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The longest U.S. economic expansion on record, now in its eleventh year, also remains the most sluggish among 

the ten post-war expansions.  This lack of robust growth has contributed to the longevity.  In order for the 

economy to grow above trend, aside from the immediate aftermath of a recession, consumers, businesses, and 

government must employ credit to pull forward consumption.  Such action often results in a cycle of rising debt 

burdens which crest just as the business cycle turns down, often driven by the Federal Reserve acting to squelch 

inflation by raising interest rates.  The consumer, in particular, has been quite disciplined regarding leverage 

and savings during this expansion, which has contributed to both its moderate pace and sustainability.   

 

However, moderate economic growth of around 2.0% per year after inflation can lead to the perception that 

growth is relatively fragile.  Investors spent a good portion of 2019 on recession watch as traditional warning 

signs, such as an inverted yield curve, slowing job gains, and contracting manufacturing activity, pointed to an 

elevated risk of a recession.  Weakness in many other global economies also reinforced these recessionary 

concerns.  Fortunately, weaker economic growth amid rising trade tensions spurred policymakers around the 

world into action as central banks lowered interest rates, reinstated quantitative easing, quickened the pace of 

money supply growth, and expanded fiscal spending.     

 

The 2017 Tax Cuts and Jobs Act boosted short-term demand in early 2018, laying the foundation for the strong 

capital market returns in 2019.  The 2018 Bipartisan Budget Act of 2018, signed as the federal government 

entered its second government shutdown of the fiscal year, further lifted spending in 2018.  As a result of these 

fiscal stimuli, real Gross Domestic Product (GDP) grew 2.9% in 2018, considerably above trend.  The 

government shutdown from December 22, 2018 until January 25, 2019 temporarily depressed demand and 

added to uncertainty, which negatively impacted business spending in subsequent quarters.  Business confidence 

sank further in response to the Trump administration’s often unpredictable shifts in trade policy.  Against this 

backdrop of uncertainty, the Federal Reserve continued to tighten monetary policy by hiking its benchmark 



- 2 - 
 

interest rate nine times beginning in 2015, including four increases in 2018.  The final interest rate hike in 

December 2018 unnerved investors, as the Federal Reserve appeared to be tone-deaf to weakening economic 

data and rising trade tensions.  This interest rate increase contributed to a nearly 20% decline in the Standard & 

Poor’s 500 Index from its peak during 2018.   

 

The Federal Reserve then surprised markets in the first quarter of 2019 with a large and unexpected reversal in 

monetary policy.  At the Federal Reserve’s first interest rate policy meeting of the year and only six weeks into 

2019, the committee signaled that it would refrain from further interest rate increases for the foreseeable future 

and suspend its balance sheet reduction at some point during the year.  Several factors contributed to the abrupt 

change in the course for monetary policy, including the decline in global equity markets following the December 

interest rate hike, declining inflation expectations, and the impact of trade tensions on global growth.  The sharp 

dovish tilt in monetary policy, combined with significant equity valuation compression during December of 

2018, set the stage for valuation expansion as monetary conditions eased and trade tensions moderated as 2019 

progressed.  As a result, equities returned 31.5% including dividends for 2019 as measured by the Standard & 

Poor’s 500 Index and bonds returned 6.8% as measured by the Bloomberg Barclays Capital Government/Credit 

Intermediate Bond Index. 

 

Finally, the economy has achieved a unique milestone as we close the decade.  The history of recessions in the 

U.S. illustrates that they are a natural, though painful, part of the business cycle.  The National Bureau of 

Economic Research marks the beginning of the first business cycle of record during the fourth quarter of 1854.  

In every decade since the 1850s, the U.S. economy has experienced a recession, which is commonly defined as 

two consecutive quarters of contracting Gross Domestic Product (GDP).  The most recent recession from 

December 2007 until June 2009 is well remembered for its significant job losses and historic rates of home 

foreclosures, the echo of which continues to shape the labor market and housing industry today.  However, 2019 

brought to a close the only decade over the past 165 years in which the economy did not experience a recession.   

 

As we have in prior fourth quarter reviews, we have included the following compendium of economic and 

market related charts. 
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2020 OUTLOOK 
 

The domestic economic outlook has become incrementally positive, as the slump in manufacturing appears to 

be bottoming, labor markets are robust, monetary policy remains accommodative, and some political 

uncertainties have diminished.  Personal consumption represents roughly 70% of the U.S. economy, and the 

consumer remains healthy.  The economy created a surprisingly strong 266,000 new jobs in November, aided 

in part by the return to work of 49,000 striking General Motors employees.  Labor market strength is also evident 

in the most recent November unemployment rate of 3.5%, the lowest since December of 1969.  Tight labor 

markets are supportive of higher wages, which grew 3.1% in November compared with a year earlier.  The 

lowest paid U.S. workers were the recipients of the biggest raises as earnings for nonsupervisory workers grew 

3.7% from a year earlier, and this trend could continue.  Twenty-two states have ushered in higher minimum 

wage levels around the New Year.  Only seven of these increases relate to inflation adjustments, the balance are 

the result of state legislative actions or ballot initiatives passed by voters.  This will impact an estimated 6.8 

million workers with increases ranging from a $0.10 per hour inflation-related adjustment in Florida to a $1.50 

per hour increase in New Mexico and Washington.  Not surprisingly, strong labor conditions have helped lift 

consumer confidence back to recent highs.   

 

In our previous year-end correspondence, we highlighted the health of consumer balance sheets with the ratio 

of household debt to disposable income having fallen from a peak of 134% in December of 2007 to 97% 

currently.  There is also an intriguing development in the savings pattern of consumers.  From the 1980’s through 

2007, the ratio of personal savings as a percentage of disposable income typically rose following a recession as 

people paid down debt and replenished savings.  As economic growth improved, consumer spending would 

rebound alongside consumer confidence, and the savings rate would fall.  This pattern, however, has been 

upended in the current economic expansion.  The personal savings rate rose from 3.7% in 2007 to 6.5% in 2010, 

the year after the recession ended.  However, rather than declining, the personal savings rate through the first 

eleven months of 2019 averaged 8.0%, the highest level since 1992, with one exception.  There are several 

factors contributing to the shift in this behavior, including lower personal tax rates, aging baby boomers saving 

for retirement, and the long shadow cast by the last economic recession and related housing bust.  An implication 

of this persistently high savings rate is that it can act as a shock absorber for consumers in the event of an 

economic downturn.    
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Shifting from consumer spending to business spending, the U.S. has faced two recent downturns in 

manufacturing activity.  The first occurred in 2015-2016, accentuated by a precipitous decline in energy prices, 

and the second began in mid-2018.  After reaching a near-term high in August 2018, the Institute for Supply 

Management’s (ISM) manufacturing index has steadily fallen to a level below 50, indicating contraction in the 

domestic manufacturing sector.  The slowdown is broadly attributed to a combination of trade restrictions and 

business uncertainty about trade policy.  The manufacturing slowdown is global and has also had a negative 

impact in Germany and China.  However, we anticipate a rebound in U.S. manufacturing over the coming year 

as trade tensions deescalate with the signaling of a “Phase I” trade deal with China.  In addition, steps the Federal 

Reserve took to loosen monetary policy in 2019 will begin to flow through the economy by mid-2020.   

 

The U.S. dollar finished 2019 little changed from the beginning of the year; however, it could face three potential 

headwinds over the coming year.  First, rising global bond yields have narrowed the excess yield spread offered 

by owning U.S. bonds, potentially resulting in a decrease in demand for U.S. dollars by foreign investors.  

Second, the U.S. dollar has historically been a counter-cyclical currency, meaning that it weakens as the 

economic growth between the U.S. and the rest of the world narrows.  The heart of the European economy, 

Germany’s large manufacturing base, has been particularly hard hit over the past year as auto manufacturing 

firms, still reeling from emissions scandals, have been heavily impacted by declining auto exports to China and 

significant retooling costs to develop more electric vehicles.  However, European economic growth, aided by 

recent easing of monetary policy by the European Central Bank, should stabilize and show signs of recovery in 

the coming years.  Finally, the U.S. dollar is sensitive to changes in inflation expectations, which fell from mid-

2018 through the early part of the fourth quarter of 2019.  If inflation expectations were to lift slightly from 

depressed levels in light of easing monetary policy, the U.S. dollar could weaken.  Any weakening in the U.S. 

dollar would help boost corporate earnings of domestic companies with foreign sales. 

 

We remain constructive on the outlook for domestic equities, despite their strong performance in 2019 and 

higher valuations, due to expectations of the lagged effect of easy monetary policy and marginally less trade 

policy uncertainty.  Corporate earnings are expected to grow 5-7% in 2020 compared with around 2% for 2019, 

driven in part by a recovery of earnings within the energy sector.  The Standard & Poor’s 500 Index currently 

trades for 18.5X forecasted 2020 earnings, compared to a multiple of 15.4X as we entered 2019.  We continue 

to favor equities over fixed income, particularly with 46% of the companies in the Standard & Poor’s 500 Index 

trading with a dividend yield higher than the yield on the 10-Year U.S. Treasury Note of 1.92%.  In fact, the 

recent sum of the equity market’s dividend yield and the yield on the 10-Year U.S. Treasury Note was the lowest 

in at least half a century. 
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As the calendar turns to 2020, the U.S. presidential election features prominently in the year ahead.  One way 

to think about the equity market is as a discounting mechanism that aggregates investors’ collective 

expectations.  As the election approaches, investors will parse unexpected developments, which will be rapidly 

reflected in market prices.  One simple result could be higher volatility as November approaches, particularly 

if risk to the status quo is perceived to rise.  Historically, the electorate has viewed the presidential election 

through the prism of the economy.  Since Woodrow Wilson’s second term in 1916, in all twelve cases when the 

incumbent presidents avoided a recession two years before seeking another term, they went on to win reelection.  

Conversely, in the six instances when a recession occurred in the two year run-up to a re-election year, the 

incumbent lost with one exception, Calvin Coolidge, who won the election in 1924 as the incumbent after the 

passing of President Harding. 

 

In summary, our outlook for 2020 is for the economy to continue to expand around 2% in real terms, aided by 

easy monetary policy as well as healthy consumption supported by continued strength in the labor market and 

real wage growth.  The trade tension fever may have finally broken, which should be positive for business 

confidence, a component of capital spending plans by businesses.  As always, a market correction of 

approximately 10% could occur at any time.  However, a bear market, defined as a decline of greater than 20%, 

appears less likely without an accompanying recession.  We assign a low probability to this risk, absent a severe 

exogenous shock to the economy.  The November elections will rightly capture the attention of investors, and 

there is considerable time for developments to occur in the interim.  We remain committed to investing in what 

we view to be the highest quality, competitively advantaged companies for our clients.     
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FINANCIAL MARKET TOTAL RETURN* 

 
       
    Annualized Annualized Annualized 
  Six One Return Return Return 
 Fourth Months Year Two Years Three Years Five Years 
 Quarter Ending Ending Ending Ending Ending 
 2019 12/31 /19 12/31/19 12/31/19 12/31/19 12/31/19 
       
Standard & Poor’s 500 Index 9.07% 10.92% 31.49% 12.13% 15.27% 11.70% 

Russell 2000 Index 9.94% 7.30% 25.52% 5.69% 8.59% 8.23% 

Value Line Composite Index 6.57% 4.58% 19.23% 1.10% 5.02% 3.97% 

Dow Jones Industrial Average 6.67% 8.62% 25.34% 9.99% 15.73% 12.59% 

NASDAQ (OTC) Composite 12.49% 12.70% 36.74% 15.24% 19.89% 15.00% 

Bloomberg Barclays Capital 0.37% 1.75% 6.80% 3.80% 3.24% 2.57% 
    Gov’t/Credit Intermediate       
 Bond Index       

      * Total Return Includes Income 
 
 
Michael C. Yeager, CFA 

January 3, 2020 
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IMPORTANT INFORMATION 
  

The commentary set forth herein represents the views of Luther King Capital Management and its 
investment professionals at the time indicated and is subject to change without notice. The 
commentary set forth herein was prepared by Luther King Capital Management based upon 
information that it believes to be reliable. Luther King Capital Management expressly disclaims 
any responsibility to update the commentary set forth herein for any events occurring after the date 
indicated herein or otherwise.  
The commentary and other information set forth herein do not constitute an offer to sell, a 
solicitation to buy, or a recommendation for any security, nor do they constitute investment advice 
or an offer to provide investment advisory or other services by Luther King Capital Management. 
The commentary and other information contained herein shall not be construed as financial or 
investment advice on any matter set forth herein, and Luther King Capital Management expressly 
disclaims all liability in respect of any actions taken based on the commentary and information set 
forth herein. 

 


