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Midyear Market Review: 

U.S. Equity markets notched solid gains in June.  At 
the beginning of the month, investor concern was 
high that escalations in the trade war between the 
U.S. and China would slow economic growth.  Those 
fears eased slightly as a meeting between President 
Trump and Chinese President Xi Jingping at the G-20 
summit was announced.  The meeting resulted in a 
truce as both sides agreed to resume negotiations 
and delay further tariff increases.  The combination 
of resumed trade negotiations and the perceived increasing likelihood the Federal Reserve will start 
cutting interest rates as soon as July, coaxed markets higher.  Most domestic stock indexes finished 
June at or near all-time highs.  Per the Wall Street Journal, the S&P 500 Index 2019 first half return 
of +18.54% is the best start to a year since 1997.  Broadly speaking, stock markets outside the U.S. 
are in positive territory as well, but to a lesser extent.  International developed stocks as measured 
by the MSCI ACWI Ex USA Index are +13.59% YTD, and Morningstar’s Diversified Emerging Markets 
Index is +11.91% YTD.  Bond prices have benefited from falling interest rates and the Barclay’s 
Aggregate Index has gained +6.11% since the start of the year.  Also, it’s worth noting that the 
current economic expansion which began in June of 2009 just reached 121 months of uninterrupted 
growth.  According to CNBC, the U.S. is now experiencing the longest economic expansion ever, 
breaking the previous record of 120 months that stretched from March of 1991 to March of 2001. 

Stranger Things: Interest Rates & Zombie Companies 

With a new season of Stranger Things set to come 
out on Netflix, it seems like a good time to review 
some of the stranger things happening in financial 
markets today.  How about the situation with 
interest rates and “zombie companies”?  Rates have 
dropped considerably in the U.S. YTD and the 10-year 
treasury bond once again yields less than 2%.  
Outside the U.S., the supply of negative yielding 
global debt in the bond market reached $13.1 trillion 
in June, setting a new high-water mark.  Ten years 
ago, it would be hard to imagine anyone buying 
bonds with negative interest rates.  This is uncharted territory as rates have never been this low or 
negative in history.  Very strange!       

A ripple effect of the persistently low interest rate environment that we find concerning is the large 
increase in zombie companies.  Zombie companies are defined as companies generating operating 
income that do not cover their average interest expense for three consecutive years.  Put simply, if 
these companies could not borrow money or generate cash by raising equity through the sale of 
new shares of stock, they would go out of business.  They survive only by the combination of 
extremely low borrowing costs and the willingness of investors to buy their debt and equity. 

Negative Yielding Global Debt Reached 
$13.1 Trillion in June, an All-Time High 
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Zombie companies are not a small segment of the 
stock market either.  Their share of the S&P 1500 
Index today is close to 15%.  Jim Grant, author of the 
Interest Rate Observer newsletter says if rates for ten-
year Treasury Bonds were to rise a mere 1% from 
today’s levels these companies would be in dire 
straits.  If you aren’t scared of zombie companies, we 
think you should be.  After this lengthy market 
expansion investors in zombie companies have gone 
unpunished for a long time.  Many may be unaware 
they even have exposure to these, so proceed with 
caution.  To quote famous investor Warren Buffett, “The 
less prudence which others conduct their affairs, the 
greater the prudence with which we must conduct our 
own”.   

Expected Returns 

Vanguard founder Jack Bogle stated in The Battle for the Soul of Capitalism, “We simply do not 
know what the future holds, and we must accept the self-evident fact that historic market returns 
have absolutely nothing in common with actuarial tables.  The past is history; the future’s a 
mystery.”  While we may not know what the future holds, expected return assumptions are 
required to plan for the future.  Historical returns can serve as a starting point when producing 
expected return assumptions, but as Mr. Bogle so eloquently points out, past results do not 
guarantee future returns.   

Rick Hurley and I recently examined 15 year expected return estimates for a variety of stock and 
bond asset classes from both JP Morgan Chase and the Blackrock Investment Institute.  The 
weighted average of the expected annualized returns for these asset classes can be viewed on the 
following page alongside the historical data.  Most of the expected return figures are below the 
long-term average, and some considerably so.  Nobody has a crystal ball, but we think the 
assumptions and methodology used to construct these estimates is reasonable.  Here are some 
actionable ideas for investors to consider based on this information: 

1. Use conservative estimates for expected returns when constructing financial plans versus 
simply using historical average annualized returns. 

2. Consider increasing portfolio diversification by adding sources of return beyond stocks and 
bonds.  For suitable investors, incorporating trend following and hedge fund strategies in 
conjunction with traditional assets is an attractive option.  These strategies have additional 
risks to consider above and beyond stock and bond investments, but they are not reliant on 
positive economic growth or interest income to generate returns.     

3. Have realistic expectations.  Investors tend to extrapolate current conditions into the future 
and are often surprised by change.  While we expect future returns to be positive, they may 
be subdued, especially relative to the last decade.     

“Zombie Companies” as a 
percentage of the S&P 1500. 
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Asset Class Historical 
Annualized 

Return 

15 Year Expected 
Annualized Return 

Large-Cap U.S. Stocks 9.53% 6.00% 
Small-Cap U.S. Stocks 9.17% 6.33% 

International Developed Stocks 4.59% 7.23% 

Emerging Markets Stocks 8.04% 7.3% 

Real Estate & REITs 8.82% 5.33% 
Long-Term U.S. Treasuries 7.71% 2.1% 

Intermediate U.S. Treasuries (& TIPS) 5.02% 2.8% 

U.S. Treasury Bills 2.95% 2.35% 

U.S. Corporate Bonds 6.22% 3.6% 

U.S. Municipal Bonds 5.75% 3.5% 

Non-U.S. Bonds 5.94% 2.6% 

Trend Following/Managed Futures 5.4% 5.4% 

Cash Equivalents 2.35% 2.48% 
Historical annualized return data is sourced from Dimensional Fund Advisors and is from January 1, 
1990 to May 31, 2019.  Trend following data is from 01/2000-12/2018 for the SG Trend Index.  
The Expected Annualized returns are an equal weighted average of Blackrock’s 15-year return forecast, 
and JP Morgan’s long-term capital market return assumptions. 

 


