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Executive Summary

The U.S. growth story continues to improve, albeit gradually.

In recent years, U.S. growth has approximated 2%. During that period, tight fiscal policy 
(i.e., the government’s progress in reducing its deficit by cutting spending and increasing its 
revenue) detracted more than 1% from that growth. That impact now seems to be waning. 

Further, capital investment may be gaining strength. Forecasters, us among them, feel that growth could 
now gravitate toward 3%, which robust job growth and other indicators seem to confirm.

You’d think this would be well received, and most economists are reasonably positive on that score. 
However, fears that it could lead to higher interest rates than previously thought made investors 
nervous as the fourth quarter began, which was only aggravated by signs of weakness in China and 
Germany and collapsing commodity prices. Ironically, falling commodity prices should actually help 
global growth, and possibly earnings, recover.

We recently saw in the news that 
the economy grew 4.6% (!) in the 
second quarter, which is the latest 
available. Isn’t that very strong by 
the standards of this recovery?

Although this number would be 
par for the course in other recent 
recoveries, this time around it’s quite 
strong. But, like most economic re-
leases, it needs to be considered in the 
context of what else we’re seeing.

For instance, this strong perfor-
mance follows an outright drop of 
-2.1%, which, in turn, followed two 

quarters averaging 4%. So you 
see how significant volatility can 
raise questions. But we do feel that 
growth is gravitating toward 3%, 
perhaps even beyond, which is a 
good acceleration from 2013.

What’s driving this pick-up?

Many factors are at play, but a 
couple merit reviewing.

As we described before, in re-
cent years the U.S. government was 
reducing its budget deficit, which, 
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Reading this in the fourth quarter may trigger a raised eyebrow, the result of early 
October volatility, but stocks did quite well this year, through September. More 
importantly to long-term investors, on a more relevant three-year timeframe, 
large U.S. stocks returned 86% in the period (S&P 500 total return).

We have pointed out before that investors should not expect similar returns going forward. In 
fact, our long-term capital market assumptions have been quite moderate for several years. 
We’ve lived through some very pleasant financial-market years. We don’t see that lasting 
forever. But we also feel that we’re not yet at the beginning of another equity-market winter.
But, as the market has shifted over the last five years from deeply undervalued to, broadly 
speaking, a fair range, we’ve recently shifted the portfolios to a somewhat more guarded 
stance – still overweight in large-cap stocks but implementing selected adjustments of a 
risk-reducing nature.

Equity Portfolios
StoCk PriCeS riSe further, But fourth QuArter StArtS roughly

Executive Summary

So, starting with the formal timeframe of 
this review, how are stock markets per-
forming through the third quarter?

In short, rather well.
This may take a little persuasion, as read-

ers will be seeing these words in the context 
of the turbulence in the first couple of weeks 
of October. But as of September, this market 
has produced returns in the range of 3-8% 
year-to-date (for the illustrative large- and 
mid-cap stocks), and, in the more important 
last-three-years timeframe, of 86% (!) – well 
above that which we’ve built into our long-
term capital market assumptions for our 
clients. So we’ve remained in a very friendly 
environment, if one that’s not void of air 
pockets and monsters under the bed (though 
no more so than usual).

Yes, early October has brought mostly 
doom and gloom, so far. Isn’t it really bad?

The end of September is only a couple of 
weeks back, as we write this. And yet it feels 
an eternity ago to some, as early October 
brought us some turbulence. 

But we would underline the word “some”. 
From a peak in mid-September, the market 
had corrected nearly 7.5% at mid-October. 
This is still below the mean of the dozen cor-
rections since 2009, which have averaged 
8.7% (7.7% if we exclude the near-20% drop 
in 2011, a more conservative reference point).

So at this point, although it feels scary, it’s 
similar to what we’ve been living with for years.

I also hear that the market crossed a key 
200-day moving average. Do you think 
that suggests we’re seeing the beginning 
of the end?

The market’s moving average – be it 200-
day or any other period – falls broadly into 
“technical analysis”. It uses the market’s own 
historical patterns to forecast its future behav-
ior, independent of an understanding of the 
environment and any other causal, leading or 
even coincidental indicators. We’ve studied it 
carefully, and, putting it mildly, we’re not fans.

The last 10 years alone show seven “false 
positives” for this measure (i.e., periods dur-
ing which the S&P 500 moved below its 
200-day moving average, suggesting to tech-
nicians that a downturn was underway, only 
to reverse course and remain on a meaningful 
upward trajectory that investors could not af-
ford to miss). After the fact, those charts tend 
to look quite impressive. However, if one 
uses them to forecast, one comes up empty, or 
worse, poorer. Over the years we’ve analyzed 
them and they don’t work, other than possibly 
in currency management, and then primarily 
over shorter-term timeframes.

We call these interim shifts “bouncing off 
the guardrails.” No one can forecast them, 
as there are too many unpredictable, random 
events that can lead markets to turn sharply 
this way or that. We devote our resources 
to trying to predict more sustainable market 
shifts over a 12-24-month horizon. 

So what’s your take on recent market 
volatility?

In recent years we’ve lived through, and 
our portfolios benefited from, a very profit-
able stock market spring and summer. We 
should not expect the mild weather to last for-
ever. These financial “seasons” vary in length, 
and it’s hard to say whether we are in July, 

August or September, as it depends on policy-
maker actions. Cold days are coming eventu-
ally, but in our view, not yet, as we don’t see 
imminent triggers for an equity market “win-
ter”. You may recall us arguing, during a pre-
vious stock market scare, that capital markets, 
like economies, don’t usually fall on their 
own. They’re pushed. The usual “bullies” are, 
largely, still missing from the stage.

We’re closely monitoring events in Ger-
many and China and commodity markets, 
which have been the most recent triggers for 
worry. The former have been concerns of ours 
for some time. The latter could actually be a 
positive as it lowers costs. We feel that some 
of what we’re observing with commodities is 
a reversal to the mean, from levels that had 
been unduly high.

Are you then saying that the portfolios are 
unchanged?

Not exactly.
Well before and quite unrelated to the mar-

ket’s recent nervousness, we concluded that 
the strong price gains of recent years, accom-
panied by selected other factors, had changed 
the dynamics in the marketplace in the con-
text of our next-1-2-year horizon.

As a result, we recently implemented a 
couple of shifts in the portfolios:

We completely eliminated our position  
in small-cap stocks.
You may recall that we’ve been cautious in 

this equity sub-asset class for a long time. Our 
research suggested strongly that it was very 
expensive. As a result, our equity portfolios 
had been well under-weighted, and our bal-
anced portfolios, which have lower risk toler-
ance, had been entirely out of these stocks. 
As a result of the recent portfolio shift, we 
reduced all of our existing positions to zero.

We changed the character of our  
large-cap stocks.
As you know, we’ve been overweight 

in large-cap stocks relative to the neutral 
weights. That hasn’t changed. However, we 
sought to reduce the risk characteristics of 
those positions by shifting the sub-advisors 
that we employ toward those more likely to 
do relatively well in a fair- or fully-valued 
environment, where surprises have a greater 
probability of occurring, and away from either 
index funds (representing the market itself) or 
managers with a higher risk profile.



Fixed income has outperformed the equity market so far this year. At the time of 
this writing, all fixed-income categories are in positive territory and some sectors, 
including longer-term U.S. treasuries and corporate bonds and emerging-market 
bonds gained anywhere between 6.5% to 9.5%. We believe that a flight-to-safety 

effect is playing a major role. One of our associates put it well: “…Europe slowing, Russian 
aggression and resulting sanctions, China slowing and social unrest. These weaknesses plus 
other BRIC weakness, ISIS and Ebola…it’s just too much uncertainty at one time.” 
The volatility may remain for some time, and bond investors could continue to enjoy a 
positive environment. However, history shows that the market fear is often overdone. Yes, 
Halloween is approaching, but a vague voice is echoing in our ears: “The only thing we 
have to fear is fear itself.” We believe that after the storm passes, bond investors must pay 
attention to fundamental issues: the ramifications of the Fed’s normalization of monetary 
policy and how they go about it. 
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Executive Summary

It seems the performance pattern in fixed-
income markets in Q2 continued into Q3.

You are correct. In Q3, fixed income 
continued to perform well across the board. 
Long-term treasuries outperformed short-term 
treasuries; corporate investment-grade bonds 
outperformed long treasuries. Munis and 
emerging-market bonds continued to do well. 
Interestingly, high-yield 
bonds are lagging be-
hind long treasuries and 
corporate investment-
grade this year for the 
first time in three years. 
So far, anyway. We 
believe that the fear fac-
tor played an important 
role. Geo-political risks, 
global growth questions, 
and collapsing oil and 
other commodity prices 
have made some inves-
tors think we’re heading 
into another financial 
and economic crisis. 
These worries have 
driven them into “safer 
assets” recently. In fact, 
since 2009, the only oth-
er year that long-term 
treasury beat high-yield 
bonds was 2011, when 
investors believed the U.S. was heading into a 
double-dip recession.

The negative perceptions also reinforce the 
argument that interest rates will stay low for-
ever. Even a Fed member recently suggested 
that the Fed should consider delaying the end 
of its Quantitative Easing program, which is 

nearly finished.
Nevertheless, we believe investors are com-

placent about rate hikes and the Fed’s exit plan.

Complacent? What do you mean?
Clearly the performance pattern (long 

bonds outperforming short bonds) reflects 
market anticipation that the tightening cycle 
will be either delayed or substantially more 

gradual than is currently 
implied by the Fed pro-
jection. Indeed, in its 
last post-meeting state-
ment, the Fed continued 
to use dovish language 
like holding interest 
rates low for “a consid-
erable time”. However, 
the Fed’s statement had 
some subtle changes. 
The Fed’s own forecasts 
for its key interest rate 
suggest a Fed that’s 
somewhat more hawkish 
than the market believes, 
with the average projec-
tion showing the rate 
around 2.75% by the end 
of 2016. Bond markets, 
on the other hand, are 
predicting a Fed Funds 
rate at around 1.75%.

So you don’t support the bond market’s 
vision of economic weakness?

Even though the IMF recently lowered its 
global growth rate projections, for now we 
cannot find enough causal-factor evidence to 
support the claim of another global economic 

recession and/or financial crisis that could be 
surmised from bond market performance. To 
the contrary, in the U.S. we see growth gravi-
tating toward 3% or higher, with rebounding 
manufacturing output, jobless claims decreas-
ing to a 14-year low, and retail sales solidly 
on a near-4% growth trend. German economic 
data did show weakness in September. The 
major contributing factors seem to have been 
generally weak growth in Europe, political 
tension with Russia and the late school holi-
days. We believe many of these factors could 
prove to be temporary in nature.

Is that why you’re still emphasizing short-
term maturities?

Yes. Our concerns about future pressure 
on interest rates have led to our preference 
for the less-risky short-term durations. As the 
Fed starts to normalize monetary policy, we 
believe the yield curve will eventually be-
come flatter and most rates could experience 
a meaningful increase, which could result in 
total-return losses for bond investors.

What sectors in fixed-income areas do 
you like?

We still like emerging sovereign bonds, 
which returned nearly 7.8% in the first three 
quarters of this year for our clients. We 
believe the recent stabilization in emerging-
market economic growth and the continuing 
reforms in major emerging countries provide 
strong support for their sovereign bonds. 

We also remain positive on high-yield 
bonds – which are seeing extremely low de-
fault rates, have very little refinancing risk 
and should rebound – and are also devoting 
more research to alternative sectors such as 
TIPS (inflation-adjusted bonds), short-dura-
tion CMBS (commercial mortgage-backed 
bonds), and ABS (bonds backed by other as-
sets) and municipal bonds.

“In a volatile market, the key is to calm 
down, check and re-check the causal 
factors that convinced you to invest in 
the first place.” 

— Tony Caxide, CIO, 
Hamilton Capital Management

In Other Words



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.

albeit the right policy long-term, also causes a 
reduction in growth short-term. The pull-back 
cost us over 1% in growth annually. Now 
our deficit is at a more manageable level and 
fiscal policy has eased off the brakes. Even 
government jobs have turned slightly positive 
after years of cuts or stagnation.

Further, capital investment also seems 
to be gaining strength as businesses use up 
more of their existing capacity, the cost of 
funding remains very low and sales growth 
feels more predictable.

So are we hitting our stride?
“Hitting our stride” has a suggestion of 

predictability that remains mostly absent from 
the current environment. Releases in early 
October still show challenging conditions in 
Europe (German orders and industrial produc-
tion, for example) and China, and commodity 
prices have fallen sharply recently. This is be-
ing viewed negatively.

We feel we’ll likely continue to see turbu-
lence, much as we have since this recovery 
began in 2009. But policymakers, for the most 
part, continue to seek ways to support growth 
in responsible ways, and we believe their 
efforts are likely to edge out the downward 
pressures of a heavy debt load (both public 
and private), a cautious corporate sector and 
the plethora of geo-political crises that have 
been a part of our investment landscape, 
seemingly forever.

Are you worried about the falling com-
modity prices?

For decades we have identified commodity 
prices as an important causal or leading indica-
tor – albeit one of moderate strength – and built 
them into our models for earnings forecasting.

Most observers are reacting to the here and 
now and are interpreting the current pull-back in 
commodity prices as reflective of weak demand.

Although this has some truth to it, we 
think it’s far more complex than that. At the 
end of the day, we think that this may actu-
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ally be a positive.
First, commodity price weakness may 

merely reflect a “long-term” adjustment. 
Sometimes referred to as a super-cycle, re-
cently lower commodity prices may be noth-
ing more than a reversal toward long-term 
normal levels now that economies like China 
are growing less dependent on commodity 
imports and may have stopped strategic stock-
piling, and a reflection that production has ad-
justed, like it usually does, to markedly higher 
prices, by sharply increasing.

Second, some commodities, like crude, 
seemed to have been disproportionately high rel-
ative to their global inventory levels (on Libya 
and Iraq risk, for instance) and other commodity 
prices. We seem to be living through a correc-
tion back toward a more normal relationship.

Lastly, globally speaking, lower commod-
ity prices act, conceptually, like lower interest 
rates – that is, they’re good for growth, with a 
lag. If you’re a commodity-exporting nation, 
then you won’t find it so pleasant. But from a 
global point of view, it’s a good thing over the 
medium term.

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 27; Day After Thanksgiving, November 28 (1:00 PM close); Christmas Eve, 
December 24 (1:00 PM close); Christmas Day, December 25; and New Year’s Day, January 1, 2015.

Change In Your Financial Circumstances: If you face changes that could affect your financial circumstances, please call us so that we can discuss any ap-
propriate 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.

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 Team for one of our 
upcoming market briefings:

November 13 - Lunch 
Scioto Country Club
November 14 - Lunch 
Scioto Country Club

Space is limited, so contact Laura 
Hamilton at lah@hamiltoncapital.com 
or (614) 545-4013 to RSVP. 


