
                                                          
 
Weekly Commentary             Week of 04/18/2016 
  
 
The Markets (as of market close April 15, 2016) 
 
Is The Party Ending in the U.S.? 
Other than a modest rebalancing trade in our most aggressive accounts to keep equity 
risk within our policy limits, HCM made no changes to any of our portfolios last week as 
stocks increased in value. We remain slightly overweight equities with a modest 
concentration in U.S. stocks. However, our work suggests that a change may be coming 
in how we allocate portfolio assets as U.S. fundamentals are challenged by pressure on 
domestic profit margins and the relative attractiveness of the Asia ex-Japan asset class. 
 
Our portfolios have been positioned with a slight bias toward large U.S. dividend paying 
securities. However, our view over our five-year tactical investment horizon is that U.S. 
stocks will likely deliver underwhelming returns, while developed international and 
emerging markets’ stocks are poised to produce better results.   
 
The current cycle of U.S. stock outperformance versus foreign stocks now ranks as the 
longest relative performance streak for U.S. stocks since the inception of the 
international stock index in 1970. Because mean regression is a key part of our 
diversification process, this extended streak of lopsided performance creates pressure 
like a coiled spring. Sooner or later that pressure will need to be relieved and foreign 
stocks will start to outperform. When that happens we will change our asset class 
weightings to favor foreign stocks. 
  
Here are just a few points that illustrate why we believe this cycle will eventually turn in 
the favor of foreign securities: 
 

• U.S. profit margins (and earnings growth) have been coming down. But margins 
are still high relative to history and are likely to continue lower as wage pressures 
build and the labor market tightens.  
 

• Higher interest rates (and therefore higher corporate borrowing costs) will also be 
a negative for margins.  
 

• Current corporate profit margins are negatively correlated with future earnings 
growth. That is, the historically high profit margins we have experienced are 
associated with low five-year forward earnings growth and vice versa. And, if 
topline revenue growth remains subpar and profit margins decline, earnings 
growth will remain under pressure. 
 

• Among the regional indices in our seven-way global framework, the U.S. has the 
lowest dividend yield (2.1%) and second lowest earnings yield (4.7%). In other 
words, the U.S. is expensive on a relative basis. 

 
Meanwhile, on the valuation side, we see little room for market-multiple expansion in the 
United States. The 12-month trailing price-to-earnings ratio for the S&P 500 is 24, and 



the 12-month forward P/E ratio is 18 (using analysts’ consensus forward earnings 
estimates). These are both historically high levels and while they can certainly go higher 
before we see a correction, they will normalize over time. Our base case scenario 
assumes the P/E multiple contracts over time, bringing it in line with longer-term 
historical averages. This can happen through declining prices or improving 
fundamentals. However, with profit margins already at high levels we believe that either 
a correction or a prolonged period of subpar returns, like 2015, is the most likely path to 
normalization. 
 
Putting it all together, it means lower expected returns for U.S. stocks. 
 
In contrast, developed international and emerging markets are almost the opposite of 
the U.S market, with below-normal earnings and the potential for faster earnings growth 
from current levels. We also expect valuation multiples to expand somewhat from 
current levels as earnings improve. In other words, at the low in February, foreign 
stocks had discounted a lot of negative news, setting them up for a potential rebound if 
actual events turned out to be no worse (let alone better) than expected, which seems 
to be what we’ve seen over the past month. If their relative strength continues to build 
HCM will be allocating additional assets to foreign asset classes in the near future. 
 
Last Week's Headlines 
• Prices consumers paid for goods increased slightly in March, indicating only 

marginal inflationary pressures in the economy. The Consumer Price Index rose 
0.1% in March from February, according to the latest information from the Bureau of 
Labor Statistics. Over the last 12 months, the index rose 0.9%, a slightly smaller 
increase than the 1.0% change for the 12 months ended February.  
 

 
 

• In another report from the Bureau of Labor Statistics, real average hourly earnings 
for all employees increased 0.2% from February to March due to the increase in real 
average hourly earnings combined with no change in the average workweek. In fact, 
average hourly wages increased 0.3%, which is offset by the 0.1% increase in the 
Consumer Price Index referenced above.  
 

• Overall, receipts for retail goods and services sold to consumers fell in March, 
according to the U.S. Census Bureau. Advance estimates of U.S. retail and food 
services sales fell 0.3% from the previous month to $446.89 billion. Sales and 
services are still 1.7% above March 2015. A drop in auto sales impacted the latest 
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figures. Retail sales excluding auto and gas sales actually rose 0.1% for the month. 
Total sales for the first quarter of 2016 were up 2.8% from the same period a year 
ago.  
 

• The Index of Consumer Sentiment declined in early April, according to the latest 
report from the University of Michigan. At 89.7, the index fell for the fourth 
consecutive month. According to the report, "Consumers reported a slowdown in 
expected wage gains, weakening inflation-adjusted income expectations, and 
growing concerns that slowing economic growth would reduce the pace of job 
creation." 
 

 
 

Eye on the Week Ahead  
The housing sector of the economy, which had been strong, recently has shown signs 
of slowing down. This week's reports on new construction and existing home sales for 
March may shed some light on the direction of the housing market entering the spring – 
a historically favorable season for home sales. Globally, several major oil producers are 
scheduled to meet this week to consider limiting production.  
 
Key Dates for Reports and Data Releases 
   

• 4/18: Housing Market Index 
• 4/19: Housing starts 
• 4/20: Existing home sales  
• 4/22: PMI manufacturing index flash 

 
Weekly Focus – Think About It  
“An investment in knowledge pays the best interest.”  - Benjamin Franklin 

 
HCM Mission Statement 
We work passionately to help our clients and their families enjoy a financially independent life by providing 
sophisticated wealth planning solutions. 
 
Disclaimer 
Please do not send trade requests via email, as they must be made in person or by telephone.  Any tax or other 
advice contained in this document, including any attachments, is not intended and cannot be used for the purpose of 
avoiding penalties under Internal Revenue Code. No action should be taken on any information contained in this 
message without first consulting with your tax/legal advisors regarding the tax/legal consequences for your particular 
circumstances. 
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Additional Notes: 
• The Standard & Poor’s 500 (S&P 500) is an unmanaged group of securities considered to be representative 

of the stock market in general. 
• Opinions expressed are subject to change without notice and are not intended as investment advice or to 

predict future performance. 
• Past performance does not guarantee future results. 
• You cannot invest directly in an index. 
• Consult your financial professional before making any investment decisions. 

 
 • • • 
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