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Performance Review
In the one month period ending 31 December 2018, the Fund’s Z shares returned -0.08% (net of fees)1.
The overweight and allocation mix to European investment grade (IG) added to performance, driven mainly by the allocation to
industrials (basic industry, consumer non-cyclicals and energy) and utilities, as issuer selection helped in these subsectors
despite slightly wider spreads for these industries. The high yield allocation also had a positive impact on performance, while
government-related bonds detracted from performance, as higher-rated credit saw some spread widening.
While the broad allocation to euro rates detracted, positioning in Italian rates added to performance as yields fell across the
curve thanks to the fiscal budget agreement with the European Union (EU). Short U.S. dollar rates positioning had a negative
impact on performance, as the anticipation of a softer Federal Reserve (Fed) policy landing drove U.S. yields lower across the
curve. Long Australian dollar rate positioning also added to performance. Currency positions had a negative impact on
performance during the month. The long British pound and the short U.S. dollar positions added to performance, while South
African rand positioning detracted.

Market Review
December was a mixed month for fixed income assets. The broadly anticipated rate hike in the U.S. had a lesser impact on the
rates market than the acknowledgment by the Fed that tighter financial conditions may slow the U.S. economy. The more
dovish stance of the Fed led Treasuries 30 basis points (bps) tighter across the curve (28 bps lower on the 30-year maturity),
with a positive spill-over effect on the broader dollar and emerging market blocs. The agreement between the EU and Italy on
the Italian budget helped European sovereign rates to rally, with Italian government bonds lower across the curve (37 bps, 53
bps and 47 bps lower on the 2-, 5- and 10-year maturities, respectively); peripherals were also positively impacted, with Spanish
and Portuguese benchmarks 9 bps and 11 bps lower, respectively. EU core government bonds also performed well, with German
bund 10-year yields down 7 bps, while France saw OAT 10-year yields 3 bps higher, as the Gilets Jaunes riots led President
Macron to increase 2019 budget deficit targets. Ten-year U.K. gilts were 9 bps lower in the month, as perceived a safe haven
amid Brexit negotiations, which don’t seem to find a positive direction of travel, even after Theresa May’s victory of the
confidence vote early in the month. We saw continued weakness in oil prices, as West Texas Intermediate crude closed the
month down 22% (down 38% in the fourth quarter) and equities touched bear market territory, with the S&P 500 Index down
9.2% in the month – led by the tech sector – and down 20.06% from intraday peak of September 21 to Christmas Eve’s closing.
In credit, European IG spreads were 3 bps wider in December, closing the month at 152 bps and 65 bps wider for the year.
Spreads were relatively quiet during the month, as secondary markets seemed to have finally repriced to their new level after
the October and November widening (which brought the cash IG index, the Markit iTraxx Europe Index, 37 bps wider in the last
quarter). Sterling IG credit (+3 bps) performed in line with EU IG credit, while U.S. IG spreads were 16 bps wider, suffering from
turbulence in U.S. equity markets. In Europe, industrials (+4 bps) underperformed utilities (+1 bp) and financials (+1 bp), with
spread widening broad based across sub-sectors. December was a quiet month on the issuance side due to seasonal slowness
approaching year-end, with liquidity declining both on primary and secondary markets. December gross issuance amounted to
€6 billion (€1 billion in financials and €5 billion in non-financials), down from €48.6 billion in November. Sterling gross issuance
was very weak in December, with only £0.3 billion in financials, down from £2.5 billion in November.
The U.S. yield curve initially flattened for the same reasons as it did earlier in the year – expectations of the Fed steadily hiking
rates with a subdued inflation backdrop and falling term premium. Towards the end of the month, however, the 2-year/10-year
curve reversed much of this flattening and steepened to end the month approximately where it started. Breakeven inflation
rates fell significantly across the curve in December based on expectations of slowing growth in 2019 and falling oil prices. U.S.
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Treasury inflation-protected securities (TIPS) valuations are approaching fair value, but we do not believe oil and equity markets
have bottomed. In addition, momentum in the asset class is very negative. We expect that TIPS need to trade cheaper before
generating significant investor interest.
The December Federal Open Market Committee (FOMC) meeting garnered significant attention from market participants.
While the FOMC hiked the federal funds rate, as expected, to 2.25% to 2.50%, all eyes were on the changes to the Economic
Projections versus September. There were three key changes:
1. The long-run Fed policy rate projection fell from 3.0% to 2.8% (sub 3% is the key message);
2. Core inflation as measured by the Personal Consumption Expenditure Price Index is now projected to hit the targeted 2%,
down from the above target level of 2.1%; and
3. The unemployment rate is projected to remain stable at 3.5%, rising only to 3.8% by 2021, but below the FOMC’s long-run
forecast of 4.4%.
The FOMC is communicating through their Summary of Economic Projections that we are at full employment and inflation is at
target and under control. In other words, their dual mandate has been fulfilled for the time being. The Fed believes it is
engineering a soft landing, and will now pause, but market pricing, when including term premia, is indicating the possibility of
another hike. This is a signal that officials are still optimistic about the U.S. economy. On the political front, President Trump
shifted course on the 2019 spending bill. He reverted to his original position that he would only sign a bill that included $5
billion of funding for a border wall, starting a partial government shutdown at midnight on December 22.
In the U.K., the political environment has become increasingly complex. However, fundamentally very little has changed. Prime
Minister May delayed the Withdrawal Agreement vote in the House of Commons to January due to a lack of sponsorship, and
there is still no agreement on the backstop for the Irish border. While PM May survived a vote of no-confidence from rebel
Conservatives triggered by widespread opposition to her Brexit deal, she only succeeded by pledging to step aside before the
next general election. U.K. Brexit uncertainties and weakening economic data led U.K. markets to remain volatile in early
December. The market has progressively priced out the probability of the Bank of England Monetary Policy Committee (MPC)
hiking rates. The first 25 bps rate hike from the MPC is now not expected until mid-2020. Labour market data continues to be
the only positive data in the U.K. Headline wage growth accelerated to 3.3% year-over-year, a level that the MPC has stated is
compatible with them delivering their inflation objectives. More forward-looking data looks notably weak. In this context, U.K.
yields fell modestly versus their U.S. counterparts in December. The 5-year fell 4 bps lower to 0.90% and the 10-year fell 9 bps
to 1.36%.
In the eurozone, the much-anticipated European Central Bank (ECB) meeting on December 12 was uneventful. ECB President
Draghi’s message on the euro area macro outlook was ‘continuing confidence with increasing caution’. Despite downward
revisions to the growth and inflation outlook, the ECB confirmed that quantitative easing will stop at year-end. In midDecember, Rome and Brussels struck a deal over Italy’s 2019 budget, ending the two-month impasse. The agreed upon budget
has Italy with a 2019 budget deficit of 2.04%, versus the original budget deficit of 2.4% presented by Rome. This led Italian
nominal yields to fall considerably during December. The 5-year and 10-year yields fell 53 and 47 bps, respectively.

Portfolio Activity
We added back duration to the portfolio by removing short exposure to British pound rates.

Strategy and Outlook
Strategy:
The Fund is overweight to credit. In particular, it holds high-quality corporate hybrids and subordinated financials (a mixture of
banks and insurance companies in the lower Tier 2 part of the capital structure of systematically important institutions). It is
also overweight to industrials and utilities.
The Fund has a small overweight to duration of 0.29 years.
In currency markets, the Fund is short the U.S. dollar and Mexican peso, and it is long the South African rand, Brazilian real,
British pound, Egyptian pound, Australian dollar, New Zealand dollar and Polish zloty.

Outlook:
U.S. growth is likely to be lower in 2019 as the fiscal impulse wears off and the lagged effect of higher rates bite, but not
collapse. Recent speeches from the Fed policymakers give us further confidence that they are cognizant of the risk of overtightening and the need to move (at some point in the near future) to a more data-dependent policy. The Fed wants to contain
inflation risk; it does not want to cause a hard landing/recession. It is therefore likely that the market may also acknowledge

that the peak in the U.S. Treasury 10-year yield is likely to be below 3.50% and the low likely above 2.50%. In the shorter term,
despite the dip lower towards the end of December, we believe that the U.S. 10-year Treasury yield is likely to spend a majority
of the time between 2.75% and 3.25% for the next several months.
A longer-term risk is a wider band for Japanese government bond yields, as the Bank of Japan (BoJ) adjusts the yield curve
control policy. This could introduce more volatility and create an upward push for risk-free rates. But, for now, the BoJ does not
appear to be in a rush. Ultimately, we see market uncertainty revolving around whether the end of the Fed tightening cycle will
produce a soft, bumpy or hard landing and whether China’s stimulus policies enacted in 2018 (and likely continuing into 2019)
will stabilise its economy in 2019. Additional considerations reside with Europe and Brexit – political risks that are difficult to
value.
In the eurozone, the ECB will likely continue to diverge from the Fed’s monetary policy, providing support for low eurozone
bond yields. Weaker economic growth in 2018, along with lower oil prices, has caused the market to price the first ECB rate
hike to now only happen in early 2020. We expect the ECB, which is very focused on the path of ‘underlying’ inflation in the
eurozone economy, will raise rates earlier than the market currently prices because of the pick-up in wage inflation which
started in the second quarter of 2018. In other words, the ECB will remain committed to the view that rising wage pressure will
cause inflation to return to the ECB’s target level. It also sees the economic weakness in 2018 as transitory.
In terms of currencies, we expect the U.S. dollar to weaken modestly in 2019. In the year ahead, we expect the Fed policy cycle
to peak at 3% and U.S. growth rates to weaken. With the peak in both growth and rates behind us, the U.S. dollar may readjust
to lower levels.
For further information, please contact your Morgan Stanley Investment Management representative.
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Past performance is not a reliable indicator of future results. Returns may increase or decrease as a result of currency
fluctuations. All performance data is calculated NAV to NAV, net of fees, and does not take account of commissions and costs
incurred on the issue and redemption of units. The sources for all performance and Index data is Morgan Stanley Investment
Management. Please visit our website www.morganstanley.com/im to see the latest performance returns for the
fund’s other share classes.
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Rewards
The risk and reward category shown is based on historic data.
Historic figures are only a guide and may not be a reliable
indicator of what may happen in the future.
As such this category may change in the future.
The higher the category, the greater the potential reward,
but also the greater the risk of losing the investment.
Category 1 does not indicate a risk free investment.
The fund is in this category because it invests in fixed
income securities and the fund's simulated and/or realised
return has experienced medium rises and falls historically.
The fund may be impacted by movements in the exchange
rates between the fund's currency and the currencies of
the fund's investments.
This rating does not take into account other risk factors
which should be considered before investing, these include:
The value of bonds are likely to decrease if interest rates
rise and vice versa.
The value of financial derivative instruments are highly
sensitive and may result in losses in excess of the amount
invested by the Sub-Fund.

Issuers may not be able to repay their debts, if this
happens the value of your investment will decrease. This
risk is higher where the fund invests in a bond with a lower
credit rating.
The fund relies on other parties to fulfill certain services,
investments or transactions. If these parties become
insolvent, it may expose the fund to financial loss.
There may be an insufficient number of buyers or sellers
which may affect the funds ability to buy or sell securities.
Investment in Fixed Income Securities via the China
Interbank Bond Market may also entail additional risks,
such as counterparty and liquidity risk.
There are increased risks of investing in emerging markets
as political, legal and operational systems may be less
developed than in developed markets.
Past performance is not a reliable indicator of future
results. Returns may increase or decrease as a result of
currency fluctuations. The value of investments and the
income from them can go down as well as up and
investors may lose all or a substantial portion of his or her
investment.
The value of the investments and the income from them
will vary and there can be no assurance that the Fund will
achieve its investment objectives.
Investments may be in a variety of currencies and therefore
changes in rates of exchange between currencies may
cause the value of investments to decrease or increase.
Furthermore, the value of investments may be adversely
affected by fluctuations in exchange rates between the
investor’s reference currency and the base currency of the
investments.
Please refer to the Prospectus for full risk disclosures. All
data as of 31 December 2018 and subject to change daily.

INDEX INFORMATION
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.
The Markit iTraxx Europe Index comprises 125 equally
weighted credit default swaps on investment grade European
corporate entities, distributed among 4 sub-indices: Financials
(Senior & Subordinated), Non-Financials and HiVol.
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Limited. Registered Ofﬁce: The Observatory, 7-11 Sir John
Rogerson's, Quay, Dublin 2, Ireland. Registered in Ireland
under company number 616662. Regulated by the Central
Bank of Ireland. 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,
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Australia: This publication is disseminated in Australia by
Morgan Stanley Investment Management (Australia) Pty
Limited ACN: 122040037, AFSL No. 314182, which accepts
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. 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
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applicable provision of the SFA. In particular, for investment
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aforementioned in connection with an offer is not a
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under company number 616662. Authorised and regulated
by Central Bank of Ireland. (“MSIM Ireland”).
This document contains information relating to the sub-fund
("Fund") of Morgan Stanley Investment Funds, a Luxembourg
domiciled Société d’Investissement à 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 1 of the Law of 17th December
2010, as amended. The Company is an Undertaking for
Collective Investment in Transferable Securities (“UCITS”).
Applications for shares in the Fund 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 jurisdiction which is
available free of charge from the Registered Ofﬁce: European
Bank and Business Centre, 6B route de Trèves, L-2633

Senningerberg, R.C.S. Luxemburg B 29 192. In addition, all
Italian investors should refer to the ‘Extended Application
Form’, and all Hong Kong investors should refer to the
‘Additional Information for Hong Kong Investors’ section,
outlined within the Prospectus. Copies of the Prospectus,
KIID, the Articles of Incorporation and the annual and semiannual reports, in German, and further information can be
obtained free of charge from the representative in
Switzerland. The representative in Switzerland is Carnegie
Fund Services S.A., 11, rue du Général-Dufour, 1204 Geneva. The
paying agent in Switzerland is Banque Cantonale de Genève, 17,
quai de l’Ile, 1204 Geneva. The document has been prepared
solely for informational purposes and does not constitute an
offer or a recommendation to buy or sell any particular
security or to adopt any speciﬁc investment strategy.
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 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. Holdings, countries
and sectors/ region weightings are subject to change daily. All
information provided is for informational purposes only and
should not be deemed as a recommendation to buy or sell
securities in the sectors and regions referenced. Information
regarding expected market returns and market outlook is
based on the research, analysis, and opinions of the team.
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 Management investment. Past
performance is no guarantee of future results.
All investments 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 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 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 Ireland 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 Ireland 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 Ireland’s express written consent.
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