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U.S. Market – Melt-up may continue but 
with valuation risk and volatility 
After 2019 sharp declines in June, August and 
October, the overall U.S. markets have been in a 
slow melt-up with the major indexes reaching all-
time highs. The market has been driven by 
valuations increasing and continued Federal 
Reserve support of low-interest rates, while 
S&P500 earnings have essentially been flat in 
2019. According to FactSet, the only time in the 
past ten years the S&P500 valuation has been 
higher was in late 2017/early 2018 before 
markets fell about 12%, lowering the P/E 
valuation.   

Piper Jaffray has pegged their 2020 S&P500 
gains at over 10%. However, this assumes the 
reversal of lower profit margins in 2019 and 
expectations that Trump will get reelected. 

Of course, I would never recommend investing in 
a “dumb index” with no human selection based on 
individual company outlook. I only recommend 
active managers with a consistent historical track 
record of outperformance for the risk taken, by 
good stock selection vs. just an index.   

Factset 12/20/2019 estimates 2020 earnings 
growth at 9.6%, with all 11 sectors projected to 
report year-over-year growth in earnings. This 
compares to 0.3% earnings growth in 2019. 

While U.S. GDP growth is expected to slow from 
2.9% in 2018, about 2.2% in 2019 to 1.8%-2.0% 
in 2020, the fundamentals are stronger than in 
most foreign economies. Though the current 
economic expansion is the longest in history, it is 
also one of the slowest. As a report in 
InvestmentNews points out, “While equities may 

have to climb another wall of worry in 2020, we 
don’t believe the train is going off the tracks.” 

While the ISM Manufacturing survey continued to 
show contraction in manufacturing, factory 
employment, and the gauge of order backlogs 
dropping to the lowest level since January 2016, 
the non-manufacturing index showed continued 
expansion.  Since about 70% of U.S. GDP 
depends on consumer spending – which is strong 
– the low unemployment numbers are very 
favorable for the economy.  However, with real 
wages only recently slowly rising, many folks 
must work two jobs to support their families. 

There may be further upward pressure on wages 
with new minimum wage laws as well as the 
historically high number of unfilled jobs available 
- due to unqualified or willing workers both for 
jobs requiring high skills and low skill farming type 
jobs.  The lack of favorable immigration policy is 
also hurting many industries due to a lack of 
qualified or willing workers. 

Europe – All they have is hope 
Barron’s- 12/26/2019: “Barring a common vision, 
or unity of purpose on how to get their economies 
out of the slump, all that European policy makers 
have for 2020 is hope. Hope that stronger growth 
will materialize as global headwinds recede. 

“But a look at what awaits the four largest 
European economies next year shows that 
governments everywhere are hanging at the 
mercy of a continuous slowdown, as the 
persistent recession of the manufacturing sector 
begins to spill over into the rest of the economy.” 

Barron’s points out the problems with the U.K. 
leaving the European Union with maybe a trade 
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deal that only includes goods and not services 
which leaves out financial services, which is 
crucial for the U.K. economy.  Bank of America 
predicts only 1% GDP Growth for the U.K. in 
2020. 

“The once-powerful German economy barely 
avoided recession, but it hasn’t seen the end of 
its problems. Slowing global trade hit the export-
led economy in 2019. But the lack of confidence, 
dearth of investment, and the ingrained problem 
of the country’s automobile industry will spill over 
into 2020. 

“France surprised in 2019 with one of the euro 
zone’s strongest growth rates, but the country’s 
main economic problem looks similar to 
Germany’s: political paralysis.” (Bank of France 
forecasts GDP growth of 1.1% in 2020). 

“Italy will continue to underperform, even though 
its small and midsize businesses do wonders on 
world markets, as witnessed by a robust trade 
surplus. But the self-inflicted harm of a 
government that played a little too close to bond 
markets’ fears last year will continue to exact a 
price on an economy that has long been Europe’s 
growth laggard. Staggering under a debt load 
topping 130% of GDP, it is doubtful that the fragile 
coalition government could muster the courage to 
launch the structural reforms the country has 
been needing for much too long.” 

Asia 
Bloomberg News 12/29/2019: “China’s big bang 
opening of its $45 trillion financial industry begins 
in earnest next year.  Starting with its insurance 
and futures markets, the Communist Party ruled 
nation will enact the most sweeping changes in 
decades to allow the likes of Goldman Sachs 
Group Inc., JPMorgan Chase & Co. and 
BlackRock Inc. to expand their footprint in China 
and compete for a slice of its growing wealth. 

“President Xi Jinping is seeking to cushion the 
world’s No. 2 economy against the steepest 
slowdown since the early 1990s after a 
crackdown on risky lending squeezed corporate 
funding and a trade dispute with the U.S. hit 
exports. Not only will foreign firms bring with them 
fresh capital, policy makers expect they will force 
entrenched domestic players to sharpen their 
operations and become more responsive to the 
market.” 

Nikkei Asian Review 12/26/2019: “The best thing 
you can say about the Japanese economy's 2019 
is that, mercifully, the year will soon be over. 

“Growth plodded along only modestly. Exports 
had fallen every month in 2019, while wages 
dropped in seven of the first 10 months. Monetary 
policy remained trapped in negative interest-rate 
purgatory. 

“And yet this performance may be the best we 
can expect as the global trade war marches into 
2020 with no end in sight. Three dynamics are 
coming to a head in ways that spell trouble to 
come. 

“One, the export decline is accelerating. The 
7.9% year-on-year drop in November, the 12th 
straight monthly decline, flashes recession 
warnings. Shipments to China, Tokyo's biggest 
customer, fell 5.4%, down for the ninth month. 
Two, Tokyo's rush to throw $122 billion of fresh 
stimulus at the economy smacks more of panic 
than fine-tuning. Three, that wild card named 
Donald Trump. 

“It should worry Prime Minister Shinzo Abe that 
U.S. President Trump is hinting that a full China 
trade deal may be delayed until after the 
November 2020 election. His suggestion that a 
deal is contingent on his winning a second term 
may validate something political observers have 
long suspected: Trump wants the trade fight with 
China more than he wants a deal. If so, Asia is in 
for a chaotic 2020. 

“These odds increase as Trump's impeachment 
troubles at home prompt him to lash out abroad -
- both to placate his base and change the news 
cycle. It is all about maximizing pain. Last month, 
Trump seemed to revel in his belief that he has 
‘broken’ China's supply chains ‘like an egg.’" 

“China's supply chains are really Asia's, though. 
Japan Inc. is already suffering considerable 
blowback, making CEOs even less likely to boost 
wages in 2020. 

“The answer, of course, is for Abe to get serious 
about the deregulatory reforms he pledged back 
in 2012. The failure to curb bureaucracy, 
modernize labor markets, stimulate innovation, 
empower women and boldly address an aging 
workforce has left Japan uniquely vulnerable to 
the trade war.” 

“There is an obvious paradox here. The stock 
market is buoyant, offering false hope. But just 



  

like his pal Trump, Abe may soon confront the 
limits of trickle-down economics. Investors are 
gleeful that the Bank of Japan is keeping the 
liquidity tap running. Tapering in 2020 seems no 
more likely than in 2019. 

“Unless average workers feel the magic, though, 
Abe is creating a tale of two economies -- one for 
the uber-wealthy asset-owning class, one for the 
vast majority of Japan's 126 million people. 

“At some point, dimming economies catch up with 
asset rallies. In Trump-adjusted terms, that point 
could come sooner than anyone expects. It could 
be a brutal 2020 for that splashy marketing 
campaign known as Abenomics -- and the man 
behind it.” 

Bond Market 

At this point in 
the market cycle, 
we do not 

recommend 
most bonds due 
to interest rate 
risk – bonds lose 

money when rates rise, unless held to maturity. 
Holding to maturity if rates are rising is an 
opportunity cost – i.e. holding lower rate bonds 
vs. newer bonds at higher rates.  

Interest Rates Near All-Time Lows 
Interest rates are near all-time lows, after 
declining over the last 38 years. In October 1981, 
the “benchmark” 10-year Treasury peaked at over 
15%. By 1995, rates had fallen to a more long-
term average of 6%. In July 2012, the rate hit a 
closing low of 1.46%. In 2015 the Congressional 
Budget Office (CBO) projected the 2019 10-year 
rate would be 4.6% and that GDP would be 
growing at 4.1%. As of 12/31/2019, the rate was 
at 1.9% and trending higher. Because we have 
had such a slow-growth economy, inflation has 
been below the Feds target rate of 2% 

While the Federal Reserve controls the short-
term Fed Funds rate, other rates are determined 
by the market.  Market rates have remained low 
in part since there is nowhere else to get better 
rates than from strong government bonds. 
Globally there is about $17 trillion in negative 
interest government bonds.  Eventually, global 
rates will normalize. 

In 2019, the U.S. ran a deficit just shy of $1 trillion, 
and the U.S. government projects trillion-dollar 

annual deficits through the next decade. And we 
will be running these deficits not to stimulate an 
economy in recession, as President Obama did, 
but to pile them on top of an economy at full 
employment but slow growth. 

This may well require much higher interest rates 
to attract investors, to fund the enormous debt 
requirements of the U.S. 

Relative to the size of the economy, debt is 
already at its highest level since just after 
WWII. 

Notably, none of the leading candidates for 
President in 2020 are talking about deficit 
reduction. Warren and Sanders propose colossal 
tax increases to fund their massive spending 
programs. Historically projected increased tax 
revenues often fall short of what they were 
intended to pay for – thus further raising the 
deficit. 

Interest Rate Risk - How Much Could Bonds 
Lose? 

Bond “duration” measures a 
bond's sensitivity to changes in 
interest rates. A 1% increase in 
interest rates would result in about 

a 1% loss per year of bond duration. 
For example, a bond with a duration of 7 years 
could lose 21% of its market value if interest rates 
normalize and rose by 3.0%. 

What is worse, I have seen (especially municipal) 
bond investors with 10-20-year maturities but with 
a call date in just a few years that were bought at 
a premium to par value. For example, I saw a 
Scottsdale municipal bond investor who, a few 
years ago, paid $110,171 for a $100k bond that 
has a call date in July 2020. Scottsdale should be 
highly motivated to refund it and replace it with 
new bonds since it is paying 4% on the original 
par value, but today similar bonds are yielding 
1.2%-1.7%. Therefore, her about 3.5% tax-free 
return would be more than wiped out by a 
$10,000 loss of principal when called. 

The critical factors in measuring duration are 
maturity and coupon interest rate.  The higher the 
coupon rate, the lower the duration. For example, 
a high-yield bond has less duration and less 
interest rate risk than a muni bond of the same 
maturity. The 10-year Treasury has a duration of 
about 9.1 years.  A zero-coupon bond or typical 



  

bank CD that only pays on maturity will have the 
same duration as its maturity.   

Action Plan Recommendations 
I can discuss individually specific 
recommendations based on 
goals, objectives, and risk 
tolerance. 

In general, I suggest investors reduce allocations 
in Europe and Japan and increase growth 
objective allocations to more U.S. equities. While 
U.S.   growth is slowing, the U.S. has 
comparatively stronger economics than most 
global economies.   

Consider more U.S. Small-Mid Caps, which 
overall are less dependent on foreign sales. With 
revenues more from within the U.S., they do not 
have the currency risk of a stronger dollar that 
reduces foreign earnings. Smaller companies 
also have the potential for faster growth, and with 
so many more smaller companies than large, 
good research can potentially find hidden gems.  
Smaller companies’ stocks are often more volatile 
with less trading volume, but over the long term 
have rewarded investors.   

Instead of “dumb” index funds with no stock 
selection based on individual company outlooks, 
or similar ETF’s (only make sense for traders, not 
investors), I suggest managers with long-term 
track records of outperformance compared to the 
category they invest in and compared to the risk 
taken (Alpha vs. Beta in investment terms) – not 
just raw returns.  

For those seeking income or for the more 
conservative allocation in a diversified portfolio, I 
suggest various bond alternatives, without the high 
interest rate of many bonds at this point in the 
economic cycle. 

Part of our "participate-yet-protect" strategy in a 
growth-oriented portfolio is to have alternative 
investments so that in a significant equity market 
decline when you also need cash, you do not have 
to lock in large losses in a market downturn.  
Markets have always returned to new highs; only 
the timing is uncertain. Remember that math 
works against you in a market decline, since if the 
market has a 20% loss, it takes a 25% subsequent 
gain just to break even. 

Required Disclosures: 
The S&P 500 is an index of 505 stocks chosen for market size, liquidity 
and industry grouping (among other factors), designed to be a leading 
indicator of U.S. equities and is meant to reflect the risk/return 
characteristics of the large-cap universe.   

Past performance does not assure future results. There is no assurance 
that objectives will be met. Investments in securities do not offer a fixed 
rate of return. Principal, yield, and/or share price will fluctuate with 
changes in market conditions, and when sold or redeemed, you may 
receive more or less than originally invested.  No system or financial 
planning strategy can guarantee future results. Additional risks are 
associated with international investing, such as currency fluctuations, 
political and economic stability, and differences in accounting standards. 
Investments that emphasize smaller companies may experience greater 
price volatility. 
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