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Coming on the heels of a miserable 2018, where no major asset class

managed to beat inflation, the 2019 outlook for both the market and the economy
were dour. A year later the economy had stabilized, multiple major uncertainties were
resolved positively, and each major asset class bested inflation. By the end of 2019,
the US economic expansion had become the longest on record and the S&P 500
boasted a total return of 498.5% from the March 9th, 2009 bottom. Looking more
closely at the quarter itself, all major stock indices recorded strong gains. Leading the
way higher were Emerging Market equities, buoyed by a first step in resolving the
trade dispute between the US and China and signs of improving global economic
growth. While EM stocks still lagged for the year, their outperformance in the quarter and especially December - were notable. Domestically, the outperformance of value
witnessed at the end of the third quarter did not carry over with growth stocks again
finishing ahead of value. In line with the greater “risk-on” nature of the final quarter of
2019, small cap stocks rallied, though still finished the year well behind large and
midcap indices.
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Following a quarter of fresh all-time highs, fixed income markets witnessed a more
mixed return in the final three months of 2019. The Bloomberg Barclays US Aggregate
index managed to eke out a positive total return of 0.18% in the quarter, bringing the
year to date return to 8.72%. Money came into the corporate bond market as short,
medium and long-term maturities all had positive returns. Municipal bonds also
benefited from continued demand, pushing their yields down and returns up. The
high yield market caught a bid as recession fears were further pushed aside,
returning 2.61% for the quarter and 14.41% for the year. Treasuries were the notable
weak point, with maturities from 5 years to 20+ years all showing negative quarterly
returns as yields rose more quickly, eating into price. They still posted annual returns
of 8.90%

Fed finished cutting rates,
for now…

The “mid cycle adjustment” undertaken by the Federal Reserve with their rate cutting
program that began in July seems to have had its desired effect, judging by the yield
curve. The third and final rate cut of 2019 occurred October 30th and as can been
seen on the chart below managed to restore the more normal upward sloping
pattern of the yield curve, rather than the inverted “U” shape that had been in place
for the prior quarters. The long end of the curve (10-30 year) came down slightly
reflecting some doubts for increased economic growth.
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Broad based rally in
commodities…
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Commodities, previously weighed down by trade uncertainty and a darkening global
growth outlook, followed nearly all other asset classes higher in the final quarter of
the year.
Oil shook off its third quarter weakness as signs began to emerge of stabilizing growth
in countries such as Germany and China. Oil prices were further boosted by the deescalation in trade tensions between the US and China.
Showing further evidence that commodities are pointing to improved growth, copper
was up 9% in the quarter and 6% for the year. Gold continued its rally to post one of
the best yearly returns seen in some time.
The US dollar, the investment of choice when growth looks to be slowing, slipped
lower by 3% in the final three months of the year, undoing all the gains seen to
that point.
Commodity
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An uneven global
economy…

For much of 2019, the global economy was clearly slowing as the US/China trade war
caused ripple effects throughout developed and developing economies. Through the
majority of the year the US economy held up relatively better than most others,
though even it was not immune to the repercussions of the trade war. As the fourth
quarter unfolded signs of life started to show internationally, especially in the harder
hit export dependent countries.
Domestically, the economy remains fairly polarized with the more consumer facing
industries holding up well while the manufacturing sector is buffeted by developments
abroad.

Domestically, services
strong while manufacturing
weak…

Many factors supported consumer confidence, which rose in December and remains
near the expansion highs:
• Consumer debt relative to assets is at the lowest level since 1984; debt service to
after-tax income ratio the lowest since 1980
• Misery Index (inflation + unemployment rate) the lowest since the Eisenhower
administration
• Non-farm payroll gains averaged 180,000 for the quarter (vs. 175k for the year) and
average hourly earnings grew 2.9% year over year in December

A healthy consumer
powering select sectors of
the economy…

The combination of a healthy consumer and falling interest rates proved to be a
powerful cocktail for the housing sector in 2019. In a sign of further gains to come,
permits for new construction also came in higher than expected for November (latest
available). Housing activity is a key input into GDP growth: direct housing investment
makes up roughly 3-5% of GDP and housing related services are12-13% (as per
National Association of Home Builders).
To be sure, there were pockets of weakness in the US economy as the year ended.
The December manufacturing ISM (Institute of Supply Management) survey registered
47.2 versus an expected 49, firmly in contraction territory. The continued effects of the
trade war, lower energy capital expenditures reflected by a falling rig count, and
production issues at Boeing all contributed to the headwinds pulling down the
manufacturing sector.
The myriad positive and negative inputs added up to an economy slowing back to
the trend growth rate witnessed since the Global Financial Crisis, roughly 2%.
Internationally, the economic picture remains muddled though there are increasing
signs that growth has at least stabilized and is, perhaps, turning up.

Signs of life for international
economies…

China, as the other half in the trade dispute, has been the epicenter of the global
slowdown; however, as the quarter came to a close green shoots began to emerge.
Chinese exports rose 16% year over year in December while imports were higher by
8%, indicating improved domestic demand. The composite PMI (Purchasing
Managers Index) ended the year well into expansion territory at 52.6, propped up by
services. In response to the headwinds caused by the trade war, Chinese policy
makers moved to stimulate the economy through rate cuts and investments. With the
agreement to a ‘Phase One’ trade deal in place, a major impediment to growth
was removed.
Germany, as another export led economy, has also borne the brunt of the global
slowdown but there too signs of life emerged. The German ZEW (a measure of
business expectations) surged in December as industrial production grew 1.1% month
to month in November, the best reading in 18 months. In a sign that not all headwinds
have passed, however, factory orders in Germany fell 1.3% month to month
compared to an expected growth of 0.2% while exports fell 2.9% year over year.

Tech leads the way higher
in a strong year for
markets…

A remarkable year for markets, 2019 began with heightened fears of a looming
recession. By year’s end, we witnessed the best return for the S&P 500 since 2013 as
growth led the way higher (information technology stocks were +50% for the year).
Many investors now question whether such a strong year could possibly be followed
by another one, especially with all the issues trumpeted in the media daily.
While the price gains for equities around the world were certainly eye popping, what
was perhaps more notable was the broad-based rally in all investable assets. “Risk-on”
and defensive assets were positively correlated in 2019 as stocks were up but gold
also posted impressive gains. The 10-year Treasury yield fell from 2.69% to 1.92% driving
strong bond returns as well. Such a synchronized move in typically uncorrelated assets
indicates a level of apprehension that has never left investors and still exists. Counter
intuitively, skepticism perpetuates bull markets.

Rally broad based, from
stocks to bonds to
commodities…

Politics a major source of
potential volatility in 2020…

Central banks a key
support to market
outlook…

The strong returns in global equity markets (Argentina being the only market which
declined) were driven by sentiment: an expansion in the price-earnings multiple when
year over year earnings were basically flat. This makes sense when considering that
markets were pricing in a near-term recession as 2019 began, but leaves earnings
growth as a key driver for 2020 stock performance.
The political landscape will also take on an outsized role in markets as eyes turn
towards the Democratic nomination and November elections. 2019 showed how
changes in candidates’ fortunes can be reflected in the returns of investable assets.
As the combined odds of Elizabeth Warren and Bernie Sanders winning the
nomination rose, the performance of healthcare stocks relative to the rest of the
market deteriorated. As their poll numbers fell, healthcare stocks turned higher
against the overall market. This is not to make a political statement, but simply to point
out how certain sectors’ performance can be influenced by occurrences in the
political theater. More broadly, when looking at historical comparisons, equity markets
have tended to stagnate early in the year of a presidential election before rallying as
the election outcome gains clarity.
While 2019 was a year that saw many headwinds removed (the inverted yield curve,
longest ever government shutdown, trade, recession fears, Fed policy) there remain
pockets of uncertainty. As mentioned above, the most obvious variable for the year is
political, but trade still remains a hot button topic. While the economic outlook has
firmed, it is still muddled at best. Global central banks look as though they will
continue supporting markets by extending their easing cycles, which should help
tamp down on the volatility which can be expected as the US election season swings
into full gear. Any unexpected move higher in inflation, however, could call into
question their dedication to low rates.
All in all, interest rates are poised to stay in a trading band at the low end of the
range. Recession does not look imminent, barring external shocks. We expect internal
rotation in the stock market with the potential for health restoring corrections rather
than a bloodbath.
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