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Recession Watch
Percent of US Treasury yield curves inverted

Presenter Notes
Presentation Notes
Historically, an inversion of the U.S. Treasury yield curve tends to signal a global recession. There are about 90 different U.S. Treasury yield spreads when comparing every shorter maturity to longer active maturities. Rather than picking just one yield spread, like the 10-year to 2-year, looking at all of the spreads tells us how much of the whole curve is inverted. Since early August, more than 50% of yield curves inverted.



Recession Watch
Global leading indicators point to global recession

Source: Charles Schwab, Organization for Economic Cooperation and Development, Bloomberg data as of 2/3/2023.

Presenter Notes
Presentation Notes
A global recession likely began sometime during the third quarter. One important indicator that is signaling a recession is likely underway is the leading indicator for the world economy produced by the Organization for Economic Cooperation and Development (OECD). A drop in this index below 99 tends to happen right around the start of a global recession: in early 2020, in early 2008, early 2001, in late-1990, late 1981, mid-1974, and mid-1970 as you can see in the chart below. A close look at the chart reveals that after the recessions in the early 1990s and early 2000s this indicator dipped below 99 for a second time before recovering. Today, the indicator is below 99 and may be signaling another recessionary period. 



The Three Bears
Bull and bear market trends over the past 72 years show the other three bear periods were in the 1970s.

Stocks
S&P 500 until 1970 then MSCI World Index
In general, a bear market is a decline of 20% or more.

Bonds
Bloomberg US Intermediate-Term Government Index Yield to Worst
In general, a bear market is a sharp or steady rise in yields.

Real Cash
3 Month US Treasury Yield less CPI year-over-year % change
In general, a bear market is when the T-bill yields less than inflation.

Source: Charles Schwab, Bloomberg data as of 1/11/2023. Past performance is no guarantee of future results.
The S&P 500 includes 500 leading US companies and captures approximately 80% coverage of available market capitalization.
The MSCI World Index captures large and mid-cap representation across 23 Developed Markets countries. With 1,539 constituents, the index covers approximately 85% of the free float-adjusted market capitalization in each country.
The Bloomberg US Aggregate Bond Index measures the investment grade, US  dollar-denominated, fixed-rate taxable bond market and includes Treasuries, government-related and corporate securities, MBS,ABS and CMBS. 
Stock market represented on log scale indexed to 100 on Dec 31, 1969.



Shark Attack: US and International

Source: Charles Schwab & Co., Inc, Bloomberg data as of 1/19/2023. Past performance is no guarantee of future results
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Presenter Notes
Presentation Notes
A major shark attack is underway that could take a big bite out of unprepared investors’ portfolios. Those who haven’t rebalanced, trimming what had been outperforming and buying what had been lagging, could be especially at risk. Recessions and bear markets, followed by recoveries, happen at the turning points of every cycle. The leaders of the last cycle tend to reverse and fall the most in the bear market while the recovery and next cycle tend to see new leaders. Therefore, the looming risk of recession makes it a good time to rebalance from U.S. to International and Growth to Value. The chart shows what stock market shark attacks look like using the relative performance of U.S. and international stock indexes. The lines are just the ratio of one index divided by the other. When the blue line is rising, international stocks are outperforming U.S. stocks. When the orange line is rising, U.S. stocks are outperforming international stocks. They are mirror images of each other.There were numerous baby shark attacks around recessions in the 1970s and 2000s. But, in the late 1980s, the jaws were gaping wide after about a decade of international stock market outperformance. As U.S. stocks began to outperform, the enormous jaws began to close and took a big bite out of the portfolio of investors who hadn’t rebalanced away from international stocks. Now, the shark’s massive jaws are open wide again, having been extending for more than 10 years. This time markets appear to be prepared to take a bite out of the relative performance of the U.S. stock market. We could see another a shark attack as international stocks begin to outperform. You may recall that we wrote about how to prepare to avoid this shark attack a couple of years ago. We thought the 2020 recession would start the shark attack, as recessions had generally marked the start of changes in relative performance as the jaws slammed shut in the past. But the 2020 recession was too brief and saw too much stimulus further inflating U.S. growth stocks. Now, the likely coming recession may finally bring the change in leadership as the Fed and other central banks drain the ocean of liquidity that had been floating U.S. growth stocks ever higher. No one knows for sure if we have seen the peak of U.S. stock market outperformance of international stocks; the shark jaws could open still wider after appearing to begin to bite down so far this year as international stocks outperformed. But the risk of a shark attack is pretty high. Prepared investors should be thinking about the turning tide and rebalancing their portfolios from the U.S. to international stocks back to their long-term allocations after more than a decade of U.S. outperformance.



Shark Attack: Growth and Value

Source: Charles Schwab & Co., Inc, Bloomberg data as of 1/11/2023. Past performance is no guarantee of future results

R
at

io

R
at

io

Presenter Notes
Presentation Notes
Another shark attack could result from the wide gap between the performance of the equity investing styles of growth and value, as you can see in the chart.Growth stocks sharply outperformed value in the late 1990s, led by the Information Technology sector. Then as Tech stocks crashed, value stocks began to outperform from 2000 to 2007 and the jaws again widened, led by the Financials sector. As the Global Financial Crisis erupted in 2008, stocks returned to growth leadership, again led by the Tech sector. While the jaws have already begun to bite down, it may not be too late to rebalance from growth to value. Growth and value are two fundamental approaches, or styles, in stock investing. Growth stocks tend to offer strong earnings growth while value stocks appear to be undervalued by the market. There are many ways to define value stocks rather than merely the index definitions, we have favored low price-to-cash flow stocks (short duration) as an important value factor this year. International and value stocks are not immune to losses in a bear market, but they may fare better. Even more importantly, as the tide reverses, international and value may be better positioned to perform in the cycle that will follow since these shifts in market leadership tend to last for years. Investors often pay a lot of attention to the direction of the overall market and may miss changes in asset class trends under the surface that shape how their diversified portfolio performs. A disciplined approach to rebalancing is important to achieving long-term investment goals. The jaws still appear to be biting down on U.S. and growth stocks—it may be time to swim toward international and value as the tide turns. There’s no need to be afraid of the water, just avoid the shark attacks.



Inflation
Watch

Presenter Notes
Presentation Notes
The overall direction of the market this year has heavily been influenced by the inflation outlook.



Inflation

Source: Charles Schwab & Co., Inc, Bloomberg data as of 1/12/2023

Energy
8% of CPI

Goods
35% of CPI

Services
57% of CPI

Presenter Notes
Presentation Notes
Inflation peaks are a process, rather than a point in time. Inflation has nearly always seen energy and goods prices peak before services which make up the largest inflation category which includes housing and medical care. In the US and Japan, the two countries with consistent inflation data going back more than 50 years, commodities and goods inflation tends to peak 2-4 months before services inflation. Energy prices rarely lag the peak in goods inflation, but most often coincide with the peak, leading goods inflation in 4 of the past 13 inflation peaks.



Inflation
Services -> Housing

12
*Finland has plans to implement home prices into its CPI calculation. Germany, and the Netherlands are expected to implement owner equivalent rent into their CPI calculation by 2023. Grey bars delineate grouping boundaries. 
Source: Charles Schwab, various governmental sources, data as of 9/10/22.

Presenter Notes
Presentation Notes
Although home prices have started to ease, the flow through to housing inflation in the consumer price index isn’t that straightforward. Housing inflation is not dramatically impacted by changes in home prices. Only Canada, New Zealand, Sweden, and Australia include home price data in housing inflation. In contrast, the inflation measures for Europe include only data on rental rates and those in the U.S., U.K., Japan, Norway and Switzerland rely primarily on an estimate of what the owner’s house might rent for.The takeaway for investors from this technical detail on the measurement of housing inflation is that the CPI will likely ease significantly where housing inflation is based on home prices—as it is in Australia, Canada, New Zealand, and Sweden. In contrast, countries where shelter inflation is based on rental prices, as it is in the U.S. and Europe, may see upward housing inflation in CPI figures, as declining housing affordability shifts demand away from purchases to rentals, which may lift rental inflation. The indicator of recession may ease more quickly in those countries that measure CPI using home prices, which may allow central banks in these countries to respond to easing inflation with an end to rate hikes. By contrast, persistently high inflation may mean central banks in the U.S. and Europe may continue to pursue aggressive rate hikes even as home prices ease. 



Rate
Hikes



Rate Hikes
Peaked?
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Presenter Notes
Presentation Notes
The current rate hike cycle began in earnest last year after record-breaking policy rate cuts among global central banks’ responding to the economic impact of the 2020 global pandemic lockdowns. In early 2022, stocks around the world began to slide into a bear market as the net number of central banks hiking rates turned positive. The number of central banks hiking rates is now higher than the number that were hiking in 2008, when central banks attempted to rein in the massive liquidity fueling the global housing bubble. But now, signs are beginning to emerge that the trend in rate hikes may be nearing a peak which may be welcome news for investors.



From Hikes to Cuts
Market expectations for policy rates in 2023

15
Source: Charles Schwab & Co., Inc., Macrobond data as of 2/3/2023.  Forecasts contained herein are for illustrative purposes only, may be based upon proprietary research 
and are developed through analysis of historical public data

Presenter Notes
Presentation Notes
Most major central banks are expected to cut rates in the second half of 2023.



2023 Risk:
China’s
Reopening

Presenter Notes
Presentation Notes
Signs suggest that China’s authorities are making preparations for reopening, ending zero-COVID policies that have held back the economy for three years. In reaction, the MSCI China Index of Chinese stocks is up 24% so far in November, that compares to just 2% for the S&P 500. This surge has propelled outperformance by emerging market stocks. But it comes with risks.



China’s economy has seen a zero-COVID drag
Rebound ready in retail?

18
Source: Charles Schwab, National Bureau of Statistics for China, Bloomberg data as of 1/11/2023.
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Presenter Notes
Presentation Notes
China had success containing COVID-19 compared with the U.S. and other countries. The relative success is mainly attributable to China’s commitment to its “zero-COVID” policy, which includes stringent lockdowns until no new COVID cases are identified in local communities. This approach had a sizable economic cost. For 2022, that was evident by the strict lockdown in Shanghai from April to June and cities accounting for 50% of China’s economy still subject to some form of social-distancing and mobility restrictions in November.  Measuring the drag on China’s economy is difficult, but amid multiple waves of COVID outbreaks and restrictions this year, retail consumer spending fell -0.5% from a year ago in October 2022 compared with pre-pandemic growth of 7% in 2019 and a 10-year average growth rate of 12%. Interestingly, for the first time in the event’s 14-year history, online giant Alibaba decided not to disclose sales results for November 11th Singles’ Day, the world's biggest shopping day. There may have been a number of reasons for this, but it may have been because they expected the numbers wouldn’t be great and would bring more focus on the zero-COVID measures holding back China’s economy. The weak consumer spending alone contributed to a potential drag of 4-5% on China’s GDP. But now, encouraging signs on reopening have emerged after the Party Congress meeting in late October that is held once every five years. These signs suggest that the authorities are reopening, ending the zero-COVID policy and changing the government’s lockdown reaction to COVID outbreaks as long as the healthcare system is not overwhelmed. 



China’s reopening re-flation?
A surge in domestic demand could export inflation to the rest of the world

20

Presenter Notes
Presentation Notes
China’s reopening may be similar to most other countries’ reopening experiences, with growth accelerating, especially for household consumption, and inflation picking up. A reopening could lead to a surge in pent up spending in the world’s second largest economy’s 1.4 billion consumers that could lead to a rebound in global inflation for commodities and goods. If so, it may come at just the point that central banks were pausing their rate hikes.    



Investing
Ideas



Ideas
Short Duration Stocks

23
Source: Charles Schwab, Bloomberg data as of 1/11/2023. Past performance is no guarantee of future returns.
Long Duration(High price to cash flow) is the top 20% of stocks ranked by price to cash flow of the MSCI World Index. Short Duration (Low price to cash flow) is the
bottom 20% of stocks ranked by price to cash flow in MSCI World Index.  MSCI World Index total return performance measured in US dollars through 1/11/2023

Presenter Notes
Presentation Notes
We have been sector neutral since the war began in February, preferring to focus on characteristics of stocks that are outperforming rather than just highlighting the one sector that is up this year. All this year we have focused on “quality” stocks, defined a couple of different ways. One way we have been defining high quality this year is “short duration”. Shorter duration stocks help manage the risk of rising rates. In other words, stocks with more immediate cash flows, rather than cash flows in the distant future, have outperformed since rates bottomed in 2020. The easiest way to measure this is price to free cash flow, the lower the price to free cash flow ratio, the shorter the duration.



Ideas
High Dividend Paying Stocks

24
Source: Charles Schwab, Bloomberg data as of 2/3/2023. Past performance is no guarantee of future returns.
MSCI World High Dividend Yield & the MSCI World Index Total Return measured in US dollars. 

Presenter Notes
Presentation Notes
History shows us the benefits of a focus on high dividend payers during recessionary bear markets. In every recessionary bear market of the past 50 years high dividend paying stocks have outperformed the overall market, except for the Global Financial Crisis in 2008-09 when financials were forced to eliminate their dividends.Owning high dividend paying stocks doesn’t mean losses have been avoided during most of these periods, but it can make a sizable difference in downside protection—as it has this year. 



Takeaways
Consider International – “Shark attacks” may favor international stocks.

Short Duration & High Dividends- Stocks with more immediate cash flows, rather 
than cash flows in the distant future, have outperformed since rates bottomed in 
2020. Stocks paying higher than average dividends have outperformed during 
recessionary bear markets.

Housing is key- Global Rate hikes may be nearing a peak but watching housing 
inflation will be critical to how high and for how long central banks may need to 
raise interest rates.

China is a risk- China’s reopening may be like most other countries’ reopening 
experiences, with growth accelerating and inflation picking up. If so, it may come at 
just the point that central banks were planning on pausing their rate hikes.



Thank you
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The information provided here is for general informational purposes only and should not be considered an individualized 
recommendation or personalized investment advice. The investment strategies mentioned here may not be suitable for everyone. 
Each investor needs to review an investment strategy for his or her own particular situation before making any investment decision.

Any individual securities discussed are not personal recommendations for any particular investor or client and do not take into 
account individual circumstances, financial situation, investment or other objectives or needs.

All expressions of opinion are subject to change without notice in reaction to shifting market, economic or political conditions. Data 
contained herein from third party providers is obtained from what are considered reliable sources. However, its accuracy, 
completeness or reliability cannot be guaranteed.

The policy analysis provided by Charles Schwab & Co, does not constitute and should not be interpreted as an endorsement of any 
political party

Forecasts contained herein are for illustrative purposes only, may be based upon proprietary research and are developed through 
analysis of historical public data.

Please note that this content was created as of the specific date indicated and reflects the author’s views as of that date. It will be 
kept solely for historical purposes, and the author’s opinions may change, without notice, in reaction to shifting economic, business, 
and other conditions.  Supporting documentation for any claims or statistical information is available upon request

The Schwab Center for Financial Research is a division of Charles Schwab & Co., Inc.

Important information

@2022 Charles Schwab & Co., Inc. All rights reserved. Member SIPC (0223-37FD)



Past performance is no guarantee of future results and the opinions presented cannot be viewed as an indicator of future 
performance. 

Performance may be affected by risks associated with non-diversification, including investments in specific countries or sectors. 
Additional risks may also include, but are not limited to, investments in foreign securities, especially emerging markets, real estate 
investment trusts (REITs), fixed income, small capitalization securities and commodities. Each individual investor should consider 
these risks carefully before investing in a particular security or strategy

Indexes are unmanaged, do not incur fees or expenses and cannot be invested in directly.

Diversification and rebalancing strategies do not ensure a profit and do not protect against losses in declining markets.  Rebalancing 
may cause investors to incur transaction costs and, when rebalancing a non-retirement account, taxable events may be created that 
may affect your tax liability 

Investing involves risk including loss of principal.

International investments involve additional risks, which include differences in financial accounting standards, currency fluctuations, 
geopolitical risk, foreign taxes and regulations, and the potential for illiquid markets. Investing in emerging markets may accentuate 
these risks.

There are the risks associated with investing in dividend paying stocks, including but not limited to the risk that stocks may reduce or 
stop paying dividends.

Commodity-related products carry a high level of risk and are not suitable for all investors. Commodity-related products may be 
extremely volatile, illiquid and can be significantly affected by underlying commodity prices, world events, import controls, worldwide 
competition, government regulations, and economic conditions.

Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P. and its affiliates 
(collectively “Bloomberg”). Bloomberg or Bloomberg’s licensors own all proprietary rights in the Bloomberg Indices. Neither 
Bloomberg nor Bloomberg’s licensors approves or endorses this material or guarantees the accuracy or completeness of any 
information herein, or makes any warranty, express or implied, as to the results to be obtained therefrom and, to the        
maximum extent allowed by law, neither shall have any liability or responsibility for injury or damages arising in connection
therewith.

Disclosures/Definitions

@2022 Charles Schwab & Co., Inc. All rights reserved. Member SIPC (0223-37FD)



MSCI EAFE Index measures the performance of the large- and mid-cap equity market across 21 developed markets around the 
world, excluding the US and Canada. It is a free float-adjusted market-capitalization weighted index. 

The MSCI World Index measures the performance of  the large- and mid-cap equity market across 23 Developed Markets (DM) 
countries, covering approximately 85% of the free float-adjusted market capitalization in each country.

MSCI World Growth Index captures large and mid cap securities exhibiting overall growth style characteristics across 23 Developed 
Markets (DM) countries. The growth investment style characteristics for index construction are defined using five variables: long-
term forward EPS growth rate, short-term forward EPS growth rate, current internal growth rate and long-term historical EPS growth 
trend and long-term historical sales per share growth trend.

MSCI World Value Index captures large and mid cap securities exhibiting overall value style characteristics across 23 Developed 
Markets (DM) countries. The value investment style characteristics for index construction are defined using three variables: book 
value to price, 12-month forward earnings to price and dividend yield.

The MSCI World High Dividend Yield Index is based on the MSCI World Index, its parent index, and is designed to reflect the 
performance of equities in the parent index (excluding REITs) with higher dividend income and quality characteristics than average 
dividend yields that are both sustainable and persistent.

Definitions

@2022 Charles Schwab & Co., Inc. All rights reserved. Member SIPC (0223-37FD)



MSCI USA Index is designed to measure the performance of the large and mid cap segments of the US market, covering 
approximately 85% of the free float-adjusted market capitalization in the US.

The MSCI China Index captures large and mid cap representation across China A shares, H shares, B shares, Red chips, P chips
and foreign listings (e.g. ADRs), capturing about 85% of this China equity universe. 

MSCI Emerging Markets Index captures large and mid cap representation across 27 Emerging Markets (EM) countries, covering 
approximately 85% of the free float-adjusted market capitalization in each country.

S&P 500 Index measures the performance of 500 leading publicly traded U.S. companies from a broad range of industries. It is a 
float-adjusted market-capitalization weighted index.

S&P GS Commodity Index (GSCI) is a composite index of commodity sector returns representing an unleveraged, long-only 
investment in commodity futures that is broadly diversified across the spectrum of commodities. 

Bloomberg U.S.  Intermediate-Term Government Index measures the performance of the U.S. Treasury and U.S. agency debentures 
with maturities of 1-10 years.

Definitions

@2022 Charles Schwab & Co., Inc. All rights reserved. Member SIPC (0223-37FD)



Correlation is a statistic that measures the degree to which two datasets move in relation to each other, and range in value between -1.0 
(perfectly opposite movements) to +1.0 (perfectly in sync movements).  A value of 0 is defined as being uncorrelated (no association).  It is not a 
measure of causality.

Yield to worst is a measure of the lowest possible yield that can be received on a bond within the terms of its contract sans default, often 
referenced when a bond has provisions that would allow the issuer to pay in full prior to maturity.

The Consumer Price Index (CPI) measures the monthly change in prices paid by consumers for a weighted basket of goods and services, as a 
measure of price inflation. 

The OCED Total Composite Leading Indicator (CLI) is designed to provide early signals of turning points in business cycles showing fluctuation of 
the economic activity around its long-term potential level for all OECD member countries. CLIs show short-term economic movements in 
qualitative rather than quantitative terms.

The Global Purchasing Managers' Index™ or the Global PMI™ is a survey-based economic indicator designed to provide a timely insight into 
changing business conditions derived from responses to monthly questionnaires sent to companies in manufacturing and services sectors in over 
40 countries, totaling around 28,000 companies and accounting for 89% of global gross domestic product (GDP).

Definitions

@2022 Charles Schwab & Co., Inc. All rights reserved. Member SIPC (0223-37FD)
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