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CONCLUSIONS:

1. Bear markets, as qualified by greater than 20% drops, are almost always in
front of economic recessions. There are exceptions which we will address.
And there is an economic recession out there eventually, but we do not see
indications of one in 2019. We will detail why.
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2. As much as we have just retested the October 29th low, bull market
corrections (less than 20% drops) take time to work themselves out. Don’t
be surprised if this one has more pain remaining.
3. The momentum outperformance (largely comprised of large-cap tech) has
reversed. This is actually healthy for the market. What if the Fed were to move
to a “pause”? We believe that would accelerate a rotation into new leadership
sectors.
Here are the details for each:
1. In my mind, unless there is at least a 20% drawdown in the US equity
market, it really makes no sense to do anything other than to sit tight and gut
it out (unless of course you want to pay more taxes, not less).
Economic recessions are so relevant because, of the sixteen 20+% declines
the US market has experienced in the past 85 years, thirteen of them were in
front of economic recessions. Could an economic recession be around the
corner?
I doubt it, but must concede I am worried that I have not heard any strategist
predict an economic recession next year. High levels of consensus opinion
worry me. Having said that, the usual predictors that would justify being
contrarian are just not there:
a. The yield curve tends to invert well in advance of a recession. Currently
1
it has not yet, or at the very least is only getting close to flat.
b. The Fed normally would be finished raising rates and is either well into
the pause mode or is even cutting rates in front of a recession. Currently
2
the Fed is still in raising mode.
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 definition section at end of commentary for index definitions.
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c. S&P earnings growth rate has peaked on average
4.5 years in advance of a recession. Currently
2018 might be the peak year, but 4.5 years ago it
3
was not.
d. Leading Economic Indicators have peaked on
average 5 years before a recession. Currently
4
2018 might have been the peak year.

Our conclusion is either:
a. We are about to face a recession that is unlike
anything we have experienced.
b. There is something looming that could have a
similar impact as one of those three times that
there was a 20+% drawdown not in front of a
recession.
c. No economic recession.
So which is it?

tensions with a superpower…Russia. The Bay of Pigs,
the Berlin Wall, culminating in the Cuban Missile Crisis,
etc.
Is that analogous to today’s rising tensions with another
superpower… China? I think there is a chance we are
underestimating the geopolitical risks today. Time will
tell, and we could know a lot more shortly.
Nevertheless, my base case remains no
recession….with the pain contained to less than 20%
(although to be clear, over 40% of all S&P 500 stocks
5
are down more than 20% from their highs).
2. As I wrote last month:
Bull market corrections during this 9 ½ year bull market
have followed consistent “W” patterns. The selloff,
partial rally and then a retest. To me, “W” bottoms
seem consistent with investor behavior. “V” corrections
don’t clear out the weak holders like “W” bottoms do.
And that is always healthy.

As many who have read my comments for a while
know, I believe investors generally overemphasize the
geopolitical effect on the equity market.

From September 20th to October 29th, 2018, the
market experienced a 9.9% decline followed by a
partial 6.5% recovery, only to drop back to the lows last
Friday, November 23rd. Sounds like a perfect “W”
pattern!

But I must point out, one of the three exceptions when
there was a bear market without a recession was late
1961 to 1962. And what was happening then? Rising

But here is the problem. Unfortunately the “retest”, or
the second “V” takes some time. Just look at three
recent corrections in this current bull market.

Here is something else that worries me:

DISPLAY 1

S&P 500 Returns
May 2010 through September 2010

July 2011 through October 2011

January 2018 through June 2018

Source: Bloomberg
*See risk considerations and disclosures below. Past performance is no guide to future performance and the value of investments and
income from them can fall as well as rise. Indices are unmanaged and not available for direct investment. They are shown for illustrative
purposes only and do not represent the performance of any specific investment. See Important Disclosures for index definitions.
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In 2010, the retest was 38 trading days later. In 2011,
it took 40 days. And earlier this year, the retest was 35
days later. Perhaps random, yet amazing in the
consistency. With the recent low on October 29th, a
more consistent retest would not come until just before
Christmas. Not last Friday. Bah-Humbug!
The mid-December Fed meeting and this week’s G20
summit will obviously impact market sentiment nearterm. Maybe this time is different. But the point is, I
question whether we are out of the woods yet. I
believe it makes sense to be prepared for more gutcheck time.
3. In our September 12th commentary we wrote:
Top momentum stocks are now trading over one
standard deviation expensive to the index. They
certainly reached more expensive levels in 1999-2000
but generally speaking, this level is a warning sign that
the winners are far outpacing the losers and reversion
to the mean is a distinct possibility. From a sector
standpoint, roughly half the momentum bucket is
currently in technology and consumer discretionary.
Additionally, 30% of every US equity ETF (605 out of
6
1,756) hold FAANG names.
That is a combination of both expensive and crowded.
Since the September 14th market peak of
outperformance, the XLK (Tech ETF) is down 14.5%,
the XLY (Consumer discretionary) is down 12.7%, and
the MTUM (Momentum ETF) is down 13.9% versus the
7
S&P 500 down 9.4%. The momentum carnage last
Monday, November 19th alone was a 4 standard
8
deviation one day event.
We believe this is healthy for the market. Simply put,
shake-outs that correct overbought situations are
cleansing. We have seen this level of

valuation/crowding a few times in the current bull
market and rotations have consistently led to new
leadership and a resumption of the bull market. But in
late 1999, we saw no rotation once this high level of
expensiveness was hit. No cleansing. Those
momentum stocks became hyperbolically expensive.
But that condition did not last long, and once that
bubble burst four months later, it led to a very painful
bear market.
While this is healthy for the market overall, this type of
momentum correction tends to lead to new market
leadership. In essence, the primary sectors that were
in the momentum bucket are replaced. To me, that
would mean out go US technology and consumer
discretionary and in comes something new.
A change in Fed policy quite likely would accelerate
such a rotation. There does seem to be some
consistency in the types of stocks that lead during
different parts of an economic cycle. When the Fed is
raising rates, growth strategies tend to outperform. But
once the Fed takes their foot off the brakes to move to
the “pause” phase, growth strategies fade and stable
value/dividend strategies lead the market.
That reminds me of the old saying, “the market has a
tendency to move in a fashion that inflicts to most pain
9
on the most participants”. If 30% of all ETFs own
FAANG, I know where the pain is.
In conclusion, we believe the secular bull market is
intact. Do not be shaken out during this corrective
phase, even if has not run its full course. But we also
believe there will be new leadership in the next leg.

Andrew
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RISK CONSIDERATIONS
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.
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. 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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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.
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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
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.
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
Ordinance of Hong Kong (Cap 571). The contents of this document
have not been reviewed or approved by any regulatory authority
including the Securities and Futures Commission in Hong Kong.
Accordingly, save where an exemption is available under the relevant
law, this document shall not be issued, circulated, distributed, directed
at, or made available to, the public in Hong Kong. Singapore: This
document should not be considered to be the subject of an invitation for
subscription or purchase, whether directly or indirectly, to the public or
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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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