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Waiting for What’s Next
The coronavirus disease (COVID-19) shocked the markets starting in February
2020, causing many investors around the world to incur significant losses in
their equity portfolios, essentially wiping out about two years of price gains.2
The loss was unprecedented in terms of swiftness and size. From February 19
to March 23, the U.S. stock market saw the quickest meltdown in history – a loss
of 33.9% on the S&P 500.3 Other markets experienced much greater losses.
However, investments do not always offer “good value” just because their
prices significantly decline. The starting point of the decline matters, as does
the quality of the investments. For example, this long post-global financial
crisis bull market was led by large-cap technology stocks, specifically the FANG+
group (see the chart “Asset Bubbles of the Past 45 Years: Growth of $100 on
page 2).4 Their performance has topped even the late 1990s U.S. tech bubble
and the U.S. housing bubble. Thus, while the recent pullback has been painful,
the decline may have a lot farther to go.
Entering 2020, our typical client portfolio was cautiously positioned, holding
significant amounts of short-term assets. Also, we stayed away from highly
leveraged and now-underperforming small- and mid-cap companies in favor
of more solid U.S. large companies. We remain worried about weakening
corporate profit growth and stock market valuations that are still expensive.
Thus, we’ve been hoping for some sort of “right pitch” to come along before we
become fully invested again.”5
Continued on next page.
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You don’t have to be
fully invested all the
time. Have patience,
keep your standards.1
Irving Kahn
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Between the high corporate leverage
(see “The Beginning of a Great
Corporate Deleveraging?” on page
3 for more on this topic), the trade
war, the oil price war, and now
COVID-19, volatility is certainly back
in the markets, reaching highs not
seen since the 2008 global financial
crisis. While volatility can bring
opportunity (which we also discuss
further in the next piece), it also
increases the chances of significant
– even permanent – losses. The
mere resurgence of volatility does
not necessarily mean there are good
pitches to swing at yet. For now, we
remain only exposed to certain risk
assets, while being generally more
protective of our capital. Given the
unique nature of this bear market,
including the total shutdown of
much of the global economy, both on
the demand and supply sides, we’ve
continued to position our portfolios
in a highly defensive posture.
The S&P 500’s 17.5% gain from
March 24 through March 26, 2020
made for the best three-day stretch
since the 1930s.6 However, we’re

aware that there are typically many
“bull” markets (also known as “bear
rallies”) within a “bear” market. For
example, when the tech bubble
burst, there were three separate
rallies of approximately 20%.
Timing these short-term bounces is
certainly not part of our investment
process. We have never seen any
research or results that suggest
such an attempt can be consistently
successful. We remain focused on
our time horizon of 18-24 months,
where our repeatable process has
been successful over several market
cycles. As famed value investor Seth
Klarman once said, “If someone
asked me to invest their money with
the goal of turning a quick profit
over the next six or twelve months,
I’d have no idea how…You might as
well go to a casino…”7
As we stated in our last quarterly
review, 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.”8 Since we
were, and still are, broadly concerned
with the valuation of several asset
classes, for only certain portfolios
that can tolerate the risk, in Q1 we
started to dip our toes in certain
hard-hit corners of the market that
we thought offered good risk-versusreward potential. That includes U.S.
large-cap energy stocks and highyield bonds. Please note that we did
so only in selected strategies that
are, by their design, more tolerant
of risk. We may or may not extend
those positions to other strategies. We
also reconstructed the fixed-income
segment of many of our portfolios
by reducing duration and improving
credit quality. This was done in the
context of unprecedented stimulus
and a duration setting that offers little
value (and material risk), even allowing
for a short-term drop in inflation.
We vigilantly look over the horizon to
prudently position client portfolios.
This is a unique event in certain
respects and, as such, we’re taking
necessary precautions. Our focus
remains on employing a reasonable
amount of risk in your portfolio as
we try to deliver a high-quality return
stream and compound your wealth
over time.
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The Beginning
of a Great
Corporate
Deleveraging?

could not have predicted that a deadly
pandemic would shut down global
economies or an oil price war would
erupt between Russia and Saudi Arabia
only weeks later. What was clear was
that corporate leverage in smaller,
less-credit-worthy companies appeared
excessive and, thus, those companies
were more predisposed to a credit and
liquidity tightening if a shock were to
strike. And that such a tightening could
have serious ripple effects.

There is an adage that says each
generation purposely avoids making
the mistakes of their parents, and in
doing so unknowingly repeats the
errors of their grandparents. Financial
markets are a great example of this
phenomenon. Investors tend to learn
the lessons from the last crisis, but
often forget the ones before. This
is one reason that markets tend to
operate in cycles. Discipline turns
to exuberance, which eventually
produces excesses, requiring new
discipline to correct. And so it goes.

As we write this, we’re still very much
in the thick of both an oil price shock
and a pandemic-related supply and
demand crisis. These have created
unprecedented volatility, uncertainty,
fear, and huge monetary and fiscal
responses. While economic and
financial conditions may get worse
before they improve, it’s clear that the
equity and debt of domestic small-andmid-cap companies, particularly those
most highly indebted, have already
been punished to a significant degree.

In our last Capital Markets Review, we
discussed that a part of our investment
process is to “follow the leverage,”
because the parts of financial markets
with the greatest concentrations
of debt are the same parts that are
most vulnerable to the one-off events
or shocks that inevitably cause a
tightening of credit and liquidity. We

Borrowing costs for non-investmentgrade companies rose rapidly and
substantially in March, as loan and
bond holders became concerned
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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.
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about these companies’ ability to service and refinance their substantial debt
loads. The energy and retail sectors in particular have felt significant pain, with
over 30% of all high-yield energy bonds trading at distressed levels.
In equities, small-and-mid-cap shares have been among the hardest hit, losing over a
third of their market values in the span of a few weeks. In particular these shares have
seen greater losses than their less-leveraged counterparts in the large-cap indices.
When we sought to “follow the leverage” in the mid-2000s, we would not have
highlighted small-and-mid-cap U.S. companies. We would have shown you similar
graphs of indebted financial companies (including banks) and consumers. Since the
Global Financial Crisis that popped the mortgage bubble, banks and consumers
have substantially deleveraged in response to more stringent lending standards and
regulations or simply because they learned the lessons of that crisis. Looking forward,
if this crisis is similarly painfully instructive to the smaller corporate borrowers, we
might well see a similar deleveraging event, whether through increased regulation,
such as limiting stock buybacks, through a lack of credit availability and resulting
restructurings, or through more thoughtful leadership and governance.
Coming out of the last recession, previously leveraged consumers and banks were
very slow to regain the same levels of consumption and lending growth compared
to the mid-2000s. This limited the ensuing U.S. economic recovery, despite huge
stimulus measures. Coming out of this recession, it’s very reasonable to assume
that, comparably, the now-indebted smaller companies may not immediately
rebound. This is one reason why the next recovery may not be as broad-based,
immediate, or robust as some may expect.
In the 1970s, our leaders also chose to implement easy money policies to
promote growth and low unemployment. This worked for a time, but eventually
the abundance of liquidity fueled an inflation problem that required many years
and great pain to subdue.
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Learn More
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
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

Seeing the amount of money being printed to dampen the impact of this dual
crisis, we fear that our leaders will learn the painful lesson of excess corporate
leverage, but in their efforts to fix that mistake, they may make the new old
mistake of underestimating the dangers of inflation.

Hamilton Capital
@HamiltonCapitalManagement
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S&P 500 Index Closing Price on 3/29/18 = 2640.87, S&P 500 Index Closing Price on 3/31/2020 = 2584.59.
Source: https://www.wsj.com/market-data/quotes/index/SPX/historical-prices
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Source: http://www.cboe.com/products/vix-index-volatility/vix-options-and-futures/vix-index/vix-historical-data
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https://www.opuswealth.net/p/the-great-debate
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https://www.oaktreecapital.com/docs/default-source/memos/which-way-now.pdf
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DJECOM Index from 12/31/09 – 8/31/14, NYFANG Index from 8/31/14-3/31/20. Source: Bloomberg.

https://www.theice.com/fangplus
The NYSE FANG+ index includes 10 highly liquid stocks that represent the top innovators across today’s
tech and internet/media companies (AAPL, AMZN, BABA, BIDU, FB, GOOGL, NFLX, NVDA, TSLA, TWTR

Seth Klarman is chief executive and portfolio manager of the Baupost Group, a hedge fund, and is
generally considered one of the world’s greatest investors. Warren Buffett stated he thought Seth Klarman
was one of the world’s top three investors.
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