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After handing investors a sack of coal last Christmas 
(S&P 500 Index: -19.6% and Russell 2000 Index: -
24.3% between September 30 and December 24), Santa 
was back to his true self this past holiday season. Global 
equities rose 3.4% in December, finishing the year off 
with an outstanding fourth quarter. In fact, every major 
asset class from stocks to bonds to commodities rose 
during 2019. 

Despite the trade war between the world’s two largest 
economies, an attempt to impeach the US president, a 
significant increase in tensions with the Middle East 
and a contracting manufacturing sector, both risky and 
safe-haven assets enjoyed double digit returns in 2019. 
Bonds, credit, gold, stocks and emerging market assets 
all delivered gains far above the average since the end 
of the financial crisis in 2009. 

Of course, a key to 2019’s outstanding returns were the 
markets’ low starting point coming out of the selloff in 
late 2018. 2019 began with nearly 200 stocks in the 
S&P 500 Index setting new 52-week lows in their prices 
or trading near those levels. In other words, the rally 
started from a low base that just happened to coincide 
with the beginning of the calendar year. 

The top 30 stocks in the S&P 500 Total Return Index 
are responsible for more than 23% of the benchmark's 
31.5% gain during 2019. For example, Apple’s 91% 
rise accounted for 4.5% of the index's 31.5% total return 
(Table 1). Looking at index levels, the S&P 500 Total 
Return Index was up 1,569.35 points for the year, of 
which Apple represented 73.14. To reinforce the 
rewards of concentration in 2019, a portfolio of the 10 
stocks ranked by market capitalization hitting new 52-
week lows during the selloff last winter generated a 
return of nearly 40%. 

Table 1: 2019 Contributions to S&P 500 Total 
Return 

Source: Access Financial Services using Bloomberg Data

Further, companies that carry the most weight in the 
S&P 500 Index are getting heavier. Alphabet Inc., 
Google’s owner, joined with Amazon.com Inc., Apple 
Inc., Facebook Inc. and Microsoft Corp. to account for 
16.6% of the S&P 500’s total value as of December 31, 
2019 according to data compiled by Bloomberg. As of 
January 13, the number has risen to 18%. Their share 
surpassed every year-end total for the S&P 500’s five 
most heavily weighted companies since 1999, when it 
amounted to 16.7% (Chart 1). Microsoft is the only top-
five holdover from 20 years ago. Cisco Systems Inc., 
Exxon Mobil Corp., General Electric Co. and Walmart 
Inc. were the others. 

INDEX 3 Mo. 6 Mo. 12 Mo.
US STOCKS

S&P 500 Index (large-cap stocks) 9.07 10.92 31.49
Russell 2000 Index (small-cap stocks) 9.94 7.30 25.52

FOREIGN STOCKS
MSCI EAFE Net Total Return Index (US$) 8.17 7.01 22.01
S&P Europe 350 Index Net TR Index (US$) 9.10 7.29 23.89
MSCI Japan Net Total Return Index (US$) 7.64 9.34 19.61
MSCI Emerging Markets Net TR Index (US$) 11.84 7.09 18.42

COMMODITIES & CURRENCIES
US Dollar (3.01) 0.27 0.22
Euro 2.88 (0.65) (2.22)
Gold 3.04 9.61 18.31
Oil (West Texas Intermediate) 12.93 3.33 34.46
Bitcoin (13.14) (31.71) 94.93

BONDS
BBgBarc US Aggregate Bond (inv. grade) 0.18 2.45 8.72
BBgBarc US Treasury 20+ Year (4.24) 3.57 15.11
BBgBarc US Treas. Inflation Protected Secs. 0.79 2.36 8.43
BbgBarc Municipal Bond 0.74 2.32 7.54
BBgBarc US Credit TR (corporate bonds) 1.05 4.06 13.80
BBgBarc US Corp. High Yield Bond 2.61 3.98 14.32
S&P International Sov Ex-US Bond US$ 0.04 (0.71) 4.56

12/31/19 1 Year 1 Year Index % Index
Company Name Price Net Chg % Chg Points Move
Apple Inc $293.65 $139.73 90.8% 73.14 4.5%
Microsoft Corp $157.70 $58.77 59.4% 54.47 3.4%
Facebook Inc $205.25 $72.05 54.1% 20.67 1.3%
Amazon.com Inc $1,847.84 $369.82 25.0% 18.19 1.1%
JPMorgan Chase & Co $139.40 $45.50 48.5% 17.84 1.1%
Mastercard Inc $298.59 $113.46 61.3% 12.29 0.8%
Visa Inc $187.90 $57.79 44.4% 12.13 0.8%
Bank of America Corp $35.22 $11.37 47.7% 11.99 0.7%
AT&T Inc $39.08 $12.30 46.0% 11.02 0.7%
Procter & Gamble Co/The $124.90 $36.21 40.8% 10.99 0.7%
Alphabet Inc $1,337.02 $299.94 28.9% 10.98 0.7%
Alphabet Inc $1,339.39 $292.71 28.0% 10.49 0.7%
Citigroup Inc $79.89 $29.49 58.5% 8.45 0.5%
Walt Disney Co/The $144.63 $38.63 36.4% 8.19 0.5%
Intel Corp $59.85 $14.24 31.2% 7.71 0.5%
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Chart 1: Five Most Heavily Weighted Companies in 
S&P 500 Index as Percentage of Total 

 
Source: Bloomberg 
 
At least five key forces helped push risk assets higher in 
2019:  
 
1) Receding trade tensions: Trade tensions subsided 
sharply after China and the US reached a “Phase One” 
agreement. The deal prevented tariffs from rising on 
December 15 on $160 billion of Chinese imports. It also 
rolls back the tariff rate from 15% to 7.5% on about 
$120 billion in imports that have been subject to levies 
since September. 
 
In addition, the Trump Administration allowed the 
November 13 deadline on European auto tariffs to 
lapse. This suggests that the US is unlikely to impose 
tariffs under the Section 232 investigation of auto 
imports. The auto sector has been at the forefront of the 
global manufacturing slowdown, so any good news for 
that industry is welcome. Additionally, the US House of 
Representatives ratified the United States-Mexico-
Canada Agreement (USMCA), the successor to 
NAFTA, on December 19. 
 
On the trade front the key priority for President Trump 
is to get re-elected next year. Trump generally gets poor 
grades from voters on most issues. The one exception is 
the economy. An escalation of the trade war would hurt 
the US economy, especially in several Midwestern 
states that Trump needs to win to remain president. 
 
A resurgence in the trade war would also hurt Trump’s 
credibility. The point of the tariffs was not just to raise 
revenue. It was to get China to the negotiating table. As 
a self-described master negotiator, President Trump 
now must produce a “great” deal for the American 
people. For their part, the Chinese would rather grapple 
with Trump now than face him after the election when 
he would no longer be constrained by reelection 
pressures. 
 
2) Diminished risks of a “hard” Brexit: Boris Johnson’s 
impressive victory in the UK elections has given him 
the votes necessary to push a withdrawal bill through 
parliament by the end of the month. The British 
government will then seek to negotiate a free trade 
agreement by the end of the year. A “no-deal” Brexit is 
unacceptable to the majority of British voters (Chart 2). 

As such, the Johnson government will have no choice 
but to strike a deal with the EU. 
 
Chart 2: General Opposition to Brexit in the UK 

 
Source: BCA Research 
 
3) Reduced odds of a victory for Elizabeth Warren in 
the US presidential elections: President Trump’s re-
election prospects improved late last year despite (or 
perhaps because of) the ongoing impeachment process. 
There is a remarkable correlation between the 
probability that betting markets assign to a Trump 
victory and the value of the S&P 500 Index (Chart 3). 
 
Chart 3 

 
Source: Access Financial Services using Bloomberg Software & Data 
 
It also has not hurt market sentiment that Elizabeth 
Warren’s poll numbers have been dropping rather 
significantly (Chart 4). Warren’s best hope was to 
marginalize Bernie Sanders as early in the race as 
possible, thereby leaving the far-left populist vote all to 
herself. Those hopes appear to have been dashed, which 
suggests that even if Trump loses the election, a centrist 
like Joe Biden could emerge as president. 
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Chart 4: Who Will Win the 2020 Democratic 
Nomination? 

 
Source: Access Financial Services using Bloomberg Software & Data 
 
It remains to be seen how President Trump’s decision to 
assassinate General Qassem Soleimani, a top Iranian 
commander, will affect the election outcome. A 
YouGov/HuffPost poll taken recently revealed that 43% 
of Americans approved of the airstrike against 
Soleimani compared to 38% that disapproved. 
However, history suggests that the public’s patience for 
war will quickly wear thin if it results in American 
casualties or significantly higher gasoline prices. 
 
Neither side has an incentive to allow the conflict to 
spiral out of control. Foreign minister Mohammad 
Javad Zarif tweeted on January 7 shortly after Iran 
lobbed missiles at two US military bases that Iran had 
“concluded” its retaliatory strike, adding that “We do 
not seek escalation or war.” Despite claims on Iranian 
public television that 80 “American terrorists” were 
killed in the attacks, no US troops were harmed to our 
knowledge. This suggests that the Iranians may be 
putting on a show for domestic consumption. 
 
4) Central bank liquidity injections: The US Federal 
Reserve reduced short term interest rates by 0.75% 
during the second half of 2019. It also added more than 
$400 billion to its balance sheet (quantitative easing or 
QE) beginning in mid-September reversing more than 
half of its decline since early 2018 (Chart 5). 
 
The European Central Bank (ECB) also resumed its QE 
program in November after a 10-month pause. While 
the current pace of €20 billion in monthly asset 
purchases is well below the prior pace of €80 billion, 
the central bank did say it would continue buying assets 
for “as long as necessary” to bring inflation up to its 
target. 
 
In Asia, the People’s Bank of China (PBOC) cut the 
reserve requirement ratio by 0.50% recently. 
Historically, cuts in reserve requirements have led to 
faster credit growth and ultimately, to stronger 

economic growth both in China and abroad. The PBOC 
has also instructed lenders to adopt the Loan Prime Rate 
(LPR) as the new benchmark lending rate. The LPR 
currently sits 0.20% below the old benchmark rate and 
therefore amounts to a “stealth” rate cut. 
 
Chart 5: Fed’s Asset Holdings 

 
Source: Access Financial Services using Bloomberg Software & Data 
 
5) Improved sentiment about the state of the global 
economy: At the start of 2019, nearly half of US chief 
financial officers (CFOs) thought the economy would 
be in a recession by the end of the year. Similarly, two-
thirds of European CFOs and 80% of Canadian CFOs 
expected the same for their respective economies. 
Professional economists were equally dire. Households 
also became increasingly worried about a downturn. 
This can be seen by the number of Google searches for 
“recession” surging to near 2009 highs last summer 
(Chart 6). 
 
Chart 6: Google Trends Search for “Recession” 

 
Source: Access Financial Services using data from Google Trends 
 
The mood definitely changed through the course of 
2019. According to the latest Duke CFO survey, 
optimism about the economic outlook has increased. 
More importantly, CFO optimism about the prospects 
for their own firms has risen to the highest level in the 
18-year history of the survey. 
 
It is said that a Goldilocks economy is one that is 
neither too hot (to push up interest rates and inflation) 
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nor too cold (to push stock prices and employment 
down). It is a cliché use to describe what seem to be 
ideal conditions for markets and the economy. 
 
As we enter 2020, Goldilocks appears to have arrived. 
The unemployment rate at 3.5% is as low as it has been 
in fifty years while inflation at 2.1% is well within its 
target range of 1% to 3%. Consumer confidence is at 
levels last seen in the late 1990s (Chart 7) and global 
financial conditions have eased significantly since mid-
2019. As shown in Chart 8 below, the level of stress in 
the financial markets is quite low. The three indices 
shown in the chart measure financial stress in the 
money, bond and stock markets along with cross market 
risk, hedging demand and investor capital flows. Even 
using Jimmy Carter’s old concept of the Misery Index 
(adding core inflation and unemployment rates) we find 
misery is close to its lows of the last 50 years (Chart 9, 
top panel). The Bloomberg US Weekly Consumer 
Comfort Index, which asks Americans to rate the 
economy, the buying climate and their personal 
finances, is also at levels last seen in the late 1990s 
(Chart 9, bottom panel). 
 
Chart 7: Consumer Confidence 

 
Source: Access Financial Services using Bloomberg Software & Data 
 
Chart 8: Low Levels of Financial Stress in the 
Markets 

 
Source: Access Financial Services using Bloomberg Software & Data 

Chart 9: Misery Index & Consumer Comfort Idx 

 

 
Source: Access Financial Services using Bloomberg Software & Data 
 
There is even something “Goldilocksy” about the 
market’s views of the Fed’s interest rate policy. After 
over a year of persistent expectations that the US central 
bank would be forced to cut rates more than it wanted, 
fed funds futures are now pricing only a single cut over 
the next twelve months. 
 
So here we are, with animal spirits (as John Maynard 
Keynes, the British economist born in 1883 called the 
cumulative emotional responses of investors) running 
strong as three of the major headwinds of the last few 
years – the trade war, Brexit and the threat of higher 
interest rates – have been put to bed…at least for the 
time being. Not even the US assassination of Qassem 
Soleimani in Baghdad on January 3, which itself 
followed unrest at the US embassy in Baghdad and 
American strikes on Iran backed Iraqi militias have been 
able to even momentarily halt the surge in risk assets. 
 
With so many of the stars seemingly aligned, why aren’t 
we full-tilt bullish? 
 
The two primary reasons are weak growth (economic 
and corporate earnings) and rich valuations in the 
financial markets. 
 
The outlook for manufacturing and corporate earnings 
growth are the biggest question marks for the global 
economy. The US Institute for Supply Management 
Manufacturing Purchasing Managers Index dropped to 
47.2 (50 marks the line between expansion and 
contraction) in December, its lowest level since June 
2009. The composition of the report was also poor, with 
the new orders and employment falling deeper into 
contraction territory (Chart 10). 
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Chart 10: US Purchasing Managers Indices 

 
Source: Access Financial Services using Bloomberg Software & Data 
 
We can discount the ISM manufacturing report to some 
extent because the regional Fed manufacturing indices 
have not been as disappointing as the ISM, and the 
Markit Manufacturing PMI, which tracks US 
manufacturing activity a bit better than the ISM, 
registered a respectable 52.4 in December, down only 
slightly from November’s reading of 52.6 (Chart 11). 
 
Chart 11: ISM and Markit Manufacturing Indices 

 
Source: Access Financial Services using Bloomberg Software & Data 
 
Outside the US, the euro area manufacturing PMI gave 
up some of its November gains, falling to 46.3 in 
December. While the index is still above its September 
low of 45.7, it has been under 50 for eleven straight 
months now. The UK and Japanese PMI also retreated 
recently. Chinese manufacturing is at least showing 
very tentative signs of bottoming out with its recent 
reading of 50.2 after being below 50 for six months. 
 
Undoubtedly, there are reasons to be optimistic that the 
global manufacturing cycle may be turning: 
 
› The global inventory contraction is advanced and 

activity measures in China and in Europe have been 
showing some signs of improvement. These 
increase the chance that the manufacturing cycle 
will track its relatively regular pattern of an 18-

month decline followed by an 18-month 
acceleration (Chart 12). 
 

Chart 12: Fairly Regular Manufacturing Cycles 

 
Source: Access Financial Services using Bloomberg Software & Data 
 
› The trade détente between the US and China 

reduces the odds of a destructive trade war. 
 
› Chinese policymakers are putting a floor under 

domestic economic activity. The stabilization in 
credit growth and the climbing fiscal impulse have 
a history of leading gains in global growth (Chart 
13). 

 
Chart 13: China’s Policy Turnaround 

 
Chart Source: BCA Research 
*Source: JP Morgan/Markit 
**Cumulative Aggregate Financing ex-Equity Financing 
***General Government and Managed Funds 
 
› Global liquidity is in a strong upswing, thanks to 

easing by central banks around the world, 
particularly the US Federal Reserve. All else equal, 
we should expect business activity to follow (Charts 
14 and 15). 
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Chart 14 

 
Chart Source: BCA Research 
*Source: JP Morgan/Markit 
**Based on 29 Central Banks 
 
Chart 15: Global Liquidity* & World Business Cycle 

 
Chart Source: CrossBorder Capital, Ltd. 
*Global liquidity includes central bank liquidity, private sector liquidity, 
cross boarder flows and financial conditions 

 
According to CrossBorder Capital (a London-based 
independent investment advisory firm and 
alternative data provider), the last twelve months 
have seen the biggest boost to US liquidity ever 
(Chart 16). As mentioned earlier, many other 
central banks have also returned to easing liquidity 
conditions. Assuming this continues, we can expect 
to see even more liquidity flowing through the 
world economy. 
 
The Fed’s three 0.25% short term interest rate cuts 
in July, September and October moved monetary 
policy even further into accommodative territory. 
Not surprisingly, residential housing’s contribution 
to GDP growth has responded favorably. While the 
tailwind from lower mortgage rates (Chart 17) will 

dissipate by next summer assuming mortgage rates 
do not decline much from here, we do not anticipate 
much weakness in the housing market. This is 
primarily because the inventory levels and vacancy 
rates remain near record-low levels (Chart 18). 

 
Chart 16: 12-Month Change in US Fed Liquidity 

 
Chart Source: CrossBorder Capital, Ltd. 
 
Chart 17: 30 Year Mortgage Rates 

 
Source: Access Financial Services using Bloomberg Software & Data 
 
Chart 18: US Housing Supply 

 
Chart Source: BCA Research 
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Strong labor and housing markets should continue 
to support consumer spending, which represents 
nearly 70% of the economy. Business capital 
spending should also benefit from low interest 
rates, receding trade tensions, and rising wages 
which are making firms increasingly motivated to 
automate. 

 
If we found ourselves in a situation where financial 
asset valuations were attractive and we were seeing 
signs that growth was actually recovering, it would be 
easy to be more confident about financial market 
returns over the next year.  
 
From our perspective, the high level of today’s market 
valuations (both stocks and bonds) mean that economic 
and corporate earnings growth must accelerate in order 
to simply validate the extraordinary recent stock market 
gains in the face of declining corporate earnings 
throughout 2019 (Chart 19). 
 
Chart 19: Economic Growth Must Accelerate for 
Corporate Earnings to Sustain Current Valuations 

 
Source: Access Financial Services using Bloomberg Software & Data 
 
Between December 24, 2018 and year-end 2019, the 
S&P 500 Index rose 37%. During the same period, the 
forward price/earnings ratio rose from an attractive 14.6 
to almost 20 (Chart 20), a gain of 36%, while earnings 
per share declined 9% (Chart 21). 
 
The S&P 500 Index’s forward price/earnings ratio 
hasn’t been this high since the start of 2018. Back then, 
the Index was also at a record and stocks corrected 
sending the ratio down to around 17. However, in that 
case there was also a strong revision higher in 
earnings expectations (see Chart 22, 1Q18 through 
3Q18) which provided support for stock prices. In the 
first weeks of 2018, earnings upgrades outpaced 
downgrades by a record margin. 

Chart 20: S&P 500 Forward Price/Earnings Ratio 

 
Source: Access Financial Services using Bloomberg Software & Data 
 
Chart 21: Change Since 12/24/19 Percent Growth in 
S&P 500 P/E Ratio (+35.8%) And Earnings Per 
Share (-9.2%) 

 
Source: Access Financial Services using Bloomberg Software & Data 
 
Chart 22: S&P 500 Corporate Earnings Growth 

 
Source: Access Financial Services, Inc. and FactSet data as of 1/10/2020 
 
This is not the case today. Upgrades are not outpacing 
downgrades and while analyst’s consensus earnings 
estimates for 2020 are 16.6% higher than their year-end 
2019 estimates (174.35 vs. 149.50; Chart 23) – a 
projection that seems a bit optimistic but may be 
possible as US trade talks with China advance, the 
forward price/earnings ratio for the Index would still be 
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quite high at 18.8 if the S&P 500 Index price level 
ended the year at the same level it is at today (3284). 
 
Chart 23: S&P 500 Earnings Per Share 

 
Source: Access Financial Services using Bloomberg data as of 1/13/2020 
 
Hyman Minsky’s Financial Instability Hypothesis 
basically states that stable markets sow the seeds of 
their own destruction because stability encourages 
investors to engage in greater and greater levels of risk-
taking as financial markets continue to validate this 
behavior. The slow movement of the financial system 
from stability to fragility is then resolved by some form 
of crisis that returns market prices to lower levels. 
 
As we look at the environment today, we see this 
hypothesis playing out across the financial markets to 
some degree. 
 
Fundamentally, it is reasonable to expect the S&P 500 
Index’s valuation to gravitate to its longer-term average 
over time (its ten-year average forward price/earnings 
ratio is currently around 15). While today’s elevated 
valuations will probably persist or rise for a time, the 
higher they go, the stronger the odds it will be a decline 
in price and not a spike in earnings that returns stock 
market valuations to more reasonable levels. 
 
In addition to valuations becoming stretched in the US 
stock market, it is not hard to find other signs of 
investor complacency not only in global stock markets, 
but in sovereign and corporate bond markets, and 
derivative markets where bond yields are very low, 
credit spreads are very tight and the cost of hedging risk 
via options and credit default swaps is very low. 
 
Investing presents no certainties. The best we can do is 
consider probabilities. Successful investing is about 
identifying and playing those probabilities correctly as 
often as possible. During times when financial markets 
exhibit higher than usual levels of complacency and risk 
taking, the probability of a trend reversal increases as 
normal relationships within and across asset classes 
become increasingly stretched. 
 

We cannot know with certainty if today’s high 
valuations, low bond yields, tight credit spreads, cheap 
hedging markets, etc. will be unwound over a shorter 
period of time as a result of a decline in the prices of 
risk assets or over a longer period allowing stronger 
earnings and economic growth to catch up to today’s 
high asset levels. I suspect it will be a combination of 
both. 
 
Ultimately, we believe growth is on a path to recovery 
in 2020, just not to the degree implied by today’s 
elevated financial asset prices. Economic data is always 
mixed, but the five key forces addressed earlier are 
positive. The Atlanta Fed GDPNow Forecast projects 
real GDP to post an annualized growth rate of 2.4% for 
the fourth quarter, 2019 (as of January 13) – a 
respectable number, and the US consumer is showing 
few signs of fatigue. 
 
Nevertheless, there are plenty of things that can go 
wrong (or not right enough). In this context, our outlook 
is cautious and our investment strategy is geared toward 
continuing to benefit from rising asset prices while 
investing in assets we believe are less sensitive than our 
portfolio benchmarks to negative surprises/weak 
data/geopolitical events/political policy/economic 
growth/etc. 
 
Please do not hesitate to contact me if you would like to 
discuss our investment strategy as it relates to your 
individual portfolio. 
 
Thank you for your continuing confidence, 
 
Brant Kairies 
952-885-2732 

 
The views expressed are those of Access Financial Services, Inc., and 
should not be construed directly or indirectly, as an offer to buy or sell 
any securities. Due to volatility within the markets mentioned, opinions 
are subject to change without notice. Information throughout the letter is 
obtained from sources which we believe to be reliable, but we do not 
warrant or guarantee the timeliness or accuracy of this information.  
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