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U.S. stocks regained the ground lost in 2018’s fourth quarter plus some during a vigorous first-half run that 
lifted YTD valuations for all broad asset categories.  The S&P 500 was up 18.54% and broke through 3,000 
for the first time; U.S. aggregate bonds were up 6.12% and international stocks and commodities also fared 
well, which doesn’t always happen when stocks are strong.  
 
Today the credit markets continue to expand with Fed Chairman Powell all but promising another rate cut by 
month-end; low interest rates have caused the amount of high grade US corporate debt to expand to an 
amount that now exceeds 30% of US GDP—about twice the percentage amount in 2008. The amount of low 
grade corporate debt is now nearly half of all US corporate debt—it was about 35% in 2006 and today, 
worldwide debt of nearly $13 trillion is now parked in mostly short term securities that yield less than 0%. 
For example, the investors who purchased Portuguese treasury bills of May 15, 2020 will pay the market 
0.429% for the privilege of holding this debt.  
 
Why does this matter? To begin, low grade credits are vulnerable to falling earnings and rating downgrades. 
Here in the U.S., the markets are focused on two looming macro questions—the likelihood of a trade deal 
between the US and China and a continuation of strong US employment statistics.  Today, the proverbial 
“canary-in-the-mine” is not breathing easily.   
 
In this environment, an almost unimaginable event occurred recently when former Treasury Secretary, 
Lawrence Summers, now a Harvard economist, agreed with President Trump on monetary policy. In the 
Washington Post on June 4th, Summers said that, “The best way to take out recession or slowdown 
insurance would be for the Fed to cut interest rates by 50 basis points over the summer and by more, if 
necessary, in the fall.” Both the equity and credit markets around the world face a variety of uncertainties:  
slowing global economic growth, escalating trade tensions, a “hard” Brexit in the UK and soft corporate 
earnings. And let’s not forget geopolitical tensions: Venezuela, Iran, North Korea and now Turkey are all 
potential flash points. One wonders how this will end.  
 
The first half of 2019 was driven by multiple-expansion of valuation metrics and monetary accommodation 
by the Fed. We’re not sure what will drive the second half of the year. So, having laid out the risks, what are 
our thoughts on solutions? 
 
First, when the yield curve begins to invert—this means short term yields exceed those for long terms—it 
usually signals a change in market leadership. For equities, we think this will mean a movement from growth 
into value.  We also expect international returns to outperform U.S. markets due to the steep valuation 
discount. In this environment, diversification matters even more; today we’re seeing the lowest correlation in 
20 years. (Correlation measures the extent to which worldwide stock markets move in sync with each other.) 
Given this backdrop, we think investors should have an appropriate amount of broad international portfolio 
exposure, in both emerging and developed markets.  The chart below shows the relative performance of U.S. 
and international stocks during times when the yield curve is on the verge of inversion. When the blue line is 
rising, international stocks (MSCI EAFE Index) are outperforming U.S. stocks. When the orange line is 
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rising, U.S. stocks are outperforming international stocks. The shaded areas are periods when the U.S. yield 
curve was inverted. 
 
 

 
 

Source: Charles Schwab & Co., Inc. 


