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Portfolio Specialist Laura Bottega poses AUTHOR
some topical questions to Portfolio Manager
Bruno Paulson.

BRUNO PAULSON
Managing Director

Laura Bottega (LB): Back to basics first. What are
the key benefits that concentrated global equity
portfolios Global Franchise/Brands and Global
Quality offer to investors?

BRUNO PAULSON (BP): What they both offer is a collection
of steadily compounding companies at reasonable
valuations. The point is, these companies have earnings
which have been really robust in tough times. For Global
Franchise, the earnings for the holdings within the portfolio
actually increased during the global financial crisis, a time
when the earnings for the market halved.!

LAURA BOTTEGA
Managing Director

Because these companies are able to compound even in
tough times, we believe that over the whole cycle the
companies (and therefore the portfolios) can compound
well, better than the market. We believe that this is why,
over the cycle, our strategies have delivered strong absolute
and relative returns.

LB: So could you sum it up by saying that you believe
the strategies offer capital growth, and earnings
visibility?

BP: Yes, and a measure of downside protection, relative to
the benchmark.

"Period covered: 310ctober 2000 to 31October 2017; market represented
by the MSCI World Index. Source: FactSet, MSCI, Morgan Stanley
Investment Management.
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LB: How would you compare Global
Franchise to Global Quality?

BP: | think the difference between them
is relatively minor. Between the two
portfolios there is about a 70% overlap,
with the other 30% of Global Quality
(GQ) also very high quality, so both
portfolios are fairly defensive and move
pretty similarly.

Of the 30%, half of it is in Health Care,
mainly big diversified pharmaceutical
and medical devices companies, and
half of it is companies which may have
more leverage or companies that don’t
pay a dividend and so don’t qualify for
Global Franchise.

At the margin, and it is at the margin,
GQ is likely to be slightly higher
beta, although the beta is likely

to be significantly lower than the
market and should still offer plenty
of relative downside protection. The
main difference is how the health
care performs, and your view on that
may influence your thoughts on the
portfolios. I'd just point out that health
care is pretty cheap right now, in a
world where not much is.

GQ has Technology as the number
one sector, but the overall weight in
Technology is similar between the two
portfolios. Longer-term, if and when
this cycle finally ends, we have the
optionality to buy Industrials within
GQ. We don’t own any real industrials
at the moment and that is simply
because of valuations — they are on peak
multiples of peak earnings - but that is
something we’d be looking to do when
the time is right.

LB: Disruption has become a
topical theme. What do you think
are the key disruption threats?

BP: We're looking to own companies
that have really strong intangible assets
or as a lot of people call it, “moats”,
and that will help to keep their returns
high. We want to avoid companies
with fading returns on capital. Clearly,
disruption threatens to weaken these
intangible assets, or ‘fill in” the moats,
be it the rise of a certain e-commerce
giant, either via retail or their cloud
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hosting service, or the rise of streaming
services.

Now to be clear, we're not growth
investors and so we struggle to get past
the multiples of these pure disruptors.
What we look to own is either the
incumbents who will be resilient in the
face of disruption or who have some
disrupting elements themselves.

In Media, we look for players with the
best branded content, those that own

or create the content that people want
to watch such as live news or sport, and
high quality drama. We believed there
to be three really high quality providers
but recent deal activity has narrowed
the field. The industry has put a price on
the assets we have long said are valuable,
proving our investment thesis correct
after some months of volatility.

In Technology we invest in companies
that businesses rely on. That might be a
market dominant technology company,
with its cloud computing platform

and its subscription-based offering or

a global management consulting and
professional services company which,
as large corporates deal with disruptive
change, is making a lot of money

helping them.

Disruption is also occurring in quality
“safe-haven” sectors; one area we point
to is tobacco, where we bet on the
disrupting incumbents who are the
leaders in next generation heat not burn
technology.

LB: Both portfolios have some 30%
exposure to technology. Which
technology names make sense for
defensive portfolios?

BP: To be clear, we invest in “dull”
tech and the companies tend to have
valuations to match that. We don’t

do any hardware, just software and

IT services. What we like about these
companies is the recurring revenues.
These may come from large corporates
that find it impossible to survive
without a particular consulting and
professional services company who are
deeply embedded in their company, or
from software, where revenues continue
to grow. One company we invest in
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makes enterprise software for managing
business operations and customer
relations. The recurring revenues
generated by the maintenance of the
software was one of the things that
attracted us to the company. Now, with
the growth of cloud subscription and
subscription driven revenue streams,
this company is becoming even less
dependent on more volatile initial
software sales.

If the world does go wrong, we would
expect to see the revenues and earnings
of the technology companies we own
holding up very strongly and actually
holding up better than last time round.

LB: What about Consumer Staples?
In the face of disruptive change,
what makes you confident about
the remaining Staples you own?

BP: Our Staples universe has shrunk a
bit. Staples are still a crucial bit of the
portfolio — over 40% in Franchise and
25% in Quality — but our exposure has
come down over time.

I think there are four things that

we think about with our Staples
investments. One, invest in the right
categories, the categories that are more
insurgent proof (e.g. beauty, tobacco,
alcohol) and not in food, because

these are categories where either
e-commerce is less viable for all sorts of
reasons or the brands are actually more
powerful and robust. And secondly,
within categories you want to be in

the most powerful brands. Particularly

if we’re moving towards a voice-led
world - where you are not going to a
supermarket, you're not even going
online, you're just talking to this box
in the middle of the table - you want

to be the brand that is front of mind.
Thirdly, you want emerging markets
exposure because these disruptive
threats aren’t as strong there and there
is stronger growth. And fourthly, you
want an entrepreneurial and decentralised
management that can react to threats
and in particular, is fully invested. You
have to spend a lot on advertising and
promotion and not just cut it as soon as
you face any threat plus, crucially, be
Sfully invested in digital. If you look at



these four points you can see why over
the last couple of years we've built a
very large position in certain stocks and
exited a very large position in another.

2017 was a strong year for both
products given how well the markets
did and that was down to the stock
selection in Staples and the market, to
an extent, recognising that we were on
the right track.

LB: Finally, turning to the macro
environment: how might interest
rates impact the Global Franchise
and Global Quality portfolios?

BP: It’s a well-worn theory that higher
interest rates/rising interest rates are bad
for bond proxies, like Consumer Staples.
You can show lovely correlations over
long periods of time between Staples’
relative performance versus the market
and the 10-year rate. But we think that
is a flawed analysis.
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If you think about the performance of
Franchise and Quality (and this applies
across both of them) in the short-term,
the performance is driven by risk-on/
risk-off. So, the best time to buy our
portfolios is when people are risk-on. Be
scared when people are greedy. At the
moment, the simplest proxy I look at

is the relative multiple of Staples versus
the market and it’s near its post global
financial crisis lows, so I don’t think it’s
particularly controversial to say we are
in a risk-on situation at the moment.

So that risk-on/interest rate effect is, if
you like, already in there. And in the
long-term, what matters is what do

the earnings do? Do the earnings do
better than the market? We still believe
that these companies’ earnings will
compound better than the market.
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The potential risk in relative terms

is if the world turns out to be better
than everyone thinks, if all of the risks
go away, then some pretty terrible
companies will probably do fairly well.
And if that’s your view of the world, and
you can stomach the high valuations of
these lower quality companies, then you
should invest there.

But, at the moment, as I said you're not
having to pay for taking less risk, you're
not having to pay for high quality, I

see this as a pretty attractive time to
own two strategies with portfolios

that own what we consider to be the
highest quality companies that exist in
the world.
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RISK CONSIDERATIONS

There is no assurance that a portfolio
will achieve its investment objective.
Portfolios are subject to market risk,
which is the possibility that the market
value of securities owned by the
portfolio will decline. Accordingly,
you can lose money investing in this
strategy. Please be aware that this
strategy may be subject to certain
additional risks. Changes in the
worldwide economy, consumer
spending, competition, demographics
and consumer preferences, government
regulation and economic conditions
may adversely affect global franchise
companies and may negatively impact
the strategy to a greater extent than

if the strategy’s assets were invested

in a wider variety of companies. In
general, equity securities values also
fluctuate in response to activities

specific to a company. Investments

in foreign markets entail special risks
such as currency, political, economic,
and market risks. Stocks of small-
capitalization companies carry
special risks, such as limited product
lines, markets and financial resources,
and greater market volatility than
securities of larger, more established
companies. The risks of investing in
emerging market countries are greater
than risks associated with investments
in foreign developed markets. Non-
diversified portfolios often invest

in a more limited number of issuers.
As such, changes in the financial
condition or market value of a single
issuer may cause greater volatility.
Option writing strategy. Writing
call options involves the risk that the
Portfolio may be required to sell the
underlying security or instrument (or
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settle in cash an amount of equal value)
at a disadvantageous price or below the
market price of such underlying security
or instrument, at the time the option

is exercised. As the writer of a call
option, the Portfolio forgoes, during the
option’s life, the opportunity to profit
from increases in the market value of
the underlying security or instrument
covering the option above the sum of
the premium and the exercise price, but
retains the risk of loss should the price
of the underlying security or instrument
decline. Additionally, the Portfolio’s

call option writing strategy may not
fully protect it against declines in the
value of the market. There are special
risks associated with uncovered option
writing which expose the Portfolio to
potentially significant loss.



INDEX DEFINITION

The MSCI World Index is a free float adjusted market capitalization
weighted index that is designed to measure the global equity market
performance of developed markets. The term “free float” represents
the portion of shares outstanding that are deemed to be available for
purchase in the public equity markets by investors. The performance of the
Index is listed in U.S. dollars and assumes reinvestment of net dividends.

DISTRIBUTION

This communication is only intended for and will only be distributed to
persons resident in jurisdictions where such distribution or availability
would not be contrary to local laws or regulations.

United Kingdom: Morgan Stanley Investment Management Limited is
authorised and regulated by the Financial Conduct Authority. Registered
in England. Registered No. 1981121. Registered Office: 25 Cabot Square,
Canary Wharf, London E14 4QA, authorised and regulated by the Financial
Conduct Authority. Dubai: Morgan Stanley Investment Management
Limited (Representative Office, Unit Precinct 3-7th Floor-Unit 701 and
702, Level 7, Gate Precinct Building 3, Dubai International Financial Centre,
Dubai, 506501, United Arab Emirates. Telephone: +97 (0)14 709 7158).
Germany: Morgan Stanley Investment Management Limited Niederlassung
Deutschland Junghofstrasse 13-15 60311 Frankfurt Deutschland (Gattung:
Zweigniederlassung (FDI) gem. § 53b KWG). Italy: Morgan Stanley
Investment Management Limited, Milan Branch (Sede Secondaria di
Milano) is a branch of Morgan Stanley Investment Management Limited,
a company registered in the UK, authorised and regulated by the Financial
Conduct Authority (FCA), and whose registered office is at 25 Cabot
Square, Canary Wharf, London, E14 4QA. Morgan Stanley Investment
Management Limited Milan Branch (Sede Secondaria di Milano) with seat
in Palazzo Serbelloni Corso Venezia, 16 20121 Milano, Italy, is registered
in Italy with company number and VAT number 08829360968. The
Netherlands: Morgan Stanley Investment Management, Rembrandt
Tower, 11th Floor Amstelplein 1 T096HA, Netherlands. Telephone: 31
2-0462-1300. Morgan Stanley Investment Management is a branch office
of Morgan Stanley Investment Management Limited. Morgan Stanley
Investment Management Limited is authorised and regulated by the
Financial Conduct Authority in the United Kingdom. Switzerland:
Morgan Stanley & Co. International plc, London, Zurich Branch Authorised
and regulated by the Eidgendssische Finanzmarktaufsicht (‘FINMA”).
Registered with the Register of Commerce Zurich CHE-115.415.770.
Registered Office: Beethovenstrasse 33, 8002 Zurich, Switzerland,
Telephone +41(0) 44 588 1000. Facsimile Fax: +41(0) 44 588 1074.

us.

A separately managed account may not be suitable for all investors.
Separate accounts managed according to the Strategy include a number
of securities and will not necessarily track the performance of any
index. Please consider the investment objectives, risks and fees of the
Strategy carefully before investing. A minimum asset level is required.
For important information about the investment manager, please refer
to Form ADV Part 2.

Please consider the investment objectives, risks, charges
and expenses of the funds carefully before investing. The
prospectuses contain this and other information about the funds.
To obtain a prospectus please download one at morganstanley.
com/im or call 1-800-548- 7786. Please read the prospectus
carefully before investing.

Morgan Stanley Distribution, Inc. serves as the distributor for
Morgan Stanley funds.

NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY LOSE
VALUE | NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY
| NOT A DEPOSIT

Hong Kong: This document has been issued by Morgan Stanley Asia Limited
for use in Hong Kong and shall only be made available to “professional
investors” as defined under the Securities and Futures Ordinance of Hong
Kong (Cap 577). The contents of this document have not been reviewed nor
approved by any regulatory authority including the Securities and Futures
Commission in Hong Kong. Accordingly, save where an exemption is available
under the relevant law, this document shall not be issued, circulated,
distributed, directed at, or made available to, the public in Hong Kong.
Singapore: This document should not be considered to be the subject of
an invitation for subscription or purchase, whether directly or indirectly,
to the public or any member of the public in Singapore other than (i) to
an institutional investor under section 304 of the Securities and Futures
Act, Chapter 289 of Singapore ("SFA"), (i) to a “relevant person” (which
includes an accredited investor) pursuant to section 305 of the SFA, and
such distribution is in accordance with the conditions specified in section
305 of the SFA; or (iii) otherwise pursuant to, and in accordance with the
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conditions of, any other applicable provision of the SFA. In particular,
for investment funds that are not authorized or recognized by the MAS,
units in such funds are not allowed to be offered to the retail public; any
written material issued to persons as aforementioned in connection with an
offer is not a prospectus as defined in the SFA and, accordingly, statutory
liability under the SFA in relation to the content of prospectuses does not
apply, and investors should consider carefully whether the investment is
suitable for them. Australia: This publication is disseminated in Australia
by Morgan Stanley Investment Management (Australia) Pty Limited ACN:
122040037, AFSL No. 314182, which accept responsibility for its contents.
This publication, and any access to it, is intended only for “wholesale clients”
within the meaning of the Australian Corporations Act.

IMPORTANT INFORMATION

EMEA: This communication has been issued by Morgan Stanley Investment
Management Limited ("MSIM"). Authorised and regulated by the Financial
Conduct Authority. Registered in England No. 1981121. Registered Office:
25 Cabot Square, Canary Wharf, London E14 4QA.

There is no guarantee that any investment strategy will work under all
market conditions, and each investor should evaluate their ability to
invest for the long-term, especially during periods of downturn in the
market. Prior to investing, investors should carefully review the strategy's/
product’s relevant offering document. There are important differences
in how the strategy is carried out in each of the investment vehicles.

MSIM has not authorised financial intermediaries to use and to
distribute this document, unless such use and distribution is made in
accordance with applicable law and regulation. Additionally, financial
intermediaries are required to satisfy themselves that the information
in this document is suitable for any person to whom they provide this
document in view of that person’s circumstances and purpose. MSIM
shall not be liable for, and accepts no liability for, the use or misuse
of this document by any such financial intermediary. If such a person
considers an investment in Shares of the Fund, she/he should always
ensure that she/he has satisfied herself/himself that she/he has been
properly advised by that financial intermediary about the suitability
of an investment.

This material is a general communication, which is not impartial and has
been prepared solely for informational and educational purposes and does
not constitute an offer or arecommendation to buy or sell any particular
security or to adopt any specific investment strategy. The information
herein has not been based on a consideration of any individual investor
circumstances and is not investment advice, nor should it be construed
in any way as tax, accounting, legal or regulatory advice. To that end,
investors should seek independent legal and financial advice, including
advice as to tax consequences, before making any investment decision.

This communication is not a product of Morgan Stanley's Research
Department and should not be regarded as a research recommendation.
The information contained herein has not been prepared in accordance
with legal requirements designed to promote the independence of
investment research and is not subject to any prohibition on dealing
ahead of the dissemination of investment research.

Any index referred to herein is the intellectual property (including
registered trademarks) of the applicable licensor. Any product based
on an index is in no way sponsored, endorsed, sold or promoted by the
applicable licensor and it shall not have any liability with respect thereto.

Except as otherwise indicated herein, the views and opinions expressed
herein are those of the portfolio management team, are based on matters
as they exist as of the date of preparation and not as of any future date,
and will not be updated or otherwise revised to reflect information that
subsequently becomes available or circumstances existing, or changes
occurring, after the date hereof.

Forecasts and/or estimates provided herein are subject to change and may
not actually come to pass. Information regarding expected market returns
and market outlooks is based on the research, analysis and opinions of
the authors. These conclusions are speculative in nature, may not come
to pass and are not intended to predict the future performance of any
specific Morgan Stanley Investment Management product.

This document may be translated into other languages. Where such a
translation is made this English version remains definitive. If there are
any discrepancies between the English version and any version of this
document in another language, the English version shall prevail.

The whole or any part of this work may not be reproduced, copied or
transmitted or any of its contents disclosed to third parties without
MSIM's express written consent.

All information contained herein is proprietary and is protected under
copyright law.
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