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Keeping Up With the Joneses  
May Bankrupt the Neighbors 

In quite a contrast to a rocky 2018, the U.S. stock market rapidly rose in 
2019, while the bond market also posted a healthy gain.2 Many factors likely 
contributed to the positive returns, including:

• Easy monetary policy – The Federal Reserve cut U.S. interest rates by 75 basis points3 

• Trade “agreement” – The U.S. and China agreed to a limited deal to halt the 
trade war4

• A healthy consumer – U.S. consumer sentiment was high, inflation was low, U.S. 
housing was affordable, and unemployment was low5  

Noticeably absent from the positive factors in 2019 was a big increase in 
corporate earnings. As the graph at the top of the next page shows, an eye-
opening 83% of the year’s total stock market return was attributed to the increase 
in price/earnings (P/E) multiple expansion, while paltry dividends and earnings 
growth barely helped investors.6

This means that stock market participants (i.e., the Joneses in our analogy) were 
willing to pay approximately 26% more for the same amount of earnings at the end 
of 2019 than they were at the end of 2018!7 We believe that just because an asset has 

“ ” 
The larger the lottery 
reward a lucky gambler 
collects, the more likely his 
or her neighbors are to file 
for bankruptcy.
 
Philadelphia Federal Reserve 
working paper seeking analytical 
backing for the “keeping up with 
the Joneses” theory.1

Continued on next page.



increased in price does not necessarily 
mean we shouldn’t own it in the future 
(most of our risk assets continue to be 
invested in U.S. stocks actually). We try 
to look at the full picture to analyze the 
attractiveness of current stock prices, 
which includes, but is not limited to:

1. P/E multiple – The lower the stock 
price for a given level of earnings the 
better

2. Earnings growth – The higher our 
earnings growth forecast the better

3. Earnings quality8  – The less debt 
borrowed to attain those earnings the 
better (see “Follow the Leverage, 2020 
Edition” in this issue for more on that)

So why have investors continued to pile 
into U.S. stocks at these significantly 
higher valuations?  We believe many 
do not want to risk possibly missing 
out on huge stock market gains (i.e., 
FOMO, “Fear Of Missing Out”) or accept 
the option of low bond yields (i.e., TINA, 
“There Is No Alternative” to stocks). This 
is one reason that investor sentiment, 
when at extremes, tends to be a good 
contrarian indicator. At least in this one 
instance, the common language used in 

in the financial industry advertisements 
is quite true: “Past performance is not 
indicative of future results.” 

At Hamilton, we look over the horizon 
to see where future returns may be 
heading. To the best of our ability, 
we estimate the future returns and 
risks for many of the major asset 
classes around the world, including 
U.S. stocks. Then we try to construct 
portfolios to deliver the highest-quality 
expected returns. That means we 
care greatly about the inherent risks 
in those returns. But the investment 
work doesn’t end there. We do 
not believe in “set it and forget it” 
portfolios. We continuously monitor 
the macro environment, fundamentals 
and valuations, and then update our 
forecasts. When the forecasts change 
enough, we make changes to the 
portfolios to try to keep the odds on 
our side.

Our portfolio positioning did not 
change at all last quarter. While it’s 
human nature to want to keep up 
with the Joneses, we don’t think it’s 
worth taking on excessive risk to 
do so.9  We would rather employ a 
reasonable amount of risk in your 
portfolio as we try to deliver a high-
quality return stream and compound 
your wealth over time. Our goal is not 
to compete with the Joneses to deliver 
the highest short-term returns at the 
risk of permanently losing your capital. 
Instead, we’re trying to help you 
achieve YOUR specific long-term goals 
so you can create and enjoy your 
financial independence.

Index Definitions
 
 
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.
 
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.

Fixed Income

• The Bloomberg Barclays US 
Aggregate Bond Index is a 
broad-based flagship benchmark 
that measures the investment-
grade, U.S. dollar-denominated, 
fixed-rate 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).

Sources of S&P 500  
Total Return in 2019
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Follow the 
Leverage,  
2020 Edition
 
Economies tend to operate in cycles, 
and in virtually every economic cycle, 
excesses develop. As we highlighted 
last quarter and in “Keeping Up With 
the Joneses”, excesses can often be 
found in asset valuations as we get 
later in a cycle. Just about as often, 
they can be found in unusually high 
levels of debt, or leverage, which 
can be less obvious or even hard to 
see until it’s too late. Banks, other 
financial companies, and our federal 
government learned this lesson with 
home mortgage debt in 2008’s Global 
Financial Crisis. 

As part of our investment process, we 
like to research and understand where 
excess leverage may be lurking. While 
leverage itself is rarely the only agent 
of trouble, following the leverage 
can help us identify the parts of the 
financial markets that are most 
vulnerable to the unpredictable shocks 
and one-off events that can precede 
and cause a tightening of credit and 
liquidity. When such a tightening 
happens, it often leads to unpredictable 
earnings, a period of significant 
volatility across financial markets, and/
or economic recession, which can hurt 
the returns of savers and investors. 

In the current economic cycle, very 
dissimilar to the last one (~2002 to 
2009), banks and consumers appear 
somewhat restrained in taking on 
high levels of debt. Banks were forced 
to de-lever through regulation, while 

consumers have so far resisted or 
been forced to avoid greater levels of 
personal debt relative to income. The 
most notable areas of concern within 
the consumer segment of the economy 
appear to be student loans and auto 
loans (see the graph below). Student 
loans represent approximately 7.5% of 
U.S. GDP and auto loans slightly less, 
so while they’re meaningful, they do 
not appear to present the same level of 
systemic risk as did home mortgages, 
which are roughly six times larger than 
both. Additionally, we feel it’s likely that 
a future administration may work with 
student loan borrowers to restructure 
or forgive some amount of the $1.5 
trillion in current student debt that 
cannot be erased through bankruptcy 
under the current law.

So where is the leverage hiding 
this time around? We think it lies 
in government debt and corporate 
debt, with the corporate sector more 
immediately at risk. While government 
debt is at unprecedented levels, we 

feel that several factors make it less 
likely to be today’s problem area. The 
U.S. is the largest, most flexible and 
most robust economy in the world, 
and the U.S. dollar is the world’s 
reserve currency and is likely remain 
so for the foreseeable future. These 
two advantages give U.S. government 
debt a relatively large base of demand 
that may prevent borrowing rates 
from becoming a major problem in 
the near term. Eventually the U.S. will 
likely need to deal with its debt and 
ongoing deficits, but we think this is 
tomorrow’s trouble. What may have 
more immediate bearing on markets is 
corporate debt.

U.S. non-financial corporate debt 
borrowed by large companies now 
stands around $10 trillion, or 48% 
of GDP. When you add in smaller, 
private, non-financial businesses, the 
total jumps to $15.5 trillion, or 74% 
of GDP. This is quite striking and a 
new high. If you look at this measure 
of debt versus our favorite measure 
of corporate profits, NIA corporate 
earnings, the picture appears more 
benign: total debt is roughly 7.7 times 
earnings, which is below where it 
peaked in the last few cycles. Digging 
into the nature of this leverage – 
specifically who borrowed it and how it 
is structured – is where we start to get 
a little more concerned.

Our research suggests that smaller, 
less-credit-worthy companies now 
represent a larger percentage of the 
outstanding corporate debt than they 
have in the past, which creates added 
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1 https://www.cnbc.com/2018/05/31/theres-now-analytical-proof-behind-keeping-up-with-the-joneses.html  

https://en.wikipedia.org/wiki/Keeping_up_with_the_Joneses  

Keeping up with the Joneses is an idiom in many parts of the English-speaking world referring to the 
comparison to one’s neighbor as a benchmark for social class or the accumulation of material goods.

2 S&P 500 Index total return = +31.5%, Bloomberg Barclays US Aggregate Bond Index total return = 
+8.7%. Source: Bloomberg.

3 https://www.ft.com/content/f80253b8-fb35-11e9-98fd-4d6c20050229
4 https://www.wsj.com/articles/us-china-confirm-reaching-phase-one-trade-deal-11576234325

5 University of Michigan Consumer Sentiment Index, US Personal Consumption Expenditure Core Price 
Index, Homebuyer Affordability Composite Index, and U-3 U.S. Unemployment Rate Total In Labor Force. 
Source: Bloomberg.

6 Source: J.P. Morgan Asset Management. Hamilton Capital calculation.
7 Source: J.P. Morgan Asset Management. Hamilton Capital calculation.
8 Quality means different things to different investors. Hamilton Capital analyzes many objective and 

subjective measures of earnings quality, such as the sources of the earnings and our estimated risks 
of those earnings declining and/or not growing as fast as the market expects. 

9 https://www.wealthprofessional.ca/news/industry-news/how-keeping-up-with-the-joneses-can-harm-
investment-performance/287301 
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risk. These borrowers are the companies that are less likely to be able to cover 
their interest payments and repay or refinance their debt, especially when rates 
go up. Leveraged loans and high-yield bonds, both of which are used to finance 
the riskiest companies, have seen explosive growth in the current cycle. And 80% 
of those loans and bonds have weak covenants or no covenants, making it that 
much harder for lenders to restructure the debt before the borrower defaults or 
recover their principal after a default.

Additionally, the leverage 
ratios of the three S&P 
indices (adjacent graph) 
indicate that small-cap 
leverage is concerningly 
high, especially when 
compared to larger 
companies and its own 
history. Further illustrating 
this fact is Moody’s 
calculation that the 
highest-quality corporate 
bonds are now only 30% 
of all bonds outstanding, 
versus 47%, 54%, and 51% in the lows of the last three cycles, respectively.

Put simply, there is more high-risk corporate debt outstanding than in previous 
cycles, both absolutely and relative to corporate credit markets. So, if/when 
rates rise and companies cannot repay their loans, investors may get less of 
their money back, which could overwhelm any yield they may have previously 
received. This could deepen the next downturn and possibly cascade, much like 
the problems in mortgage bonds in 2008. Such a cascading effect could make it 
more difficult and expensive for all corporate borrowers to finance productive 
investment and grow their earnings, which would ultimately be required to lift our 
economy back up in the next cycle. 
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