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What Happened

Since lItaly’s general elections, held in early March, failed to
deliver a clear result, the Northern League and 5 Star
Movement parties have been working together, seeking to form
a new government. Over the past week, markets have been
rocked by the political events unfolding in Italy, but ultimately
after weeks of turmoil, a government has successfully been
formed. The recent volatility was triggered on Sunday 27 May,
when lItalian President Sergio Mattarella opposed the allied
parties’ nominee for finance minister, bringing the process to
form a new government to a temporary, but abrupt halt.
Nominee Paolo Savona has in the past expressed ‘Eurosceptic’
opinions, but as the issue of Italy’s place in the Eurozone had
not been debated during the campaign (and was not included in
the two parties’ contract), President Mattarella instead called for
a technical government led by Carlo Cottarelli to carry the
country through to new elections, potentially in September. With
Paolo Savona now nominated as Minister of European Affairs,
this revised list of ministers has been accepted by Mattarella,
allowing the parties to successfully form a government.
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One key concern for investors has been that Mattarella’s action could be used by the populists to claim
the election result has been overturned by external pressures, meaning that any subsequent election
might be framed as a vote on Italy’s continued membership of the Eurozone. We believe Mattarella chose
to oppose Savona’s name to force the two parties to clarify their position on the euro before forming the

government.
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There are in fact a number of reasons for which they are unlikely to pursue an anti-euro position:

- The majority of Italians favour remaining in the euro, as the most recent polls suggest around 60%
of Italians would choose to remain in the currency union. Of the remaining 40%, only around 20%
would want to exit the currency union, whilst the remaining 20% is undecided®;

- The Northern League’s main voter base is in the North of Italy, which is arguably the region which
has benefited the most from the euro, so is probably also generally more favourable to a ‘remain’
vote;

- The Italian constitution does not allow for a referendum on international treaties such as the one
on Eurozone membership. Pushing an anti-EU agenda would entail either having to change the
constitution or exiting the European Union completely.

Further, we believe that as the populist parties are performing well in polls, there is no political incentive to
tackle such a controversial and challenging topic. In fact, since Mattarella’s announcement on Sunday,
both party leaders clarified that they do not intend for Italy to leave the euro, but prefer a constructive
dialogue seeking to improve the currency union from within. As a result, while there may be short-term
volatility, we feel the latest development could actually remove the uncertainty on Italy’s stance towards
the euro.

The renewed alliance between the 5 Star Movement and the Northern League is a similar contract to the
one they agreed previously, but with the reduced threat of an exit from the euro, as they have been forced
to clarify their stance on the issue.

This outcome appears to us to be improvements on the situation before this week, so we do not see a
further significant escalation in risk as our base case.

Market reaction

BTP Bund spreads had moderately widened in the run up to these events (the spread was approximately
200 bps as of Friday 25 May?), as details from the contract between the two populist parties emerged,
whilst concerns rose over Italy’s debt trajectory, given an aggressively expansionary proposed fiscal
programme. Details included the introduction of a flat tax system, a form of ‘citizenship income’ being
introduced to aid the unemployed and the wind down of the Fornero pension reform, introduced in 2011 to
alleviate the pension burden on state finances. Following Mattarella’s announcement, the BTP bund
spread rose sharply and touched an intraday high above 300bps on Tuesday 29 May?’.

In our opinion, the BTP spread should be wider than the low reached in April 2018, as both populist
parties’ policies are likely to worsen lItaly’s fiscal balance. However, the size of the recent movement was
not necessarily justified by economic fundamentals and was more likely amplified by increasing political
uncertainty in Spain, deteriorating market sentiment in general, and most importantly a ‘knee-jerk’ reaction
to the perceived increase in the risk of Italy exiting the euro. The spike in two-year Italian yields that we
saw at the start of this week (the biggest one-day move since 1996), was mostly driven by fears of a euro
breakup and exacerbated by scarce liquidity. Pressure on Italian bonds also weighed on equity
performance, especially on European financials, as they hold a significant portion of Italian debt. As
previously explained, we believe an Italian exit from the euro is unlikely, so would expect some reversion

! Source: Il Giornale, 20 May 2018.
% Source: Bloomberg.
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in spreads after such extreme movements. Today's (30 May 2018) smooth government bond auction of 5
and 10-year BTPs reinforces this view.

Conclusion on Italy

In our view, Italy’s macroeconomic picture has modestly improved over the last few years, with a
decrease in the budget deficit, ongoing QE purchases and a recovery in growth leading to a stabilisation
of the debt to GDP ratio. The share of non-performing loans to total loans also came down last year.
Given ‘ltalexit’ is not our base case scenario, the modest strengthening in Italian economic status and the
continued recovery in the global economy lead us to believe that the Italian BTP spread is unlikely to
reverse back to the heights seen in 2012. Moreover, the contagion risk should be limited thanks to an
improving internal and external environment in the Eurozone. That said, we believe the political situation
in the country remains very fluid and warrant investors being vigilant.

Overall portfolio positioning

Our broad asset allocation is the main driver of returns and our funds are highly diversified. Therefore,
whilst we continually factor in risk events such as those in Italy and any related impact in our analysis, our
positive view remains that fundamentally the global economy is strong.

With specific reference to our mutual funds range, we have provided below the target asset allocations of
each of our four Luxembourg SICAV Funds, as of 30 May 2018:

VOLATILITY TARGET EQUITY FIXED INCOME COMMODITIES CASH
P.A* % % % %
MS INVF Global Balanced Risk Control Fund 4% — 10% 63.5 325 3.0 0.5
MS INVF Global Balanced Income Fund 4% — 10% 63.5 325 35 0.5
MS INVF Global Balanced Fund 4% — 10% 63.0 32.0 35 15
MS INVF Global Balanced Defensive Fund 2% — 6% 30.5 63.5 3.0 3.0

Source: Global Balanced Risk Control team, Morgan Stanley Investment Management.
Allocations are subject to change on a daily basis and without notice.

MS INVF standards for Morgan Stanley Investment Funds.

1. Volatility targets are indicative ranges. There is no assurance that these targets will be attained.

RISK CONSIDERATIONS

There is no assurance that the Strategy will achieve its investment objective. Portfolios are subject to
market risk, which is the possibility that the market values of securities owned by the portfolio will decline
and that the value of portfolio shares may therefore be less than what you paid for them. Accordingly, you
can lose money investing in this portfolio. Please be aware that this strategy may be subject to certain
additional risks. There is the risk that the Adviser’'s asset allocation methodology and assumptions
regarding the Underlying Portfolios may be incorrect in light of actual market conditions and the Portfolio
may not achieve its investment objective. Share prices also tend to be volatile and there is a significant
possibility of loss. The portfolio’s investments in commodity-linked notes  involve substantial risks,
including risk of loss of a significant portion of their principal value. In addition to commodity risk, they may
be subject to additional special risks, such as risk of loss of interest and principal, lack of secondary
market and risk of greater volatility, that do not affect traditional equity and debt securities. Currency
fluctuations could erase investment gains or add to investment losses. Fixed-income securities are
subject to the ability of an issuer to make timely principal and interest payments (credit risk), changes in
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interest rates (interest-rate risk), the creditworthiness of the issuer and general market liquidity (market
risk). In a rising interest-rate environment, bond prices may fall. Equity and foreign securities  are
generally more volatile than fixed income securities and are subject to currency, political, economic and
market risks. Equity values fluctuate in response to activities specific to a company. 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. Exchange traded funds (ETFs) shares have many of the same risks as direct
investments in common stocks or bonds and their market value will fluctuate as the value of the
underlying index does. By investing in exchange traded funds ETFs and other Investment Funds , the
portfolio absorbs both its own expenses and those of the ETFs and Investment Funds it invests in. Supply
and demand for ETFs and Investment Funds may not be correlated to that of the underlying securities.
Derivative instruments can be illiquid, may disproportionately increase losses and may have a
potentially large negative impact on the portfolio’s performance. A currency forward is a hedging tool
that does not involve any upfront payment. The use of leverage may increase volatility in the Portfolio.
Diversification does not protect you against a loss in a particular market; however, it allows you to
spread that risk across various asset classes.
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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, ltaly,
is registered in Italy with company number and
VAT number 08829360968. The Netherlands:
Morgan  Stanley Investment Management,
Rembrandt Tower, 11th Floor Amstelplein 1
1096HA, 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 Branchl
Authorised and regulated by the Eidgenéssische
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.

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 571). 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 may not be circulated
or distributed, whether directly or indirectly, to
persons in Singapore other than to (i) an
accredited investor (ii) an expert investor or (iii)) an
institutional investor as defined in Section 4A of
the Securities and Futures Act, Chapter 289 of
Singapore (“SFA"); or (iv) otherwise pursuant to,
and in accordance with the conditions of, any other
applicable provision of the SFA.

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 marketing 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 Whatrf,
London E14 4QA.

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

© 2018 Morgan Stanley. All rights reserved.
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have any liability with respect thereto. The indices
are unmanaged and do not include any expenses,
fees or sales charges. It is not possible to invest
directly in an index.

All investments involve risks, including the possible
loss of principal. The material contained herein has
not been based on a consideration of any
individual client 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.

The views and opinions expressed are those of the
portfolio management team at the time of writing/of
this presentation and are subject to change at any
time due to market, economic, or other conditions,
and may not necessarily come to pass. These
comments are not representative of the opinions
and views of the firm as a whole. Charts and
graphs provided herein are for illustrative purposes
only.

The information contained in this communication is
not a research recommendation or ‘investment
research’ and is classified as a ‘Marketing
Communication’ in accordance with the applicable
European regulation or Swiss regulation. This
means that this marketing communication (a) has
not been prepared in accordance with legal
requirements  designed to  promote the
independence of investment research (b) is not
subject to any prohibition on dealing ahead of the
dissemination of investment research.

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. MSIM shall not be
liable for, and accepts no liability for, the use or
misuse of this document by any such financial
intermediary. If you are a distributor of the Morgan
Stanley Investment Funds, some or all of the funds
or shares in individual funds may be available for
distribution. Please refer to your sub-distribution
agreement for these details before forwarding fund
information to your clients.

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’
express written consent.

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

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

DISCLOSURES

The views and opinions are those of the author as
of the date of publication 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 portfolio managers at Morgan
Stanley Investment Management (MSIM) 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.

Except as otherwise indicated, 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.

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.

© 2018 Morgan Stanley. All rights reserved.
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The information herein is a general
communications which is not impartial and has
been prepared solely for information and
educational purposes and does not constitute an
offer or a recommendation to buy or sell any
particular security or to adopt any specific
investment strategy. The material contained herein
has not been based on a consideration of any
individual client 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.

Past performance is no guarantee of future results.
Charts and graphs provided herein are for
illustrative purposes only.

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

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 product’s
relevant offering document. There are important
differences in how the strategy is carried out in
each of the investment vehicles.
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