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The MSCI World Index returned 0.4% in USD over
the last six months – and in local currency is up
1.3%. Judging by the outcome, it looks as dull as
the England-Belgium World Cup football match,
but the reality could not be more different. A
number of conditions that shaped the investment
environment between 2009 and 2016 have
changed quite fundamentally over the last 18
months. Gradually, these changes are now making
their way through the markets:
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EARNINGS, NOT MULTIPLES, MATTER NOW

From 2011 to 2016, earnings for the MSCI World Index
remained mostly flat, if not downward sloping. Earnings
per share (EPS) were supported by share buybacks –
predominantly in the U.S. – while everywhere else EPS fell.
This did not stop the market from rising, since multiples
expanded from a forward price-to-earnings (P/E) of 10.5x
in September 2009 to 17.2x in April 2015. From 2016,
earnings have become the main driver of index appreciation,
while P/E multiples contracted back to a one-year forward
P/E of 15.1x.
Assuming a gradual winding down of the monetary
stimulus, and still historically high valuations, it is likely that
earnings will remain the dominant driver of performance
for the market going forward. The earnings outlook for
2018 benefitted from U.S. tax reform – a one-time effect
now absorbed into the numbers. If the windfall from tax
reform was to be re-invested in capital expenditure (capex),
we may see some mid-term benefit from higher productivity.
For the time being, however, the main driver of earnings
upgrades has to come from consumer spending, not only
in the U.S. but also in Europe and Japan. This, in turn,
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“A number of conditions that shaped the
investment environment…have changed
fundamentally…”
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would be much more sustainable if it
was based on wage growth rather than
increased borrowing. The failure of the
Phillips curve to predict wage growth
indicates that we are seeing some
change in the wage pattern that is not
yet fully understood, making earnings
predictions more volatile.

“…the main driver of
earnings upgrades has
to come from consumer
spending, not only in the
U.S. but also in Europe
and Japan.”
CHINA IS DELEVERAGING

The largest credit impulse we have seen
in the last 10 years did not come from
the U.S. Federal Reserve, the European
Central Bank or the Bank of Japan. It
came from China, where the authorities
have the luxury of ordering banks and
corporates to lend and borrow, while
elsewhere monetary stimulus often
got stuck within the plumbing of the
financial system. The two peak credit
injections happened in 2009 and
2015-2016, and both were driven by
the desire of the Chinese government
to maintain targeted gross domestic
product (GDP) growth rates in the
face of slowing export demand and
consumer demand (which had shrunk
to just 35% of the economy).1 As of
2017, private consumption had grown
to 39% of the economy and contributed
more than 60% of GDP growth.2 This,
together with the recognition that
corporate leverage has become excessive
and inefficiently allocated in some parts
of the economy, makes it less likely that
the Chinese government would embark
on a stimulus on a similar scale should
global growth fall behind expectations.

THE SIMULTANEOUS TIGHTENING BY
OIL AND CENTRAL BANKS

Over the last decade we have seen
periods of rising and falling oil
prices. These influenced the relative
performance of industries but not the
overall market direction. In part, we
believe this is because the tightening
impact of rising oil prices on liquidity
was offset by the central banks printing
money. In 2018, we have a situation
where the price of oil has risen whilst
central banks are gradually exiting their
quantitative easing strategies.
POLITICS OF DE-GLOBALISATION

Following the financial crisis, we saw
governments across the globe working
hard to maintain the global supply
chain that had fuelled the expansion of
the world economy up to that point. The
common notion amongst the G7 and
G20 was that a slide into protectionism,
as happened in the years after 1929,
should be avoided. This consensus
is gradually falling apart. Donald
Trump has a democratic mandate to
implement protectionist policies for
the U.S., and we are seeing more and
more countries electing governments
with “My Country First” programmes
– most recently Italy and Mexico. At
the same time, multilateral political
structures such as the European Union
(EU) and World Trade Organisation
find it increasingly difficult to get their
messages across. While for the moment
the new trade tariffs may not have
much immediate impact on U.S. and
global GDP growth given their size, the
question is whether corporate earnings
will sustain a material impact as efficient
global supply chains get replaced by
national or regional solutions. Recent
announcements by Daimler, Harley
Davidson and Brown Foreman indicate
that this may take place more quickly
than expected.
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“We are seeing more
and more countries
electing governments
with “My Country First”
programmes…”
THE DATA PRIVACY BACKLASH

The last item on our by-no-means
comprehensive list of material shifts
is the change in attitude toward data
protection. Data ownership has not only
become increasingly concentrated but,
most importantly, the ability to use this
data is increasing exponentially. This will
ultimately require a new set of rules that
will most likely change the way not only
the technology industry operates but also
how most consumer-facing industries
will interact with their customers.
The EU’s General Data Protection
Regulation, known as GDPR, is likely
only a first step in this transition.
TINA IS DEAD

Over the last 10 years, the market
downplayed a lot of these changes, since
holding cash was a terrible investment
strategy with real returns close to zero
or in some cases negative. This is no
longer the case, and hence the adage of
“There Is No Alternative (T.I.N.A.)”
no longer exists. U.S. 12-month
Treasuries now yield 2.3%, up from
zero in September 2015. With one-year
inflation expectations at 2.1%, this is
the first time since 2007 that moving to
cash preserves real value.3 This changes
the picture fundamentally, as market
participants do not have to stay invested
if they feel the reward is unlikely to
outweigh the risks.
QUALITY AND CHANGE

Market environments always change
and sometimes this change is more
violent than others. What matters
from a long-term sustainable return
perspective is not whether one can
predict the outcome of each or any
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of these trends, but whether the
companies we have invested in are well
placed to weather even the more severe
potential outcomes.

“Good management
teams rarely fail to
understand what
change is needed to
manage a shift in market
conditions.”
In our quality framework, we aim to
find companies that produce sustainable

and high returns on operating capital
on the back of strong pricing power and
low capital intensity. This means that
cash flows should remain sufficiently
robust even in periods of falling
volumes. Robust cash flow means
these companies retain the optionality
to adjust their strategy and business
portfolio to a new environment. We
strive to avoid companies that find
themselves at the epicentre of the tail
risks we identified.

leverage and/or the lack of funding
for the fundamental repositioning or
restructuring required. By investing
in businesses with healthy balance
sheets and strong cash generation we
hope to avoid these truly intractable
situations. This leaves us with the task of
properly vetting the management team,
something we’ve been doing for over 20
years as a key pillar of our investment
process and ESG (environmental, social
and governance) framework.

We believe good management teams
rarely fail to understand what change
is needed in order to manage a shift
in market conditions. What holds
them back in a crisis is more often
the pressures of servicing excessive

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. 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. 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.
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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. The index is unmanaged and
does not include any expenses, fees or sales charges. It is not possible to
invest directly in an index.
DEFINITIONS
Earnings per share (EPS) is the portion of a company’s profit allocated to
each outstanding share of common stock. Earnings per share serves as an
indicator of a company’s profitability. Gross domestic product (GDP) is the
monetary value of all the finished goods and services produced within a
country’s borders in a specific time period. 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. 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 Amstelplein 1 1096HA, Netherlands. Telephone: 31 2-0462-1300. 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 Eidgenössische 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. ser ves as the distributor for
Morgan Stanley funds.
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INSURED BY ANY FEDERAL GOVERNMENT AGENCY | NOT A DEPOSIT
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
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at, or made available to, the public in Hong Kong. Singapore: This document
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public in Singapore other than (i) 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. 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 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 2.16% 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 Investment Trusts Association, Japan, the Japan Investment
Advisers Association and the Type II Financial Instruments Firms Association.
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 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.
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