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The content in this issue of Capital Markets  
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Capital Management Chairman & CEO Matt  
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Executive Summary

ack in early 2009, most current economic data was weak. However, good investment (and 
our discipline) focuses on looking forward, through the windshield of the car and over 
the horizon, rather than through the side windows. At that time we felt that policymakers, 
both at the central bank and within government, were determined to stimulate growth. And 

stimulate they did. Growth accelerated and the stock market rebounded strongly in the ensuing 3½ years.
We’re now going through a similar moment. Emerging markets have slowed and are transitioning 
to a new model of growth. Europe probably remains in a recession. Yet we observe that, in spite of 
unambitious government actions nearly everywhere, central banks the world over seem determined to 
pull old and new levers to address gaps in growth.

Even though you predicted volatility in the 
economy and financial markets, we’re still very 
worried by the wide swings. Help us make 
sense of it and give us some 
comfort about the future.

It’s one thing to intellectually 
accept the concept of volatility, 
and quite another to experience it 
day in and day out. It’s exhausting 
when the ups and downs are this 
relentless.

The reality is that we’re taking 
two steps forward and one step 
back, and recently it probably feels that the number 
of steps is closer to even. But progress is being 

made in some fundamental structural areas, and it’s 
that recovery and healing process that causes the 
economy to move in fits and starts. Further, mon-

etary authorities are proclaiming 
from the roof tops that they will 
do what it takes to avoid the 
mistakes of the Depression of the 
1930s.

Where are the key areas of 
improvement?

Progress is being made in a 
key fundamental – private-sector 
debt. The private sector has come 
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Equity Portfolios
u.S. StoCkS remAin the tougheSt BenChmArk

Executive Summary

espite agonizing doubts about European recession, a global slowdown and 
earnings concerns, U.S. stocks had a strong third quarter and generated 
a handsome total return in the first nine months of the year, leading most 
asset classes globally.
From a valuation perspective, stocks remain attractively priced relative to 

the current level of earnings. Nevertheless, earnings growth is more uncertain. We’re 
scrutinizing both economic performance and policymaker actions throughout the 
world, but especially in Europe and emerging markets.

D
We’re about ready to abandon finan-
cial markets. It feels like a casino that’s 
stacked against us. Does the little guy 
stand a chance?!

We completely understand your frustra-
tion. We’ve been watching markets on a daily 
basis for decades, including in some very 
risky and crazy parts of the world, and we 
find the volatility unusual as well.

That said, U.S. large-company stocks, as 
measured by the S&P 500, have provided 
very strong double-digit returns year to date 
(through September, including dividends and 
price change). This is a phenomenal return on 
an absolute basis (inflation is running close to 
a 1.5% annual rate, so the real return is stun-
ningly high). And no, we don’t expect it to 
see this performance every nine months.

This also happens to be the highest-
returning major liquid market in the world 
(and far higher than most illiquid markets, 
too). So you may feel dizzy from the carnival 
ride, but the little guy definitely has a chance 
when supported by a professional partner that 
closely monitors the valuation of the various 
markets and products available to investors.

You’ve said that the long-term average 
stock-market return may be closer to 7%, 
so the return of U.S. stocks is quite high 
indeed. How do we get more comfortable 
with the negative headlines?

At the end of the day, investing your port-
folio is an important component of your strat-
egy toward financial comfort and success. It’s 
not, however the only factor. Other important 
levers include when you start to save, how 
much you save, when you start your retire-
ment, and your spending rate upon retirement. 
And these are even more under your control 
than financial markets.

Having said that, the point of investing 
is to generate a return at an acceptable level 

of risk. Risk is often discussed in academic 
terms, but at the end of the day it really de-
scribes the swings of the ride (especially the 
downward swings) and the degree of confi-
dence in the markets we invest in.

In terms of return, as we pointed out 
above, this year has been terrific so far. In 
terms of the ride and confidence, the last three 
years have been very trying. But remember 
that most individual investors, left on their 
own, tend to yield to negative news at the 
worst possible times and re-enter markets 
when assets become expensive (also not a 
good thing when attempting to generate an 
attractive return). Capitulation may be easier 
on the ulcers, but it actually moves you back-
ward in your financial plan.

Thanks for the insights on volatility. 
What do you think happens after recent 
strong returns?

We’ve been quite positive on U.S. equity 
markets, particularly large-cap stocks. We’ve 
also liked U.S. high-yield bonds for some time, 
as we’ve felt they were “cheap,” or attractively 
priced, relative to their intrinsic value or under-
lying cash flows. They’ve both done very well.

As a result of their strong performance, the 
degree of “cheapness” has narrowed materi-
ally. That means that future performance will 
henceforth be linked more closely to future 
growth in earnings and associated factors. We 
develop our own proprietary forecast for cash 
flows and predictive models in order to look 
ahead with some confidence.

As we write this, we’re not ready to change 
our asset allocation materially. But we do see 
more moderate returns going forward. And, of 
course, we’re training our radar particularly 
on the key sources of risk to global growth, be 
they emerging markets’ slowing down, fiscal 
tensions in the U.S. and Europe, or confronta-
tion over a few islets in the China Sea.

“Investing is a perennially dynamic 
endeavor requiring both patience and 
conviction.”   

— Is the Business Cycle Dead?,  
Royce & Associates, Semiannual Review 

and Report to Shareholders,  
June 30, 2012

“[…we are spectacularly unconcerned 
about inflation in the current market]”  

— Filtering Out the Noise in the  
Economies and Markets,  

Abby Joseph Cohen, President & Sr. 
Investment Strategist, Goldman Sachs’ 

Global Markets Institute, presentation to 
CFA Society of Columbus,  

October 10, 2012

Want To Learn More?

If you’d like to take a deeper dive into 
Hamilton Capital’s proprietary research 
or better understand our top-down, 
forward-looking investment process,  
join our investment management team 
for one of our upcoming client briefings:

November 15 - Breakfast 
New Albany Country Club

November 15 - Lunch 
The Refectory

November 16 - Lunch 
Scioto Country Club

January 17 - Lunch 
Scioto Country Club

January 18 - Lunch 
Scioto Country Club

Space is limited, so contact Laura 
Hamilton at lah@hamiltoncapital.com 
or (614) 545-4013 to RSVP. 
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Another Shot in AmeriCA’S eConomiC Arm

Executive Summary

he Federal Reserve introduced another round of quantitative easing, which 
appeared specifically aimed at reducing mortgage rates. As has happened 
after previous Fed announcements, some pundits immediately predicted 
hyper-inflation. We study inflation from many angles and also place it in a 
historical context; hyper-inflation is not a threat we see in the current or 

near-future economic picture.
Our research across many asset classes suggests an advantageous risk/reward 
relationship in the high-yield bond portion of the fixed-income asset class, generating 
both greater-than-market yields and offering the opportunity for higher total returns.  
In terms of treasury bonds, we would not be surprised by rising yields, which would 
quickly erode bond prices and possibly generate negative returns. Thus we’re not 
emphasizing long maturities in the fixed-income allocations in our strategies.

T

Did the Federal Reserve’s recently an-
nounced round of quantitative easing 
(QE3) impact the bond market?

Investors had been anticipating the move, 
so the market didn’t experience any signifi-
cant shifts when it was announced. But mar-
kets have gradually improved since. And the 
Fed’s decision to buy mortgage-backed bonds 
is aimed at stimulating 
the economy by lower-
ing mortgage rates. This 
should help home own-
ers with existing mort-
gages refinance at lower 
rates, thus decreasing 
their total housing costs 
and increasing their 
disposable income. It 
should also help trigger 
new buyers. Housing is 
already very attractive 
relative to renting, and 
lower rates make homes 
even more affordable, 
which helps stabilize 
home prices and brings 
new consumers into the 
market for washers and 
dryers, lawn mowers 
and so on.

For some time you’ve said you don’t 
view inflation as a threat, yet I’m bom-
barded by many economic and market 
pundits who forecast hyper-inflation 
because the Federal Reserve is flooding 

the market with money. Are you still con-
fident inflation is under control?

In 2002, four years prior to assuming his 
current role as Fed chairman, Ben Bernanke 
was asked how he would manage a defla-
tionary environment. In response he quoted 
another respected economist indicating that 
many options are available to policymakers 

to avoid a Depression 
scenario, including, in 
an extreme scenario, 
dumping money out of 
helicopters. Conceptual, 
of course, but it stuck 
and earned him the nick-
name Helicopter Ben.

Fast forward 10 
years, throw in the most 
significant post-war re-
cession, a slow recovery 
and periodic flirts with 
deflation, and we can 
see Chairman Bernanke 
is a man of his word. 
Stimulus is everywhere: 
Fed funds near 0%; QE 
1, 2, and 3; and add an 
Operation Twist on the 
side. Has all that stimu-

lus led to inflation thus far? Since 2002 the 
average rate of inflation is 2.5% and the most 
recent reading as of August 31 is 1.7%. 

So the pundits of gloom have been consis-
tently wrong. We do not currently view infla-
tion as a threat over our investment horizon of 
12–24 months. In fact, we applaud the Fed’s 

actions in avoiding deflation. Of course we’ll 
continue to monitor it as we do with myriad 
other economic reports around the world, but 
structural forces currently are inconsistent with 
anything close to hyper-inflation near term.

Lower rates can be a stimulus to the 
economy, but those low rates also trans-
late into lower yields on fixed-income 
investments. What is Hamilton Capital 
doing to maximize those yields? 

We’re constantly seeking higher income 
yields on fixed-income investments, but not 
at the expense of the characteristics we expect 
from the asset class. Years of experience have 
taught us that once a manager starts reach-
ing beyond its own portfolio parameters and 
‘chasing income’ in asset classes with dif-
ferent characteristics, it’s setting itself – and 
more importantly its clients – up for disap-
pointment, especially if everyone is rushing in 
to do the same.

Our greater-than-target allocation to 
high-yield bonds has generated significant 
additional income yield in the fixed-income 
allocations of our strategies – currently gener-
ating over 500 bp or a 5% per annum higher 
yield than treasury bonds – while also gener-
ating total returns second only to U.S. equity 
markets this year. Our ongoing research and 
modeling of default rates, recovery rates, 
yield-to-worst, and spreads in the context of 
historic measures and current corporate bal-
ance sheet quality have pointed to attractive 
valuation opportunities in the asset class.

Another typical way to capture higher 
yields is to invest in longer-term bonds. 
With that, however, comes greater price risk 
should interest rates climb. For example, if 
today’s 30-year U.S. Treasury bond1 were to 
move higher in yield by ½% (from 2.91% to 
3.41%), it would result in a 9.4% decline in 
the price of the bond. We see this as a sig-
nificant risk from a bond that was originally 
yielding only 2.91%. So for the time being 
we remain constructive on the opportunities 
in high-yield bonds, but are cautious risking 
your capital by investing too far out on the 
maturity scale. 

1. U.S. Treasury 2.75% due 8/15/42 as of 10/11/12.



The opinions in this newsletter are for general information only and are not intended to give specific recommendations or advice. Certain information contained herein has been compiled from 
independent third party sources believed to be reliable. Hamilton Capital Management makes no representation about the accuracy, completeness or timeliness of the information contained herein or 
its appropriateness for any given situation.

a long way in repairing the debt excesses of 
the last decade or two. Both households and 
the corporate sector have gone on a diet, 
shedding meaningful amounts of fat (i.e., 
debt) that they had accumulated and could 
not afford. As a result of the extra weight, 
this athlete wasn’t so fit anymore. As we 
shed debt, we’re experiencing a recovery 
that is timid and uncertain relative to what 
we’ve been used to since the early 1980s.

We hesitate to ask, but tell us where 
the progress hasn’t yet materialized.

The key slacker now is government – the 
executive branch and the legislative branch. 

As the private sector moved to reduce its 
debt load, the federal government stepped 
in to prevent an economic cave-in. Previ-
ously carrying a reasonable debt load, in 
the last few years Washington has taken on 
too much (in the analogy above, it’s moving 
toward obesity).

We all know how difficult diets can be. 
Financial markets are tolerant and recognize 
that this patient won’t lose weight quickly. 
In fact, the economy could suffer excessive-
ly if debt loss were too rapid. But we need 
to see a plan with credible assumptions that: 
1) lays out a glide path over the ensuing 
5-10-year period of deficit/debt reduction, 
with a bias toward spending cuts (a $4 tril-
lion package has a nice ring to it in our 
view), and 2) hopefully also generates some 
structural reforms in terms of the size and 
role of government, incentives for invest-
ment, and distortions from the tax code.

The Federal Reserve has done the right 
thing from a monetary perspective. It’s now 
up to government to act on the fiscal side.

Do you think the problem is repairable?

Without a doubt. Not easy, but very at-
tainable. TV pundits and the press will tell 
you otherwise, but they’re far from impar-
tial observers. Typically they benefit from 
the positions they espouse, often by selling 
newsletters or ad space. And, as you’ve 
heard us say before, people simply cannot 
look away from a car wreck, or a gloomy 
headline, so bad news is rewarded.

Our federal government’s debt as a share 
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of the economy must first be arrested, then 
reduced. Current levels are not healthy, but 
we’re nowhere near the scale of basket cas-
es like Greece. That’s hyperbole. Also, re-
member that not all debt is bad. These days 
this statement sounds at best controversial 
and at worst irresponsible. But it also hap-
pens to be correct.

If monies raised from government debt 
issues are invested in an activity that busi-
nesses and households value – say on a 
highway or increased wireless spectrum – 
that also generates a future return, then that 
debt will increase a nation’s wealth. If, on 
the other hand, those monies are spent on 
current consumption and there isn’t a future 
return from the activity, then it’s usually a 
negative. We have more of the latter than 
we should. But we’re not so far down the 
road that the basic productive capacity of 
our economy has been reversed, as near-
record levels of profits can attest.

THE HCM ADVANTAGE

The largest investors often have the benefit 
of sophisticated internal investment depart-
ments led by a qualified Chief Investment 
Officer to design and manage their invest-
ment portfolios. 

Unfortunately, most investors can’t main-
tain an internal team of that caliber. But if 
having an external investment team of that 
sophistication is something you could gain 
from, then we’re here to serve. 

We function in a fiduciary capacity as 
an external Chief Investment Officer for 
our clients. Our structure is similar to the 
investment departments of large, sophisti-
cated institutional investors, and our team 
has extensive global investment experience. 
In fact, several of our team members have 
received national recognition for their abilities  
and accomplishments.

Each day, we diligently apply our disciplined 
investment process to the design and  
continuous, forward-looking supervision  
of your portfolio. Our goal: To build a  
complete investment solution for you.

5025 Arlington Centre Blvd., Suite 300
ColumBuS, ohio 43220

614/273-1000 • 614/273-1001 (fax)
888/833-5951 (toll free)

www.hamiltoncapital.com

Hours & Holidays: Hamilton Capital Management is open Monday through Friday, 8:00 A.M. 
to 5:00 P.M., except New York Stock Exchange (NYSE) holidays. Upcoming holidays include: 
Thanksgiving Day, November 22; day after Thanksgiving, November 23 (1:00 P.M. close); 
Christmas Eve, December 24 (1:00 P.M. close); Christmas Day, December 25; New Year’s 
Day, January 1; and Martin Luther King, Jr. Day, January 21.

Change In Your Financial Circumstances: If you face changes that could affect your financial 
circumstances, please call us so that we can discuss any appropriate adjustments to your portfolio.

Form ADV: If you would like to receive a copy of our current Form ADV, Part 2A and 2B, please 
contact us.

We Welcome Your Referrals

Our passion is to help you and others 
like you achieve lifelong financial 
independence and security. If those 
are goals your friends, colleagues and 
family members share, we’d be honored 
to earn the right to work with them as 
well. So please don’t keep us a secret. 
We value and appreciate your referrals.


