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In early August, the US government unexpectedly
announced tariffs on the remaining US$300
billion of Chinese imports. These levies, which
could impact the consumer, were scheduled to
begin on 1 September. However, the start date
for duties on certain goods was deferred to 15
December in order to mitigate the potential
impact on Black Friday and Christmas sales.

This game-changing development alters our
earlier, more bullish view of the markets. In
addition to our traditional thoughts about the
impact of tariffs on the global economy, we are
now considering additional factors that create
nonlinear headwinds to growth. Furthermore,
we now expect the Fed to cut interest rates by
50 basis points in September with the potential
for more further reductions down the line.
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US-China trade war:
A framework for thinking
about new tariffs

What a difference a day makes.

The last day of July brought the first US interest-rate cut in
more than a decade—an event that was widely expected,
marred only perhaps by an unusually robust accompanying
press conference that confused markets briefly. But a sense
of positivity returned quickly, and investors were getting ready
to down tools and settle into the lazy, hazy days of summer.
Then, without a word of warning, everything changed.

On 1 August, the Trump administration announced a new set
of tariffs on the remaining US$300 billion of Chinese imports
to be imposed on 1 September. Even if the announcement
was subsequently amended do defer tariffs on certain goods
until 15 December, this development is in our opinion game
changer that single-handedly alters our earlier, more bullish
view of markets. We had previously expected US growth to
accelerate as domestic business investment stabilised along
with improvements in global trade activity, supported by a
stabilising China—in short, a scenario that was supportive
of risk. The new tariffs, however, substantially weaken our
argument and, by extension, our view that risk assets can
outperform, particularly over the next three months.
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We suggest thinking about the impact of impending tariffs in
two phases.

Phase 1: We believe it'll be very difficult to get a clean
read on the global economy through economic prints
for the months of August and September. Even with the
scaled-back tariffs, this data will likely reflect renewed
uncertainty like it did in May after US President Donald
Trump threatened to impose tariffs on Mexican imports.
We expect to see (i) weakened business confidence, (ii)
stalled hiring activity, and (iii) the front-loading of selective
trade and other economic activity. Critically, regardless
of whether the new tariffs are ultimately implemented, we
expect companies to delay hiring and capital expenditure
decisions until they have more clarity.

Phase 2: If additional tariffs are indeed imposed, their
impact on growth in 2020 and 2021 will need to be

assessed in addition to the weakness they're likely to
cause as a result of the associated confidence shock.
This is challenging because we're in unchartered territory
and there are few historical examples that can provide
clues in regard to what could happen next. Crucially,
economic models typically struggle to properly capture
the multiplier effects of trade tensions and tariffs.

Prior to the 1 August announcement, our research had
found some preliminary green shoots, suggesting that the
macroeconomic environment—particularly in the areas of
business confidence, business investment, global trade, and
global manufacturing—might have been stabilising, with
growth potentially accelerating during the latter months of
the year. We now think that chances of stabilisation in these
areas are at risk, and we'll experience continued weakness
in the global economy—particularly in the United States and
China—for the remainder of the year.

Chart 1: US business confidence
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Nonlinear headwinds to growth

In addition to the more “traditiona

|7J

economic consequences

of trade tensions and tariffs, this new round comes with
additional factors that, in our view, are creating nonlinear
headwinds to growth.

1.

The US consumer impact. The US consumer has been
fairly well insulated from previously imposed tariffs. To
date, only US$50 billion of Chinese imports that have
been subjected to tariffs were consumer goods' while
most have been industrial and capital goods. This next
set of tariffs, however, will impact US$120 billion of
consumer goods. In particular, these new tariffs are
set to hit electronics, apparel, and toys. We would note
that the push back to 15 December on these goods are
likely designed to mitigate any tariff-related impact on
the consumption of durable goods around the holiday
shopping season, but the fact remains that if these tariffs
are implemented, the ultimate impact will be the same.
Moreover, the effect on retailers might not end there: it's
worth highlighting that demand for nontariff goods (and
even services) may feel pressure as well. The reason is
fairly straightforward—all else being equal, if phones
cost more, will consumers have less money to spend on
other items, such as having meals at restaurants? While
some of these tariffs might be absorbed by companies,
profit margins are in weaker shape today than they were
a year ago? and we're concerned that a large chunk would
be passed on to the US consumer.

This development would represent an important downside
risk to the US economy. Consumer spending, which
accounts for roughly 70% of GDP, has held up particularly
well over the past year and has been a key support for the
economy. Notably, consumer confidence has remained
high and wage growth (at around 3%) has been decent.?
Similarly, the labour market is in good shape even if job
growth has slowed down slightly. But without business
investment and trade, the US economy is leaning fairly
heavily on one pillar of growth that now looks as if it could
experience a little wobble of its own soon.

. The Chinese yuan (CNY) fell below the sensitive
“seven-to-the-dollar” level shortly after the tariff
announcement. We view this as being more
psychologically significant than economically important.
However, the move cements two risk-off narratives that
further exacerbate the risk-off tone. First, markets will fear
the possibility of further substantial CNY depreciation,
which could lead to capital outflows. While we expect
the CNY to depreciate against the US dollar, we believe
the move will occur slowly over time, instead of taking
place in a linear fashion. That said, even a gentle, gradual
weakening of the currency could spark investor concern.
Second, the global economy has yet to witness what could
be perceived as substantial retaliatory measures from
China—we must now monitor how Chinese policymakers
choose to respond to the latest tariff threats, be it through
currency or other channels. Retaliatory measures will
hurt global business confidence and trade activities.

Chart 2: Trade-weighted US dollar index correlation with Chinese yuan (CNY)
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" “How Trump’s Tariffs on Chinese Goods Will Hit Your Shopping Cart,”
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It's also worth highlighting that the CNY represents
16% of the US dollar’s trade-weighted basket and has
an increasingly strong influence on the other currency
components of the basket. Investors are right to focus
on US dollar strength because it’s an important headwind
to US (and global) growth since it also represents a
tightening of financial conditions.

That said, we’d also note that China’s policy responses
can also have risk-on implications—particularly if they
include direct domestic growth stimulus. Indeed, we're
expecting further easing from the People’s Bank of China
and additional fiscal support for the economy. How the
market interprets these possible measures will likely
depend on their size, scope, and timing (as usual).

3. The US vyield curve—and indeed, many others—has
flattened significantly after the 1 August announcement.
Aggressive global vyield curve flattening reignites
recession probability and increases the likelihood of a
curve-driven recession in the US next year. We're not
currently expecting a technical recession in 2020, but
the confidence shock arising from higher tariffs could
bring US growth down to 1% (or slightly less) in 2020,
depending on its magnitude. It’s hard to tell if the recent
yield curve inversion will turn out to be an accurate
recession indicator, but it'll certainly send recession fears
into overdrive in the coming months.

A change in our Fed expectations

As a result of recent developments, we now expect the
US Federal Reserve (Fed) to cut interest rates by 50
basis points (bps) with the potential for more further
down the line, up from our original forecast of a 25bps
cut followed by an extended pause. We'd also suggest
monitoring for an increasing dialogue about an intra-meeting
cut, though that is not our base case.

In our view, in addition to broad concerns about growth
and inflation, the Fed will likely be moved to cut 50bps in
order to:

e Provide specific “insurance” against the expected hit
to the US consumer—a new economic threat we don’t
believe the Federal Open Market Committee as being
overly concerned about at its July meeting

e stoke some yield curve steepening and reduce concerns
about the inverted yield curve

e support financial conditions, particularly in the event
of further strengthening of the US dollar and a marked
deterioration in broad market sentiment to avoid knock-
on effects from either development

To be clear, we don’t believe that a 50bps interest-rate
cut will single-handedly salvage business or consumer
confidence (or inflation for that matter), but it could provide
some support for market sentiment and economic growth,
which look particularly vulnerable at the moment.

Chart 3: The US 3-month-10-year yield curve
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Disclaimer

Investing involves risks, including the potential loss of principal. Financial markets are volatile
and can fluctuate significantly in response to company, industry, political, regulatory, market, or
economic developments. These risks are magnified for investments made in emerging markets.
Currency risk is the risk that fluctuations in exchange rates may adversely affect the value of a
portfolio’s investments.

The information provided does not take into account the suitability, investment objectives,
financial situation, or particular needs of any specific person. You should consider the suitability
of any type of investment for your circumstances and, if necessary, seek professional advice.

This material, intended for the exclusive use by the recipients who are allowable to receive
this document under the applicable laws and regulations of the relevant jurisdictions, was
produced by, and the opinions expressed are those of, Manulife Investment Management as of
the date of this publication, and are subject to change based on market and other conditions.
The information and/or analysis contained in this material have been compiled or arrived at
from sources believed to be reliable, but Manulife Investment Management does not make any
representation as to their accuracy, correctness, usefulness, or completeness and does not
accept liability for any loss arising from the use of the information and/or analysis contained.
The information in this material may contain projections or other forward-looking statements
regarding future events, targets, management discipline, or other expectations, and is only
as current as of the date indicated. The information in this document, including statements
concerning financial market trends, are based on current market conditions, which will fluctuate
and may be superseded by subsequent market events or for other reasons. Manulife Investment
Management disclaims any responsibility to update such information.

Neither Manulife Investment Management or its affiliates, nor any of their directors, officers or
employees shall assume any liability or responsibility for any direct or indirect loss or damage
or any other consequence of any person acting or not acting in reliance on the information
contained herein. All overviews and commentary are intended to be general in nature and for
current interest. While helpful, these overviews are no substitute for professional tax, investment
or legal advice. Clients should seek professional advice for their particular situation. Neither
Manulife, Manulife Investment Management, nor any of their affiliates or representatives
is providing tax, investment or legal advice. Past performance does not guarantee future
results. This material was prepared solely for informational purposes, does not constitute
a recommendation, professional advice, an offer or an invitation by or on behalf of Manulife
Investment Management to any person to buy or sell any security or adopt any investment
strategy, and is no indication of trading intent in any fund or account managed by Manulife
Investment Management. No investment strategy or risk management technique can guarantee
returns or eliminate risk in any market environment. Diversification or asset allocation does not
guarantee a profit nor protect against loss in any market. Unless otherwise specified, all data is
sourced from Manulife Investment Management.

Manulife Investment Management

Manulife Investment Management is the global wealth and asset management segment of
Manulife Financial Corporation. We draw on more than 150 years of financial stewardship to
partner with clients across our institutional, retail, and retirement businesses globally. Our
specialist approach to money management includes the highly differentiated strategies of
our fixed-income, specialized equity, multi-asset solutions, and private markets teams—along
with access to specialized, unaffiliated asset managers from around the world through our
multimanager model.

These materials have not been reviewed by, are not registered with any securities or other
regulatory authority, and may, where appropriate, be distributed by the following Manulife
entities in their respective jurisdictions. Additional information about Manulife Investment
Management may be found at www.manulifeam.com.

Australia: Hancock Natural Resource Group Australasia Pty Limited, Manulife Investment
Management (Hong Kong) Limited. Brazil: Hancock Asset Management Brasil Ltda. Canada:
Manulife Investment Management Limited, Manulife Investment Management Distributors Inc.,
Manulife Investment Management (North America) Limited, Manulife Investment Management
Private Markets (Canada) Corp. China: Manulife Overseas Investment Fund Management
(Shanghai) Limited Company. European Economic Area and United Kingdom: Manulife
Investment Management (Europe) Ltd. which is authorised and regulated by the Financial Conduct
Authority, Manulife Investment Management (Ireland) Ltd. which is authorised and regulated by
the Central Bank of Ireland. Hong Kong: Manulife Investment Management (Hong Kong) Limited.
Indonesia: PT Manulife Aset Manajmen Indonesia. Japan: Manulife Asset Management (Japan)
Limited. Malaysia: Manulife Asset Management Services Berhad. Philippines: Manulife Asset
Management and Trust Company. Singapore: Manulife Asset Management (Singapore) Pte. Ltd.
(Company Registration No. 200709952G) Switzerland: Manulife IM (Switzerland) LLC. Taiwan:
Manulife Investment Management (Taiwan) Co. Ltd. Thailand: Manulife Asset Management
(Thailand) Company Limited. United States: John Hancock Investment Management LLC,
Manulife Investment Management (US) LLC, Hancock Capital Investment Management, LLC
and Hancock Natural Resource Group, Inc. Vietnam: Manulife Investment Fund Management
(Vietnam) Company Limited.

Manulife Investment Management, the Stylized M Design, and Manulife Investment Management

& Stylized M Design are trademarks of The Manufacturers Life Insurance Company and are used
by it, and by its affiliates under license.
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