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Until recently, our base case for 2018 had been that the global
economy would see a continuation of the growth momentum
enjoyed in 2017. We attributed the deceleration in growth
observed outside the US in the first quarter of this year (most
notably in Europe) to one-off factors such as “a harsher winter”
and have been anticipating a pick-up in activity. However, thus
far this bounce has failed to materialise. Instead we have seen
a further deceleration in European activity and a softening of
indicators in emerging markets and China. What has become
clear is that President Trump’s combative rhetoric on trade has
weighed on sentiment and growth. However, even without an
outright trade war, the global economy has suffered some
collateral damage.
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The politics behind the trade war
Until early June, we had interpreted President Trump’s threats to impose tariffs as merely a negotiation
tactic. However, with the loss of momentum in constructive discussions between China and the US, and
growing confusion around the exact nature of Trump’s demands, we no longer expect the US President to
back down on tariff threats. So far the US has imposed steel and aluminium tariffs on imports from the
EU, Canada and Mexico, and an initial tranche of tariffs on $34bn worth of Chinese goods, with the
intention to impose additional tariffs worth $16bn and a threat of a further $200bn to be charged on
Chinese goods. In response, Europe, Mexico, Canada and China have imposed retaliatory tariffs against
the US. The next move is likely to be one targeted at Europe following Trump’s threat of a 20% tariff on
EU car imports. Indeed much of Trump’s commentary on his recent trip to Europe in July (i.e. his
disapproval of Germany’s imports of Russian gas and his criticism of inadequate European budgets on
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NATO defence spending) suggest to us that Trump may be laying the groundwork for tariffs against the
EU.
In our opinion, President Trump’s behaviour is likely being driven by the US mid-term elections scheduled
for the beginning of November 2018. The President’s ‘tough negotiation’ strategy and protectionist rhetoric
may be designed to appeal to his voter base.
There is evidence that this strategy is working. A poll from the Washington Post shows the Democrats’
lead is narrowing. A so-called “generic ballot”, where voters are asked which party they plan to vote for in
the coming election, showed that President Trump’s approval ratings have strengthened. In January, the
Democrats led Republicans in a generic matchup by 12%, but by April that lead was just 4%. As of July
though the Democrats recovered some ground, leading by 8%1. Even if the President’s base approves
today, Trump is facing headwinds on a number of fronts. Consequently there is still a possibility that the
Republicans could lose their joint majority in the House and the Senate, subsequently hampering
President Trump’s ability to gain approval for additional reforms.
Republicans and Democrats are now united in expressing their concerns over potential economic damage
resulting from trade tensions, and are backing a measure to give Congress a greater say on trade
policies.
Immigration policy is another area where the US President currently has few supporters in Washington.
Recent reports (from the Pew Research Center) indicate that Americans think Democrats could do a
better job dealing with immigration and more than half of Americans disapprove of how Trump has
handled immigration issues so far, according to an early July 2018 Quinnipiac poll.
President Trump is likely attempting to strengthen his position amongst his base ahead of the event which
has the potential to have the greatest negative impact on his standing in the polls - the outcome of the
Mueller investigation. We expect Special Counsel Robert Mueller to make his move in the coming months
and most likely in September. The rationale for this timing is that if an announcement were to be made
any later, it could be viewed as an attempt to influence the outcome of the mid-term elections.
The effect of tariffs and US dollar strength on global growth
Significantly, of the $505bn2 Chinese exports to the US in 2017, only about 60% was value added in
China. The remaining $250bn3 was the value of inputs imported to China that went into producing the
goods, which were eventually exported to the US. This means that only half of any tariff-related reduction
in Chinese exports should impact the Chinese economy – the other half will impact the economies of the
countries globally that supply China. This implies that about half of the impact of US-imposed tariffs will be
directly transmitted to the rest of the global economy – primarily (but not only) Asian countries which
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Source: https://www.realclearpolitics.com/epolls/other/2018_generic_congressional_vote-6185.html
Source: US Census Bureau. https://www.census.gov/foreign-trade/balance/c5700.html
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This estimate is based on OECD data, which shows that the domestic value added (DVA) in gross exports from China was 70%
in 2014. However, the paper Domestic Value Added in Chinese Exports from 2011, published by Hiau Looi Kee and Heiwai Tang
of the World Bond and Tufts University suggests that DVA in gross exports to the US is 60% (the findings and results of the
paper do not represent the views of the World Bank, its Executive Directors, or the countries they represent.
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supply China with the inputs used to produce their exports. Indirect transmissions to the global economy
could be larger, but are less easy to estimate.
Any gains that the US may receive from a trade war with China are potentially smaller than appearances
may suggest. It is likely that most of the value added from US exports to China ($129.9bn in 2017) is
created in the US, implying that the impact of tariffs will be largely felt by the US economy. In contrast, as
mentioned above, only about half of the tariff impact should directly affect the Chinese economy.
Therefore, the relative direct exposures of the US economy versus the Chinese economy to tariffs are
roughly $129.9bn versus $250bn respectively.
The US economy is fundamentally in very good shape. Consumption has been robust amidst historically
low unemployment, while capital expenditure has been rising owing to the need to invest in new
technology and the falling stocks of available labour. The US tax bill and expansionary fiscal policy have
also contributed to the strong momentum in the economy. At the same time, while inflation remains
subdued, relative to history it is rising. US Producer Price Inflation (PPI) increased by 3.4% YoY in June
(the largest increase since November 2011), while CPI stands at 2.9%, the highest level since February
2012. However, given the potential for the trade war to eventually slow economic growth in the US and
add to existing inflationary pressures, we may be approaching an inflection point - growth may start to
decelerate just as inflation is finally climbing.
US prices at a 6.5 year high and are likely to climb further amidst tariffs and rising oil prices

Source: Bloomberg. Data as of 2 July 2018.

In addition to this, the US dollar has continued to strengthen over the course of 2018 and an escalation in
the trade war will likely push it higher in the near term. The US dollar is the primary global funding
currency and thus strength in the currency translates into tighter financial conditions. Most exposed to this
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tightening in financial conditions are emerging markets, which have faced the sharpest depreciations in
their currencies year-to-date and also increased their US dollar-denominated borrowing by 10% in 20174.
Looking ahead
As we move into the second half of 2018, the key risk to growth is that the combination of a trade war (or
simply ongoing uncertainty in relation to trade) and the declining availability of credit and rising funding
costs, could result in an abrupt deceleration in the rebound in capital investment that we have witnessed
since 2016. In the absence of rising investment and the associated productivity growth, capacity
constraints could start to become a real concern. The short-term risk to assets is a further escalation in
the trade war – in our view the focus of Trump’s trade war is shifting to Europe and we expect that an
announcement of tariffs (most likely on cars and car parts) is imminent. Moreover, a further $200bn of
tariffs could also be imposed on China. Such an escalation in the trade war would likely serve to increase
inflation and undermine global growth.
We are also anticipating the outcome of the Mueller investigation, which should be released ahead of the
mid-term election and could be a challenge for the President. Assuming President Trump is not negatively
impacted by anything coming from the Mueller investigation, there is a possibility that as we approach the
mid-term elections, Trump-related volatility declines, which in turn could finally result in a sustained equity
rally. However, this is with the caveat that Trump does not meaningfully dampen sentiment and growth via
an escalation in the trade war.
Fund positioning
In light of the above, throughout June we gradually decreased our overall equity exposure temporarily. In
particular, we decreased our exposure to Chinese equities and to Asian countries, which are most
exposed to Chinese imports. Key activity indicators in China including retail sales and industrial output
continue to trend lower as the trade war risk undermines China’s rebalancing efforts.
On the fixed income side, we have marginally increased the duration of our funds and positioned
ourselves in asset classes which could benefit from an increase in inflation (e.g. US TIPS and Euro
inflation-linked bonds). We have also maintained our underweight position in emerging markets debt.
With specific reference to our mutual funds range, we have provided below the asset allocations of each
of our four Luxembourg SICAV Funds, as of 17 July 2018:
VOLATILITY TARGET
P.A.1

EQUITY
%

FIXED INCOME
%

COMMODITIES
%

CASH
%

MS INVF Global Balanced Risk Control Fund

4% – 10%

23.7

56.5

1.5

18.3

MS INVF Global Balanced Income Fund

4% – 10%

23.9

48.2

1.5

26.4

MS INVF Global Balanced Fund

4% – 10%

25.5

52.4

1.5

20.6

MS INVF Global Balanced Defensive Fund

2% – 6%

9.0

68.0

1.0

21.9

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.
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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 smallcapitalization 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.
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them. Australia: This publication is disseminated
in Australia by Morgan Stanley Investment
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122040037, AFSL No. 314182, which accept
responsibility for its contents. This publication, and
any access to it, is intended only for “wholesale
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Corporations Act.
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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
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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
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route de Trèves, L-2633 Senningerberg, R.C.S.
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investors should refer to the ‘Extended Application
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the ‘Additional Information for Hong Kong
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reports, in German, and further information can be
obtained free of charge from the representative in
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Carnegie Fund Services S.A., 11, rue du GénéralDufour, 1204 Geneva. The paying agent in
Switzerland is Banque Cantonale de Genève, 17,
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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.
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