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2019 - The Year in Review
What a year! After a disappointing 2018 where nearly all asset classes finished the year 
in negative territory, 2019 saw markets come roaring back. In this special Investment 
Perspective, we will take a look at some of the themes that shaped 2019 and provide our 
outlook for the upcoming year.  The first couple of pages provide a quick recap.  Page 3 
begins a more in depth look into many important topics for your review.

KEY THEMES - 2019

•  Trade negotiations were likely the biggest issue confronting markets and global growth 
in 2019.  Progress has been made but questions still loom.

•  Modest economic growth in the U.S. continued.  2019 marks the end of a recession 
free decade. Although 2019 growth was subdued, the end of 2019 marked the end 
of a recession free decade.     
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Concerns over trade negotiations 
have led to a significant surge in imports 

from other countries.
Year over Year Change in Imports to the U.S. (November, 2019)

Source: Strategas

After a difficult 2018 for most all asset classes, better 
clarity on many fronts provided a much welcomed rally.

NAME 2018 2019
S&P 500 TR USD -4.38 31.49

MSCI All Country World Index (ACWI) NR USD -9.41 26.60

S&P MidCap 400 TR -11.08 26.20

MSCI US REIT GR USD -4.57 25.84

DJ Industrial Average TR USD -3.48 25.34

S&P SmallCap 600 TR USD -8.48 22.78

MSCI Europe, Australasia and Far East (EAFE) 
NR USD

-13.79 22.01

MSCI Emerging Markets (EM) NR USD -14.57 18.42

MSCI Frontier Markets NR USD -16.41 17.99

JPM EMBI Global Diversified TR USD -4.26 15.04

BBgBarc US Corporate High Yield TR USD -2.08 14.32

Alerian MLP Infrastructure TR USD -11.94 6.68

BBgBarc US Agg Interm TR USD 0.92 6.67

BBgBarc Municipal 1-10Y Blend 1-12Y TR 1.64 5.63

World Government Bond Index (WGBI) -1.82 5.32

Concerns of the Fed 
tightening too much too 
fast were 
relieved as the 
Fed cut rates

Rate reflects upper bound of 
target range

2.50% 
2018 YE

3X China -13.70%
 Japan +1.70%
 South Korea +4.70%

 India +6.20%
 Taiwan +18.80%
 Vietnam +31.70%

Current expansion is the longest on record 
having 

grown for 
Consecutive years, 
since 2009

1.75%
2019 YE

•  It was an excellent year for U.S. stocks as many market indices reached all-time 
highs.  In fact, many asset classes produced double digit returns marking one of the 
best overall years in decades following one of the worst, 2018. 

•  Weak global growth prompted the Fed to ease three times during the year.  After the 
last cut in October, the Fed indicated it was likely on hold for the foreseeable future.

 •  The 10 year U.S. Treasury yield dropped below 1.5% in late August for the first time 
in three years.  Rates climbed during the 4th quarter and the 10 year finished the 
year near 1.9%.
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2020 Outlook at a glance
2020 OUTLOOK – KEY TAKEAWAYS

•  Trade is the most binary theme for 2020. Simply, if the U.S.-China Phase One trade deal 
holds and delivers stronger global growth, interest rates and stocks prices will likely rise, 
if not, they will likely fall.  

•  The most significant event for 2020 is the U.S. Presidential election cycle in November,  which also 
includes the House of Representatives and a third of the Senate.  As the picture becomes 
clearer on who the Democratic nominee will be, the candidate’s policies on taxes and business 
regulation will likely shape markets as perceptions develop on the potential election outcome.  

•  A December, 2019 victory by Prime Minister Boris Johnson’s Tory Party should allow for 
anorderly British exit (BREXIT) from the European Union(EU) later in 2020.   If negotiations go 
well with the EU, limited disruptions should occur, but it is a situation we continue to monitor.

•  Conflict in the Middle East is a normal condition in recent decades and markets have generally 
incorporated associated risk premiums in asset prices. The U.S. has become practically 
energy independent in recent years and is less impacted from turbulence in the oil markets. 
However, our allies in Europe and Asia remain dependent on oil from the region as a foundation 
of their energy grids and further escalation of conflict in the region could lead to market and 
/ or economic issues.

•  In equity markets, investors hoping for a repeat of 2019 in 2020 will likely be disappointed.  The 
potential for a solid year for equity results however is quite possible as domestically, analysts 
expect a rebound in 2020 earnings compared to the lackluster earnings growth experienced 
in 2019.  Bid up valuations particularly for U.S. large cap stocks combined with potential rising 
volatility from geopolitical events and the upcoming U.S. elections will likely temper potential 
returns for the full year.

•  Our base case outlook for 2020 is that U.S. growth slows from 2.0-2.5% trends in Real GDP in 
2019 to 1.5-2.0% trends this year with growth likely to slow further in the first half of 2020, 
toward the middle/bottom of the projected range, and firm up some in the second half toward 
the top of the range around 2.0%.

•  After a very active 2019 the Fed appears ready to keep interest rate policy stable through the 
presidential election.  Moderate Fed balance sheet expansion (QE light) will likely continue 
mitigating deficit driven Treasury debt growth.

•  The U.S. Treasury 10-year yield  will likely be range bound 1.75% to 2.25% through year end. 
$1 trillion+ federal budget deficits will require more U.S. Treasury debt issuance leading to an 
upward bias in longer term interest rates. The yield curve will continue to steepen modestly.

•  Inflation  as well as inflation expectations continue to remain well below the Fed’s 2% target. 
In 2020 inflation will likely remain low with a possible occasional blip above the 2% target.

S&P 500 Average Performance for Presidential 
Re-election years vs. Presidential Open Election years

1936-2016

Presidential Re-election Year*
*1964 & 1976 are treated as open elections, 1948 is treated as re-election
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Slow Growth in the U.S. is expected to continue

U.S. Core Inflation

The Fed is likely to keep Fed Funds Rate Unchanged 

Expected 2020 Real GDP

(Reflects Fed target range)
Expected to keep rates stable for 2020

Should remain below Fed target of 2%

1.5 - 2.0%

< 2.0%

1.50 - 1.75%

Source: Strategas Securities, LLC



2019 – The Year in Review
BACKDROP ENTERING 2020

Central to a cogent 2020 outlook is an understanding of the evolution of the 
macroeconomic environment that has undergone financial deregulation, 
technological innovation, globalization and secular disinflation in recent decades. 
Some features of the current economic landscape are unprecedented in our history 
and others are continuing aspects of the disinflationary era that has persisted since 
the 1980s. Whether any of these patterns point to  rising recession risks in 2020 is a 
primary standard of assessment, and whether any point to a bias in market direction 
is equally important.

AFTER A ROUGH 2018, STOCKS SOAR IN 2019

The 31% plus return achieved in U.S. large cap stocks in 2019 was significantly boosted 
by the deep hole the stock market began the year in and rebounded from. Taken 
together the roughly 12% compound annual return over 2018-2019 is still well above 
average and qualifies as strong 2-year performance. Large Cap Growth was the winner 
of the horse race again in 2019, outpacing Large Cap Core and Large Cap Value by 
substantial margins, extending the lead gained in recent years. Also continuing recent 
trends, Large Cap Core returns significantly exceeded those of Mid Cap and Small Cap 
stocks, constituting one of the more anomalous characteristics of the last decade, in 
which small company risk was not rewarded with superior performance.

The nasty equity market correction in 4Q18, -19% peak to trough for the S&P 500, 
reflected the convergence of a laundry list of worries and uncertainties, including 
government shutdowns, rising short-term interest rates, quantitative tightening, signs 
that an increasingly serious trade war with China was beginning to suppress global 
growth, and the frustratingly chaotic movement toward a disorderly BREXIT in the 
U.K. Realization that strong earnings growth driven by corporate tax reform was likely 
peaking and that comparisons in 2019 would be difficult contributed to a sense of 
uneasiness. As fortune would have it, most of those concerns were ameliorated in 2019. 
The Fed signaled pause early in the year and eased by July, lawmakers did their jobs 
in brief windows of fiscal clarity; and after many rounds of difficult negotiations, tariff 
escalations and threats of more to come, the U.S and China agreed to a hard won tariff 
truce. Stunningly, Britain has broken through the BREXIT impasse and appears set for 
a relatively orderly divorce from the European Union later this year. Importantly, while 
earnings growth contracted modestly in 2019, as feared, the markets took it in stride 
and projections for 2020 are more constructive for modest growth.

POST-INFLATION MACROECONOMIC CYCLES INCLUDE LONG CYCLES, 
SLOW GROWTH, LOW INFLATION AND VIOLENT MARKET CORRECTIONS

Ten and a half years have passed since the Great Recession of 2008 bottomed in June 
2009. Prior to the onset of secular disinflation in the 1980s recessions generally occurred 
in 4-5 year intervals, typically the result of a Fed-induced credit crunch designed to 
create excess capacity and reduce inflationary pressures. Low inflation was the dominant 
feature in the roughly 9-year economic cycles of 1981-89 and 1991-2000. It’s arguable 
that the severe recession and 20% interest rates engineered by the Volcker Fed in 1980-
81 broke OPEC by 1984, which busted the oil patch in Texas /Louisiana by 1985, and 
all the banks which serviced it, and ultimately led to the collapse of the S&L industry 
by 1989. The faltering economy was derailed by a spike in oil prices and interest rates 
in the Fall of 1990 associated with the short-lived Gulf War in early 1991, resulting 
in a mild recession. The amazing internet-crazed cycle followed, with strong growth, 
accelerating productivity and decelerating inflation for nearly a decade. Fed policy was 
aggressively accommodative late in the cycle in response to the Asian Financial Crisis, 
the collapse of the Long-Term Capital hedge fund and fear of technological paralysis 
in the financial system related to Y2K. Ultimately, irrational valuations were disturbed 
by a series of high-profile scams from Enron, WorldCom and others that spawned 
skepticism toward valuation metrics of companies with high valuations and microscopic 
and/or mythical earnings, leading to a market crash, massive wealth destruction and a 
significant recession in 2001. Ironically, it was the housing sector that provided stability 
in the early 2000s and helped lift the economy into recovery. Interest rates reached 
post-war lows and conventional wisdom is that the Fed stayed too low for too long with 
easy money policy and helped inflate the housing bubble that burst so catastrophically 
in 2008. Regulatory complacency toward unscrupulous mortgage origination and 
excessive leverage at the heart of the financial system were the backdrop to a 25-year 
descent in interest rates and a yield-starved market that welcomed securitized sub-prime 
mortgages into portfolios. Most agree that without TARP and aggressive QE early in the 
collapse the U.S. most likely would have slid into a devastating depression by 2009. 
Bank capital was decimated by the collapse of collateral value and the current cycle 
has been characterized by its slow rebuild and deleveraging in the household sector.

The common threads of economic downturns in the disinflationary era include cyclical 
peaks fueled by aggressively accommodative Fed policy and excessively valued financial 
assets encumbered by debt and impaired by price shocks. Insufficiently capitalized 
financial intermediaries have been prevalent throughout the post-inflation era and were 
directly implicated in economic corrections in the late 1980s and the collapse in 2008. 
As globalization accelerated in the 1990s and beyond, massive excess capacity 
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was introduced to global manufacturing production 
and restrained goods price inflation, which had the 
effect of channeling excess liquidity into financial 
assets instead of goods prices.

It’s especially notable that the two most recent 
recessions were precipitated by severe equity 
market corrections, in low inflation environments, 
-48% in 2000-02 and -57% in 2007-09; in terms 
of the S&P 500 Index. The former economic cycle 
went into contraction after roughly ten years of 
expansion and the latter after seven years as the 
otherwise healthy economy collapsed under the 
weight of the housing market bust.

Most of the common thread elements of past 
macroeconomic cycle peaks are present today 
to varying degrees, none currently flashing high 
recession risk signals; and the banking system 
is distinctly improved, well capitalized and 
relatively stable. The Fed has been commendably 
determined to normalize monetary policy and 
return short-term interest rates to neutral, thereby 
restoring some dynamism to the U.S. economy. 
Persistently low inflation has provided the Fed 
flexibility to manage short-term interest rates in a 
manner that keeps the Dollar in sync with global 
conditions and slowing growth resulting from trade 
frictions in the last two years. Excess capacity 
in the labor and goods markets have kept the 
macroeconomic temperature closer to medium 
rare than well done, if the grilling analogy can be 
tolerated, pointing to a low probability the Fed will 
be motivated to tighten monetary policy in the 
coming year.
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Contractions

Median Duration (Quarters) 4
Median Change (Percent) -1.55
Median C.A.R. (Percent) -2.09

1
12-49 to
6-53
14 Qrtrs
29.32%
7.62
C.A.R.

1
6-53 to
6-54
4 Qrtrs
29.32%
-2.43
C.A.R.

2
9-57 to
3-58
2 Qrtrs
-3.60%
-7.07
C.A.R.

3
3-60 to
3-61
4 Qrtrs
-0.67%
-0.67
C.A.R.

4
12-69 to
12-70
4 Qrtrs
-017%
-0.17
C.A.R.

5
12-73
to 3-75
5 Qrtrs
-3.14%
-2.52
C.A.R.

6
12-79 
to 6-80
2 Qrtrs
-1.75%
-3.47
C.A.R.

7
6-81 to
12-82
6 Qrtrs
-1.35%
-0.90
C.A.R.

8
3-01 to
12-01
3 Qrtrs
0.44%
0.59 C.A.R.

9
3-01 to
12-01
3 Qrtrs
0.44%
0.59 C.A.R.

10
12-07 to
6-09
6 Qrtrs
-3.96%
-2.67 C.A.R.

2
6-54
to 9-57
13 Qrtrs
13.66%
4.02
C.A.R.

3
3-58 to
3-60
8 Qrtrs
12.71%
6.17
C.A.R.

4
3-61 to 12-69
35 Qrtrs
51.94%
4.90 C.A.R. 8

12-82 to 
6-90
30 Qrtrs
38.07%
4.40 C.A.R.

9
3-91 to 3-01
40 Qrtrs
42.65%
3.62 C.A.R.

10
12-01 to 
12-07
24 Qrtrs
18.69%
2.90 C.A.R.

11
*6-09 to
9-19
41 Qrtrs
26.34%
2.31 C.A.R.

5
12-70 to 
12-73
12 Qrtrs
16.05%
5.09 
C.A.R.

6
3-75 to 
12-79
19 Qrtrs
22.85%
4.43 
C.A.R.

7
6-80 to 
6-81
4 Qrtrs
2.97%
2.97 
C.A.R.

Median Duration (Quarters) 19
Median Change (Percent) 22.85
Median C.A.R. (Percent) 4.40

Expansions

The compound annual rate for the entire period 12/49 through 9/19 was 3.2 percent.

Median Duration (Quarters) 41
Median Change (Percent) 26.34
Median C.A.R. (Percent) 2.31

* Current Expansion
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WEAK GLOBAL GROWTH FORCED THE FED’S HAND IN 2019

In 4Q18 markets began to fret about the simultaneous steady rise in short-term interest 
rates, engineered by the Fed, and the reversal of quantitative easing by portfolio run-off. 
From October 2017 through June 2019 the Fed shrunk its balance sheet by roughly 
$750 billion, by not reinvesting maturities of bonds in its asset portfolio. The asset 
shrinkage became known as quantitative tightening and the financial press referred 
to the combination with rising interest rates as “double-barreled tightening”. The case 
that the Fed had actually engineered tight money was thin but the turbulence in global 
equity markets persuaded the Fed to signal pause and move monetary policy to the 
sidelines and out of the maelstrom that was driving global market volatility. 

PROGRESS ON TRADE BUT QUESTIONS REMAIN

Chinese reluctance to engage on U.S. demands for reformed trading policies relating 
to intellectual property protections, forced technology transfers and other structural 
impediments to competition in Chinese markets came into sharp focus when talks on a 
comprehensive trade agreement broke down in May 2019. President Trump expressed 
his displeasure by increasing tariffs to 25% on $250 billion of Chinese imports, mostly 
industrial goods that had 10% tariffs imposed  in 2018.

It became increasingly clear over the Summer that China had no interest in yielding 
on the core complaints of unfair trading practices, which resulted in President Trump 
establishing additional tariffs of 15% on $110 billion of mostly consumer goods, initiated 
September 1; and additional 15% tariffs on another $160 billion of mostly consumer 
electronics (including iPhones) planned to start on December 15. 

The Phase One agreement publicly endorsed on December 13 by Presidents Trump 
and Xi, but not yet formally signed nor details released, indefinitely postponed the 
planned December 15 tariff escalation and rolled back the September 1 tariffs from 
15% to 7.5%. Prominent additional features reportedly include substantial Chinese 
purchases of U.S. agricultural products (largely soybeans and pork), commitments to 
strengthen intellectual property protections in China, expanded U.S. financial industry 
presence in China and 
vague pledges to limit 
currency manipulation. 
In praising the agreement, 
President Trump asserted 
that negotiations would 
begin on a Phase Two deal 
“immediately”, however 
no Chinese spokesman 
has made reference to 
Phase Two talks. 

Credible analysis in the financial press (Bloomberg Economics) assessed the impact 
of the Phase One agreement as relatively modest in terms of tangible impact on global 
growth, estimated at a 0.3% boost to sluggish trends around 3% for global Real GDP, 
and no discernable impact on the U.S. economy. Intangible benefits from the tariff 
postponement and roll-back, relatively minor compared to the continuing 25% tariffs on 
$250 billion of Chinese industrial imports and 7.5% tariffs on $110 billion of consumer 
goods, are that the deal signals a truce and abatement of trade frictions that may persist 
throughout 2020. There is a lot of hope expressed in the financial press that the trade 
truce will have a positive impact on capital investment planning and stimulate economic 
activity beyond the modest reduction in tariffs. We are monitoring capital spending in 
countries most exposed to trade uncertainty (e.g. U.S. and Germany) and open to the 
potentially positive impact suggested. However, we remain wary of the supposed 
good faith underlying the Phase One agreement and the durability of the truce.

By Spring, evidence began to accumulate that global growth was slowing and long-
term interest rates began to fall. U.S. Treasury 10-yr yields followed European interest 
rates lower as expectations spread that the European Central Bank would likely resume 
quantitative easing and push long rates there more negative. Falling 10-yr yields in 
the U.S., while short-term interest rates remained elevated, generated a flurry of press 
coverage about inverted yield curves, which historically had been fairly reliable recession 
predictors at more pronounced inversions. U.S. economic growth began to decelerate 
in the Spring, along with generally slowing global growth, mostly a function of weak 
capital investment driven by uncertainty related to the nascent trade war. By July the 
Fed cut the Fed Funds rate 25 basis points, the first of three successive cuts through 
September, and the first cuts since September 2007. U.S. growth had slowed from the 
strong 3.2% peak pace achieved at the end of the 3rd quarter 2018 to 2.0% trends 
in 2019, roughly the average growth rate over the last decade, with weakness evident 
in the manufacturing sector from the strong Dollar and stagnant capital spending 
associated with the trade war; but otherwise a healthy, fairly well balanced and fully 
employed economy. The Fed conceded that the easing move was primarily a response 
to weak conditions in Europe, a departure from past practice that insisted policy focus 
was entirely domestic. Thus the Fed has introduced a new important marker, that 
monetary policy can be influenced by global conditions. This may well have been an 
unspoken policy criteria in the past but it is explicit now.

Global growth concerns led the Fed to cut interest rates

All indications point to the Fed 
holding rates steady in the near term.  

3 TIMES IN 2019

Source: Bloomberg

Concerns over trade negotiations have led to a  
significant surge in imports from other countries.

Year over Year Change in imports to the U.S. (November, 2019)

Source: Strategas

 China -13.70%
 Japan +1.70%
 South Korea +4.70%

 India +6.20%
 Taiwan +18.80%
 Vietnam +31.70%



7

DEFLATIONARY CONDITIONS PERSIST IN JAPAN AND EUROPE

Europe and Japan have struggled with deflationary conditions, dependence on 
quantitative easing and negative interest rates in the last decade. Deflationary conditions 
do not necessarily include falling price indexes, although Japan has endured extended 
periods of that. More insidious is the growth suppressing effect of low interest rates 
which subverts incentives for savings and investment. 10-yr Japanese government bond 
yields fell below 2% in March 1999, have not crossed above that threshold since and 
recently yielded -0.001%. Japan is a textbook case of loss of economic dynamism, with 
an aging and insular population, zombie banks and a continuing struggle with negligible 
growth and inflation for three decades. Its stock market, buoyed by massive quantitative 
easing, serves as a safe harbor during periods of market volatility and risk aversion in 
Asia, with intermittent episodes of performance, such as 2019 while Chinese markets 
fretted over the trade war, only to fade to mediocrity as global conditions improve.

Europe was very slow to respond to the trauma in its banking system in 2008, the 
aftermath of which spawned a contagion of sovereign default risk, triggered by massive 
debt restructuring in Greece. Not until 2011 did the European Central Bank inaugurate 
quantitative easing to support government bond markets. German 10-yr government 
bond yields typically traded similarly to U.S. Treasuries prior to the crash, but fell below 
2% in September 2011 as QE ramped up and slid steadily for the rest of the decade, 
trading recently at -0.25%. Eurozone economic growth had a brief run toward 2% Real 
GDP growth in 2018, but has retreated to 1% trends in 2019 and core inflation rates 
have remained anchored at 1% as well.

EXCESSIVE DEBT LIMITS FISCAL OPTIONS IN DEVELOPED ECONOMIES

Global growth struggled in 2019 and has been mostly lackluster since the financial crisis 
of 2009.  Central banks across the globe have been aggressive regarding policy to try 
to stimulate their respective economies.  Central Bank leaders from Alan Greenspan, 
Ben Bernanke, Janet Yellen, and Jay Powell in the U.S., and Mario Draghi and Christine 
Lagarde in Europe have consistently discussed that monetary policy has likely reached 
the limits of effectiveness in supporting economic growth. Our assessment is that 
quantitative easing (QE) has demonstrated effectiveness as an emergency response to 
a shock to the financial system, as executed in the U.S. during and immediately after 
the crash in 2008. But QE has not proven effective as a long-term method to promote 
growth, which has been amply demonstrated in the U.S., Europe and Japan.

However, developed economies’ practical ability to pursue growth through fiscal 
remedies, such as deficit spending, may be limited because most of the developed 
economy governments are already heavily indebted and maintain large budget deficits. 
Reinhart and Rogoff, in their landmark 2010 study, “Growth in a Time of Debt,” pointed 
to a 90% threshold of federal debt to GDP, above which growth suffers under the weight 
of heavy debt servicing. The alarming reality is that in 2019 the average of Developed 
Market (G22) government debt as a % of GDP was 109%. In descending order, the 
most indebted in this collection were Japan, Greece, Italy, Portugal, Singapore, U.S., 
and Spain. 

The 105% calculation for the U.S. includes non-marketable debt held by the Social 
Security and Medicare administrations. Apart from the safety net IOUs, publicly-held 
federal debt to GDP was 88% in 2019. Including state and local debt, the U.S. total 
government debt ratio was 102% in 2019, far exceeding the prior peak of 71% in 1994. 
The U.S. federal deficit in the recently ended FY19 was 4.8% of GDP, enormous by any 
standard but the years immediately after 2008. The FY20 budget approved in December 
assures another trillion dollar+ deficit this year and will push the publicly-held federal 
debt to GDP ratio well over 90%. The most remarkable aspect of the U.S. federal deficit 
is that, in contrast to every other economic cycle in the last 50 years, during which 
the federal deficit declined as a % of GDP late in the cycle, the U.S. deficit has been 
expanding rapidly over the last four years, to levels equivalent to the post-recession 
maximums since 1970. The U.S. has benefitted greatly from being the world’s reserve 
currency and safe harbor during tumult. Failure of the United States to reign in its debt 
problem has and likely will continue to serve as an impediment to growth.

Government Debt as a % of GDP

200%

Japan Greece Italy Portugal Singapore U.S. Spain

150%

100%

50%

0%

Government debt as a % of GDP Developed Market (G22) Average is 109%

198%

132%
122%

110% 105%
84%

188%

Source: Ned Davis Research



3.25% at the 2018 peak, with the tail winds of a strong economy before the trade war 
ignited, and our bias would be that U.S. interest rates will trend higher to the extent 
the truce holds and further progress towards a final agreement ensues. 

However, the history of these negotiations have been problematic and if the fulfillment 
of the Phase One and Phase Two negotiations does not progress as anticipated by 
the administration, tariff escalation may be renewed. A return to the tariff truncheon 
would darken the global growth outlook, reinforce accommodative monetary policies 
and drive interest rates lower, in the U.S. toward 1.50% for 10-yr Treasuries in our 
assessment. The risk in that scenario is that U.S. growth slows below 1.5% toward 
1.0% with stall speed alarms sounding. As discussed in the deflationary backdrop 
section above, chronic quantitative easing and long-term interest rates under 2.0% 
are the conditions under which economies lose dynamism and struggle to achieve 
growth that is the antidote to deflation. 

ELECTIONS TO SHAPE POLICY IN BOTH BRITAIN AND THE UNITED STATES

Parliamentary elections in Britain in December were momentous, produced 
a solid working majority for Prime Minister Boris Johnson’s Tory Party and points 
to an orderly British exit from the European Union later this year. Three and a half 
years since the BREXIT vote, and a great deal of angst over the possible outcome, 
including two failed prime ministerships, British voters provided the Tories a solid 
Parliament majority in the December general election that allowed Boris Johnson to 
move forward with his BREXIT Plan.  There are still parliamentary steps that must be 
completed by both the EU and the United Kingdom, but assuming BREXIT occurs 
as planned on January 31st, more difficult trade negotiations will need to occur 
between the EU and Britain.  As these discussions progress, market participants will 
be interested as trade between the two countries is critical to Eurozone economic 
growth.  Disruption in trade and an escalation of tariffs between the two could be 
disruptive. 

The most significant political event for 2020 is the U.S. Presidential election cycle in 
November, which includes the House of Representatives and a third of the Senate. 
As the picture becomes clearer on the Democratic nominee will be, the candidate’s 
policies on taxes and business regulation will likely shape markets as perceptions 
develop on the potential election outcome.

IRAN COULD BE THE BIG GEOPOLITICAL BREAKTHROUGH OF THE NEW DECADE, OR NOT

Conflict in the Middle East is a normal condition in recent decades and markets 
have generally incorporated associated risk premiums in asset prices. The standard 
for risk aversion from heightened tensions in the region is conflict that disrupts the 
flow of petroleum to international markets. The U.S. has become practically energy 
independent in recent years and is less impacted from turbulence in the oil 

2020 Outlook
KEY INVESTMENT THEMES

Trade is the most binary theme for 2020. If the Phase One trade deal holds and 
delivers stronger global growth, interest rates and stocks prices will likely rise, if not, 
they will likely fall. Phase One does not address the long-term effects of continuing 
theft of intellectual property, cyber espionage and other objectionable trading 
practices by the Chinese, however those are not in the scope of this review and will 
hopefully be addressed in subsequent rounds of negotiations. Other developments 
hold the potential to impact the economy and markets, including central bank 
monetary policies, the high level of debt in the U.S. and elsewhere, elections in the 
U.S. and unpredictable exogenous geopolitical risks. But trade is the main event that 
will be most impactful to the global economy this year.

PHASE ONE IS A START AND A LOT RIDES ON CONTINUED PROGRESS

The trade war with China is the primary reason global growth slowed precariously 
close to stall speed last year, 3.0% by the latest estimate from the International 
Monetary Fund; and from strong 3.2% peak in the U.S. in the third quarter of 
2018 to 2.1% in 2019. So the Phase One agreement announced in December 
was a pleasant surprise to the markets, which with good reason had maintained a 
significant degree of skepticism toward the talks, subject to discord, intransigence 
and escalating tariffs for much of the last year. Details of the agreement are scarce 
at this writing, with both sides heralding different aspects, President Trump states 
that Phase Two negotiations will begin immediately, President Xi that China will buy 
a substantial volume of U.S. exports. Most of the Chinese purchases are expected 
to be agricultural and energy related. There does not appear to be much in way of 
specific benefits for U.S. manufacturers and the Chinese commitments to stronger 
protections for intellectual property are presumed to be window dressing until proven 
otherwise. The partial roll-back of the September tariffs amounts to a relatively 
minor $8 billion, compared to the $63 billion in tariffs that remain in place. The 
postponement of the planned December tariffs is more significant, deferring $24 
billion in expected tariffs, still modest and largely symbolic relative to the $370 billion 
annual U.S. trade deficit in goods with China (improved from the nadir of $425 billion 
in early 2019). 

The market hope is the deal signals a tariff truce that will last through 2020, until 
the Trump Administration reboots in January 2021 or a new administration assumes 
office. If the truce does in fact hold through 2020, there could well be a salutary effect 
on business confidence and capital spending, recharging growth in the U.S. and 
Europe. In that case, U.S. interest rates would likely trend higher and clear 2.50% in 
terms of 10-yr Treasury bond yields (1.93% at this writing). 10-yr Treasuries yielded 8



markets. However, our allies in Europe and Asia remain dependent on oil from the 
region as a foundation of their energy grids and an escalation of conflict could lead 
to significant fuel price increases and supply issues   which in turn could hinder 
economic growth and potentially shock markets. Iran has been a source of disruption 
and violence in the region since its revolution in 1979. More recently in September, 
Iran launched drone attacks on Saudi oil facilities that briefly took roughly half of 
Saudi oil production off line. Iran has in the last year attacked several oil tankers 
in the Persian Gulf to underscore its threat to choke shipping through the Straits 
of Hormuz. The U.S. withdrew from the international agreement with Iran designed 
to curtail its development of nuclear weapons early in the Trump Administration, 
imposed severe sanctions and embargoed trade with Iran. Iran’s economy is 
now in an advanced state of distress and struggles with a long list of shortages in 
essential goods, its currency sharply devalued and populus unrest has risen to an 
unprecedented level.  Tensions are high in the region with a multitude of potential 
outcomes that could impact both markets and economic growth as we move further 
in 2020.

MACROECONOMIC OUTLOOK – SLUGGISH TREND LIKELY TO CONTINUE

Our base case outlook for 2020 is that U.S. growth slows from 2.0-2.5% trends in 
Real GDP in 2019 to 1.5-2.0% trends this year. Growth decelerated fairly steadily 
through 2019, from peak trends at 3.2% in 2018 to finish the year at 2.1% Y/Y 
growth through the 4th quarter. Our assessment at this point is that growth is likely 
to slow further in the first half of 2020, toward the middle/bottom of the projected 
range, and firm up some in the second half toward the top of the range around 2.0%. 
The second half firming is predicated upon an expectation of a beneficial impact on 
business confidence and capital spending flowing from the Phase One trade deal 
with China, which is subject to change as clarity emerges on the contours of the deal 
that could bear on perceptions of the likelihood of the expected benefits.

Growth trends could vary on either side of our base case forecast, depending 
on whether the trade truce actually results in resurgent global growth. As stated 
elsewhere in this review, we are wary of an overly optimistic expectation on the trade 
deal’s benefits, but alert to the possibility of a favorable outcome. Underlying the 
U.S. economy is a fairly well balanced mix of consumption and investment, more 
the former than the latter of late, a relatively fully employed economy that is driving 
healthy growth in real disposable personal income, the necessary pre-condition of 
growth in household consumption. Household balance sheets are in good shape 
and largely restored from the devastation of 2008. Corporate debt has risen from the 
rational employment of low interest debt, but balance sheets have been buttressed by 
the repatriation of stranded profits facilitated by corporate tax reform in the 2017 Tax 
Cuts and Jobs Act. And as stated earlier, the U.S. banking system is well capitalized 
and stable. Incidence of speculative and inadvisable use of credit are mostly limited 
to sub-prime auto loans. Recession risks are low to moderate, up from a low 15% 

probability in 2018 to a still-low 25% in 2019, by credible industry estimates.

The IMF’s semi-annual survey of global growth pointed to 3.0% growth in 2019, down 
from 3.3% in 2018. Those levels of global growth are seen as essentially stagnant 
and insufficient to provide opportunity for employment and income for a wide swath 
of workers across the developed and developing economies. Bloomberg Economics 
quantifies the expected benefits of the Phase One trade agreement to be a 0.3% 
boost to global growth, up to 3.3% or so in 2020. Most of the benefit is expected to 
come from increased capital spending resulting from improved business confidence

Our wariness of the global growth outlook is based on the fact that 3.3% still qualifies 
as very sluggish global growth. Additionally, the reliance on ethereal projections of 
improved business confidence in the current environment merits caution, given 
that none of the core trade frictions were addressed in Phase One and we have a 
President running for re-election who is prone to express displeasure through tariff 
escalation. 

We sincerely hope the optimistic scenario prevails. The U.S. economy is at a critical 
juncture and would greatly benefit from improved global growth. However, we all 
know hope is not a strategy and we are monitoring the realities of trade and its impact 
on global growth closely.

DELEVERAGING IS OVER, U.S. DEBT IS HIGH AND CREDIT RISK PREMIUMS ARE LOW

The U.S. government is the primary driver of credit demand in the domestic financial 
market, as discussed above in the developed country debt backdrop. In contrast, 
U.S. households have continued to deleverage and their debt relative to disposable 
personal income continues to gradually shrink, lately to levels that prevailed in 2001. 
Growth in bank lending has been modest throughout this cycle as large corporate 
borrowers availed themselves of cheap credit in the public bond markets. Total 
corporate borrowing has grown at modest but significant rates this cycle, and our 
analysis indicates that credit financed stock buy-backs have been a significant 
propellant of the elevated equity markets in recent years. Corporate credit risk 
premiums (yield spread to same duration Treasuries) are near historical lows. Signals 
are mixed as to the direction of credit spreads this year, however our bias is toward 
wider (higher) spreads, which is typical of late-cycle dynamics that discount rising 
recession risk. We see recession risk in the U.S. as relatively low and stable, which 
should persist throughout the year, barring an unexpected intensification of the trade 
war or other external shocks. But we are mindful that rising recession risks, when 
they come, will very likely drive credit spreads wider and diminish buy-back demand 
for equities, very possibly coincident with peaking earnings growth. One thing that is 
clear, though, is that total non-financial credit growth in the U.S. has fully recovered 
the heights achieved prior to the 2008 financial crisis and is likely limiting 
potential economic growth due to high debt servicing requirements. That is an 
inescapable reality of the macroeconomic environment in 2020.
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THE DOLLAR SHOULD REMAIN FIRM IN 2020, AS LONG AS 
THE U.S. AVOIDS QUANTITATIVE EASING

The Dollar continues to be the leading global store of value. The global markets 
are keenly aware of fundamental forces driving currency values, witness the 30% 
appreciation in the Dollar in 2014 as the Federal Reserve wound down its quantitative 
easing program. U.S. economic growth was the strongest among developed country 
competitors at the start of the trade war in 2018 and has decelerated the least as 
growth waned under trade uncertainty and reduced capital spending. The Dollar 
has remained firm even though the Fed engineered a 0.75% reduction in short-
term interest rates last year. With the global economy struggling through a phase 
of weakness and accentuated deflationary pressures, the European Central Bank 
resuming quantitative easing, negative bond yields are again prevalent in Europe 
and Japan, and global capital will migrate to the most dynamic economy with the 
best growth prospects. That country is the U.S., which has largely been the case 
since 1945 at least, and is likely to continue to be for the foreseeable future. 

As discussed above in the Backdrop section on the Fed, low inflation in the U.S. 
gives the Fed flexibility to manage interest rates in a manner that keeps the Dollar 
from getting too rich, which puts U.S. manufacturers at a disadvantage. Until the 
growth outlook improves, we expect the Fed to continue to aim to keep the Dollar 
in check. If the trade truce holds and the global economy improves later this year, 
pressure could come off on the Dollar and other equity markets could temporarily 
outperform U.S. equities on a currency translation basis. Given the more attractive 
growth fundamentals in the U.S. economy, now and especially if the trade frictions 
with China are resolved favorably to the U.S., we are inclined to continue our bias 
to the attractiveness of U.S. growth prospects and expect the Dollar to hold its  
value well. 

QUANTITATIVE EASING IS A SYMPTOM OF DEFLATIONARY CONDITIONS, NOT THE CURE

In the Backdrop section above on Persistent Deflationary Pressures we reviewed 
how struggles with stagnant growth and deflationary conditions in Europe and Japan 
resulted in the collapse of interest rates to very low levels which drained dynamism 
and reinforced sluggish growth. In the cases of Europe and Japan the descent of 
long-term government bond yields below 2% was the point of no return and both 
central banks have been unsuccessful in reviving their capital markets to healthy 
conditions which include interest rates that attract savers. 

With U.S. growth expected to slow further this year to a 1.5-2.0% range, possibly 
slower if the trade truce falters and tariff escalation resumes, our concern for the U.S. 
downside risk includes the scenario wherein the Federal Reserve pushes short-term 
interest rates significantly lower and possibly even reinstitutes quantitative easing. 
U.S. 10-year yields experienced a brief episode under 2.0% in 2016, as growth 

languished and BREXIT shocked markets that Summer. Growth rallied in 2017-18, 
the Fed raised short-term interest rates from zero to 2.50%, and 10-year Treasuries 
topped out at 3.25% in the Fall of 2018. Long rates have fallen precipitously since 
then. We estimate that the equivalent threshold in the U.S. to the 2.0% doom barrier 
in other markets is closer to 2.50%, given strong underlying growth fundamentals, 
essentially meaning that stall warnings go off at higher levels of growth and interest 
rates in the U.S. than Europe or Japan. 10-year Treasury yields crossed below 2.50% 
in May of 2019, shortly after trade negotiations on a comprehensive agreement with 
China collapsed and President Trump increased tariffs on $250 billion of Chinese 
imports from 10% to 25%. Signals that the sides were engaged in truce talks and 
the Phase One announcement have pushed 10-yr yields back up to 1.93% at this 
writing. The best hope for 10-year yields rising back above 2.50% and acceleration 
in global growth is associated with continued bilateral cooperation between the U.S. 
and China to solidify gains in the Phase One agreement and further work toward 
a comprehensive resolution of the trade frictions between them. A failure of the 
truce and return to confrontation and tariffs raises serious risk of a resumption of 
quantitative easing in the U.S. and the negative implications for long-term growth 
associated with it.

WILL U.S. EQUITY MARKETS EVER ‘NORMALIZE’?

The discussion immediately above is about normalization of the bond market, which 
as described, is contingent on a positive resolution of trade frictions with China and 
a resumption of global growth. U.S. equity markets have marched higher since the 
deep correction in late 2018, with blue chip stocks up roughly 31% in 2019 while the 
tariff battle raged, seemingly impervious to trade war risk but not entirely unscathed. 
Episodes of tariff escalation clearly drove volatility in the markets, but since September 
equities have increasingly reflected the likelihood of an imminent trade truce.

The most not-normal aspect of the equity markets relates to the under-performance 
of small company stocks (both small-cap and mid-cap) over most of the last decade. 
Historically, in the dynamic U.S. economy, the more volatile and thus risky small 
company stocks outperformed large cap stocks, in a validation of capital asset pricing 
models on risk and return. Our hypothesis is that the underperformance of small 
company stocks in recent years appears related to the stultifying impact of chronic 
quantitative easing on global markets. International capital flows largely represent 
hot money seeking shelter and return, indiscriminant buyers valuing comfort in large 
multinational companies they recognize, eschewing smaller companies that require 
work and discipline to buy right. 2020 does not appear at this point to be the year in 
which normalization in the equity markets could be appraised as likely. Resolution 
of trade frictions and resumption of stronger global growth are likely pre-conditions 
to that normalization, so we may be in an early stage of moving toward more normal 
equity markets. However, we remain wary that the markets’ optimism toward 
de-escalation of the trade war is warranted, and will for the immediate future 
continue to emphasize a tilt to large cap stocks on that basis. 10



EQUITIES

In equity markets, 2020 looks to be a year of increasing volatility, with some of the 
major themes and trends from 2019 carrying over, but with perhaps the beginnings 
of a return to normalcy bearing out as the year goes on. Of course investors will be 
continually focused on underlying corporate fundamentals, and currently aggregate 
investor expectations center around a return to growth. Domestically, analysts 
currently expect S&P 500 earnings growth to approach 10% for the full year and top 
line sales growth to exceed 5%. Both of these would be substantial rebounds from 
2019’s lackluster performance. Certainly large cap stock valuations have been bid 
up in hopes of this rebound happening. Meanwhile, expected growth rates for mid 
and small cap segments in the U.S. are expected to be a bit higher this year. 

Internationally, as noted above, resolution of major trade war disruptions is showing 
limited signs of progress. The U.S. and China are expected to sign the Phase One 
agreement in mid-January, and move on to Phase Two discussions. The progress 
to Phase One was incremental and many barriers are still in place, so it is a bit early 
to bet too much on more substantial progress. Nevertheless, progress from the 
high level of contentiousness that dominated headlines last summer is a good thing  
for markets 

A key part of an expected pick up in volatility will be fall elections in the U.S. As 
predictions and expectations about a likely outcome ebb and flow, equity markets 
will probably ebb and flow synchronously. Another potential source of volatility will 
be geopolitical tensions as evidenced by the market reaction to the early January 
killing of an Iranian leader of the head of the Islamic Revolutionary Guard Corps-
Quds Force. Equity investors can be expected to be keeping a close eye on reaction 
to that event and other subsequent developments.

With equity valuations now approaching the upper part of long-term experience, a 
lot will be riding on good news on all these fronts: fundamental growth, trade talks, 
Mideast unrest. In equity portfolios a position of favoring large U.S. stocks over 
smaller U.S. companies as well as non-U.S. equities could shift as developments 
warrant but it is too early to make major adjustments. Any movement towards a trade 
truce may give Europe a chance to catch-up in relative market performance, but 
structural problems limit the potential for secular improvement. And domestically, 
while small caps have trailed large caps for many years, there are factors that may 
cause a shift in their favor: 1) the reduced trade policy uncertainty may unleash 
investment spending (capex) and also improve investor sentiment, allowing small 
caps to improve relative returns vs large caps, and 2) a longer-term trend that may 
take time to develop is that large caps may lose vs small caps as globalization wanes. 
Large caps have benefited much more than small caps from global trade and 
globalization of labor. Trade disputes have probably caused the globalization to reach 
its peak and to trend in a negative direction for years to come.

INTEREST RATES LIKELY TO REMAIN RANGE BOUND WITH FED 
EXPECTED TO KEEP INTEREST POLICY STABLE 

The fixed income markets will likely see a return to more traditional behavior in 
2020. The disruptive factors that influenced the bond markets most in 2019, U.S. 
trade uncertainty, Brexit, and the course of Federal Reserve policy, have each 
found resolution to some degree. The primary focus of bond investors in 2020 will 
likely return to the more fundamental economic factors of global growth and benign 
inflation. This of course is barring some unexpected flare up in U.S. trade disputes.

Short Term interest rates will likely be low for longer. After a very active 2019 the 
Federal Reserve appears ready to keep short term interest rate policy stable at 
least through the U.S. presidential election. Following their October 2019 rate cut 
meeting the Fed has repeated that they are satisfied with current interest rate policy 
and believe the U.S. economy to “be in a good place”. The short term fixed income 
markets seem to concur given the Fed funds futures markets imply no Fed rate cuts 
until 2020 yearend or later. In addition, the Fed has also telegraphed to investors 
that should inflation accelerate above their stated 2% target they will be very slow to 
react. Also in 2020 the Fed intends to devote much attention to ensuring the “repo” 
markets function properly. Toward this end moderate Fed balance sheet expansion 
via T Bill purchases will continue for several months while the Fed studies the repo 
market choke points. The Fed balance sheet expansion has a side benefit of helping 
absorb some of the U.S. Treasury debt growth driven by the $1+ trillion budget 
deficits.  

Longer term interest rates (as evidenced by the U.S. Treasury 10 year note) will likely 
trade in a range from 1.75% to 2.25% during 2020. The stabilization in the global 
economy combined with the record U.S. Treasury debt issuance will eventually lead 
to a subtle upward bias in rates. As an offset however the U.S. Treasury still offers 
(by a wide margin) the highest yielding and safest quality bonds among developed 
countries thus attracting capital from around the world and retarding a significant 
rise in long term rates. Stable short term rates and higher long term rates will result 
in a modestly steeper yield curve in 2020. This forecast assumes our base case 
economic scenario of 1.5% to 2% Real GDP in the U.S. in 2020. Should economic 
growth weaken unexpectedly then it is highly likely long term and short term rates will 
move significantly lower in a “risk off” flight to quality.

In 2019 declining long term interest rates combined with three Federal Reserve 
interest rate cuts ushered in a low for longer interest rate environment that left 
most bond investors hungry for yield. In response the demand for higher yielding 
securities like investment grade corporate bonds mushroomed driving prices higher 
while spreads collapsed to near historic lows. Looking ahead to 2020 the stabilization 
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in the global economy will dampen recession worries and keep credit spreads near 
cyclical lows for at least the first half of 2020. Credit spreads in the latter half of 2020 
may widen should the China Phase Two trade negotiations stumble and resurrect 
recessionary fears. 

A DISCIPLINED APPROACH IS KEY 

Markets clearly have many hurdles to overcome and political risks remain 
elevated. While this environment can be volatile and stressful for many in the short 
term, successful investors are able to remove emotion from the process and stay 
disciplined in their approach. 

We hope 2020 proves to be prosperous year for all!
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