2020 Market Outlook
My market outlooks normally include: the bullish and bearish case for the markets; valuations,
price targets; technicals and price analysis; and the psychology, sentiment and focus of the
markets; summary and conclusion. My 2020 outlook includes all the above except for the
psychology of the markets as those are short-term considerations.
I do include a section on comments from major investment firms on the prospects for 2020.
Bullish Case


There are several market dynamics that give the markets a bullish bias:

- Automatic buying by 401(k)s. Many 401(k) investors invest in target funds that automatically
invest in ETFs/mutual funds.
-Financial planners use asset allocation, rebalancing and ETFs/mutual funds as investment
strategies for their clients. ETFs are where most of the money goes without regards for
valuations. In the past, stock brokers bought mutual funds and stocks. There are many ways
mutual funds and stock brokers can reduce risk: raise cash, lower betas, lower P/Es, keep
companies with less debt and enough cash versus fixed expenses.

The chart above shows the dramatic growth of index ETFs. Again, financial planners use ETFs
for their asset allocation for their clients. Their low fees, liquidity are the main reasons why
financial planners favor ETFs versus individual stocks or mutual funds.
Below is a chart that also shows the explosive growth of target date funds.

I’ve written about target date funds for 401(k)s in past Outlooks. Employees pick the target date
fund when they expect to retire. If you plan on retiring in 20 years, you would pick a 2040 target
date fund.
- Mergers and acquisitions, private equity taking public companies private, and bankruptcies
have reduced the amount of publically traded equities. In the mid-1990s there were about 7,300
listed stocks, today there is less than half that. Less supply, more demand leads to higher prices.
Because rates are so low, private equity firms have borrowed billions of dollars to take private
public companies.
- Buybacks, companies buying back their own shares, have helped this bull market:

Buybacks are slowing and may not be the bullish catalysts as they have been in 2018, 2019.



Central banks continue to provide stimulus (lowering rates, quantitative easing),
making capital cheap and the cheap capital could continue to make its way into U.S.
and global capital markets. The cheap money could also help mergers and
acquisitions and buyouts by private equity firms.



Global and U.S. interest rates started being lowered last year and their stimulative
impact may appear this year.



The economy is expected to grow in 2020



Earnings are expected to grow 5% to 8%



Inflation and interest rates are expected to stay low



Trade war fears with China have receded



It’s an election year, so the President will probably do all he can to keep the economy,
employment and the stock market healthy.



Most of the participants in the markets (investors, traders, momentum players, trend
followers, hedge funds) remain bullish.



As the markets move higher, analysts move their price targets higher so that don’t
look out of step with investors/traders. Most of the higher price targets are due to a
rise in the P/E and not better growth, margins….



When a market/asset makes new highs it’s normal for prices to continue to make new
highs. See Technical/Price Analysis section below.



Despite a slowing global and U.S. economy especially with manufacturing and
industrial companies, the consumer and the service sector has kept the U.S. economy
growing. The chart below paints a picture of the trends of manufacturing and
services:

As the chart reads, manufacturing is contracting (below 50), but service/nonmanufacturing is
slowing but remains in an expansion mode (above 50).
Manufacturing is only 12% of the U.S. economy. Services make up about 80% of the economy.
We would be in a recession if we were a manufacturing based economy.


In this cycle, investors and traders have learned to buy the dips/market pullbacks.
Selling is met with buying.



FOMO (fear of missing out), TINA (there is no alternative). FOMA was important at
the end of last year as money managers had to catch up with the performance of the
major indexes, it may be less important in 2020. TINA is more important. In past bear
markets/recessions I moved investment money to money markets that were paying
5% to 8%. Today they are paying less than 1.5%. For some (not me), they believe
they are better off keeping their money in the markets/stocks.



The Trump administration continues to send its economic and trade team to influence
investors and the markets by going on CNBC and Fox Business touting their
successes, especially regarding China trade negotiations. It works as the markets rally
when they appear on the cable financial news networks. This was really true during
the U.S., China trade deal part 1. I will discuss the deal in my Economic Outlook next
month.
James Cramer, CNBC anchor and host of Mad Money, has a strong relationship with Larry
Kudlow, Director of the U.S. National Economic Council, and was a judge on President Trump’s
reality T.V. show The Apprentice. Mr. Cramer has become a cheerleader for this administration
and he is having an impact on the markets. In his Mad Money program I’ve watched him tell his
viewers on bad days to not sell and use the selling to buy. It has worked, but the risks of buying
stocks at these expensive levels could turn out badly.

Bearish Case “Irrational Exuberance”


Valuations are too high, the markets are overvalued. In 1996 near the start of the
technology bubble, then Federal Reserve Chairman Alan Greenspan warned that the
markets were exhibiting “irrational exuberance” and that the markets were
overvalued. The markets are displaying “irrational exuberance” today. The market did
not capitulate until 2001, five years later. There are similarities between that market
and this market:

- The market leaders back then were technology
- That cycle was the longest bull market until this one. The 1990s bull market lasted about 10
years. This bull market will be 11 this year.
- The market multiple was the highest in market history, this cycle is also too high
- 911 and Gulf War II started the recession and bear market. We still have conflicts in the Middle
East and in some ways tensions are worse. Gulf War III could be on the table. More on this
below, bullet point Iran
What ARE the different catalysts/themes driving each cycle? In the 1990s cycle the great digital
technology boom that changed education, investing, shopping, entertainment, communications
…. The technology boom stimulated the economy contributing to one the longest and best bull
markets in stock market history. This cycle’s main theme is a recovery from the Great
Recession, the worst financial crisis since the Great Depression. The last two years tax cuts and
deregulation at the federal level and a pro-business President has extended this economic cycle
and bull market.


The markets have been overvalued and overbought over the last few years and is why
I focus on the technicals/price action of the markets. See Technical/Price Analysis
section below.

I can’t get bullish until stocks/markets are undervalued. The risk/reward needs to be in our favor
See Price Target, Value section below


This market advance has had narrow leadership, and is not a healthy sign for this
market

Technology stocks have led much of the bull market the last few years. Tech stocks rallied about
47% in the S& P 500 last year. They are responsible for 31% of the index’s total return. About
half of those eye popping gains came from Apple and Microsoft, which have rallied 85% and
55% in 2019. Both stocks/companies are not worth over $1 trillion each.

Question, would you pay $1.29 trillion for a company that generates $129.91 billion in revenue?
The company is Microsoft.
Would you pay $1.37 trillion for a company that generates about $260 billion in sales? The
company is Apple. There is not enough money for a potential acquisition of Apple, and if there
was an acquisition at these valuations they would be lousy investments. Both are speculative, and
not true investments. A buyout of both companies at these valuations would not happen.
Eventually the valuation of the company will fall to a fair value, take out/acquisition price.


Related to narrow leadership, most of the buying of these stocks are through index
ETFs. These leaders and indexes are crowded trades. These indexes and stocks would
be like a traffic jam where you can enter, but hard to exit. Refer to the above ETF,
target fund charts in the bullish section.



I tune into CNBC, Fox Business and Bloomberg during the day and I’m surprised
how bullish professional investors are. I noticed there are more asset allocation
strategist for financial planners and they don’t put too much weight on valuations.
I’ve been a professional investor for over 30 years, I’ve never seen a market up 30%
while earnings are flat and the economy is slowing. The best explanation for this are
the technicals as I’ve been writing about since 2017. See Technical/Price analysis
section below.



The market has not priced in a lower growth global and U.S. economy.



Below are contrarian views to the bullish case. Most of these issues the markets are
NOT discounting, but ignoring. Below I point out what the market believes is
conventional wisdom. Billionaire investor Howard Marks suggests that investors
should consider second level thinking, peeling the onion regarding conventional
wisdom.

-The economy is booming. No it’s not. I proved this was wrong in my 2019 3rd Quarter
Economic Update Part I, Is the Economy Booming. Email me if you would like a copy of this
Outlook.

Here are two charts that prove this is wrong:

This chart clearly shows this is not the best economy in history or that it’s booming. As the text
of the chart states, “The current economic expansion remains the slowest post-WW2 era”.
The chart below shows that during President Trump’s administration, the economy did grow
2.9% in 2018, but economist see the economy slowing down to the 2% level or below in 2020.
The economy remains in a slow growth mode – THIS IS NOT A BOOMING ECONOMY.

- All the new jobs will create consumer spending. Unfortunately, as I alluded to in the Bullish
Case section above, 80% of our economy is the service sector where most of the jobs are being
created. Most these service jobs pay little, certainly not a living wage that could support a family.
The chart below shows that most of the jobs being created are low quality jobs with low pay,
with no job security, and little to no benefits (healthcare, retirement accounts, life insurance….).

Inflation should stay low. Some see inflation rising because of low unemployment. Employers
will have to raise wages to attract and retain employees and this could lead to inflation and lower
profit margins. Inflation is in bond and stock prices.
- The Fed has lowered rates and has the economy’s and investors’ back. Interest rates have
been ultra-low in the U.S., Japan and Europe and all have had sub-par growth. Some analysts
believe that lowering interest rates is like pushing on a string, it’s not going to help. The chart
below shows the impact on the economy of lower rates in the U.S.

As stated above, our economy is more of a services economy and is less sensitive to interest rates
versus bricks and mortar businesses.
I’ve also written many times that we need to lower rates when we’re in a recession or have a
financial crisis not when the economy is expanding after a major tax cut. We’ve had ultra-low
interest rates, lower taxes for businesses and the wealthy and the economy is slowing again. I’m
very concerned that if we have a recession, lowering rates won’t make a difference because
interest rates are too low.

The above chart shows that the average drop in interest rates when a recession starts is about 5%.
Our interest rates are now about 1.5%. We could be stuck in a recession longer than most
recessions with our monetary (interest rates) and fiscal policies (spending, our deficits and
national debt is too large to depend on spending our way out of a recession) not being available
or would be effective.

- Earnings should be better in 2020. Last year the conventional wisdom was earnings would be
better toward the end of the year.

Earnings were great in 2018 thanks to the tax cuts. Most investors realized that growth was not
organic and not sustainable. Earnings optimism for 2019 did not materialize as they were flat to
slightly down. Earnings are expected to be up 5% to 8%. More on this in the valuation section.
Phase one of the China trade deal eases trade tensions and could help U.S. economic
growth. I will write more about the China trade deal in next month’s quarterly economic update.
The hard part will be Phase two and will probably not happen until after the elections if at all.
One of the companies I worked for required employees to take a Win-Win negotiations course to
maintain good relations with business partners, especially long-term. In this deal, the U.S. wins,
China not so much. This is one of the reasons President Xi did not come to the signing of the
trade deal. Also, tariffs were not removed and could be increased if China does not meet the
terms of the agreement. If the U.S. increases tariffs on China, China CAN’T retaliate, but they
can walk away from the agreement. Tensions can come back. This is not priced into the market.
Middle East and Iran tensions have been reduced. Iran and the Middle East have been a thorn
in our side since the 1973 Arab-Israeli War. The United States aided the Israeli military and in
1973 Arabs started a U.S. oil embargo causing an energy crisis. The Iranian Revolution in 1979
caused another oil embargo because of our support and giving asylum to their hated leader, the
Shah of Iran. In the 1980 to 1988 Iran Iraq War, we sided with Iraq (Saddam Hussein) and
provided support. These events and others has created great resentment between the U.S., Iran,
Arabs and Muslims.

Our troubles with Iran and the Middle East goes back almost 50 years and it’s not getting better.
Remember we’ve had two Gulf Wars, 1991 and after 911 2001. Our troubles with Iran are not
over. They want U.S. sanctions to be lifted again, they want the U.S. out of the Middle East. The
2015 agreement between the U.S., Germany, France, Britain, China and Russia to slow Iran’s
nuclear weapons ambitions was broken by President Trump. The Iranians are back to pursuing a
nuclear bomb.
Here is the nightmare, worst case scenario: Iran gets a nuclear bomb and threatens Israel, the
U.S. intervenes and sends more troops back to the Middle East. Muslim insurgents join the fight
and a religious global war begins. Again, our conflicts in the Middle East and Iran are not over.
We know the many sins Iranians have made against our military and embassies.
The markets are priced as though our problems with Iran, Middle East are over.
Prominent Investment Firms Comments About 2020 Market Prospects
Nuveen
“The bottom line: Be prepared to tamp down your return expectations.
The 2010s rewarded investors who put their money into broad public market indexes. Global
stocks produced close to double-digit average annual returns while global bonds also generated
solid results. In both cases, stellar performance has been accompanied by rising valuations,
setting up returns to be lower in the 2020s.”
Franklin
“However, they also stress it’s important to be selective—and not too complacent
Outlooks stress proper allocation of assets, confirming the major investment trend of financial
advisors and their focus on asset allocation and rebalancing.”
CHALLENGE, slowing economy with stocks that are overvalued, this slow growth economy
could last another year or two.”
Merrill Lynch
“We are moderately optimistic, as reflected by our expectations for higher U.S. yields and a
softer dollar in both G10 and EM.”
BlackRock Investment Institute
Inflation risks look underappreciated, and the lull in U.S.-China trade tensions could end. This
leaves us with a modestly pro-risk stance for 2020.
Citi
“Risks may still be tilted to the downside, but we are not forecasting a global (or U.S.)
recession in 2020.”

Fidelity International
“The world will avoid a global recession in 2020. The earnings outlook is improving, but U.S.
election risk remains high. “
Goldman Sachs
“Risky assets benefited from central bank easing in 2019, but now growth will need to drive
returns. We expect moderately better economic and earnings growth, and therefore decent
risky asset returns. But we also see plenty of risks, and more challenging valuations, so the
upside is limited.”
JPMorgan Chase & Co.
“Looking into 2020, we believe that the positive drivers will continue, at least for the first
half. Some negatives could start dominating later on, making 2020 a proverbial year of two
halves.”
Morgan Stanley
“Easier monetary policy and trade stabilization will help global growth accelerate, but only
stabilize GDP growth in the U.S. at 1.8%, leaving pressure on corporate margins from tight
labor markets.”
Wells Fargo Securities
“If our assessment is right – i.e., much of the juice has been squeezed from the capital markets –
stock returns will be more modest with higher volatility and by definition stocks have a less
attractive risk/reward.”
In summary, most professional money managers realize the markets are overvalued and see
modest upside for 2020. Some of them mention they don’t see a recession.
Valuations
As mentioned in the bullish case, the markets are now dominated by financial planners, 401(k)
investors, and also traders, momentum players, trend followers, algorithms, and some hedge
funds and most of these participants don’t pay attention to valuations.
Below are valuation metrics from Barron’s:

Most of the above valuations metrics have a reading of very expensive. I can prove that the Rule
of 20 and the yield gap are also expensive.
Rule of 20

This chart above shows that the market P/E has averaged about 16.22 for the last few decades,
the Rule of 20 partly explains why:


First, how much should investors pay for a dollar of earnings, the P/E? Growth and
inflation are keys to answering this question. Inflation destroys a standard of living.
Growth can protect the purchasing power of your investment dollar.



In a perfect world with no inflation, little risk and near the beginning of a cycle with
plenty of upside the P/E can be 20, the rule of 20.



Investors will adjust the P/E to inflation. When I started my investment career at the start
of the 1980s inflation was double digits so P/Es were 6 to 8 because investors refuse to
pay for earnings that are inflated by inflation. Today inflation is about 2%, so the
maximum P/E should be about 18. The average inflation rate going back to 1900 is about
3%. 20 minus 3 equals 17, close to the average historical P/E.



Companies have averaged about 7% growth and investors are willing to pay two times
growth for the largest, best managed companies such as the Dow 30 and the S & P
companies. This gives us a P/E of 14.



The next three points in the P/E can be attributed to the prospects for growth and
perceived risks.

For today’s P/E, a fair safe P/E should be around 15 to 16 because of rising geopolitical risks
(North Korea, Middle East, Venezuela, and especially Iran) and we are very late in this market
and economic cycle and growth is expected to slow in 2020. Earnings were flat to negative in
2019. Earnings are expected to grow 5% to 8% for 2020. The current P/E is about 19.5. The
market is “very expensive”.
In the previous section regarding professional money managers, most money managers expect
modest returns for 2020, the graph below explains why:

The chart shows that when P/Es get this high, future performance of the market is low to
negative.

Also, earnings forecasts are normally too optimistic at the start of a year and are lowered as the
year progresses as the chart below shows:

It’s normal for earnings forecast to be too optimistic at the start of the year but as the year
progresses, earnings are adjusted lower. The exception in this chart is 2018 because of tax cuts.
Expect current earnings forecasts to be adjusted lower.

Yield Gap Versus the 10-Year Treasury
The current yield is the inverse of the P/E, E/P. Currently the E/P is around 5.2% ($175 2020
earnings forecast divided by S & P current price around 3331). The 10-year is around 1.8%. This
means that new money in the market should be allocated to stocks yielding 5.2% versus the 10year at 1.8%. But, the 10-year is artificially low. The 10-year should at least reflect inflation and
duration risk. Here is a chart that shows the relationship:

The chart shows that the spread from the 1980s to about 2015 was between 2.5% to 5%. For the
10-year, the average is about 3%. This means in normal times the 10 year should be about 5%
(2% inflaiton plus duration risk of 3%). This means new money should go into the 10-year
because it has less risk.
Ultra-low rates also proves that the global economy is addicted to low rates as we’ve seen in
2018 when rates started to rise, the economy and earnings started to slow in the U.S.
Interest rates do not reflect inflation, duration and other risks.


The President has many balls in the air and mistakes could happen: Iran (we need to stop
their nuclear bomb pursuits again, Iran wants sanctions lifted) North Korea (they want
sanctions lifted and they have a nuclear bomb, fortunately they don’t have missiles to
reach the U.S. but they could reach their neighbors South Korea and Japan) China trade
deal (Phase one could be easily broken, the U.S. has not lifted tariffs and Phase two
would be more difficult) Venezuela (we have sanctions against them, they have the
largest oil reserves in the world so we could lose more energy production from this
country), keeping the economy from continuing to slow, his impeachment, the time and
energy he needs to devote to his re-election….



Grey and black swans, for example, the markets are now dealing with a virus in China
that is spreading around the world. A grey swan that will probably occur are more
weather related: hurricanes, tornadoes, droughts, floods, wild fires…. or continued
provocations from North Korea and Iran.

Price/Technical Analysis
I and other professional investors see a similarity between 2017, early 2018 and 2019 and the
beginning of 2020. Here is what I wrote in November of 2017 (email me if you would like a
copy of this Outlook).
Excerpt from November 2017 Market Outlook:
“One of the main reasons why this market has been strong is because once prices break to new
highs, most of the resistance and supply is gone, and it will be easy for prices to continue to
make new highs. I rarely hear market analysts on cable financial news talk about this. Below is a
long-term chart that shows the breakouts and new highs over the last 18 years:

Source: erlangerchartroom.com

Let’s review the chart and breakouts:


The Dow 30 was stuck below 11,500 from the late 1990s to 2006. Once prices broke
above 11,500 the market was able to make new highs for about another year. Notice
that after prices make new highs, many white candles are made. Many large candles
show strength. This is true in each breakout, especially the breakout that started late
last year.



Prices were stuck below 14,000 from 2007 to 2013, and prices finally broke out to new
highs. Prices were able to make new highs until 2015. Prices bottomed in 2009 at
around 7000. There was supply resistance at 8000, 9000, 10000 to 14000. Once all the
supply and resistance was taken out, prices were able to make new highs for a couple of
years. Earnings growth and recovering economy, low interest rates and inflation also
helped market performance.



Prices were stuck below the 18,000 level from 2014 to 2016. Prices broke out to new
highs in late 2016. Prices have been making new highs all year. We can expect prices to
make new highs in 2018. How much more depends on earnings and if investors will be
willing to pay. Also if we don’t have any grey or black swans.

Normally when prices are making new highs, the next resistance level are round numbers.
The next resistance levels for the S & P could be 2650, 2700, and for the Dow 30 it may be
23600, 23700, 23800…. “
Here is what I wrote in February 2018:
“So what will probably happen to the markets going forward?
We have probably found a short to medium-term bottom. It’s earnings season, and earnings
are strong, so it’s possible that prices could test the old high and maybe even make new highs.
If prices don’t recover to its old highs, prices will probably trade between the high of about
26,500 to support 23,700”

Here is a current chart for the S & P:

Source: erlangerchartroom.com

Just as the market’s major move of 2017 and the beginning of 2018, the market consolidated and
traded sideways for about two years. Similar to the top made in 2018, we will probably see the
same market action of the market including:


The last two years, prices had a difficult time staying above the high made in 2018



Also, notice that in 2018 and now prices went parabolic, a sign of speculation and not
investing.



As prices found a top in 2018, a top will be made in 2020 and the markets will trade in a
trading range. There is much more risk and uncertainty in 2020 (elections, Iran, North
Korea….) versus 2018 (a pro-business President, tax cuts, deregulation).



Currently, once a high is made, stocks will probably consolidate and trade sideways like
it did in 2018, 2019.



Similar to 2018, what finally stops the rally, where is resistance? When a market, asset is
making new highs, normally round numbers are where participants tend to sell, put their
sell orders. In 2018 it was around 2900. Now it might be 3400, 3450, 3500….



From the 2016 election and breakout, to the top made in 2018, the market was up about
30.54%. So far, this breakout is up about 15%. I doubt this breakout will match the
breakout in 2016.

I will continue to analyze and write about the technicals, price action as they help in
understanding the markets the last two years and going forward.
Summary and Conclusion


There is a bullish bias to the markets based on market dynamics including: financial
planners and ETFs, 401(k) investors and target funds; a break out of the markets and
continued new highs, TINA.



Most analysts, economists don’t see a recession for 2020. Predicting when a recession
starts, what causes it, how bad it will be, when it ends and when the next economic cycle
begins is extremely difficult and no one has predicted recessions consistently or
accurately. Predicting the future is very difficult, especially accurately and consistently.



Most analysts, investment professionals acknowledge this market is overvalued and risks
are rising. They recommend to not be complacent and to adjust return expectations lower
because the markets are “very expensive”.



The markets are not discounting the many risks that exist: slowing economic and
earnings growth, more provocations from Iran and North Korea, more weather related
economic disruptions, elections and the possibility of a new President and economic
policies (a shift from pro-business to pro-consumer and labor) could be disruptive to the
economy and markets.



For the last two years and going forward, the technicals make more sense to analyze as
the technicals/price action explain the markets better than the fundamentals.



If you’re close to retirement or in retirement you need to be more careful as bear markets
average about a 30% decline and it take several years to make that up. I would not invest
in any long-term positions until the start of the next cycle. There are short-term trading
opportunities in beaten up stocks that pay good dividends. Short-term opportunities have
more risk. I will write more about these opportunities in future Outlooks.



If you’re younger, there are better opportunities short-term versus long-term. If you do
take on a long-term position it should be about five to ten years. If you get caught up in
the next bear market you have time to make up losses. You also have the ability to
accumulate cash from your income to add to positions. When we have a bear market
valuations will be more reasonable and upside much better than today’s market.

February’s Outlook will be an update on the economy.

Most retirees need safety, income, liquidity and not asset allocation and rebalancing. If you have
a financial planner and would like a free review of the risks, liquidity, fees and the amount of
income your portfolio generates, contact me at danhassey@yahoo.com.

I can also review your portfolio gratis. The review would include: 1.Upside potential 2. Risks 3.
Costs 4. Make sure your portfolio is meeting your financial needs and goals. I would be willing to
spend up to three hours on the free review.
Below is a brief bio. You can also review my LinkedIn profile. https://www.linkedin.com/in/danhassey-7a71301/
Dan Hassey’s passion for investing started at the UCLA Graduate School of Management where he
earned his MBA. After UCLA, Dan started his investment career as a stock broker for Merrill Lynch
in their Beverly Hills office. He has also worked for Paine Webber, Fidelity Investments, Charles
Schwab, and for famed futures money manager John Henry & Co. Inc.
Dan has also worked as a research analyst covering the markets, and the economy. Dan also
recommended, energy and dividend paying stocks. Contact me if you would like a copy of my track
record of my stock recommendations.

