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Waiting for the Right Pitch

“”

Ted Williams described
The U.S. equity and bond markets generated modest returns in the third quarter of
2019, despite experiencing some volatility.2 Since the start of the year, though, most
equity investors have seen their wealth appreciate meaningfully.

However, there are a few market warning signs that concern us:
• U.S. small-cap stocks and non-U.S. stocks both had negative returns for the
quarter and have significantly underperformed U.S. large-cap stocks over the
past year4
• Price/earnings multiple for the broad U.S. equity market (as measured by the
Wilshire 5000 Index price relative to broad economic earnings – see Graph 1 on
page 2) is well above its 25-year average and is only exceeded in history by the
2000 episode of excessive valuation5
• U.S. Treasury 10-Year yields ended the quarter at just 1.62%, thus potentially
limiting future bond returns6
• Much of the U.S. Treasury yield curve is still inverted7

Both the bond and equity markets were bolstered by two 0.25% interest-rate cuts
by the Federal Reserve8, and a drop in long-term interest rates, which started in
November of last year as a result of rising concerns with the pace of growth.
Continued on next page.

in his book, ‘The Science
of Hitting,’ that the most
important thing – for a hitter
– is to wait for the right
pitch. And that’s exactly
the philosophy I have about
investing – wait for the right
pitch, and wait for the right
deal. And it will come…
It’s the key to investing.
Warren Buffett1

Wilshire 5000 P/E*
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But easier monetary policy was
not the only positive driver of
the economy and markets. Fiscal
policy has also played a big part in
supporting economic growth since
the credit crisis and helped after-tax
profits on a per-share basis though
doing little for pre-tax earnings.
In fact, corporate profits would have
declined 2.4% year over year if not for
the increased government deficit.9

While government policies have
supported the market and the
economy over the recent past,
we don’t believe these types of
extremely easy monetary and fiscal
policies are sustainable over the
long term.
Last quarter’s market volatility was
likely due primarily to trade-war
concerns. For example, President
Trump imposed new tariffs on Chinese
imports in early August, leading to a
sharp and swift stock market decline
of approximately 5% within just a few
days.10 The trade war has already taken
a direct toll on global manufacturing,
as it has now contracted for five
consecutive months.11

Moreover, our research suggests
that this deglobalization trend has
had a negative effect on global
growth, which eventually could
negatively affect U.S. corporate
profits (please see our “How Strong
Are Earnings?” discussion on page 3
for further analysis).
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*Adj., relative to NIA Proﬁts
Wilshire 5000 price as of 9/30/19. NIA Proﬁts as of 6/30/19.
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(W5000/NIA Proﬁts) X 2

With all that said, our portfolio
positioning did not change materially
last quarter. In terms of risk assets, we
continued to mostly hold high-quality
large-cap U.S. stocks, which we are
pleased to report has been one of the
top-performing major asset classes
year-to-date and in recent years.12
However, we also hold some cash,
so our typical client portfolio is not at
maximum risk. Why? Because cash
appears to offer a more attractive
risk-adjusted return profile over the
medium term as compared to other
asset classes.

We believe protecting capital in
potentially adverse markets – while
also participating in growth – is
essential to compounding wealth
over time.
Our philosophy has remained
consistent since the formation of
Hamilton Capital over 22 years ago,
and we believe it has served our longterm clients well. Currently, we are
mainly worried that future corporate
profit growth may not be as robust as
some market participants expect and
that stock market valuation multiples
may contract. For these reasons, we

(Average W5000/NIA Proﬁts) X 2

are presently content to retain some
“dry powder” and will continue to
patiently wait for the right pitch to
come along before becoming fully
invested again.
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How Strong
Are Earnings?

NIA Earnings**

GRAPH 2
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Most financial assets not dubbed
“speculative” are linked to, and their
price arises as a function of, some
underlying cash flow.
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For stocks that’s earnings. Current
news headlines could lead the casual
reader to conclude that earnings
growth and/or the level of earnings
are strong…or disappointing.
In our work we have always used several
measures of earnings, and, for the
broad market, the one that most people
recognize is S&P 500 earnings per share,
or EPS, which is typically provided by
Standard and Poor’s itself. These are
published on an after-tax, per-share
basis, and are generated “as reported,”
on “operating” and other bases.
We also use a measure of earnings
from the National Income Accounts,
which we shorthand as NIA earnings.
We prefer to use pre-tax, operating
data, which seeks to measure
sustainable profitability on an
economic basis across the entire
economy. After extensive analysis we
tend to favor the NIA numbers.
Stock prices are primarily driven by the
long-term underlying earnings power
of corporations. NIA earnings are not
subject to the vicissitudes of infrequent
changes in tax law, inventory profits or
adjustments to depreciation. They are
also not influenced by changes in shares
outstanding, which can, for instance,
be reduced when companies conduct
buybacks, which can increase EPS even
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though the total earnings power of
the enterprise hasn’t changed and the
buyback event has actually re-directed
capital that otherwise might be invested
toward future earnings growth.

So, where are earnings these days?
NIA earnings are quite high, but off
their peak of 2014. Though we saw
several waves of stimulus, in the U.S.
and abroad in 2018 and 2019, earnings
growth has stubbornly remained very
close to zero, as Graph 2 illustrates
(S&P 500 EPS is also expected to fall
going forward).12
This might be OK for future stock
market performance – which is the
principal point of this exercise – if the
price of stocks was attractively low
relative to that base of earnings. But
as Graph 1 shows, the broad market
is remarkably expensive. In other
words, investors are paying a multiple
of each dollar of earnings well above
its long-term average. Even adjusting
for the low level of interest rates, the
multiple looks high, particularly in light
of sharply falling profit margins and low
or negative growth in business sales
after adjusting for inflation.
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“Let’s Make a Deal”
While in the short term stock prices
may wildly gyrate based on various
news headlines, we believe investors
will continue to link stock prices to
earnings over the long term. So, not
unlike the 1999-2000 period when
prices were outright high relative
to earnings, the “Let’s Make a Deal”
options from here are:
• Door #1: Earnings will quickly
accelerate to justify current prices
• Door #2: Earnings will slowly grow
over time to justify current prices
• Door #3: Prices will drop to make
them more fairly priced vs. today’s
earnings
Our research suggests that Door #1
– an acceleration of earnings – is not
likely in the current environment, short
of some external event. Door #2 may
be correct but has little to no upside
and demands a high level of investor
patience – something that history has
shown to be a rare event. Door #3 is a
scary prospect given the high multiples
already in place, so we have taken
some moderate steps to protect capital
relative to our normal allocations.
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Index Definitions

Learn More

An index is a portfolio of specific securities, the performance of which
is often used as a benchmark in judging the relative performance of certain
asset classes. An investor cannot invest directly in an index. An index does not
charge management fees or brokerage expenses, and no such fees or expenses
were deducted from the performance shown.

The content in Capital Markets
Review is authored exclusively
for Hamilton Capital clients
and friends by the professionals
on our Investment Team. If it
raises any questions or you’d

Fixed Income
• The Bloomberg Barclays US Aggregate Bond Index is a broad-based flagship
benchmark that measures the investment-grade, U.S. dollar-denominated, fixedrate taxable bond market. The index includes Treasuries, government-related and
corporate securities, MBS (agency fixed-rate and hybrid ARM pass-throughs), ABS
and CMBS (agency and nonagency).
Equities
• The S&P 500 Index is widely regarded as the best single gauge of the U.S. equities
market. The index includes a representative sample of 500 leading companies in
leading industries of the U.S. economy. It focuses on the large-cap segment of the
market; however, since it includes a significant portion of the total value of the
market, it also represents the market.
• The Russell 3000 Index measures the performance of the 3,000 largest U.S.
companies based on total market capitalization.
• The Russell 2000 Index measures the performance of the 2,000 smallest companies
in the Russell 3000 Index.
• The MSCI ACWI (All Country World Index) Ex-US Index is a free float-adjusted
market-capitalization-weighted index that is designed to measure the equity
market performance of developed and emerging markets, excluding the U.S.

like to learn more about our
proprietary research and
top-down, forward-looking
investment process, please feel
free to contact us any time.
Ohio Office
5025 Arlington Centre Blvd.
Columbus, Ohio 43220
614/273-1000 • 614/273-1001 (fax)
Florida Office
240 Royal Palm Way
Palm Beach, Florida 33480
561/268-0545
888/833-5951 (toll free)
hamiltoncapital.com
Hamilton Capital
@HamiltonCapitalManagement

• The Wilshire 5000 Total Market Index is a market-capitalization-weighted index
of the market value of all U.S. stocks actively traded in the United States.
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Warren Buffet, In His Own Words (Agate Publishing, Inc., 2019).
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S&P 500 Index total return = +1.7%, Bloomberg Barclays US Aggregate Bond Index total
return = +2.3%. Source: Bloomberg.
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S&P 500 Index total return = +20.6%. Source: Bloomberg.
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Russell 2000 Index total return = -2.4% in 3Q19 and -8.9% over 1-year; MSCI ACWI Ex-US Index
total return = -1.7% in 3Q19 and -0.7% over 1-year; S&P 500 Index total return = +1.7% in 3Q19
and 4.2% over 1-year. Source: Bloomberg.
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Source: Bloomberg.
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Source: Bloomberg.
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U.S. Treasury yields; 3M = 1.81%, 1Y = 1.74%, 2Y = 1.62%, 3Y = 1.56%, 5Y = 1.54%, 10Y = 1.66%,
30Y = 2.11%. Source: Bloomberg.
Source: Bloomberg.
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Hamilton Capital calculation of Corporate profits with inventory valuation and capital
consumption adjustments as of June 30, 2019. Source: Bureau of Economic Analysis. U.S.
Budget Deficit Already Exceeds Last Year’s Total Figure. Source: Bloomberg 8/12/19.
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Source: Bloomberg.
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J.P. Morgan Global Manufacturing PMI Index has been under 50 every month from
May-2019 through Sep-2019. Source: Bloomberg.
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Source: Bloomberg.

The opinions in this newsletter are for general information only and are not intended to give specific recommendations or advice. Certain information contained herein has been compiled from
independent third party sources believed to be reliable. Hamilton Capital makes no representation about the accuracy, completeness or timeliness of the information contained herein or its
appropriateness for any given situation.

