
 

 
8460 Tyco Road, Suite E 

  Vienna, Virginia 22182-2219, U.S.A. 
(703) 847-4380, www.ExperientialWealth.com 

 

 

 

 

 

January 3, 2020 

Happy New Year! 

 

 

• From an aggregated lens, the U.S. and the world have recovered from the 

Global Financial Crisis (GFC). The global labor economy is at its best in a 
generation; private wealth or net worth has exceeded pre-crisis highs; 

and the stock markets have seen a decade of returns that were not 
imaginable at the end of the Lost decade. However, below the surface, 

there is significant unevenness. The super dependence on monetary 
policies globally is a sign that we are not back to the old normal. With 
technological disruption (the Fourth Industrial Revolution) and aging 

demographics (low inflation, low productivity, low growth), the New 
normal is the normal – a 2-2-2 world of 2% growth, 2% inflation and 2% 

bond yield where savers continue to subsidize borrowers and central 
banks will never be back to the good old days again.   

• 2019 was a great year for risk assets (S&P500 returned 31.49%), and 

bonds (core bonds returned 8.72%) did very well too.  This type of 
positive correlation is unusual. Traditionally, when in a risk-on market 

(equities do well), core fixed income does poorly. For 2020, we expect 
equities (U.S. and EM) to continue to do well relative to core fixed income 
where return would likely be limited to the bond yield.   

• Being cautious by improving portfolio quality and looking for additional 
diversifiers (from stocks and bonds) will cushion the portfolio from 

unexpected equity drawdowns. 
• There is no recession as long as the consumer holds up.  We expect the 

labor market to continue to be robust with gradual improvement in real 

wages and to provide the support for the 11th year in economic 
expansion.  

• GDP for 2020 is not going to be a breakout year. Thus, it will likely be in 
the 1.9% to 2.2% range, and core inflation will continue to stay under the 
Federal Reserve’s 2% target.  It is not likely that the Fed will cut interest 

rates in the next 12-months, unless there is an unexpected shock to the 
economy, while ECB, BOJ and PBOC will continue their dovish monetary 

policy path. 
• Being an election year, we expect the market to increase in volatility as 

we get into the final campaign season beginning in the summer.  If we 

can get a decent return in the first 3 to 4 months in 2020, de-risking may 
be prudent. 
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A Decade of Recovery leading to a 2-2-2 World 

This quarter is the last quarter of 2019 and the end of a decade.  We started 
the decade at the beginning of recovery with intermittent “green shoot” 
sightings in the post Global Financial Crisis (GFC) world and debating if the 
recovery would be a V-, U- or L-shape.  The official end of the Great 
Recession was June 2009.  Today, we can confidently say that it has been an 
L-shaped recovery. Unconventional monetary policies implemented to save us 
from a financial depression remain in effect today.  This is an economy which 
remains dependent on (or perhaps addicted to) monetary policy support. The 

4% plus GDP of the ‘50s and ‘60s gave way to the 3% plus ’70s, ‘80s and ‘90s 
decades, and the first two decades of the 21St Century are growing at the 2% 
range.  The decade of the 2000s includes the housing punctuated Great 
Recession that devastated middle- and lower-income families and the financial 
and banking sectors with impacts rippling through the economy and much of 
the connected economies globally.  

 

The impact also laid bare the vulnerabilities of the European Monetary Union 
without a fiscal union and tested the member countries’ resolve and 
commitment to keeping the grand (political) experiment alive and remaining 
steadfast for “an ever closer union.”  The GFC bubbled up the differences 
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among member countries, the cultural divide between the north and the south, 
the intertwined relationship between the sovereigns and their banks, and the 
downside of a monetary union which denies member countries the ability to 
use currency as a tool to jumpstart individual state’s economic recovery. 

Although the U.S. is experiencing the longest economic expansion in history 
with no real visible signs of a recession on the horizon, the recovery has not 
benefited everyone equally.  This is also the case in many other developed 
economies, and the recovery is complicated.  There are many reasons for this 
unevenness. 

First is a lack of an ability (too much existing debt) or political willingness to 
unleash fiscal policies to redistribute income and wealth more evenly and to 
invest massively in infrastructure (to generate current demand and to create 
future supply) as well as retool and reeducate the lower half of the social and 
economic population. It is widely acknowledged today that the European 
austerity program of tight fiscal policy with tax increases was the wrong 
approach. Now, reaching the monetary endpoint, central bank policies are 
more about maintaining status quo and using forward guidance and calibrating 
inflation expectation as policy tools to manage interest rate movements. 
Starting with past president of the ECB, Mario Draghi, and continuing with the 
new president, Christine Lagarde, the ECB has and continues to promote 
member countries to unleash responsible fiscal policies. 

Second, the 10-plus years of financial repression where monetary policy 
depressed income to savers by lowering interest rates in order to subsidize 
borrowers distorted financial conditions.  This has not only made savers earn 
less but made them save more and spend less.  The table below shows the 
average stock market returns (ending 12-26-2019) by decades. the first 10-years 
in the 21st Century gave us the “Lost Decade” with an average 1.21% U.S. equity 
return per year. These policy actions and the thirst for higher return drove 
investors to take on ever more risk and drove the financial markets to higher 

highs.  This decade long 
“borrowing forward” of future 
returns will deliver lower average 
returns in the next decade to 
investors. For savers and 
institutions seeking the needed 
return on capital, they had to 
abandon caution and take on risks 
that they otherwise would not 
take.  Corporate earnings have 
kept up through financial 

engineering, low borrowing cost, building efficiencies and M&A.   
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We witnessed a failed transmission mechanism for negative interest rate in 
other developed economies (DEs) to bring the desired outcome to push savers 
to spend or invest.  Instead of passing the negative rate to borrowers, the 
banks absorbed the difference.  To compensate, banks have marginally raised 
lending rates and eroded lending activities. At the same time, the post GFC 
diminished aggregate demand has slowed the full recovery of demand for loans 
by businesses to invest and spend. Although corporate America has seen a 
significant increase in debt since the GFC, much of the debt (due to the low 
interest rate) is to finance stock buybacks, refinance existing loans, pay 
dividends and for mergers and acquisition (as the only way to stay relevant and 
grow).  Most of this debt is non-productive. 

Third, the GFC and its aftermath came at a time when the aging demographic 
shift (low birth rate coupled with an aging population) has become more 
pronounced.  This has significant savings, consumption, employment and 
productivity implications and challenges. Additionally, in the U.S., there has 
been a continuing shift of the prime working age population moving to urban 
areas and cities, leaving the heartland for opportunities and prosperity. The 
implication here is obvious.  The country is likely to be more differentiated 
between the two coasts and other city centers versus the rest of America.    

Fourth, the rolling and significant meaningful impact from the Fourth Industrial 
Revolution (digitization, robotics, IOT, AI, etc.) is forcing institutions and 
governments to adjust and adapt at an ever faster speed, delivering uneven 
societal impacts and (positive and negative) disruptions.  Blunt government 
instruments (fiscal and monetary) are rendered ineffective or incomplete.  The 
evolution and revolutionary changes usher in an age of disinflation with 
exaggerating wage and wealth disparity.  After 10-years (actually the trend 
began much earlier) of recovery, the fantastic employment statistics hide the 
jaggedness of “full” employment and skilled matched opportunities. The 
underlying dissatisfaction, desperation, and sense of unfairness or perhaps 
entitlement have given rise to left- and right-wing populism, and inward 
focused nationalism with the “left-behinds” looking to politicians to give them 
voice and representation to reverse the trend.   

Fifth is globalization. This is synonymous with the American Century.  
Globalization has been the trend since reconstruction of war-torn Japan and 
Germany through technology transfer, massive investments and establishment 
of trading rules and systems with global institutions.  With the 1972 visit of 
Nixon to China, which marks the beginning of China’s reopening to the world, 
to being the second largest economy today; the 1991 fall of the Berlin Wall and 
the dissolution of the Soviet Union, creating the unipolar world; to the 
formation of the EEC in 1957, a precursor to the 1993 establishment of the 
European Union and the 1999 introduction of the common currency euro; the 

https://www.weforum.org/focus/fourth-industrial-revolution
https://www.weforum.org/focus/fourth-industrial-revolution
https://www.weforum.org/focus/fourth-industrial-revolution
https://www.weforum.org/focus/fourth-industrial-revolution
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world has grown rich together and more peaceable on the whole.  From a 
macro level, globalization has not only lifted over 1.5 billion out of poverty 
globally, it has democratized the benefits of technology, made foreign direct 
investments more frictionless, and significantly improved economies of scale 
and held down prices.  Emerging and Developing Markets (EDMs) economies 
(including post-war Japan and Germany during the decades after WWII) have 
seen significant growth while workers enjoyed real wage increases and rises in 
their standards of living.  In the case of China, according to the 2013 McKinsey 
article of “Mapping China’s Middle Class”, 4% of China’s urban households 
were considered middle class and they were projected to be 75% by 2022.  The 
borderless nature of globalization, enhanced by technology, made ideas, 
capital and labor move more freely, and this has significantly impacted industry 
segments as lower cost labor in EDMs replaced higher price DE labor from 
manufacturing to even services today.  Ultimately, companies and industrial 
segments abandoned domestic production all together.  With favorable multi-
lateral agreements and global trade organizations offering agreed-to rules of 
the road and dispute resolution, the name of the game became efficiency 
through transborder division of labor (supply chain and value chain). Local and 
federal governments in DMs however failed to anticipate the fallout of obvious 
consequences and legislated proactive steps to install safety nets and support 
for those who were displaced, and communities were left devasted.  

Today, for those who continue to benefit from the never-ending support of the 
monetary authorities and for those workers with the skillsets working in 
segments that exploit and participate in the Fourth Industrial Revaluation, their 
economy looks quite good.  They see rising income, wealth and job security.  
However, for the remaining workers, they may be grateful for landing one or 
multiple service or low paying jobs but see little upside to their industry or 
career with few alternatives or opportunities. In the U.S., for example, those 
who are willing to move are doing so, and those left behind are likely to stay 
left behind.  We are going through a multi-decade transformation and creative 
destruction. The private sector will survive and take necessary risks and move 
forward. Not unlike the rest of DMs, the U.S. needs supportive long-term 
structural and policy reforms that will lift the “left behind” population and 
restore their American Dream while not jeopardizing the entrepreneurial, risk-
taking and innovative spirit that underpins the dynamism and success of this 
economy. Looking forward, Christine Lagarde at the Frankfurt European 
Banking Congress stated that “[w]e are starting to see a global shift – driven 
mainly by emerging markets – from external demand to domestic demand, 
from investment to consumption and from manufacturing to services.”  All 
these mean a world that is slowing with limited options to spur growth. We will 
likely remain in in a “2-2-2” world of 2% GDP, Inflation and interest rates. 

https://www.mckinsey.com/industries/retail/our-insights/mapping-chinas-middle-class
https://www.mckinsey.com/industries/retail/our-insights/mapping-chinas-middle-class
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IMF & OECD: We have a global synchronized slowdown. 

The October 2019 IMF meeting introduced the 2019 World Economic Outlook 
which points out that global growth continues to slow due to rising trade 
barriers; elevated uncertainty surrounding trade and geopolitics; idiosyncratic 
factors causing macroeconomic strain in several emerging market economies; 
and structural factors, such as low productivity growth and aging demographics 
in advanced economies. Take the case of China.  It was engineering a shift 
from export (outward) dependence to a more balanced economy with more 
dependence on domestic (inward) consumption.  This means gravitating away 
from a significant reliance on export and manufacturing to a more balanced, 
self-reliant, service-based economy, similar to the U.S. Along the way, China 
was also attempting to slow down credit growth in an effort to manage or 
avoid a credit bubble. Uncomfortably, this self-engineered shift and slow down 
over time has been sped up, disorderly, by the U.S.-initiated trade disputes.  
Being the factory floor of the world for years, this also means a disruption to 
the global supply and value chain.  Global buyers, sellers, value-adders and 
manufacturers have to rethink their production and sourcing costs, capital 
investments, partnerships and reliability.  Further, they have to find a “plan B”.  
All these otherwise well-settled decisions are being tested and reexamined 
during a time where politically driven policy decisions can be capricious, 

unpredictable and reversable.  This kind of uncertainty naturally injects caution 
and pause in decision making which further impacts economic activities and 
capital investments globally. IMF has downgraded its global growth forecast 
for 2019 to 3%, its slowest pace since the GFC. This is a significant reduction 
from the global synchronized growth year of 2017 at 3.8% 

With all the talk about a China slowdown, China’s growth remains head and 
shoulders above the DEs (left chart above).  There is little doubt that the 

https://www.bloomberg.com/opinion/articles/2019-01-13/xi-s-leading-china-s-economy-into-the-middle-income-trap
https://www.bloomberg.com/opinion/articles/2019-01-13/xi-s-leading-china-s-economy-into-the-middle-income-trap
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largest economy will be China (in blue) within the next decade as the U.S.’s (in 
red) growth is likely to hover in the 2% range.  

According to the IMF, a few factors 
are driving further global slowdown: 
(1) higher tariffs and prolonged 
uncertainty surrounding trade 
policy have dented investment and 
demand for capital goods, which 
are heavily traded. The left graph 
shows import and export activities 
among advanced and emerging 
economies.  Since the rebound in 
activities in 2010, there has been a 
persistent slowdown, with an 
exception in 2017.  Since then, the 

impact of the global trade disputes and tariffs have had significant impact in 
trade flows. (2) The automobile industry is contracting due to disruptions from 
new emission standards in the euro area and China that have had durable 
effects. Consequently, trade volume growth in the first half of 2019 is at 1%, the 
weakest level since 2012. However, the services sectors across much of the 
globe continue to shine; this has kept labor markets buoyant and wage growth 
healthy in advanced economies.  

Echoed by the Organization for Economic Co-operation and Development 
(OECD) November 2019 Economic Outlook, global growth outcomes and 
prospects have steadily deteriorated over the past 2 years, amidst persistent 
policy uncertainty that contributed to weak trade and investment flows.  

OECD now estimates global GDP growth to be at 2.9% this year and projects it 
to remain around 3% for 2020-21, down from the 3.5% rate projected a year ago 
and the weakest since the global financial crisis. Not unlike the IMF October 
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projection for the world economy, OECD is also expecting a rebound with 2019 
being the bottom of the economic malaise, but even the rebound is at a snail’s 

pace, barely pushing 3% in 2021. However, a number of indicators may be 
suggesting that it is not smooth sailing from this point forward. 

The top left chart above shows that trade and investment may have hit bottom 
and are now rebounding. Part of this may be due to the confidence that the 
USMCA (a.k.a. NAFTA II) will be ratified in early 2020 and the Phase One U.S.-
China trade deal will be signed in the first months in 2020.  Regardless if the 
Phase One deal is a one and done deal or if there will be Phase Two or Three 
deals to come, the Phase One deal offers a reprieve from further escalation of 
trade tension and a relaxation of some tariffs from both sides.  If nothing else, 
the directionality is positive.  Also, 2020 being an election year in the U.S., it is 
unlikely that the current Administration will take actions that could jeopardize 
economic stability and  consumer sentiment.  With that said, it also does not 
mean that campaign trail rhetoric would not escalate some trade tension.  
Further, verbally attacking trading partners to bolster America First sentiment 
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is a great diversion from anything related to foreign interference to domestic 
election and impeachment. 

According to the December 9, 2019, 
JP Morgan Global PMI Report from 
Markit, the survey shows that 
Global manufacturing PMI has 
shown signs of turning with 18 of 
the 30 markets surveyed rising.  
Further, the Global PMI Output 
index is also on a rebound.  It is 
too early to tell if this is a 
temporary rebound or a beginning 
or a sustainable direction of better 
global growth to come. 

10-years after the GFC, the mix between monetary and fiscal policies remains 
unbalanced. This year, after Fed’s 9-interest rate normalization process, central 
banks have been easing (Fed lowered rates 3 times and stopped balance sheet 
normalization and ECB took more QE action) to offset the negative impacts of 
trade disputes and helping to stave off further worsening of the economic 
outlook. To date, other than a few countries, fiscal policy has only been 
marginally applied and with little investment. Trade and geopolitics are 
eroding the well-entrenched, rules-based system that promoted and supported 
global trade. These are not temporary factors that can be resolved by monetary 
or fiscal policies alone; they are structural and systemic. Uncertainty is 
expected to continue to be a dark cloud over globalization, chilling growth.  

The U.S. Economy 

The third and final estimate for third quarter real GDP growth was 2.1%.  
Positive contributors were Personal Consumption Expenditure (PCE), federal, 
state and local government spending, residential investment, and exports.  One 
of the negative contributors was capital expenditure (Gross private domestic 
investment – Non-Residential Fixed Investments) which is down 2.3% 

https://cdn.ihsmarkit.com/www/pdf/1219/IHSM-PMI-overview_201912.pdf?utm_source=feedburner&utm_medium=feed&utm_campaign=Feed%3A+MarkitPMIsAndEconomicData+%28IHS+Markit+PMIs+and+Economic+Data%29
https://cdn.ihsmarkit.com/www/pdf/1219/IHSM-PMI-overview_201912.pdf?utm_source=feedburner&utm_medium=feed&utm_campaign=Feed%3A+MarkitPMIsAndEconomicData+%28IHS+Markit+PMIs+and+Economic+Data%29
https://cdn.ihsmarkit.com/www/pdf/1219/IHSM-PMI-overview_201912.pdf?utm_source=feedburner&utm_medium=feed&utm_campaign=Feed%3A+MarkitPMIsAndEconomicData+%28IHS+Markit+PMIs+and+Economic+Data%29
https://cdn.ihsmarkit.com/www/pdf/1219/IHSM-PMI-overview_201912.pdf?utm_source=feedburner&utm_medium=feed&utm_campaign=Feed%3A+MarkitPMIsAndEconomicData+%28IHS+Markit+PMIs+and+Economic+Data%29
https://cdn.ihsmarkit.com/www/pdf/1219/IHSM-PMI-overview_201912.pdf?utm_source=feedburner&utm_medium=feed&utm_campaign=Feed%3A+MarkitPMIsAndEconomicData+%28IHS+Markit+PMIs+and+Economic+Data%29
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following a contraction of 1% in the prior quarter.  After three quarters of 8% 
plus growth in spending and investment from 2017Q4 through 2018 Q2, CapEx 
has been on a downward trajectory.  This coincided with the significant fiscal 
stimulus from the Tax Cuts and Jobs Act and subsequent uncertainties created 
by trade disputes and imposition of tariffs.  

Although there was also a bump in consumer spending (PCE) as a consequence 
of the tax cuts, the PCE remains steady and supportive to the economy over 
time.  The left chart shows the quarter to quarter consumer spending as 

compared with the (less noisy) 
average trailing four quarter 
consumer spending (in orange 
color). Consumer spending has been 
supported by a strong labor 
economy, steadily rising real wages 
and a record-breaking financial 
market.  This is also the reason why 
the Trump Administration and the 
FOMC are both interested in 
fostering conditions that would 
extend consumer confidence to 

extend the economic expansion.  Although the economy is like a three-legged 
stool made up of consumers, businesses and government, it is the consumer 
that is the largest contributor to economic activities.  2020 being an election 
year, it is unlikely that any meaningful or large-scale fiscal spending will pass 
in Congress.  This means that government spending will be a minor contributor 

to GDP.  November ISM 
Purchasing Managers' Indexes 
(PMI), a monthly private company 
survey, is at 48.1%.  A value less 
than 50 means the sector is 
considered in recession.  The 
index has now been below 50 for 
four consecutive months.  The 
biggest contributor to this 
slowdown is the uncertain trade 

policies and imposition of tariffs by trading partners.  As pointed out above, 
there is a concurrent worldwide slowdown with falling imports and exports and 
declining production activities and new orders.  If uncertainty is lifted after the 
signing of a trade deal (or a trade truce) with China and final sign-off by each 
legislative body of the USMCA agreement, business sentiment would turn 
more positive.  We do not expect a serious turn in U.S. CapEx spending in 
2020.  This leaves again the consumer to do the heavy lifting for the economy.   
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According to the Atlanta Fed GDPNow, as of December 24, the economy is 
growing at 2.3% while the New York Fed Nowcast is projecting 1.19% as of 
December 27 for the 4th quarter. 

 

 

If the fourth quarter real GDP grows 
at 2.3%, this would make 2019 a 2.4% 
year. This is the higher end of the 2% 
to 2.5% post-GFC range.  The poor 
performing 2018Q4 at 1.1% and the 
bounce back in 2019Q1 at 3.1% 
somewhat distorts the full year 2019 
GDP growth rate. If we blend the 
2018Q4 and 2019Q1 growth rate, the 

average would be 2.1% and that would be the closer to the actual 2019 annual 
GDP growth rate. The bottom line is that the economy is back to the lower 
growth rate after the sugar high achieved from the debt fueled 2017 tax cut. 

The Labor Economy – The hits just keep on coming. 

Consumers represents 70% of the U.S. economy, thus employment, wages and 
consumer sentiment are important factors in measuring the temperature of our 
economy.  In 2019 when the interest yield curve inverted (short rates were 
higher than long rates), many observers suggested that a recession is 12 to 18 
months away.  We were not supportive of this view.  One of the main reasons 
for our non-recession view is the strength of the labor market and the gradual 
improving wage growth.  The following left graph shows the reduction in 
headline unemployment rate (U3), now at 3.5%, the broader unemployment and 
under-employment measure (U6) at 6.9% and participation rate at 63.2%.  These 
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are spectacular numbers.  At the 11th year of expansion, the economy continues 
to produce new jobs.  The lower right chart shows the trailing average monthly 
new job creation was 196,000 over the 6-month period. 

With these progressively tightening job markets, economists have been 
expecting higher wages which ultimately lead to demand pull inflation.  The 
lower left graph shows the real (inflation adjusted) hourly wage is growing at 
1.55% for all employees while the real rate is 1.83% for production 

(manufacturing) and non-supervisory employees on an hourly wage basis. These 
rates are better than a year ago, but they remain low at this phase of the 
economic cycle’s seemingly robust labor market. The lower right graph shows 
the Employment Cost Index which increased at a rate of 2.7% as of the end of 
the third quarter. This represents a combination of wages increasing at a 
normal 3% and benefits at a rate of 2%. 

 

 



13 
 

The upper left chart shows the difference between the number of unemployed 
and the number of jobs open. In March 2018, there were more job openings 
than the number of unemployed.  In September 2019, there were 1.412 million 
positions more than the number of unemployed looking for job.  The upper 
right chart from the JOLTS report shows that the rate for being laid off from 
work is fairly steady and low at 1.2% while the job opening rate is moving 
higher to 4.6%.  The quit rate is at 2.3% and has moved up some since January 
2016 at 2.0%.  This is an important statistic.  Workers who are confident about 
the economy are more willing to quit their jobs to seek better paid jobs.  
These are also the workers getting a higher wage.  If the unemployment 
continues to fall (i.e. sopping up whatever is left of those not counted as well 
as those who are unemployed) and squeeze the remaining slack, we expect the 
quit rate will move up and real wages will rise at a better clip. 

Finally, the left graph above shows consumer debt as a percentage of 
disposable income has remained fairly stable while the personal saving rate has 
moved higher.  Using the Federal Reserve data, the right graph above shows 
that the mortgages outstanding has returned to the 2008 Q1 level, showing a 
housing recovery.  Student loans and auto loans are super extended and have 
caused some concern regarding default.  However, loan defaults here would 
not likely cause a systemic shock (as in the mortgage crisis) but should be 
fairly self-contained.  Home Equity loans have plummeted since the GFC while 
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credit card debt has returned to the 2018 high.  This is also less worrisome as, 
stated previously, consumers are increasing their savings.  Thus overall, the 
consumer is looking fairly healthy.  As long as the labor economy continues to 
expand or at least not shrink, we will likely see steady wage growth and the 
U.S. economy will not fall into a recession. 

Low inflation everywhere 

We first review inflation surveys and forecasting. The Atlanta Fed survey of 
business inflation expectation for 2010 affirms 1.9% with a trailing 1-year 
expectation at 1.6%. The Cleveland Fed uses models to develop the 10-year 
expected inflation estimate. In December, the model projects a 1.71% average 
annual return which is comparable to the trailing 12-month average at 1.73%. 

The bond market participants expect a 1.86% inflation rate (on average) over 
the five-year period that begins five years from today. Further, the market has 
priced the spread between the 10-Year Treasury Constant Maturity Securities 
and 10-Year TIPS Constant Maturity Securities at 1.77% as a required 
compensation for inflation 10 years from now.   

Separately, the University of Michigan consumer surveys (see right chart 
above) in December registered a 2.3% inflation rate for 1-year and 2.2% for 5-
years.  Both are trending lower since early 2018. 

 

https://www.frbatlanta.org/research/inflationproject/bie/
https://www.frbatlanta.org/research/inflationproject/bie/
https://www.clevelandfed.org/our-research/indicators-and-data/inflation-expectations.aspx
https://www.clevelandfed.org/our-research/indicators-and-data/inflation-expectations.aspx
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We now review the backward-looking inflation data. The left graph below 
shows the monthly CPI and Core CPI increased at 0.3% and 0.2% respectively.  
The right graph below shows the annualized CPI and core CPI increased at 
2.1% and 2.3%. 

The preferred gauge for inflation is the Personal Consumption Expenditure 
(PCE) and the core PCE.  The following two graphs compare CPI with PCE at 
2.1% vs. 1.5% and the Core CPI vs. Core PCE at 2.3% vs. 1.6%.  According to the 
current PCE and core PCE readings, the U.S. is still 25% behind the Federal 
Reserve target for inflation at 2%. 

Finally, the Atlanta Fed divides the CPI into Flexible and Sticky components 
where items that are more sensitive to short term price changes are grouped in 
the Flexible category while the less short-term sensitive (such as rent) are 
grouped in the Sticky category.  The idea being that long-term inflation and 
inflation expectation are likely to be more affected by the Sticky group. 

https://www.frbatlanta.org/research/inflationproject/stickyprice.aspx
https://www.frbatlanta.org/research/inflationproject/stickyprice.aspx
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The graphs on the prior page show that the Sticky portion of CPI and Core 
CPI are both at 2.8% inflation rate currently as compared to a 0.4% Flexible 
CPI and 0.1% for Flexible Core CPI. The core CPI rates are fairly stable over 
time. 

Overall, we have currently low and stable inflation rates, and the inflation 
expectations are less to much less than the Federal reserve targeted 2% level.  
This is a concern, and the Federal Reserve has initiated a one-year study to 
formulate how their monetary policies can better manage this undershooting of 
inflation.   

The reality is that we are living in a low inflation/disinflation world with 
serious structural factors such as an aging population (productivity and 
savings), technological advancement (doing more with less) and a world of 
huge sovereign indebtedness (misallocation of assets with little room for fiscal 
policy and increasing servicing cost). These factors cannot easily be altered 
and are expected to get worse, thus putting more pressure on growth and 
reflation. 

Thank you, Chair Powell! 

After 9 rate cuts since December 2015, Chair Powell initiated a pause and pivot 
policy that lead to three 25bp “mid-cycle” rate cuts, although, at the time, many 
had pushed back thinking that the economy was doing well and there was no 
need to cut so quickly.  The top left graph shows the drop in the Fed Funds (1-
month) from 2018, and yet it is still much higher than 2016.  However, the curve 
continues to flatten with 10-year rates lower than the prior three years.  The 
2019 treasury curve journey was certainly not a straight line.  The 10-year yield 
dropped from January 2, 2018, at 2.4% to 1.47% by the middle of the summer 
before escalating back up to end the year at 1.92%.  The market was 
experiencing a bout of uncertainty during the first half of the year with regards 
to U.S trade and global economic slowdown as well a belief that we may be 
going into recession soon.  After the three rate cuts, the financial conditions 
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eased and gave the market a boost to take risk and rates went back up again. 
The following is the Economic Projection from the FOMC December meeting.   

The projection for GDP is a gradual slowdown to 1.8% in 2022 (no change). This 
ought not be surprising with the world trade disputes, global economic 
slowdown, geopolitical flareups, and the fact that we are in the 11th year of an 
economic expansion. In the case of unemployment, the Fed is projecting that 
we have hit bottom and unemployment will rise a bit from 3.5% in 2020 to 3.7 
in 2022.  This would be consistent with the economic slowdown projection.  
When it comes to inflation, the Fed will always be more optimistic and project 
the core PCE will return to 2% soon (in this case in 2021).  The Fed has to 
project this to preserve its commitment to the 2% target as well as be 
consistent with its forward guidance.  We believe that inflation will likely 
continue to disappoint.  Based on the Fed’s projections, they expect the Fed 
Fund rate (the neutral interest rate) to be at 1.6% next year or no change but up 
to 1.9% in 2022.  This is consistent with the Fed’s position to stay on hold and 
observe incoming data and news. It is also unusual for the Fed to make rate 
decisions during an election year. However, if there is a move, the bias is to 
the downside. During the press conference after the FOMC December 
meeting, Chair Powell stated that the FOMC “believe[s] that the current stance 
of monetary policy will support sustained growth, a strong labor market, and 
inflation near our symmetric 2 percent objective. As long as incoming 
information about the economy remains broadly consistent with this outlook, 
the current stance of monetary policy likely will remain appropriate.”  This 
means the current rate is the new “neutral rate” for now. 
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According to the CME Group’s interest rate monitor, the market is not 
expecting a rate increase in 2020.  In fact, the market suggests that there is 
only an even chance of the rate staying the same or being cut in the December 
2020 meeting.  Of course, all this will change if Trump is thrown out of office 
by the Senate; North Korea begins to test nuclear weapons over Japan and 
South Korea and Mr. Trump rachets up “war” rhetoric; China decides to back 
out of the Phase One trade deal; or a slew of other known and unknown 
disturbing geopolitical events occur. 

Happy New Year 

Time is a human construct. Simply because we crossed over one day and into a 
new “year” and a new “decade” is arbitrary. As such, we expect the stock 
market to continue to perform well for the first quarter as we continue to have 
ultra-accommodative monetary policies here and globally. China has and 
continues to loosen fiscal and monetary policies to support a slowing economy 
and uncertainty created by long-term trade friction with the U.S. and the flare 
up of political unrest in Hong Kong and Western China, not to mention 
Taiwan. 2019 turned out to be a great year for stocks and bonds.   

However, we do not expect this type of positive correlated returns in 2020.  
We continue to favor the U.S. and especially the tech sector of the economy in 
the long run.  In the case of foreign markets, we prefer emerging over 
developed markets (i.e. Europe and Japan).  With the Fed on hold and possibly 
lowering rates some more, the U.S. dollar has likely topped. This is good news 
for emerging markets and commodities.   
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Stock market returns are 
attributable to three main 
components: multiple expansion, 
earnings per share and dividends 
paid.  As reported by the WSJ 
Daily Shot, the 2019 stock market 
(S&P 500) return was primarily 
attributed to multiple expansion.  
This simply means that the market 
was willing to pay a higher multiple 
for each dollar of earnings (as 
opposed to earnings growth).  This 
completely reversed the 2018 
market experience.  The S&P 500 
Index Total Return for 2019 was 
31.49% compared to a loss of 4.38% 
in 2018. The single biggest change 
between the two years is the Fed’s 
monetary policy that went from 
hiking to cutting rates and the ECB 
extending large scale asset 
purchase. 

At the same time, according to 
Bloomberg’s 10-1-2019, report, not 
since 2015 has there been more 
downgrade (primarily in the high 

yield segment) than upgrade (primarily in investment grade segment) of 
corporate debt by S&P.  Credit quality deterioration can be caused by multiple 
factors, but the central theme is that the downgraded issuers have increased 
repayment risk. Yet, the Bloomberg Barclays High Yield Bond Index 2019 return 
was 14.32%.  The power and influence of the central bank over markets cannot 
be overstated. 2019 is another example of the post GFC monetary elixir 
keeping the financial markets humming while the investors and savings go 
further out the risk spectrum to seek return. 

It is difficult to see much return from core fixed income going forward.  2020 
will be a coupon clipping year, and the return would equal the current yield. 
The neutral rate will stay put. The Fed has clearly stated that they are shooting 
for inflation symmetry.  This means that, even when inflation returns or 
exceeds the 2% target, the Fed will not raise rates.  That is not the case on the 
longer end of the yield curve where the market exerts control. With bond 

https://www.bloomberg.com/news/articles/2019-10-01/s-p-takes-most-bearish-stance-on-u-s-corporate-debt-since-2015?mod=djemDailyShot&mod=djemDailyShot
https://www.bloomberg.com/news/articles/2019-10-01/s-p-takes-most-bearish-stance-on-u-s-corporate-debt-since-2015?mod=djemDailyShot&mod=djemDailyShot
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yields at historical lows, bonds have little cushion to protect from capital 
losses (i.e. inverse relationship between interest rate and bond price). 

The following table shows the performance of a number of benchmark indexes 
as proxies for asset classes.   

The three most asked questions in 2019 were: (1) Will President Trump be 
kicked out of office? The answer is no. (2) Will there be a trade deal with 
China? The answer is yes. (3) Will there be a hard Brexit?  The answer is 
unlikely but without certainty. Some of the worries and risks have subsided, 
but I am sure they will be replaced by new uncertainties.  We have an 
economy that is fully supported by dovish monetary policy, and if employment 
stays robust, consumers will again be there to support the expansion for 
another year.  For now, let’s enjoy the risk-on first quarter.  As we get closer to 
the general election, we expect market volatility.  

Sincerely yours, 
EXPERIENTIAL WEALTH 
Philip Chao 
Principal & CIO 

On October 16, 2019, we changed our name from Chao & Company to 
Experiential Wealth. The firm’s ownership, structure and services remain the 
same. The name change is to better express our mission – to advocate and 
serve our clients in optimizing their stated outcome.   

This quarterly commentary represents the current views of Experiential Wealth, and they are 
subject to change. This Firm has no obligation or responsibility to update our views.  The 
comments and views should not be deemed as Philip Chao, or any member of this Firm, 
offering personal or personalized investment advice. The quarterly commentary is 
informational only and is insufficient to be relied upon to make any financial or investment 
decisions or to make any changes to your financial condition. 


