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Executive Summary

he crowd continues to gather around an improved growth outlook, an uncanny replay 
of the last two springs. The U.S. is increasingly being viewed as a locomotive of global 
growth, as emerging nations slow, Europe lies in recession and its risk of financial shock 
stubbornly lurks (even if temporarily tamed). U.S. inflation has rolled over convincingly 

and seems headed toward the 1.5% range.

There continue to be several supporting causal factors for growth. However, as the consensus becomes 
festive, we’re focusing even more on understanding risks to a positive outcome, including slowing U.S. 
profits; a recent increase in commodity prices (now reversing?); tensions in Iran; a weak Europe and 
slowing emerging markets; and remaining fiscal challenges everywhere.

Has spring suddenly sprung in the financial 
markets like it has outside?

We seem to be enjoying unusually good conditions 
in both, and they could be related. 
We just finished a quarter that saw 
the S&P 500 – a good proxy for 
the broad U.S. equity market – 
experience very strong gains amid 
moderate economic growth and 
several global crises. It followed 
another similarly strong period in the 
fourth quarter 2011, when the index 
rallied off the lows for the year. 
This is exceptional indeed, and not 
likely to repeat itself over and over. But, like those first 
unexpected spring days, it’s nice when you first step 

outside and enjoy the pleasant conditions.

Did you really mean that the weather and the 
markets could be related?

There are many fundamental 
reasons behind the robust 
performance of stocks. As you 
know, these are the causal factors 
that drove us to be positive on 
stocks over the last year and that 
trigger how we actively allocate our 
portfolios from one asset class to 
another. However, the winter has 
been so mild that it may have had a 

real but temporary boosting impact on growth.

The more important 

underlying trend in 

the U.S. is one of 

moderate growth. 

T
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Executive Summary

ur work continues to place U.S. stocks in the top ranks vs. other asset 
classes. Within stocks, large-cap U.S. equities continue to look the most 
attractive relative to many alternatives, as profits and profit growth are OK 
and valuations remain most attractive. However, S&P-based projections 
have moderated and fourth-quarter earnings saw a drop from the previous 

quarter. Mid caps and small caps are less attractive as we anticipate P/E contraction.

High-yield bonds also look competitive to large caps. The European outlook is much 
improved, but risk is perceived as elevated, with a higher hurdle for investment. Japan’s 
macro environment may be deteriorating, and its stock market has not yet merited an 
allocation. Emerging markets’ projections are very unclear, but we’re concerned about 
earnings. Investment-grade bonds and Treasuries trail with concerns about rising 
interest rates.

O

Last quarter I felt exhausted, but this 
quarter I have a spring in my step. Tell 
me I’m not wrong.

You’re not wrong – the gains in the 
equity markets should have us all leaping 
and bounding. We’ve come through a long 
marathon and it’s OK to take a small  
victory lap.

Through all the buffeting winds and 
market doubt, we’ve felt that the price of 
stocks was out of synch with the level of 
earnings for the last few years. But while 
that mispricing was on the expensive side 
(prices too high relative to future earnings) 
in past markets, recent experience has shown 
stock prices well below corporate America’s 
earnings power, in our view. The last six 
months have confirmed that view in terms  
of performance.

But there’s a lot of uncertainty in the 
world, and although we’ll allow ourselves  
a moment of quiet gratitude, there is much 
to research, better understand and continue 
to monitor. It’s a good thing we like what 
we do.

In your macro-economic review you 
spoke of volatility associated with the 
weather. Could that impact stocks?

Many investors avoided markets in the 
summers of 2010 and 2011 when the clouds 
were darkest, and many of these same folks 
are just beginning to feel confident it’s now 
safe to nibble or plunge back in. The reality 
is that many investors missed the strong 
returns of the last two quarters and may 

be returning to stocks because it now feels 
safer.

If so, they’d be returning when large-caps 
stocks are trading at about a 10% discount 
to earnings. Not bad, but well “above” the 
approximate 35% discount of a few months 
back. So the valuation cushion is thinner and 
the risk, while still attractive, is higher.

So is the good part for stocks behind 
us? Does higher risk mean you’ll 
emphasize bonds?

Our work continues to suggest that stocks 
still look attractive, but we’re quite attuned 
to possible sources of negative surprises.

You also bring up another interesting 
point – the issue of risk. The consensus is 
that bonds are safer than stocks. Over the 
long term that’s true: the price of bonds is 
less volatile, hence lower risk. But that’s 
from a long-term planning or “policy 
portfolio” perspective, and, like most things 
in investments, it’s not that simple. From 
our active management perspective (with 
our medium-term time frame), we’ve been 
concerned that bonds – specifically U.S. 
Treasury bonds – may be exposed to more 
risk than stocks over the next 12-18 months.

The fears of the last two years have 
driven Treasury yields (or market interest 
rates) to very low levels, both when viewed 
on an absolute basis or relative to inflation, 
as we like to. There is much discussion 
of whether U.S. Treasury bonds are in a 
bubble. Regardless of these labels, we feel 
that there’s a good likelihood that market 

interest rates will rise. Such an increase in 
U.S. Treasury yields would result in weak, 
possibly negative returns for these bonds – 
not because the market fears the government 
won’t pay, but because as rates rise, the price 
on existing bonds drops. That represents risk 
to investors, and, as a result, we’ve taken a 
cautious view of U.S. Treasury bonds. Good 
thing, too, as nearly all maturities generated 
negative returns in the first quarter of 2012.

“In the United States, we see signs of 
improving economic momentum that 
is still not entirely reflected in asset 
valuations.  Headwinds do remain on 
the horizon for the Eurozone and the 
United States, but we believe these 
challenges can be addressed.  There 
may be times when this confidence 
will appear misplaced in hindsight, but 
we feel it is critical to take a long-term 
view when investing.” 

— Outlook on the United States,  
Lazard Asset Management, LLC,  

April 2012

“The most recent Federal Reserve 
minutes suggest a reduced chance 
of further monetary stimulus. This 
reflects a more positive opinion of the 
underlying economy.” 

— Rebound Continued, 1st Quarter 2012 
Commentary, Fairpointe Capital,  

Thyra E. Zerhusen, Chief Investment Officer, 
Marie L. Lorden, Portfolio Manager, and 

Mary L. Pierson, Portfolio Manager 

“The road ahead will surely not be 
smooth, but we believe the value of 
our investments will increase and 
fulfill our expectations.”  

— Delafield Fund shareholder letter,  
J. Dennis Delafield & Vincent Sellecchia, 

Portfolio Managers, January 19, 2012.  
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n an economy that’s gradually gaining ground, we see a Federal Reserve that’s 
committed to fostering economic growth yet remains prepared to fight excessive 
inflation should it arise. How our elected officials handle the growing government 
budget deficit will be very important as investors from around the world decide 
where to invest their capital. In the meantime, we’re managing fixed-income 

assets with the expectation that inflation will continue to be positive (avoiding 
debilitating deflation) albeit moderate, and weighing portfolios toward higher-income 
and capital-gains opportunities.

I
It appears interest rates climbed slightly 
during the first quarter. Do you expect 
that to continue?

Given the very low current level of interest 
rates and the relative potential of the economy, 
it’s hard to see rates declining much from here. 
However, if the economy were to dip into 
another economic contraction or if deflation 
were to develop, then we could see rates move 
lower still (note Japan’s 10-year sovereign 
bond yield of 1% – about 
half that in the U.S.). 
That said, we don’t 
assign a high probability 
to that happening.

Instead, we believe 
we’re near the bottom 
range of a 30-plus-year 
interest-rate slide that 
started after the 10-year 
U.S. Treasury bond 
yield peaked at nearly 
16% in 1981. We’re not 
predicting an immediate, 
sharp move higher in 
rates. In fact, we expect 
it will occur gradually 
with ups and downs, but 
we believe the current 
direction of the economy 
warrants and can 
sustain current or higher 
interest-rate levels.

If the economy continues to progress 
higher and we’re surrounded by all the 
stimulus money being “printed,” won’t 
that lead to higher inflation and lower 
bond returns?

You’re right, inflation does eat into bond 
returns; but like so much in investing, it’s 

relative. You see, some inflation can lubricate 
the system and facilitate economic growth, 
which is obviously a good thing. Too much, of 
course, and both the economy and bond returns 
can suffer. Conversely, deflation (or falling 
prices) can make economic growth harder 
to achieve, and as we approached deflation 
in the Great Recession, the Federal Reserve 
moved to actively stimulate economic growth 
using lower rates and their QE (quantitative 

easing) programs. In fact, 
recently Fed Chairman 
Bernanke indicated that 
the Federal Reserve 
would prefer inflation 
near the 2% rate.

In this unusual 
economic cycle we’ve 
worried about both 
inflation and deflation. 
It reminds us of the 
punch bowl metaphor. 
The Fed can relatively 
quickly slow a party 
from becoming too 
“inflated” by reducing 
access to the punch bowl 
via higher interest rates, 
higher loan reserves at 
banks, and other tools 
that can be adjusted 
to reign in the money 

supply. With deflation, the punch bowl is out 
but no one is drinking, and the party starts 
to slow. Our central bank has not had to face 
persistent deflation since the Depression, so the 
U.S.’ knowledge of it is weaker and deserving 
of careful monitoring. That said, we feel that a 
stronger economy could lead the bond market 
to worry about inflation (even if inflation itself 
does not rise excessively), which is why we 

have positioned the maturity of our portfolios 
conservatively.

Won’t the stimulus from the Federal 
Reserve increase the U.S. deficit and 
make investing in the U.S. unattractive?

That’s a real concern to many investors, 
but let’s distinguish between two things. The 
Federal Reserve (Fed), our central bank, 
manages our money supply, among other 
things. Currently it has increased the amount 
of money available to the economy in several 
ways in an effort to stimulate credit availability 
and final demand. The Fed, however, is distinct 
from the U.S. government. The government’s 
budget deficit can rise or fall depending on how 
the government manages its revenue (such as 
taxes) and its spending. But the Fed’s actions 
with the money supply do not directly impact 
the budget deficit or the amount of debt that the 
government has.

Of course, we do have a budget deficit 
problem, which is leading to a larger and larger 
government debt overhang. We need the folks 
we put in Washington to set policy to address 
that issue – in due time. If we cut too soon, 
we risk looking like Europe, which appears 
to be trying to cut its way to growth. But we 
need to gradually reduce the deficit. We feel 
that the U.S. has the governmental structure 
and societal fortitude to accomplish this. The 
question is, can the politicians figure it out.

Has Hamilton Capital adjusted its fixed-
income portfolio management themes 
over the last quarter?

Our fixed-income investment strategy has 
been relatively stable over the last few months. 
As we’ve monitored the markets and assets on 
a daily basis, the preponderance of evidence 
appears to confirm our themes in place. We 
remain below the benchmark in the maturity of 
our portfolios to protect capital should interest 
rates increase. To capture higher income 
over U.S. Treasury bonds, we remain mostly 
invested in the investment grade. However, 
these positions are weighted below “neutral” 
for the various strategies in favor of the high-
yield sectors of the corporate bond market, 
which we feel offer better opportunities for 
income and capital gains.
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For instance, although gasoline prices 
at the pump rose sharply in recent weeks, 
natural gas prices have collapsed (on a supply 
glut) and the demand for various fuels used 
in heating dropped significantly. This helped 
soften the impact that higher gasoline prices 
normally would have taken from consumers’ 
“share of wallet” or purchasing power. 
Further, the warm weather also allowed for 
activities that normally would pause during 
the winter (construction, travel and retail 
shopping, for example) and provided a boost 
to jobs, the economy and earnings.

This sounds like it ends badly. Are you 
saying that it’s all going to be reversed?

No, no, not quite. We would, however, 
moderate our enthusiasm and certainly not 
expect to keep experiencing many quarters 
like the previous two.

Although many fundamentals remain 
attractive, some may be somewhat 
exaggerated on the upside, because most 
data we see is “seasonally adjusted” and this 
winter was milder than normal. So we could 
see data look a little weaker than normal over 
the next few months, as some demand (say 
for autos or lumber) was accelerated from 
April, May and June (when people normally 
would first get out to shop and start building 
projects) into December through March 
(when we’re usually staying by the heater 
after shoveling snow and watching March 
Madness on TV).

That’s a relief. So you’re really saying the 
data (and markets) could be volatile and 
hard to understand. We’re getting used 
to that.

Exactly. We may now be living through a 
period that feels a little better than it actually 
is, because we accelerated some spending. 
And we could soon go through a period 
that looks a little weaker than it really is 
for the same reason. That could cause some 
nervousness, and since the last two years 
we’ve seen strong springs turn into scary, 
uncertain summers, you can imagine the field 
day the news outlets would have with that 
one. Pretty superficial stuff, of course, but it 
would make for breathless TV coverage and 
scary headlines, which seems to be the order 
of the day. After all, it sells air time as viewers 
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can’t seem to turn away from the proverbial 
“car crash.”

That said, we feel that the more 
important underlying trend in the U.S. is 
one of moderate growth. Most sectors are 
displaying some strength (even housing), 
with the notable exception being government 
spending, which could actually strengthen us 
longer term. The key weakness lies beyond 
our shores – in Europe (likely in a recession), 
in emerging markets (slowing), in the United 
Kingdom (using strong government efforts to 
reduce its deficit) and Japan (where a strong 
currency wreaks havoc with its important 
export sector).

We continue to have plenty to worry about, 
and, as the crowd becomes more confident, 
our reaction at Hamilton Capital is to look 
over our shoulder and over the horizon ever 
more frequently. It’s the way we’re wired and 
hopefully one of the reasons you’ve selected 
us to be your Chief Investment Officer.

Net-net, we continue to believe what we 
said last quarter: that the U.S. could become 
the locomotive of the global economy – a 
view increasingly noted in the popular press 
(the few that bother to publish good news  
that is!).

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 AM 
to 5:00 PM, except New York Stock Exchange (NYSE) holidays.  Upcoming holidays include: 
Memorial Day, May 28; and Independence Day, July 3 (1:00 PM close) and July 4.

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 II, 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.


