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The Main Causes of the Recent Market Correction AUTHORS
In our view, the sell-off was largely caused by two surprises, £
which we flagged in our 2018 outlook — namely, stronger than ‘jg,j
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expected inflation and an upward adjustment in bond yields. ‘ . I
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At a more granular level, the course of the sell-off can be described as Global Balanced Risk
follows: Equity markets started to sell-off last Monday, 29 January 2018 Control Team
after a very strong rally to start the year. In our view, initially the sell-off
could be attributed to end-of-month profit taking (the S&P 500 rallied Manfred Hui
7.5% in 4 weeks, while emerging market equities recorded double digit 4 Executive Director
gains) and recognition that bond yields had risen steeply over the » Portfolio Manager
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course of the month (yields rose 25bps between 31 December 2017 and ‘ z. Control Team

26 January 2018 when the market peaked)’. There may also have been

increased caution ahead of the January Federal Open Market

Committee (FOMC) meeting on 31 January.

The sell-off accelerated following the release of US Non-Farm Payrolls
data on Friday 2 February, which showed that average wage growth in
January grew at 2.9%Y0Y vs. expectations of 2.6% annual growth®. This
was the fastest wage growth recorded in the US in almost a decade. We
believe, the strength of this data caused markets to re-assess their view
on the pace of Federal Reserve rate hikes — consequently US 10-year
bond yields adjusted further to an YTD high of 2.85% while the sell-off in
equities accelerated®.

Finally, it is worth commenting on the magnitude of the moves in
markets over the past month. In our view, there is evidence that the
proliferation in products such as leveraged ETFs (which did not exist in
prior market cycles) may have amplified both the January rally and the
subsequent sell-off.

! Source: Bloom berg.
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IS THIS THE START OF A BEAR MARKET?

We do not think this is the start of a bear market and in our view the backdrop for equities remains
supportive. While we expect the Federal Reserve (the Fed) to follow through on its rate hike intentions, we
do not expect an increase in the number of rate hikes projected by the Fed (currently 3 rate hikes in 2018
and 3 in 2019). Moreover, while we expect US 10-year bond yields to rise above 3.0%, at this stage we do
not think that they will increase significantly above this level given ongoing quantitative easing (QE)
programmes in other markets (namely Japan) and strong demand for bonds from global sovereign wealth
and pension funds.

We expect equities to see further upside in 2018 for a number of reasons. Firstly, economic growth is
expected to continue to be robust in 2018 with accelerating growth in both emerging and developed
markets. Macro data releases over the past few days affirm this view - China’s Caixin Services PMI for
January reached a 3 year high (based on available data), Brazil’s services PMI moved back into
expansionary territory while US ISM non-manufacturing PMI hit a new cycle high of 59.9. Secondly,
earnings growth expectations remain robust and valuations (while not cheap) look relatively more
attractive following recent market weakness. Finally, while rising inflation is negative for bonds, it is not
necessarily negative for equities — real yields will stay low if inflation rises at the same pace as hominal
yields.

In summary, our longstanding concern around rising rates has materialised, while geopolitical risks have
fallen. Consequently, in our view, the sell-off constitutes an opportunity to selectively add to risk assets.

With specific reference to our mutual funds range, we have provided below the new target allocations of
each of our four Luxembourg SICAV Funds, as of 7 February 2018:

VOLATILITY TARGET EQUITY COMMODITIES FIXED CASH
P.A. % % INCOME % %
MS INVF Global Balanced Risk Control Fund 4% — 10% 57.5 3.0 39.00 0.50
MS INVF Global Balanced Income Fund 4% — 10% 57.0 3.0 325 7.5
MS INVF Global Balanced Fund 4% — 10% 57.5 3.0 38.5 1.00
MS INVF Global Balanced Defensive Fund 2% — 6% 28.5 2.5 66.00 3.00

Source: Global Balanced Risk Control team, Morgan Stanley Investment Management.
Allocations are subject to change on a daily basis and without notice.

MS INVF standards for Morgan Stanley Investment Funds.

1. Volatility targets are indicative ranges.

RISK CONSIDERATIONS

e Past performance is not a guarantee of future performance. The value of the investments and the
income from them can go down as well as up and an investor may not get back the amount
invested. 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.
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e The Asset Allocation strategies provide the
Investment Adviser with wide discretion to
allocate between different asset classes. From
time to time, the Asset Allocation may have
significant exposure to a single or limited
number of fixed income or equity asset classes.
Accordingly, the relative relevance of the risks
associated with equity securities, Fixed Income
Securities and derivatives will fluctuate over
time.

e Funds that specialise in a particular region or
market sector are more risky than those which
hold a very broad spread of investments. Where
portfolio concentration is in one sector it is
subject to greater risk and volatility than other
portfolios that are more diversified and the
value of its shares may be more substantially
affected by economic events in the real estate
industry.

e Investments in derivative instruments carry
certain inherent risks such as the risk of counter
party default and before investing you should
ensure you fully understand these risks. Use of
leverage may also magnify losses as well as
gains to the extent that leverage is employed.

e These investments are designed for investors
who understand and are willing to accept these
risks. Performance may be volatile, and an
investor could lose all or a substantial portion of
his or her investment.

e The value of bonds are likely to decrease if
interest rates rise and vice versa.

e The value of financial derivative instruments are
highly sensitive and may result in losses in
excess of the amount invested by the Sub-
Fund.

e 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.

e The fund relies on other parties to fulfil certain
services, investments or transactions. If these
parties become insolvent, it may expose the
fund to financial loss.

e There may be an insufficient number of buyers
or sellers which may affect the funds ability to
buy or sell securities.

e There are increased risks of investing in
emerging markets as political, legal and

operational systems may be less developed
than in developed markets.

¢ The derivative strategy aims to increase the
income paid to investors, but there is potential
for the fund to suffer losses.

o Commodity investments can change
significantly and quickly in value as a large
variety of factors affect them.

DEFINITIONS

PMI (Purchasing Managers’ Index) data: Further details can be
found on the website:
https://lwww.markiteconomics.com/Survey/Page.mvc/AboutPMIData

The US ISM non-manufacturing PMI is provided by the Institute for
Supply Management. The reports and further detail can be found on
the website:
https://www.instituteforsupplymanagement.org/certification/content.cf
m?ltemNumber=28965&navitemNumber=30165&SS0O=1

DISTRIBUTION

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. 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
Conduct Authority in the United Kingdom. Switzerland: Morgan
Stanley & Co. International plc, London, Zurich Branchl Authorised
and regulated by the Eidgendéssische 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.

Financial intermediaries are required to satisfy themselves that the
information in this document is suitable for any person to whom they
provide this document in view of that person’s circumstances and
purpose. MSIM shall not be liable for, and accepts no liability for, the
use or misuse of this document by any such financial intermediary. If
such a person considers an investment she/he should always ensure
that she/he has satisfied herself/himself that she/he has been properly
advised by that financial intermediary about the suitability of an
investment.

HONG KONG

This communication 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.

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

© 2018 Morgan Stanley. All rights reserved.
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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. In particular, for investment funds
that are not authorized or recognized by the MAS, units in such funds
are not allowed to be offered to the retail public; any written material
issued to persons as aforementioned in connection with an offer is not
a prospectus as defined in the SFA and, accordingly, statutory liability
under the SFA in relation to the content of prospectuses does not
apply, and investors should consider carefully whether the investment
is suitable for them.

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.

IMPORTANT DISCLOSURES

EMEA: This 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

The Morgan Stanley INVF are not authorised for distribution in
the United States and may not be purchased by U.S. citizens or
residents other than in accordance with the laws of the U.S.

This document contains information relating to the sub-fund ("Fund")
of Morgan Stanley Investment Funds, a Luxembourg domiciled
Société d’Investissement a Capital Variable. Morgan Stanley
Investment Funds (the “Company”) is registered in the Grand Duchy
of Luxembourg as an undertaking for collective investment pursuant
to Part 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 Morgan Stanley Investment Funds should
not be made without first consulting the current Prospectus, Key
Investor Information Document, Annual Report and Semi-Annual
Report (‘Offering Documents'), or other documents available in your
local jurisdiction, which are available free of charge from the
Registered Office European Bank and Business Centre, 6B route de
Tréves, L-2633 Senningerberg, R.C.S. Luxemburg B 29 192.

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

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.

All information 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 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.

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.

© 2018 Morgan Stanley. All rights reserved.
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