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Summary and Major Conclusions: 

 
▪ The US economy ended the year on a very sluggish note. After adjustment for inflation, fourth 

quarter GDP increased at an estimated annual rate of only 1.8%. For all of 2019, US GDP 

rose by 2.3%. 

 

▪ The world economy also weakened during the past year: Real GDP growth of 2.5% was the 

slowest since the Great Recession. Comparable to that in the US, decent growth in consumer 

spending and employment in the major economies was offset by a recession in manufacturing 

and trade. 

 

▪ The overarching theme of 2019 was a relentless fear of recession. The major source of 

anxiety was the steady escalation in the trade war between China and the US. Financial 

market volatility ebbed and flowed on a daily and weekly basis in response to the latest news 

report or tweet regarding trade policy. 

 

▪ The US is currently a tale of two economies. Whereas the manufacturing sector has fallen 

into recession, the household and housing sectors are expanding at a solid pace. The result is 

an economy currently growing at a 2% annual rate.  

 

▪ Investors must decide which of these two opposing forces will prevail in future months: Will 

the contraction in manufacturing drag the remainder of the domestic economy into recession; 

or will continued strength in consumer spending help revive the manufacturing sector? 

 

▪ The weight of evidence strongly suggests that the underlying strength in household spending 

will be sustained and reinforced over the next year by a gradually improving manufacturing 

sector. 

 

▪ Compared with less than 12% for manufacturing, consumer spending comprises nearly 70% 

of total US GDP. More than 75% of US GDP is comprised of business and consumer 

services, which tend to increase at a consistent 2% annual rate. 

 

▪ The manufacturing sector is highly cyclical and moves in alternating periods of expansion and 

contraction in a mean-reverting pattern. The current inventory drawdown has persisted for 

nearly 18 months and appears to have nearly run its course.  

 

▪ US consumer spending has been bolstered by very favorable economic forces, each of which 

appears likely to persist during the next 12 months. These include strong growth in wages 

and hiring; healthy balance sheets; and rising confidence. 

 

 

 

 

 

 

 

 

Despite lingering economic 

fears, classic leading 

indicators of recession are 

dormant and do not signal 

an economic downturn any 

time soon. It appears that 

the persistent weakness 

during 2019 was yet 

another classic mid-cycle 

economic slowdown that 

should lay the foundation for 

a moderate economic revival 

as 2020 unfolds. Genuine 

recession risks are unlikely 

to build until 2021 and 

2022. Accelerating GDP 

growth should be 

accompanied by faster 

growth in company earnings, 

following a year of intense 

profit margin pressures. 
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▪ The probability of recession in 2020 is low. All previous recessions since 1960 were 

preceded by a sustained cyclical deterioration in economic and financial conditions, each of 

which could be observed well in advance. 

 

▪ Monetary and credit conditions are extremely favorable; inflation is under excellent control; 

the yield curve is upward sloping; the housing and labor markets are strong; and there is no 

evidence of excesses in spending or capital formation. 

 

▪ Finally, business and investor sentiment remain highly cautious. It is somewhat of a paradox 

that recessions seldom occur when they are widely expected, but rather tend to happen 

during periods of optimism, complacency, and euphoria.    

 

▪ My base case assumes real GDP growth of 2.5% this year, up from 2.3% in 2019, 

accompanied by a 5% to 10% increase in corporate earnings. The Federal Reserve will likely 

leave its policy rate at 1.75% throughout the year. Government bond yields should drift 

higher, causing a steepening in the yield curve.  

 

▪ Following nearly two years of intense conflict over trade relations, the US and China agreed to 

a partial truce, which both parties labeled as “phase one.” While limited in scope, the truce 

should be a catalyst for reduced business and investor anxiety and an improvement in 

confidence. 

 

▪ Although impossible to quantify, it seems clear that the recent trade truce between the US 

and China will have at least some salutary effect on the world economy. Assuming some 

improvement in business confidence, firms should be more confident in their expansion 

plans, benefitting both employment and capital formation.   

 

▪ There is a high likelihood that the world economy will surprise on the upside in 2020 with 

performance that exceeds that of the US. Favorable GDP growth differentials in international 

markets suggest that non-US company earnings could outperform those in the domestic 

economy over the next one-to-two years.  

 

▪ European economic growth could surprise on the upside in 2020. Steady growth in 

employment, wages, and construction has been offset by profound weakness in 

manufacturing and trade. Europe would be the primary beneficiary of a revival in world trade, 

a more likely development following the US-China trade truce.  

 

▪ This could be a watershed year for the US economy. Following a year of solid recovery, 

economic conditions could begin to deteriorate in 2021 and beyond as business cycle 

pressures build, raising the odds of recession in 2022. The upcoming year could also be a 

major inflection point in politics and government economic policy.     

 

  

ECONOMIC REVIEW 

 

The US economy ended the year on a very sluggish note. After adjustment for 

inflation, fourth quarter GDP increased at an estimated annual rate of only 1.8%. 

For all of 2019, US GDP increased at an annual rate of 2.3%. At yearend, US 

GDP had slowed to a 2% annual rate. Two thousand nineteen was a year of 

profound crosscurrents among economic sectors, with robust growth in household 

spending and an outright recession in manufacturing and export trade. 

Residential construction and business services expanded at a respectable pace 

(see chart 1).  
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The Global Economy: World economic growth slowed precipitously during the 

past two years: Full-year global GDP growth of 2.5% in 2019 was the slowest 

since the Great Recession. As in the US, decent growth in consumer spending, 

employment, and construction in the major economies was offset by a recession 

in manufacturing and trade. Because most non-US economies are more heavily 

dependent upon manufacturing and trade, GDP growth slowed more noticeably 

elsewhere than in the US. Primary casualties of the contraction in world trade 

were Germany, Japan, Italy, Taiwan, and South Korea (see chart 2).  

 

US-CHINA TRADE WAR 
 

The major source of investor fears regarding recession during the year was the 

vexing escalation in trade tensions between China and the US. Trade policy was a 

major investment theme, affecting world financial markets throughout 2019. 

Financial market volatility ebbed and flowed on a daily and weekly basis in 

response to the latest news report or tweet regarding trade policy. 

 

 

Chart 1: US Manufacturing Sector Slips into Recession Territory 

Purchasing Manager Survey, Manufacturing Sector 

Source: Institute for Supply Management
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Chart 2: World Manufacturing Slump in a Bottoming Process 

Index of World Manufacturing  

Source: JP Morgan
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▪ Economic Impact: World trade declined for the first time since the 2008 

financial crisis, while world GDP was reduced by a cumulative 1%. The 

trade war has subtracted roughly 0.5% from US GDP, less than most other 

major economies. Company profit margins were squeezed by a combination 

of slower sales growth, rising input costs, and incremental costs associated 

with disruptions to supply chains.  

 

▪ Phase One Truce: Following nearly two years of intense conflict over trade 

relations, the US and China agreed to a partial truce at yearend, which 

both parties labeled as “phase one.” In exchange for a moderate reduction 

in current US tariffs and promise of no new tariffs, China agreed to 

increased purchases of agricultural and industrial goods. While limited in 

scope, the truce should be a catalyst for reduced business and investor 

anxiety and an improvement in confidence.  

 
ECONOMIC OUTLOOK 

 

The central economic theme of 2019 was the fierce tug-of-war between the 

household and manufacturing sectors. The manufacturing sector weakened as 

the year progressed while personal consumption increased at a solid pace. This 

theme appears likely to carry over into 2020 as a major economic issue.    

 

Consumers and Factories: In the context of the current bifurcated economy, a 

frequently asked question is as follows: Will the robust consumer sector or the 

slumping factory sector prevail as the primary economic driver in 2020?  

Stated differently, investors must answer the question whether the contraction in 

manufacturing will drag the remainder of the economy into recession; or, 

alternatively, whether sustained strength of the household sector will pull the 

manufacturing sector out of recession. 

 

Consumption Should Prevail: There are five credible fundamental factors 

suggesting that the strength in household spending will be sustained over the 

next year and will eventually be reinforced by a gradually improving 

manufacturing sector: 
 

1. Composition of GDP: Compared with less than 12% for manufacturing, 

consumer spending comprises nearly 70% of total US GDP. More than 

75% of US GDP consists of business and consumer services, which tend to 

increase at a consistent 2% annual rate. 

 

2. Growth Tendency: US consumer spending tends to increase in a consistent 

pattern over time, predicated upon population growth, household 

formation, and real wages. The current favorable outlook for employment, 

household incomes, consumer balance sheets, and consumer confidence 

should support continued solid growth in 2020.  
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3. Mean Reversion: Manufacturing is highly cyclical, which implies alternating 

periods of expansion and contraction in a mean-reverting pattern. 

Manufacturing cycles tend to persist for three years — 18 months of 

inventory building and 18 months of liquidation. The current inventory 

drawdown has persisted for nearly 18 months, suggesting that a bottoming 

process is imminent. 
 

4. Chinese Stimulus: Although not as formidable as in recent decades, China 

remains the locomotive of growth for world manufacturing. China’s central 

bank has eased credit policy, while fiscal stimulus — in the form of tax 

cuts and new infrastructure spending — should begin to lift Chinese 

imports, and therefore the global manufacturing economy.   

 

5. Trade Truce: Finally, while the short-term economic lift from the recent 

US-China trade deal is difficult to quantify, it seems reasonable to assume 

that the US and world economies will benefit to a greater or lesser extent 

during 2020. Of greatest importance would be improved business 

confidence and an increased willingness of firms to commit capital to  

     long-term investment projects.     

 

In conclusion, there is a low probability of a manufacturing-led recession in the 

context of a healthy consumer and services sector. Continued healthy household 

sector fundamentals should support solid growth in consumer spending, and 

therefore overall GDP growth. The critical variable in the outlook is employment: 

If businesses continue to add to payrolls at a sustained pace as during 2019, US 

real GDP growth will likely strengthen during 2020. 

 
RECESSION WATCH 

 

My research and analysis continue to focus on the risk of a US recession. Current 

underlying trends strongly suggest that the probability of recession in 2020 is 

low. All previous recessions since 1960 were preceded by a meaningful 

deterioration in economic and financial conditions that could be observed a year 

or more in advance. These classic preconditions for recession were absent during 

most of 2019 and remain dormant as we enter 2020, implying a low risk of 

recession over the next 12 months: 

 

1. Inflation remains under excellent control, with the core personal 

consumption deflator stable at 1.6% (see chart 3). 

 

2. Monetary policy remains highly accommodative with the next rate-

tightening cycle not likely to begin until 2021 (see chart 4). 

 

3. The US Treasury yield curve has returned to its normal upward-sloping 

pattern and is likely to steepen during the next six months. 
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4. Housing market data continue to improve on a monthly basis, a reflection 

of highly favorable credit conditions. There has never been a recession 

when the housing market was in a healthy rising trend. 

 

5. Job creation continues to grow at a solid pace. The number of workers on 

nonfarm payrolls has increased at a monthly rate of 200,000 over the past 

three and six months, thereby exerting downward pressure on the 

unemployment rate, currently at a 50-year low of 3.5%.  

 

6. Household and bank balance sheets remain in good health. Debt ratios in 

the corporate sector are most worrisome, but not yet alarming.   

 

7. Wages for production and nonsupervisory workers are increasing at a rate in 

excess of 3.5%, well above the inflation rate. After adjustment for 

inflation, personal disposable income is increasing at an annual rate of 

2.8%, more than adequate to support real consumer spending growth of 

2.5%.  

 

Chart 3: Consumer Inflation Under Excellent Control 

Core Consumer Price Deflator 

Excluding Food and Energy, Annual % Rate 

Source: Bureau of Economic Analysis
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Chart 4: Federal Reserve in a Prolonged Monetary Easing Phase 

Target Overnight Federal Funds % Rate 

Source: Federal Reserve 
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8. Credit conditions remain extremely healthy. Credit is in abundant supply 

and available to virtually all borrowers. 

 

9. At the same time, household sector credit growth remains under excellent 

control, thereby reducing the odds of overheating in consumer spending. 

 

10. Credit quality remains very strong with few signs of deterioration for 

households, businesses, and banks. The ratio of delinquencies to total 

bank loans is currently at the lowest level in 25 years (see chart 5).  

 

11. There are no obvious physical excesses within the real economy in terms of 

spending and investment. Housing, industrial plant and equipment, and 

inventories are all under excellent control, therefore obviating the need for 

making adjustments in spending to eliminate physical imbalances. 

 

12. Finally, business and investor sentiment remain highly cautious, tempered 

by widespread fears of recession. In somewhat of a paradox, recessions 

seldom occur when they are widely expected — but rather tend to happen 

during periods of optimism, complacency, and euphoria.    

 

In short, despite lingering economic fears, classic leading indicators of recession 

are dormant and do not signal an economic downturn any time soon. It appears 

that the persistent weakness during 2019 was yet another classic mid-cycle 

economic slowdown that will ultimately lay the foundation for a mild economic 

revival as 2020 unfolds. Genuine recession risks are unlikely to build until 2021 

and 2022. 

Chart 5: Record Low Ratio of Bank Problem Loans to Total Loans 

Nonperforming Bank Loans as a Percent of Total Bank Loans 

Source: FDIC 
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High-Frequency Data: What are the most effective high-frequency economic 

signals to monitor for clues regarding the direction of the US economy in 2020? I 

will be focusing on the following data points to determine whether GDP growth is 

accelerating or decelerating as the year unfolds: 

 

▪ US manufacturing purchasing manager surveys  

▪ US service sector purchasing manager surveys 

▪ Durable goods orders and shipments 

▪ Housing market new construction data 

▪ US business and consumer confidence 

▪ US inflation-adjusted disposable personal income 

▪ Weekly data on initial jobless claims 

▪ Monthly report on nonfarm payrolls 

▪ Business inventory data 

▪ Manufacturing surveys in China and Germany  

▪ Chinese money and credit growth 

▪ US corporate bond risk spreads 

 

Trade Policy: Although impossible to quantify with any degree of precision, it 

seems clear that the recent trade truce between the US and China will have at 

least some salutary effect on the US and world economies. The “phase one” 

truce is limited in scope but appears to be sufficient to calm business and 

investor fears of a protracted escalation in the tariff war. Assuming some  

improvement in business confidence, firms will be more confident in their 

expansion plans, which would benefit both employment and capital formation.   

 

2020 ECONOMIC FORECAST 
 

The central assumptions regarding my economic forecast for 2020 are as follows: 

 

❖ Compared with a growth rate of 2.3% in 2019, US GDP should increase by 

a minimum 2.6%. The critical independent variable is the rate of recovery 

in business investment spending, which would be the key to an upside 

surprise in GDP. 

 

❖ Compared with only 2.5% growth in 2019, world GDP could increase at a 

pace in excess of 3%. Economic leadership should come from Germany, 

South Korea, Sweden, and the developing economies in Asia.  

 

❖ US company earnings were essentially flat in 2019 but could increase by 

5% to 10% in 2020, led by technology, capital goods, materials, banks, 

and consumer cyclicals.  
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❖ The labor market should remain healthy, as measured by robust job 

creation, rising real wages, and a further decline in the unemployment rate 

to below 3.5%. 

 

❖ Growth in US residential and nonresidential investment should accelerate, 

from a current low of 1% to a pace of nearly 5% at yearend.  

 

❖ Consumer inflation in the US should remain stable at an annual rate 

slightly below 2%. Deflationary pressures should persist in the rest of the 

world. 

 

❖ Federal Reserve policy should remain accommodative, with the federal 

funds rate stable at 1.75% for all of 2020. A planned expansion of the 

Fed’s balance sheet should support continued strong liquidity growth.   

 

❖ Long-term interest rates are likely to rise over the course of this year. 

However, with short-term rates anchored below 2%, the yield curve should 

steepen only modestly during the year. Yields on 10-year Treasury bonds 

could reach 2.5% by yearend.  
 

The bottom line is that the US economy should perform better on all fronts in 

2020 compared with 2019: A faster pace of GDP growth; improving corporate 

profitability; and greater balance and symmetry across economic sectors and 

regions.    

 
THE WORLD ECONOMY 

 

There is an even greater potential for upside surprises in economic growth 

outside the US in 2020. Following stellar growth in 2017, the global economy 

peaked in early 2018, and weakened progressively during 2018 and 2019. 

Global economic growth averaged 2.5% during 2019, only slightly above US 

GDP growth of 2.3%. Average growth in world GDP has been 3.5% over the 

previous five years, compared with only 2.3% in the US. Many major foreign 

economies such as Germany’s are currently extremely depressed with the 

potential for an above-average rebound in 2020 (see chart 6). 

 

POTENTIAL UPSIDE SURPRISE 
 

There are several reasons to expect a more robust economic recovery for the 

world economy in 2020 relative to that of the US: 

 

▪ Lead Times: Compared with a cyclical peak in global economic growth in 

the early months of 2018, the US economy reached a cyclical peak growth 

rate nearly nine months later. The implication is that the cyclical slowdown 

overseas is further advanced, implying an earlier rebound relative to the 

US. 
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▪ Base Effects: Because of a more severe decline over the past 18 months, 

the world economy has a greater recovery potential from more depressed 

levels. The less severe decline in US output implies a less pronounced 

rebound.    

 

▪ World Trade Exposure: In many respects, the direction of world trade will 

be the primary determinant of relative GDP growth rates worldwide. A 

meaningful revival in world trade would benefit Germany, Japan, South 

Korea, and China to a far greater degree than the US, which is largely 

driven by domestic demand (see chart 7). 

 

▪ Central Bank Policy: Compared with the US Federal Reserve, central bank 

policies outside the US are far more expansionary and should therefore 

support faster economic growth in international markets.  

 

▪ Inventory Cycle: The inventory cycle in Germany and the rest of Europe is 

far more advanced compared with that of the US, implying a sooner 

rebound in industrial production and investment spending. 

Chart 6: Sharp Deceleration in German GDP Growth 

German GDP Adjusted for Inflation 

Annual Percentage Change 

Source: Eurostat 
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Chart 7: Sharp Slowdown in World Trade  

Index of World Trade Volume 

Source: International Monetary Fund 
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▪ Chinese Stimulus: The global economic slowdown began 18 months ago 

when China began to tighten monetary and credit conditions to prevent an 

overheating economy. Policymakers have only begun to provide economic 

stimulus to their economy, but still remain fearful of excessive debt levels.  

Domestic demand will eventually respond to fiscal and monetary measures, 

which will ultimately provide far more stimulus to Germany, Japan, and 

South Korea than to the US.  

 

▪ The European Economy: Following two years of stagnation, European 

economic growth is poised to surprise on the upside. Moderate strength in 

employment, construction, and wages has been offset by profound 

weakness in manufacturing and trade. Europe will be the primary 

beneficiary of a revival in world trade. The increasingly favorable outlook for 

Brexit could also spark a recovery in European business confidence and 

capital formation.  

 

▪ US Dollar Reversal: The US dollar is overvalued by more than 15%. A 

cyclical peak in the value of the dollar and a declining trend in 2020 and 

2021 would provide an unambiguous boost to the global economy through 

easier financial and liquidity conditions and reduced financial pressure on 

countries borrowing in dollars.  

 

The bottom line is that economic growth outside the US should exceed that of 

the domestic economy in 2020, based upon this confluence of pro-growth forces 

within the world economy. Favorable GDP growth differentials in international 

markets suggest that non-US company earnings will outperform those in the 

domestic economy over the next two years, culminating in superior investment 

returns for global investors. One of my central investment themes for 2020 — to 

be discussed in next week’s report — is that non-US equity markets will 

outperform domestic stocks over the next two years.  

 

A WATERSHED YEAR  
 

Within a longer-term context, there is a strong case to be made that 2020 could 

be a watershed year for investors. There are powerful structural forces at work 

suggesting that the economic and investment outlook beyond 2020 could 

become less favorable:  

 

❖ An aging business expansion cycle that will exhibit increasing recessionary 

tendencies in coming years  

 

❖ The potential for a major shift in government economic policy from a 

recently strong pro-business bias toward populist, socialist, and  

anti-capitalist tendencies 
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❖ Growing debt burdens worldwide will exert downward pressure on growth, 

most notably in China and other developing economies, but also in the US 

 

❖ Increasingly negative demographic factors pertaining to slowing population 

growth, an aging population, and a steadily increasing dependency ratio 

will also dampen growth prospects  

 

❖ A cresting in China’s industrialization boom of the past three decades 

suggests that the boost to the global economy and world trade from China 

will steadily lessen in coming years (see chart 8) 

 

❖ A further shift away from globalization with the spread of protectionism and 

economic isolationism will deprive the world economy of the powerful 

growth engine of the past five decades  

 

It is somewhat premature for investors to develop a strong conviction regarding 

this potential theme of a 2020 inflection point, mainly because these structural 

epic and titanic forces are extremely difficult to forecast. It is also premature 

because of the favorable short-term business cycle forces that are expected to 

dominate the economic and investment landscape in 2020. But financial 

markets could begin to discount these potentially worrisome trends later in the 

year and in 2021.  
 

 

 

 

Chart 8: Slowest Economic Growth in China in Nearly Three Decades 

China GDP Growth, Adjusted for Inflation, Annual Rate 

Source: China National Bureau of Statistics
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