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Our central concern at the start of 2017 was a
backdrop of generally high valuations coinciding
with some significant macro/political concerns for
the then forthcoming year, including China, the risk
of U.S. and European politics going wrong, and the
vulnerability of the financial system to shocks due
to the sharp increase in debt and general stagnation.
We observed that if some of these major concerns
went wrong, there was little margin of safety
generally and probably quite a lot of downside
given the nature of some of the potential risks. As
bottom-up stock pickers, we found little margin of
safety in stocks more or less across the board. 2017
ended with most major country indices up 20-25+%
(in U.S. dollar terms)' making such concerns look at
best premature, at worst just plain wrong. However,
enthused U.S. dollar-based investors getting excited
about markets in 2017 may have forgotten that
markets went up a lot in something that went down
a lot (i.e., the dollar).

As we start 2018, we are more concerned about valuation
and on balance less concerned about macro, although there is
still plenty that could go wrong. In a nutshell, the market has
re-rated on the basis that 2017’s expected earnings increase
of 15% for the MSCI World Index actually delivered for the
first time in five years, as growth for once did not disappoint.
Although there is growing evidence of gross domestic
product growth across the board, should these proverbial
green shoots fail to bloom, in our view the market could
de-rate multiples on lower actual earnings, the proverbial

double hit?

1Source: FactSet, 31 December 2017.

2 Forecast/estimates are based on current market conditions, subject
to change and may not necessarily come to pass.
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“...2017's expected earn-
ings increase of 15% for
the MSCI World Index
actually delivered for
the first time in 5 years,
as growth for once did
not disappoint.”
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In the U.S., despite the sturm und drang
and the flying of a lot of liberal feathers,
the market has broadly seen the benefits
of Trump (tax reform being the biggest
win) without any of the major risks
eventuating as yet (an unholy cocktail of
awfulness ranging from a trade war with
China to nuclear war with North Korea).
To the credit of Congress, it has passed,
after much drama, the single measure

we thought would have the biggest
long-term positive impact on the U.S.
economy, namely tax reform. Although
its impact on overall U.S. corporations
may be muted in the short term (few
major U.S. companies pay a full U.S. tax
charge unless they are purely domestic),
the big long-term question is whether

the combination of the tax reform and
short-term capital expenditure (capex)
and cash repatriation packages will be
enough to get a capex cycle going, leading
to a pick-up in productivity from current
lows. In recent years, U.S. corporates
have generally chosen to buy back shares
rather than increase capex, so productivity
has generally suffered as a result. A

bull would say the combination of tax
reform and opportunities provided by

the Internet of things (IoT') and Artificial
Intelligence (AI) will kick off a long

cycle of investment to drive waste out

of many sectors, with massive potential
cost savings, a good chunk of which will
come through in margins, which will be
propelled to permanent new highs. A bear
would respond that there may be some
positive impact, but U.S. corporations
will just continue to buy back shares and
margins may normalize as labour seeks to
get its hands on a larger share of corporate
profits from a still historically low starting
point, leaving aside the risks from the
ageing U.S. economic cycle.

Add to this that the U.S. market

is anticipating a repeat of the 12%
earnings growth in the S&P 500 it saw
in 2017, it is hardly a surprise that the
market has not been over-concerned
with valuation. A bull (no shortage of
those) would say that at 18.2x, the NTM
(next 12 months) P/E ratio of the S&P
500 is only about 14% above the long
term mean of 16.0x from 1997 to 2017,
so why the fuss? A bear (count us as one)

would point out that even leaving aside
quality of earnings (given the largest ever
cycle of U.S. earnings manipulation),
corporate debt after a buyback binge is
near record highs, as are margins, which
means that the debt adjusted price to
sales (EV/Sales) at 2.44 for the S&P 500
is getting close to the 2000 peak of 2.98,
which is a clear amber light, even leaving
aside outdated notions of earnings
reversion to the mean or the risk of a
downturn in the U.S. economy.

If one takes a longer-term view of
valuations as per the Schiller P/E, the
U.S. market has gone from expensive

on 27.9x at the start of 2017 to very
expensive on 32.4x at the end of 2017.
Unless the visionary tech bulls are

right that a heady cockrail of Al IoT,
e-commerce et al will propel already
peak margins ever higher, leading to a
ton of earnings growth, this is also a dark
amber light for valuation, with a lot of
expectations baked into prices. We believe
no bull market ever bursts purely from
valuation alone, but when markets do
focus on valuation once more, it matters.

The other major geo-political risk facing
the world at the start of 2017 (aside

from Trump) was the risk of political
disruption in Europe, possibly leading to
a scenario of a breakup of the Eurozone
if the politics went wrong. After a

few awkward moments, the market
shrugged off such concerns following

the Dutch and (in particular) the French
elections and, even after nasty surprises
in the German election, continued to
concentrate on the growing evidence of a
Eurozone economic recovery. So far, the
market has been right, with some entirely
unexpected positive results such as a

big majority in Parliament for President
Macron in France, which (miracle of
miracles) means that reform (particularly
labour market reform) has actually
progressed in France and looks set to
continue. Our concerns that Brexit could
inspire a cascade of falling Euro-dominos
have been hitherto wrong: the only
domino to fall flat on its face has been
the U.K. itself, after doing what Michael
Bloomberg memorably described as “the
single stupidest thing any country has
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ever done.” In fact, the only wobble of
the dominos to date has been a positive
impact — the U.Ks self-immolation
probably inspired France to rally round
Macron to avoid the fate of its much
loved European partner. However, our
concerns for the European elections were
not that there was a high probability of
things going horribly wrong in France or
Germany; rather that the risk was Italy,
which managed not to have its general
election in 2017. Italy has been the big
loser of the euro, with its economy not
growing for 20 years due to an inability
to reform itself and (mostly) to it losing
its historic ability to depreciate its
currency (the lira) to keep its competitive
plates spinning. Furthermore, Italy has
the strongest euro-sceptic forces of the
major European countries going into
their electoral cycle. The risk, now, is
that Italy with its election in March
2018, elects a government that decides
to do something about the euro — if so,
political risk will be back in Europe

in spades.

“The risk, now, is

that Italy...elects a
government who decides
to do something about
the euro — if so, political

risk will be back in
Europe in spades.”

Looking forward to 2018, there does
seem to be a synchronized global
expansion. However, in our opinion it
isn’t that large, has quite a lot of risk
and seems to be priced in by markets.
We see that few of the major structural
problems in the world (debg, the
unknowns of a quantitative easing (QE)
unwind, political uncertainty, China et
al) have gone away. In simple terms, a
“Goldilocks” scenario has been priced in
but there remain elevated risks and no
apparent margin of safety in valuations.
Such growth as there is looks unlikely



to drive a sharp pick-up in inflation.
Even though the U.S. is pressing the
reflation button of tax cuts, this does not
guarantee that that the U.S. will reflate,
especially given its starting point of one
of the longest economic expansions in
recent memory and already record high
margins. One might also point out that
giving the wrong people (corporates and
the wealthy) tax cuts does not in itself
amount to a conventional hitting of the
reflation button via fiscal policy. General
use of fiscal policy to reflate Europe also
looks questionable, given the Germans
have to agree to it, which looks far from
a foregone conclusion with a weakened
Chancellor Merkel in discussions with
the (socialist) SPD for a renewed Grand
Coalition. However, even if there is very
lictle probability of systematic German-
led reflation in Europe, we believe that
at least European fiscal policy as a whole
no longer looks like a future drag, and
could be mildly expansionary.

Despite its many problems (debrt,
demographics, QE ad nauseam), we
believe Japan does not face the same
political risk as the West, given that
Abe has just been re-elected with a large
majority. Furthermore, the Japanese

RISK CONSIDERATIONS

There is no assurance that a portfolio will achieve its investment
objective. Portfolios are subject to market risk, which is the

cabinet approved a draft tax measure to
incentivize companies to increase wages
and raise capex in December 2017,
potentially lowering Japanese corporate
tax rates from the current 30% to

20%. There is even some evidence that
Japanese companies are at last taking
measures to run themselves better,
although this is very much on a stock by
stock basis and generally their number
is few. Japan just may have the ability
to surprise on the upside from reflation,
particularly as there is growing evidence
of labour shortages driving up wages.
However, as always in Japan, there are a
frustratingly small number of investible
companies that can benefit from this.

As bottom-up stock pickers, the
substantial general rally in markets in
2017 aggravates the problem we have
faced over the last few years of generally
not having a sufficient margin of safety
in the form of price to compensate us
for potential risks, be they cyclical,
macro or the threat of disruptive
change. Certainly the market does not
see a margin of safety as a principal
concern, with the VIX trading near all-
time lows?

2018: EYES WIDE OPEN

"...high quality
companies...better able
to grow sales and profits
in a downturn look the
best relative bet..."

This means it has generally been
difficult to find new names for all
portfolios and there have been no
obvious sectors which have been
dramatically mispriced, so 2017 has
been about company-specific factors. To
us, the risks look skewed more to the
downside than upside. If widespread
hopes of a continuation of the current
synchronized pick-up in world growth
fail to materialize, the current backdrop
of high valuation and low concern for
risk make preservation of capital the key
concern. To us, high-quality companies
that should still be better able to grow
sales and profits in a downturn look the
best relative bet, even if they may seem
unexciting in absolute terms.

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

possibility that the market value of securities owned by the
portfolio will decline. 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-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

financial condition or market value of a single issuer may cause
greater volatility. Option writing strategy. Writing call options
involves the risk that the Portfolio may be required to sell the
underlying security or instrument (or settle in cash an amount of
equal value) at a disadvantageous price or below the market price
of such underlying security or instrument, at the time the option

is exercised. As the writer of a call option, the Portfolio forgoes,
during the option’s life, the opportunity to profit from increases in
the market value of the underlying security or instrument covering
the option above the sum of the premium and the exercise price,
but retains the risk of loss should the price of the underlying
security or instrument decline. Additionally, the Portfolio’s call
option writing strategy may not fully protect it against declines

in the value of the market. There are special risks associated with
uncovered option writing which expose the Portfolio to potentially
significant loss.

2 Source: Chicago Board Options Exchange Market Volatility Index, 31 December 2017.
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INDEX INFORMATION

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.

DEFINITIONS

Capital expenditure, or Capex, are funds used by a company to acquire,
upgrade, and maintain physical assets such as property, industrial buildings, or
equipment. Capex is often used to undertake new projects or investments by
the firm. This type of financial outlay is also made by companies to maintain or
increase the scope of their operations. Downside is the negative movementin
the price of a security, sector or market. Downside can also refer to economic
conditions and it describes periods when an economy has either stopped
growing or is shrinking. Gross Domestic Product is the monetary value of
all the finished goods and services produced within a country’s borders in a
specific time period. It includes all private and public consumption, government
outlays, investments and net exports. Price-Earnings (P/E) is the price of a
stock divided by its earnings per share for the past 12 months. Sometimes
called the multiple, P/E gives investors an idea of how much they are paying
for a company’s earning power. The higher the P/E, the more investors are
paying, and therefore the more earnings growth they are expecting.

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, Italy, is registered in Italy
with company number and VAT number 08829360968. The Netherlands:
Morgan Stanley Investment Management, Rembrandt Tower, 11th Floor Am-
stelplein 11096HA, Netherlands. Telephone: 312-0462-1300. 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
Branch Authorised and regulated by the Eidgendssische 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.

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.

Morgan Stanley Distribution, Inc. serves as the distributor for
Morgan Stanley funds.
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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

Explore our site at www.morganstanley.com/im

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"), (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.
In particular, for investment funds that are not authorized or recognized by
the MAS, units in such funds are not allowed to be offered to the retail public;
any written material issued to persons as aforementioned in connection with
an offer is not a prospectus as defined in the SFA and, accordingly, statutory
liability under the SFA in relation to the content of prospectuses does not
apply, and investors should consider carefully whether the investment is
suitable for them. 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.

This materialis 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.

© 2018 Morgan Stanley. All rights reserved.
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