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Tariffs, by definition, increase the cost of goods, AUTHOR
so it would seem that they should lead to higher
inflation. Yet during the recent U.S.-China trade

war, inflation has actually fallen in the U.S.
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Why Tariffs Have Not Raised Inflation

To explain this apparent paradox, we examined the forces at Andrew is Lead Portfolio Manager for the
play. What we found was a tug-of-war between the ostensibly Global Balanced Risk Control Strategy (GBaR).
inflationary effects of tariffs and their indirect deflationary He joined Morgan Stanley in 2008 and has

. over 30 years of industry experience.

impact as they have slowed global growth, strengthened the

USD and dampened commodity demand.

Tariffs were first implemented by the Trump Administration in
March 2018. To date, $250 billion worth of tariffs have been
applied, driving the Chinese share of total U.S. imports down
from over 20% historically to 17.5%." By the end of 2018, more
than 46% of Chinese imports were subject to tariffs.

And yet, the U.S. has seen a downward trend in both
headline and core inflation since July 2018. The trend is
particularly apparent in U.S. headline inflation (Display 1),
which fell to 1.6% in June 2019.2

" Source: U.S. Census Bureau, data as of 31 May 2019
2 Datastream.
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DISPLAY 1
Two recent downward trends
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Source: Datastream, Data as of 30 July 2019

In one corner: Tariffs and
wage growth

Comparing the year-over-year (YoY)
change in import prices shows that

the after-duty price paid by U.S.
importers did in fact jump following the
implementation of each tariff wave, while
the industries that were not subject to
tariffs did not see any spikes. A recent
study® estimates that U.S. domestic
manufacturing prices were 1.1% higher in
2018 due to tariffs, via two channels:

1. THE INPUT CHANNEL: An increase in
prices due to the increase in cost in
imported intermediate goods

2. THE OUTPUT CHANNEL: Pricing
decisions made by producers in
reaction to tariffs, including price hikes
made by domestic producers who seek
to match higher-priced “tariffed” goods

2013 2014 2015 2016

At the same time, wage growth has been
on an upward trend since 2016, thanks to
a tight labour market. The employment
cost index is now close to 3% YoY
growth, its highest level since the global
financial crisis. All things being equal,

this should also add to inflation pressures.

In the other corner: USD strength
and oil weakness

Pulling against the inflationary pressures
of tariffs and wage growth have been

the collective strength of the USD and
weaker oil prices. The US dollar Index
(DXY) is up 5.9% compared to end of
June 2018.

At the same time, West Texas
Intermediate (WTT) crude is down
17.4% since the end of June 2018, with
the sharpest drop in the final quarter of

2017 2018 2019

= WTI Crude (YoY%) (RHS)

2018 when economic growth expectations

weakened (Display 1).

The inflationary pull of tariffs was also
partially muted due to the fact that the
first two tranches did not include any
consumer goods, and only 25% of the
third related to consumer goods. With
most tariffs falling on intermediate
goods, which are typically components of
finished goods, producers have been able
to cushion consumers by absorbing some
of the price increase.

Furthermore, even though prices for
intermediate goods have risen, they
account for only a small percentage of the
producer price index (PPI). The prices of
services, which account for about 60% of
the PPl in the U.S. have been remarkably
stable. U.S. import prices, which have a
strong positive relationship with China’s

3 Mary Amiti, Stephen J. Redding and David Weinstein for the National Bureau of Economic Research. The Impact of the 2018 Trade War on U.S. Prices
and Welfare. March 2019. www.nber.org/papers/w25672
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PPI, are down 2.0% YoY as of June 2019
(Display 2). A lack of imported inflation
is also having a dampening effect on the

overall U.S. PPI (Display 3).

U.S. import prices have been falling due
to several factors:

e CHINESE MANUFACTURING PPI:
Softening U.S. import prices have
coincided with a material correction
in Chinese manufacturing PPI which
fell from 4.6% YoY in June 2018 to 0%
YoY in June 2019 (a 3 year low). This
trend is largely a reflection of ongoing
muted industrial demand

¢ A WEAKER RENMINBI (RMB): The
combination of a stronger USD and
a weaker RMB has also blunted the
net effect of the tariffs. Last year’s
USD gains continue to keep a lid
on core import prices, while the 7%
depreciation of the RMB vs the USD
over the past 12 months has helped
offset the face value of Chinese tariffs.

Against this backdrop, the U.S.
consumer’s resiliency has been further
bolstered by low unemployment and broad
wage gains. In a roundabout way, the U.S.
has been lucky in its timing—weaker
global growth (which has contributed to
PPI deflation) and a strong USD have
served to buffer the impact of tariffs.

What happens next?

Until industrial demand picks up, the
tariffs’ effect on inflation is likely to
remain muted. Furthermore, the latest
data suggests that industrial activity is
continuing to slow around the world,
particularly in trade-oriented regions.
As of the end of June, Japanese machine
tool orders were down 38% YoY, a rate
of deceleration last seen in October
2008. German industrial activity has

slumped to a seven-year low and the July
Manufacturing PMI fell to 43.1.
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Meanwhile, companies are starting to feel
margin pressures from rising labour and
input costs. After years of healthy margins
hovering at or above the 20% mark, there
appears to be little potential for margins to

expand (Display 4). Although they started

with a base of healthy margins, a number
of S&P 500 companies cited margin
pressures arising from higher labour costs
and higher material input costs in their Q2
2019 earnings call.®

DISPLAY 2

U.S. import prices track China's PPl index closely . ..
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Source: Bloomberg, Datastream. Data as of 30 July 2019.

DISPLAY 3

... therefore, falling prices in China are curbing the effect of tariffs

10

-10

2009 2010 201 2012 2013

2014

2015 2016 2017 2018 2019

—— PPI: Intermediate Demand Processed Materials Less Food and Energy YoY%

Source: Bureau of Labour Statistics, Data as of 30 July 2019.

*Source: Factset.

SOLUTIONS & MULTI-ASSET | MORGAN STANLEY INVESTMENT MANAGEMENT 3



MACRO INSIGHT

To protect margins, companies have two
choices: They may raise prices if they feel
confident in the growth outlook; or they
may seek to cut costs. Based on the latest
PMI data, corporate sentiment and capital
expenditure forecasts, the second of these
choices looks more likely in the near term.

A dovish Fed and other
forces in play

In the absence of tariffs, we would have
had much stronger growth, higher
inflation—and the Fed would not

be easing. So, despite being directly
inflationary, the tariffs have also been
indirectly deflationary because they have
dampened growth.

Investors are hoping a dovish Fed can
get businesses to invest again, alleviating
current deflationary pressures. And
President Trump has been aggressively
pushing for a more dovish Fed, despite
its independence. The upcoming U.S.
election could also influence fiscal policy.
If economic growth remains sluggish,
there will be political incentive for the
administration to enact some sort of
fiscal stimulus.

The strong USD has also been a drag on
growth. China’s efforts to offset tariffs by
devaluing their currency has contributed to
USD strength. Looking ahead, two other
factors may put continued upwards pressure
on the dollar: Brexit uncertainty and the
rising likelihood of a German recession.
Nevertheless, through further rate cuts, the
Fed could offset these pressures.

Oil prices could also dampen growth

if they climb from last year’s lows.
Manufacturing remains weak, but there
is always a risk of an oil-related price
shock (e.g., if tensions with Iran increase)
that could push prices up.

Wage growth is unlikely to trigger
inflation unless U.S. growth accelerates.
Lastly, if growth does accelerate,

then businesses will need to ramp up
investment to meet demand. Margin
pressures could then force them to pass on
full cost increases to the consumer, rather
than absorbing a portion of it themselves.
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Corporate margins: Bumping up against a ceiling?
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Source: IBES, data as of 30 July 2019.

The risk of tugging too hard

Under normal conditions, rising tariffs
and wages would fuel expectations

of higher inflation. They have in fact
increased price pressure, but that pressure
has not been sufficient to offset weak
global (and in particular Chinese)
growth, falling oil prices, a strong dollar
and the intentional absorption of price
increases on intermediate goods by
producers. These factors could be reversed
by a dovish Fed and an election-focused
government stimulus.

The Fed’s current cutting could thus
entail future risks. Typically, the
economic outcomes of Fed action are
not observable until 12-18 months after
the action. During that lag period, some
of the factors that have been depressing
inflation could dissipate or reverse. If the
Fed goes too far in responding to weak
inflation today, it may find itself having
to backpedal aggressively.

And the winneris. ..

In the near term, we expect the inflation-
limiting forces to win the current tug-of-
war, keeping inflation in the 1.6%-2.0%
range. President Trump’s recent threat to
impose a 10% tariff on the outstanding
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$300bn of Chinese imports presented

a real risk of more rapid inflation pass-
through given 60% of these imports are
consumer goods. In contrast, the latest
macro data continues to highlight strong
deflationary trends in producer prices
(PPI declined 0.3% and 0.6% YoY in July
in China and Japan respectively). For the
moment the deflationary demand shock is
still outweighing the inflationary impact
of tariffs. That said, tariff tensions are
unlikely to go away, but may rise and fall
substantially.

Considering this, the a lack of
fundamental catalysts and yet another
blow to business confidence, we are
maintaining defensive positioning with
relatively low exposure to equities.

Therefore, though investors may not
“love” tariffs, at least their inflationary
effect currently appears muted, given the
other dynamics at play.
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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. 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.

SOLUTIONS & MULTI-ASSET | MORGAN STANLEY INVESTMENT MANAGEMENT 5



MACRO INSIGHT

DEFINITIONS

Employment Cost Index (ECI) is a quarterly economic series published by
the Bureau of Labor Statistics in the U.S,, that details the growth of total
U.S. employee compensation. The United States Dollar (USD) is the official
currency of the United States of America. The US Dollar Index (DXY) is an
index of the value of the United States dollar relative to a basket of foreign
currencies, often referred to as a basket of US trade partners’ currencies. The
Ren Min Bi (RMB) is the official currency in China. The capital expenditure
or capital expense (CapEx) is the money a company spends to buy, maintain,
or improve its fixed assets, such as buildings, vehicles, equipment, or land,

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.

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.

Ireland: Morgan Stanley Investment Management (Ireland) Limited.
Registered Office: The Observatory, 7-11 Sir John Rogerson's, Quay, Dublin
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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, 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 4th Floor Junghofstrasse 18-26, 60311 Frankfurt
am Main, Germany (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 T096HA, 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
Eidgensssische 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.

us.

A separately managed account may not be suitable for all investors. Separate
accounts managed according to the strategy include a 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 an invitation for subscription or purchase, whether directly or indirectly,
to the public or any member of the public in 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
3065 of the SFA,; or (iii) otherwise pursuant to, and in accordance with the
conditions of, any other applicable provision of the SFA. This material has
not been reviewed by the Monetary Authority of Singapore. Australia:
This publication is disseminated in Australia by Morgan Stanley Investment
Management (Australia) Pty Limited ACN: 122040037, AFSL No. 314182,

SOLUTIONS & MULTI-ASSET



TUG-OF-WAR: HOW | STOPPED WORRYING ABOUT INFLATION AND LEARNED TO LOVE TARIFFS

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.

Taiwan: This material is provided for information purposes only and does not
constitute a solicitation where such a solicitation is unlawful. The products
mentioned herein this material may or may not have been registered with
the Securities and Futures Bureau of the Financial Supervisory Commission
in Taiwan, Republic of China ("ROC") pursuant to relevant securities laws
and regulations. Such products may only be made available in the ROC if
they are (a) registered for public sale in the ROC or (b) availed on a private
placement basis to specified financial institutions and other entities and
individuals meeting specific criteria pursuant to the private placement
provisions of the ROC Rules Governing Offshore Funds.

Korea: This material is not, and under no circumstances is to be construed
as an offering of securities in Korea. No representation is being made with
respect to the eligibility of any recipients of this material under the laws of
Korea, including but without limitation, the Foreign Exchange Transaction
Law and Regulations thereunder. The Fund's mentioned herein this material
may or may not have been registered with the Financial Services Commission
of Korea under the Financial Investment Services and Capital Markets Act
and may not be offered directly or indirectly, in Korea or to any resident of
Korea except pursuant to applicable laws and regulations of Korea.

Japan: For professional investors, this document is circulated or distributed for
informational purposes only. For those who are not professional investors, this
document is provided in relation to Morgan Stanley Investment Management
(Japan) Co., Ltd. ("MSIM)")'s business with respect to discretionary investment
management agreements (“IMA”") and investment advisory agreements
(“IAA"). This is not for the purpose of a recommendation or solicitation of
transactions or offers any particular financial instruments. Under an IMA,
with respect to management of assets of a client, the client prescribes
basic management policies in advance and commissions MSIMJ to make all
investment decisions based on an analysis of the value, etc. of the securities,
and MSIMJ accepts such commission. The client shall delegate to MSIM] the
authorities necessary for making investment. MSIM] exercises the delegated
authorities based on investment decisions of MSIMJ, and the client shall
not make individual instructions. All investment profits and losses belong
to the clients; principal is not guaranteed. Please consider the investment
objectives and nature of risks before investing. As an investment advisory fee
foran|AA or an IMA, the amount of assets subject to the contract multiplied
by a certain rate (the upper limit is 2.16% per annum (including tax)) shall
be incurred in proportion to the contract period. For some strategies, a
contingency fee may be incurred in addition to the fee mentioned above.
Indirect charges also may be incurred, such as brokerage commissions for
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incorporated securities. Since these charges and expenses are different
depending on a contract and other factors, MSIMJ cannot present the
rates, upper limits, etc. in advance. All clients should read the Documents
Provided Prior to the Conclusion of a Contract carefully before executing an
agreement. This document is disseminated in Japan by MSIM]J, Registered No.
410 (Director of Kanto Local Finance Bureau (Financial Instruments Firms)),
Membership: the Japan Securities Dealers Association The Investment Trusts
Association, Japan, the Japan Investment Advisers Association and the Type
[l Financial Instruments Firms Association.

IMPORTANT INFORMATION

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 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 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's
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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Explore our site at www.morganstanley.com/im
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