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In a dramatic reversal from the nearly across-the-

board decline of every major asset class in 2018, the 

first half of calendar year 2019 rewarded investors by 

exhibiting universally positive returns.  The DJ Industrial 

Average, the S&P 500 Index and the NASDAQ Composite 

Index generated 6-month returns of 15.4%, 18.5% and 

21.3% respectively.  Declines in interest rates worldwide 

also lead to positive returns for most bond investors.1

The Bond Markets
Today, global bond markets are perhaps the most 

irrational in history. Worldwide, interest rates paid on 

bonds issued by governments are at or near all-time 

lows. It is hard to believe but there is a record $13 trillion 

dollars’ worth of global sovereign bonds which are trading 

at a negative yield.2 Yes, that’s correct—bonds issued 

by foreign governments, mostly in the European Union, 

Switzerland, Scandinavia and Japan—of which the owners 

pay for the privilege of holding the bonds. No interest, 

no upside, only negative interest payments made by the 

bond-holders to the bond issuers.

Good luck if you are an investor in Europe looking to 

find a positive yield on a top-quality security. The nation 

of Austria (Aa1/AA+) recently issued another edition of 

its “century bonds,” bonds maturing in September 2117—

with a yield of 1.171%. Investors in this issue are locking 

up 1.171% for 100 years and institutional investors, such 

as pension funds and insurance companies, are hungry 

enough for high-quality fixed-income securities to pay an 

“irrational” price for these bonds. “In a world of negative 

yields, positive returns are scarce.”2

It’s no wonder global investors may look at the U.S 

Treasury 10-year Bond—backed by the full faith and 

credit of the U.S. Government and currently as of July 5, 

2019 yielding 2.00%—as an attractive investment vehicle 

in a world otherwise dominated with lower or negative 

income opportunities. This also may shed a bit of light 

on why the yield on the 10-year has declined over the 

past 12 months from 2.84% on 6/28/2018 to 2.01% on 

6/28/2019. Compared to other sovereign debt offerings 

U.S. Government bonds at present generally offer higher 

interest rates and better credit ratings. As the demand for 

these bonds has increased so has the price, resulting in a 

lower yield to maturity for the existing bonds.3

The Stock Markets
As stewards of investment capital our job is to find the 

most promising long-term return opportunities with the 

least amount of relative risk.  hose return opportunities 

can take us into various asset classes, U.S. stocks, 

International stocks, Fixed Income—Bonds, Commodities, 

Currencies and Cash.

At present, we find the current investment climate 

somewhat disconcerting. As we mentioned in the last 

edition of RThoughts, the relationship between U.S. 

stocks—as measured by the S&P 500—and interest rates 

—as measured by the 10-Year U.S. Treasury bond—are 

each reflecting two different economic outcomes.

One of these markets is currently mispriced. Could 

it be the S&P 500, trading at all-time highs, at nearly 18 

times forward earnings and anticipating an economic 
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soft landing, lower interest rates and a quick resolution 

to trade disputes? Or is it U.S. Treasuries, which are 

currently priced for a recession, with yield curves 

inverted (shorter rates higher than longer rates) and the 

expectation that the Federal Reserve might cut interest 

rates 4 more times in the next 12 months?

This phenomenon of rising stock prices while interest 

rates decline would suggest completely opposite 

narratives. This situation sometimes occurs but is rarely 

sustainable as the change in the six-month U.S. Treasury 

yield and stock returns have moved in the same direction 

80% of the time in the past 20 years.4

What we are saying here, is that the current pricing of 

the stock and bond market is almost untenable—the bond 

market is discounting the probability of a recession on the 

horizon, while the stock market is telling us of increased 

economic activity and the potential of higher equity prices 

ahead.

As both the stock and bond markets can’t be right over 

the long term, which view should we back? With the S&P 

500 Index currently trading slightly over 3000 (7-15-2019) 

we believe that near-term risks are stacked against the 

equity market and investors should remain cautious.

Although currently a minority opinion, Morgan Staley 

strategists believe the case for a minor recession in the 

U.S. is increasing over the next 12-months.  We take this 

opinion very seriously.  Below is their Case for Recession.5 

Despite the S&P 500 trading near all-time highs, we 

are increasingly concerned about the rising risk of an 

economic recession. Among other factors, this may be 

driven by an overtightening of monetary policy by the 

Fed. On May 22, this led to an inversion of the yield curve. 

Yield-curve inversion has been a historically reliable 

predictor of recession, and adjusted for unconventional 

monetary policy, may have occurred in December 2018. 

The result has been that the NY Fed’s Probability of 

Recession Index is now above 30%, a level that has 

proceeded each recession since 1970. (See Chart in next 

column)

Source6

Leading indicators are pointing toward further 

deterioration in both economic growth and corporate 

earnings. Global new orders PMI, which has typically led 

earnings growth by 12 months, is now below 50, indicating 

contraction. MS & Co.’s earnings leading indicator as well 

as the OECD’s global growth leading indicator both point 

to further deceleration. Market signals beyond rates are 

flashing warning signs as well. The wholesaler inventories-

to-sales ratio is picking up, as defensive companies 

continue to outperform cyclical ones. The gold-to-silver 

price ratio, an indication of “safe-haven” demand, is also 

approaching cycle highs.

A number of confidence measures have decelerated in 

recent months, reflecting a potential tipping point that 

could impact future investment and hiring. Corporate 

confidence, small business optimism, earnings revisions 

breadth, and the Morgan Stanley Business Conditions 

Index have all decelerated while small business 

uncertainty has risen.

Markets peak on average seven months prior to a 

recession. After 10 years of expansion, investors should 

use this environment as an opportunity to ensure their 

asset allocation matches their risk tolerances and long-

term strategy. A well thought-out plan is critical to riding 

out turbulent markets.

Although in the minority, the Morgan Stanley outlook on 

the economy and the U.S stock market is consistent with 

other independent firms. The Leuthold Group currently 

states, “Over a 12-month horizon, we now believe a U.S. 

recession is very likely” . . . and, “Current leadership 
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trends continue to track their 1998-99 behavior in an 

almost eerie fashion . . .. ”7 Cypress Capital currently 

places their Market Risk Index at “78% out of 100%, still 

firmly in the defensive/cautious territory.8

Although we have used several variations of the chart 

below it is useful to dust off and review periodically.  It 

exhibits investor psychology at various stages of a stock 

market cycle. To review—late in the 1990s and early 

2000 as well as perhaps in 2007, investors showed all the 

behavioral traits consistent with the Excitement, Thrill, 

and Euphoria stage with stock prices then declining 

appreciably in the corresponding several years. On the 

opposite extreme one needs to only reflect back to late 

2008 early 2009 for what the Despondency/Depression 

cycle looked like and how investors responded to it. It 

was—in retrospect—a point of maximum investment 

opportunity.

Source9

So the question we continually ask ourselves—and also 

to you—is to where are we on this Optimism, Euphoria, 

Anxiety, Despondency, Depression cycle? Does the U.S. 

Stock market at present discount the possibility of slower 

economic growth over the next year or does it overlook 

that possibility exhibited by the bond market and believe 

economic growth continues unabated into the future? 

We believe at present the U.S. stock market is priced to 

perfection and risks of a market decline have increased 

significantly in the past few months. We would argue 

that the current investor emotional level is somewhere 

between optimism and thrill which also adds to the risks 

we see now.

The U.S. stock market continues to have a number of 

positive factors still in its favor.  

For one, from a relative strength standpoint, U.S. 

stocks continue to be the strongest asset class of the 

six (International Equities, Fixed Income, Currencies, 

Commodities and Cash) we currently monitor. Until we 

witness a change in this dynamic we will continue to give 

U.S. stocks the benefit of the doubt and overweight them 

in portfolios.

Second, we believe policy still remains very favorable 

to risk assets. Tax rates remain low, regulations for 

businesses on the national level continue to remain 

positive and there are rumors of additional pro-growth 

policy initiatives which could support increased stock 

prices in the future.  One in particular could be very 

significant.  

As detailed in the Washington Post on Sunday, July 

14th by Steven Moore, the Trump Administration is 

moving to index capital gains taxes for inflation. If passed, 

this could be one of the most significant pro-growth 

initiatives in recent history. Such a move would unleash 

trillions of dollars in capital and be extremely good for 

U.S. stocks.

Quoting Mr. Moore, “In an ideal world, Congress would 

define a gain for an asset held over a long period of time 

as taking into account inflation. This would reward risk 

taking and capital investment by reducing the “real” 

capital gains tax. It would also induce more shareholders 

to sell stocks in old assets . . . and buy into shares of new-

age companies that will be the wealth and job creators 

of the future. I suspect most Americans would think that 

would be a fair treatment.”10

In our opinion, this proposal is a fair, common-sense 

approach to long-term capital gain taxes. What are the 

chances of its passage into law?

As we scan the investment horizon we observe some 

positives and some potential negatives. This is nothing 

new. Longer term, as long as policy decisions favor 

pro-growth outcomes, we remain optimistic on equity/
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growth assets. Shorter term, over the next few months, 

we currently possess some general reservations on the 

continued upward path of equity prices.

Source11

Until we witness another round of earnings increases 

in U.S. stocks we remain committed to the belief that the 

S&P 500 will trade between 2400 on the low and 3000 on 

the high side. In order to help control risk in the portfolios 

we manage on your behalf, we have currently increased 

cash levels and employed a small set of equity hedges in 

an effort to reduce the downside capture on any overall 

stock market decline.  

Following the advice of The Oracle of Omaha, we 

will also be deploying patience to make the most of the 

current market ride.

As we close we wish you a wonderful and enjoyable 

rest of the summer. Please feel to contact us with any 

questions, concerns or explanations.  ◗
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Disclaimers

This material does not provide individually tailored 
investment advice.  It has been prepared without regard to the 
individual financial circumstances and objectives of persons who 
receive it.  The strategies and/or investments discussed in this 
material may not be suitable for all investors.  Morgan Stanley 
Wealth Management recommends that investors independently 
evaluate particular investments and strategies, and encourages 
investors to seek the advice of a Financial Advisor.  The 
appropriateness of a particular investment or strategy will 
depend on an investor’s individual circumstances and objectives.

The views expressed herein are those of the author and 
do not necessarily reflect the views of Morgan Stanley Wealth 
Management or its affiliates. All opinions are subject to change 
without notice. Neither the information provided nor any 
opinion expressed constitutes a solicitation for the purchase or 
sale of any security. Past performance is no guarantee of future 
results.

This material is intended only for clients and prospective 
clients of the Portfolio Management program.  It has been 
prepared solely for informational purposes only and is not an 
offer to buy or sell or a solicitation of any offer to buy or sell any 
security or other financial instrument, or to participate in any 
trading strategy. 

The individuals mentioned as the Portfolio Management 
Team are Financial Advisors with Morgan Stanley participating 
in the Morgan Stanley Portfolio Management program. The 
Portfolio Management program is an investment advisory 
program in which the client’s Financial Advisor invests the 
client’s assets on a discretionary basis in a range of securities.  
The Portfolio Management program is described in the 
applicable Morgan Stanley ADV Part 2, available at www.
morganstanley.com/ADV or from your Financial Advisor.

Diversification does not assure a profit or protect against loss 
in a declining market.

International investing may not be suitable for every 
investor and is subject to additional risks, including currency 
fluctuations, political factors, withholding, lack of liquidity, the 
absence of adequate financial information, and exchange control 
restrictions impacting foreign issuers.  These risks may be 
magnified in emerging markets.

Investing in commodities entails significant risks. Commodity 
prices may be affected by a variety of factors at any time, 
including but not limited to, (i) changes in supply and demand 
relationships, (ii) governmental programs and policies, (iii) 
national and international political and economic events, war 
and terrorist events, (iv) changes in interest and exchange rates, 
(v) trading activities in commodities and related contracts, (vi) 
pestilence, technological change and weather, and (vii) the price 
volatility of a commodity. In addition, the commodities markets 
are subject to temporary distortions or other disruptions due 
to various factors, including lack of liquidity, participation of 
speculators and government intervention.

Bonds are subject to interest rate risk. When interest rates 
rise, bond prices fall; generally the longer a bond’s maturity, the 
more sensitive it is to this risk. Bonds may also be subject to call 
risk, which is the risk that the issuer will redeem the debt at its 
option, fully or partially, before the scheduled maturity date. The 
market value of debt instruments may fluctuate, and proceeds 
from sales prior to maturity may be more or less than the 
amount originally invested or the maturity value due to changes 
in market conditions or changes in the credit quality of the 
issuer. Bonds are subject to the credit risk of the issuer. This is 
the risk that the issuer might be unable to make interest and/or 
principal payments on a timely basis. Bonds are also subject to 
reinvestment risk, which is the risk that principal and/or interest 
payments from a given investment may be reinvested at a lower 
interest rate.

Derivatives, in general, involve special risks and costs that 
may result in losses. The successful use of derivatives requires 
sophisticated management, in order to manage and analyze 
derivatives transactions. The prices of derivatives may move in 
unexpected ways, especially in abnormal market conditions. In 
addition, correlation between the particular derivative and an 
asset or liability of the manager may not be what the investment 
manager expected. Some derivatives are “leveraged” and 
therefore may magnify or otherwise increase investment losses. 
Other risks include the potential liability to terminate or sell 
derivative positions, as a result of counterparty failure to settle 
or other reasons.

The Dow Jones Industrial Average is a price-weighted 
average of 30 blue-chip stocks that are generally the leaders 
in their industry.  The Standard & Poor’s (S&P) 500 Index 
tracks the performance of 500 widely held, large-capitalization 
US stocks.  The NASDAQ Composite Index is a broad-based 
capitalization-weighted index of stocks in all three NASDAQ 
tiers: Global Select, Global Market and Capital Market.  An 
investment cannot be made directly in a market index.

Morgan Stanley Smith Barney LLC.  Member SIPC.
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