
Insights

Every Financial Crisis is Unlike Every Other

Last week, the S&P 500 (a measure of U.S. large company stocks) 
entered a bear market. This is classically defined as a decline of 20% 
or greater from a market peak. Many other domestic and global 
equity markets had previously entered bear territory. To date, losses 
in many of these other markets have been more severe. 

A month ago, many of these equity markets sat on or near 
their all-time highs. Since then, the speed of price declines has 
been breathtaking. The chief catalysts appear to have been the 
coronavirus pandemic and a severe drop in oil prices. The impact 
each may have on corporate earnings, trade, and the global 
economy is difficult to quantify with any confidence, which is adding 
to investor angst and causing many to sell.

Crucial Context: Stretched Valuations

A major factor contributing to the declines has been previously high 
prices in relation to corporate profits. At its peak, the Wilshire 5000 
(a broad index of U.S. stocks), was selling at more than 31x adjusted 
profits, versus its long-term average of 17x, or about an 82% 
premium. We believe this ratio had become stretched in anticipation 
of improving corporate profits. The outlook for profits has now 
dramatically changed and prices are rapidly adjusting.

Yet, even after the recent declines, stock prices still appear to be 
above historical norms. Our latest work suggests the Wilshire 5000 is 
still selling at around 24x adjusted profits versus its long-term average 
of 17x. Further, the 24x ratio is based on trailing earnings before 
COVID-19 became a risk and oil prices collapsed. Going forward, much 
will depend on the degree of impact each has on future earnings and 
how much investors look past the current downturn. 
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Looking Forward

Coronavirus infections are growing exponentially as are the ripple 
effects from social distancing and dramatically lower oil prices. 
The infection rate peak appears to be weeks away, perhaps longer. 
Expectations about the economic fallout are likely to become worse 
before they get better. For now, it is nearly impossible to estimate 
the economic impact. Ultimately, it will depend on the virus’s 
progression and the success of the measures being implemented to 
contain its spread and soften its economic impact. 

Relative to the financial markets, asset prices have adjusted to reflect 
a diminished level of economic activity. However, it is unclear if 
current prices fully discount the economic damage. Two things are 
common based on history: in the face of uncertainty, prices will tend 
to overcompensate to the downside; and excessive volatility will 
continue until things become clearer. 

Hamilton Capital Portfolios

We are pleased to report that most of our equity focused and 
balanced portfolios have outperformed their respective benchmarks 
by what we believe are very wide margins during this downturn. 

While coronavirus and oil prices have served as catalysts, we have 
been concerned for some time that stretched valuations and 
flat earnings could eventually lead to the major declines many 
investors are now experiencing. Going into this volatility, we were 
underweight stocks in most portfolios and owned increasingly 
large amounts of defensive short-term investments (short-term 
bonds and cash equivalents). These decisions have allowed us to 
preserve large amounts of capital, especially when compared to 
market indices. 

For the time being, conditions remain unpredictable. We expect 
recent volatility to continue and a high degree of uncertainty 
to persist. In the face of this, we feel there is a material risk 
stock prices could weaken further, but we also are allowing for 
meaningful action from both monetary and fiscal policymakers that 
could reestablish investor confidence. Therefore, our emphasis 
remains on capital preservation for the moment. To this end, we 
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have further reduced our target allocation to equities in several 
strategies, including the Dynamic Equity Portfolio and Balanced 
Growth Portfolio.

The Next Opportunity

While our focus is and has been on protecting capital, we are also 
sifting through the opportunities that bear markets inevitably deliver 
to patient investors. This may not be as simple as “buying the dip” 
and/or broadly investing capital back into “the market,” as valuations 
were previously stretched and may remain so today. However, there 
are some very exciting market segments and asset classes that have 
been unfairly punished and seem to represent great values. We 
believe these will become tomorrow’s outsized opportunities. 

It should be noted that valuations continue to swing wildly. So, 
if you are planning to add to your investments in order to take 
further advantage of lower prices, please get these funds to us now 
so they are available when it is time to buy. We will work with you 
to develop a plan as to how to deploy these new monies. 

Future Communication

We plan to communicate more in the coming weeks. This will take the 
form of important portfolio updates, thoughts about issues as they 
emerge and a glimpse of our dynamic investment process in action.

Thank you

Thank you for the privilege of serving you. While we have great 
humility in our ability to predict short-term market gyrations, we 
trust our investment process to build, protect, and compound 
investment returns over the long term to deliver the outcome your 
plan depends upon. 

As always, we welcome your questions and observations.
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