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In a previous GEO (Compounding in Health
Care, September 2019), we wrote about some
of the virtues of the health care industry; one
being the predictability of the sector. Selling
essential, non-discretionary products means
that health care companies are relatively
immune to economic turbulence in a way that
most companies are not.
The current crisis has tested conventional wisdom in all
manner of ways, including what to expect of health care
companies. On aggregate the sector has proved resilient,
particularly in a relative sense. Indeed, consensus 2020
earnings for the sector are down only 3.8% since the
beginning of March, versus -26.7% for the MSCI World
Index. However, beneath the headline numbers are some
unusually large variations. Some companies have proved
fairly predictable, while others have recently reported results
that were scarcely imaginable just a few months ago, both to
the upside and the downside.
Short-term hurdles from social distancing measures
offset by some opportunities
The major negative for the sector has been that hospitals
and doctors’ surgeries have been avoided for all but the
most urgent and essential procedures. The result has been
a particularly tough environment for medical device
producers. For traditionally predictable businesses selling,
for example, joint replacements, having 30% chopped from
their 2020 earnings estimates is, surprisingly, not unusual.
Even product categories that one would have previously
considered as not at all discretionary, such as pacemakers,
have proved vulnerable to declining sales (one leading
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company’s division was down 25.7% organically in the
second quarter). Hospitals have also been clearly impacted
by this dynamic, as well as companies providing diagnostic
tests. Furthermore, life science companies have suffered as
researchers have been away from their benches and social
distancing has limited the ability to install new equipment.
Pharmaceutical businesses have generally fared better,
although certain products that need to be administered by
doctors have suffered. Generally, the story of the year so far
has been very strong demand in the first quarter as people
panicked about the availability of medicines, followed by
a weaker second quarter driven by destocking as the panic
proved a little excessive.

“The sector has proved resilient,
particularly in a relative sense”
The crisis has also served as a reminder of the purpose
of health care companies. While the sector is frequently
criticised by politicians, especially in the build-up to elections,
and analysts are quick to point out environmental, social
and governance risks, it sometimes seems to be forgotten
that these companies provide life-enhancing and often
life-saving products and services. It is these companies that
are at the forefront of finding solutions to the current crisis.
Time will tell whether the political winds become any
more favourable, but a few highly innovative companies are
already benefitting from these dynamics, particularly those
able to provide accurate COVID-19 tests, as well as those in
a position to help pharmaceutical companies research and
develop treatments and vaccines. One of the team’s health
care holdings provided initial guidance for its second-quarter
results of flat to -15% organic growth, and in the end reported
+11% while guiding for 15% growth in the third quarter.

Looking ahead
Ultimately, the questions we are asking ourselves are whether
those companies that have been negatively impacted by
COVID-19 have had any permanent impairment to their
earnings, or whether 2020 will turn out to be an aberration.
For those that are benefitting from COVID-19-related
developments, we are trying to establish how enduring these
new revenues will prove.
As to if/when there will be a successful treatment or vaccine,
and which companies will benefit the most, we generally find
these types of predictions fraught with risk. We are, however,
reasonably confident that our portfolios’ companies will
participate, given any successful development will require the
assistance of the world’s leading life science companies and
likely the world’s leading needle and syringe manufacturer.
Also, given the difficulty of manufacturing vaccines at scale,
it is not outrageous to suggest that the world’s two leading
vaccine manufacturers, may have a part to play.

“Any successful vaccine
development will require the
assistance of the world’s leading
life science companies”
Impact on our portfolios
Overall, we cannot claim the health care portion of our
global portfolios has proved entirely protected from the
negative consequences of the pandemic, but certain parts have
benefitted materially, and on aggregate we feel it is providing
the resilience we aim for; consensus 2020 earnings for our
health care holdings are down 2-6% for our global portfolios
since March, compared to -4% for the MSCI World Health
Care Index, and -27% for the MSCI World Index;1 this
despite minimal exposure to the particularly defensive
but lower quality pharmaceutical and biotech sub-sectors.
Crucially, given the essential nature of the products and
services the portfolio’s companies provide, we feel confident
that the more affected areas will bounce back relatively
quickly—such that there is no material impact to the longterm earnings or compounding these companies can deliver.

Source: FactSet, August 2020. The MSCI World Health Care Index measures the performance of large- and mid-cap health care stocks across 23
developed market countries.
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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-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. 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.
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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. The MSCI World Index is
a free float adjusted market capitalization weighted index that is designed
to measure the global equity market performance of developed markets.
The term “free float” represents the portion of shares outstanding that
are deemed to be available for purchase in the public equity markets
by investors. The performance of the Index is listed in U.S. dollars and
assumes reinvestment of net dividends. The MSCI World Health Care
Index is a capitalization weighted index that monitors the performance
of health care stocks from developed market countries in North America,
Europe and the Asia/Pacific Region. The index includes reinvestment of
dividends, net of foreign withholding taxes.
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For important information about the investment manager, please refer
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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
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before investing.
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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
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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
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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.
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 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.
Except as otherwise indicated herein, the views and opinions expressed
herein are those of the portfolio management team, are based on matters
as they exist as of the date of preparation and not as of any future date,
and will not be updated or otherwise revised to reflect information that
subsequently becomes available or circumstances existing, or changes
occurring, after the date hereof.
Forecasts and/or estimates provided herein are subject to change and may
not actually come to pass. Information regarding expected market returns
and market outlooks is based on the research, analysis and opinions of
the authors. These conclusions are speculative in nature, may not come
to pass and are not intended to predict the future performance of any
specific Morgan Stanley Investment Management product.
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.
The whole or any part of this work may not be reproduced, copied or
transmitted or any of its contents disclosed to third parties without
MSIM’s express written consent.
All information contained herein is proprietary and is protected under
copyright law.

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 MSIMJ to make all investment decisions based on an analysis
of the value, etc. of the securities, and MSIMJ accepts such commission.
The client shall delegate to MSIMJ the authorities necessary for making
investment. MSIMJ 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, 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. 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 II Financial Instruments Firms Association.
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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.
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