
Until very recently, the U.S. and global 
economies were moving in a positive direction, 
with a significant driver of that growth being 
business fixed investment. Although there 
was some rhetoric around trade and tariffs, it 
seemed to be little more than an aggressive 
negotiating tactic. Around the middle of 
June, however, the trade rhetoric started 
shifting in tone.

At the same time, feedback from trade envoys suggested that 
the United States was unable to articulate how its demands 
could be satisfied. In our view, the shift in tone could be a sign 
that tensions with other countries will persist. These could 
add to any volatility that may arise in the lead-up to the US 
mid-term elections in November. This approach has put the 
equivalent of sand into the gears of the global economy.

Business fixed investment plays a key role in business cycle 
theory, because accelerations in fixed investment tend to 
generate greater Gross Domestic Product (GDP) growth. 
That in turn creates a higher demand for capital stock, which 
spurs more investment and more growth, becoming a self-
reinforcing process. For approximately the last year and a half, 
business fixed investment has been in this virtuous cycle—
increasing because the desired capital stock exceeded, by a 
significant margin, the existing capital stock.
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The key aspect of this multiplier effect 
is that business fixed investment has to 
be increasing for this virtuous cycle to 
be maintained. And the reverse process 
can happen as well. Investment does not 
have to decrease in absolute terms—if 
the rate of increase slows, the demand 
created by that slower growth falls, 
which then causes the overall economy 
to grow less quickly, and that in turn 
means the desired capital stock falls. 
So the trend can be self-reinforcing the 
other way as well. And that seems to be 
happening now.

What has changed recently is the level 
of rhetoric on trade and tariffs. A fair 
amount of business fixed investment 
depends on global trade and supply 
chains, so uncertainty about tariffs 
potentially reducing demand or 
increasing the cost of inputs can cause 
companies to think twice about investing 
in capital assets. We think that this 
has started to play a significant role in 
companies’ investment decisions.

Since 2014, business fixed investment 
in equipment (Display 1) shows a mixed 
record until 2017, when the economy 
started growing quickly enough to hit 
capacity constraints and companies 
realised they needed to invest in order 
to produce the level of goods and 
services that customers demanded. This 
was followed by a consistent rise from 
2017 until last quarter. We believe the 
noticeable slowdown in the growth 
rate this past quarter is tied specifically 
to uncertainty around tariffs and the 
business climate.

US regional Fed surveys1 of Capital 
Expenditure (CapEx) intentions in the 
United States also indicate a significant 
decrease of planned investment, 
indicating that U.S. growth might well 

be decelerating. But this is not just a U.S. 
problem. The first half of 2018 bought 
with it a sharp deceleration in growth 
indicators in a number of key economies 
(Display 2). Japan suffered negative 

GDP growth in Q1 2018, business 
sentiment in the eurozone fell to levels 
below those reached in 2016 and Chinese 
data highlighted an ongoing slowdown 
in activity.

DISPLAY 1
Business investment in equipment: A noticeable slowdown
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Source: U.S. Bureau of Economic Analysis, Haver. 27 July 2018. Seasonally Adjusted Annual Rate (SAAR) 
in billions of Chained 2012 Dollars (real dollars adjusted for inflation for comparison purposes).

1 Including the US Empire State, Philadelphia Fed and Richmond Fed surveys.

DISPLAY 2
Decelerating growth expectations in Europe 

75

-25
’15

ZEW Eurozone Expectation of Economic Growth

’16 ’17 ’18

50

%

25

0

Source: ZEW, Bloomberg, 31 July 2018.



3

SAND IN THE GEARS

SOLUTIONS & MULTI-ASSET | MORGAN STANLEY INVESTMENT MANAGEMENT

More than one source of sand
While the tariffs are important with 
respect to the business cycle, so are 
the Fed’s rate hikes. Residential fixed 
investment has detracted from GDP over 
the past two quarters. Housing starts2— 
a key leading indicator of economic 
strength—pulled back sharply in June, 
down 12.3% relative to May 2018 
(Display 3). This drop is likely due to the 
fact that interest rates are now rising.

The combination of tariffs and tightening 
interest rates are creating an inflection 
point, where the recent strong growth rate 
with low inflation may be shifting to a 
slower growth rate, with higher inflation.

Past peak confidence? 
Consumer sentiment is driven in part 
by the unemployment rate, which has 
been low, but it also has a strong inverse 
correlation to the savings rate (Display 4). 
When people are feeling better about 
things, they save less. And, in fact, the 
most recent numbers show an increase in 
the savings rate, which suggests that on 
a forward-looking basis either consumer 
confidence is falling or disposable income 
is being squeezed by the rising oil price. 

Oil prices have almost doubled since a 
year ago, with Brent crude going from 
around $44 towards the end of June 
2017 to $80 at the end of May 2018, 
while gasoline prices have also increased. 
And tariffs can directly raise prices on 
consumer goods, especially at the lower 
end of the scale where goods tend to be 
produced in China.

Manufacturer surveys:  
Tariffs and truck driver shortages
In recent surveys,3 manufacturers have 
echoed these concerns. They see tariffs 
causing supply disruptions and higher 

input prices, and describe labour shortages 
as constraints to growth. In particular, 
they cite a shortage of truck drivers. 
These sorts of shortages would have been 
ameliorated in the past by importing 
labour from abroad, but that is not feasible 
under current immigration policies.

Timing: Front-loaded
Both the tariff disputes and immigration 
constraints seem to be driven by President 
Trump’s desire to appeal to his voter base. 
As the pressure on the president increases, 
we could see more political initiatives that 
continue to weaken the economic picture.

DISPLAY 3
Housing starts pulled back in June 
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Source: Census Bureau, Haver, 18 July 2018.

2 New Private Residential Construction Projects started per month as reported by the Census Bureau.
3 Fed Beige Book, 18 July 2018 and the June ISM manufacturing survey.

DISPLAY 4
When people feel better, they save less
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Two political events on the horizon 
are generating a lot of the sand that is 
currently being thrown into the gears, 
and they are both coming up soon. One 
is the Mueller investigation into Russian 
interference in the 2016 U.S. presidential 
elections, the results of which are likely to 
unfold within the next couple of months. 
The U.S. midterm election itself is the 
other key event. Once the election is 
over, policies could moderate and become 
more economically driven as opposed to 
politically driven. But this also suggests 
that there could be a significant amount 
of volatility between now and the election, 
possibly front-loaded if Mueller wants to 
avoid a surprise right before the midterm 
elections that could be interpreted as 
deliberately influencing their outcome.

Inflation is picking up
Besides the tariffs, which are inflationary 
and create significant distortions in 
pricing and market efficiency, the rally in 
oil prices has contributed materially to an 
increase in headline inflation. Producer 
prices have also been trending up, along 
with labour costs. In Europe, 41% of 
small businesses say they face “important 
difficulties” in hiring,4 a figure which is 
up 10 points from a year ago and is at 
the highest level since 2002. But in our 
opinion the economy most at risk is the 
U.S. (Display 5), partly because the rest of 
the world already experienced a weak first 
half of 2018—so the inflection point is 
potentially sharper in the U.S.

Investment implications
Given the strong economic growth in 
the United States, a great deal of money 
has shifted into U.S. equities, and 
particularly into the tech sector’s most 
recognised names. As a result, we have 
started to see exuberance and very high 
expectations for earnings even as the 
outlook for the United States has become 
less favourable. Having previously risen 
sharply, trends in earnings revisions are 
now turning down in the United States.

Europe, in contrast, is seeing revisions 
turn higher, likely supported by the 
weakness of the euro in 2018 (Display 6). 
Furthermore, once the elevated EPS 
expectations for 2018 drop out, the 
gap between U.S. and eurozone EPS 

growth expectations virtually disappears. 
Earnings expectations for 2019 in both 
the U.S. and eurozone stand at 10%.

Although bullishness in U.S. assets—
equities and the US dollar—and 

DISPLAY 5
U.S. economy at risk as input prices rise
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DISPLAY 6
Earnings revisions: Rising in Europe, falling in the US
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bearishness towards European assets 
continues, the combination of lower 
hurdles for earnings, rising earnings 
expectations and a relatively weak euro 
all favour European equities over the 
United States (Display 6). Once a reversal 
takes place, it could be sharp, given how 
crowded these trades look. Owing to high 
hedging costs, recent flows have likely 
been unhedged, so investors may take 
a hit on both the underlying markets 
and the FX.

As a result, we could see a broader market 
sell-off, at least in the short term as 
investors become disenchanted and try 
to reposition. Such periods are typically 
accompanied by significant volatility. 
If and when the rebound occurs, 
however, we would expect it to be more 
concentrated in Europe.

We are also positioned for a rotation out 
of growth into value. If we see a loss of 
momentum in the high PE growth sector, 
then we might finally see a rotation 
into value, which has been oversold in 
relative terms. Financials, for example, 
have underperformed since the start 
of the year, but have started to pick up 
over the past month, and we expect that 
to continue.

We are positive on the banking and 
energy sectors. Having gone through the 
financial crisis, the banking system as a 
whole—especially in the United States—
has been reinforced, well capitalised 
and underleveraged relative to historical 
circumstances. And in energy, high oil 
prices are clearly translating into higher 
earnings expectations.

China: More fragile than normal
The other major engine of the world 
economy has been China, and it is also 
slowing. China’s objective of improving 
the quality of its economic growth, 
reducing leverage and eliminating 
inefficient producers has slowed its pace 
of growth. This means the tariffs have 
come at a sensitive moment for the 
Chinese economy.

Asia ex-China: Knock-on effect
The tariff penalty on Asia could be 
significant. The value-added of Chinese 
exports to the United States is around 
60%, which means the remaining 40% is 
imported into China in order to produce 
the goods for the U.S. This knock-on 
effect of 40% from tariffs imposed on 
China will hurt the countries that supply 
China, which are largely in Asia.

Latin America: Shifting demand
Although emerging markets are 
typically considered high-beta players, 
Latin American EM are probably less 
affected by the tariffs—and could even 
benefit—because of the shift in demand. 
For example, the tariffs have shifted 
Chinese purchases of soy beans from the 
United States to Brazil. Secondly, high 
oil prices, while they hurt the consumer, 
benefit LatAm oil exporters. They help 
insulate those countries, although certain 
segments will suffer from rising prices.

An uphill climb
The U.S. has been acting as a locomotive, 
pulling the rest of the world out of a weak 
economic environment into a stronger 
one. With the tariffs and trade disputes, 
this engine has been spiked as though 
with sand. Higher interest rates have 
created an inevitable uphill climb, and 
when combined with the tariffs the gears 
are unable to turn efficiently. As a result, 
the whole global locomotive may be 
slipping a bit. It is still moving forward, 
but it is slipping.
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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. In general, 
equities securities’ values also fluctuate in response to activities specific to a company. Investments in foreign markets entail 
special risks such as currency, political, economic, and market risks. Stocks of small-capitalisation 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 
Gross Domestic Product (GDP) is a monetary measure of the market value 
of all final goods and services produced in a period (quarterly or yearly) of 
time. Nominal GDP estimates are commonly used to determine the economic 
performance of a whole country or region, and to make international 
comparisons. Price-Earnings Ratio (P/E) is a valuation ratio of a company’s 
current share price compared to its per share earnings. Calculated as Market 
Value per Share/Earnings per Share. 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 indexes are unmanaged and do not include any expenses, fees or sales 
charges. It is 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 MSCI Emerging Markets Net Index 
(MSCI EM) is a free float-adjusted market capitalization weighted index that 
is designed to measure equity market performance of emerging markets. The 
term “free float” represents the portion of shares outstanding that are deemed 
to be available for purchase in the public equity markets by investors. The 
MSCI Emerging Markets Net Index currently consists of 23 emerging market 
country indices. The performance of the Index is listed in U.S. dollars and 
assumes reinvestment of net dividends. The MSCI EMU INDEX (European 
Economic and Monetary Union) captures large- and mid-cap representation 
across the 10 developed countries in the European Economic and Monetary 
Union. With 241 constituents, the index covers approximately 85% of the 
free-float-adjusted market capitalization of the EMU. The MSCI USA Index is 
a free float-adjusted market capitalization index that is designed to measure 
equity market performance in the USA. The MSCI World Index (MSCI 
World) is a free float adjusted market capitalization weighted index that is 
designed to measure the global equity market performance of developed 
markets. The term “free float” represents the portion of shares outstanding 
that are deemed to be available for purchase in the public equity markets by 
investors. The performance of the Index is listed in U.S. dollars and assumes 
reinvestment of net dividends.

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.
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.
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expenses of the funds carefully before investing. The prospectuses 
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