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Quiet Hope And Resignation
Executive Summary
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hile the second quarter was buffeted by the explosive news of Brexit, the most recent
three months were characterized by a quiet and gradual return of moderate hope in
the U.S. and resignation that GDP will disappoint for some time to come abroad.

The U.S. has generated several quarters of growth barely scratching 1%. A reduction
in inventories has been a key driver of this tepid outcome, which actually augurs well for future
performance, so long as demand does not weaken. And the business sector’s reluctance to replace
its very old stock of equipment isn’t exactly helping, either. Finally, we’ve observed a rise in LIBOR,
which could translate into tighter credit conditions, if sustained.

Meanwhile, at 30,000 feet and on a longer view, we continue to worry about the increasing hits to the
global Open Borders economic architecture, which is increasingly resembling “Raise The Gates,”
and the rising threats to central banks’ independence. Although it plays well with the angry masses,
these shifts are also, in our view, sure to become the “…ruin of many a poor boy.”
The latest quarter has come and gone and it does
not appear that we have faced any new, major
“fires”. Are we missing something?
That’s about right – just the usual, pervasive and
unshakeable feeling of malaise, both political and economic, that we’ve faced for some time!
We say that only half in jest, because it roughly describes much of what is written, sometimes in the face
of facts to the contrary, be they unemployment (low),
inflation (low), growth (persistent) or financial market
performance (terrific).
The third quarter brought us more of the same across
all of those metrics, this time without any major horror
stories. So maybe it goes down as better than average.

Interesting – those do seem to be the things that
matter. And you believe that they look OK?
Yes indeed, to date, and with the usual caveats.
For instance, U.S. economic growth has averaged
2% or so for several years. In recent quarters it’s been
lower than that, closer to 1%. But that has materially
been impacted by a cutback in inventories, which
could actually result in better growth in the future (as
inventories should be replenished in an environment of
sustained demand). But growth did improve modestly
in the most recent quarter, even as weak capital investment continues to hold it back.
Further, unemployment has remained quite low
even as we’re seeing a good number of previously
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Stocks Marching To An Upbeat Drummer
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Executive Summary

f not quite on a tear, stocks, particularly in the U.S., continue to favor positive news
over worries, be they political or economic, and the performance tables show “+”
signs everywhere.

On the surface, investors appear to have been steered toward stocks by easy monetary
policy – i.e., low interest rates and additional extraordinary measures by the Federal
Reserve. We differ somewhat. We feel that the actual trigger has been very strong earnings
growth, and the fact that stocks were very cheap at the beginning of this ride, in 2009.
Therein lies the challenge. Earnings growth has now sputtered and bank lending
conditions have deteriorated. Although earnings could come back, accelerating gains in
wages, strong employment and a greater likelihood of higher, rather than lower interest
rates suggest to us that strong growth in earnings is not probable. And, this time around,
prices are high-ish.
So, although willing to participate in market strength to a degree, we have gradually
deployed the air brakes to cushion any fall that could come our way.
So, we’ve established that the recent
macro-economic picture was reasonably
crisis-free. How about so-called “risk”
assets like stocks?
Here, too the news is reasonably copacetic.
Whether we look at third-quarter, or yearto-date (YTD) performance, the U.S. broad
market generated returns in the mid-single
digits, using the broad Wilshire 5000 index
as our yardstick. Non-U.S. markets either
performed similarly to a tad lower (for developed markets) or much stronger (for emerging markets). One has to look hard to find any
negative signs anywhere, particularly for the
9-month timeframe.
Finally, the more relevant 3- and 5-year results also look quite strong for U.S. markets,
though decidedly not so for foreign markets,
which illustrates the perils of allocating monies overseas purely on a “policy” basis, without regard for valuation and understanding
the dynamics of earnings.
Wow. That seems remarkable, particularly
with so many unsettled economic and
political issues. But we hear that it’s all
temporary, and only because the Fed is
heavily printing money, so it won’t last.
Well, it’s a bit more complicated than that
in our judgment.
We feel that stocks have been strong for
years – returning nearly 200% since early
2009 – primarily because earnings growth has
been terrific and also because, at the start of
the latest boom, stocks were very cheap. For
years no one wanted to believe that earnings
growth was believable or sustainable. And

who could blame investors? After the 20002002 and 2007-2009 sharp falls, trust was not
exactly in abundance.
We would readily accept, even argue, that
low interest rates from the Federal Reserve
had an important driving effect on earnings
growth, which in turn drove stock prices. But
low rates on their own will not sustainably
lead to booming stock prices every time.
Well, since we have low rates now, then
surely earnings growth remains strong?
This is where it gets interesting, and why
we can’t rely simply on low rates to remain
confident.
In recent quarters, things have changed.
Earnings are actually falling. Yes, even with
relatively low interest rates, earnings growth is
actually negative. Several factors have played
a role, including commodity prices. But strong
hiring and rising wage growth are shifting the
share of total national income from corporations (which have enjoyed a record share for
some time) to workers. Thus corporate profit
margins have fallen and revenue growth has
not been sufficient to offset weaker margins.
So our central bank isn’t irresponsibly
causing a bubble?
We don’t think the Fed causes bubbles –
investors do. Further, the Fed drove rates low
because of economic problems, not the other
way around. Finally, often at turning points in
economic and financial market cycles, the Fed
comes under criticism that it’s ineffective and
not doing enough, or alternatively that it’s doing too much. There’s no pleasing the chatter-

ing masses. Every Fed chairperson has faced
it, though the criticism seems particularly
scathing this time around.
The fact is, the Fed has already “snugged”
policy somewhat, first by ending Quantitative
Easing – simply, the purchase of bonds as a
proxy for lower rates – in the so-called “tapering,” and with the first increase in rates – a
very modest amount to a target of under 0.5%.
If no bubble, then what’s your bottom-line
view for stocks?
Even if we do not assign blame to the Fed,
that doesn’t mean stocks are likely to generate
superior returns relative to other asset classes
and/or that we are being appropriately compensated for their risk.
We are living in an environment of falling
earnings. Further, bank lending conditions
have become less favorable, and many of our
other causal factors and leading indicators are
signaling some caution of one sort or another.
Earnings may yet bounce back, for instance if oil prices rebound. But companies
continue to hire so their wage bills are rising,
and we feel we’re more likely to see higher
than lower interest rates. This combination
seldom results in strong earnings growth.
Finally, we do feel that stock prices are on
the high side. Some investors feel that they
have been “forced” to buy stocks due to low
rates. But we think it’s a cop-out to blame it
on the Fed. One can choose not to buy stocks
even when the alternative is not appealing.
But if the outcome is that we protect capital
from loss in an eventual downturn, then it
could be the right strategy. It does require a
patient temperament. And we’ve indeed taken
some steps in the portfolio in that direction.

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 3
Lunch
Scioto Country Club
January 19
Lunch
Scioto Country Club
Space is limited, so contact Laura
Hamilton at lah@hamiltoncapital.com
or (614) 545-4013 to RSVP.

Moving Very Deliberately Toward Higher Rates
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ith a subdued impact from Brexit and concerns about European banks
and Chinese deceleration abating (for now), the Fed elected not to
raise rates in September with inflation remaining low and growth tepid.
However, accelerating wage costs and general inflation heading toward
the Fed’s target rate increasingly make a compelling argument for a gradually higher Fed
funds rate. Our fixed-income strategy is positioned for grinding higher rates.
process of bringing everyone’s best thinking
to a thorny challenge.

Why didn’t the Fed raise rates at its
September meeting?
Although the Fed’s broad assessment of
the state of the U.S. economy at its September
meeting was positive, it voted to leave the
interest rate unchanged. The underlying reasons, in our view, are twofold. Inflation is still
low (the Fed’s favored measure of inflation is
near 1.7%, still below the Fed’s target rate of
2%). Furthermore, U.S. GDP is still growing
at a tepid 1.3% or so. The Fed would like to
see the economy perform better and excess
capacity fall before raising rates.
I heard that opinion
was divided among
FOMC members?
Yes, indeed it appears
that the decision by the
Federal Open Market
Committee (FOMC)
was far from unanimous.
Three of the voting members voted in favor of a
quarter-point rise – the
most “no” votes since the
December 2014 meeting.
The disagreement was
centered on the overall
3 6 1 2 3
labor market. Some see
little or no remaining
slack; others felt there
was more room before wage pressures accelerate. Fed members also have different views on
the neutral real rate of interest. Although most
members agreed that this equilibrium rate has
been falling in recent years, they disagreed on
the extent and durability of the drop.
Each chair runs the Federal Reserve a little
differently. Most recently the Committee has
been guided with a loose hand, where debate
and different perspectives are encouraged,
even if views differ from the chair’s. The
press may be amplifying what is a modest
difference in governance style and a desirable
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What is the likely rate path from the Fed?
Our expectations for the trajectory of administered rates has not changed conceptually. We see rates grinding higher towards 2017,
provided that there is no black swan event
in global markets. The Fed also publishes
its own set of projections, the so-called “dot
plot.” Observers have made a big to-do about
the Fed’s outlook. But
it’s important to understand that, whatever the
Fed’s members expect of
the future, they will act
based upon actual economic outcomes, even
if they differ from their
own previous expectations. As a result, we
don’t give Fed forecasts
much weight in our deliberations.
That said, as U.S. in9/30/16
flation is heading toward
the Fed’s target rate and
6/30/16
the labor market continues to tighten, a gradual
rate hike is a reasonable
probability.
7 10 20 30
And how is your portfolio designed as a
result?
Our fixed-income strategy is positioned to
weather this eventuality. Our overall duration
is shorter than benchmark to mitigate a possible market-value decline in a rising-interest
environment. Furthermore, given the low
current yield and improving fundamentals in
the U.S. and emerging economies, we have
over-weighted U.S. high yields and emerging
nations’ sovereign bonds, as they have offered
superior total return opportunities. But we do
anticipate some lightening of that construct at
some point down the road.

In Other Words
“A decline in globalization in general,
and free trade in particular, would
deal a severe blow to world economic
growth and prosperity.”
— Robert F. DeLucia, CFA
Consulting Economist, Prudential

“It has been popular among bearish
observers to blame the bull market
on the Fed. …The notion that the
only reason the stock market has
appreciated is because of the Fed
seems blatantly untrue to us, and
ignores the significant improvement in
fundamentals during this cycle.”
— Richard Bernstein, Chief Executive
and Chief Investment Officer,
Richard Bernstein Advisors

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.
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discouraged workers return to the labor force,
which is a very good thing despite creating
upward pressure on the unemployment rate.
Meanwhile, even as the number of new jobs
slows down, it remains significant – the envy
of the world, really – and at a pace that creates further downward pressure on the unemployment rate. So what’s not to like?!
Meanwhile inflation remains low and is gradually rising – both just right – and nearly every
U.S. financial market is doing pretty well this
year. It all adds up to a decent batting average.
You sound like a cheerleader for the economy. So who is responsible for this outcome?
Ha – cheerleader! Well, we’re not often accused of behaving that way….
Look, we’re analysts. We seldom behave
promotionally and, personally, even prefer
not to be sold to, so we try not to do it to others. So what we describe are “just the facts,
ma’am,” as Joe Friday would say.
We would not go so far as to say that we’re
ecstatic about economic results. There are
many things that we would prefer to be otherwise. But there are indeed a number of good
outcomes and, although many hands stir the
economic soup, if we had to point to one primary cook, we would finger the central bank.
Should they be applauded, then?
Yes, they should.
That statement alone will show you that
we’re not gunning for “most-popular” honors.
Most pundits love to hate the Federal Reserve,
and many investors have drunk the Kool-Aid
of central bank disdain.
Our central bank has been given two mandates by Congress – to keep inflation and unemployment low on a sustainable basis. Given that,
in the current cycle in particular, they’ve been
given little support from fiscal policy, credit
growth or global excess capacity, and nothing
but grief from verbal assaults and running commentary everywhere, we feel that they have
done a stellar job of keeping their heads down,
retaining their focus on their mandate and, most

importantly, producing results in both unemployment (at 5%) and inflation (between 1 and
1.75%) that nearly every country envies.
So, it’s all good?
We wouldn’t go that far.
If we had our druthers, inflation could be
a tad higher. Further, sustained economic
growth does not necessarily translate into
strong earnings growth and robust financial
markets, where we see several dislocations.
And financial markets – not the economy or
inflation per se – are what concern us most as
portfolio managers and fiduciaries.
Further, many of the positive observations
we’ve discussed are backward-looking, and
hence don’t much matter. If we look forward,
we’ve seen some tightening in monetary policy, whether from the tapering of Quantitative
Easing or as a result of the recent increase in
LIBOR rates, which, if sustained, could also
represent tighter credit conditions and result
in reduced bank lending.
Finally, and as you’ve heard us fret over
before, the third quarter did bring us additional hits to the Open Borders architecture
of the flow of goods, services, capital and
labor that has served as the framework for the
global economy for several decades. We do
not minimize the challenges that globalization
has created for some. But, in our minds, there’s
also no denying that Open Borders has, netnet, served the world quite well. Now we’ve
likely seen its heyday, as the consensus would
potentially have it morph into something that
more resembles “Raise The Gates!” As if that
weren’t enough, we sense, if not a worsening,
at least a persistent murmur of disapproval of
central banks, with dark hints at additional control and oversight of those “un-elected” people.
Those un-elected folks at the Fed, in our
view, have largely proven themselves to be
ethical, diligent, civil and effective public servants – technocrats, really – doing their best
to remain focused on their task with zeal and
largely immune to surrounding political pressures. Bravo, we say.

THE HCM ADVANTAGE
The largest investors often have the benefit
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