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The MSCI Europe Index enjoyed another AUTHORS
strong month, rising +3.3%' in March.

Banks put in a solid performance over the month
predominately, driven by the Spanish/Italian names which
b

remain the key beneficiaries of a steeper yield curve.
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On the macro economic front, the Euro Area composite
PMI came in at its highest level since April 2011 at 56.7
(versus consensus 55.8), whilst German factory orders
fell -7.4% (versus consensus -2.5%) and retail sales came
in below expectations at 0.1% (versus consensus 0.3%).
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German industrial production data rebounded, coming

in at 2.8% (versus consensus 2.7%), and the ZEW Survey
improved month-over-month adding to the series of positive
data points.? Morgan Stanley economists recently revised
upwards their gross domestic product (GDP) forecast for
Europe for 2017 to 1.8% and for 2018 to 1.7%

Europe continues to enjoy earnings per share (EPS) upgrade
cycle, rising +1% versus an average decline of -5% (to the
end of March) over the last 10 years.> M&A activity, both
intra-Europe and from overseas companies into the region,
continues to support the case for Europe.

In the U.K., Prime Minister (PM) Teresa May officially
triggered Article 50, kicking off the two-year countdown,
whilst Scottish PM Nicola Sturgeon formally called on the
government to start negotiations over a second Scottish
Independence referendum. More recently, Theresa May
announced snap elections for 8" June, aiming to capitalise
on her significant lead polls currently show. According

to her, a more robust majority is necessary to face the
complicated negotiations with the European Union.

T FactSet, April 2017.
2 Morgan Stanley Research, April 2017.
3 Morgan Stanley Research, April 2017.
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Trump’s failure to repeal Obamacare
certainly caused markets to catch a
cold, and markets read this failure as
grounds for doubting any swift arrival
of fiscal stimulus or tax reform. The
result was the end of the S&P’s three-
month unbroken spell without a 1%
daily decline, the longest winning streak
in 22 years.!

The European Central Bank is unlikely
to raise policy rates until 2019, but
deposit rates may move higher in
coming quarters. Politics present the
greatest risk to expansion, with the
forthcoming French elections as the

next big hurdle.

In March the best-performing sectors
in the European equity markets were:’

 Consumer durables & apparel (+7%)
e Banks (+7%)

o Semiconductors (+6%)

March’s key laggards:

 Food & staples retailing (0%)
* Real estate (1%)
 Energy (1%)

YTD, the best-performing sectors in
the European Equity markets are:

e Semiconductors (+14%)
 Consumer durables & apparel (+13%)
» Household & personal

products (+12%)

YTD key laggards:

 Energy (-4%)

¢ Retailing (-3%)

 Food & staples retailing (-1%)

MSIM European Equities

During the month, we continued to
reduce our exposure to Spanish I'T
company Amadeus, taking profits given
heightened risk around near-term news
flow. We also reduced Irish building
material company CRH.

In the European Equity Alpha Strategy,
we initiated a position in German
chemical company Symrise, a global

leader in flavour and fragrance sector.
The sector is highly consolidated with
five players dominating the market; it
offers very high barriers to entry and
exposure to growing trends, such as
healthy food and pet food. We believe
that Symrise, following a period of
acquisitions, is well positioned to
deliver superior and consistent cash
flow generation, offering an appealing
investment opportunity.

Within the European Equity Alpha
and Eurozone Equity Alpha Strategies,
we initiated a position in German
pharmaceutical company Bayer. The
company is in the process of integrating
American seed and crop company
Monsanto, which was acquired in 2016.
We believe the combination will create
a giant in a much consolidated industry.
In addition, Bayer has a solid franchise
and pipeline in pharmaceuticals,
offering a diversified mix of revenues.

The European Equity Alpha Strategy
remains overweight technology,
telecommunications, healthcare and
consumer staples. We are underweight
materials, utilities, energy, real estate,
consumer discretionary and financials.

In the Eurozone Equity Alpha Strategy,
our biggest overweight sectors are
industrials, health care, technology
and telecommunications. We are
underweight utilities, real estate and
materials.

The European Champions Strategy is
overweight consumer discretionary,
consumer staples, technology,
healthcare and industrials. It remains
underweight materials, utilities, energy,
telecommunications and financials.

Information in this section is as

at 31 March 2017 and is subject

to change on a daily basis. This

data is provided for informational
purposes and is not intended to be an
investment recommendation in regards
to any securities, sectors or countries
mentioned herein.

Consider This

» European earnings’ positive
momentum continues, as the
combination of macro momentum
and euro weakness has boosted
profits. This contrasts with the
persistent disappointments seen
in previous years. The current
level of Eurozone PMI, at 56, is
consistent with nearly 3% annualised
GDP growth and double-digit
EPS growth.®

 Eurozone equities trade on ¢.19% PE
discount to the U.S., compared to a
long run average of c.15%.”

e As Trump continues to delay on
key campaign promises, a flattening
U.S. Treasury curve suggests further
downside risks, especially for
financials.?

« Dolitical risk premium should
decline near-term, as markets do not
expect a Le Pen victory in the next
French election.

 Equities can generally be considered
as an inflation hedge while bonds
are a deflation hedge. Hence, most
of the time inflation rises, equities
outperform bonds. In fact, equities
reach their highest multiple when
inflation is between 0-3%, during
which periods the average multiple
has been close to 20x. Once inflation
accelerates to above 3%, the multiple
on equities has generally tended to be
lower, especially during periods when
inflation ran at levels above 4%.°

o As mentioned several times over
the past few months, many of the
structural headwinds afflicting
European equities this cycle have
started to abate. Earnings are finally
showing signs of life—after seven
years of stagnation, with the market
consensus forecasting 14% earnings
growth in Europe. Valuations, on
a relative basis, are still near multi-
decade lows and are not pricing in a
potential earnings catch up."

* Mirabaud Securities, April 2017.
5 FactSet, April 2017.
5 JP Morgan Equity Research, April 2017.
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7 Credit Suisse Research, April 2017.
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9 Credit Suisse Research, March 2017.
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Performance — Morgan Stanley Investment Funds (MS INVF)
Data as at 31st March 2017.

TMONTH YTD 1YEAR 3 YEARS 5 YEARS 10 YEARS

% % % ANN. % ANN. % ANN. %

MS INVF European Equity Alpha Fund 3.67 5.32 12.89 4.33 8.62 3.08
MSCI Europe Index 3.34 5.96 16.95 718 10.36 2.93
ALPHA 0.33 -0.64 -4.06 -2.85 -1.74 0.15
MS INVF Eurozone Equity Alpha Fund 4.82 6.56 1716 6.49 12.36 3.59
MSCI EMU Index 541 711 19.78 761 1143 170
ALPHA -0.59 -0.55 -2.62 -1.12 0.93 1.89
MS INVF European Champions Fund*! 404 813 - - - -
MSCI Europe Index 3.34 5.96 - - - -
ALPHA 0.70 2.17 - - - -

Source: Morgan Stanley Investment Management

Note: Past performance is not a reliable indicator of future performance. Performance is shown net of fees and for the | share class, in base currency of EUR.

" Inception date of the Fund is 8" April 2016.
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This material is for informational purposes only and should not be deemed
as arecommendation to buy or sell the securities mentioned or securities
and countries in the industries mentioned herein.

Allinvestments involve risks, including the possible loss of principal. The
opinions are those of the author(s) as of the date of the paper and are subject
to change at any time due to changes in market or economic conditions.
Any information regarding expected market returns and market outlook
is based on the research, analysis, and opinions of the author(s). These
conclusions are speculative in nature, may not come to pass, and are not
intended to predict the future of any specific Morgan Stanley investment.

Past performance is not indicative of future results. All investments
involve risks, including the possible loss of principal. Morgan Stanley
does not render advice on tax and tax accounting matters to clients.

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

This communication was 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.

Explore our new site at
www.morganstanley.com/im

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 (i) 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.

This communication is disseminated in Australia by Morgan Stanley
Investment Management (Australia) Pty Limited ACN: 122040037, A FS.L.
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.

This document contains information relating to the sub-fund ("Fund”) of
Morgan Stanley Investment Funds (“MS INVF"), a Luxembourg domiciled
Société d'Investissement a Capital Variable. Morgan Stanley Investment
Funds (the “Company”) is registered in the Grand Duchy of Luxembourg
as an undertaking for collective investment pursuant to Part 1of the Law
of 17th December 2010, as amended. The Company is an Undertaking for
Collective Investment in Transferable Securities ("UCITS".

Applications for shares in any MS INVF should not be made without first
consulting the current Prospectus, Key Investor Information Document
("KIID"), Annual Report and Semi-Annual Report (“Offering Documents”),
or other documents available in your local jurisdictions which are available
free of charge at the above address.

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.

© 2017 Morgan Stanley. All rights reserved.
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