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Even after the mild falls in January 2022,
we still see markets as stretched, with the
MSCI World Index on 18x forward earnings,
a multiple never seen between 2003 and
2019, on forward earnings1 up a massive 52%
on the trough in June 2020. There are only
two ways of losing money in equities—if the
earnings go away or the multiple goes away,
but unfortunately we would argue it is now
time to worry about both of them happening,
given peaky multiples on peaky earnings. On a
more positive note, we would also argue that
there may be two relative havens, which have
struggled in relative terms over recent times,
namely EAFE and reasonably priced quality
and the Portfolio offers exposure to both.
After a long and sustained period of relative
underperformance, the MSCI EAFE Index marginally
outperformed its U.S. equivalent in January, down only
4.8% in U.S. dollars (USD), versus -5.7% for the U.S. We
are not suggesting that the tide has turned based on 90 basis
points of outperformance in a month, but there are good
reasons to be relatively optimistic on EAFE versus the U.S.
The U.S. market is expensive, as reflected in Robert Shiller’s
CAPE—the ‘cyclically adjusted price earnings’ ratio, based
on average inflation-adjusted earnings from the previous
10 years. The current approximately 38x level of the CAPE
implies negative real returns over the next decade. This is a
notoriously poor predictor of short-term returns, as shown
in 2021, but it does suggest that the S&P Index is not likely
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to be a lucrative safe haven over the next
decade. It also looks pricey on the more
conventional forward earnings multiple,
at 20.4x, while EAFE sits at a 30%
discount at a mere 14.3x. This discount
to the U.S. oscillated around 10% until
2015; since then there has been a steady
relative de-rating for EAFE.
Part of the U.S. premium is down to
mix, and the tech mega-caps which
have grown their share of the global
profit pie. But in addition, the U.S.
economy outgrew Europe across the
2010s, with annualised gross domestic
product (GDP) growth for the decade
of 2.3% versus the euro area’s 1.4%.
This growth differential may not hold
over the next couple of years, with
the Organisation for Economic Cooperation and Development (OECD)
estimates2 suggesting the euro area may
have higher GDP growth in 2022 (4.3%
versus 3.7%) and again marginally in
2023 (2.5% versus 2.4%). The U.S.
emerged faster from the pandemic,
giving Europe the chance to catch-up,
and is also facing higher inflation and
tighter labour markets, meaning more
tightening is likely to be required, with
the associated risks of economic damage.
The OECD estimates Q1 2022 inflation
of 6.4% for the U.S., twice the 3.2%
of the euro area. The cost pressures on
corporates also seem tougher in the U.S.,
where unit labour costs were up 3.2% in
the first nine months of 2021, while they
stayed flat in the euro area. If it does
prove to be the case that Europe can
combine faster growth with less inflation
and cost pressure, that may well drive a
relative re-rating.

2

2

Time for Reasonably
Priced Quality?
2020 saw a growth bubble in expensive
and loss-making technology companies,
which was followed by a value rally as
the massive government interventions
and the vaccines miracle drove a far
stronger economic outlook. Reasonably
priced quality therefore got left behind.
One proxy for this is the Consumer
Staples sector, by far the biggest
overweight for the portfolio, which
lagged the overall EAFE market in
both 2020 (up 6% as against 8% for
the index) and 2021 (up 7% vs 11%).
The sector has also had to deal with
the sharp rise in commodity costs,
which has put pressure on margins,
given the lag until companies are able
to raise prices for customers. Arguably,
Consumer Staples companies have
already faced much of the inflation
pressure, which may now spread to
other sectors during 2022. We also
believe that the sector still has pricing
power, and will therefore be able to
preserve or restore its margins by
passing on the cost rises to customers.
Within the Consumer Staples sector,
our holdings have been skewed towards
cheaper plays, and those exposed to
re-opening, as shown by the 16%
discount they traded at relative to the
Staples index at the start of 2020. This
did not work in 2021, as the growthier
names continued to re-rate and COVID
waves continued. Indeed, the discount
widened to 24% during the year,
though the earnings growth of our
names matched those of the sector. On
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a positive note, this left our holdings
attractively priced at the start of this
year, as well as positioned to benefit
from the ‘post COVID’ re-opening,
whenever it happens.
Looking at the Portfolio more broadly,
it is far higher quality than the EAFE
Index, with a 24% return on operating
capital and a 40% gross margin, which
are both 50% higher than the index,
along with a net debt/EBITDA ratio
at 1.6x, which is 15% lower than the
index. Less quantifiably, we believe
it has stronger pricing power than
the index, given this is a focus of our
investment process, which could prove
a useful asset as inflation bites. Despite
this big difference in quality, it is only
trading at an 11% earnings premium to
the EAFE Index, and on a free cash flow
basis this premium drops to a mere 4%.
In a world of elevated multiples on
what may be unsustainable levels
of earnings, the focus should be on
preservation of wealth, rather than
chasing another year of outsized gains.
In this environment, the EAFE market
looks relatively attractively priced,
particularly if Europe can match or
exceed U.S. growth over the next couple
of years. Within EAFE, we would also
make the case for a portfolio skewed
towards the higher quality, defensive
sectors and built on companies with
superior pricing power. It is time to
keep the lights on, rather than trying to
shoot them out.
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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. 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 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- and mid-capitalisation 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. 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. Illiquid
securities may be more difficult to sell and value than publicly traded securities (liquidity risk). 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. 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 INFORMATION

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.
A separately managed account may not be appropriate for all investors.
Separate accounts managed according to the particular Strategy may
include securities that may not necessarily track the performance of
a particular index. A minimum asset level is required.
For important information about the investment managers, please
refer to Form ADV Part 2.
The views and opinions and/or analysis expressed 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 without notice 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 personnel at Morgan Stanley Investment
Management (MSIM) and its subsidiaries and affiliates (collectively “the
Firm”), and may not be reflected in all the strategies and products that
the Firm offers.
This material has been prepared on the basis of publicly available
information, internally developed data and other third-party sources
believed to be reliable. However, no assurances are provided regarding the
reliability of such information and the Firm has not sought to independently
verify information taken from public and third-party sources.
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 a recommendation
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.
Charts and graphs provided herein are for illustrative purposes only.
Past performance is no guarantee of future results.
The representative account has employed the investment strategy in a
similar manner to that employed in the team’s separately managed accounts
(“SMAs”) and other investment vehicles, i.e., they were generally operated

in a consistent manner. However, portfolio management decisions made
for such representative account may differ (i.e., with respect to liquidity
or diversification) from the decisions the portfolio management team
would make for SMAs and other investment vehicles. In addition, the
holdings and portfolio activity in the representative account may not
be representative of some SMAs managed under this strategy due to
differing investment guidelines or client restrictions.
The indexes are unmanaged and do not include any expenses, fees or sales
charges. It is 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.
This material is not a product of Morgan Stanley’s Research Department
and should not be regarded as a research material or a recommendation.
The Firm has not authorised financial intermediaries to use and to distribute
this material, 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 material is
appropriate for any person to whom they provide this material in view
of that person’s circumstances and purpose. The Firm shall not be liable
for, and accepts no liability for, the use or misuse of this material by any
such financial intermediary.
This material 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
material in another language, the English version shall prevail.
The whole or any part of this material 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 the Firm’s express
written consent. This material 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 and other applicable law.
Morgan Stanley Investment Management is the asset management
division of Morgan Stanley.
DISTRIBUTION

This material 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.

MORGAN STANLEY INVESTMENT MANAGEMENT

3

MACRO INSIGHT

MSIM, the asset management division of Morgan Stanley (NYSE: MS),
and its affiliates have arrangements in place to market each other’s
products and services. Each MSIM affiliate is regulated as appropriate
in the jurisdiction it operates. MSIM’s affiliates are: Eaton Vance
Management (International) Limited, Eaton Vance Advisers International
Ltd, Calvert Research and Management, Eaton Vance Management,
Parametric Portfolio Associates LLC, Atlanta Capital Management
LLC, Eaton Vance Management International (Asia) Pte. Ltd.
This material has been issued by any one or more of the following entities:
EMEA:
This material is for Professional Clients/Accredited Investors only.
In the EU, MSIM and Eaton Vance materials are issued by MSIM Fund
Management (Ireland) Limited (“FMIL”). FMIL is regulated by the Central
Bank of Ireland and is incorporated in Ireland as a private company
limited by shares with company registration number 616661 and has its
registered address at The Observatory, 7-11 Sir John Rogerson’s Quay,
Dublin 2, D02 VC42, Ireland.
Outside the EU, MSIM materials are issued by Morgan Stanley Investment
Management Limited (MSIM Ltd) 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.
In Switzerland, MSIM materials are issued by Morgan Stanley & Co.
International plc, London (Zurich Branch) Authorised and regulated by
the Eidgenössische Finanzmarktaufsicht (“FINMA”). Registered Office:
Beethovenstrasse 33, 8002 Zurich, Switzerland.
Outside the US and EU, Eaton Vance materials are issued by Eaton Vance
Management (International) Limited (“EVMI”) 125 Old Broad Street,
London, EC2N 1AR, UK, which is authorised and regulated in the United
Kingdom by the Financial Conduct Authority.
Italy: MSIM FMIL (Milan Branch), (Sede Secondaria di Milano) Palazzo
Serbelloni Corso Venezia, 16 20121 Milano, Italy. The Netherlands: MSIM
FMIL (Amsterdam Branch), Rembrandt Tower, 11th Floor Amstelplein

1 1096HA, Netherlands. France: MSIM FMIL (Paris Branch), 61 rue de
Monceau 75008 Paris, France. Spain: MSIM FMIL (Madrid Branch), Calle
Serrano 55, 28006, Madrid, Spain.
MIDDLE EAST
Dubai: MSIM Ltd (Representative Office, Unit Precinct 3-7th FloorUnit 701 and 702, Level 7, Gate Precinct Building 3, Dubai International
Financial Centre, Dubai, 506501, United Arab Emirates. Telephone: +97
(0)14 709 7158).
EVMI utilises a third-party organisation in the Middle East, Wise Capital
(Middle East) Limited (“Wise Capital”), to promote the investment
capabilities of Eaton Vance to institutional investors. For these services,
Wise Capital is paid a fee based upon the assets that Eaton Vance provides
investment advice to following these introductions.
U.S.
A separately managed account may not be appropriate 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 managers, 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 for the Morgan Stanley funds
please download one at morganstanley.com/im or call 1-800548-7786 Please read the prospectus carefully before investing.
Morgan Stanley Distribution, Inc. ser ves 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
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