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Insights
Up Like an Escalator, Down Like an Elevator
It’s been a difficult week for equities. Financial markets across the
globe have rapidly fallen into correction territory (a decline of 10%
to 20%) from record highs earlier this month. The chief catalyst has
been evidence that the coronavirus is becoming more widespread
and could become a pandemic. The key investment issue is the
degree of impact it will have on trade, global economic growth, and
corporate earnings.
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Stretched Valuations

result, our portfolios

A key reason why stock prices have reacted to the degree they
have is that prices were already very high in relation to corporate
profits. Prior to this week, the Wilshire 5000 (a broad index of U.S.
stocks), was selling at more than 31x adjusted NIA profits, versus
its long-term average of 17x. This ratio had become stretched in
anticipation of improving corporate profits. Now, the combination of
high valuations and fears the coronavirus could lead to diminished
economic activity and lower profits seems to have steepened the
price declines.
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Hamilton Capital Portfolios
We have been concerned about stretched valuations and flat
earnings for some time. Over the last couple of years, these concerns
have caused us to dynamically balance a desire to own appreciating
securities with the need to protect capital in the portfolios we
manage. As a result, our portfolios have largely been more
conservatively positioned ahead of this downturn. This has served
us well. Most have been performing much better than the broad
market indexes and their benchmarks during this difficult period.
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More specifically, we have underweighted stocks in most equity
focused and balanced portfolios, and the stocks we do own have
been largely focused in U.S. large-company stocks (which have been
among the strongest and most resilient performers). In addition,
most portfolios have large amounts of defensive short-term
investments (short-term bonds and cash equivalents), which have
helped dampen the recent negative volatility.
What’s Next
While breathtaking, so far this downturn remains in correction
territory. Corrections are common and can have very little long-term
impact. They come out of nowhere, are eye-popping in terms of
price volatility, and recovery generally occurs within a few months.
Occasionally, corrections turn into bear markets (declines of 20% or
more), which are more worrisome because large losses can impede
compounding. It is too soon to say whether the recent downturn will
turn into a bear market.
Currently, we remain comfortable with our current allocation. Our
investment team is sticking to our proven process and continually
monitoring current conditions, leading indicators, and causal factors.
Should conditions warrant, we will not hesitate to dynamically
adjust asset allocations. Rest assured, we were prepared for this
possibility and we positioned portfolios accordingly. 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. When combined with our
planning process, we believe this will ultimately deliver the best
outcomes for our clients.
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