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1. In my opinion, the stock market is a forward predictor, and Fed policy is a
coincident indicator.
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Consider:
a. In Q4 2018, the stock market got hit very hard but Fed Chair Powell told us
the US economy was just fine.
b. Today the US stock market is hitting new highs and Fed Chair Powell is
telling us the US economy is weakening.
The stock market told us in December that there were going to be problems with the
US economy in 2019. Now Powell is confirming that.
With the stock market hitting new highs, what is this telling us about the economy in
the future?
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I think the market is telling us that the US economy is going to be stronger in
the future. Not weaker.
I suspect that we will be hearing from Fed Chair Powell later this year that the
economy is on better footing than it was in the first half.
2.

The stock market is hitting new highs but the level of bullishness is very
low. $153 billion has flowed out of global equity funds year-to-date (the second
1
worst on record) despite the best start to the year since 1997. The week
leading up to July 4th experienced $28 billion of net outflows, one of the worst
2
weeks in the past 12 years. And yet the stock market is around 3,000?

Someone or something is wrong here.
Will the market turn out to be right and investors will have to chase back as the
market continues to grind higher? Or is the bearishness accurate and the market
will head lower?
In essence, should we respect the market or should we respect consensus?
I respect the market.
The index performance is provided for illustrative purposes only and is not meant to depict the performance of a specific investment.
Past performance is no guarantee of future results. See Disclosure section for index definitions
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3. I often receive feedback and comments from
people in the industry from all over the world.
Many, many thanks. On Wednesday (July 10th)
as the media headlines were proclaiming
“equities are heading lower/doomsday”
predictions, I received this note from Howard
Felix, a financial advisor in the Chicago suburbs:
Right now there are 307 new highs and 42 new
lows in the U.S. stock market today. This is NOT
what the beginning of a bear market looks like.
The beginning of a problem may look like that the
market is making new highs and there are only 38
stocks making new highs and 124 new lows. All
the front line soldiers have been shot and there
are a few generals and high end officers still in
the battle. That is an unhealthy new high in the
S and P. This, contrary to multiple stories out
there, is not the case today!! All things change
but predicting when they will change is a fools
game.
Thank you Howard, I could not have said it any better!
4. I am keenly aware that the three month period
from mid-July until mid-October is seasonally
3
the worst three months for the market.
Bad news pops up in the summer just as trading liquidity
diminishes, a dangerous combination.
With the market up so strongly YTD, I think we could
have some tough sledding near-term.
I think there is a decent chance the market will retest
the 2,745 low on June 3rd sometime this summer.
My only hesitation is I am receiving far too many
questions wondering “when is the pullback coming so I
can get invested”. That indicates to me that there is
plenty of cash out there….waiting. But as Doug Wiley
(in another email comment) pointed out to me:
My experience is rarely does the market give
you what you want when you want it.
In essence, how can we have a pullback with so many
wanting one?
Having said that, near-term, I think it makes sense to at
least tread carefully until we get through the summer.
For Applied Equity Advisors, that means keeping an eye
on our beta in an attempt to ensure the risk metrics in
our portfolios are below those of the market.

5. Nevertheless, I maintain my view that the market
will be well north of 3,000 by year-end.
I think the bears do not respect the current
messaging of the market.
My time from 1991-2004 as a financial advisor taught me
that there is really only one consistency to the investing
world. Human behavior. Technology changes,
economic cycles change, investment styles and products
change, but how we react really never does.
Three of the most invaluable investment lessons I
learned from my time as an FA were:
1. No investment philosophy/strategy works
forever. Ultimately, each one fails when there
are huge inflows of assets into them, producing
the maximum amount of pain. Not before.
2. The fear-to-greed-to-fear cycle will never
change, which is why being a financial advisor is
as much psychiatry as it is financial expertise.
3. The markets can remain irrational longer than
your clients’ willingness to put up with a deeply
intellectual, well-articulated, but nevertheless
inaccurate viewpoint. An ACAT/closed account
is a humbling reminder of what matters. Being
right is more important than sounding smart.
As you know, it’s because human behaviors chase what
has worked and reject what has not that I am such a
believer in a style-flexible investment approach. Let
the market and human behavior dictate where the
opportunities lie, rather than trying to predict. I always
found managers who suggested that their investment
approach was the path to constant success either
unusually arrogant or belittling to their audience.
Inevitably, they will be proven wrong just as they are put
on the pedestal with the maximum asset flow.
Simply tacking against what is hot, leads headlong into
the risk of #3. Said another way…there is a fine line
between being “early” and just plain wrong. Being a
contrarian always sounds more intellectually impressive.
However, most of the time what works is checking
one’s ego at the door, while simply unemotionally
observing the market’s signals, and positioning
accordingly.
But not always.
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And there is the catch, which brings me to today.
Instead of taking my macro opinions and formulating a
market outcome, (in fairness, that is what a strategist is
asked to do) we can take the opportunity to interpret
what the market is saying.
This leads me to the conclusions articulated at the
beginning.
To reiterate:
The December equity market swoon predicted an
economic slowdown in 2019. The equity market
rally YTD is predicting an economic recovery to
come. In essence, the weakening data has already
been factored in.
I am not completely blind to the recessionary signals.
I just think they are premature:
1. It is true that the 3 month-10 year yield curve
inverted on March 22, 2019. And yield curve
inversions have predicted every recession. But
the yield curve has inverted two years ahead of
the bull market top prior to the last four
recessions (not to mention, the S&P 500 has
tacked on another 40% on average during this
4
time).
2. The New York Fed’s Recessionary Predictor just
crossed 33%, a level that has been a consistent
predictor of a recession on the horizon. But
here is the catch: When? Of the last 7 times it
hit 33%, the S&P 500 was up 12.6% on average
5
one year later.
A recession in an election year? I agree with what Ed
Yardeni said in Barron’s recently:
My basic premise is that Trump wants to win
another term and will avoid hurting the
6
economy”.
A guest commentator on CNBC said it most
appropriately:
I think the bears will find it very difficult to be
short the market going into the second half of
the year given you have the Fed delivering and
you know Trump is going to have the economy
7
humming going into an election year.

Let me end with one valuable lesson I learned from
being a financial advisor as it pertains to investing and
behaviors. I always paid attention to the types of
products the asset managers were selling as they
passed through our office. Obviously, they would
show us products they thought our clients would buy. I
couldn’t blame them, as that is how they get paid. My
experience was that the longer a particular style/asset
class or strategy worked, and therefore quite likely was
nearing the end of its run, the higher the number of asset
managers with similar products to capture that particular
theme would visit our office.
Therefore, if there was a common product that I saw
managers selling, it came with valuable investment
messaging. How many tactical (“we regularly go to
cash”) strategies were introduced AFTER the 2008 bear
market? The worst thing to do after a bear market is to
go to cash. Do you remember everyone rolling out
“dividend strategies” because we were in a “new normal”
(low returns for stocks)? The bull market trampled that
idea. Or what about MLP products rolled out in 2014 to
capture the development of the domestic oil
business….before oil prices were obliterated in 2015.
I see a common product today. “Quality/defensive
strategies with good downside protection in case of a
recession”. Very popular, very crowded and very
expensive.
To be clear, I do believe in protecting in bad markets. I
am not against risk control.
But at the end of the day, I am a believer that the
consistency of human behavior trumps all other
predictors. If the overwhelming consensus today is
caution, I refuse to believe that this time will be different,
and the market is heading lower.
Simply put:
If there is a high level of conviction that we are late
cycle…then we are not.

Andrew

I suspect that 2020 will be a strong year for the economy
and earnings, and this is what the stock market is
anticipating now. That will make for difficult
comparisons in 2021, giving the market something to
worry about next year!
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RISK CONSIDERATIONS

DISTRIBUTION

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 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. The Shanghai Composite Index is a
capitalization-weighted stock market index designed to track the price
performance of all A-shares and B-shares listed on the Shanghai
Stock Exchange. Standard deviation is a measure that is used to
quantify the amount of variation or dispersion of a set of data values.
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Registered Office: The Observatory, 7-11 Sir John Rogerson's, Quay,
Dublin 2, Ireland. Registered in Ireland under company number 616662.
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Japan: For professional investors, this document is circulated or
distributed for informational purposes only. For those who are not
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Stanley Investment Management (Japan) Co., Ltd. (“MSIMJ”)’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 MSIMJ the
authorities necessary for making investment. MSIMJ exercises the
delegated authorities based on investment decisions of MSIMJ, and the
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to the fee mentioned above. Indirect charges also may be incurred, such
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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
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Contract carefully before executing an agreement. This document is
disseminated in Japan by MSIMJ, 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 II
Financial Instruments Firms Association.
U.S.
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
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Singapore. Australia: This publication is disseminated in Australia by
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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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IMPORTANT INFORMATION

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
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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 by any such
financial intermediary.
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. 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.
© 2019 Morgan Stanley. All rights reserved.

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.
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 strategy’s /
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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