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First Quarter 2020

Market Outlook

OutlOOk Summary 
2019 proved to be an outstanding year for risk asset performance, as returns in nearly every asset class and geography 
surpassed longer-term historical averages. The S&P 500 Index posted a total return of +31.4%, the Bloomberg Barclays U.S. 
Aggregate Bond Index +8.7%, and the S&P GSCI Gold Index gained +18.0%; 
2019 represented the best year of absolute performance for each benchmark 
since 2013, 2003, and 2010, respectively.  The economic risks that dominated 
market conversation during 2019 – the global economic growth struggle 
between stronger consumer spending and weaker manufacturing/business 
investment; the outcome of U.S.-linked trade worries in China and beyond; 
and the path of global monetary policy – all ended the year in a more positive, 
market-friendly position, which drove above-average performance and likely 
pulled forward future returns from both equities and fixed income.   

We remain constructive on risk assets entering 2020, as we believe global 
economic growth has stabilized and indicates signs of modest acceleration.  
The durability of the current economic expansion should be supported by the 
significant amount of global monetary stimulus received during 2019, aided by 
a cooling of trade tensions between the U.S. and China.  However, significant 
risks remain for 2020; these include a reheating of global trade conflicts, worries 
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over the U.S. presidential election and its potential 
impacts on taxation and regulatory policy, and growing 
geopolitical tensions, which have already been felt via 
U.S./Iranian hostilities in early January.  These concerns, 
along with other unknown risks, can create market 
volatility that can impact investor confidence.

On the back of a more positive global economic 
condition and easier comps, corporate profitability 
growth should reaccelerate in 2020 after a difficult 
last twelve months.  We currently believe aggregate 
earnings growth of mid- to high-single digits combined 
with dividend income should produce U.S. large 
cap equity total returns in the +7-10% range for the 
year; this outcome would be consistent with a more 
normalized return environment, as the S&P 500 has 
posted an average annual total return of +7.7% since the 

turn of the century.  While equity valuations are above 
longer-term averages, we feel a premium is warranted 
given the low absolute levels in both interest rates and 
inflation.  We anticipate periods of volatility during 
the year but believe that the occasions provide an 
opportunity to upgrade portfolios with growing and 
advantaged businesses that produce attractive results 
over time.

In fixed income, we believe strong performance in 
2019 pulled forward some future returns and created 
an environment in which exposure to certain sectors 
will not produce the same results as history suggests.  
Lower absolute starting yields imply a smaller margin 
for error in security selection.  Yet, we are positively 
inclined toward several areas including short-to-
intermediate length U.S. Treasury bonds, shorter-
maturity BBB-rated corporate bonds in industries 
with higher barriers to entry, mortgage securities, with 
a particular focus on agency commercial mortgage-
backed securities (CMBS), and higher-quality areas of 
the municipals market.  We also anticipate bouts of 
volatility to emerge, which could be amplified by lower 
levels of liquidity in today’s fixed income markets; 
however, this volatility can provide attractive entry 
points and opportunities for investors. 
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Over the course of 2019, three macro themes 
dominated financial markets. The first was the 
slowing of both U.S. and global economic growth, with 
manufacturing and trade even falling into recession in 
certain countries.  The inversion of a key yield curve 
in the U.S. during the summer months raised fears 
about the potential for a domestic economic recession.  
Second, a major dovish shift by the Federal Reserve 
and many other central banks flooded economies and 
financial markets with liquidity, helping to fuel a rally 
across most asset classes.  Finally, we experienced the 
ebbs and flows of geopolitical risks such as the trade 
conflict between the U.S. and China, as well as the 
continued drama of Brexit.

For the U.S. economy, economic growth has gradually 
slowed since peaking in the second quarter 2018, as 
the fiscal stimulus benefits provide by the 2017 tax 
cuts diminish. Despite the deceleration, growth has 
continued to exceed the long-run potential growth 
rate, which the Congressional Budget Office estimates 
to be 1.9%.   The major driver of growth has been the 
consumer, accounting for approximately 68% of the 
economy. Household consumption has been supported 
by the strong labor market, moderate wage gains, 
lower interest rates, as well as an increase in home and 
other asset prices. Conversely, business investment has 

been muted due to the uncertainty created by trade 
tensions and concerns over slowing global growth. 
While there has been some progress in negotiations 
between the U.S. and China, business surveys suggest 
that management teams are still hesitant to invest. 
The upcoming U.S. presidential election could create 
additional uncertainties which, once again, result in 
postponed investment plans.  

With a commanding majority won by Boris Johnson’s 
Conservative Party, the U.K. looks set to officially 
leave the European Union (EU) on January 31, 2020; 
however, this simply marks the end of a very long first 
chapter, and there remains significant uncertainty 
concerning the future relationship between the U.K. 
and the EU.  We do not think there is enough time for 
a thorough deal and believe that Johnson – despite his 
desires – will have to trigger the extension clause in the 
agreement, which will lengthen the deadline through 
2022.   Regardless of the timeline, there remains the 
potential for a ‘Brexit cliff.’ If the U.K. and the EU fail 
to reach an agreement, the U.K. will revert to World 
Trade Organization (WTO) rules, which would mean a 
significant increase in trade barriers as well as customs 
barriers. Overall, the risks around Brexit will persist 
beyond the official departure on January 31, and the 
U.K. economy will thus continue to face headwinds 
created by this uncertainty.  

ECONOMICS
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Overall, economic growth in Europe was weak in 2019, 
as trade tensions and other uncertainties resulted 
in a continued deterioration in the manufacturing 
sector – an area to which major European economies, 
particularly Germany, are particularly sensitive.  
Recently, economic fundamentals have displayed signs 
of stabilizing, with the decline in manufacturing activity 
potentially bottoming out. In addition, the recent de-
escalation of U.S./China trade tensions and progress 
on Brexit will help remove some uncertainties for 
businesses. The labor market across the region remains 
sound, with low unemployment 
rates and moderate wage growth 
providing tailwinds for household 
consumption. Despite some 
improving signs in manufacturing 
and a strong consumer, a meaningful 
pickup in growth is not expected. 
The European Central Bank 
(ECB) appears to have very limited 
options remaining to support 
growth, which places the onus 
on fiscal policy. Unfortunately, 
coordinated fiscal stimulus still 
appears unlikely to occur. 

Japanese economic growth 
remained muted in 2019, as 

uncertainties around global economic growth and trade 
tensions negatively impacted exports and business 
investment. In October, an increase in the consumption 
tax rate provided a further hindrance to the Japanese 
consumer. In an effort to support growth, the Japanese 
government is injecting approximately $120 billion in 
stimulus. Tourism revenue around the 2020 Summer 
Olympics should also be an aid to growth. Despite 
the additional stimulus, expectations are for the low-
growth environment in Japan to continue in 2020, as 
demographics remain the key issue. 
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Emerging markets should broadly benefit from an 
improving global backdrop and reduced tail risks. 
In China, targeted stimulus is providing a partial 
offset to the confidence drag from the trade war, and 
the expansion of the services and consumer side of 
the economy continues. Elsewhere, recent data has 
raised hopes that the worst might be over in terms of 
declining economic activity. 

There is also the potential for additional monetary 
stimulus from certain central banks since inflation 
readings across emerging markets are at all-time lows. 
Given the diversity of countries included within the 
emerging markets category, there will be idiosyncratic 
developments which will impact different countries in 
different ways. One development we are closely 
monitoring is the spontaneous populist uprisings 
which transpired in several countries over the second 
half of 2019. 

Entering 2020, recession anxieties have faded as global 
growth appears to have stabilized. In certain cases, 
leading economic indicators released around year-end 
suggest the outlook for growth may be better than 
current median forecasts. The durability of the global 
economic expansion will also be supported by the large 
amount of monetary stimulus global markets have 
received over the past 12 months, the impact of which 
occurs with a lag.  Lastly, tail risks stemming from 

trade tensions between the U.S. and China appear to 
have receded, which could remove a large uncertainty 
that has been hanging over global markets. The largest 
beneficiaries of reduced trade tensions could be 
Europe and Japan, given their reliance on exports.                                                                                                         

Overall, growth is poised to continue at a modest 
‘Goldilocks’ pace – enough to support risk-taking and 
sentiment while not stoking the imbalances which 
can lead to tighter monetary policy – a factor which 
often ends the business cycle.  As always, we remain 
cognizant of the risks to our outlook. With 2020 vision, 
we can see the known risk drivers, which include the 
U.S. presidential election, negotiations around Brexit, 
as well as the customary volatility in economic data.

Historically, market volatility has increased in the first 
half of an election year, peaking around 4-6 months 
ahead of the election, after the primaries have been 
decided and the positions of each party are clearer. 
We are also aware that there are many unknown risks 
– as the recent situation with Iran highlights – some 
of which will create volatility. Often it is the unknown 
risks which have larger impacts on financial markets 
and investor confidence. Regardless of the source 
of risk, we will consider their impacts on financial 
markets as they deploy and will look to tactically adjust 
asset allocation if and when the situation warrants. 
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In nearly every geography, size, and style, global 
equities delivered outstanding returns in 2019 that 
bested both longer-term averages and most market 
forecasters’ most bullish predictions.  The economic 
risks that dominated market conversation during 
the year – the global economic growth struggle 
between stronger consumer spending and weaker 
manufacturing/business investment; the outcome of 
U.S.-linked trade worries in China and beyond; and 
the path of global monetary policy – all ended 2019 
in a more positive, market-friendly positioning than 
when the year dawned.  Entering 2020, we believe 
the environment for equities remains constructive, 
as corporate fundamentals and earnings growth 
appear poised to accelerate; a lower for longer rate 
environment favors expanding P/E multiples; and 
potential for inflows in the first quarter support our 
bullish stance. Notable risks remain, including global 
trade disruption, simmering geopolitical pressures, and 
the forthcoming U.S. election process; however, we 
view these in the context of elevated volatility.  Overall, 
we view 2020 as year of normalization both in terms of 
market and corporate performance. 

For 2019, the benchmark S&P 500 posted a total 
return of +31.5%, the second best year for the index in 

over two decades (2013 was the exception at +32.4%).  
Smaller U.S. stocks also performed very strongly, as 
the S&P 400 Mid Cap and small cap Russell 2000 
returned +26.2% and +25.5%, respectively.  Similarly 
to both 2017 and 2018, growth stocks outperformed 
value counterparts, as the Russell 1000 Growth Index 
delivered a +36.2% total return versus +26.4% for the 
Russell 1000 Value Index for 2019.  International 
stocks also recorded a very strong performance for 
the year; the MSCI ACWI ex-U.S. Index posted 
a +22.0% total return while the MSCI Emerging 
Market Index trailed closely at +18.8%.  Among major 
international markets, China (+36.0%) and Brazil 
(+31.6%) led the way.

Domestically, all 11 S&P sectors furnished double-
digit total returns in 2019, led by Technology (+50.3%), 
Communication Services (+32.7%), and Financials 

EQUITY MARKET OUTLOOK:
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(+32.1%).  Energy (+11.8%) was the clear laggard, while 
2018’s best performing sector, Health Care (+20.8%), 
was the second worst performer last year.  

Returns were extremely concentrated, as the top 15 
contributors to 2019 S&P 500 price return delivered 
nearly 38% of the index price performance while only 
comprising 25% of its weighting.  In fact, the combined 
performance of Apple (AAPL) and Microsoft (MSFT) 
alone contributed nearly one-sixth of the entire S&P 
500 price return for the year. 

We enter 2020 facing three 
main issues for equities – the 
direction and trajectory of 
global economic growth, the 
global trade environment, and 
the path for global central 
banks and monetary policy. 
Trade issues continue to affect 
volatility, although progress 
on the U.S./China relationship 
and confidence for a 
successful USMCA (NAFTA 
replacement) agreement 
will provide optimism as we 
progress through the year. 
Global economic growth 
remains a see-saw between 

strong consumer-driven data and a weak environment 
for manufacturing and business investment; however, 
there has been enough stimulus to lift global GDP 
and weaken the dollar. Finally, U.S. monetary policy 
shifted to a tailwind in 2019, with three rate cuts and a 
bias toward further easing entering 2020. Recent Fed 
cuts are a positive for future activity, in the same way 
that the earlier hikes in the beginning of 2019 were a 
headwind. Along with the upcoming U.S. presidential 
election, these issues will continue to be important 
market movers for a second consecutive year. We look 
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for equities to price in a pro-growth environment as 
recession fears fade.  

We believe corporate profitability should accelerate 
meaningfully in 2020 and be the primary source 
of returns.  Given a more constructive economic 
environment and the anniversary of difficult 
comparables from 2018, consensus 2020 estimates 
for S&P 500 earnings and revenue growth currently 
stand at +9.6% and +5.4%, respectively.  This is in stark 
contrast to 2019, which proved to be challenging. 
Consensus estimates for 2019 S&P 500 earnings 
growth stood at +0.3% at the end of the year, well below 
the stellar growth produced in 2017 and 2018.  Revenue 
growth of +3.8% in 2019, however, is more comparable 
to recent years.   Despite the muted growth in earnings, 
equity valuations expanded considerably during 2019, 
as the P/E multiple on forward-twelve-month earnings 
moved from 14.5x to 18.2x.  Multiple expansion was the 
primary source of return for equity markets in 2019.  

On a relative basis, the S&P 500 is trading above its 
25-year average of 16.2x, but we believe a premium is 
appropriate given both the absolute low level of interest rates 
and inflation expectations, as well as the expected pickup 
in earnings growth in 2020.  Bolstering our view is the 
equity risk premium (defined by the trailing twelve 
months earnings yield of the S&P 500 minus the 10-
Year U.S. Treasury yield), which remains more than 

one standard deviation above its long-term average. 
Aggregate earnings growth in the mid- to high-single 
digits combined with dividend income should produce 
total equity returns in the +7-10% range for U.S. large 
cap equity. This outcome would be consistent with a 
more normalized return environment, as the S&P 500 
has posted an average annual total return of +7.7% since 
the turn of the century. 

Trade pressures and their impacts on global economic 
recovery and expansion, along with newer risks 
in 2020, will also be important drivers for 2020 
equity performance.  The signing of phase 1 of the 
China trade deal does not signal the end of the U.S./
China trade narrative.  Uncertainties remain on 
implementation timing, the winding down of punitive 
tariffs, enforcement, the timing of promised Chinese 
agricultural purchases, and lingering concerns over 
Chinese subsidies and state-owned enterprises.  
Newer 2020 risks will also gain in relative importance; 
these include upcoming U.S. elections in November 
with potential concerns over shifting taxation and 
regulatory policy, as well as the outlook for sectors 
including Health Care and Energy in the case of a 
new administration.  Finally, smoldering geopolitical 
pressures have accompanied the start of the year as 
illustrated by recent U.S./Iranian hostilities. Evidence 
suggests that the path toward solving all of these issues 
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will be neither linear nor entirely smooth – resulting in 
elevated market volatility. 

We remain committed to our process that emphasizes 
individual business advantages (economic, structural, 
and competitive) and secular trends.  In our opinion, 
volatility provides opportunities to upgrade portfolios 
with growing and advantaged businesses, as we believe 
these advantaged companies are positioned to produce 
attractive and predictable business results over time. 

Global central banks acted decisively in 2019 by cutting 
policy rates in an effort to support economic growth. 
All told, 67 different central banks cut their respective 
policy rates. Among those central banks was the U.S. 
Federal Reserve, which made a 180-degree turn from a 
rate hike in December 2018 to three rate cuts in 2019, 
and the European Central Bank (ECB) which moved 
its policy rate more negative. 

Our base case for 2020 is for the Fed to maintain its 
current policy rate. If the policy rate does change, we 
believe it is more likely to be an additional cut during 
the first half of the year. Through its communications, 
the Fed has set a high bar to reverse the rate cuts 
in 2019. The potential to move towards an “average 

inflation target” suggests that even if inflation were to 
increase, the Fed would allow it to run above 2% for 
a period of time before hiking rates.  We also expect 
other major central banks, such as the ECB and Bank 
of Japan, to remain accommodative. 

While developed-market central banks look set to 
pause the rate cutting cycle, their balance sheets are 
once again expanding. The Fed is currently buying at 
least $60 billion of Treasury bills monthly, with plans 
to continue to do so through the second quarter. In 
Europe, the ECB has resumed its quantitative easing 
(QE) program by buying €20 billion of Eurozone 
government bonds per month. 

With central banks expanding their balance sheets 
and unlikely to raise policy rates in 2020, yields in the 

FIXED INCOME OUTLOOK
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front end of the bond market are unlikely to increase 
substantially. Further out on the curve, changes in 
interest rates are harder to predict since market forces, 
such as growth and inflation expectations, have a 
larger impact than Fed policy. Overall, we think that 
the current factors point to slightly higher rates in the 
intermediate and longer portions of the curve. Against 
this outlook, we aim to position portfolios to have 
interest rate (duration) sensitivity that is modestly 
shorter than the benchmark. 

Investment grade (IG) corporate bonds posted very 
strong returns in 2019, as the combination of attractive 
yields at the start of the year following the fourth 
quarter sell-off, monetary easing by central banks, 
and a significant decline in interest rates all provided 
positive support to the asset class. Looking ahead, we 
expect demand for U.S. IG corporates to remain robust 
given the lack of yield available globally. However, 
valuations are stretched, and investors are not receiving 
an adequate amount of compensation for the risk of 
higher volatility that comes from extending duration. 

Therefore, we continue to position portfolios with 
a focus on short-maturity (inside 5 years) corporate 
bonds.  Within shorter-maturity bonds, we maintain 
our preference for BBB-rated bonds in general, as 
they offer an attractive yield pickup over higher-rated 
bonds. Furthermore, many BBB-rated companies are 

actively deleveraging (improving) their balance sheets, 
while the majority of higher-rated companies are 
continuing to add leverage.   From a sector perspective, 
we remain focused on industries with high barriers to 
entry while seeking to avoid or underweight sectors 
which are more prone to engaging in mergers and 
acquisitions and/or participating in shareholder-
friendly activities, which result in higher leverage. At 
an issuer level, we are searching for companies with 
healthy and improving balance sheets, strong free 
cash flow generation and management teams that are 
focused on bondholders.

High-yield (HY) corporate bonds also posted strong 
returns in 2019. However, while returns at an index 
level were strong, they varied dramatically based on 
credit quality. The highest-rated segment (BB-rated) of 
the HY index returned 15.5% in 2019, while the lowest-
rated segment (CCC-rated) returned 9.5%. Going 
forward, the yield on the CCC portion of the market is 
responsible for over a quarter of the overall index yield 
despite comprising only 12.5% of the index’s face value.

This type of dispersion between the highest- and 
lowest-rated segments of the market is generally only 
seen during recessionary periods and is highly unusual 
during periods when risk assets perform well, such 
as last year.  We believe there were two contributing 
factors. First, the energy sector, which experienced 
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a sizeable pickup in defaults last year, makes up a 
material portion of the CCC-rated segment. Second, 
in the search for yield, many investors who are not 
traditionally HY buyers entered the asset class; 
however, lingering concerns about the economy 
and unfamiliarity with the asset class resulted in 
an unwillingness to move down in credit quality. 
Overall, we think the yield offered by the asset class, 
particularly when CCC-rated bonds are excluded, is 
too low to compensate investors for the risk.

Similar to other areas of corporate credit, preferred 
securities produced strong returns in 2019. The 
fundamentals of the sector remain strong, with bank 
balance sheets at their healthiest levels since the 1940s. 
However, while valuations appear attractive relative to 
higher portions of the capital structure, we feel that 
all-in yields are currently too low given the volatility of 
the asset class. Therefore, we believe investors need to 
be much more selective than they have been in recent 
years when adding exposure to the asset class, and we 
expect there to be more attractive entry points to the 
sector. As has been the case for several quarters, we 
are generally finding more attractive opportunities in 
the $1000 par preferred market place and continue to 
favor the fixed-to-float coupon structure.

We continue to maintain a favorable view on 
mortgages, despite delivering more modest returns 

relative to corporate bonds in 2019. Our constructive 
view is due to improving consumer balance sheets and 
a positive view on real estate.  Since the financial crisis, 
household and corporate balance sheet fundamentals 
have diverged, as households have deleveraged, while 
corporations have increased leverage.  A strong labor 
market, historically-low mortgage rates, and tight 
housing supply suggest the conditions remain in place 
for home prices to continue to increase, albeit at a more 
modest pace relative to the 2014-2018 time period.

In particular, we have a favorable view on agency 
CMBS, which offer a high-quality source of yield, lower 
prepayment risk, and diversification from corporate 
credit. Non-agency mortgages provide attractive 
yields and access to an asset class with improving 
fundamentals and strong technicals. Relative to 
corporate credit, the downside-risk profile appears 
better in the event of weaker macro and/or credit 
market conditions.

We expect the demand for municipal bonds (munis) 
to remain robust in 2020, especially in high-tax states. 
Against this backdrop of increased demand, new issue 
supply has been very limited, resulting in valuations 
which have at times been expensive relative to U.S. 
Treasury bonds. Fundamentally, the outlook for the 
asset class remains positive, with modest economic 
growth, rising home prices, and strong state tax 
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revenues. The combination of strong demand, limited 
supply, and stable-to-improving fundamentals suggest 
valuations for the asset class should be well supported. 
Several leading Democratic presidential candidates 
have proposed either rolling back the recently-passed 
tax cuts or implementing new taxes (such as a wealth 
tax). If taxes were to rise, this could make municipal 
bonds’ tax benefits even more attractive. From a 
positioning perspective, our focus remains on the 
higher-quality areas of the market, in particular, general 
obligation and essential-service revenue bonds.

Looking ahead, we believe that active management 
of fixed income portfolios is becoming more critical. 
Strong performance in 2019 has pulled forward future 
fixed income returns and has left investors in an 
environment where simply having exposure to certain 

fixed income sectors will not produce the same results 
as it has historically. As the chart below illustrates, index 
yields have declined while rate sensitivity has risen 
over the past 20 years; combined, these factors have 
increased the risk profile of fixed income benchmarks. 

Lower starting yields mean a smaller margin of error, 
suggesting that over the next several years, security 
avoidance may be as important, if not more, than 
security selection. That being said, we expect bouts of 
volatility – which could be amplified by lower levels of 
liquidity in today’s fixed income markets – to provide 
attractive entry points and opportunities for investors 
along the way. 


