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The content in this issue of Capital Markets  
Review was taken from an interview with Hamilton  
Capital Management Chairman & CEO Matt  
Hamilton, CIO Tony Caxide and Director, Portfolio 
Management, Jeff Liu shortly after the end of the 
first quarter of 2014. 
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Executive Summary

Just as the economy was showing a spring in its step – averaging 3.4% in the second half of last 
year – a severe winter tightened the reins of growth. Or was it the weather? That became the much-
debated question.

      The Fed is voting with its wallet. It has continued “tapering” quantitative easing by reducing 
the pace of monthly purchases of various bonds. This points to its conclusion that the pace of growth 
is sustainable, in the U.S. and beyond. It’s also exactly the right thing to do, from a medium-term 
perspective, if the Fed is to achieve a graceful exit from the most significant stimulus in decades.
And, yes, our view is that it will achieve a successful exit, even as we are likely to see inflation above the 
2% target, maybe eventually even approaching 3%, which could shake even seasoned pros and rattle 
the foundations of what many investors have come to believe: that bond prices move only modestly and, 
based on the experience of the better part of 30 years, only tend to rise. But this risk can be anticipated 
and managed.

In recent months we first heard that things were 
picking up, then that they were weakening. Can 
you give us the skinny?

In summary: true on both counts.
Driven by broad-based gains 

in capital investment, consumer 
spending, net exports and invento-
ries, economic growth in the U.S. 
was at roughly a 3.4% pace in the 
second half of last year. Compared 
to the 2% growth rate that we’d 
barely generated previously, it was 
a welcome improvement…until 
a severe winter fell upon us and 

seemingly put a damper on many sectors.
We won’t know the official 

first-quarter GDP numbers for 
a little while, but many of the 
indicators of current activity are 
consistent with a weather-driven 
slowdown. And we’re also begin-
ning to see a recovery in areas that 
you would expect to rebound if the 
weather really was at fault, such 
as lower jobless claims and rising 
auto sales and new jobs.

The Federal Reserve 

appears convinced 

that the economy is 

gradually re-gaining 

its strength.
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A fter a five-year marathon of strong results, and a near 30% sprint in the 
recent year, the market slowed to a normal jog in the first quarter. Its return 
of around 1.5% (broad market) should be viewed as strong and normal, but 
after recent years’ stellar results, questions around earnings growth and a 

winter downshift in demand, it’s probably another source of worry to some.
Ironically, we think there’s a growing risk that we could see a mirror image of recent 
years, when tepid economic growth coexisted with strong equity markets. 
Speaking of earnings – which we do all the time, as our research shows it is the key fuel for 
stock price shifts – we could not be happier with the most recently published, fourth-quarter 
numbers. Not only were they as we expected (it’s rewarding to be right no matter how often 
it happens), but, more importantly, earnings growth of 6-9% is consistent with our portfolio 
construction and the current stage in the economic and financial market cycle.
And yet, we also see some of our forward-looking, causal factors telling a moderately less 
stellar story. The “conflict” part of this plot could be written anywhere from the next 6-24 
months, and we will adjust our portfolios if and when it becomes appropriate to do so.

Equity Portfolios
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Executive Summary

The first quarter felt like a volatile ride. 
How were results?

After incredible performance in the years 
leading up to, and certainly including 2013, 
the broad equity market generated returns be-
tween 1% and 2%.

In most settings, investors should view this 
as normal, as a 5% – 8% return is in the range 
of our long-term capital market expectations. 
But after a year closer to 30%, and new wor-
ries about hints of a slowdown, some may 
view it with disappointment.

Were those hints of slowdown worth wor-
rying about?

Every piece of news is worthy of skeptical 
and thoughtful scrutiny, at least for us, who 
do this on your behalf.

In truth, after careful consideration, we 
concluded that several economic signals of 
weaker demand were most likely triggered by 
awful weather and a rebound is in the making.

Closer to financial markets, fourth-quarter 
earnings turned out to be near our expectations. 
A growth rate of 6% – 9% annually, albeit at a 
much lower pace than earlier in the recovery, 
is just about right for this stage in the cycle. 
The earnings level itself is at record levels and 
hugely above the previous peak in 2007. But, 
through all the worries and bumps, things are 
broadly developing along a well-worn path.

You sound pretty positive. Does that “well-
worn path” lead to a promised land?

I guess it depends on your expectations.
Near term we remain of the view that some 

equity sectors and other “risk” assets remain 
the place to be. In fact, we’re concerned that 
traditional safe harbors, like treasury or even 
high-quality, investment-grade bonds, could 
hold more risk than is generally perceived and 
than traditional riskier assets.

Longer term, the horizon could be begin-
ning to change.

Now we want to be clear, because this is 
not a warning shot and certainly not for im-
mediate action. But we seek every day to look 
well beyond the here and now and, if pos-
sible, well over the horizon. On that basis, we 
feel that the foundation stones are being laid 
for a possibly less constructive environment. 

We say these words with trepidation about 
possibly being misunderstood. No, we do not 
think that “it’s time to get out,” as some might 
conclude before reading on. What we are say-
ing is that, in our disciplined process to look 
well beyond today, we see that some of the 
causal factors that we’ve identified and follow 
religiously, are beginning to look somewhat 
less stellar, as we would expect them to at this 
point in the cycle.

Please remember, worry is what we do for 
you. We don’t like to deal with unexpected 
problems.  We would rather anticipate them 
so, ideally, we identify concerns well before 
they arise so that they don’t surprise us. As to 
the likely question on your mind – “So when 
should we get out?” – the best place to look 
for that answer is in our asset allocation. That 
is the single clearest vote of our views. And 
we have not changed it yet.

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 client briefings:

May 8 - Lunch 
The Refectory

May 9 - Lunch 
Scioto Country Club

June 5 - Lunch 
Scioto Country Club

June 6 - Lunch 
Scioto Country Club

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

“Know what you own, and know why 
you own it.”  

— Peter Lynch, Fund Manager, Fidelity 

“An investment in knowledge pays the 
best interest.”    

— Benjamin Franklin, Founding Father

“The minute you get away from the 
fundamentals – whether it’s proper 
technique, work ethic, or mental 
preparation – the bottom can fall out of 
your game.”    

— Michael Jordan, 
Basketball Hall of Famer



A s investors have come to understand and accept both the plan for, and the 
wisdom of, tapering, fixed-income markets have stabilized. But we anticipate 
that expectations will continue to shift depending on data releases.
Over our investment horizon of 12-24 months, there is a risk of rising interest 

rates, driven both by relatively unattractive yield levels in high-quality bonds relative to 
their fair value as well as emerging higher inflation. Should it happen, it would likely be the 
result of intentional Fed actions and could shake some investors. 
Eventually, credit risk – or the risk of default – may also become a concern, but we don’t 
see that as a material risk for some time, either in the U.S. or most other places abroad. 
Emerging debt, for instance, is relatively attractively priced, even as we carefully consider a 
number of risks for the sector. Municipal bonds, in turn, have also seen their fundamentals 
improve in spite of highly publicized blow-ups like Detroit. But they, too, remain vulnerable 
to the risk of rising rates and tax law changes.
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CAlm After the Storm, And Before Another Storm?

Executive Summary

After turmoil at the end of 2013, the fixed-
income market seems to have calmed 
down in Q1. What’s your outlook for the 
rest of the year?

Market volatility last year was driven 
by market participants’ adjustments to Fed 
moves. Now that investors have gradually 
formed consensus that 
the Fed will phase 
out the QE program 
gradually and won’t 
raise interest rates 
until 2015, the market 
has calmed down. The 
Fed’s own clarifica-
tions also helped. For 
example, on March 
31, the new Fed chair, 
Janet Yellen, said 
that the Fed will need 
to maintain unprec-
edented accommoda-
tion “for some time” 
because “considerable 
slack” remains in the 
labor market.

However, with the 
Fed shifting from QE 
to forward guidance, 
volatility is inevitable. 
The adjustment of expectations will likely 
continue as new data emerges, and 2014 will 
be a year of uncertainty. 

Longer term, Fed policy and market behav-
ior will most likely be determined by employ-
ment, inflation and other economic data.

What risks do you see in fixed-income 
markets?

Broadly, we continue to closely manage 
both duration risk (risk of rising interest rates) 
and credit risk (defaults).

The Fed has been the biggest driver of 
bonds since the financial crisis. Now it’s 

slowly taking away the 
“steroids” that boosted 
the bond market.

From a historical 
point of view, the one-
year treasury reached 
its all-time high of 14% 
in 1981. Today it hov-
ers around 0.1%. Never 
before have interest rates 
fallen so far. We believe 
interest rates are likely 
to rise, both because 
rates are too low relative 
to fundamental value, 
but also because infla-
tion is likely to finally 
begin to rise. It’s ironic, 
too, since most people 
have now become com-
fortable with its pace.

If rates do rise, most 
fixed-income markets 

are exposed to interest-rate risk, especially 
longer-duration treasuries. There’s little cush-
ion to protect them from losing value. Short-
ening the duration of fixed-income allocations 
is one of the best strategies to mitigate that 
risk, and that’s what we’ve done.

Are there any bright spots in fixed income?

As we mentioned in the last issue, the U.S. 
economy is gradually improving. Real GDP 
grew 1.9% last year. We expect the trend will 
continue. A lower fiscal drag and the possibil-
ity of higher consumer and corporate spend-
ing should drive growth higher in 2014. The 
balance sheets of U.S. corporates are very 
healthy, and bottom-line growth continues 
to be impressive. As a result, the tradeoff 
between credit risk and return becomes more 
attractive. History shows that credit spreads 
typically do not begin to widen until the real 
Fed fund rate reaches 2%, so fixed-income 
investors can still find opportunities in high-
yield and other areas. 

What about emerging market bonds and 
muni bonds?

Some emerging market (EM) bonds 
still provide attractive yields, but there are 
many aspects to consider in buying them. 
Both EM equity and fixed-income markets 
are cheap right now. But EM economies 
still face a lot of challenges. China’s transi-
tion to a consumption-led economy will 
be bumpy, and may lead to weaker growth 
in the short and intermediate term. From a 
broader perspective, the growth prospects 
of emerging markets in general have deteri-
orated, and the growth differentials between 
developed economies and emerging econo-
mies are narrowing.

As Fed tapering continues and capital 
flows out of EMs, some countries with 
weak current account balances may have to 
sustain high interest rates to protect their 
currencies and tame inflation. With growth 
slowing and interest rates on the rise, the 
cost of servicing these debts is increasing 
just as earnings deteriorate.

Despite the headlines in Puerto Rico and 
Detroit, the fundamentals of most U.S. mu-
nicipalities have improved substantially in 
recent years. Their credit status is solid. Tax 
revenues are on the upswing, exceeding pre-
recession highs. Expenses have been reined 
in and rainy-day funds are being replenished 
nationwide. However, the asset class tends to 
have longer durations, so rising rates could 
be challenging.



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.

And how are policymakers reacting?

On the fiscal side, it’s mostly quiet. After 
last year’s modest budget agreement, a cease-
fire has held. Government budget results are 
pointing to meaningful fiscal restraint, yet not 
so severe as to result in a recession. For a dif-
ficult situation, it’s probably the best balance 
we could hope for, for now.

On the monetary side, the Federal Reserve 
appears convinced that the economy is gradu-
ally re-gaining its strength. Its transition from 
one chair (Bernanke) to another (Yellen) has 
been seamless. And the Fed has continued to 
pull back on the amount of treasury and mort-
gage-backed bonds it buys each month (likely 
towards zero later this year). Then, sometime 
in 2015, it will likely begin to increase short-
term rates, eventually reaching a neutral and, 
subsequently, tight monetary stance, but prob-
ably not until 2016.

We know that you view monetary policy 
as key to both the economy and financial 
markets. Do you feel the path you antici-
pate above is constructive for growth?

We feel that Fed actions both imply a near-
term assessment of a healing economy and 
represent a roughly appropriate glide-path 
toward an exit of the extraordinary monetary 
measures it had to take in an era of unprec-
edented private-sector deleveraging and, re-
cently, fiscal tightening.

Further, it will be tied to, and dependent on, 
the pace of growth. So, largely, this is develop-
ing according to plan, although the road has 
been filled with surprising potholes and needed 
adjustments to both steering and throttle.

Although we’ve not heard much about 
inflation lately, it seems like an important 
issue to tie to what the Fed does. Is every-
thing OK there?

Actually, we think the topic of inflation 
will become a source of heartburn in the mar-
ketplace in the next 12-24 months, and poten-
tially beyond for many investors.

Let us be clear – we’re confident we’re 
not going back to the 1970s and 1980s. The 
Fed remains a very responsible body, and its 
members are very much aware of the issues 
surrounding inflation. That said, we feel that 
the Fed is also determined to bring about a 
little more inflation, as we came awfully close 
to a brush with deflation, which can harm the 
economy, the health of pension plans and fi-
nancial markets significantly.

Economic Outlook
(Continued)

As the economic output gap falls toward 
zero, we’re likely to see a meaningful increase 
from the current reading of 1.1% – measured 
on a year-over-year basis, as most investors 
do (but we feel is inadequate). This is very 
interesting for two reasons:
1) Our work suggests that we’re already expe-

riencing a pace of inflation closer to 1.5%, 
and some of our indicators/causal factors 
suggest we could see numbers closer to 2% 
in the next 12 months or so, and;

2) The Fed has indicated that it may seek 
inflation closer to 2.5% as a mechanism to 
correct the below-target pace we’ve experi-
enced for some time, and this could easily 
mean a little “slip-up” closer to 3%.

And why do you say that this could be a 
potential problem “for many investors”?

Traditionally most RIAs have educated 
their clients to define risk in terms of volatility 
of asset price. By that measure, bonds are less 
risky than stocks because the prices of bonds 
move up and down with less amplitude. If one 
combines that with the experience of the last 
30 years, investors have grown accustomed to 
bond prices fluctuating little, and broadly only 
moving up in direction.

Given today’s still relatively low level of 
bond yields, if inflation does move toward 
2.5% and potentially higher, then bond inves-
tors could experience significant losses in 
market value, which would run counter to 
expectations built over many years of results, 
and portfolio designs that would potentially not 
serve investors well in achieving their goals 
if inflation accelerates and bond yields rise, 
which could hand investors meaningful losses.

Hence we feel that this is a particularly 
important time to monitor developments and 
actively manage your portfolio allocations, 
in reaction to, or, ideally, in anticipation of, 
such shifts.

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 26; 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.


