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The glass stays both half full and
half empty


2019 was marked by uncertainty as well
as relief which, combined, helped boost
all asset classes



We expect no recession in 2020, but also
see no strong economic rebound



Against this view, we see a continuation
of the rally in risk assets as unlikely

2019 was a great year for financial markets.
Equity and bond markets both rallied with
the S&P 500 rising 28.9%, high-yield spreads
falling 173 bps, and the yield of 10-year
Treasury notes down 77 bps.1
The uncertainty emanating from the USChina trade conflict and Brexit, plus the
growing fear of recession, benefitted safe
assets like US Treasuries and gold.

In our view, risk assets performed well for
several reasons:


The Fed performed a U-turn and eased
policy instead of tightening it, with other
central banks easing, as well;



Recession did not materialize;



The US-China trade conflict did not spiral
out of control and an interim deal was
reached at the end of last year;



The outcome of the UK election defused
the risk of a hard Brexit and cleared the
way for a deal with the EU.

Relief does not last forever
Thus, following the sell-off at the end of
2018, the favorable performance of risk
assets in 2019 appeared to be largely reliefdriven (events turned out better than
feared).
However, relief is not a permanent condition
and is unlikely to last until the end of 2020.




First, new risks may emerge, such as the
outbreak of the coronavirus, or during
the run-up to the November US
elections, or in places of political
instability around the world. We find it
challenging to assess the probabilities of
potential political risks, but think it would
be naïve to hope that they play out as
favorably as in 2019.
Second, the economy needs positive
news, in our judgment, to keep financial
markets going higher as the relief factor
fades. While we are not expecting a
recession, we also don’t think the
economy is in shape to spring a truly
positive surprise in 2020. In our view,
the glass stays both half full and half
empty.

Some good news
Our expectation that a recession is not very
likely in 2020 rests primarily on our positive
view on US consumption and housing.
The household sector has continued to enjoy
steady employment and income growth; it
has done a good job reducing its debt
burden, and appears to feel good about
itself.2
The positive position of households is
supported by favorable financial conditions.
The banking sector is in especially good
shape with less debt and more capital.3 The
result is steady consumption growth and a
positive response in housing to lower
interest rates (see chart 1).
Chart 1: US consumption and housing
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But damage done is unlikely to reverse
The interim trade deal between the US and
China is positive, but damage has already
been done.
Global trade volume has declined 5% since
2018, even though no recession has
occurred (see chart 2 on the following page).
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In our view, since the trade deal is an interim
solution, companies will probably hesitate to
invest more in export and trading capacities.
Chart 2: Global trade volume
Index 2010 = 100
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To be sure, we don’t think the corporate
sector is in acute distress and will push the
economy into recession. However, we see
the combination of deteriorating profit and
debt fundamentals and an uncertain trade
outlook as likely to weaken corporate
investment.
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We do not expect to see similar policy
stimulus in 2020. The 2020 federal budget,
which passed last August, removes the risk
of a government shutdown, but does not
include new tax cuts or spending programs.8
And, we believe, new initiatives are unlikely
to pass Congress as the election comes
closer.

Indeed, the risk is that global trade could
suffer more after a temporary truce, given
the broader hegemonic struggle between
the US and China and the generally more
protectionist attitudes between the major
economic blocs.

Corporate sector has passed its peak
The uncertain trade outlook is a particular
concern for the corporate sector, which has
already passed its peak. Profit margins,
although still high by past standards, are
declining, while the debt burden has reached
historic highs (see chart 3).

The Fed is growing its balance sheet again to
avoid any liquidity squeezes, but it otherwise
appears comfortable with its current policy
stance. The Fed has stressed that it needs to
see a significant deviation of the actual data
from its projections to change policy.9

Chart 3: US corporate profits and debt

No continuation of the rally expected
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Given our views on the economy and policy,
it is hard for us to expect another bull-year
like 2019 for risk assets. We also think risk
assets are richly valued following the rally
last year.
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Unless profits unexpectedly bounce, a
rally in equities would require higher
valuations. This is not impossible, but not
very likely in the absence of other
positive news like more Fed easing.

Source: St. Louis Federal Reserve6
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On the credit side, we see no reasons for
acute distress, but we also expect no
significant improvement in earnings and
debt fundamentals to push spreads
tighter.

On the other hand, while we believe the
economy is unlikely to deliver a strong
upside surprise, we also do not anticipate a
major sell-off in Treasuries.
Equity bulls like to point to mutual fund
flows and argue that a reversal of the bond
inflows and equity outflows10 in 2019 could
push equity markets higher in 2020 (see
chart 4). This is possible and could give an
equity rally additional momentum, but it is
less likely, in our view, without some positive
catalyst from economic or policy news.
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