Andrew Slimmon Equity Market
Commentary
SOLUTIONS & MULTI-ASSET | APPLIED EQUITY ADVISORS TEAM | MONTHLY COMMENTARY | AUGUST 2019

1. There are two investment axioms which seem to explain why the stock market
was recently at an all-time high:
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a. The stock market focuses on the rate of change.
b. The stock market is a forward predictor.
In essence, the market anticipates the rate of change before it occurs.
2. That’s fine for explaining what has already happened. But now what?
a. In my opinion, we are only partway through the process of the market
anticipating a 2020 reacceleration, and therefore, I continue to believe the
S&P 500 will be well north of 3,000 by year-end.
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b. But August could be a painful month. We are about to enter the summer
doldrums, in my opinion a vacuum without “healthy” news flow.
c.

Longer-term, the recent quote from Warren Buffett is worthy of some
analysis:
“I think stocks are ridiculously cheap if you believe….that 3% on the
30 year bonds make sense”. CNBC, May 6th, 2019

I am sure we have all experienced owning some growth stock that reported a great
quarter and yet the stock was crushed. Huh? Often a selloff is attributed to “a
slower rate of growth than what was seen in the past”. In essence, the rate of
change decelerated. Stocks tend to peak in great periods when the rate of change
turns negative. Likewise, the market usually bottoms in the middle of recessions
when the rate of change turns positive.

The index performance is provided for illustrative purposes only and is not meant to depict the performance of a specific investment.
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That’s important to understand as we review the
consensus earnings and resultant year-over-year
1
growth for the S&P 500 :

Didn’t the equity market predict this quite well?
a. A strong rally in 2017 in front of great earnings
growth in 2018.
b. A weak market in 2018 in front of decelerating
earnings growth in 2019.

DISPLAY 1

S&P 500
Consensus
Earnings
Year-over-year
earnings growth
Change in growth
rate

c.
2018

2019 (E)

2020 (E)

$161.48

$165.77

$183.92

+20.9%

+2.7%

+10.9%

+8.9%

-18.2%

+8.2%

Clearly, corporate tax reform induced big growth in
2018, which led to the rate of change turning negative
in 2019, and at least for now, the rate of change
reaccelerating in 2020.

And now another strong market in
anticipation of a reacceleration in earnings
growth in 2020.

Will the earnings growth rate for 2020 turn out to be
accurate or not? We won’t know until next year, but the
market is rallying off that expectation now. This is why I
believe the market will be higher by year-end.
I believe the market will continue to price in
expected earnings growth reacceleration into
year-end.
In essence, very low levels of 2019 earnings growth
(and economic growth, too, for that matter) result in a
very high likelihood of reacceleration in 2020.
There is one more reason why I am confident in the
reacceleration next year. It all has to do with the
2
following chart :

DISPLAY 2
No Recession in 2 Years Before Election

Recession in 2 Years Before Election

RECESSION?

President (Year)

REELECTION?

RECESSION?

President (Year)

REELECTION?

NO

Obama (2012)

YES

YES

Bush 41 (1992)

NO

NO

Bush 43 (2004)

YES

YES

Carter (1980)

NO

NO

Clinton (1996)

YES

YES

Ford (1976)

NO

NO

Reagan (1984)

YES

YES

Hoover (1932)

NO

NO

Nixon (1972)

YES

YES

Coolidge (1924)

YES

NO

LBJ (1964)

YES

YES

Taft (1912)

NO

NO

IKE (1956)

YES

NO

Truman (1948)

YES

NO

FDR (1944)

YES

NO

FDR (1940)

YES

NO

FDR (1936)

YES

NO

Wilson (1916)

YES
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With the exception of “Silent Cal,” US Presidents have
not been re-elected unless the economy was doing
well. With 2020 being a US election year, I fully expect
measures will be taken to ensure strong economic
growth leading up to when Americans enter the
voting booth. Should it come as any surprise that the
US/China discussions are rocky now? A trade deal in
2019 is far less impactful than a trade deal in 2020
(heralded with hyperbole).
August has historically been the most volatile month
3
since the VIX Index was created in 1990. When I think
about what “volatility” really means, I am reminded of
the old adage: “the stock market goes up on an
4
escalator and down in an elevator.” More volatility is
code for “bad markets”.
To me, it’s about the information flow or lack thereof.
As I wrote last August,
My experience is that when the market
focuses on the micro (corporate earnings,
products etc.) the market does well but
when it focuses on the macro (geopolitics,
Fed, etc.) it struggles more. Unfortunately,
we are exiting a great earnings period and
entering the period with less micro news.
The news flow rotation from the micro to the
macro is worrisome. This is exactly why
August is generally a tough period for the
5
market.
It seems to ring true this year as well.

wars” and “increased recession risks” will be the most
likely catchphrases.
Finally, is the market too richly priced for any upside?
That is a question I often receive. It is true that the S&P
500 is trading at a premium of 16.6x to its historical
8
15.9x forward P/E. However, that would be looking at
equities in a vacuum. If equities are expected to be the
present value of expected future cash flows, then the
interest rate used to determine present value
meaningfully impacts fair value. The lower the rates,
the higher the present value of those future cash flows.
That is the genesis of Warren Buffett’s comment:
stocks are cheap, assuming rates stay at this level.
In fairness, he goes on to say he has a hard time
expecting rates to remain at these levels over the long
term, with large budget deficits and the expectation of
inflation eventually picking up. While I certainly do not
want to disagree with the Oracle of Omaha, I have a
hard time seeing the 30-year yield soaring any time
soon, given rates in the rest of the developed world are
substantially lower than ours.
Bottom line, either P/E multiples or interest rates are
headed higher.
My bet?
P/E multiples.

Andrew

Additionally, as I highlighted in my July Mid-year 2019
Outlook webcast, there is evidence of retests of
6
corrections. When we have experienced market
drawdowns, we have also pretty consistently seen
retests about two months later. In 2018 alone, we had
a selloff in February followed by a retest in April and a
selloff in October, with a nasty retest in December.
In late-May 2019, we had a 7.5% drawdown which
bottomed on June 3rd with the S&P 500 at 2,745.
Could we see 2,745 this month (two months later)
which would be a painful 8.5% decline from the July
26th high? As I wrote last month, my only hesitation is:
…with so much money on the sidelines
waiting for a pullback, rarely does the
7
market give what so many want.
To state the obvious, we likely will not see a 8.5%
decline without bad news that will unnerve investors
and inevitably cause some of those same investors
who wanted a pullback to hesitate. I suspect “tariff
3
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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.

Ireland: Morgan Stanley Investment Management (Ireland) Limited.
Registered Office: The Observatory, 7-11 Sir John Rogerson's, Quay,
Dublin 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
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 20462-1300. 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 Branch Authorised and
regulated by the Eidgenössische 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.
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. (“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
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 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. 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 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
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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 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.
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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 /
© 2019 Morgan Stanley. All rights reserved.
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