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2017 has seen markets continuing their upwards
march, with volatility still near all-time lows.

A recurring theme of ours is that this boisterous
mood contrasts with the deeply uncertain state
of the world, with a particular area of concern
being political risk. Most of the attention has
been on the threat from right-wing populism,
but we would argue that the longer-term threat
to the markets comes from the left.

It is true that in 2017 politics was the ‘Dog that Didn’t Bark’, or
at least the dog that didn’t bark much. The rightwing populists
were clearly defeated in the Netherlands and France, and in

the latter case Macron won with an explicitly internationalist
and pro-European agenda. There was a bit of a sting in the tail
more recently, with the turbulence in Spain from the pro-
independence Catalans and in Germany, the far-right AfD
winning seats in Parliament. While weakened, however, Merkel
remains the dominant figure in German politics — the AfD still
only got 13% of the vote. Even Italy did its bit, managing to
not have an eatly election. More broadly, the European project

continues to survive as Brexit proves not to be infectious — so far.

Combined with a cautious economic revival on the continent,
Europe’s confidence is back. In the U.S. the populist element
of the Trump agenda, much of which is around trade, has
largely been confined to Twitter, while actual policy has been
more conventionally Republican - not a great surprise given

a cabinet heavy in Goldman Sachs alumni and ex-Armed
Forces Generals.
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However, behind this overall picture of
relative stability is a sharp decline in the
traditional political parties. In Germany,
the centrist CDU/CSU/SDP ‘Grand
Coalition’ lost a combined 14% of the
vote, forcing Merkel to attempt to form
an unwieldy ‘Jamaica Coalition’ (so
called because the party colours match
the Jamaican flag) with the free-market
FDP and the environmentalist Greens.
In France, the existing party system was
destroyed, as Macron won the presidency,
and then a majority in parliament,

with a brand new political movement
‘En Marche’

The damage to the existing party system
has been particularly severe on the centre-
left. The most dramatic collapses have
been in the Netherlands and France. The
Dutch PvDA scored a miserable 5.7%,
down from 25% in 2012, while the
French PS saw its support fall to 7% from
29% in the previous cycle. The German
SPD and the Spanish PSOE are in a less
disastrous state, down to 20% and 22%
respectively, but this is half their strength
a decade ago. This decay creates a void
that threatens the pro-business consensus
that has ruled for a generation.

“In both Germany and
the U.K,, the population
now has a net positive
view of socialism and

a net negative view on
capitalism’

The three decades up to the Global
Financial Crisis saw politics that were
incredibly favourable for the wealthy,
corporates and financial markets.

Large swathes of the world entered the
market economy, helping trade and the
globalization of both production and
consumption. In the West, starting with
Thatcher and Reagan, state assets were
privatized, tax rates were cut and trade
unions were weakened. In addition,
inflation was conquered, allowing the
dramatic fall in interest rates and the
accompanying explosion in debt levels.
The centre-left bought into this policy
shift, be it Bill Clinton’s Third Way, Tony
Blair’s New Labour or Schroder’s SDP
bringing in the Hartz labour reforms in
Germany from 2003. It reached the point
where Peter Mandelson, a senior Labour
Minister in the UK, could say that he was
“intensely relaxed about people getting

filthy rich.”

This consensus is cracking in the wake
of the Global Financial Crisis and the
resultant stagnation in living standards.
Even in supposedly thriving Germany,
the median household income has not
risen over the last decade! Up to now,
there have only been isolated signs of
left-wing populism gaining traction,
for instance with Syriza in Greece or
Podemos in Spain, but this may well
change. The U.K. Labour party shows
the potential rewards for moving
sharply to the left. Under Jeremy
Corbyn’s leadership, its programme

of renationalisation and higher public
spending funded by taxes on the rich
helped its vote share rise from 31%

in 2015 to over 40% in 2017. Indeed,
in both Germany and the U.K., the
population now has a net positive view
of socialism and a net negative view

of capitalism? These trends are even
reaching the U.S., the ‘land of the free’,
where the same is true of the under-30s.
It is far too early to have any clear view
as to the identity of the Democratic
candidate for the U.S. Presidency in
2020, but it looks like a reasonable bet

that he or she will come from the left
of the party. Any economic downturn
would further strengthen the case for
radical economic reform.

“We have always had
a focus on robust
compounders...we
would argue that this
focus is more valuable
than ever...'

The timing and extent of any left-wing
threat to corporate profitability is unclear,
but it does seem to be growing. It is also
arguable that it is not in current market
prices. The MSCI World Index is trading
at 16.7 times® the next 12 months’
earnings, close to all-time highs, with
those earnings assumed to be up over
10% over the next year. Aside from the
potential effects on the market as a whole,
increased vigilance about the threats
from potential governmental action is
required at the individual stock level. We
have always had a focus on compounders,
companies that can steadily grow
earnings at high returns across cycles

and are robust against potential threats.
We would argue that this focus is more
valuable than ever in this uncertain
world, particularly as the compounders’
valuation relative to the market has
improved further after the cyclical
reflation rally of the last quarter.

1 Source: OECD.

2 Source: YouGov.
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2 Source: FactSet, 30 September 2017.
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IMPORTANT INFORMATION
This material is for Professional Client use only, except in the U.S. where
the material is for public use.

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.

Certaininformation 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.

All information, which is not impartial, is provided for informational and
educational purposes only and should not be deemed as a recommendation.
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.

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 index is unmanaged
and does not include any expenses, fees or sales charges. It is not possible
to invest directly in an index.

RISK WARNINGS

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. 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 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.

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.

There is no guarantee that any investment strategy will work under all
market conditions, and each investor should evaluate their ability to invest
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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.

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.

us.

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.

NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY LOSE VALUE |
NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY | NOT ADEPOSIT

EMEA

This communication was issued and approved in the United Kingdom by
Morgan Stanley Investment Management Limited, 25 Cabot Square, Canary
Wharf, London E14 4QA, authorised and regulated by the Financial Conduct
Authority, for distribution to Professional Clients only and must not be relied
upon or acted upon by Retail Clients (each as defined in the UK Financial
Conduct Authority's rules).

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. If such a person considers an
investment she/he should always ensure that she/he has satisfied herself/
himself that she/he has been properly advised by that financial intermediary
about the suitability of an investment.

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 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"), (ii) 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.
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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.

Explore our site at www.morganstanley.com/im

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

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

© 2017 Morgan Stanley. All rights reserved.
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