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We think it makes sense to manage euro fixed =~ AUTHORSs

income portfolios on an aggregated basis, r1

i.e., with all the sectors in a single portfolio. I=

This is because the eurozone has experienced ANTON HEESE
periods of systemic stress, which have cyequtive Dipector
affected all fixed income assets, and may well

re-occur. In such periods, when the correlation
between asset returns either moves toward
+1 or -1, it makes sense for one portfolio
manager to have control of the whole
portfolio, to ensure different sectors are not
all overweight of the same risk factor, and
also to optimise off-setting hedge positions. 3}
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Why the trend to disaggregation makes sense ...

The trend in fixed income mandates in recent years has
been towards management disaggregation. Rather than
instruct a portfolio manager to manage a mixed portfolio
of assets (credit, securitised, government bonds, etc.), end
investors have allocated individual mandates to single
sector specialists, e.g. appoint a government bond fund
manager to manage the sovereign portion of the portfolio.
The logic for this is clear: the end investor can access best-
in-class investment skill in each asset class. They can also
optimise the diversification' benefits by setting an asset
allocation across sectors which best matches his investment
goals, rather than using the market cap weighting of an
aggregate index.

" Diversification does not eliminate the risk of loss.
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...and why it doesn't
(in euro fixed income)

However, we believe there is a
compelling argument for aggregation,
rather than disaggregation, when it
comes to managing euro fixed income
assets. This is because aggregation
provides a better way to manage the
risks stemming from the systemic crises
which have periodically affected euro
fixed income markets.

The nature of a systemic crisis is that

it affects the performance of all assets,
sometimes in ways which investors
would not have previously expected. To
make things more difficult, eurozone
crises have varied in their length, nature
and intensity, depending on whether
the problem stemmed from a global
financial crisis (e.g. 2008), a domestic
banking crisis which contaminated

the sovereign and rest of the economy
(e.g. Ireland and Spain in 2010), or

a political crisis which affected the
sovereign and the banking system, as
well as other countries (e.g. Greece in
2010 and 2015).

Systemic risk events argue for
aggregate portfolios

In such an environment, we believe

it is advantageous to have a single
investment manager who is aware

of all the risks in a portfolio, and is
better placed to manage the overall
risk holistically. A particular risk of
disaggregation is that investment
managers, operating independently

of each other, may implement similar
and correlated risk positions in their
portfolios, which amplify overall
portfolio risk. Similarly, working
independently of each other, they are
unlikely to maximise the internal
hedges which exist within a multi-asset
fixed income portfolio. Judged primarily
on their own individual performance,
they have limited incentive to help the
overall aggregated portfolio achieve
better risk-adjusted returns.

2 Source: Bloomberg Barclays Euro Aggregate
Bond index.
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For example, imagine a situation

in which the macroeconomic
fundamentals for country A were
improving. In a disaggregated portfolio,
the managers of the corporate credit,
sovereign and the securitised portfolios
may all look to overweight country A.
However, collectively this might lead
to an imprudently large exposure. The
manager of an aggregate fund would
be better placed to judge if the overall
exposure was appropriate, as well as
the best way to gain that exposure, e.g.

through financials or the sovereign debt.

In addition, he may be able to engineer
a better potential return, on a risk-
adjusted basis, by owning a larger
allocation of low-risk government
bonds to offset the high-yielding risky
positions. He may not expect the
government bonds to do very well,
but thinks they are worth owning to
help mitigate risk in case things turn
out worse than expected and the risky
positions do badly. In a disaggregated
portfolio, individual managers are not
aware, nor incentivised, to hedge each
other’s risk positions in this way.

Disaggregation may also slow the
optimal re-allocation of assets between
asset classes as opportunities and threats
emerge. It can be time-consuming to

redeem investments, re-allocate them

and redesign mandates if they turned

out to be inappropriate. Many euro fixed
income assets have experienced several
unanticipated periods of stress over the
last 20 years, and may not have performed
as initially anticipated. For example,

the usual benchmark for euro sovereign
portfolios prior to 2010 was a market cap
weighted index of euro sovereign bonds.
This was generally expected to be the

“safe haven” component of a portfolio,
delivering modest returns but performing
well during periods of economic and
financial stress. Few investors foresaw that,
from 2010 to 2013, one issuer making

up around 10% of the index (i.e. Greece)
would default, others (Portugal and
Cyprus) would lose their investment-grade
rating, some of the initially AA A-rated
sovereigns (Spain and Ireland) would
require bailouts and the largest member of
the index (Italy) would become the most
volatile euro fixed income asset.?

Let’s explain and illustrate these points
with reference to the historical data
for euro fixed income assets since the
beginning of monetary union in 1999.
Whilst past returns may not be a good
reflection of future returns, they do
highlight some of the risks investors
have experienced in the past and may
therefore face in the future.
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OAS spreads for main euro fixed income sectors
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The index performance is provided for illustrative purposes only and is not meant to depict the
performance of a specific investment. Past performance is no guarantee of future results.

See Disclosure section for index definitions.

Source: Bloomberg.
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A brief history of euro fixed
income markets

Display 1 shows the option adjusted
spread (OAS) for the major sectors of
the Bloomberg Barclays Euro Aggregate
index, i.e. Euro Treasuries, government
related, securitised and corporate credit.
It provides us with a history of the euro
fixed income markets and the relative
performance of the main sectors.

In particular, the period from 1999
until 2007 was characterised by very
tight and stable credit spreads in most
products, the only exception being when
some corporate sectors (e.g. telecoms)
came under pressure following the
dotcom bust.

The first major crisis started in 2008 as
the global financial crisis caused distress
in euro credit markets, in particular
for financials. Significant stress was
also experienced in securitised markets,
given their connection to the financial
sector, forcing the European Central
Bank (ECB) to launch the first covered
bond purchase programme. Sovereign
debt in countries with impaired
financial sectors (Belgium, Holland,
Austria) also cheapened as investors
saw the financial sector’s problems as
contingent liabilities of the state.

Credit spreads tightened sharply in 2009
as the global economy recovered and

the crisis faded, but then widened out
again from 2010 until 2013. This time
the problem was more to do with the
sovereign sector, in particular Greece,
although in other countries (e.g. Spain
and Ireland) the problem started in

the banking sector and spread to the
sovereign. As stresses built up within

the economy and financial system,

other countries (e.g. Italy, Portugal

and to a lesser degree France) were also
pulled into the crisis as it exposed their
vulnerabilities. Issuers deemed as safe
havens (primarily the German sovereign)
experienced additional demand.

A combination of central bank
emergency measures and fiscal support
helped end the crisis, leading to a
period of sustained spread compression
from 2013 onwards, apart from some
corporate credit spread widening in
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2016 and 2018 (due to economic growth
concerns), and wider sovereign spreads
in 2018 (due to heightened political
risks in Italy).

We learn several things from
this history:

1. CRISES AFFECT ALL SECTORS:
a systemic crisis, by definition,
affects everything in the system. It’s
unsurprising that the OAS spread
for the Bloomberg Barclays Euro
Aggregate index was highly correlated
with the ECB’s Systemic Stress

Indicator (see Display 2). The severity
may vary depending on how severe the
crisis is, but finding good hiding places
can be hard during these periods.

Even sectors which one would have
thought have few fundamental links
to each other turned out to be highly
correlated. For example, the credit
spreads of government-owned or
sponsored agencies, which generally
have very high and stable credit
ratings versus sovereigns, were very
highly correlated to corporate credit
spreads (see Display 3).

DISPLAY 2

Euro Aggregate index OAS spread & ECB Systemic Stress Indicator
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The index performance is provided for illustrative purposes only and is not meant to depict the
performance of a specific investment. Past performance is no guarantee of future results.

Source: Bloomberg, ECB.
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2. NO TWO CRISES ARE THE SAME:
depending on why the crisis started,
and also because investors and
regulators respond to past crises, asset
performance varies from crisis to
crisis, e.g. 2008 was primarily about
financials, while 2010-12 was about
sovereigns, especially the “periphery.”
This means the “beta,” i.e. the relative
volatility of different assets, varies
over time. The correlation between
assets also varies over time, both
depending on how each crisis builds
and recedes and which assets it
affects most.

3. DIVERGENCES IN PERFORMANCE
PROVIDE DIVERSIFICATION
OPPORTUNITIES: the silver lining to
a systemic crisis is that “safe haven”
assets can mitigate downside risks in
a range of risky assets. In particular,
AAA-rated sovereigns like Germany
have performed very well in periods
of stress. While the correlation
between “risky” sectors in a crisis has
risen, the correlation with Bunds has
become more negative (see Display 4),
providing a portfolio diversification
opportunity, at least for those who
have been able to invest in both
high quality government bonds and
spread product.

4. NOT ALL ASSETS PERFORM AS
EXPECTED: the 2008 crisis is
remembered for how many structured
credit products had far higher default
risk than their credit rating would
have suggested. In the 2010-12 euro
sovereign crisis, investors discovered
large portions of their sovereign bond
portfolios, which were previously
thought to have little or no default
risk, were actually very risky, both
in terms of credit spread volatility
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Rolling 1-year correlation between bund returns and other sectors
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The correlations are provided for illustrative purposes only and is not meant to depict the correlation
of specific investments. The correlations presented are no guarantee of future results.

Source: Bloomberg, MSIM.

and actual default (with Greece
restructuring its debt in 2012). While
the Treasury OAS spread is far less
volatile than other spreads, this

hides significant variation within the
sovereign universe. Italian Treasury
OAS spreads are currently wider and
more volatile than any other sector of
the index.

Why we fear further
systemic crises

Unfortunately, we believe that the
eurozone may face further periods of
systemic stress. Many of the structural
and fiscal imbalances which have caused
problems in the past have not been

fully resolved, and while backstop and
support mechanisms are better than
they have been in the past, they are not
strong enough to make investors feel
entirely confident. Highly indebted
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sovereigns with low trend growth
economies, most notably Italy, remain
a key source of concern for investors,
especially given the Greek experience
made it clear that euro sovereign debt is
not default-risk free. Another source of
concern is the continued link between
sovereigns and the banking sector, a
potential source of contagion which
runs in both directions. While the
European Union (EU) has worked
hard to reduce risk in the financial
sector, more substantial measures, like
a eurozone-wide deposit guarantee
system, have yet to be achieved.

These lessons lead us to believe that

it is better for euro fixed income
portfolios to be actively managed on

a holistic basis, i.e. with the potential
performance and correlation of all assets
taken into account.



A CASE FOR AGGREGATE EURO FIXED INCOME PORTFOLIOS

Risk Considerations

Fixed income securities are subject to the ability of an issuer to make timely principal and interest payments (credit risk), changes
in interest rates (interest rate risk), the creditworthiness of the issuer and general market liquidity (market risk). In the current
rising interest rate environment, bond prices may fall and may result in periods of volatility and increased portfolio redemptions.
Longer-term securities may be more sensitive to interest rate changes. In a declining interest rate environment, the portfolio
may generate less income. Certain U.S. government securities purchased by the strategy, such as those issued by Fannie Mae and
Freddie Mac, are not backed by the full faith and credit of the U.S. It is possible that these issuers will not have the funds to meet
their payment obligations in the future. Public bank loans are subject to liquidity risk and the credit risks of lower-rated securities.
High-yield securities (junk bonds) are lower-rated securities that may have a higher degree of credit and liquidity risk. Sovereign

debt securities are subject to default risk. Mortgage- and asset-backed securities are sensitive to early prepayment risk and a
higher risk of default, and may be hard to value and difficult to sell (liquidity risk). They are also subject to credit, market and
interest rate risks. The currency market is highly volatile. Prices in these markets are influenced by, among other things, changing
supply and demand for a particular currency; trade; fiscal, money and domestic or foreign exchange control programs and
policies; and changes in domestic and foreign interest rates. Investments in foreign markets entail special risks such as currency,
political, economic and market risks. The risks of investing in emerging market countries are greater than the risks generally
associated with foreign investments. Derivative instruments may disproportionately increase losses and have a significant impact
on performance. They also may be subject to counterparty, liquidity, valuation, correlation, and market risks. Restricted and
illiquid securities may be more difficult to sell and value than publicly traded securities (liquidity risk). Due to the possibility
that prepayments will alter the cash flows on collateralized mortgage obligations (CMOs), it is not possible to determine in
advance their final maturity date or average life. In addition, if the collateral securing the CMOs or any third-party guarantees are

insufficient to make payments, the portfolio could sustain a loss.

INDEX DEFINITIONS

The Bloomberg Barclays Euro Aggregate Bond Index is a broad-based
flagship benchmark that measures the investment grade, euro-denominated,
fixed-rate bond market, including treasuries, government-related, corporate
and securitized issues. Inclusion is based on currency denomination of a
bond and not country of risk of the issuer.
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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). Ireland:
Morgan Stanley Investment Management (Ireland) Limited. Registered
Office: The Observatory, 7-11 Sir John Rogerson'’s, Quay, Dublin 2, Ireland.
Registered in Ireland under company number 616662. Authorised and
regulated by Central Bank of Ireland. Italy: Morgan Stanley Investment
Management Limited, Milan Branch (Sede Secondaria di Milano) is a branch
of Morgan Stanley Investment Management Limited, a company registered
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is authorised and regulated by the Financial Conduct Authority in the
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London, Zurich Branchl Authorised and regulated by the Eidgendssische
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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

Japan: For professional investors, this document is circulated or distributed for
informational purposes only. For those who are not professional investors, this
document is provided in relation to Morgan Stanley Investment Management
(Japan) Co., Ltd. ("MSIMJ")'s business with respect to discretionary investment
management agreements ("IMA”") and investment advisory agreements
("IAA"). This is not for the purpose of a recommendation or solicitation of
transactions or offers any particular financial instruments. Under an IMA,
with respect to management of assets of a client, the client prescribes
basic management policies in advance and commissions MSIM]J to make all
investment decisions based on an analysis of the value, etc. of the securities,
and MSIM] accepts such commission. The client shall delegate to MSIMJ the
authorities necessary for making investment. MSIM] exercises the delegated
authorities based on investment decisions of MSIMJ, and the client shall
not make individual instructions. All investment profits and losses belong
to the clients; principal is not guaranteed. Please consider the investment
objectives and nature of risks before investing. As an investment advisory fee
foranlAA oranIMA, the amount of assets subject to the contract multiplied
by a certain rate (the upper limit is 2.16% per annum (including tax)) shall
be incurred in proportion to the contract period. For some strategies, a
contingency fee may be incurred in addition to the fee mentioned above.
Indirect charges also may be incurred, such as brokerage commissions for
incorporated securities. Since these charges and expenses are different
depending on a contract and other factors, MSIMJ cannot present the
rates, upper limits, etc. in advance. All clients should read the Documents
Provided Prior to the Conclusion of a Contract carefully before executing an
agreement. This document is disseminated in Japan by MSIMJ, Registered No.
470 (Director of Kanto Local Finance Bureau (Financial Instruments Firms)),
Membership: the Japan Securities Dealers Association, The Investment
Trusts Association, Japan, the Japan Investment Advisers Association and
the Type Il Financial Instruments Firms Association.

u.s.

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.
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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 BANK 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 () to an institutional investor under section 304 of the Securities
and Futures Act, Chapter 289 of Singapore (“SFA"), (ii) 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 conditions of, any other applicable provision of the
SFA. This material has not been reviewed by the Monetary Authority
of Singapore. 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.

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.

The views and opinions are those of the author or the investment
team as of the date of preparation of this material and are subject to
change at any time due to market or economic conditions and may not
necessarily come to pass. Furthermore, the views will not be updated
or otherwise revised to reflect information that subsequently becomes
available or circumstances existing, or changes occurring, after the date
of publication. The views expressed do not reflect the opinions of all
investment teams at Morgan Stanley Investment Management (MSIM)

Explore our site at www.morganstanley.com/im

or the views of the firm as a whole, and may not be reflected in all the
strategies and products that the Firm offers.

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.

Certain information herein is based on data obtained from third party
sources believed to be reliable. However, we have not verified this
information, and we make no representations whatsoever as to its
accuracy or completeness.

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.

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. All investments
involve risks, including the possible loss of principal. 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.

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.

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.

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 Ireland’s express written consent.

Morgan Stanley Investment Management is the asset management
division of Morgan Stanley.

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