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Executive Summary

s we expected, the political balance of power has evened out from late 2012, when 
negotiations about the fiscal cliff saw the White House play a strong hand. As a result, 
sequestration and the end of government spending authority have come and gone with 
hardly a ripple. Although we’re still seeing fiscal policy (i.e., government spending) act as 

a small anchor in the water, the economy’s sails seem to be getting fuller.
An improved political tone around immigration and gun control negotiations augur well for 
developing a consensus on economic policy as well. We’re watching for a possible agreement by 
summer on a long-term fiscal deficit and debt “fix”, which the financial markets seek.

The press is seemingly changing its tune and 
reporting more positive economic news. Is my 
impression correct?

Yes, you’re spot on. The news has 
been better for some time and even 
the press can’t avoid it any longer. In 
particular, the U.S. economy seems 
to be healing, while other regions 
continue to struggle with fiscal, 
banking, construction, inflation and 
other challenges. We wrote many 
moons ago about the increasing 
likelihood of U.S. economic leader-
ship. We described it as ‘…the U.S. 
resuming its traditional role of loco-
motive to the world….’ That now seems to be playing 
out, if gradually, as we continue to heal from excess 
debt with a below-average rate of growth.

You just said we’re healing from excess debt. 
Really? It’s not what I watch on TV.

The answer is absolutely, and a little context may 
be helpful. During the 1990s and 
2000s, the U.S. private sector be-
came overconfident. Interest rates 
had been falling since the early 
1980s. Economic growth was per-
sistent. Downturns in the economy 
were infrequent, relatively shallow 
and short-lived. Financial markets 
had done well and corrections, 
even during recessions, tended to 
be fairly mild. The key exception 
to that – the collapse of technol-

ogy-media-and-telecommunications stocks in the 
early 2000s from wildly overvalued levels – quickly 
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Executive Summary

he market’s trials and tribulations of the last four years have been gut-
wrenching. Collapsing European economies, Japanese earthquakes and 
tsunamis, and tectonic shifts in Washington on fiscal issues all were enough 
to make a grown investor cry. But, through it all, we held a trump card – our 
research indicated that the prices of assets like selected U.S. stocks were 

below where they should have been given high-and-rising earnings. In other words, 
they were cheap, and many disagreed with us. That, by and large, is coming to an end, 
as prices rise convincingly. Future returns for equity assets may remain robust, and 
could easily beat other asset classes, but will now be more closely linked with future 
growth in earnings, which will be harder to discern over the horizon.

T
Now we understand the concept that 
“the market climbs a wall of worry.” 
Bad news and good returns – I wouldn’t 
have guessed.

This has been a difficult period for any in-
vestor. Although it will make for a good story 
we can tell our grandchildren – definitely in 
the scary category – no one would want to 
relive the uncertainty of the last few years, 
brought on by U.S. excesses and economic 
chaos in places like Greece, Portugal, Ireland, 
Iceland, Spain, Italy and now Cyprus. They 
all are perfectly wonderful destinations for a 
vacation, just not the expected triggers for a 
global financial storm.

But we’ve always felt that the price of 
financial assets is ultimately driven by their 
underlying cash flows, which in turn are 
strongly impacted by the actions of our mon-
etary authorities (central banks), among other 
factors. And cash flows for some assets, like 
U.S. stocks, have been rising for some time 
while stocks were reluctant to accept that 
good news. In retrospect, that’s what we seek 
– good fundamentals and a cautious market.

And you are about to tell us that things 
have changed?

Indeed. Two things have changed. The 
explosive growth in earnings that we’ve 
observed and described in the post-collapse 
period of 2009-today is now slowing, as we 
expected it would, which is normal.

At the same time, the market has finally 
come to ignore all the observers that have 
repeatedly described stocks as “overvalued, 
overbought, overbullish…”, just to pick on 
one that has repeated the same words for the 
last few years. I guess consistency is a virtue, 
but it’s better to be right. And the doomsayers 
haven’t been.

And I suppose it’s bad that investors  
now believe?

Well, not bad exactly, but growing confi-
dence could raise the risk level looking ahead.

Nothing could feel riskier than the fear in 
the market in recent years. In each of the last 
three years we’ve experienced sharp correc-
tions in stock prices, usually triggered by some 
fantastically dangerous event somewhere. 
Some of the corrections were quite severe.

However, through it all U.S. stock prices 
were below where they normally would be, 
given the level of, and our outlook for, earn-
ings. This caution on the part of investors was 
not surprising given the depth of the economic 
problems we had just encountered, and in a way 
it was a good thing – a safety margin if you will.

As earnings growth slowed, and stock prices 
accelerated, this safety cushion has narrowed. 
This means that the future path of prices could 
be more closely linked with future growth in 
earnings, which, given their slower and uneven 
pace, raises the risk of a miss. Hence the need 
to closely monitor and anticipate the market’s 
fundamental forces even more.

You sound pretty cautious. Are you saying 
you’re getting out of the market?

Don’t take our caution too negatively.  We’re 
always looking for the things that can bite us, 
so we’re typically more likely to talk about the 
downside. What we’re primarily saying is that, 
in a way, it’s harder to predict the future.

However, whenever we look at an asset 
class like stocks, it’s always necessary to 
consider the context of other places to invest, 
which could be in the U.S. or abroad, could 
be fixed income (both investment-grade and 
below-investment-grade), alternative asset 
classes and even cash. Currently, even with 

“We continue to believe that despite 
the headwinds, stocks remain the best 
place to put long-term money…Bonds 
look vulnerable: ground hugging yields 
and no inflation protection…Gold has 
no yield.  Industrial and other precious 
metals look expensive. Much of the 
real estate world suffers with low 
cap rates…So, as always, we put our 
collective heads down and try to find 
good businesses at reasonable prices.” 

“Many stock market prognosticators 
wax endlessly about the fact that 
the earnings yield (earnings per 
share divided by the stock price) is 
higher than the bond yield (10 Year 
Treasuries), with the implication that 
this means stocks are cheap.  In our 
opinion, comparing a fully priced asset 
(stocks) to a wildly overvalued asset 
(bonds) does not make stocks cheap.” 

— Ted Kellner, CFA; Bladen Burns, CFA; 
Michael Stanley, Fiduciary Management, Inc.,  

Investment Strategy Outlook  
– Large Cap Equity, April 3, 2013

“It is important to recognize that results in 
the short term reflect a lot of randomness.  
Even skillful managers will slump, and 
unskillful managers will shine.  But over 
the long haul, good process wins.”      

— Michael Mauboussin,  
Daily News & Analysis, June 4, 2012

the worries that you perceive in our comments, 
some U.S. stocks still appear attractive relative 
to high-credit-quality bonds like treasuries and 
investment-grade corporate bonds (which are 
vulnerable to increases in market rates, which 
could well lead to negative returns), relative to 
many foreign markets and even relative to cash 
(which generates near zero returns).

So, like we said in the Economic Outlook 
section, moderate may be just fine for equity 
returns, given the weak alternatives.
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Executive Summary

hether we’re in a “bond bubble” or not, as the U.S. economy continues 
to recover, bond markets will face the risk of higher interest rates.  
Since bonds currently offer such low yields, the risk is biased more 
toward rising yields (and lower prices).  For those investors who aspire 
for more income, high-yield bonds could be a preferred choice, but 

careful attention to valuation and fundamentals is required.

W
If the U.S. economy continues to improve, 
what does that mean for fixed-income 
investment in 2013?

We feel that the U.S. economy will continue 
a gradual and constrained recovery, in which 
case interest rates would have little room to fall 
further.  That means the potential for price ap-
preciation for fixed income is limited. We may 
see an exodus from the fixed-income markets 
(especially government 
bonds and investment-
grade corporates) to the 
equity market.   Inflation 
is still low and we expect 
it will stay under 2% for 
the rest of the year. Al-
though some bond hold-
ers feel that they can still 
“tread water for a while” 
as they collect the income 
bonds generate, we’re 
more concerned that at 
current yields, bonds 
offer little value relative 
to even low inflation.  
Hence the risk is biased 
toward rising yields.

For those of us who 
aspire for more 
income, what are the 
options?

As the economy heals, sooner or later the 
Federal Reserve will gradually withdraw the 
life support, at which time we expect to see 
interest rates climb (and bond prices fall). 
Although that offers one strategy toward 
more income, it also entails the risk of falling 
prices and lower total returns. This means that 
bonds, perceived as traditional stores of value 
and low volatility, could bring the opposite.

In a rising-interest-rate environment, a con-
sistent mantra is to “keep duration short.”  Dura-
tion is a measure of the sensitivity of a bond’s 
price to the movement of interest rates (similar 

to maturity but more sophisticated). The longer 
a portfolio’s duration, the higher the interest-
rate risk.  So when interest rate rises, short-term 
bonds will likely keep you out of harm’s way.  
That’s why we’re holding a portfolio duration 
well short of “neutral” or the benchmark. We 
may further shorten our bond portfolio durations 
depending on market developments.

Another phenomenon that people talk 
less about is that higher-credit-quality bonds 

(e.g., treasuries and 
investment-grade cor-
porate bonds) are more 
sensitive to interest-rate 
increases than lower-
credit-quality bonds 
(e.g., high-yield bonds).  
Hence, in a recovering 
economy and after an in-
terest rate trough, high-
yield bonds could be 
preferred choices since 
their credit risk is lower 
than in recession peri-
ods, plus the opportunity 
for income is higher.

Emerging-market 
bonds could also benefit 
from relatively healthy 
balance sheets and 
above-average economic 
growth in developing 

nations.  However, many of these bonds are 
trading at high levels and currency risk must 
also be considered.

Is Hamilton still overweight in high-yield?

Yes. In our view, high-yield spreads contin-
ue to offer attractive compensation for default 
risk albeit lower than in recent times.  The rela-
tively solid balance sheets of U.S. corporations 
limit the risk of a near-term spike in defaults.  
Although high-yield Option Adjusted Spread, 
a measure of a bond’s cheapness, has narrowed 
substantially since 2012, we believe it can stay 

close to current levels or lower for some time 
as the asset class is sought after by income-
seeking investors.

How about the municipal bond market?

The fundamentals of municipal bond invest-
ments have certainly improved in recent years.  
State and local governments are in their best 
financial shape since the recession.  Tax collec-
tions increased in 2012 to pre-recession levels, 
while debt outstanding continues to decline.  
The tax advantage of municipal bonds has also 
increased since the start of 2013, as federal in-
come tax rates rose for the top earners.

However, buying municipal bonds now 
entails some risks. Even as the relationship, or 
spread, of municipal bonds to taxable bonds 
appears to be fairly attractive, municipal bond 
yields fell near their lowest level since 1965, 
turning away some investors. Further, there’s 
still the risk that tax deductions are going to be 
capped at some dollar or tax-rate level, particu-
larly for top earners (the traditional municipal 
investors). So municipal bonds could be a good 
investment tool for selected investors, but the 
political landscape is risky.

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:

May 16 - Lunch 
Scioto Country Club

May 17 - Lunch 
The Refectory

June 13 - Lunch 
Scioto Country Club

June 14 - Lunch 
Scioto Country Club

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



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.

faded from memory amidst yet another stock 
market rally.

Humans tend to view the recent past as the 
best guide to the future. As a result, the above 
“not-too-hot, not-too-cold” scenario led to 
overconfidence, over-hiring, over-building and 
over-leveraging (taking on too much debt).

It all hit a wall in 2007 or so. We’ve 
all read that chapter. What many won’t be 
familiar with is the tremendous progress 
that the private sector – households and 
corporations – has made in reducing debt. 
This goes a long way to re-igniting demand, 
be it for cars, aircraft, vacations or housing. 
And it makes the U.S. one of the few 
countries that has seen its total debt-to-
GDP ratio actually fall, along with South 
Korea and Australia, according to a recent 
McKinsey analysis.

But I thought our government was gorging 
on debt and it was only getting worse?

Well, the story continues. During the 
depths of the recent recession, two forces 
acted to help the private sector reduce debt 
and help the U.S. avoid a depression. First, 
and most importantly, the Federal Reserve 
aggressively implemented easy monetary 
policy. This meant low interest rates and a 
few other, less-common steps to alleviate 
economic pressures (you may have heard of 
QE or “Quantitative Easing”). 

Secondly, the government stepped in, both 
with automatic stabilizers (like increasing 
unemployment benefits) and other, less-
common, large spending programs.

In essence, whether you agree with the 
actions or not, the government borrowed 
heavily – incurring large annual deficits 
and a rising debt burden – partly so that the 
private sector could reduce its debt load. 
And it worked. The private sector has gone 
a long way toward healing. And now the 
federal government is struggling with its own 
debt affliction and has started on the road to 
repairing its own debt problems.

The government has already started to fix 
its debt problems?

There’s nothing like a shortage of resources 
to focus the mind. The government is finally 
coming under pressure, as it doesn’t have 
enough revenues and the need to find ways to 
save has become unavoidable. Sure, the federal 
government’s debt outstanding, in terms 
of dollars, will continue to grow under any 
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reasonable scenario. But the annual deficits that 
the federal government incurs have dropped for 
some time, both in terms of dollars and, more 
importantly, as a share of the economy. 

That desirable trend won’t last long – a 
few short years – unless Washington develops 
a credible plan to reduce spending over the 
next 10 years. Lower spending in Iraq and 
Afghanistan will help. Given that income 
tax rates have now been made more or less 
permanent, we as a nation will now have to 
constrain entitlement spending to reduce the 
deficits, and, in turn, stabilize (and eventually 
reverse) the level of debt as a share of the 
economy. You may agree with it or not, but 
it’s an unavoidable conclusion – it’s where the 
expenditure lies.

So now tie that in with the whole 
discussion of a “fiscal cliff” (now a 
distant memory) and “sequestration” 
(which seems to be a non-event).

As we all now know, the “cliff” turned 
out to be yet another mirage in a long list of 
false triggers for the end of the U.S.  As for 
“sequestration,” the automatic, “across-the-
board” cuts in spending, they were triggered 
March 1 and so far have had a seemingly 
mild impact. But they will begin to bite and 
we’re likely destined to see “tighter” fiscal 
policy under almost any scenario, which will 
function as a drag on growth. It won’t be 
enough to derail the economy in our view, 
but it may be enough to keep it to a moderate 
pace. But moderate would be just fine, 
provided that our federal leadership finds the 
courage and boldness to develop a long-term, 
gradual solution to reducing our government 
debt load. And many of the major economies 
on earth would gladly trade places with us.

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: 
Memorial Day, May 27; July 3 (1:00 P.M. close); and Independence Day, 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 2A and 2B, please 
contact us.


