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Against a backdrop of positive economic “facts,”  AutHor

worrisome “damned facts” and a slew of

confounding “alternative facts,” investors can f_

be forgiven for being confused. We suggest that

investors focus on realities—good and bad— ‘57 m::;a';;:;gfmm:

and, if necessary, be prepared to ride out short-

term turbulence. Andrew is Lead Portfolio Manager for the
Global Balanced Risk Control Strategy (GBaR).
He joined Morgan Stanley in 2008 and has 36

. . ears of relevant industry experience.
Facts: Global economy is growing... y f vexp

Underpinned by healthy fundamentals, economic growth
has been improving in most regions, with the U.S. at the
forefront among developed markets. This positive global
macroeconomic backdrop has pushed volatility levels below
long-term averages and equities to near historic highs.

For the past several years, the economy has been running on
consumer spending largely fueled by cheap energy and loose
monetary policy, but without a business fixed investment
leg—despite plenty of cash and low interest rates. Fortunately,
that is changing: business fixed investment is starting

to pick up.

...and business spending is set to rise

Since the economic downturn in 2008, businesses have
reduced investment in fixed assets as a way to preserve margins
and keep profitability high. Over the short term, there are

no immediate consequences of low capital investment:
equipment gradually depreciates and becomes obsolete, but

still keeps running,
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After years of underinvestment, though,
productivity growth is languishing. At
the same time, rising wages are starting to

DISPLAY 1
Case for capital investment: Rising wages and low productivity

squeeze company margins. New restrictive 7%
immigration policies will likely exacerbate .
this wage increase. Building a wall, or any 6%
other large infrastructure project, combined 59%
with a big shortage of legal, skilled workers .
will drive wages up even faster. 4%

. 3%
Shortly after the election, Bloomberg
reported that “With as many as 20% 2%
of construction workers composed of 1%
undocumented immigrants, Trump’s plan
to deport them could cause wages to double 0%
within a few years. Unemployment in the 1%
construction sectorisalteady abour 2% and 45,07 1500 1203 12/06  12/09  12/12 12/16
even lower for some skilled tradesmen.””

— 4-quarter average change in labour productivity

In this environment of low unemployment —12-month change in hourly wage
and rising wages, businesses can more
casily make the case for undertaking capital Source: Bureau of Labour Statistics, Atlanta Fed. Data as of 31 December 2016.
projects to boost productivity. With a
strong underlying economy and financing
costs that are still low, the environment for DISPLAY 2
capital investment is near perfect. Shale oil rig count: Tangible evidence of capital investment
Business fixed investment is thus likely to Change in rig count WTI price

be the next leg in economic growth. The
long-awaited resurgence in capital spending
could also give legitimacy to the recent
stock market rally—despite some notable
economists saying “the markets and the
economy are most likely enjoying a sugar
high that will not last a year.”
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There is evidence in the latest preliminary
GDP numbers, that business fixed -60 $40
investment is rising. The latest release from -80 $35
the Bureau of Economic Analysis shows
that fixed investment, quarter-on-quarter, -100 $30
was up by 4.2% in the fourth quarter, 115 4/15  7/15  10/15  1/16  4/16  7/16  10/16

after three tepid quarters of -0.9%, -1.1%
and +0.1%. Likewise, nonresidential fixed
investment was up 2.4% last quarter, after
three quarters of -3.4%, +1.0% and +1.4%.>

B MoM Change in Hor Rigs 2 Mth Later (LHS)
—WTI(RHS)  — WTI12th Mth (RHS)

Source: Bloomberg, Baker Hughes, Morgan Stanley Commodity Research

"Mark Boud, chief economist at Washington-based research company Hanley Woord quoted in https:/www.bloomberg.com/news/articles/2016-11-10/
build-that-wall-pledge-has-companies-bracing-for-labor-shortages

2 | arry Summers, Economist, President Emeritus and Charles W. Eliot University Professor of Harvard University, Financial Times, http://blogs.ft.com/
larry-summers/ as of 29 January 2017.

3 U.S. Bureau of Economic Analysis (BEA), News Release: Gross Domestic Product: Fourth Quarter and Annual 2016 (Advance Estimate), 27 January
2017. www.bea.gov
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In the oil and gas sector, there is also
tangible evidence of an upturn in business
fixed investment. Energy companies that
survived the sharp decline in oil prices
did so thanks to improved efficiency and
now stand to benefit from a stabilisation
in oil prices. We see that with oil prices
back in the $50-plus range, horizontal rigs
used by shale, a proxy for oil and gas fixed
investment, are starting to be built again.

Utilities are also making investments

to shift from coal-produced energy to
natural gas, which is competitively priced
and environmentally preferable. Large
solar arrays in desert regions have also
become competitive, so we are likely to
see continued investment in this type

of infrastructure despite the Trump
administration’s sceptical position on
climate change.

This all provides further evidence that
conditions are favourable for capital
investment, which is an important
component of sustained economic growth.
Confirming investors’ optimism is the
drop in volatility in the options market,
except in options with higher strike prices
that are profitable if the market rises. There
the prices seem to be high, suggesting that
investors see upside potential in the market
and are ready to pay for it.

Damned facts: Risks of inflation
and policy contradictions

On the “damned facts” side, inflation
appears to be picking up. We are seeing
this not just in the United States, but
also in Europe and in Japan. Although
positive in the sense of avoiding a
deflationary or recessionary environment,
the problem with inflation is that it is
very difficult to control once it takes hold.
It remains to be seen if the expected three
Fed hikes in 2017 will be sufficient to
prevent runaway inflation.

Inflation also leads to significant increases
in bond yields, which have already risen
in the U.S. and have started to rise in

FACTS, DAMNED FACTS AND ALTERNATIVE FACTS

the inflection point at which it sparks
inflation. The current low level of 5%
makes one question the wisdom of
additional stimulus that could push
unemployment to an even lower level
that would unleash inflation. If that
were to occur, it could force the Fed to
raise interest rates in an effort to cool the
economy. The contradictory policies—

Germany and even Japan. If damned
facts like this go too far, they can become
damaging to the economy in the long term.

Another related damned fact,
depending on perspective, is that U.S.
unemployment is below 5%. The trick
with unemployment is to keep it low
enough to fuel growth, but just above
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“Trump Twitter Turbulence” causes sharp moves in financial markets
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Source: Bloomberg, SPR S&P biotechnology data as of 7 December 2016, STOXX Europe 600
Automobiles & Parts data as of 13-16 January 2017. This 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.

“Bureau of Labor Statistics (BLS), 31January 2017.
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that of the Trump administration’s
stimulus and the Fed’s hikes to curb
inflacion—could be a source of volacility
and concern for investors.

Alternative facts: Presidential
tweets and other frictions

This is where we get to the alternative
facts. President Trump continues to
believe that the U.S. economy is in need
of significant protection, that it is not
growing at a sufficient pace and that U.S.
workers are suffering due to a lack of jobs.
The evidence suggests otherwise—which
is what makes it an alternative fact—
leading to the possibility of overstimulus.

Alternative facts that have no direct
connection to the economy—such as
inauguration crowd size—also create
noise, concern and political uncertainty.
“Trump Twitter Turbulence”—the
president’s practice of spontanecously
tweeting without regard to hard facts-
has been a source of market jitters on
numerous occasions. On 7 December,
the president sent biotechnology shares
lower as he promised to bring down
drug prices. Similar comments on 16
January about imposing a 35% border tax
on vehicle imports caused prices to fall
sharply and Trump’s 17 January tweet,
that the U.S. dollar strength against the
yuan “is killing us,” caused the dollar to
trade low against a slew of currencies.

Finally, there is the potential for conflicts
between the president and Congressional
Republicans. They disagree on many
issues, including Russia, trade, deficits,
immigration and the details of changing
the tax code. If these conflicts and
alternative facts continue, they could
stymie meaningful political initiatives
while leading to some significant
headlines and volatility.

Europe: Political season

Politics are again a factor in Europe,
with the potential for significant political
instability and volatility. Brexit is hitting
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a critical moment as Parliament is voting
to give the Prime Minister authority to
invoke Article 50, leading potentially to
considerable volatility as we approach the
final stage of the process. On top of that,
elections in France and the Netherlands
promise to be exciting, while Italy may
also face an early election due to a change
in the law.

Given that concerns about Europe are
mainly political rather than economic,

the associated volatility may provide
opportunities to buy in rather than sell out.

China: Improved export-to-GDP ratio

As with the developed markets, the
economic facts in China are largely
positive. Its export-to-GDP ratio has
fallen to historic lows, making it less
sensitive to international trade and
providing insulation from Trumponomic
shocks. Currently at 20%, it is in line
with India’s export-to-GDP ratio of 19%’
—the comparison is interesting because
India is normally considered relatively
immune to trade flows and China the
opposite, and indicates that China is

no longer as sensitive as it has been in
the past.

12/16/16
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diplomatic scenario
deteriorates further,
but MXN peso
displays resilience
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On the political front, however, the
administration’s suggestions that

China is protectionist combined with
tensions created by Trump’s direct
communications with Taiwan, breaking
the longstanding mutual agreement to
sidestep the sensitive Taiwan issue, raise
some concern about Trump triggering a
trade war with China.

Rest of Asia: Risks of protectionism

If the U.S. relationship with China
deteriorates into some form of trade war,
then Asian countries that are linked to
China could also suffer. Many of those
countries export manufactured goods
rather than raw material and would
thus be hit harder by any protectionist
policies in the U.S. For the moment,
global economic growth still makes
the outlook positive, but with a hint of
geopolitical caution.

EMEA emerging markets:
Still volatile

Although some investors have been
optimistic about EMEA emerging
markets, we remain neutral. Even though
the president himself may wish to be

5 Financial Times, 23 January 2017.
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more accommodative, there is good
evidence that there was some Russian
interference in the election and a great
deal of scepticism in Congress about
becoming friendlier with Russia. At the
same time, other emerging markets, such
as Turkey, continue to be quite volatile in
economic terms.

Latin America: From overreaction
to opportunity

The Mexican peso is interesting. It was
knocked down by the anticipation of
negative Trump policies, but with the
latest spat over President Pefia Nieto’s
U.S. visit, the peso actually stopped
dropping. There’s tentative evidence that
maybe the market overreacted to the
negative implications for Mexico of some
of Trump’s policies.

Latin America as a whole could continue
to be an interesting area despite the
negative outlook towards trade, simply
because it already reacted very sharply
and now seems to have stabilised. Many
of the Latin American countries tend to
be exporters of raw materials, which are
unlikely to be affected by protectionist
policies in the U.S. and are likely to
benefit from a growth in global economic
activity. With exceptions like Ecuador,
most of their currencies are not tied to the
dollar, which means interest rate increases
won’t automatically be transmitted to
them. The outlook for Latin America
seems quite good.
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Conclusion: Just the facts, please

Investors have reasons to be confused.
Although President Trump has shown
resistance to accepting facts as they are,
alternative facts have a tendency to be
resolved by real facts at some point. We
believe investors need to shift their focus
from alternative facts to the real facts

and possibly the damned facts. For now,
the strength of the underlying global
economy and strong signs of a rebound in
capital investment give investors plenty to
cheer about.

MORGAN STANLEY INVESTMENT MANAGEMENT 5



MACRO INSIGHT

IMPORTANT DISCLOSURES
This commentary is for use of Professional Clients only, exceptin the U.S.
where the material may be redistributed or used with the general public.

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.

Allinformation provided has been prepared solely for information 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 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.

Investing involves risks including the possible loss of principal. In general,
equity securities’ values also fluctuate in response to activities specific to
a company. 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 the current rising interest-rate
environment, bond prices may fall and may result in periods of volatility
and increased portfolio redemptions. Longer term securities may be more
sensitive to interest rate changes. In a declining interest-rate environment,
the portfolio may generate less income. Investments in foreign markets
entail special risks such as currency, political, economic, and market risks.
The risks of investing in emerging market countries are greater than risks
associated with investments in foreign developed countries. Real estate
investment trusts are subject to risks similar to those associated with the
direct ownership of real estate and they are sensitive to such factors as
management skills and changes in tax laws.

Charts and graphs provided herein are for illustrative purposes only. Past
performance is no guarantee of future results.

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 Indexis listed in U.S. dollars and assumes reinvestment of net dividends.
The Nikkei 225 Index is a price-weighted index of Japan's top 225 blue-chip
companies on the Tokyo Stock Exchange. The SPDR S&P Biotech ETF
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aims to track the performance of large U.S. company stocks for businesses
operating in the field of bio-technology. The STOXX Europe 600 Index
represents large, mid and small capitalization companies across 17 countries
of the European region: Austria, Belgium, Czech Republic, Denmark, Finland,
France, Germany, Ireland, Italy, Luxembourg, the Netherlands, Norway,
Portugal, Spain, Sweden, Switzerland and the United Kingdom.

The indexes are unmanaged and do not include any expenses, fees or sales
charges. Itis 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. .

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.

EMEA

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 or acted upon by
Retail Clients (each as defined in the UK Financial Conduct Authority's rules).

us.
NOT FDIC INSURED | NO BANK GUARANTEE | MAY LOSE VALUE | NOT
INSURED BY ANY 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 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 may not be circulated or distributed, whether directly or
indirectly, to persons in Singapore other than to (i) an accredited investor
(i) an expert investor or (jii) an institutional investor as defined in Section
4A of the Securities and Futures Act, Chapter 289 of Singapore (“SFA"); or
(iv) 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.

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