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Q3 2018 Review and Update:  

Sell-off or correction? 
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2018 has brought the return of volatility. The first volatility spike 

came at the beginning of February when we had stronger-than-

expected inflation and an upward adjustment in bond yields. 

The market experienced further bouts of volatility at the end of 

March, when the first of the US/China trade tariffs were 

announced.  During the second week of October, markets 

experienced yet another spell of heightened volatility, triggered 

by investors’ realisation of the likely extent of U.S. 

monetary  policy tightening, which impacted both fixed income 

and equity. 

Year-to-date, our flagship MS INVF Global Balanced Risk 

Control Fund has returned 0.08%1, partly reflecting the equity 

sell-off at the start of the year and the defensive positioning with 

a low equity allocation, which we implemented throughout most 

of Q3, due to our concerns of the impact of trade tensions on 

global growth. 

Given recent market volatility, we reflect on the year so far and 

explain our latest positioning. 

2018 has been a year of U.S. outperformance versus the Rest of the World (RoW) 

The U.S. market has been amongst the strongest performing equity markets in 2018 and if we account for 

the U.S. dollar strength, the U.S. market has been one of the top returning G20 markets2. This 

outperformance is not entirely surprising, as market volatility in recent months has been squarely located 

                                                           
1
 Gross, in euro terms, cumulative to 30 September 2018. 

2
 Source: Datastream.  
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outside the U.S. and the U.S. has been seen as a “new safe haven”. In Europe, investors have had 

multiple concerns including the impact of Brexit, Italian fiscal policy and the risk of contagion of a default in 

Turkish debt to European banks. Asian Emerging Markets (EM) and Japan have been hurt by slowing 

growth in China, worsened by the impact of the escalating China-U.S. trade war. Sharp depreciations in 

EM FX have also put EM assets under pressure. Compared to the RoW, the U.S. has continued to 

release strong economic data. The net effect has been outflows from European, Japanese and EM 

assets, and inflows to safe haven U.S. assets during this period of uncertainty. This has resulted in 

extreme levels of bullishness in the U.S. dollar and U.S. equities, causing lofty relative U.S. valuations.  

This has been particularly true for the technology sector, the largest sector in the S&P 500, but also for 

other U.S. growth sectors, namely the consumer discretionary sector. Nonetheless, we believed that the 

divergence between the U.S. and the RoW, which had been increasing since May 2018, would not 

continue indefinitely. In September, we started to see some economic data (Chart 1) indicating the first 

signs of the potential for slower growth in the U.S. After hitting a cycle peak in February 2018, future 

capital expenditure intentions of U.S. businesses, as measured by the Federal Reserve Bank of 

Philadelphia diffusion index, have started to deteriorate. This slowdown in investment potentially caused 

by uncertainty from trade tensions could manifest itself in lower growth figures in the coming quarters. 

Chart 1: Lower business capex intentions in 20183 

 
 

 

                                                           
3 Source: Datastream, Federal Reserve Bank of Philadelphia. Data as of 28 September 2018. Current Employment; 
Diffusion Index for FRB - Philadelphia District, retrieved from FRED, Federal Reserve Bank of St. Louis; 
https://fred.stlouisfed.org/series/NECDFSA066MSFRBPHI. Forecasts/estimates are based on current market 
conditions, subject to change, and may not necessarily come to pass. 
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What happened in October? 

In October, our concerns were realised when the Fed indicated they might tighten monetary policy, 

beyond normalisation, triggering market volatility. Rising bond yields have contributed to the move down, 

but in our view investors may also finally be questioning whether U.S. earnings truly are immune to 

slowing global growth and rising input costs. Top-line revenue growth may slow due to weaker China 

growth and related pullback in business capital expenditures, both driven partly by U.S/China trade 

tensions. At the same time, margins may come under pressure from a very tight labour market 

(unemployment is a 49 year low4) and rising wage costs coupled with other rising input costs, namely: raw 

materials, higher oil price and rising freight cost inflation.  

Events to watch  

There are a number of events creating uncertainty in the market and which we believe are key to assess if 

we experienced a sell-off or correction in the market. We are monitoring these closely to ascertain their 

possible impact, both in the coming weeks and in the following months. These include: 

U.S. earnings 

Until recently, the U.S. had escaped negative earnings revisions, unlike Europe, the UK and Japan. We 

are just at the beginning of the reporting season and this will run to the beginning of November. The 

forward guidance provided by US corporates will be key to market sentiment and will likely dictate whether 

a retracement is likely or if we will continue to see a decline in equities. In our view, U.S. equities are likely 

to face further downside in the short term.   

U.S. mid-term election, possible results and implications 

We believe a key-risk is the U.S. mid-term election – once this has passed (and whatever the results), we 

will have greater clarity whether the Trump administration will have the scope to pursue key policy 

objectives.   

President Trump may manage to keep his majority, but in our opinion the more likely scenario is one 

where the U.S. ends up with a split Congress and this could be the most positive outcome for the markets. 

Given that tariffs could be seen as being partly politically-motivated, this could mark a watershed in trade 

tensions, or allow the administration to think more constructively about the economy in the two remaining 

years before the 2020 elections. 

On the other hand, we could have a scenario where we experience a major political change, with the 

Democrats winning both the House and the Senate and this could lead to a less market-friendly outcome. 

Under this scenario we could possibly experience an increase in regulations (related to social media, the 

oil and gas sector and climate change,) and a possible increase in taxes targeting the wealthier end of the 

population. 

 

 

                                                           
4 Source: Reuters. 
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U.S./China trade negotiations 

Sentiment has deteriorated sharply with strong outflows from Chinese equities. However, as the trade war 

between China and the U.S. continues, we do not expect a turn in sentiment in the near term. 

Compounding this is the fact that trade tensions are coinciding with a particularly vulnerable period for the 

Chinese economy as the government transitions from an investment driven economy to one focused on 

consumption.  

Further rate increase 

The recent run up in the 10-year U.S. bond yields was the immediate catalyst in the spike in equity 

volatility. It is worth recalling that rising bond yield also appeared to spark the February correction. 

Inflation could be a headwind, justifying further Fed rate increases, which in turn could result in even 

higher bond yields and further volatility. 

Possible results of the Mueller investigation 

Given the proximity of the U.S. mid-term elections, we believe that Robert Mueller is likely to be cautious 

and avoid any perception of election interference, meaning that the results of his investigation may be 

presented only after 6 November 2018. If the results are unfavourable or represent a threat to President 

Trump, this could cause more volatility in the markets. This is because the President has passed 

substantially business friendly regulation and this could reverse if his influence is diminished. 

Recent fund positioning and opportunities to move back into equity 

In September we increased our equity positioning as we believed trade tensions had eased, especially 

after President Trump announced trade tariffs on China, which were less punitive than previously 

indicated and compared with what the market had anticipated. This led us to increase our position in 

equities especially in Europe and Japan, in relative terms to the U.S. With respect to Japan, the de-

escalation of the U.S.-China trade war was supportive of Japanese equities. Fundamentals were 

improving as the trends in Japanese earnings were supportive (12-month forward EPS growth 

expectations are rising). At the same time sentiment was improving and Japan proved to be a likely 

beneficiary of the convergence trade between the U.S. and the rest of the world. On the other hand, 

European valuations looked attractive and macro data started to be more mixed than negative.  

While increasing equity exposure modestly, we recognised a potential increase in “tail risk” (extreme 

negative price moves). In addition to trade tensions, we believe there is a substantial concentration of 

assets in U.S. equities and that the U.S. would not have remained immune from general market volatility. 

Due to these factors, we felt it was prudent to enhance “tail risk” protection of our U.S. exposure via put 

options with a December strike, expiring well after the November U.S. mid-term election. This hedge has 

helped to protect the portfolio during the market volatility experienced in the second week of October. We 

have kept this in place to help protect the portfolio from any further volatility. During October, we also 

decreased our equity exposure across our portfolios, at the beginning and during the market correction. 

Gold has been flat most of the year, but our position in this asset class, as a geopolitical hedge has been 

benefiting us given October events. We also removed our overweight to Europe, due to ongoing 

deterioration of economic data. In addition, we have gradually increased our exposure to emerging market 

hard currency corporate debt as valuations are attractive, after the indiscriminate sell-off and 

fundamentals moved into positive territory. 
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Overall our positioning is relatively defensive as you can see from the current equity exposure, given the 

key risks which we have described above. Once there is greater certainty on these events, this could 

provide an opportunity to move back into equities. In the meantime, our current positioning in fixed income 

and cash should allow keeps us relatively protected should market volatility persist. 

With specific reference to our mutual funds range, we have provided in the table below the target asset 

allocations of each of our four Luxembourg SICAV Funds, as of 24 October 2018. Please note that the 

positions we hold in cash are comprised of a combination of cash and short term money market 

instruments, along with the backing of the short futures positions we implemented in our portfolios. 

 VOLATILITY P.A.
1
 EQUITY  

% 
FIXED INCOME 
% 

COMMODITIES 
% 

CASH  
% 

MS INVF Global Balanced Risk Control Fund         4% – 10% 15.0 63.0 2.5 19.5 

MS INVF Global Balanced Income Fund         4% – 10% 15.0 63.0 2.5 19.5 

MS INVF Global Balanced Fund         4% – 10% 15.5 62.5 2.5 19.5 

MS INVF Global Balanced Defensive Fund          2% – 6% 9.0 76.5 1.0 13.5 

 Source: Global Balanced Risk Control team, Morgan Stanley Investment Management.  

 Allocations are subject to change on a daily basis and without notice. For information only and not a 

recommendation to buy or sell specific investment strategy. 

MS INVF standards for Morgan Stanley Investment Funds. 

1. Volatility targets are indicative ranges. There is no assurance that these targets will be attained. 

 

GBaR team expansion  

Over the next 12 months, Lead Portfolio Manager Andrew Harmstone will be increasing his time spent in 

Asia as we establish our local team presence in Singapore. Research analyst Eric Zhang already moved 

to the region in May and is looking to expand the team with the addition of another analyst focusing on 

Asia research. Whilst our core team remains in Europe, the team’s expansion through our Asia base 

brings a number of benefits, including enhanced regional research and further trading capabilities for our 

global strategy, reflecting our commitment to continuously strengthen GBaR’s capabilities for our clients. 
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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. 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 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 

Consumer Price Index (CPI) measures changes 
in the price level of a market basket of consumer 
goods and services purchased by households. 
 
US Producer Price Index (PPI) measures the 
average change over time in the selling prices 
received by domestic producers for their output. 
The prices included are from the first commercial 
transaction for many products and some services. 
 
U.S. Treasury Inflation-Protected Securities 
(TIPS) are the inflation-indexed bonds issued by 
the U.S. Treasury. 
 
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 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. 

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. 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 
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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. 

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. 
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 indices 
are unmanaged and do not include any expenses, 
fees or sales charges. It is not possible to invest 
directly in an index. 

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 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 (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 
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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. 


