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Given the rapid selloff and the resultant questions we have received about
the sustainability of this bull market, we thought it would be helpful to present
our market views near term, for the rest of 2018, and longer term.
1. Near-Term View
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As I wrote in the January commentary, equity market corrections commonly
follow a “W” path. To me, that makes all the sense in the world.
Traditionally after a sharp selloff, if the retest of the low happens, it typically
arrives on average somewhere around a month later. So if the market were
to retest the lows of early February that should be happening now. I think
there is a decent chance the March 1st low was as much of a retest as we
will see.
Here is why: historically, March and April are a great two-month period for
equities. In fact, the March-April time period is the strongest two months in a
1
calendar year. A little window dressing into the end of the quarter by
portfolio managers would put the February low into the rear view mirror.
2. 2018 Market Outlook
I remain of the view that 2018 will end up being a good year for equities. I
still believe that with an accelerating economy, earnings revisions moving
higher, low levels of inflation, and the bond market a woefully poor
alternative to equities, it’s way too early for anything but another good year
for equities.
But not without further headaches and volatility.
I believe there is the potential for another correction, possibly this summer
or fall, as a series of potential worries seem to be accumulating.
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Here are my three main concerns:
A. Inverted yield curve. The yield curve is flattening,
primarily driven by the short-end of the curve rising.
I think there is a decent chance the spread could go
to zero sometime this fall. And as I discussed in the
past, this is NOT the beginning of the end, but the
press will most likely portray it that way and scare
investors. In fact, the market has averaged a 3%
2
decline once the spread hits zero.
B. Midterm elections. I am no election specialist, but
what I learned from the recent US presidential
election is voter behavior changes much less than
the supposed experts would like you to think. After
eight years of one party in power, Americans vote
for change. That is a simple statistic that so many
prognosticators ignored.
And during the next mid-terms, the losing party
usually gains a tremendous number of seats.
Americans consistently tack back the other way
after a one-party big victory.
Markets tend to like a divided Washington….one
party in the White House and one in Congress. But
what worries me is the bigger the victory by the
Democrats, the more it would likely strengthen the
resolve of the far left wing of the party. Historically,
the stock market has done quite well under
Democrats, but I doubt the policies of the far left
would be warmly received. And it seems to me that
this could create a worry that the entire deregulation
regime could be derailed in another two years.
C. 2019 Comparisons. One of the reasons that Q4
tends to be a seasonally good time for equities is
inevitably that is when analysts roll their numbers to
the next year. Whether a company achieves its
current year numbers becomes less important as
Wall Street looks to the coming year. As much as
this year’s numbers look good, it will make next
year’s numbers tougher to achieve. With tax reform
+ cash repatriation, the 2018 S&P 500 Index
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consensus estimate is $158.07 . I do not think this
estimate is finished going up. That is good news for
this year. That represents 19% + eps growth. But
the more it goes up, the more underwhelming next
year’s growth is going to look. I suspect 2019
earnings growth could be in the mid-single digits.

That’s a lot. Maybe we are due for a breather
year…still positive, but the rate of ascent needs to slow.
3. Longer-Term Equity Outlook
The call I have heard recently that this is the beginning
of the end will NOT be an accurate one, in my opinion.
I do not believe the euphoric stage has arrived yet.
All the indicators suggest a recession is a ways off. As
I have articulated a number of times, preceding the past
four recessions, the market peaked on average two
years after the yield curve first inverted. The shortest of
44
those four periods was a year and a half. I believe the
period after the yield curve initially inverts is the
euphoric stage.
So the bull market should power higher. I certainly
concede we are in the later stage of a bull cycle, and
therefore I do suggest sharpening the focus to make
sure clients’ asset allocations are not too out of
alignment. But to me, the suggestion that the cliff is
around the corner is too early.
4. How to be Positioned? US versus
International/ Growth versus Value.
In periods leading up to yield curve inversions (where
the economy is accelerating), higher beta cyclical
stocks tend to outperform. This should help non-US
developed markets relative to the US, given those
markets are more cyclical in nature. That has NOT
happened so far in 2018. To me it should, but my level
of confidence, that when the dust settles, international
markets will significantly outperform the US this year, is
NOT high. That is precisely why we have US and nonUS exposure in our global strategies. In my view, the
fat pitch is not really US versus non-US, or Growth
versus Value; it’s avoiding the quality/defensive stocks
that have interest rate sensitivity. These stocks appear
to be breaking down and should get cheaper relative to
the market before the bull market truly nears the
beginning of the end.
So within our global strategies, we have a modest
overweight to the non-US stocks versus US, but not a
big bet. We have increased our value exposure relative
to growth. But again, modestly. Notably, we are very
underweight the bond proxies, which we view as our
most important positioning.

My conclusion, from the February 2016 low to the
January 2018 high, the S&P 500 has rallied 57% for a
25% compounded return over that two-year period.
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There is no assurance that a Portfolio 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 may
therefore be less than what you paid for them.
Accordingly, you can lose money investing in this
Portfolio. Please be aware that this Portfolio may be
subject to certain additional risks. In general, equities
securities’ values also fluctuate in response to activities
specific to a company. Stocks of small-and mediumcapitalization companies entail special risks, such as
limited product lines, markets and financial resources,
and greater market volatility than securities of larger,
more established companies. Investments in foreign
markets entail special risks such as currency, political,
economic, market and liquidity risks. Illiquid securities
may be more difficult to sell and value than publicly
traded securities (liquidity risk). Non-diversified
portfolios often invest in a more limited number of
issuers. As such, changes in the financial condition or
market value of a single issuer may cause greater
volatility.

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.

DEFINITIONS
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 S&P 500® Index measures performance of the large cap
segment of the U.S. equities market, covering approximately 75% of
the U.S. market, including 500 leading companies in the U.S.
economy. The MSCI World Index is a free float adjusted market
capitalization weighted index designed to measure performance of
developed equity markets globally. The term "free float" refers to the
portion of shares deemed to be available for purchase in public equity
markets. The Index’s performance is listed in U.S. dollars and
assumes reinvestment of net dividends. The MSCI Europe Index is
a free float-adjusted market capitalization index that is designed to
measure developed market equity performance in Europe. 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. The MSCI Emerging
Markets Index (MSCI EM) is a free float-adjusted market
capitalization weighted index that is designed to measure equity
market performance of emerging markets. The MSCI Japan Index is
is designed to measure the performance of the large and mid cap
segments of the Japanese market.

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:
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Authorised and regulated by the Eidgenössische Finanzmarktaufsicht
("FINMA"). Registered with the Register of Commerce Zurich CHE115.415.770. Registered Office: Beethovenstrasse 33, 8002 Zurich,
Switzerland, Telephone +41 (0) 44 588 1000. Facsimile Fax: +41(0)
44 588 1074. Japan: This document is provided in relation to Morgan
Stanley Investment Management (Japan) Co., Ltd. (“MSIMJ”)’s
business with respect to discretionary investment management
agreements (“IMA”) and investment advisory agreements (“IAA”) and
is not for the purpose of a recommendation or solicitation of
transactions or offers with respect to 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 MSIMJ the authorities
necessary for making investment. MSIMJ exercises the delegated
authorities based on investment decisions of MSIMJ, and the client
shall not make individual instructions. The management of trust
assets is subject to risks such as price fluctuation risk of shares or
other securities, etc. incorporated in the trust assets. Other risks may
include, but not limited to, credit risk, liquidity risk, currency risk, risk
that arises from derivative transactions, and country risk. All profits
and losses arising from the management of trust assets belong to the
clients; principal is not guaranteed, and a loss of principal may occur.
Please consider the investment objectives and nature of risks before
investing. As an investment advisory fee for an IAA 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. In addition, for some strategies, a
contingency fee may be incurred in addition to the fee mentioned
above. As other costs, indirect charges may be incurred, such as
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futures or options transactions, costs for custody of securities, etc.
Since these charges and expenses are different depending on the
contract details and other factors, MSIMJ cannot present the rates,
upper limits, etc. in advance. The clients should read the Documents
Provided Prior to the Conclusion of a Contract carefully before
executing an IMA. This document is disseminated in Japan by
MSIMJ, Registered No. 410 (Director of Kanto Local Finance Bureau
(Financial Instruments Firms)), Membership: The Investment Trusts
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U.S.
A separately managed account may not be suitable for all investors.
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any index. Please consider the investment objectives, risks and fees
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required. For important information about the investment manager,
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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.
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Morgan Stanley Funds.
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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
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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,
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314182, which accept responsibility for its contents. This publication,
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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
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differences in how the strategy is carried out in each of the investment
vehicles.
This material is a general communication, which is not impartial and
has been prepared solely for informational 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. All
investments involve risks, including the possible loss of principal. The
information herein has not been based on a consideration of any
individual investor 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.
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.
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.
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.
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.
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. Additionally, financial
intermediaries are required to satisfy themselves that the information
in this document is suitable for any person to whom they provide this
document in view of that person’s circumstances and purpose. MSIM
shall not be liable for, and accepts no liability for, the use or misuse of
this
document
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financial
intermediary.
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This document may be translated into other languages. Where such a
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any discrepancies between the English version and any version of
this document in another language, the English version shall prevail.
Morgan Stanley Investment Management is the asset management
division of Morgan Stanley.
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.
© 2018 Morgan Stanley. All rights reserved.
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