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Since late spring, there has been a sharp
divergence in performance between the U.S. and
the rest of the world, with investors flocking into
the U.S. equity market. But as General George
S. Patton observed, “If everyone is thinking alike,
then somebody isn’t thinking.” Investors tend to
realise this eventually, which is why the sort of
divergence we have seen since May when trade
tensions between the U.S. and China escalated,
may be short-lived.
Looking at the S&P 500 versus the MSCI All Country World
ex U.S. (Display 1) highlights just how large that performance
gap has been: as much as 15% from May to September. An
investor who gradually moved out of the U.S. as valuations
started to go up, or who was positioned in a diversified
portfolio with significant exposure to the rest of the world,
would have underperformed compared to those positioned
exclusively in the U.S. who captured the full force of that big
rally in U.S. equities and the U.S. dollar.
The U.S. started to diverge from the rest of the world around
May, when the trade war began to gather momentum. There
are additional factors which have made the rest of the world
relatively less attractive from that point, including weaker data,
the first confidence shocks from Italy and the emerging market
(EM) FX sell-off. However, it is likely that amplified trade
rhetoric triggered the divergence. Although President Trump
may have ramped up trade tensions in order to motivate his
political base for the midterm elections, during periods of
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uncertainty the market tends to seek the
safest haven, which is still the United
States. We believe this helped drive a selfreinforcing momentum that has pushed
relative valuations to extreme levels from
which they may be unraveling now.
Extreme divergence is unsustainable
How long can this divergence last? We
can look at past instances where the U.S.
diverged from the rest of the world. They
are generally correlated above 0.8, but
we do periodically have downward spikes
where the correlation disappears—and
the current spike is the most extreme
that we have seen since before 2002
(Display 2). The divergence, which was
particularly evident between May to
September 2018 was amplified by the
appreciation of the US dollar.
While the spikes of divergence can be
significant, historically they have been
short-lived and have corrected quickly. This
suggests we are likely to return to a more
normal relationship between the U.S. and
other Developed Markets, and the recent
correction has provided signs of this.
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Source: Bloomberg, MSIM. As of 28 September 2018.
The index performance is provided for illustrative purposes only and is not meant to depict the
performance of a specific investment. Past performance is no guarantee of future results. See
Disclosure section for index definitions.
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Correlation between the U.S. and the rest of the world has fallen sharply
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The index performance is provided for illustrative purposes only and is not meant to depict the
performance of a specific investment. Past performance is no guarantee of future results. See
Disclosure section for index definitions.

With lofty relative U.S. valuations, it
has always been possible that a U.S.
tumble could occur. Our focus is on
the discrepancy itself, which we see as
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The trade tensions between the U.S. and
China in particular that have driven this
divergence may get resolved after the
U.S. midterm elections, if they are in
fact politically driven, or through some
development in negotiations or politics. So
far though, neither side seems willing to
make concessions. However, extended trade
tensions and the uncertainty associated
with this can have an adverse impact on the
underlying global and U.S. economy.
The direct impact on China is already
noticeable in the recent growth slowdown
to 6.5%. Less obvious, but also significant
is the potential negative impact that trade
uncertainty may have on U.S. business
fixed investment, that has been a key
driver of U.S. growth. Any slowdown in
this can lead to lower growth with negative
implications for U.S. and global markets.
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extreme. However, correcting the regional
divergence does not necessarily imply that
the U.S. will trip and fall. Europe and
Japan could also catch up with the U.S. or
they could meet somewhere in between.
Recent market developments suggest the
more volatile downward move in global
equities may be the most likely outcome.

DISPLAY 3

Technology sector valuations hit a new high
Relative Valuation - Average Premium on PE, PBV & PS
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Tariffs: Consumer pain
Any ramp up of the tariffs is likely to be
painful for the U.S. consumer. Of the $200
billion of Chinese goods most recently hit
by U.S. tariffs, $78 billion are consumer
products—which may be why the Trump
administration has chosen to increase tariffs
by only 10% before the U.S. November
midterm elections, with the bump to 25%
happening only after, in early January 2019.
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Source: Datastream, MSIM. As of 2 October 2018. Relative valuation is calculated as the average
premium of the Technology sector relative to the MSCI US Index on forward price-to-earnings, priceto-book and price-to-sales.

DISPLAY 4

Tables appear to be turning for tech stocks
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Weakness in the “new safe
haven” assets
A primary component of the U.S.
outperformance since the beginning of
the year has been the surge in technology
stocks. Looking at relative values—
including PE, PBV and PS ratios, for
much of this year US technology stocks
have traded at a premium to other sectors
(Display 3).
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The index performance is provided for illustrative purposes only and is not meant to depict the
performance of a specific investment. Past performance is no guarantee of future results. See
Disclosure section for index definitions.
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The cost of switching to other countries for
these imports is likely to be considerable,
which means that the tariffs are unlikely to
significantly decrease Chinese production.
Instead, most of the burden will likely be
borne by U.S. consumers simply paying
more, and thus buying less.

|

However, we have already started to see
some weakness in the stocks that have led
the rally. Year-to-date to end September,
the NYSE FANG Plus Index was up
14%, outperforming NASDAQ’s 17%
and the S&P’s 11% (Display 4). Since
then over subsequent periods the order
has reversed and it looks like a technical
reversal is occurring.
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Investment implications
Our expectation that the divergence
between the U.S. and the rest of the world
will correct makes us wary of overexposure
to the U.S., relative to the rest of the world.
Non-U.S. markets provide possibilities that
avoid the risk of a further correction in the
U.S. and/or capture potential benefits from
a correction that manifests through the rest
of the world surging rather than from the
U.S. market falling.
The key insight here is the relative
discrepancy, which we believe will
continue to correct. But it is rare for a big
valuation discrepancy to correct without
a significant degree of volatility, so a
modest exposure to equities would be
prudent, whilst still allowing for scope
to capture opportunities. We maintain a
moderate amount of risk with a relatively
low weight in the U.S. and an overweight
to other developed markets.
Emerging markets: Look at FX
coverage ratios
Volatility is likely to continue in the
emerging markets so long as trade

tensions go on, but investors who are
comfortable with the risks may want
to position in those markets that have
been oversold. Countries like Brazil and
Mexico, for example, have comfortable
FX coverage ratios.1 They have more
reserves than their external debt. By
contrast, Argentina and Turkey have
insufficient reserves. Because a lot of the
weakness in EM has been driven by the
strong dollar, the weakness in Mexico and
Brazil looks overdone given their ability
to cover their foreign debt obligations. So
the volatility in EM markets is creating
opportunities in some countries.
China and Asia ex-Japan: Vulnerable
The trade tensions directly hit China
at a time when the Chinese economy
is vulnerable, as the government tries
to transition from an investment to a
consumption driven economy. Although
this shift is positive in the long run, it
causes a lot of dislocation that weakens the
economy while the change is occurring
and inefficient companies go bankrupt.

The tariffs also impact the rest of Asia,
as about half of the goods China sells
to the U.S. include imported parts
that are generally purchased from
neighbouring Asian nations. To the
extent that tariffs weaken China, they
also weaken the countries that export
these components to China.
Conclusion
Given spikes of divergence are generally
short-lived, we expect the U.S. and the
rest of the developed markets to return
to a more normal relationship relatively
soon. Whichever form the correction
takes—whether by the U.S. rising less or
falling—there is good evidence that the
U.S. is likely to decline relative to these
other regions.
Corrections in significant divergences
rarely occur quietly and there may be
some fundamental damage to the global
economy from the trade tensions. A
prudent investor may wish to keep risk
exposure low and be prepared for a
longer period of weak markets until the
divergence fully corrects.

Morgan Stanley Research. External coverage ratio = FX reserves versus 12-month external funding needs; 12m funding needs = current account +
short-term external debt + next 12 months amortisations from long-term external debt.
1
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Risk Considerations
There is no assurance that the strategy will achieve its investment objective. Portfolios are subject to market risk, which is the
possibility that the market values of securities owned by the portfolio will decline and that the value of portfolio shares may
therefore be less than what you paid for them. Accordingly, you can lose money investing in this portfolio. Please be aware
that this strategy may be subject to certain additional risks. There is the risk that the Adviser’s asset allocation methodology
and assumptions regarding the Underlying Portfolios may be incorrect in light of actual market conditions and the portfolio
may not achieve its investment objective. Share prices also tend to be volatile and there is a significant possibility of loss. The
portfolio’s investments in commodity-linked notes involve substantial risks, including risk of loss of a significant portion of their
principal value. In addition to commodity risk, they may be subject to additional special risks, such as risk of loss of interest and
principal, lack of secondary market and risk of greater volatility, that do not affect traditional equity and debt securities. Currency
fluctuations could erase investment gains or add to investment losses. Fixed-income securities are subject to the ability of an issuer
to make timely principal and interest payments (credit risk), changes in interest rates (interest-rate risk), the creditworthiness of the
issuer and general market liquidity (market risk). In a rising interest-rate environment, bond prices may fall. In general, equities
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. Exchange traded funds (ETFs) shares have many of the same risks as direct investments in common stocks or
bonds and their market value will fluctuate as the value of the underlying index does. By investing in exchange traded funds ETFs
and other Investment Funds, the portfolio absorbs both its own expenses and those of the ETFs and Investment Funds it invests
in. Supply and demand for ETFs and Investment Funds may not be correlated to that of the underlying securities. Derivative
instruments can be illiquid, may disproportionately increase losses and may have a potentially large negative impact on the
portfolio’s performance. A currency forward is a hedging tool that does not involve any upfront payment. The use of leverage may
increase volatility in the Portfolio. Diversification does not protect you against a loss in a particular market; however, it allows you
to spread that risk across various asset classes.
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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. Correlation is a statistical measure of how two securities
move in relation to each other. The Nasdaq Composite Index is a stock
market index of the common stocks and similar securities listed on the
NASDAQ stock market. It is used as an indicator of the performance of
stocks of technology companies and growth companies. Since both U.S.
and non-U.S. companies are listed on the NASDAQ stock market, the index
is not exclusively a U.S. index. Price-To-Book Value (PBV) is a valuation
ratio calculated as price per share divided by book value per share. Price/
earnings (P/E) is the price of a stock divided by its earnings per share.
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. Price-To-Sales (P/S) is the ratio of a company’s share price
to its revenue from sales over a given period of time. The North American
Free Trade Agreement (NAFTA) is an agreement among the United States,
Canada and Mexico designed to remove tariff barriers between the three
countries. Volatility is measured by calculating the standard deviation of
the annualized returns over a given period of time. It shows the range to
which the price of a security may increase or decrease.
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 Citi Economic Surprise Indices measure
data surprises relative to market expectations. A positive reading means that
the data releases have been stronger than expected and a negative reading
means that the data releases have been worse than expected. The MSCI All
Country World Index (ACWI) is a free float-adjusted market capitalization
weighted index designed to measure the equity market performance of
developed and emerging 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
USA Index is a market capitalization weighted index designed to measure the
performance of equity securities in the top 85% by market capitalization of
equity securities listed on stock exchanges in the United States. The MSCI
ACWI ex USA Index captures large and midcap representation across 22
of 23 Developed Markets countries (excluding the US - Australia, Austria,
Belgium, Canada, Denmark, Finland, France, Germany, Hong Kong, Ireland,
Israel, Italy, Japan, Netherlands, New Zealand, Norway, Portugal, Singapore,
Spain, Sweden, Switzerland and the UK) and 24 Emerging Markets countries
(Brazil, Chile, China, Colombia, Czech Republic, Egypt, Greece, Hungary, India,
Indonesia, Korea, Malaysia, Mexico, Pakistan, Peru, Philippines, Poland, Qatar,
Russia, South Africa, Taiwan, Thailand, Turkey and United Arab Emirates). With
2,166 constituents, the index covers approximately 85% of the global equity
opportunity set outside the US. The MSCI USA Information Technology
Index is designed to capture the large and midcap segments of the US equity
universe. All securities in the index are classified in the Information Technology
sector as per the Global Industry Classification Standard (GICS®). The NYSE®
FANG+™ Index is an equal-dollar weighted Index designed to represent a
segment of the technology and consumer discretionary sectors consisting
of highly-traded growth stocks of technology and tech-enabled companies
such as Facebook®, Apple®, Amazon®, Netflix®, and Alphabet’s Google®. The
S&P 500® Index measures the performance of the large cap segment of
the U.S. equities market, covering approximately 75% of the U.S. equities
market. The Index includes 500 leading companies in leading industries of
the U.S. economy.
DISCLOSURES

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.
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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.
Except as otherwise indicated, 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.
Certain information 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.
The information herein is a general communications which is not impartial
and has been prepared solely for information 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 material
contained herein has not been based on a consideration of any individual client
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.
Past performance is no guarantee of future results. Charts and graphs
provided herein are for illustrative purposes only.
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.
This commentary is only intended for, and will be only distributed to,
persons resident in jurisdictions where distribution or availability would
not be contrary to local laws or regulations.
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 product’s relevant
offering document. There are important differences in how the strategy is
carried out in each of the investment vehicles.
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 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
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Conduct Authority in the United Kingdom. Switzerland: Morgan Stanley &
Co. International plc, London, Zurich BranchI 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.
NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY LOSE
VALUE | NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY
| NOT A BANK 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 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 (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 marketing 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.
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 information contained in this communication is not a research
recommendation or ‘investment research’ and is classified as a ‘Marketing
Communication’ in accordance with the applicable European regulation
or Swiss regulation. This means that this marketing communication (a)
has not been prepared in accordance with legal requirements designed to
promote the independence of investment research (b) is not subject to any
prohibition on dealing ahead of the dissemination of investment research.
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. MSIM shall not be liable for, and accepts
no liability for, the use or misuse of this document by any such financial
intermediary. If you are a distributor of the Morgan Stanley Investment
Funds, some or all of the funds or shares in individual funds may be available
for distribution. Please refer to your sub-distribution agreement for these
details before forwarding fund information to your clients.
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.
Morgan Stanley Investment Management is the asset management division
of Morgan Stanley.
This document may be translated into other languages. Where such a
translation is made this English version remains definitive. If there are any
discrepancies between the English version and any version of this document
in another language, the English version shall prevail.
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