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“What did we get right?” That's the question
on the minds of asset managers as they write
their outlooks for the past year. In our
December outlook, 2018: Expect the
Unexpected, we predicted possible surprises
this year in inflation and volatility. Since these
surprises came to fruition in February, we Andrew s Lead Portfolio Manager for the

decided to step back and interpret what they Global Balanced Risk Control Strategy (GBaR).
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Stocks rally — until inflation becomes a concern

The theory behind secular stagnation is that the economy
grows very slowly, and as a result, inflation and bond yields
stay contained. Within a few years, the economy potentially
stumbles into a recession. Instead, strong economic numbers,
and positive consumer sentiment helped fuel an explosive
stock market rally in January. Fuelled by the U.S. tax bill and
a lot of very positive sentiment, a chart of the January rally
looks like a trajectory for Elon Musk’s Falcon Heavy rocket
ship (Display 1).

At the end of January, higher-than-expected payroll numbers
and wage growth surprised investors. Most believed that the
global economy would shuffle along slowly, with inflation
remaining in negative territory. But the payroll and wage data
raised the prospect of higher inflation, fuelling concerns that
the Federal Reserve (Fed) would tighten rates and create more
headwinds for equities. The changed outlook helped cause
stocks to tumble (Display 1).
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The positive labour report also caused
the yield curve to steepen. Many
investors—who had been positioned
for a flattening yield curve—started
reversing that trade, triggering a
significant sell-off in the bond market.
This may have finally broken a
30-year trend of declining bond yields
(Display 2).

Sell-off amplified by a surprise

in volatility

Simple panic selling and repositioning
were likely the primary triggers of

the sell-off. But we believe investors’
short positions in VIX' futures—a
widespread strategy in late 2017 for
those anticipating a low volatility
environment—amplified the effects. As
the market traded lower, the VIX rose
and these short positions came under
pressure. Investors had to close them out
by buying them back, which drove VIX

prices even higher.

The Euro Stoxx 50 Volatility Index
(VSTOXX)?, another volatility index,
is usually higher than the VIX.
Interestingly, on 6 February, the
intraday peak of the VSTOXX was
only 32, while the VIX was 50.2.%
‘This underscores our belief that existing
short positions in the VIX—and the
subsequent need to cover them after
the sell-off — placed upward pressure
on the VIX, amplifying the volatility
in the markets.

The VIX and the equity market tend to
be inversely correlated, so investors who
want to help protect against a rising
VIX might be tempted to hedge their
risk. But this would also exacerbate
downward pressure on the stock market

(Display 3).

What does this mean for equities?
The sell-off in equities drove the
12-month forward PE ratios down
from over 19.0x to about 16.8x,
making valuations somewhat more

NP OB NWD OO

DISPLAY 1

Rocket ship performance, then profit taking
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Source: Bloomberg, Datastream for the S&P 500° Index. Data as of 8 February 2018. The index performance
is provided forillustrative 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.

DISPLAY 2
An end to the 30-year era of declining bond yields?
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Source: Bloomberg, Datastream. Data as of 8th February 2018. U.S. Real Yields are based on U.S.
10-Year Treasuries adjusted for actual inflation, which is based on the Consumer Price Index (CPI).
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DISPLAY 3

Stock prices and volatility tend to move in opposite directions
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Source: Bloomberg, Datastream for the S&P 500° Index and the Chicago Board Options Exchange
(CBOE) Market Volatility Index (VIX). Data as of 8 February 2018. The index performance is provided
forillustrative 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.

"The Chicago Board of Exchange (CBOE) Volatility
Index® (VIX®) measures expectations of 30-day
volatility, based on the implied volatilities of a
range of S&P 500 index options.
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2 \/STOXX Indices are based on EURO STOXX
50 real-time options prices and are designed to
reflect the expectations of volatility

3 Source: Bloomberg
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attractive. Meanwhile, we see little
that would stop global economic
momentum other than a sharp
spike in real (versus nominal)
interest rates, which could drive
borrowing costs higher.

We expect bond yields* to climb
above 3%. If they hit 3% and
inflation rises to 2%, real yields
will be around 1%. With real
yields averaging 1.6% over the

last 20 years, this is not high from
a historical perspective. Also,
comparing valuations and real yields
reveals that forward PEs have risen
noticeably faster than real yields in
recent years. This suggests that real
yields could potentially climb a fair
amount before putting pressure on

forward PEs (Display 4).

If interest rates rise dramatically, real
yields can change quickly. For now,
in the absence of a sudden rise and
without an uptick in inflation, we
do not see real yields rising higher
than 1.5%. Given that the Institute
of Supply Management (ISM) data
recently hit cyclical highs, it is
unlikely that real yields in the
1.0-1.5% range would be enough to
slow the economy down (Display 5).

Monetary policy: All about
managing expectations
Although an unexpected change in
Fed policy could cause rates to jump,
the Fed places a high premium on
transparency and predictability.

It has made it clear that it projects
three or four hikes this year and
three next year; the market has
arguably been slow to price in those
already-stated views. Given how
concerned central banks are about
upsetting the markets, it seems
unlikely that the Fed, the European
Central Bank (ECB) or the Bank
of Japan (Bo]) would dramatically
change their stated policies.

SECULAR STAGNATION: R.I.P.

DISPLAY &
Real yields of 1.0-1.5% are not enough to compress PE multiples

== 20-Year Median US 10-Year Real Yield
== 20-Year Median 12m Fwd PE (right scale)

== US 10-Year Real Yield (based on breakeven inflation)
S&P 500 12m Fwd PE (right scale)

The index performance is provided for illustrative purposes only and is not meant to depict the
perfomance of a specific investment. Past performance is no guarantee of future results. See
Disclosure section for index definitions. Forecasts/estimates are based on current market conditions,
subject to change, and may not necessarily come to pass.

DISPLAY 5
New orders fly as manufacturing output reach cyclical heights
YoY Annualised
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Source: Bloomberg, DataStream. Data as of 8 February 2018. S&P 500 Index. ISM data is
provided by the Institute for Supply Management. The reports and further detail can be found
on the website: https://www.instituteforsupplymanagement.org

Continued quantitative easing in inflationary pressure. The Fed itself
Japan and, to a lesser extent, Europe
may suppress U.S. bond yields.

Although we believe that rates are

is also a source of pressure, since it’s
currently sitting on huge excess reserves
that could flow into the U.S. economy.
Inflation may surprise on the upside
this year both in terms of Consumer
Price Index (CPI) and wage increases.

likely to experience an upward trend
from here, that pace may slow a

bit when rates hit 3%, barring an
unexpected change in policy.

One of the notable changes in the
underlying U.S. economy has been
growth in the capital investment. Not
surprisingly, it’s beginning to ignite

Inflation: Building steam,

but slowly

As we predicted one year ago in
our market outlook “Runaway
Train”, higher wages, rising rates
and accelerated growth are feeding

wage inflation. The good news is that
this business spending is also starting to
improve productivity (Display 6).

#U.S. 10-Year Treasure bond yields
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Both valuations and consumer
sentiment may be at high levels,
but with stable real yields, rising
productivity and “normalised”
valuations, the equity outlook is
not necessarily negative—as long as
economic growth continues.

The bigger risk, however, is for

bonds. Aside from inflation-protected
securities, bonds are priced in nominal
yield rather than real yield terms.
Even if real yields don’t rise— because
inflation keeps pace with the rise in
bond yields—regular bond prices will
suffer if nominal yields rise.

Europe: Stronger euro may hurt
large caps

Although Europe’s economy is
strengthening, there are some
potential downsides: Faster-than-
expected rate hikes could cause a
spike in the euro, which could hurt
large European companies that rely
on exports. However, small to mid-
cap companies are less exposed to a
higher euro.

In Europe, as in the United States,
higher rates are likely to affect yield-
secking investors adversely. In Europe,
though, inflation may be more muted
because rising currency tends to
depress domestic inflation. A higher
euro would also reduce pressure on the
European Central Bank to raise rates
faster than expected.

Japan: Likely to continue
quantitative easing

Sustained quantitative easing in

Japan has kept rates low, and inflation
appears tame. The Bank of Japan wants
to encourage some level of inflation,
which has been difficult to achieve
with a strong yen. Japan’s desire to
offset the strength of the yen seems

to suggest that it will continue its
quantitative easing programme. As in
Europe, small-cap companies in Japan
are likely to benefit from economic
growth more than the export-driven
large-cap companies.
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DISPLAY 6

Capital expenditure growth can drive wage inflation—but also boost productivity
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Source: Federal Reserve Bank of Atlanta, Bureau of Economic Analysis. Data as of 8 February
2018. Total Factor Productivity is a measure of the efficiency of all inputs to a production process.

China: Still in control

The Chinese government appears to
be quite serious about dealing with
excess leverage and has closed down
unprofitable businesses. This tends to
stall growth in a nominal sense, but it
can increase long-term profitability. The
Chinese yuan strengthened quite a bit
until very recently, which may reflect a
policy decision to reduce pressure from
the United States on trade issues.

Emerging markets: Beneficiaries of
global growth

Emerging markets are likely to
continue to benefit from strong global
growth. There is a tendency for

the energy sector to prosper at this
stage in the economic cycle. With
stable energy prices, it’s reasonable
to expect positive growth for

those emerging markets with more
energy exposure.

Political risks remain

Significant political risks are likely
to continue in emerging markets,
particularly in Latin America.
Elections in Brazil, Mexico, and
Venezuela could act as a destabilising
force because some of the candidates
are running on populist platforms,
and doctrinaire policy could

affect the economy. Tensions in

the Korean Peninsula appear to

be easing amid more positive
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dialogue. Although political risks have
lessened in Europe, they are likely

to heat up in the U.S. as ongoing
partisan politics gather steam during
the mid- term elections.

Summary: Expect volatility
against a backdrop of

global growth

The dramatic market correction in
February confirmed the surprises we
predicted in inflation and volatility.
However, we don’t see a reason to
be overly concerned about equities,
as long as the U.S. economy keeps
churning along as its current pace.

The bigger risk is for bonds. Higher
wages, rising rates and accelerated
growth are feeding inflationary
pressures. But because inflation is
slow to shift into gear, we don’t expect
it to accelerate until next year. Aside
from inflation-protected securities,
bonds are priced in nominal yield
rather than real yield terms. Even

if real yields don’t rise— because
inflation keeps pace with higher bond
yields — regular bonds could suffer
from rising nominal yields.

For the rest of 2018, we expect a
continuation of global economic
growth and corporate earnings.
Clearly, it appears we are nearing
the end of secular stagnation.



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.
Equity and foreign securities are
generally more volatile than fixed
income securities and are subject to
currency, political, economic and market
risks. Equity values fluctuate in response
to activities specific to a company. 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

SOLUTIONS & MULTI-ASSET |
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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

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. The Chicago Board
Options Exchange (CBOE) Market Volatility (VIX) Index shows the
market's expectation of 30-day volatility. Exchange-traded products
(ETP) are a type of security that is derivatively priced and trades intra-
day on a national securities exchange. ETPs are priced so the value is
derived from other investment instruments, such as a commodity, a
currency, a share price or an interest rate. 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. 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. 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
Volatility Index (VIX) is the ticker symbol for the Chicago Board Options
Exchange Market Volatility Index, a popular measure of the implied
volatility of S&P 500 index options. It represents one measure of the
market's expectation of stock market volatility over the next 30-day
period. The VIX is quoted in percentage points and translates, roughly,
to the expected movement in the S&P 500 index over the next 30-day
period, which is then annualized. The Euro Stoxx 50 Volatility Index
(VSTOXX), which is the “European VIX" measures implied volatility of
near term options on the EuroStoxx 50 index (Eurozone blue chip stock
index with very liquid futures and options). Like the VIX, the VSTOXX
is calculated from two expiration months, interpolated to get constant
30-day maturity. The Consumer Price Index (CPI) is a measure that
examines the weighted average of prices of a basket of consumer goods
and services, such as transportation, food and medical care. The CPlis
calculated by taking price changes for each item in the predetermined
basket of goods and averaging them; the goods are weighted according
to their importance. Changes in CPI are used to assess price changes
associated with the cost of living. Yield is the annual percentage rate
of return earned on a security.

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.

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.
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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,
506507, 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 1T1096HA, 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 Branchl Authorised and regulated by the
Eidgendssische 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
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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 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 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 aninvitation for subscription or purchase, whether directly
or indirectly, to the public or any member of the publicin Singapore other
than () 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. 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.

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
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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.

Allinvestments involve risks, including the possible loss of principal. 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.

The views and opinions expressed are those of the portfolio management
team at the time of writing/of this presentation and are subject to change at
any time due to market, economic, or other conditions, and may not necessarily
come to pass. These comments are not representative of the opinions and
views of the firm as a whole. Charts and graphs provided herein are for
illustrative purposes only.

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 (@)
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'
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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