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January	2020	–	Looking	Back	&	Looking	Forward	

	
In	the	December,	2018	Newsletter	(published	during	a	rather	large	Market	swoon)	I	stated,		
	
“My	best	educated	guess	at	this	point	is	that	a	recession	is	at	least	a	year	away	and	that	
markets	will	recover	before	it	hits.”		
	
Well,	2019	was	a	terrific	year	for	the	Markets	overall	and	recover	it	did,	and	then	some.	It	
did	take	most	of	the	year	to	recover	–	it	wasn’t	until	October	of	2019	that	the	market	
surpassed	2018’s	previous	high	without	dropping	again	to	test	support.		That	is	not	to	say	
anything	negative	about	2019’s	Market	performance	–	indeed,	the	recovery	from	2018’s	
year-ending	precipitous	drop	is	a	sign	of	strength.		The	Market	continued	to	recover	in	the	
face	of	declining	economic	fundamentals	and	rising	odds	of	a	Recession.		Throughout	most	
of	2019	the	data	showed	slowing	rates	of	growth,	approaching	dangerously	close	to	
contraction	territory,	with	a	clear	improvement	late	in	the	year.		This	later	year	boost	in	
fundamentals,	coupled	with	the	announcement	that	Phase	1	of	a	trade	deal	with	China	was	
coming	together	helped	lift	the	market	out	of	its	fear	and	finish	the	year	on	a	very	strong	
note.	
	
Given	the	December	fundamental	data	I	would	classify	the	US’s	economic	picture	in	the	
beginning	of	2020	as	somewhat-soft-but-moving-in-the-right-direction.		The	Flash	PMI	
report	for	January	from	IHS	Market	(Flash	report	is	a	preliminary	estimate,	not	the	final	
numbers)	show	a	continued	strengthening	of	US	Fundamentals;	
	

 
Manufacturing	did	tick	down	a	bit	from	52.4	to	51.7	while	the	Service	Sector	rose	from	52.8	
to	53.2.		Aggregate,	PMI	rose	from	52.7	to	53.1,	and	while	these	are	not	huge	numbers,	they	
do	indicate	an	economy	that	may	be	growing	out	of	the	soft-spot	that	developed	in	2019.			
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Recession	fears	for	the	US	have	definitely	abated,	with	many	forecasts	pushing	the	calendar	
out	to	2021	or	2022.		We	are	already	in	the	longest	expansionary	period	since	the	Great	
Depression	–	stretching	it	out	another	12	or	24	months	would	be	quite	a	feat,	but	that	is	
what	the	fundamentals	appear	to	be	indicating	at	this	point.		Employment	in	particular	has	
been	far	stronger	than	anticipated	and	has	led	some	economists	to	question	if	their	long-
term,	underlying	assumptions	about	how	low	unemployment	can	actually	go	and	how	long	
it	can	stay	that	low.				
	
My	thought	at	this	point	is	that	a	recession	late	in	2020	is	still	possible	but	looking	less	
likely.		The	yield-curve	has	rebounded,	which	is	not	a	clear	indicator	of	troubles	being	past	
–	indeed,	most	recessions	begin	AFTER	an	inverted	yield-curve	has	reverted.		After	fairly	
weak	earnings-growth	in	2019	(2018	was	tremendous	due	to	tax-cuts	so	the	year-to-year	
comparisons	for	2019	were	challenging),	the	US	should	see	a	rebound	in	2020;	

	
All	in	all	I	believe	we	will	see	moderate	growth	in	the	US	markets,	with	volatility	ramping	
up	as	what	promises	to	be	a	heated	election	season	approaches.		See	the	end	of	this	letter	
for	a	neat	graphic	on	the	Stock	Market’s	predictive	powers	in	US	Presidential	Elections.	
	
Globally,	growth	accelerated	into	the	end	of	2019	even	while	international	trade	continued	
to	slow.		Looking	at	some	of	larger	economies;	
	
Eurozone	–	closed	out	2019	still	remaining	very	close	to	stagnation.		Business	activity	for	
the	4th	quarter	of	2019	was	the	worst	quarter	since	2013.		Germany,	after	suffering	3-
months	of	contraction	actually	did	manage	to	post	marginal	growth	while	Italy	closed	with	
a	2nd	month	of	contraction.		Despite	the	near-stagnation	levels	of	growth,	business	
optimism	about	2020	is	rising	in	the	Eurozone	-	a	sign	that	businesses	believe	the	lagging	
growth	is	coming	to	an	end.		IHS	Markit	closes	it	commentary	on	the	Eurozone	by	saying,	
“in	the	absence	of	any	major	adverse	developments	we	expect	to	see	growth	starting	to	
improve	as	2020	proceeds,	with	low	inflation	and	easing	financial	conditions	supporting	
consumer	spending	in	particular”.	
	
The	United	Kingdom	appears	to	be	finally	ready	to	exit	the	European	Union	on	January	31,	
2020,	nearly	3	years	after	its	populace	voted	to	begin	the	exit	process	in	March	of	2017.			
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2019	was	a	fairly	dismal	year	economically	though	not	dismal	enough	to	include	a	
recession.		It	is	difficult	to	know	exactly	how	much	the	on-again-off-again	Brexit	
uncertainty	weighed	on	the	UK’s	economy	but	it	most	certainly	did	to	some	degree.		How	
they	fair	with	the	exit	actually	coming	to	fruition	obviously	remains	to	be	seen,	but	if	the	
Flash	PMI	report	for	January	is	any	indication,	the	dispelling	of	uncertainty	looks	to	be	a	
real	economic	plus.		IHS	Markit	reports	that	January	PMI	for	the	UK	leapt	from	49.3	in	
December	to	52.4	in	January.		I	would	not	be	surprised	to	see	some	volatility	in	these	
numbers	over	the	coming	months,	but	I	believe	that	the	certainty	provided	by	finally	
committing	to	the	Brexit	will	outweigh	the	concerns	over	the	details	of	the	Brexit.	
	
China	saw	slight	moderation	in	December,	China’s	economy	has	generally	stabilized	in	the	
final	quarter	of	2019.		Export	demand	has	continued	to	slow	while	internal,	domestic	
demand	increased.		Rising	internal	demand	is	very	important	to	China’s	future	as	they	are	
trying	to	become	less	reliant	on	exports	for	their	economic	growth.		Nevertheless,	the	
Phase	1	trade	deal	with	the	US	ought	to	help	China	begin	2020	with	some	winds	in	their	
sails.		The	health	scare	in	China	will	surely	create	some	economic	volatility	and	it	is	too	
early	to	really	make	any	prognostication	of	how	much	of	a	threat	the	virus	is	to	China’s	
economic	growth.			
	
Japan	is	very	likely	to	post	a	negative-GDP	number	for	the	4th	quarter	of	2019,	though	
probably	a	small	one.		Manufacturing	has	been	in	negative	territory	for	most	of	2019,	and	
while	the	Service	sector	helped	keep	the	overall	economy	on	the	expansion	side	for	part	of	
2019,	a	steep	drop	in	Service	output	to	close	out	the	final	quarter	led	to	reading	of	a	
contracting	economy.		In	spite	of	this,	job	growth	and	business	sentiment	remain	oddly	
strong.		Prime	Minister	Abe	&	the	Bank	of	Japan	are	likely	to	look	at	ways	to	stimulate	
Japan’s	economy	to	start	off	2020.		January’s	preliminary	numbers	show	signs	of	recovery,	
with	IHS	Markit	reporting	a	Flash	PMI	rising	from	48.6	in	December	to	51.1	in	January.	
	
Thus,	in	general,	the	global	outlook	at	the	start	of	2020	mirrors	that	of	the	US	–	
somewhat	slow	but	moving	in	the	right	direction.			
	

Market	Valuation	
It	is	difficult	for	anyone	to	seriously	argue	that	the	stock	market	is	inexpensive.		Even	
calling	it	“fairly	valued”	is	a	bit	of	a	stretch	in	my	opinion.		Trying	to	determine	what	value	
the	stock	market	“should	be”,	while	a	bit	of	a	fool’s	errand,	is	a	worthwhile	exercise	because	
it	forces	us	to	view	current	values	in	a	historical	context	that	can	inform	one’s	expectations.		
With	this	in	mind,	let’s	take	a	look	at	some	of	the	more	common	valuation	tools.	
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The	Buffet	Indicator	
Warren	Buffet	has	stated	his	belief	that	the	ratio	of	the	Total	US	Market’s	value	to	Gross	
National	Product	(GNP)	is,	“probably	the	best	single	measure	of	where	valuations	stand	at	
any	given	moment.”		Without	getting	lost	in	the	weeds	here,	we	will	substitute	Gross	
Domestic	Product	(GDP)	for	GNP	as	they	are	exceptionally	close	to	one	another.		So,	where	
do	the	numbers	stand?	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	 	
The	Buffet	Indicator	signals	that	the	total	market	valuation	of	the	United	States	is	57%	
OVERVALUED	relative	to	GDP.		That	is	an	enormous	overvaluation	and	exceeds	even	the	
rarified	heights	of	2000	according	to	this	methodology.		Such	an	overvaluation	may	explain	
why	Buffet’s	Berkshire	Hathaway	is	sitting	on	such	an	enormous	pile	of	cash	instead	of	
putting	that	cash	to	work	by	engaging	in	significant	new	purchases.		Based	on	this	reading,	
the	Buffett	Indicator	implies	a	compound	annual	return	of	-3.1%	for	the	next	8	years.		Note	
that	this	does	not	mean	it	is	implying	a	negative	return	in	each	of	the	next	8	year,	but	that	
the	average,	after	8	years,	will	have	been	somewhere	in	the	realm	of		-3.1%.	
	
	
Regular	P/E	
The	most	commonly	used	valuation	tool	looks	at	price	relative	the	past	12-months	of	actual	
earnings.		This	is	the	P/E	most	often	used	by	the	talking	heads	in	financial	news,	and	
despite	its	history	of	being	out-of-whack	in	times	of	extreme	economic	periods,	it	does	give	
a	good	snapshot	of	current	valuation	in	normal	periods.			
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Currently,	Regular	P/E	stands	at	25,	which	is	not	as	extreme	as	both	the	Buffett	indicator	
but	still	does	imply	an	overvaluation	over	the	historical	mean	P/E	of	16.1.	
	
Price	to	Free	Cash	Flow	
Some	analysts	prefer	to	avoid	basing	valuations	on	the	P/E	ratio	because	Wall	Street	has	an	
uncanny	ability	to	distort	the	E	(earnings)	in	order	to	hit	analyst	expectations.		Whether	it	
is	via	share	buybacks,	claiming	“one-time	charges”,	or	other	accounting	creativity	(to	put	it	
kindly),	earnings-per-share	can	be	manipulated	higher.		Free	cash	flow	however,	is	harder	
to	manipulate.		For	this	reason	some	analysts	prefer	to	look	at	a	P/FCF	ratio	(Price/free-
cash-flow)	to	gauge	market	valuations.		Looked	at	in	this	light,	the	market	does	not	appear	
overvalued	(from	FACTSET);	

 
	
So,	What	Does	It	All	Mean?	
Looking	back	at	2019,	we	see	a	significant	rise	in	P	while	the	E	remained	relatively	flat,	thus	
P/E	rose	as	a	higher	P	was	divided	by	a	flat	E.		So,	should	the	E	rise	through	2020,	and	rise	
faster	than	the	P,	the	P/E	ratio	will	come	down.		This	is	my	anticipated	scenario	for	2020	at	
this	point.		I	believe	that	we	will	see	P/E	decline	as	earnings	rise	at	a	faster	clip	than	the	
price.		Should	price	continue	to	outpace	earnings	in	2020,	we	will	see	a	P/E	rising	to	
worrisome	levels,	which	may	feel	good	in	the	short-term,	but	bodes	ill	for	the	longer-term.	
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Expert	Predictions	–	Where	they	agree	&	where	they	disagree	
I	like	to	pay	attention	to	where	various	researchers	see	the	markets	going	over	the	next	10-
ish	years.		Not	that	any	of	them	are	ever	exactly	right,	but	to	see	if	a	general	consensus	is	
developing	and	to	see	the	areas	where	they	either	agree	or	disagree	most.		With	that	in	
mind,	I	thought	I’d	share	the	predictions	of	6	firms;	

	
(nominal	=	non-inflation	adjusted	/	real	=	inflation	adjusted)	

	
The	US	Markets	are	clearly	where	the	most	disagreement	is;	the	difference	between	an	
annual	average	of	-4.4%	vs.	6.1%	is	obviously	enormous	and	could	have	a	substantial	
impact	on	investors.		Yet,	this	is	precisely	where	the	disagreement	makes	sense.		As	I	just	
discussed,	there	are	metrics	that	show	a	rather	overvalued	US	market	so	those	researchers	
who	focus	heavily	on	traditional	valuation	will	be	more	pessimistic	about	the	future	as	they	
see	the	need	for	Price	to	decline	to	meet	historical	valuations.		On	the	“agreement”	side,	
every	single	one	of	them	sees	Non-US	Markets	outperforming	US	Markets.		Here	again,	this	
is	not	surprising	–	the	Non-US	Markets	have	significantly	lagged	US	Markets	for	quite	some	
time	and	the	valuations	are	much,	much	lower.				
	
	

Tommy’s Two Cents 
 
Hello Readers! Welcome to the inaugural edition of Tommy’s Two Cents - a slot in the 
newsletter that Tom Ellis has so graciously afforded me, granting me the opportunity to 
highlight and explain some market phenomenon that I consider noteworthy. Today, I’d like to 
discuss the current situation in the corporate bond market.  
  
Last year, the investment grade corporate bond market (those bonds rated BBB or higher) 
returned an astonishing 14.2%, the highest annual return in the last decade. BBB bonds alone 
returned 15.9% in the last year. Moreover, corporate yields are at their lowest levels in over 5 
years. All this is very closely related to the decline in Treasury yields and the Fed’s recent 
activity – driving down borrowing costs and forcing starving fixed income investors to seek 
higher yields in the corporate market.  
 
Over half of all corporate bonds are now rated BBB. In other words, most corporate debt lies in 
the riskiest stratum of the “investment grade” tier – at the bottom of the barrel but offering  
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superior returns to compensate for the extra risk. Most accredited investors, such as global 
pension funds and insurance companies, can hold debt only if it is considered investment grade. 
There are multiple macroeconomic uncertainties and risks accompanying the new year, 
including a possible tariff war, geopolitical tensions, and the question of whether we can 
maintain our economic growth, not to mention a possible situation in Iran (though that appears 
unlikely, as those tensions have subsided recently). An economic downturn could cause massive 
rating downgrades and corporate bond selloffs, as a large group of bondholders would no 
longer be permitted to carry any BBB debt that was downgraded. Moreover, some major 
cyclical sector names like Ford and GM that lie in that BBB tier could be drastically affected by 
an economic downturn. In other words, a recession would cause corporate bond prices to drop 
and yields to rise.  
 
But, of course, who knows precisely when a recession is coming? And who knows if these BBB 
bonds are really as risky as they may seem? The net leverage ratio (total debt outstanding 
divided by earnings before interest and taxes) for the highest rated corporations is actually 
higher than that of the corporations with BBB and even junk ratings! Moreover, there has 
recently been some substantial commitment to deleveraging from companies in the BBB class, 
such as AT&T and GE. Considering all this, are more poorly rated bonds really the ones that 
seem less likely to default? 
 
I don’t pretend to know everything about the fixed-income market, but I just think it wouldn’t 
hurt to be wary of the current situation in the corporate bond market. 
 

-Tommy Schuberg 
	
In	Conclusion	
I	believe	we	will	see	moderate	US	market	growth	in	2020	with	earnings	showing	a	solid	
recovery	and	some	election-related	volatility	mid-year.		A	pullback	after	what	was	a	
tremendous	2019	should	not	come	as	a	surprise	and	I	believe	any	such	pullback	will	be	
short	lived.		On	the	political	front	I	do	believe	if	either	Warren	or	Sanders	win	the	Democrat	
Nomination	that	market	volatility	leading	up	to	the	election	will	be	heightened.		Globally,	I	
believe	we	will	see	higher	market	performance	with	a	caveat	on	China	due	to	the	
coronavirus	uncertainties,	but	even	there,	government	economic	stimulus	measures	will	
likely	lead	to	decent	performance.	
	
One	sector	in	particular	to	keep	an	eye	on	in	2020	is	the	Energy	sector	–	and	by	“energy”	I	
mean	OIL.		It	is	a	sector	that	has	been	beaten	down	for	years	now	and	is	despised	by	many,	
but	it	is	very	cheap	relative	to	every	other	sector	and	I	would	not	be	surprised	to	see	a	
rebound	begin.		It	is	a	very	contrarian	view	right	now,	but	the	reality	is	that	the	world		
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needs	oil	&	gas.		Alternative	sources	simply	cannot	provide	enough	energy	and	are	very	
unlikely	to	for	quite	some	time.		If	the	global	economy	is	going	to	rebound	in	2020	as	the	
fundamentals	appear	to	indicate,	that	rebound	will	drive	demand	for	oil	&	gas.	
	
Thanks	for	Reading!	
	
Tom	Ellis	
LPL	Investment	Advisor	Representative	
	
	
No	financial	newsletter	would	be	complete	without	a	nice,	lengthy	disclaimer.		So,	here	is	
what	we	are	required	to	say;	
	
Content in this material is for general information only and not intended to provide specific 
advice or recommendations for any individual. All performance referenced is historical and is no 
guarantee of future results. All indices are unmanaged and may not be invested into directly. All 
investing involves risk including loss of principal. No strategy assures success or protects 
against loss. There is no guarantee that a diversified portfolio will enhance overall returns or 
outperform a non-diversified portfolio. Diversification does not protect against market risk. The 
economic forecasts set forth in this material may not develop as predicted and there can be no 
guarantee that strategies promoted will be successful. Bonds are subject to market and interest 
rate risk if sold prior to maturity. Bond values will decline as interest rates rise and bonds are 
subject to availability and change in price.  
	


