow. While subpar trailing
performance deficits have driven outflows
from active strategy and exacerbated its
challenges, we strongly caution against
assuming that active managers face
permanent impairment. To the contrary, the
GIC believes we are in the early innings of a
major regime shift in markets that strongly
favors active managers and security
selection. Furthermore, our tactical
quantitative framework, which has favored
passive throughout 2016, may be in the
process of shifting. Model indicators like
rising market breadth, strong performance in
factor strategies, falling macro sensitivity
and recent declines in return correlations will
be important to watch.
For more about active and passive
management, please contact your Financial
Advisor. 
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Technicals

Credit Strategy:
Proceed With Caution
SUZANNE LINDQUIST

Macro Outlook

Fixed Income Strategist
Morgan Stanley Wealth Management
LYNN BERNABEI

Recent economic data reveal a solid
backdrop supportive of current valuations.
For starters, the low interest rates of the
past several years have enabled many high
yield issuers to reduce and extend the
terms of their debt, thereby reducing the
risk of near-term defaults. Since bond
spreads tighten when economic conditions
improve and widen when they deteriorate,
this makes sense. The Conference Board
and University of Michigan consumer
surveys have gained, and the NFIB Small
Business Optimism Index had its largest
two-month gain in 30 years. The Trump
administration’s plans include tax reform,
infrastructure spending and reduced
regulation, which should bode well for US
corporations. However, to generate a
significant pickup in growth, companies
need to boost investment spending which,
in recent years, has taken a back seat to
stock buybacks and mergers and
acquisitions (M&A).

Fixed Income Strategist
Morgan Stanley Wealth Management

A

n expectation for progrowth fiscal
policy under the new administration
has encouraged risk taking since the
election. Add to that the potential for
higher inflation and a more hawkish
Federal Reserve and, all told, the result is a
100-basis-point move in the benchmark
10-year US Treasury bond to 2.40% from
1.40% in the same time period. Also
during this time, spreads on high yield
bonds narrowed, generating positive
returns despite the climb in rates. Spreads
tend to tighten when the economy is
improving and widen when economic data
are deteriorating. The same goes for
industry sectors: Spreads for energy and
metals/mining companies skyrocketed as
the prices for their output collapsed in
2015 (see chart).

High Yield Spreads Are Sensitive to Changing
Economic and Industry Sector Fundamentals
2,000 Basis Points
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During the past few years, the high
yield market has benefited from positive
technical conditions, as consistently lower
levels of supply have been met with strong
global demand for income. High yield
bond issuance fell in 2016, marking the
fourth consecutive annual decline—and
much of that issuance went toward risk
reduction rather than speculative ventures.
Looking forward, the supply picture
may not be quite as restrained. In the year
ahead, many investors expect an uptick in
M&A and leveraged buyout (LBO)
transactions, which naturally could
increase new-issue volume. At the end of
2016, there was an increase in issuance
earmarked for M&A/LBO activity.
Historically, an increase in this sort of
activity tended to lead to higher future
defaults.

Valuations
Credit spreads, the difference in yield
between two bonds of similar maturity but
different credit quality, may be used to
measure the degree of investor confidence
and willingness to take risk to generate
return. Widening credit spreads indicate
growing concern about the ability of
corporate borrowers to service their debt,
while narrowing credit spreads indicate
improving private creditworthiness.
Today, credit markets reflect generally
improving market sentiment, particularly
in high yield sectors deemed risky just one
year ago. While we do not rule out longerterm credit hiccups, we believe that the
macro fundamentals will continue to
support valuations and defaults will
remain contained. Moreover, high yield
bonds offer better protection against rising
rates with their higher yields and the
benefit of fairly low interest rate risk. 
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Source: The Yield Book® Software and Services. © 2017 Citigroup Index LLC. All rights
reserved. Data as of Jan. 27, 2017
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Two-Way
Traffic Ahead
JOHN DILLON
Municipal Bond Strategist
Morgan Stanley Wealth Management

M

uni bond buyers traveling down
“Route ’17” need to drive carefully
as the one-way traffic they became
accustomed to in both 2015 and 2016 may
soon change. In fact, we have already seen
municipal bond fund flows reverse from
being massively negative in the opening
weeks of the year to moderately positive
more recently. Benchmark muni yields are
substantially higher than they were prior to
the US presidential election and are more
apt to ebb and flow with US Treasuries, as
has been the case since the start of the
year. In fact, some of that two-way muni
traffic may be fast approaching. Indeed,
the majority of the holiday-induced
January effect is largely behind us and
recently supportive muni technical factors
are likely to vanish accordingly.
We are speaking specifically of newissue supply and reinvestment demand
factors, but there is also the abovementioned wild card. After 54 weeks of
consecutive inflows, municipal mutual

bond funds had experienced massive
outflows for eight consecutive weeks,
totaling approximately $16 billion, only to
then process three weeks of mixed inflows
($7 million to $1 billion). Despite turning
tides, technicals were enough to enable
munis to outperform US Treasuries, as 10year relative-value ratio fell into the 90s,
where they have been since midDecember, from 107% on Nov. 30 (see
chart).
ISSUANCE REBOUND. Following the
holidays, the new-issue calendar quickly
returned to life and has already had a
sizeable $9 billion week. This robust
supply met a US Treasury market that had
staged a minirally in the opening days of
January but then stalled and reversed more
recently. Muni issuance stalled, too.
Meanwhile, scheduled bond maturity and
coupon payments (a source of
reinvestment demand) that had been
estimated at $40.5 billion in December
declined to $20.2 billion in January and
are expected to be $27.8 billion in
February, according to ICE Data.

Relative-Value Volatility Ahead

The price-supportive January effect was
at work until mid-month, but that could be
about to change. If Treasuries remain
range-bound (or rise materially) and muni
mutual fund flows remain mixed, buyers
could find significantly better entry points
emerge in the coming weeks.
TAX-REFORM RISK. Another point of
vulnerability is that, despite encouraging
comments reportedly made weeks ago by
then President-elect Trump supporting the
tax exemption for municipal bonds, key
details of any tax reform package remain
unknown. Will tax reform dash the muni
bond exemption, or will lower rates
diminish muni attractiveness? As we noted
before, whenever the status of the
municipal tax exemption has been in
question, muni bonds have significantly
underperformed US Treasuries. In our
view, the current 10-year relative-value
ratio does not reflect this tax policy risk.
Given this confluence of potential
market challenges, we view the near-term
muni market with caution and suggest
being defensive, with the expectation that
better value will surface in the coming
weeks and months. The exception would
be for very short-term, high-quality
securities, where the lingering effects of
money-market reform combined with
recent selling has elevated yields and
relative value. Case in point: One-year
prerefunded bonds are hovering around
120% of corresponding US Treasuries.
POSITIONING. Our preferred curve
positioning and structure is 12-to-16-year
maturities with 5% coupons and five-year
call protection. We continue to favor
revenue bonds over general obligation
(GO) bonds in general but remain
comfortable with all state-level GOs
regarding debt-service payment and
market access. However, we do expect
ratings and spread volatility to continue for
high-profile states with outsized pension
and post-employment benefit liabilities. In
terms of credit quality, we retain our upin-quality bias, which is centered on bonds
rated A or higher.

Source: Thomson Reuters MMD as of Jan. 27, 2017
Please refer to important information, disclosures and qualifications at the end of this material.
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When Management
Incentives Align With
Investors’ Interests
T

here are a perhaps an infinite number
of ways to measure a company’s
value. From the price/earnings ratio to
return on invested capital, investors seek
the metric that best states a company’s
worth. Bill Nolin, chief investment officer
of Aligned Investors, an investment
boutique within Principal Global
Investors, posits that it’s not just the ratios
that matter. Rather, alignment of interests
is critical, too. “When you make an
investment in a company, you are literally
handing over your wallet,” he explains. “Is
management going to lever up? Are they
going to make an acquisition? Are they
going to buy back their shares? As an
investor, you have no control.”
That’s why he and his team look for
what they call “owner operator” public
companies, or businesses in which the
founders have a significant stake. “As a
founder, you invested your own money
from the very beginning, you think about
expenses differently—and you think about
what you do with the profits differently,”
he says. Nolin recently talked about how
he evaluates companies with Morgan
Stanley Wealth Management’s Tara
Kalwarski. The following is an edited
version of their conversation.
TARA KALWARSKI (TK): Can you
describe the Aligned Investors approach
and the owner-operator advantage?
BILL NOLIN (BN): Imagine you were
starting a business, and need funding. You
identify founding investors who invest.
With most public companies, what
happens is they take your money and say,
"We'll report once a quarter.” Well, what's

going on with your money? You don’t
know.
Let’s say, as a CEO, I decide that I can't
waste time with commercial flight delays,
and I need a private jet. Do investors have
any say? Sure, they could vote with their
shares, right? Or sell positions. But
investors, at the end of the day, don't have
any say on decisions like that.
And what are my incentives, if I’m
CEO, and I've got the money? It’s to grow
the business, sure—but it's also to get
some of that money.
How do I grow the business? One thing
I can do is make acquisitions. I can go out
and acquire something. Let's say I'm
running a company that's got $3 billion in
sales, and I go out and I buy another
company with $3 billion in sales. So now,
we're $6 billion. I'm running a big
company now. I deserve a raise, right? It's
a bigger company.
Say there's an NBA team in town, and
they want to build a new stadium, a new
arena. I decide to pay to put my company's
name on it. I've got to go to all the
openings and ribbon cutting ceremonies
and things like that. How do investors feel
about this? They invested their money, but
don’t really have control of what the CEO
does.
For us, incentives matter. Alignment of
interests matter. We focus on owneroperators: those that founded or cofounded
the business, or those with secondgeneration family running the business.
We believe that their incentives are very
much aligned with shareholders. We like
companies that have such a culture, that
think and act like owners.

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

TK: How do you measure the owneroperator advantage?
BN: How many times have you heard
anyone calculate the ratio of investment
ownership in the company to their salary?
That's the kind of measure that we
calculate. If the CEO owns $300 million
worth of stock, and gets paid $1 million of
salary, it's 300 to one. That's our ratio.
When that CEO is thinking about things,
what is more important? Is it earning that
$1 million, or is it making sure that $300
million is well protected—or not going to
have downside but rather grow over time?
We look for substantial, meaningful
ownership. So we look at is who's running
the business.
We've got three buckets. One is for
those who founded or cofounded the
business, and second-generation family.
The second bucket is this culture, such
that, maybe the CEO didn't found the
company, but he or she came in and
worked for the company and was named
CEO. If you look at some companies over
the last 10 years—how they operate, how
they allocated capital—some have a
cultural mindset in which the CEO thinks
like an owner. The third bucket we call
“cash paid for CEOs”—and that's what
most of corporate America is.
TK: Does the overall net worth of the
owner-operator factor in?
BN: We just want that mindset of the
CEO thinking of it as if he or she is
partners with the investors. What you don't
want is what most of corporate America is;
they use investors’ money, other people’s
money. It’s easier to spend someone else’s
money and make a dumb acquisition,
because it makes your company bigger, or
you're getting pressure from Wall Street to
do things and you kind of cave in because
you're not thinking about it as a
shareholder.
Warren Buffett explains that there are
two jobs as CEO. One is to run the
business and expand the moat or the
competitive advantage of the business. The
second job is capital allocation, and most

February 2017

12

CEOs don’t view their job as capital
allocation; they did not come up through
the system learning capital allocation. It’s
hard to get your mind around how
powerful and how important this capital
allocation is. It’s making decisions on
when to make an acquisition, when to buy
back stock. Will Thorndike wrote an
excellent book called The Outsiders about
CEOs who created tremendous value
through effective capital allocation. The
trouble is that most CEOs get it wrong.
Over time, CEOs tend to be procyclical.
They go with the flow.
TK: Why do you think that is?
BN: Think about making a big
acquisition. You need two things to pull
the trigger: You need to feel confident
about your business, and you need to have
the cash, resources or ability to borrow to
execute the acquisition. Think about, when
is a CEO feeling really good? When do
they have extra cash?
It’s near peaks of cycles, when the
business is good, and it's throwing off a lot
of cash. That's when investment bankers
are pushing deals. We saw a lot of deals
done in the 2007-2008 period. Go back to
1999 and 2000—a lot of deals were done.
Were those good times to do deals in
general? No, they were the worst times.
Then you go to times like 2002 and
2009, right, and think about what was
going on then. The CEOs were not
confident, and they didn’t have a lot of
extra money—but that's when the times
are ripe and businesses are on sale for 50
cents on the dollar.
When owner-operators are good, they
tend to be countercyclical. Cash-paid
CEOs often do a poor job because they are
procyclical.
TK: How much do you pay attention to
the board of directors? Is it optimal to have
a less independent board?
BN: You can have good boards and bad
boards. We do pay attention to boards, but
a lot of times the CEO is the driving force
that can influence a board either way.

TK: Is it hard to find companies that fit
into buckets one and two? It seems like a
narrow investment universe.
BN: In the Russell 1000 Index, I would
guess that maybe 20% either have an
owner-operator or a culture of such. So if
you were strictly investing on that, it does
winnow the universe down quite a bit.
TK: Are there any themes or trends that
you can speak to about owner-operator
companies by sector, industry, or region?
BN: We find them in pretty much every
sector, except things like utilities, just
because those are government regulated
and tend not to be owner-operator. They're
in the consumer cyclical area, financials,
even health care. This strategy doesn't
limit us in a way that we're not diversified.
TK: Do you find that sometimes owneroperators look bad on certain metrics or
good on other metrics?
BN: We do find that there are cases
where the company has, for instance, very
little net income but high free-cash flow,
where there's a lot of depreciation and
amortization—or they've made
acquisitions, and that's lowering net
income. Yet, if you look through to, say,
how much free-cash flow did they
generate, it's much, much higher.
So sometimes you will get companies
that are willing to sacrifice and invest in
the business instead of trying to maximize
current earnings. We think that that's
healthy if you're a long-term investor. It
creates opportunities and also, if they're
good investments, it’s the best thing for
the business.
TK: What do you do if the founder
leaves? Do you stick with the company
and wait to see what happens with the
culture?
BN: When a founder passes away, or
leaves the position of CEO or chairman of
the board, then for us it's an evaluation of,
what are the incentives in place? What is
the culture? Is it strong enough that it's
going to keep this up? Often, what we've

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

found is it will take the company from
bucket one, owner-operator, to bucket two.
TK: What about companies that have
family ownership, but where the family
isn't that involved in the running of the
business?
BN: Those companies tend to have
slipped into buckets two and three, but that
brings up a different point we try to make
about indexes and how they float adjust.
Let’s take a large-cap company whose
market cap puts it at maybe 100 basis
points of a major benchmark index.
Because the family still owns 50% of all
shares outstanding, the index provider
float adjusts those out. Then the company
ends up only being a 50-basis-point weight
in the index. Before indexes were floatadjusted, they used to include all the
founders' shares in calculating weights.
Then, because of liquidity reasons, they
started excluding them.
For an investor seeking the best returns,
that's not always the best deal. Because
they take away the shares that owneroperators own, investors are not getting
the economic full representation of the
types of companies which can really drive
a lot of returns.
TK: Is it hard to track the kind of data
that goes into your buckets?
BN: It’s really hard because, sometimes,
the ownership has moved into a trust. It's a
subjective determination. From the
outside, it’s hard to identify a bucket two.
In fact, analyst reports don't calculate how
much money a CEO has in total in the
company versus how much they are
getting paid. Wall Street has really
dropped the ball on this, and that has given
us an opportunity. ■
Bill Nolin 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 Jan. 31, 2017
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The Global Investment Committee provides guidance on asset allocation decisions through its various
models. The five models below are recommended for investors with over $25 million in investable assets.
They are based on an increasing scale of risk (expected volatility) and expected return.
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Tactical Asset Allocation Reasoning
Global Equities

Relative Weight
Within Equities

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 and political events.
With the recent Trump/Republican win, it appears that investors are getting more excited about potential growth and
animal spirits are on the rise. This is likely to lead to the final euphoric stage of this cyclical bull market which could be
quite powerful in 2017’s first half.

Equal Weight

We maintain a positive bias for Japanese and European equity markets despite the political challenges that both
markets faced in the past year. Ironically, the populist movement around the world is likely to drive 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 still at record levels of cheapness. We continue to recommend hedging currency risk for 50%
of European and Japanese positions.

Emerging Markets

Overweight

Emerging market (EM) equities have been much better performers during 2016 than in the prior three years. However,
new concerns have arisen with the recent strength in the US dollar and the rise in interest rates. With global growth
and earnings accelerating and financial conditions remaining loose, we think EM equities will perform well again in
2017.

Global Fixed
Income

Relative Weight
Within Fixed
Income

US

International Equities
(Developed Markets)

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. The Trump election win has inspired markets
to think about inflation again. This has caused a meaningful rise in longer-term interest rates, a move that is likely 75%
of the way done and should abate as the Fed raises rates this year. 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’s year-overyear rate of change to revert back toward 0%. That view played out 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 in 2015. 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 in 2016, 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

Real estate investment trusts (REITs) underperformed in 2016, but it is still too early to reconsider our underweight
zero allocation given the further rise in rates we expect and deteriorating fundamentals for the industry. Non-US REITs
should be favored relative to domestic REITs.

Master Limited
Partnerships/Energy
Infrastructure*

Overweight

Master limited partnerships (MLPs) were devastated during oil-price collapse and have rebounded sharply. As long as
oil remains above $40 per barrel, they should provide a reliable and attractive yield. A Trump presidency should also
be supportive for fracking activity and pipeline construction, both of which should lead to an acceleration in dividend
growth. MLPs should be one of the strongest asset categories in the first half of 2017.

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. As volatility becomes
more persistent in 2017, these strategies should do better than in recent years.

Source: Morgan Stanley Wealth Management GIC as of Jan. 31, 2017
*For more about the risks to Master Limited Partnerships (MLPs) and Duration, please see the Risk Considerations section beginning on
page 17 of this report.

Please refer to important information, disclosures and qualifications at the end of this material.
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For index, indicator and survey definitions referenced in this report please visit the following:
http://www.morganstanleyfa.com/public/projectfiles/id.pdf

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

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

Duration
Duration, the most commonly used measure of bond risk, quantifies the effect of changes in interest rates on the price of a bond or bond portfolio.
The longer the duration, the more sensitive the bond or portfolio would be to changes in interest rates. Generally, if interest rates rise, bond prices fall
and vice versa. Longer-term bonds carry a longer or higher duration than shorter-term bonds; as such, they would be affected by changing interest
rates for a greater period of time if interest rates were to increase. Consequently, the price of a long-term bond would drop significantly as compared
to the price of a short-term bond.
International investing entails greater risk, as well as greater potential rewards compared to U.S. investing. These risks include political and
economic uncertainties of foreign countries as well as the risk of currency fluctuations. These risks are magnified in countries with emerging markets,
since these countries may have relatively unstable governments and less established markets and economies.
Managed futures investments are speculative, involve a high degree of risk, use significant leverage, have limited liquidity and/or may be generally
illiquid, may incur substantial charges, may subject investors to conflicts of interest, and are usually suitable only for the risk capital portion of an
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investor’s portfolio. Before investing in any partnership and in order to make an informed decision, investors should read the applicable prospectus
and/or offering documents carefully for additional information, including charges, expenses, and risks. Managed futures investments are not intended
to replace equities or fixed income securities but rather may act as a complement to these asset categories in a diversified portfolio.
Investing in commodities entails significant risks. Commodity prices may be affected by a variety of factors at any time, including but not limited to,
(i) changes in supply and demand relationships, (ii) governmental programs and policies, (iii) national and international political and economic events,
war and terrorist events, (iv) changes in interest and exchange rates, (v) trading activities in commodities and related contracts, (vi) pestilence,
technological change and weather, and (vii) the price volatility of a commodity. In addition, the commodities markets are subject to temporary
distortions or other disruptions due to various factors, including lack of liquidity, participation of speculators and government intervention.
Bonds are subject to interest rate risk. When interest rates rise, bond prices fall; generally the longer a bond's maturity, the more sensitive it is to this risk.
Bonds may also be subject to call risk, which is the risk that the issuer will redeem the debt at its option, fully or partially, before the scheduled maturity date.
The market value of debt instruments may fluctuate, and proceeds from sales prior to maturity may be more or less than the amount originally invested or the
maturity value due to changes in market conditions or changes in the credit quality of the issuer. Bonds are subject to the credit risk of the issuer. This is the
risk that the issuer might be unable to make interest and/or principal payments on a timely basis. Bonds are also subject to reinvestment risk, which is the risk
that principal and/or interest payments from a given investment may be reinvested at a lower interest rate.
Bonds rated below investment grade may have speculative characteristics and present significant risks beyond those of other securities, including greater
credit risk and price volatility in the secondary market. Investors should be careful to consider these risks alongside their individual circumstances, objectives
and risk tolerance before investing in high-yield bonds. High yield bonds should comprise only a limited portion of a balanced portfolio.
Interest on municipal bonds is generally exempt from federal income tax; however, some bonds may be subject to the alternative minimum tax
(AMT). Typically, state tax-exemption applies if securities are issued within one's state of residence and, if applicable, local tax-exemption applies if
securities are issued within one's city of residence.
Treasury Inflation Protection Securities’ (TIPS) coupon payments and underlying principal are automatically increased to compensate for inflation
by tracking the consumer price index (CPI). While the real rate of return is guaranteed, TIPS tend to offer a low return. Because the return of TIPS is
linked to inflation, TIPS may significantly underperform versus conventional U.S. Treasuries in times of low inflation.
Ultrashort-term fixed income asset class is comprised of fixed income securities with high quality, very short maturities. They are therefore subject
to the risks associated with debt securities such as credit and interest rate risk.
Investing in foreign markets entails greater risks than those normally associated with domestic markets, such as political, currency, economic and
market risks. Investing in currency involves additional special risks such as credit, interest rate fluctuations, derivative investment risk, and
domestic and foreign inflation rates, which can be volatile and may be less liquid than other securities and more sensitive to the effect of varied
economic conditions. In addition, international investing entails greater risk, as well as greater potential rewards compared to U.S. investing. These
risks include political and economic uncertainties of foreign countries as well as the risk of currency fluctuations. These risks are magnified in
countries with emerging markets, since these countries may have relatively unstable governments and less established markets and economies.
Investing in foreign and emerging markets entails greater risks than those normally associated with domestic markets, such as political, currency,
economic and market risks. These risks are magnified in frontier markets.
Rebalancing does not protect against a loss in declining financial markets. There may be a potential tax implication with a rebalancing strategy.
Investors should consult with their tax advisor before implementing such a strategy.
Equity securities may fluctuate in response to news on companies, industries, market conditions and general economic environment.
An investment in an exchange-traded fund involves risks similar to those of investing in a broadly based portfolio of equity securities traded on an
exchange in the relevant securities market, such as market fluctuations caused by such factors as economic and political developments, changes in
interest rates and perceived trends in stock and bond prices. Investing in an international ETF also involves certain risks and considerations not
typically associated with investing in an ETF that invests in the securities of U.S. issues, such as political, currency, economic and market risks.
These risks are magnified in countries with emerging markets, since these countries may have relatively unstable governments and less established
markets and economics. ETFs investing in physical commodities and commodity or currency futures have special tax considerations. Physical
commodities may be treated as collectibles subject to a maximum 28% long-term capital gains rates, while futures are marked-to-market and may be
subject to a blended 60% long- and 40% short-term capital gains tax rate. Rolling futures positions may create taxable events. For specifics and a
greater explanation of possible risks with ETFs¸ along with the ETF’s investment objectives, charges and expenses, please consult a copy of the
ETF’s prospectus. Investing in sectors may be more volatile than diversifying across many industries. The investment return and principal value of
ETF investments will fluctuate, so an investor’s ETF shares (Creation Units), if or when sold, may be worth more or less than the original cost. ETFs
are redeemable only in Creation Unit size through an Authorized Participant and are not individually redeemable from an ETF.
Please consider the investment objectives, risks, charges and expenses of the fund(s) carefully before investing. The prospectus contains
this and other information about the fund(s). To obtain a prospectus, contact your financial advisor. Please read the prospectus carefully
before investing.
Companies paying dividends can reduce or cut payouts at any time.
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Value investing does not guarantee a profit or eliminate risk. Not all companies whose stocks are considered to be value stocks are able to turn their
business around or successfully employ corrective strategies which would result in stock prices that do not rise as initially expected.
Growth investing does not guarantee a profit or eliminate risk. The stocks of these companies can have relatively high valuations. Because of these
high valuations, an investment in a growth stock can be more risky than an investment in a company with more modest growth expectations.
Investing in smaller companies involves greater risks not associated with investing in more established companies, such as business risk,
significant stock price fluctuations and illiquidity.
Stocks of medium-sized companies entail special risks, such as limited product lines, markets, and financial resources, and greater market
volatility than securities of larger, more-established companies.
Asset allocation and diversification do not assure a profit or protect against loss in declining financial markets.
The indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent the
performance of any specific investment.
The indices selected by Morgan Stanley Wealth Management to measure performance are representative of broad asset classes. Morgan
Stanley Smith Barney LLC retains the right to change representative indices at any time.
REITs investing risks are similar to those associated with direct investments in real estate: property value fluctuations, lack of liquidity, limited
diversification and sensitivity to economic factors such as interest rate changes and market recessions.
Because of their narrow focus, sector investments tend to be more volatile than investments that diversify across many sectors and companies.
Yields are subject to change with economic conditions. Yield is only one factor that should be considered when making an investment decision.
Credit ratings are subject to change.
Certain securities referred to in this material may not have been registered under the U.S. Securities Act of 1933, as amended, and, if not, may not
be offered or sold absent an exemption therefrom. Recipients are required to comply with any legal or contractual restrictions on their purchase,
holding, sale, exercise of rights or performance of obligations under any securities/instruments transaction.

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.
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Accordingly, there can be no assurance that estimated returns or projections will be realized or that actual returns or performance results will not
materially differ from those estimated herein.
This material should not be viewed as advice or recommendations with respect to asset allocation or any particular investment. This information is
not intended to, and should not, form a primary basis for any investment decisions that you may make. Morgan Stanley Wealth Management is not
acting as a fiduciary under either the Employee Retirement Income Security Act of 1974, as amended or under section 4975 of the Internal Revenue
Code of 1986 as amended in providing this material.
Morgan Stanley Smith Barney LLC, its affiliates and Morgan Stanley Financial Advisors do not provide legal or tax advice. Each client
should always consult his/her personal tax and/or legal advisor for information concerning his/her individual situation and to learn about
any potential tax or other implications that may result from acting on a particular recommendation.
This material is primarily authored by, and reflects the opinions of, Morgan Stanley Smith Barney LLC (Member SIPC), as well as identified guest
authors. Articles contributed by employees of Morgan Stanley & Co. LLC (Member SIPC) or one of its affiliates are used under license from Morgan
Stanley.
This material is disseminated in Australia to “retail clients” within the meaning of the Australian Corporations Act by Morgan Stanley Wealth
Management Australia Pty Ltd (A.B.N. 19 009 145 555, holder of Australian financial services license No. 240813).
Morgan Stanley Wealth Management is not incorporated under the People's Republic of China ("PRC") law and the material in relation to this report
is conducted outside the PRC. This report will be distributed only upon request of a specific recipient. This report does not constitute an offer to sell or
the solicitation of an offer to buy any securities in the PRC. PRC investors must have the relevant qualifications to invest in such securities and must
be responsible for obtaining all relevant approvals, licenses, verifications and or registrations from PRC's relevant governmental authorities.
If your financial adviser is based in Australia, Switzerland or the United Kingdom, then please be aware that this report is being distributed by the
Morgan Stanley entity where your financial adviser is located, as follows: Australia: Morgan Stanley Wealth Management Australia Pty Ltd (ABN 19
009 145 555, AFSL No. 240813); Switzerland: Morgan Stanley (Switzerland) AG regulated by the Swiss Financial Market Supervisory Authority; or
United Kingdom: Morgan Stanley Private Wealth Management Ltd, authorized and regulated by the Financial Conduct Authority, approves for the
purposes of section 21 of the Financial Services and Markets Act 2000 this material for distribution in the United Kingdom.
Morgan Stanley Wealth Management is not acting as a municipal advisor to any municipal entity or obligated person within the meaning of Section
15B of the Securities Exchange Act (the “Municipal Advisor Rule”) and the opinions or views contained herein are not intended to be, and do not
constitute, advice within the meaning of the Municipal Advisor Rule.
This material is disseminated in the United States of America by Morgan Stanley Wealth Management.
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.
© 2017 Morgan Stanley Smith Barney LLC. Member SIPC.
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