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1. MARKET UPDATE 
 
2019: A Mirror Image of 2018 
 
2019 was a remarkable year for investors, with most asset classes delivering positive 
performance. Both the Standard & Poor’s 500 Index, a gauge of U.S. stock market performance, 
and the Dow Jones Global (ex U.S.) Index delivered double-digit increases. In an unusual 
showing stocks, bonds, and gold rallied at the same time delivering positive returns for the year 
(see Chart 1 below). 
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 Chart 1 – Asset Class Performance in 2019 and Q4-19 
 In 2020 all main asset classes were up 

 
           Source: Bloomberg Professional Services 
 
As many remember, in 2018 most asset classes performed poorly despite a strong US economy 
and growing corporate earnings. In the last quarter of that year US stocks dropped almost -20% 
(the customary mark defining a “bear market”), leaving most investors convinced that we were 
entering a recession.  
 
2019 was the mirror image of 2018. Markets rallied sharply despite a slowing economy (does 
anyone remember the “yield curve inversion?”) and contracting corporate earnings. Possibly the 
most important factor contributing to the market performance in 2019 was an “about face” by the 
United States Federal Reserve. Axios reported: 
 

“The Fed’s 180-degree turn was the story of 2019, asset managers and market 
analysts say…Chairman Jerome Powell and the U.S. central bank went from 
raising interest rates for a fourth time at the close of 2018 and giving market 
watchers the explicit expectation this would continue in 2019, to doing the 
opposite. The Fed cut rates thrice and even began re-padding its balance sheet in 
the last quarter of the year, bringing it back above $4 trillion.” 

 
The Fed’s policy decision gave investment markets a boost, but it did little to quell investors’ 
worries about potential recession and the impact of the U.S.-China trade war. As a result, 
investors moved money from US stocks into bonds and other investments they perceived to be 
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safer throughout the year. Despite a 30%+ rally in US stocks, throughout 2019 investors pulled 
record amounts from US equity mutual funds and ETFs. According to data provider 
Refinitiv/Lipper, at the end of November 2019 equity mutual fund/ETFs’ net liquidations were 
on track to be the highest on record going back to 19921. We view this lack of enthusiasm as a 
great positive for markets.  
 
Investors keenly anticipated a 
resolution of the trade hostilities 
between the US and China. On 
January 15, 2020 President 
Trump signed what has been 
labeled the “Phase One” trade 
deal between the two countries. 
This agreement is more of a 
“truce” than a “cease-fire.” We 
believe it is still too early to 
determine if the initial deal will 
reverse the economic damage the 
trade war caused. 
 
 
2. A DECADE TO REMEMBER (2010-2019): MOST CONSEQUENTIAL EVENTS 
 
The 2010-2019 decade is certainly one to remember. It was the first decade in US history not to 
have a recession. Let us revisit some of the most consequential events of the last 10 years that 
shaped the economy, markets and society. Some of these trends are likely to persist into the next 
decade. They can help us gain clarity and identify future investment opportunities. 
 
2-2-2: Monetary Policy, Negative Interest Rates, and TINA 
 
During the Great Recession of 2008-2009, central banks around the world embarked on a series 
of unconventional monetary policies aimed at avoiding a 1929-like Great Depression. Interest 
rates were cut to near zero.  Additionally, central banks started large-scale government bond 
buying programs. At a time of panic, these initiatives were designed to “re-liquify” the system, 
expand credit availability and encourage risk taking by businesses and investors. These extra-
ordinary steps were conceived as temporary measures, but they ended up becoming the “new 
normal.” 
 
Most people feared that the unprecedented actions of central banks would usher in a new age of 
hyper-inflation. The skepticism about central banks’ ability to control money gave way to the 
                                                             
1 “Investors Bail on Stock Market Rally, Feeling Funds at Record Pace”, The Wall Street Journal, December 4, 2019. 

 

2019 was a mirror image of 2018. Almost every investment 
category rallied strongly in unison while the economy slowed 
down sharply, and corporate earnings shrank. The Federal 
Reserve’s “about face” on interest rates may be the single 
most important reason behind the rally. Investors did, 
however, take note of the increasing valuations and pulled 
funds from US equity mutual funds and ETFs in record 
amounts. 
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rise of a plethora of crypto currencies, the most famous of which is Bitcoin. The specter of rising 
inflation and interest rates has been looming ominously since 2009. However, ten years later the 
US 10-year treasury yield is below 2% and so is inflation. Paradoxically, the opposite 
phenomenon has emerged: negative interest rates. For the first time ever, in 2019 nearly two-
thirds of the government bonds around the developed world traded at negative yields! Yes. 
Lenders are paying borrowers to take their money. In our last quarterly letter, we debated 
negative interest rates extensively. If you are interested in the topic, we encourage you to re-read 
our Q3-2019 letter.   
 
One of the main implications of extremely low interest rates is that There Is No Alternative 
(“TINA”) to risky assets, even for conservative investors. Many savers seeking returns have been 
forced into stocks and real estate. TINA partly explains the spectacular US equity bull run of the 
last decade. At the same time, it is safe to assume that those dollars invested in stocks by 
traditionally fixed income-oriented investors are likely to flee in legions at the first hiccup. 
 
The last decade in the US can be characterized as 2+2+2, that is, 2% economic growth rate, 2% 
inflation and 2% interest rates. Despite the longest US economic recovery on record, US GDP 
has grown at a very subdued rate of around 2%. Inflation has stubbornly stayed below 2%, 
despite unemployment being the lowest in the last 50 years. Interest rates spent most of the last 
decade around 2%.  
  
Smart Phones + Social Media 
 
Apple released its first iPhone in 2007 and Facebook launched in 2004. As of 2019, it is 
estimated that 3.2 billion people in the world use a smart phone and 2.5 billion people are active 
Facebook (including WhatsApp and Instagram) users. Other than the obvious rewards for Apple 
and Facebook stock investors, these two companies and their peers (Samsung, Huawei, 
Alphabet, Twitter, Snap, TikTok, etc.)  permanently changed the economy, changed the way 
business is conducted, disrupted industries, helped subvert governments and reshaped society. 
 
Among the many examples, one should think of: 
 

1) The advertising and media business. Companies of any size today have access to 
effective, cheap and targeted ads on Facebook and Instagram. Therefore, traditional 
media companies’ revenues (print, TV and radio) dropped dramatically, putting their very 
existence in danger. 
 

2) How traditional brands with big marketing budgets and backed by powerful ad agencies 
are no longer in control. They depend on new spontaneous “brand-ambassadors” such as 
Instagram social influencers and self-made YouTubers. For many fungible goods, 
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“Amazon’s Choice” and “Best Seller” labels carry more clout than their long-established 
brand names.  
 

3) The fast growing “App Economy.” The app economy is largely a byproduct of smart 
phones. In 2019, consumers spent an estimated $120bn in app stores. Spending on apps 
has been growing five times faster than the global economy. Some revolutionary 
businesses have emerged, powered by smart phones and their ability to geo-locate users.  
For example, ride hailing apps (Uber, Lyft, etc.) have heavily encroached on the business 
of taxis and car services. Dating apps (Tinder and many more) are the primary way 
through which younger generations initiate relationships. 
 

4) The far-reaching geopolitical influence of smart phones and social media. Images on 
Instagram and Twitter helped spread revolutions in North Africa and in the Middle East. 
At the same time, these technologies provided a new medium for politicians to 
communicate in an unfiltered manner with the electorate. Social media has been 
instrumental in the ascent of a new class of iconoclastic, populist politicians, including 
Donald Trump, Alexandra Ocasio-Cortes, Boris Johnson, Matteo Salvini, et al.  
 

5) The “Experiential Economy.” Millennials (the generation born between 1980 and 2000) 
and Gen Z (the following generation) are known to favor experiences over products. 
Upscale food, exotic travel and other “instagrammable” categories in general have grown 
at the expense of apparel and many other discretionary consumer products. The ability to 
capture these experiences in a picture, and to show them off immediately, is often what 
makes them so desirable. The convenience of shopping on Amazon (and other e-
commerce sites) and the experiential economy have been the main culprits in what many 
call the “retail apocalypse.” Over the past decade the number of store closures and retail 
bankruptcies has been climbing at an alarming level. 

 
Cloud computing (streaming, eSports, etc.) 
 
Cloud computing refers to the practice of using a remote network of servers hosted on the 
Internet, instead of local servers or personal computers, to store, manage and process data. New 
technologies (provided primarily by Amazon and Microsoft), data centers with powerful server 
farms and fast Internet connections have been at the center of an IT revolution. 
 
First, IT costs for individuals and businesses have dropped sharply as the physical infrastructure 
has been moved from local premises to the cloud. Think of it as the difference between owning, 
operating, and maintaining a power plant in-house, versus paying only for the amount of 
electricity that you actually use per month. Personal Computers (PCs) are one of the main 
victims of this revolution: the advent of mobile devices (smart phone and tablets) and the Cloud 
are at the heart of falling PC sales.   
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The ability of users to quickly access large amounts of digital data (video, audio, games) from 
nearly everywhere has translated into the explosion of new industries. Two examples should 
suffice: streaming and eSports. In the last decade, Netflix has become a dominant global force 
in content streaming, displacing traditional broadcasters and studios. “Cord cutting” is plaguing 
cable companies, which are already dealing with weaker advertising revenue. None of this would 
be possible without the cloud revolution. 
 
Video games have been around for a long time. The ability to have multiple players compete at 
the same time in high resolution while millions of people watch them through a live stream (in 
an arena or at home) is a more recent phenomenon. “eSports” refers to organized competitive 
video gaming among professional players. The worldwide eSports audience is about 450 million 
people with a fast-growing global revenue of around $1bn per year. Given the valuable 
demographic profile of the participants (young and affluent), eSports is one of the most coveted 
areas for marketers, merchandisers, etc. eSports is a brand new, rapidly growing industry enabled 
by the Cloud. 
 
Oil and Gas Shale Revolution 
 
Probably the most consequential and least celebrated change of the last decade was the US oil 
and gas shale revolution. Thanks to new techniques in drilling (“horizontal drilling,” “fracking” 
or “hydraulic fracking”) and the discovery of plentiful oil and natural gas trapped in the rocky 
shale formations beneath the earth’s surface, the US has become not only energy independent but 
also a net exporter. This revolution is uncelebrated because investors did not profit much from it. 
A period of excessive capital investment in the energy sector, with aggressive use of financial 
leverage, was followed by a collapse of oil and gas prices between 2014 and 2015. The once 
keenly sought-after, but now oversupplied, fossil fuel market paradoxically spelled the demise of 
several companies in the energy space, bruising many investors along the way. 
 
The “shale revolution” has had far-reaching consequences, though: 
 

1) It propelled the local economies of many US states where shale formations are located. It 
helped to create many new jobs and support the housing market. Despite what many may 
claim, the shale revolution in the US has helped reduce carbon emissions in the last 
decade. Cheap and readily available natural gas has replaced coal, reducing CO2 
emissions. CO2 emissions from energy consumption in the US peaked in 2007 at 6.002 
bn metric tons, while in 2018 they were 5.268 bn metric tons (-13%).  
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Chart 2– Oil and Gas Shale Formation in the US 

 Oil and Gas in the US is abundant. The US is not a net exporter of fossil fuels. 
 

 
Source: US Energy Department 

 
 

2) Consistently oversupplied oil and gas markets changed the global balance of geopolitical 
power. Russia, traditionally the main supplier of natural gas to Europe but now faced 
with reduced economic influence, resorted to be more assertive militarily (Ukraine, 
Syria) and began to actively interfere in other countries’ elections. Many other countries 
whose wealth was derived primarily from vast fossil fuel resources either entered an 
economic crisis (Venezuela, Iran) or were forced to re-tool their economies (Saudi 
Arabia). Sharply lower oil and gas prices are now acting as a global destabilizing force, 
especially because many oil rich countries are run by authoritarian regimes. 
 

3) US energy consumption has historically been very sensitive to gas prices (and interest 
rates). Prices at the pump have a large impact on the amount and manner in which the 
average household spends. Structurally lower gas prices have fostered a vibrant US 
consumer economy, the brightest aspect of US GDP. Just think of how many people 
around you drive Sport Utility Vehicles (“SUVs”). The extra budget room freed up by 
low gas prices, low interest rates, and the increased values of homes/investment 
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portfolios in the last decade has 
pushed American families to buy 
more yoga-inspired clothes, new 
smart phones and gadgets, 
upscale meals, celebrity-
designed cosmetics and limited-
edition sneakers. 

 
 

3.        OUR OUTLOOK FOR 
STOCKS AND BONDS GOING 
INTO 2020 
 
After a 30%+ year in the stock market, 
some investors feel they are missing out 
and “want in,” while others may think it is time to get out after a decade of extraordinary returns. 
To both, we note once more that prognosticating and timing markets is a losing proposition. The 
only predictions that can be made with some level of accuracy are the ones about long-term 
expected returns, given the current conditions.  
 
Our outlook remains optimistic but at these increased market valuations, with low interest rates 
and tight credit spreads, we have downgraded our long-term return expectations. It should not 
come as a surprise to investors if returns over the next decade do not match those of the last 
decade. This is not to say that markets are doomed to crash. It only means that one should be 
prepared for lower returns and invest accordingly. 
 
Fed policy and Long-term Interest Rates 
 
Every year we look at the direction of monetary policy. The trajectory of short-term interest rates 
is more relevant than the actual level. Our assessment is that in 2020 the Federal Reserve will not 
increase the Fed Fund Target Rates from the current level 1.50%-1.75%. Contrary to what the 
voting members of the Federal Reserve Open Market Committee (FOMC) have been 
communicating, we believe there is a good chance of a further 0.25% cut in the second half of 
2020. Excluding some extreme event (oil price spike due to a war with Iran), we believe the 
direction of short-term interest rates is stable to lower. 
 
When it comes to the 10-year US Treasury bond yield, we estimate the equilibrium level at 
around 2% (plus or minus 0.5%). This level is just slightly higher than the present yield 
(1.78%). We determine our fair value by taking the sum of short-term real forward interest rates 
+ inflationary expectation + time spread (function of supply and demand of savings and risk 
aversion). We also consider that US yields are constrained by foreign government bond yields. 

 

§ Low interest rates are likely to persist in the new 
decade and support investments in risky assets. 

§ Smart phones, social media and cloud computing 
defined the last decade. Their natural evolution is 
into artificial intelligence (AI), electronic wearables 
and the internet of things (IoT). Faster and more 
reliable wireless internet connections (5G wireless) 
will enable the next technological disruptions with 
deep repercussions on traditional retailers. 

§ Oil and gas markets will remain oversupplied into 
the next decade translating into recurring 
geopolitical tensions. 
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With 10-year German Bund yields at -0.18% (as of 12/31/2019) it is hard to see US yields climb 
much higher.  
 

Chart 3 – Income Securities Relative Valuation (12-31-2019) 
Preferred Securities and Dividend-Growing Stocks are the most attractively priced investments, while traditional fixed 
income instruments are relatively expensive.  

 
Source: Bloomberg Professional Services and internal calculations 

 
An environment of stable, low interest rates is strongly supportive for income securities. 
Considering relative valuations, we remain most constructive on preferred securities and high-
quality dividend-paying stocks. Lower quality investment grade bonds and speculative grade 
bonds remain among the most vulnerable investments: they neither offer satisfactory yields nor 
will they keep their value in any future economic downturn. 
 
Stock Market 
 
2019 was a spectacular year for the markets.  The S&P 500 returned more than 31%, and the 
markets prospered due to an accommodative Fed policy, low unemployment, and tepid inflation.  
The American consumer, representing approximately 70% of the economy, was at its best as 

AA

BBB
HY

Munis

EM

REITs

Prefs
Div Stocks

MLPs

BDCs

 (2.00)

 (1.50)

 (1.00)

 (0.50)

 -

 0.50

 1.00

 1.50

 2.00

 2.50

 3.00

0.00 2.00 4.00 6.00 8.00 10.00 12.00 14.00 16.00 18.00 20.00

# 
St

an
da

rd
 D

ev
ia

tio
ns

  f
ro

m
 A

ve
ra

ge
 R

is
k 

Pr
em

iu
m

 (z
-s

co
re

)

Volatility (5-yr)



 10 

retail sales were strong throughout the year. Although the markets recorded strong performance, 
earnings and revenue growth did not necessarily keep pace.  Earnings grew less than 1% 
compared to 2018, and revenues grew a paltry 4%.  This can be attributed to tough comparisons 
versus 2018 (the year in which companies booked the benefits of the 2017 tax cut), but can also 
be attributed to America’s trade war with China.  The trade war contributed to significant 
economic uncertainty, making CEOs reluctant to increase spending and investment in their 
businesses.  Now that a Phase One deal has been inked, we are hopeful that some of this 
overhang on the economy will dissipate and that business leaders will gain more confidence.   

 
Chart 4 – S&P500 Index forward Price to Earnings Ratio 
Following the 2019 rally, the forward P/E of the market is above its historical average. Most of the future market 
appreciation will have to come from corporate earnings growth. 
 

 
 Source: FactSet 

 
Given that sales and earnings growth were minimal in 2019 while the S&P 500’s value rose by 
an astounding 29%, the stock market is now expensive relative to its earnings (as measured by 
the price/earnings ratio). The 12-month-forward P/E ratio for the S&P 500 is currently 18.6x, 
which is above its five-year average (16.7x) and even higher relative to its 10-year average 
(14.9x). Returns in 2020 will have to be generated by earnings growth, as further multiple 
expansion is unlikely. 
 
Stocks look relatively expensive compared to history, but they still look cheap if compared to 
bond yields (see Chart 5 below). There is no exact science in valuation. Stock valuations should 
be considered compared to their history but also to variables such as yields and inflation.  
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Chart 5 – S&P500 Index Earnings Yield (E/P) versus 10 US Treasury Yield 
The so called “Fed Model” shows that the US equity market is not overvalued if compared to government bond yields. 
 

 
Source: Yardeni.com 

 
At the sector level, Information Technology (22.7x) and Consumer Discretionary (22.5x) have 
the highest forward 12-month P/E ratios, while Financials (13.3x) have the lowest 12-month- 
forward P/E ratio.  Earnings for the entire S&P 500 are expected to grow by more than 9.5% in 
2020, while revenues should grow by approximately 5% relative to 2019 (according to consensus 
estimates).  In 2020, the heavily beaten-down energy sector is expected to have earnings growth 
of 20%+, while Information Technology and Communication Services should continue to be 
dominant in terms of top-line revenue growth (10%+ expected for Communication Services and 
6%+ expected for IT). 
 
Why on balance we remain optimistic about the US stock market in the near-term 

 
We remain constructive on the market in the near term. The US consumer, who drives the US 
economy, is very healthy. Given low interest rates, abundant credit availability, low gas prices 
and a solid housing market, an imminent recession is not very probable. Temporary stock market 
setbacks are not only possible but likely, however we do not see a bear market around the corner. 
The US Leading Economic Indicators, which we monitor closely, still point to a continued 
modest economic expansion. The yield curve has re-steepened. Lower-quality bond spreads are 
tight, indicating easy access to capital for companies. 
 
The technical picture of the stock market is still bullish. Investor sentiment towards the US stock 
market is somehow negative (as evidenced by the outflows from mutual funds and ETFs) and 
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therefore it continues to support the market. The last stages of a bull market typically see a melt-
up in stock prices, with oil prices surging along with interest rates. This is hardly the case now.  
 
Our main concerns are: (1) relatively high market valuations (2) the contraction in US and 
Global manufacturing and (3) rising geopolitical tensions. At this time, however, none of these 
are sufficient to justify dramatic changes in our portfolio stance. 
 
 

   Table 1 – Pros and Cons of Current Stock Market  
   Despite the softening economy and high valuation, the US stock market remains well supported  
 

PROS CONS 

LEADING ECONOMIC INDICATORS ARE STILL POSITIVE AND SO 
IS THE YIELD CURVE 

 

MANUFACTURING IS CONTRACTING 

CONSUMER CONFIDENCE/EMPLOYMENT REMAINS STRONG 
 

STOCK MARKET VALUATIONS ARE ABOVE 
FAIR VALUE 

TREND AND TECHNICAL CHART IS POSITIVE 
 

TRADE WAR WITH CHINA MAY NOT BE 
OVER 

CREDIT CYCLE HAS NOT TURNED  

THE FED IS BEING PATIENT 
 
MASSIVE OUTFLOWS FROM US EQUITY ETFS AND MUTUAL 
FUNDS ARE CONTRARIAN INDICATORS 

 

 
 
While we do not see a recession commencing soon, we do see valuations stretched, compared to 
their history.  Patience and discipline are everything in investing. Long-term growth and 
compounding require time and staying invested! It is not timing the market but time in the 
market! 
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4.  CONCLUSIONS 
 
2019 was a great year for investors, 
not as much for the economy. The 
rally has been fueled both by the Fed 
“about face” on interest rates and the 
prospect of a trade deal with China. 
Most of the economic weakness 
experienced in 2019 was in 
manufacturing and was a likely 
consequence of the supply chain 
disruptions caused by the global trade 
uncertainties. 
 
The 2010-2019 decade was 
remarkable in many regards. One of 
them is that the US economy for the 
first time ever did not experience a 
recession. Some of the most 
consequential events that occurred 
during the decade were: (a) the “new 
normal” in monetary policy, (b) the advent of smart phone, social media, and cloud computing 
and (c) the oil and gas shale revolution. We are sure that in the next ten years we will experience 
as many changes as we did in the last ten. 
 
Our outlook remains constructive as we believe interest rates are not going to move much, while 
the US economy is pretty resilient (there are no worrisome excesses) and markets are supported. 
We anticipate lower rates of return on many asset classes. The ability to choose the right 
securities as opposed to the right markets will be increasing more important in the coming years.  
 
We take this opportunity to also remind you that we have moved offices. Our new address is 
below. On December 20, 2019, the US Congress passed the SECURE ACT. This legislation 
reforms retirement accounts and if you Individual Retirement Account (IRA) you may be 
affected. Please do not hesitate to call us for clarification. 
 
Sincerely, 
Livian & Co. Team 

 
 

450 7th Avenue, Suite 801 
New York, NY 10123 
Phone: (212) 319-8900 

www.livianco.com 

 

§ We expect the Federal Reserve to stay 
accommodative and possibly cut rates one more 
time in the second half of 2020. 

§ Our estimated equilibrium level for the 10-year US 
government bond yields is around 2% (+/-0.5%). 

§ Given the conditions above, income-oriented 
securities remain attractive. In particular, we remain 
constructive on high quality preferred securities and 
dividend growing stocks. 

§ We slightly reduced our long-term expected returns 
across the board for all asset classes. However, we 
do not anticipate a severe economic contraction in 
the near future, as the US economy remains well 
balanced and without any excesses. 

§ Given the late stage of the business cycle, we 
recommend being selective when it comes to the 
quality and valuation of the securities in which one 
invests. 


