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2021 MARKET OUTLOOK

2020 was characterised by a renewed
focus on sustainability both among
investors and issuers, and a significant
rise in labelled sustainable bond
issuance.' Several of the themes we
highlighted in our previous paper
“The Butterfly Effect & COVID-19™*
are being realised. In this paper,

we highlight five areas of focus for
sustainable investing for Fixed Income
in the year ahead.

Theme 1: Central Banks And
Greening the Financial System

There has been a debate about whether
central banks, particularly the European
Central Bank (ECB), will incorporate
environmental considerations into their
Quantitative Easing (QE) programmes.
Commenting on this matter, ECB
President Christine Lagarde said that
the bank was conducting an internal
strategic review, “and it will very likely
prompt us to use the fight against climate
change as a parameter when calibrating
our programmes for purchasing assets
in the market—but it cannot be the
sole parameter.” This led many market
participants to speculate that the

ECB could embark on a programme
preferentially to buy labelled green
bonds as part of its QE programme.
Our view is that such a move would

be counterproductive, distorting and
impeding liquidity in what is still a
small (albeit growing) proportion of the
market. However, we also think that
such a move is unlikely. Alternatively,
the ECB has already announced plans
to stress test banks on climate risks*
and therefore it is entirely plausible

that they will turn this lens on to their
own balance sheet and consider the
sustainability risks that they run. The
ECB’s Isabel Schnabel, reflecting on the
asset purchase programme, observed
that “we could consider ... for example,
excluding certain bonds—based on clear
and transparent rules— that are used to

finance projects that conflict with the
decarbonisation objectives of the EU.”
We have recently seen a precedent in
the market, with Sweden’s Riksbank
announcing that, from January 2021,

it would “only offer to purchase bonds
issued by companies deemed to comply
with international standards and norms
for sustainability.” We think a similar
course of action is far more likely for
the ECB, with potential implications
for credit risk premia that need to be
evaluated by investors.

Theme 2: The Rise of
Sustainability-Linked Bonds

Sustainability-linked bonds have
brought sustainable investing in debt
capital markets full circle. Ac MSIM
Fixed Income, we have a history of
integrating an assessment of issuers’ ESG
characteristics as part of our bottom-up
fundamental research, which we apply
across all our portfolios. When the
labelled sustainable bond market began,
the issuance instrument of choice was

a labelled green or social bond, where
the proceeds of the bond issuance were
directed towards projects designed to
achieve specific positive environmental
or social outcomes. For debt investors,
this brought notable benefits in the
form of added transparency of an
issuer’s investment plans and assets, as
well as the opportunity to engage more
deeply with issuers on sustainability
themes as part of the marketing around
such transactions. However, this

also led to questions about how the
projects supported by a green or social
bond were aligned with an issuer’s
overall sustainability strategy. In some
cases, investors perceived significant
anomalies; for example, the projects may
be green but the company’s fundamental
business model was not, or the bond
may involve refinancing of old green
projects without evidence of future
commitments to sustainability.

Attention has therefore shifted back

to issuers” overall sustainability
strategies. A criticism levelled at green
and social bonds is that issuers have

no “skin in the game” —if they are
unable to find appropriate projects,
there are no adverse consequences
beyond a slightly bruised reputation.
With sustainability-linked bonds,

the most common structure involves
setting an issuer-level sustainability

key performance indicator (“KPI”)

and quantitative target, and if this is
not met, the issuer is obliged to pay a
penalty coupon step-up. We view this
as a positive development— provided
the KPIs are meaningful and relevant
to a company’s business model, and
investors retain transparency around
how issuers are achieving their specified
targets. Sustainability-linked bonds may
also represent a potentially interesting
alternative to labelled Transition
Bonds, which support projects for more
carbon-intensive issuers to transition to
low-carbon business models, especially
in sectors with lower levels of capital
expenditures to utilize in a use-of-
proceeds transaction.

From September 2019 to date,

only a few corporates have issued
sustainability-linked bonds, aggregating
to a total of US$11.3 billion equivalent
(see Display I), compared to over $1.5
trillion in labelled green and social
bonds, but we predict that 2021 will
see a significant increase in issuance
volumes in the wake of the recent
publication of the Sustainability-Linked
Bond Principles by the International
Capital Market Association (ICMA).
Additionally, from the beginning of
2021, sustainability-linked bonds will
become eligible collateral for the ECB
and also eligible for its asset purchase
programmes,” which should further
galvanise this market. Such growth
should also help establish best practices
for this new type of instrument,

T References to “sustainable bonds” in this
paper are intended to encompass Green, Social,
Sustainability and Sustainability-linked bonds,
as defined by the International Capital Market
Association (ICMA), as well as other labelled
bonds financing specific environmental and/or
social objectives.
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2 See “The Butterfly Effect & COVID-19: Six
Implications for Sustainable Investing in an
Interconnected World,” Morgan Stanley
Investment Management (link).

3 Christine Lagarde, Interview with France 2,
4 June 2020
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4 ECB Guide on Climate-Related and
Environmental Risks, 27 November 2020

5|sabel Schnabel, European Sustainable Finance
Summit, 28 September

6 Minutes of the Executive Board, Riksbank, 25
November 2020

7ECB Press Release, 22 September 2020
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particularly what is considered an
acceptable timeframe for the selected
sustainability target and the size of the
coupon step-up. We also expect further
discussion on the opportunities for
sustainability-linked bond issuance by
non-corporate issuers.

Theme 3: Coming to America: 2021
Will See U.S. Sustainable Bond
Issuance Accelerate

Despite the significant growth in
sustainable bond issuance, which
exceeded $500 billion in 2020 (see
Display 1), and the developments in
new structures mentioned above, there
has been proportionately less issuance
from U.S. Corporates compared to their
international peers.® We believe that
2021 will be the turning point for the
U.S. Corporate market. From a demand
standpoint, appetite for issuance

from U.S. investors is growing faster
than anywhere else in the world. U.S.
sustainable assets under management
increased by 42% in 2018-2020 (see
Display 2), further accelerating the
32% growth rate from the previous
two-year period.” Furthermore, the
new Biden administration has set out
an ambitious environmental strategy,
encompassing climate mitigation,
adaptation, pollution prevention and
new low-carbon job-creation measures."
We are cautious about how much of
this will ultimately end up as part of
the legislative agenda; however, we do
believe that the change in tone and
federal priorities, as well as symbolic
gestures such as rejoining the Paris
Agreement, will provide a supportive
backdrop for Corporate America to
consider its contribution to global
sustainability goals.

8 Sustainable bond issuance by U.S. Corporates
represented c.20% of total corporate sustainable
bond issuance in 2020 (source: Environmental
Finance Bond Database).

9 Source: US SIF Foundation 2020

™ https://joebiden.com/climate-plan/#
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Theme 4: An End to Social
Distancing, an Increase in
Social Investing

As we look ahead to an end to social
distancing measures, we believe that the
acute awareness of social issues—and
their impact on the economy and

value generation—will persist among
investors and asset owners. Indeed,
labelled social bond issuance has grown
exponentially in 2020 (see Display 1),

representing over a quarter of total
labelled sustainable issuance globally.
Although this has partly been driven by
the rise in COVID-19 response bonds,
we saw a notable breadth of projects
supported by the social bond market last
year. In particular, several transactions
came to market promoting diversity,
inclusion, education, social mobility
and provision of basic necessities to
vulnerable or marginalised groups. We

DISPLAY 1

Global Sustainable Bond Issuance 2015-2020
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think this will become an established
feature of the market. In this post-
pandemic environment, customers,
employees and investors are increasingly
scrutinising companies’ behaviour

with respect to the communities

in which they operate, their supply
chains and their workforces, as well

as the accessibility and affordability

of their services. Deficiencies in such
behaviour may present risks to us as
investors, whereas exemplary conduct
may present an opportunity to capture
investment alpha. This type of analysis
does not spare sovereign issuers and
municipalities, as investors will
increasingly demand more transparent
disclosure of their social expenditures
and their associated outcomes, including
through intensified engagement efforts

(see Display 3).

Theme 5: “Build Back Bolder”

In our previous insight piece, we
commented on the prospect of
“Building Back Better,” and our
assessment that the post-pandemic
recovery would be characterised by
greenness and social justice. Roadmaps
like the EU Green Deal and UK Green
Recovery Plan are encouraging, but we
now consider how a green, inclusive
recovery may be accelerated —how can
we “Build Back Bolder™?

While regulators might consider
applying different risk weights for banks
to favour green assets and penalise
brown assets, therefore influencing

the flow of capital in the economy,

we believe more work needs to be

DISPLAY 3

Global Fixed Income Thematic and Sector Engagement in 2020

Thematic Engagements

|

©® Decarbonization & Climate Risk
Circular Economy
Diversity & Inclusion
Decent Work & Resilient Jobs
® Corporate Governance
Reporting/External Review*

Engagements by Sector

N Y

® Utilities 23% @ Food & 3%
® Banks & 22% Beverage
Insurance ® Chemicals 3%
SSA 20% Telecom 3%
® Energy 7% @ Retails 2%
® RealEstate 5% Autos 20%
® Industrials 3% ® Other 7%

* Note: “Reporting and External Review” under the Governance (G) theme refers to engagements

in the context of Sustainable Bond issuances.

Source: Morgan Stanley Investment Management

done to link sustainability and risk
before implementing such a regime.

An alternative idea that is gaining
traction is to consider fiscal measures
that could promote sustainability, and
here we like the example of the U.S.
tax-exempt municipal bond market.
U.S. municipality issuers have a long
history of investing in projects that
have positive environmental or social
benefits, and they may attract tax-
exempt status, which means that end
investors do not have to pay income tax
on the interest earned. The net result is
a lower cost of borrowing for the issuer
and a beneficial return for the customer
because of the tax saving. In Biscay in

northern Spain, the local government
has signed a partnership with the UCLs
Institute for Innovation & Public
Purpose (IIPP) to explore a sustainable
way out from the COVID-19 crisis,"
with work so far focused on identifying
which companies can be considered
aligned with the UN Sustainable
Development Goals (“UN SDGs”),

and thus be entitled to tax credits after
being certified as such. These innovative
ideas, placing sustainability as a central
pillar in establishing risk frameworks
and fiscal policy, will be critical to

both “Build Back Better” and “Build
Back Bolder.”

"|IPP enters agreement with Biscay Government for Sustainable Development Goals-led economic growth, University College London, 9 June 2020
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DISPLAY &4

A Focus on Outcomes Through Holistic Use of Key Sustainable Investing Tools

Sector and Norms-based
exclusions to reduce
exposure to negative
sustainability impacts

2| Y

Thematic sustainability
objectives, based on
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Investment universe made
of leading ESG scores across
corporates, sovereigns and
securitised debt

<

the UN Sustainable

Development Goals

IMPACT

Allocations to impact
investments, e.g. sustainable
bonds and pure-plays, &
outcome-based reporting

How to Invest Sustainably With
MSIM Fixed Income

Our five themes have potential
impacts on risk, return and liquidity
which are relevant to all Fixed

Income portfolios, with additional
implications for strategies with specific
sustainability objectives. MSIM Fixed
Income’s Sustainable Investing team
has deep expertise to navigate a fast-
moving space that, as we highlight
above, is being influenced by politics,

ACTIVE ESG ENGAGEMENT

regulation, culture and academia. We
have developed a range of proprietary
methodologies across all Fixed Income
asset classes to cut through the rhetoric
and objectively evaluate sustainability
risks and opportunities, and also assess
the integrity and impact of labelled
sustainable bonds.!? We also work
closely to guide our clients to preferred
solutions tied to their own sustainability
goals, whether through our range

of Sustainable Funds or through

customized Separate Managed Account
strategies, which utilize a combination
of approaches from our sustainable
investing toolkit, as presented in
Display 4, to help meet their objectives."?
2020 taught us the importance of
preparedness and resilience, and
through our robust, dynamic and
flexible approach, we will continue

to focus on these for our clients as

we navigate the sustainable investing
landscape in 2021 and beyond.

2 See "All Green Bonds Are Not Created Equal,”
Morgan Stanley Investment Management (link).

Management and Morgan Stanley Institute for
Sustainable Investing (link).

3 See “Crafting a Dynamic Sustainable
Investing Strategy — Four Building Blocks for
Asset Owners,” Morgan Stanley Investment
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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 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. Market values can change daily due to economic and other events (e.g. natural
disasters, health crises, terrorism, conflicts and social unrest) that affect markets, countries, companies or governments. It is
difficult to predict the timing, duration, and potential adverse effects (e.g. portfolio liquidity) of events. Accordingly, you can lose
money investing in this Portfolio. Please be aware that this Portfolio may be subject to certain additional risks. 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 a rising interest-rate
environment, bond prices may fall and may result in periods of volatility and increased portfolio redemptions. In a declining
interest-rate environment, the portfolio may generate less income. Longer-term securities may be more sensitive to interest
rate changes. ESG strategies that incorporate impact investing and/or Environmental, Social and Governance (ESG) factors could
result in relative investment performance deviating from other strategies or broad market benchmarks, depending on whether
such sectors or investments are in or out of favor in the market. As a result, there is no assurance ESG strategies could result in

more favorable investment performance

IMPORTANT DISCLOSURES
Past performance is no guarantee of future results.

The views, opinions, forecasts and estimates expressed 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, economic or other
conditions. 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
and are not intended to predict the future performance of any specific
Morgan Stanley Investment Management product.

This material is a general communication, which is not impartial and all
information provided 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.

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 only intended for and will be only distributed to
persons resident in jurisdictions where such 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 strategy's/
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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Ireland: MSIM Fund Management (Ireland) Limited. Registered Office: The
Observatory, 7-11Sir John Rogerson's Quay, Dublin 2, D02 VC42, Ireland.
Registered in Ireland as a private company limited by shares under company
number 616661. MSIM Fund Management (Ireland) Limited is regulated by
the Central Bank of Ireland. 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
(0014 709 7158). Germany: MSIM Fund Management (Ireland) Limited
Niederlassung Deutschland, Grosse Gallusstrasse 18, 60312 Frankfurt
am Main, Germany (Gattung: Zweigniederlassung (FDI) gem. § 53b KWG).
Italy: MSIM Fund Management (Ireland) Limited, Milan Branch (Sede
Secondaria di Milano) is a branch of MSIM Fund Management (Ireland)
Limited, a company registered in Ireland, regulated by the Central Bank
of Ireland and whose registered office is at The Observatory, 7-11Sir John
Rogerson's Quay, Dublin 2, D02 VC42, Ireland. MSIM Fund Management
(Ireland) 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 11488280964 The
Netherlands: MSIM Fund Management (Ireland) Limited, Rembrandt
Tower, 11th Floor Amstelplein 1 T096HA, Netherlands. Telephone: 31
2-0462-1300. Morgan Stanley Investment Management is a branch office
of MSIM Fund Management (Ireland) Limited. MSIM Fund Management
(Ireland) Limited is regulated by the Central Bank of Ireland. France: MSIM
Fund Management (Ireland) Limited, Paris Branch is a branch of MSIM
Fund Management (Ireland) Limited, a company registered in Ireland,
regulated by the Central Bank of Ireland and whose registered office is
at The Observatory, 7-11 Sir John Rogerson's Quay, Dublin 2, D02 VC42,
Ireland. MSIM Fund Management (Ireland) Limited Paris Branch with
seat at 61 rue de Monceau 75008 Paris, France, is registered in France
with company number 890 071863 RCS. Switzerland: Morgan Stanley
& Co. International plc, London, Zurich Branch 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 should not be considered to be the
subject of an invitation for subscription or purchase, whether directly or
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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 conditions of, any other applicable provision of the
SFA. This publication 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.

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] 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 MSIM] 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 for an IAA or an IMA,
the amount of assets subject to the contract multiplied by a certain rate
(the upper limit is 2.20% 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, MSIM]J 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. 410
(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 appropriate for all
investors. Separate accounts managed according to the Strategy include
anumber 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 objective, risks, charges and
expenses of the fund carefully before investing. The prospectus
contains this and other information about the fund. To obtain a
prospectus, 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

IMPORTANT INFORMATION

EMEA: This marketing communication has been issued by MSIM
Fund Management (Ireland) Limited. MSIM Fund Management
(Ireland) Limited is regulated by the Central Bank of Ireland. MSIM
Fund Management (Ireland) Limited is incorporated in Ireland as a
private company limited by shares with company registration number
616661and has its registered address at The Observatory, 7-11Sir John
Rogerson’s Quay, Dublin 2, D02 VC42, Ireland.

The indexes are unmanaged and do not include any expenses, fees or sales
charges. Itis not possible to invest directly in an index. 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 appropriate 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 directly or indirectly
reproduced, copied, modified, used to create a derivative work, performed,
displayed, published, posted, licensed, framed, distributed, or transmitted
or any of its contents disclosed to third parties without MSIM's express
written consent. The work may not be linked to unless such hyperlink is
for personal and non-commercial use. All information contained herein
is proprietary and is protected under copyright law.

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