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Summary and Major Conclusions: 

 
▪ The central theme of my forecast for 2020 is that economic growth will accelerate in both 

the US and world economies as the year unfolds. The most obvious factor is the easing of 

trade tensions between China and US with the recent signing of the” phase one” trade truce. 

 

▪ Much improved financial conditions should also boost economic growth. Changes in monetary 

policy tend to lead changes in the economy by six to nine months. The favorable impact of 

increased monetary accommodation should become apparent in economic data as 2020 

unfolds.    

 

▪ Consumer spending, housing construction, and investment in intellectual property and 

software are likely to remain strong again this year but should be augmented by a rebound in 

manufacturing and business investment in plant and equipment. 

 

▪ Based upon the experience of previous epidemics, the recent outbreak of the coronavirus in 

China will likely have a noticeable short-term economic and financial market impact, followed 

by a rebound in growth in subsequent quarters.  

 
▪ The virus is expected to have a disproportionately large impact on the Chinese economy, with 

a lesser negative economic impact on the surrounding countries in Asia.  

 

▪ The world economy will likely weaken further in coming weeks, and corporate profits could be 

negatively affected, but each should improve during the spring months. The equity market 

should bottom once the number of new infections peaks and begins to trend lower. 

 

▪ The impact of the virus on US GDP should be mild, mainly because the US is a relatively 

closed economy. Compared with growth of 2.3% last year, US real GDP should accelerate as 

the year unfolds, with full-year growth in excess of 2.5%.  

 

▪ Fourth quarter earnings per share (EPS) for the companies in the S&P 500 are currently 

tracking a 2% increase, slightly better than prior Wall Street estimates, with revenue growth 

of 5%. EPS for the full year increased by an estimated 2%. Overall, operating results and 

future guidance appear somewhat more resilient than expected.     

 

▪ The outlook for corporate earnings is murky. My base case assumes a moderate recovery in 

global manufacturing; slightly higher selling prices and wages; a modest recovery in 

productivity; and a lower US dollar. The culmination of these assumptions would be a 

moderate increase in company earnings in 2020, roughly equivalent to the long-term 

historical average.  

 

 

 

 

 

 

The trend in US corporate 

earnings will be the most 

important driver of the 

domestic equity market in 

2020. My base case 

assumes a moderate 

recovery in US and global 

manufacturing; a mild 

increase in both selling 

prices and wages; a 

modest recovery in 

productivity; a mild 

recovery in world trade; 

and a downward trend in 

the US dollar. On the basis 

of these key assumptions, 

domestic company 

earnings would increase at 

a moderate pace of 5% to 

10% in 2020, up from 

only 2% in 2019. 
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▪ The underlying trend in US inflation has been downward since the early months of 2019, 

with core consumer inflation currently stable at 1.6%. My forecast for this year assumes a 

modest rise in core consumer inflation to 1.8%. 

 

▪ Wage inflation has also slowed: Average hourly earnings are increasing at only a 3.1% annual 

rate, down from 3.4% early last year. Total employee compensation is increasing at a 2.7% 

annual rate.  

 

▪ The deceleration in wage inflation is surprising because of the apparent tightness in the US 

labor market and widespread shortage of qualified workers. The unemployment rate remains 

stable at 3.6%, the lowest rate in 50 years. 

 

▪ The current objective of monetary policy is to achieve faster economic growth and higher 

inflation. Because of lingering pockets of economic weakness and low inflation, the Fed 

appears content to err on the side of excessive stimulus. 

 

▪ Federal Reserve officials are mainly concerned about deflation and wish to raise inflationary 

expectations. Despite all efforts, the Fed has been unable to lift the core consumer inflation 

rate to its long-term target of 2%. The Fed is unlikely to raise policy rates in 2020. 

 

▪ My central investment theme remains intact: A sustained rebound in the world economy over 

the next 12 months should support risk assets at the expense of defensive safe-haven assets. 

Equity returns should be positive in 2020. 

 

▪ A healthy and sustained world economic recovery should also shift equity market leadership 

away from domestic equities to international stock markets, led by the eurozone and 

emerging Asia.  

 

▪ Following steep price declines, industrial metals, such as copper, and crude oil would reverse 

direction. Consistent with these trends, economically sensitive (cyclical) stock groups, such 

as industrials and materials, would become market leaders.   

 

▪ Rising world stock prices should be accompanied by rising bond yields, meaning that equity 

markets should easily outperform fixed-income markets. All segments of the bond market 

could post negative rates of return in 2020. 

 

▪ However, despite this favorable economic framework, virtually all asset classes are faced with 

a common challenge: Rich valuations. US Treasury and investment-grade corporate bonds are 

significantly overvalued, as is commercial real estate. I would characterize the domestic 

equity market as moderately overvalued in absolute terms, but reasonably valued relative to 

bonds and cash.   

 

 

The central theme of my forecast for 2020 is that economic growth will 

accelerate in both the US and world economies as the year unfolds. There are 

several factors supporting my forecast of faster US GDP growth this year. The 

most obvious is the easing of trade tensions between China and US with the 

recent signing of the “phase one” trade truce. In addition, the new trade pact 

between the US and Canada and Mexico — officially referred to as USMCA — 

could also add to growth in 2020 and beyond.   
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Financial Conditions: Financial conditions have improved and should also boost 

economic growth. Compared with its monetary tightening campaign during 2017 

and 2018, the Fed has eased monetary policy considerably over the course of 

2019. Changes in monetary policy tend to lead changes in the economy by six to 

nine months. The Fed slashed its policy rate three times last year, starting in 

July. The favorable impact of increased monetary accommodation should become 

apparent in economic data in coming months.    

 

The World Economy: The global economy has weakened significantly over the 

past two years and is growing at the slowest pace since the world financial crisis 

more than a decade ago. World GDP increased by only 2.9% in 2019, well below 

the average of 3.8% over the 2010 to 2018 period, and the slowest calendar 

year growth rate in more than a decade. The primary factors behind the global 

economic slowdown are prolonged weakness in China and Europe and the sharp 

slowdown in world trade.  

 

▪ World Trade: Global exports expanded by only 1% last year, well below the 

5% average growth rate from 2010 to 2018. A recovery in both world GDP 

and trade is expected in 2020 and 2021. The global manufacturing cycle 

has turned up in recent months, although a temporary setback is virtually 

assured in the current quarter, because of the spreading coronavirus. The 

International Monetary Fund’s global GDP growth forecast for this year is 

3.3%. Corporate earnings outside the US are dependent upon growth in 

world trade, but should gradually improve over the next 18 months  

(see chart 1). 

 

Chart 1: Boom-Bust Cycle in World Trade Since 2017 

World Exports, Billions of Dollars 

Source: International Monetary Fund 
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THE CORONAVIRUS 
 

Based upon the experience of previous epidemics, the recent outbreak of the 

coronavirus in the city of Wuhan, China, will likely have a noticeable short-term 

economic and financial market impact. Reduced spending and output within the 

world economy will be evident in the current quarter but should fade after a 

period of several months, assuming an ultimate containment of the virus. The 

virus will have a disproportionately large impact on the Chinese economy, with a 

lesser negative economic impact on the surrounding countries in Asia. The direct 

impact on the US and world economies should be mild.  

 

▪ Temporary Setback: The rebound in world economic growth expected in 

2020 has been deferred once again because of the spreading coronavirus. 

Cases of the virus have been reported in more than two dozen countries 

and the upward trend in new cases has not yet peaked. The ultimate 

impact on the world economy will be predicated upon the duration of the 

epidemic and any mutations that might come about.  

 

▪ The SARS Precedent: The 2003 SARS epidemic in China experienced 

severe contagion during the early weeks and months, but peaked once 

strong countermeasures were implemented. The World Health Organization 

(WHO) declared an end to the SARS epidemic within four months of its 

onset. A peak and subsequent decline in the number of new infections 

marked the bottom in stocks in 2003. However, it should be emphasized 

that circumstances have changed and that a direct comparison with SARS 

is only somewhat helpful.  

 

China Is Most Vulnerable: The Chinese economy is most vulnerable to a marked 

loss in economic momentum. Production and employment will be impacted by 

factory closings and disruptions to supply chains. Curtailment of transportation 

services — trains, buses, and airlines — will also reduce spending and output. A 

decline in consumer confidence should result in weaker private consumption, 

while leisure and hospitality will take a significant hit. First quarter GDP could 

slow from 6% in Q4 to only 3%, but a strong rebound in Q2 and Q3 should 

support 6% GDP growth for the full year. 

 
ECONOMIC OUTLOOK 

 

The critical assumption in my forecast for 2020 is that the coronavirus will not 

permanently undermine the global economic recovery. The short-term impact on 

US GDP should be mild, mainly because the US is a relatively closed economy. 

On a preliminary basis, it appears that the current quarter will be the weakest of 

this year. Spending and output will be reduced by two idiosyncratic factors: (1) 

The temporary reduction in US services exports (tourism) from China; and (2) A 

temporary halt in production of the Boeing 737 MAX.  
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▪ US GDP Growth: Compared with growth of 2.3% last year, US real GDP 

should accelerate as the year unfolds, with full-year growth in excess of 

2.5%. Second half US GDP growth could exceed 3%. Consumer spending, 

residential construction, business spending on software and intellectual 

capital, and inventory investment should be the main contributors to 

growth in 2020 (see chart 2).  

 

▪ Global GDP: The world economy should weaken significantly during the 

early months of this year. Widespread supply chain disruptions, household 

and business retrenchment in spending, disruptions to transportation 

systems, and reduced tourism will all result in a steep slowdown in world 

GDP. Compared with nearly 3% growth in 2019, world GDP could slow to 

only 1.5% in the first quarter before rebounding to a 3.5% pace for the 

subsequent three quarters of the year.  

 

Company Earnings: The central message from fourth quarter earnings reports is 

that US companies are performing better than had been expected. Fourth quarter 

earnings per share (EPS) for the companies in the S&P 500 are currently 

tracking a 2% increase, along with revenue growth of 5%. EPS for full-year 2019 

increased by an estimated 2%. Overall, operating results and future guidance 

appear somewhat more resilient compared with prior investor expectations.      

 

The trend in US corporate earnings during 2020 will be the most important 

driver of the domestic equity market over the next 12 months. Actual EPS for 

2020 are predicated upon the following key independent variables: 

 

Chart 2: Sharp Slowdown in US GDP Growth in 2019   
US GDP, Adjusted for Inflation 

Annualized Percentage Growth Rate 

Source: Bureau of Economic Analysis
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▪ Growth in US industrial production 

▪ Growth in employee compensation 

▪ The extent of recovery in labor productivity 

▪ The rise in corporate selling prices 

▪ The recovery in global manufacturing 

▪ GDP growth in China and the eurozone 

▪ The strength of the US dollar 

▪ The recovery in world trade 

 

Moderate Recovery: There exists considerable uncertainty surrounding many of 

these variables. My base case assumes a moderate recovery in US and global 

manufacturing; a mild increase in both selling prices and wages; a modest 

recovery in productivity; a mild recovery in world trade; and a downward trend in 

the US dollar. On the basis of these key assumptions, company earnings would 

increase at a moderate pace of 5% to 10% in 2020, on a revenue increase of 

5%. Importantly, I expect quarterly growth rates to accelerate over the course of 

the year: Fourth quarter EPS could rise at a 10% to 15% annual rate. 

 
INFLATION AND MONETARY POLICY 

 

The underlying trend in US inflation has been downward since the early months 

of 2019. The personal consumption deflator — the Federal Reserve’s preferred 

inflation measure — has fallen to a 1.6% annual rate, down from 2.1% one year 

ago. The Core Producer Price Index for finished goods has also declined over the 

past year, from a peak of 2.9% to 1.6% currently. The lagged effect of a rising 

US dollar in recent years should reinforce the positive inflation outlook. My 

forecast for this year assumes a rise in core consumer inflation of 1.8%, up 

slightly from 1.6% in 2019, but still above the Fed’s target (see chart 3).  

Chart 3: US Pipeline Inflationary Pressures Continue to Subside 

Core Producer Price Index, Annual Growth Rate 

Finished Goods Excluding Food and Energy  
Source: Bureau of Economic Analysis 
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▪ Worker Compensation: Wage inflation has also slowed: Average hourly 

earnings are increasing at only a 3.1% annual rate, down from 3.4% early 

last year. Total employee compensation — including both wages and 

employee benefits — is increasing at a 2.7% annual rate (see chart 4).  

  

▪ Wage Paradox: The deceleration in wage inflation is surprising because of 

the apparent tightness of the US labor market. The unemployment rate 

remains stable at 3.6%, near the lows of the past 50 years, and businesses 

continue to bemoan the challenge of finding qualified workers. This 

paradox can be partially explained by the ongoing bargaining advantage of 

businesses over workers. Another offsetting factor is the rising trend in the 

labor force participation rate, which has recovered to the levels of 2002, 

perhaps suggesting greater slack in the labor market (see chart 5). 

 

Monetary Policy: The current strategic objective of monetary policy is to achieve 

faster economic growth and higher inflation. Because of lingering pockets of 

economic weakness and very low wage and price inflation, the Federal Reserve 

appears content to err on the side of excessive stimulus. The odds of a premature 

monetary tightening cycle have also been reduced by the coronavirus. In the end, 

the Fed is mainly concerned that the core consumer inflation rate has been 

consistently below its long-term target of 2%, and is therefore determined to 

raise both the rate of inflation and inflationary expectations. 

Chart 4: Labor Costs Under Excellent Control 

US Employment Cost Index Wages and Benefits 

Annual Percentage Growth Rate 

Source: Bureau of Labor Statistics
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Chart 5: Strong Growth in New Workers Entering the Labor Force 

Labor Force Participation Rate (%) 

Prime Working-Age Employees, Ages 25 Through 54 

Source: Labor Department
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FINANCIAL MARKET OUTLOOK 
 

My central investment theme remains intact: Based upon traditional business 

cycle forces, a rebound in the world economy over the next 12 months should 

support risk assets at the expense of defensive safe-haven assets.   

 

The US Dollar: Stronger growth outside the US should also trigger a sustained 

decline in the US dollar (USD), as the worldwide preference for all safe-haven 

assets is reduced. A declining US dollar should benefit the world economy 

through a virtuous circle. The history of foreign exchange markets reveals that the 

USD tends to alternate between strength and weakness over roughly seven-year 

periods. Massive monetary stimulus from world central banks is also providing 

the liquidity necessary for a recovery in global economic growth (see chart 6). 

 

International Equities: A healthy and sustained world economic recovery should 

also shift equity market leadership away from domestic equities to international 

stock markets, led by the eurozone, Japan, and emerging Asia. Compared with a 

price-to-earnings (P/E) ratio of 19x for the S&P 500, stocks in the eurozone, 

Japan, and emerging Asia are priced at 14.5x, 15x, and 14.5x 12-month forward 

earnings, respectively. Following steep price declines, industrial metals — such 

as copper — and crude oil would reverse direction.   

 

Market Leadership: Equity market leadership would also shift from 

growth/momentum stocks to lagging value stocks. A rise in world stock prices 

should be accompanied by rising bond yields, meaning that equity markets 

should easily outperform fixed-income markets. All segments of the bond market 

could post negative rates of return in 2020. This constructive financial market 

investment landscape could persist for all of this year. 

Chart 6: US Dollar Tends to Swing in Multi-Year Patterns 

US Trade-Weighted Dollar Index 

Source: Federal Reserve
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Rich Valuations: However, despite this favorable economic framework, virtually 

all asset classes are faced with a common challenge: Rich valuations. Global 

bonds are extremely overvalued, with negative market yields in Germany, France, 

Switzerland, Japan, and the Netherlands. US Treasury and investment-grade 

corporate bonds are also significantly overvalued, as is the commercial real estate 

market.  

 

US Equities: I would characterize the domestic equity market as moderately 

overvalued in absolute terms. Based upon expected EPS of $175 for the 

companies in the S&P 500 this year, the average price-to-earnings (P/E) ratio is 

currently 19.x, up from only 14x one year ago, and a long-term historical average 

P/E ratio of 15x to 18x (see chart 7).  
 

▪ Relative Valuation: However, historical data clearly reveal a strong 

correlation between equity valuations and interest rates and inflation. 

During periods of extremely low inflation and market yields on government 

bonds, the P/E ratio has fluctuated within a range of 18x to 20x. 

Conversely, during periods of ultra-high interest rates and inflation — as in 

the early 1980s — the P/E ratio dropped to a range of 8x to 10x.  

 

▪ Equity Risk Premium: Another way of assessing relative equity market 

valuations is using a measure called the equity risk premium (ERP). This 

metric compares the earnings yield on stocks (currently 5.25%) with the 

market yield on ten-year US Treasury securities (1.65%). The 3.6% spread 

between these two measures of yield is well above the historical average, 

thereby signaling greater relative value in stocks versus bonds. The 

combination of lower (negative) yields and P/E ratios in Europe and Japan 

results in an even higher ERP in those equity markets. 

 

Chart 7: Large Gap Between Equity Prices and Corporate Earnings 

S&P 500 Stock Index 

Earnings Per Share, S&P 500 Companies 

Source: Standard & Poor's

 

500

1000

1500

2000

2500

3000

3500

2004 2008 2012 2016 2020

S&P 500

Earnings Per

Share



 

1001317-00088-00 
 

10 

February 18, 2020 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
Equity Market Segments: There are obvious pockets of overvaluation within the 

domestic equity market, including utilities, consumer staples, and information 

technology. In general, growth stocks are relatively expensive compared with 

value stocks. Conversely, shares of international firms — especially in Europe 

and Asia — and industrial commodities also offer good value. Each of these 

undervalued asset classes is heavily leveraged to a rebound in global GDP and 

world trade. 

 

How should long-term investors develop a long-term asset allocation strategy? 

The following points are most relevant: 

 

▪ Global equities offer far greater value than global bonds 
 

▪ Fixed-income markets are expensive. Investors should expect negative 

returns on government and corporate bonds at current market yields  

(see chart 8) 

• According to Moody’s, market yields for single-A long-duration industrial 

company bonds are at 3.1%, the lowest level since 1955.  

▪ Economic and policy fundamentals are favorable for equity markets 
 

▪ The equity market will remain vulnerable in the short term until there is a 

confirmed peak in the number of coronavirus infections 
 

▪ Investors should be prepared for Q1 profit warnings from multinational 

firms with large operations in China 
 

 

Chart 8: US Corporate Bond Market Overvalued 

Percent Market Yield to Maturity 

Investment-Grade Corporate Bond Index 

Source: Bloomberg Barclays   
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▪ The current cyclical bull market in stocks should remain intact until six to 

nine months prior to the next recession, which appears unlikely to occur 

within the next 18 months 
 

▪ However, current elevated market valuations are a challenge for common 

stocks and will limit equity returns from current levels 
 

▪ The overall implication is that returns on domestic equities should be 

positive this year but limited, and less than the 25- and 50-year historical 

average of 10% 
 

▪ International equities should outperform domestic stocks, assuming a 

healthy recovery in the world economy and US dollar depreciation 

 

▪ The positive outlook for US equities in 2020 is based upon favorable 

business cycle dynamics. Based upon a five-year time horizon, expected 

rates of return are likely to be disappointing, with annualized returns over 

this period unlikely to exceed 5%  
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This material is intended to provide information only. This material is not intended as advice or recommendation about investing or managing your retirement 
savings. By sharing this information, Prudential Retirement® is not acting as your fiduciary as defined by the Department of Labor or otherwise. If you need 
investment advice, please consult with a qualified professional. 
 
The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as 
recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding 
the suitability of any securities, financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned 
herein, the recipient(s) of this report must make its own independent decisions. 
 
Certain information contained herein may constitute “forward-looking statements,” (including observations about markets and industry and regulatory 
trends as of the original date of this document). Due to various risks and uncertainties, actual events or results may differ materially from those reflected or 
contemplated in such forward-looking statements. As a result, you should not rely on such forward-looking statements in making any decisions. No 
representation or warranty is made as to future performance or such forward-looking statements. 
 
The financial indices referenced herein are provided for informational purposes only. You cannot invest directly in an index. The statistical data regarding 
such indices has been obtained from sources believed to be reliable but has not been independently verified. 
 
Bloomberg Barclays U.S. Treasury Inflation-Protected Securities (TIPS) Index: Measures the performance of rules based, market value-weighted 
inflation protected securities issued by the U.S. Treasury. It is a subset of the Global Inflation-Linked Index (Series-L). 
 
CBOE Volatility Index:  An index of implied equity market volatility, reflecting the market estimate of future volatility for the S&P 500 Stock 
Index over the next 30 days, using options. 
 
MSCI Emerging Market Index:  An index of equity market performance for developing markets, primarily in Asia, Latin America, and Eastern 
Europe.  The index tracks both large-cap and small-cap stocks and is weighted by market capitalization. 
 
MSCI World Ex US Index: Measures the performance of the large and mid-cap segments of world, excluding US equity securities. It is free float-adjusted 
market-capitalization weighted. 
 
Russell 2000 Small-Cap Index:  Is an index measuring the performance of approximately 2,000 small-cap companies within the United 
States. 
 
S&P 500® Index: Measures the performance of 500 widely held stocks in US equity market. Standard and Poor's chooses member companies for the index 
based on market size, liquidity and industry group representation. Included are the stocks of industrial, financial, utility, and transportation companies. Since 
mid-1989, this composition has been more flexible and the number of issues in each sector has varied. It is market capitalization-weighted. 
 
State Street Investor Confidence Index: measures investor confidence or risk appetite quantitively by compiling actual buying and selling 
patterns of institutional investors.  
 
US Trade-Weighted Dollar Index:  An index that measures the value of the US dollar in relationship with other currencies, statistically 
weighted on the basis of importance to the US as trading partners. 
 
These materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial 
instrument or any investment management services and should not be used as the basis for any investment decision. Past performance is 
not a guarantee or reliable indicator of future results. 

The information provided is not intended to provide investment advice and should not be construed as an investment recommendation by Prudential 
Financial or any of its subsidiaries.         
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