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The 2018 financial markets were almost an inverse 

image of the 2017 markets. Though investors 

have fond memories of 2017 for its low volatility 

and positive monthly returns, they would probably like to 

forget 2018—a disappointing year in which no major asset 

class provided returns that outpaced inflation.

Chart 1

Annual Total Returns of Major Asset Classes Over Last 10 Years 1

Here are some notable market-performance statistics 

from 2018, similar, I guess, to reviewing some of the worst 

movies of the year . . .

•	 2018’s (-6.2%) price return on the S&P 500 was the 

worst since 2008’s (-38.5%) drop at the height of 

the Financial Crisis. Moreover, a 60/40 stock/bond 

portfolio declined about 5%.

•	 No major asset classes generated returns above 

inflation in 2018. (See the chart to left). Cash and 

short-term Treasuries were the only asset classes 

with positive returns—the first time that has 

occurred in multiple decades.

•	 The (-14.0%) return for the S&P 500 in the fourth 

quarter was the worst quarterly performance since 

the third quarter of 2011.

•	 The December 2018 (-9.2%) pullback was the worst 

month since February 2009 (-11%).

•	 The average individual stock trading in the S&P 

500 index ended the year down roughly 25% from 

its 52-Week high. For the NASDAQ Composite, the 

average stock was down 41%.

•	 U.S. 10-year Treasury interest rates hit a 7-year 

high of 3.26% in November 2018 before closing at 

an 11-month low of 2.68% at year end.

•	 The realized volatility of the S&P 500 was 17% 

for 2018—its highest level since 2011—and 

significantly higher than 2017.

•	 While the number of days of +/-1% market moves 

in 2018 was roughly average relative to history, 

the 20 days of +/- 2% market moves over the year 

represented the highest total since 20111
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2018 was, without a doubt, a challenging and 

frustrating year for investors and for us, your asset 

managers. 

The Stock Markets
As the legendary investor Sir John Templeton often 

said, “The four most dangerous words in investing may 

be ‘this time is different’.” We have observed on several 

occasions throughout our careers many who believed 

that “this one time it truly is different” only to be proved 

disastrously wrong.

Given the market volatility and carnage associated with 

this year’s fourth quarter, investors grew ever concerned 

as it invoked memories of 2008’s drawdowns and the 

possibility of the next recession. With the Federal Reserve 

signaling the prospect of higher interest rates in early 

October, many felt that a “Fed-Induced Recession” was on 

the horizon. The stock market obliged—with the S&P 500 

Index falling almost 20%2 on the fears of recession caused 

by the combined evil forces of potential higher interest 

rates and a trade war with China.

With liquidity tightening and the trade negotiations 

ongoing, some are calling for investors to prepare for 

further volatility and drawdowns in equities. But is the 

fear of a market crash warranted?

In our mind, we consider market declines of greater 

than 20% AND lasting longer a year in length as severe. 

As we have stated many times previously market 

corrections—15% or more lasting less than a year—as 

pullbacks and they are the price of admission to longer-

term potential greater returns. It’s the “price we pay 

emotionally to make money in the long run.” The added 

dimension of time is important as many investors are able 

to ride out the shorter-term turmoil of a market correction 

as it impacts their portfolios much less severely.

What is important is that market declines’ greater 

than 20% and lasting longer than one year—the truly 

destructive market declines—are 2.5 times more likely to 

coincide with recessions, historically.3

Therefore, we believe the key question for investors 

in 2019 is whether the U.S. is heading into an economic 

downturn. With data supplied by ClearBridge Investments 

through their Recession Risk Dashboard it appears these 

recession fears may be overblown. Shown in the next 

column, we observe it currently features eight green 

indicators, four yellow, and zero red. This is not a picture 

that suggests a looming recession on the near-term 

horizon.

Chart 2

ClearBridge Recession Risk Dashboard4

So, in light of this we ask the question posed earlier: 

will this time be different and will the market experience 

significant drawdowns—more than 20% and lasting longer 

than a year—without undergoing a recession? In our view 

we currently find that unlikely although we will always 

error on the side of preparing for the worst and hoping for 

the best.

The earnings U.S. companies generate continue to 

grow impressively albeit at a rate lower than the past year 

and a half. The Federal Reserve has recently backed off 

of their previous “too arrogant” stance about the future 

path of policy and increasing interest rates. As stock 
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prices declined almost 20% in the 4th quarter, earnings 

have continued to increase and the Fed has committed to 

adjusting their policy course based on market data, values 

in selected areas have begun to emerge.

Chart 3

The S&P 500 12M Forward P/E Ratio5

A look at Chart 3 shows stock prices are currently 

nearly 25% “cheaper” than they were at the end of 2017 

based on the price-to-earnings ratio. This indicates much 

of what has concerned market participants late in 2018 is 

now priced into the markets. We are seeing much better 

valuations which potentially set up better opportunities 

down the road.

We do, however, continue to have some real concerns 

about U.S. Equities when compared to many of the other 

investable asset classes, which continues to give us reason 

for some caution as we move into 2019.

As we discussed in the fall edition of RThoughts, 

for 10 years now, the United States stock market has 

completely dominated all other investment classes—

including commodities, real estate, international stocks, 

cash and currencies. As demonstrated earlier in Chart 1, 

diversification has had one of its worst years in history 

last year. Given the significant outperformance of U.S. 

stocks to all other options over the past decade, it is not 

surprising there is a significant performance gap between 

U.S. stocks and the other average asset classes.

As illustrated in the following chart, one can see the 

orange line (U.S. Equities) has clearly decoupled from 

the blue line (Average Asset Class). This again is visual 

evidence that any attempt to lower risk and diversify 

assets away from U.S. equities over the past several years 

has resulted in a performance penalty. The last time 

we saw a gap this pronounced was back in 1999 which 

resulted in a decade in which the average asset class 

(diversified assets) significantly outperformed those of an 

exclusively U.S. equity exposure. 

Chart 4

U.S. Equities versus the Average Asset Class6

Perhaps the “least loved” of the Average Asset 

Class group is currently reserved for the International 

Equity arena. While they were darlings back the 2000s, 

International stocks provided a successful foil for those 

who possessed the foresight to choose to diversify away 

from its U.S. brethren.

Today the difference in the equity-risk premium is at 

the same level or more pronounced than it was in early 

2000. The recent major trends for International equities 

are negative—although with some improvement noted 
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in the past few months—but to say that the longer-term 

risk reward for International equities is favorable is an 

understatement.

Chart 5

U.S. Versus International Equity Risk Premiums7 

As can be observed in Chart 5 above, International 

markets appear more attractive and offer better relative 

value compared to the U.S. stock market. Overseas stock 

markets are under-owned in most portfolios. Right now 

it is certainly not a crowded or popular trade idea, and 

a weak U.S. dollar would help amplify the potential in 

foreign market investment returns. 

We see long-term opportunities in the relative values 

which currently are present in the International space 

and have begun to “dip a toe in the water” adding starter 

positions into the portfolios we manage. We would caution 

however that the foreign markets have displayed better 

relative value for some time now and the timing and 

catalysts for improved relative performance is always 

much more difficult to predict. Just because something is 

a value today doesn’t mean it can’t continue to be a value 

a year from today. 

Risk management was at the forefront of most of our 

investment decisions as we went through the difficult 4th 

quarter of 2018. We sent out two “market volatility” email 

updates during the quarter highlighting the actions we 

were employing to reduce risk in the managed accounts—

one in late November, the other between Christmas and 

New Year’s. Cash levels increased significantly as we 

moved through the quarter in an effort to decrease risk 

and net equity exposure. Our cash position was there 

because of a process put in place to make managing 

adverse market events a priority.

As our friends at Policy Based Investing recently 

wrote, “2019 should be a binary year for policy and asset 

class performance. Either the Fed will stay true to the 

recent shift towards data-driven policy and risk assets 

like stocks will perform well, or the Fed will revert to the 

failed Philips curve arrogance and safe haven assets like 

bonds and gold will perform well.”8 

One of the major benefits of employing investment 

strategies based on the principles of supply and demand 

and relative strength is that these processes will 

ultimately lead to exposure into the best performing 

asset classes. If 2019 is indeed a binary year for investing, 

employing an unemotional and predictable process in an 

consistent manner will allow us to adapt and adjust to 

whichever asset classes are strongest—either risk assets 

like U.S. and/or International stocks or the safe haven 

assets like bonds, cash and gold.

The collective strategies employed by the Diamond 

Peak Group in managing assets are the result of a total 

of 84 years of experience in the financial markets. We 

employ risk management strategies and as we have all 

learned in the final quarter of 2018, risk will always be 

present in any capital market.

What we do is not buy and hold, and it’s not market 

timing. We think it is common-sense investing and we do 

it based on a process which is based on our experience. 

It’s not a perfect process—there isn’t one out there—but 

it is objective and rational. Our goal is to make gradual 

shifts to an asset allocation model that will be more 

conservative or aggressive based upon objective and 

unemotional measures of market risk.

The U.S. stock markets have now experienced more 

than nine years of significant relative outperformance to 

other asset classes. That outperformance may continue 

into the future and then again it may not.

In that light we have a simple ask of you, the folks we 

have worked with and know us well. With nine years of 

outperformance in U.S. equities, many investors—folks 
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who do not work with us—do not have a process to 

protect the gains in their accounts. We aren’t smart 

enough to tell anyone when the next big decline in stocks 

is going to happen—no one is. We just know it’s going to 

happen again sometime in the future and very few people 

have a process in place to manage risk effectively.

So, if you happen to know anyone—people you love 

and care about—who you think might want a second set 

of eyes—a second opinion—to review their portfolios 

geared toward managing risk, the Diamond Peak Group 

would be happy to take a look—no strings attached. 

Again, thank you for your continued trust and 

confidence through the years. ◗
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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 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.morgan 
stanley.com/ADV or from your Financial Advisor.

Tax laws are complex and subject to change. Morgan Stanley 
Smith Barney LLC (“Morgan Stanley”) , its affiliates and Morgan 
Stanley Financial Advisors and Private Wealth Advisors do not 
provide tax or legal advice and are not “fiduciaries” (under 
ERISA, the Internal Revenue Code or otherwise) with respect to 
the services or activities described herein except as otherwise 
provided in writing by Morgan Stanley and/or as described 
at www.morganstanley.com/disclosures/dol. Individuals are 
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encouraged to consult their tax and legal advisors (a) before 
establishing a retirement plan or account, and (b) regarding 
any potential tax, ERISA and related consequences of any 
investments made under such plan or account.

Past performance of any security is not a guarantee of 
future performance. There is no guarantee that this investment 
strategy will work under all market conditions.

Holdings are subject to change daily, so any securities 
discussed in this profile may or may not be included in your 
account if you invest in this investment strategy. Do not assume 
that any holdings mentioned were, or will be, profitable.

The performance, holdings, sector weightings, portfolio traits 
and other data for an actual account may differ from that in this 
material due to various factors including the size of an account, 
cash flows within an account, and restrictions on an account.

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.

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

Dow Jones Industrial Average is a price-weighted index of 
the 30 “blue-chip” stocks and serves as a measure of the U.S. 
market, covering such diverse industries as financial services, 
technology, retail, entertainment and consumer goods. An 
investment cannot be made directly in a market index.
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