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Executive Summary

hree short months ago the mood approached the euphoric; now, investors are once again 
in the gloom of doubt. Many of the concerns spring from beyond our shores. Emerging 
nations continue to slow, but the real malady lies in Europe. Effectively in recession, with a 
dilemma between austerity from within and salvation from Germany, Europe seems to be a 

burden on financial markets worldwide.

Meanwhile the U.S. is only generating modest growth. But housing has accelerated. Globally, central 
banks everywhere are supportive of growth. China is displaying the beginning of a rumored fiscal boost. 
And the seasonal distortions we spoke of last quarter seem to explain a good portion of the weakness in 
economic statistics. Nevertheless we remain watchful of a more muted outlook for sales and profits.

It looks like we got spring weather over the  
winter and now we are going through an  
economic cold spell.

The “weather” seems unusual 
both outside and within the 
confines of our computer screens 
and financial markets. Although 
several factors led to improved 
economic releases over the winter, 
we’re now experiencing the echo 
of that unusual strength.

As we described three 
months ago, several factors are 
contributing to this yo-yoing, 
many temporary.

Remind us of the key temporary factors 
contributing to this.

Firstly, we may be dealing with distorted 
seasonal factors. Most of the 
data we deal with is seasonally 
adjusted to account for normal 
seasonal shifts, without which 
economic releases would be far 
less helpful. For instance, every 
winter sees a drop in construction 
activity, only to see a strong 
rebound in spring. Seasonality 
arises from numerous sources, 
including normal weather 

patterns, the school year, even the number of work 

The fundamental 

forces remain largely 

positive, if less 

impactful than normal.
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Equity Portfolios
u.S. StoCkS eASe in SeCond QuArter, Still Strong yeAr-to-dAte

Executive Summary

espite agonizing doubts about European recession, emerging-markets 
slowdowns and earnings concerns, U.S. stocks corrected only moderately in 
the second quarter and generated a 9.5% total return in the first six months 
of the year, leading most asset classes globally.

From a valuation perspective, stocks remain attractively priced relative to the 
current level of earnings. Nevertheless, we’re scrutinizing both economic performance 
and policymaker actions throughout the world, but especially in Europe and emerging 
markets. Presently we have a dichotomy – weak economies riding tandem with 
policymakers seemingly focused on doing all they can to fix problems, if awkwardly.

D
Call it volatility but it feels like schizophrenia. 
What is going on in these crazy markets?!

Yes, early this year markets were ap-
proaching euphoria, and now, yet again, the 
headlines all feel negative.

Yet, in spite of the wrenching headlines 
and the market volatility within the quarter, 
the pull-back from a very strong first quarter 
was modest. The S&P returned -2.8% in the 
second quarter while still producing +9.5% 
in total return (including price shifts and divi-
dends) in the first half of the year – one of the 
best-performing markets anywhere.

Over 9% in six months? One of the high-
est returns anywhere? That makes it a lot 
more tolerable. How are you positioned?

Our research has led us to “overweigh” select-
ed U.S. equities relative to foreign markets and 
relative to bonds in our portfolios. In fact, we’ve 
been out of Europe for several years and have 
“underweighed” emerging markets (i.e., held 
positions below “neutral”, or what is normal) in 
our strategies.

We feel that it’s important to move away from 
one’s “neutral” or long-term asset allocation 
when economic factors or valuation mismatches 
lead some asset classes to be expensive and oth-
ers cheap relative to their intrinsic value. We 
don’t trade often, but rather move gradually, 
steered by our research focus on fundamental, 
causal factors of valuation.

We find ourselves today in the midst of an ap-
parent U.S. slowdown, seemingly driven by tem-
porary factors but occurring while Europe plows 
through a recession and emerging markets clearly 
slow, which raises the question of whether there 
is something more sustainable at work. Further, 
earnings and revenue growth are at least muted.

Currently we’re not materially changing the 
profile of our portfolios, which continue to reflect 

the relative value of the various asset classes, while 
monitoring several factors with renewed zeal.

If there is uncertainty about the economic 
environment, is there a concern about 
markets?

Although economic news has deteriorated, 
several factors have led us to stay the course. As 
we mentioned, we feel that temporary factors 
are playing an exaggerated role in the apparent 
mid-year slowdown, hence a transitory event.

Another important factor is Europe, and spe-
cifically the difference between current releases 
(mostly negative) and the policy environment.

We often segment the indicators we follow 
into coincidental indicators and leading/causal 
factors. The former tell us whether things are 
developing as we thought they would six, 12 
or even 18 months ago. The latter is where the 
value really lies. They represent looking ahead 
through the windshield and trying to assess what 
is ahead with some degree of confidence, rather 
than looking out the side windows of the car 
to assess whether the landscape today looks as 
we thought it would when we were still several 
miles back.

In Europe, the landscape currently looks 
brown and dry, as we thought it might. That 
said, there are some important policy actions 
that suggest we could get rain and things could 
green up. The European Central Bank has just 
taken interest rates to a record low, and has 
forcefully articulated that it stands ready to do 
more, in the right circumstances. Governments, 
on the other hand, have taken important steps to 
ensure the success of the EU, including new reg-
ulatory integration, loosening the fiscal austerity 
imposed on Spain, Greece, Ireland and likely 
Portugal to give them some breathing room. 
They didn’t do it as smoothly or cohesively as 
we would like. But democracy is seldom pretty 

and orderly.
We’re also seeing this occurring in emerging 

markets, as most central banks have eased 
monetary policy (by cutting interest rates and 
other actions), as well as priming the fiscal 
pump in selected cases like China and Brazil. 
Lastly, the U.S. Federal Reserve, the U.K.’s 
Bank of England and other central banks have 
made similar commitments. Much like we look 
under every rock for possible sources of risk, it 
would be foolhardy to ignore the actions of most 
central banks. This has parallels to early 2009, 
when most economic news was negative, yet 
central banks’ actions to stimulate had a real and 
positive impact, first on financial markets and 
then on the economy.

“I still believe equities will be one of the 
top-performing asset classes over the next 
three to five years and are worth the risk 
because of low expectations, low interest 
rates and low valuations, as well as 
accommodative global monetary policy 
and strong corporate balance sheets.”  

— Seeking the Upside of Down,  
Richard Golod, Director,  

Global Investment Strategies, Invesco,  
June 2012

“For investors that have a time horizon of 
five years or longer, we continue to believe 
equities are attractive here.  Valuations 
appear reasonable, but there are ample 
near-term hurdles, including the “fiscal 
cliff,” China’s growth, the U.S. slowdown 
and the ongoing eurozone debt crisis.  If 
the expectations hurdles have been set low 
enough, we could see some sharp rallies 
unfold among riskier asset classes, but 
there remain negative tail risks as well, 
and volatility and uncertainty are not likely 
going away in the near term.”  

— Muddling Through…But for How Long?, 
Liz Ann Sonders, Michele Gibley, and  

Brad Sorenson, Charles Schwab & Co.,  
July 14, 2012  
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Bond mArket BuBBle?

Executive Summary

ith the bellwether 10-year U.S. Treasury yield hitting yet another new 
low, discussion of a bond bubble is understandable. Low yields are 
driven by the Federal Reserve’s monetary stimulus and the globally 
low interest-rate environment. We do expect the bond market could 
remain volatile as the European crisis continues to evolve, the U.S. 

political season heats up and we approach the year-end “fiscal cliff”. 

Although we often refer to the U.S. Treasury market as a proxy for the overall domestic 
bond market, we prefer bond market sectors other than treasuries given our research on 
relative risk/return potential. Both investment-grade and high-yield corporate bonds offer 
relatively higher yields, as corporate America appears stable and well financed. Municipal 
bonds appear attractively valued for investors where they’re appropriate. And recent 
headlines regarding issuers in California, while unsettling, haven’t materially impacted the 
exceptionally low default rate municipal issuers have experienced over the years.

W

The 10-year U.S. Treasury bond yield 
reached 1.45% during the quarter. Are we 
in a bond bubble?

Going back to late 2010, when we first dis-
cussed bond bubbles, the 10-year Treasury bond 
had just dropped from a near 4% yield to 2.5% 
over the short span of around six months. Inves-
tors hadn’t seen that low a 
10-year yield since World 
War II. Interestingly, only 
four months later, that 
yield rose back to about 
3.6%. So not even the 
bond market is immune to 
nerves, and we expect that 
volatility to continue.

Current rates have 
some justification. First, 
monetary policy remains 
very accommodative. 
The Federal Reserve 
has announced its inten-
tion to keep the Fed 
funds rate close to the 
0%-.25% target for sev-
eral more years, and has 
extended its Operation 
Twist, which creates de-
mand for intermediate/
long-term bonds and has kept those rates low. 
Secondly, non-U.S. yields are also low. When 
we look at the yields on the 10-year govern-
ment bonds of other developed economies 
(whose governments aren’t seeking a bailout), 
we see the U.S. market is not out of line with 
a 1.56% yield on the UK gilt, a 1.27% on the 

German bund, and a 0.78% on the Japanese 
treasury (as of our print date).

That said, we don’t feel there is a lot of 
value in these rates either, as investors are cer-
tainly quite fearful and current yields are not 
likely to compensate for likely inflation over 
the life of these bonds.

Do you think rates 
could go even lower?

We don’t believe rates 
will move significantly 
lower, unless we see 
weaker economic activ-
ity or concerns about 
deflation develop. We 
do expect, however, 
that the bond market 
will remain volatile as 
investors react to news 
about the eurozone crisis, 
perceived slowing global 
growth, and the coming 
U.S. political season. 
Investors are wondering 
what will happen once 
we reach the U.S. “fiscal 
cliff” when higher taxes 
and reduced government 
spending are scheduled 

to be implemented. We expect Washington will 
ultimately work to address these issues, but the 
rhetoric will be flying over the coming months.

You talked about the treasury bond market, 
what about other areas of the bond market? 

On the taxable bond side, we prefer the 

extra yield investment-grade corporate bonds 
provide over treasuries and remain confident 
in their ability to return principal at maturity. 
Additionally, our research in the high-yield 
area of the market points to favorable returns 
over our investment horizon. After analyzing 
their spread (yield in excess of treasuries), 
default rate, and principal recapture estimates 
should a bond default, we believe the high-
yield sector offers attractive return potential 
over the coming quarters. We even chose to 
hold high-yield bonds in our growth-oriented 
strategies, as they offer a competitive return 
opportunity and risk mitigation, through lower 
expected volatility than stocks.

In the tax-exempt or municipal bond 
market there remains an unusual relationship 
with treasuries. Typically municipal bonds 
trade at yields below treasury bonds because 
the interest earned is free from federal taxes. 
However, over the past four years the broad 
municipal bond market has, on average, 
offered higher yields than treasuries. This 
stems, in part, from higher demand for U.S. 
Treasury bonds as a result of quantitative 
easing actions, which drive yields down, as 
well as heightened concern about the security 
of municipal bonds and future tax policy. 
While recent headlines about municipalities 
in California declaring bankruptcy are 
unsettling, the absolute number of defaults 
to date remains well within the historical 
average. We seek to reduce the risk even 
further by investing in bonds backed by 
diversified sources of income, including 
property taxes, water and sewer bill revenues, 
sales taxes, revenues from tuitions and toll 
revenues, to name a few.

How is Hamilton Capital managing  
the fixed-income assets in your clients’ 
portfolios?

Our allocation of assets was described 
above. As to portfolio duration – a measure 
of portfolio maturities or exposure to interest 
rate risk – we continue to have a lower 
duration than the benchmark in an effort to 
reduce relative price volatility should rates 
move higher. And although we sacrifice 
some yield with the shorter duration, we 
don’t believe it’s expensive ‘insurance’ 
relative to the potential risk exposure we’re 
seeking to manage.



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.

days in a month.
To judge the true strength of the economy, 

data is adjusted to tell us whether we’re 
seeing results above or below what normally 
happens. Those adjustments are continually 
updated to reflect recent experience. And 
it looks like the severe conditions in 2007–
2009 have created a distortion, such that the 
second and third quarters of the year appear 
weaker than normal and the fourth and first 
quarters are coming in stronger than usual.

We know it sounds like voodoo and ripe 
for manipulation, but data integrity is high 
(run by technocrats rather than politicians) 
and there are many independent, private-
sector analysts watching carefully, ready to 
pounce on any funny business.

Additionally, we had a warmer-than-
normal winter. That seems to have borrowed 
some hiring and production into the winter 
that normally would have waited until 
spring, thus accelerating demand a few 
months forward. So now we’re paying  
the price.

Finally, Congress incentivized investment 
by businesses through a tax break for 
purchases, and this boost became less 
attractive on January 1, 2012, which also 
shifted demand into late 2011.

We’ve learned to focus on the 
fundamental, causal factors. Are  
those OK?

The fundamental forces remain largely 
positive, if less impactful than normal. Some, 
like receding commodity prices, have even 
become a stronger positive as they act like a 
cut in interest rates for the global economy 
as a whole. We’re even seeing lower gasoline 
prices, which normally rise at this time  
of year, keeping consumers’ wallets a  
little flusher.

Central banks nearly everywhere are 
also helping. We’re living through an 
unprecedented uniform easing by most 
nations’ monetary authorities, to boost 
demand and investment, help lower 
unemployment and avoid deflation. Their 
efforts can translate into economic growth 
in myriad ways. The sharp drop in mortgage 
rates and the commensurate increase in re-
financings are helping sustain consumer cash 
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flow and spending.
Further, we’re seeing strength in 

housing; leading indicators are not sending 
warning signals; and aircraft orders and 
auto employment are inconsistent with a 
meaningful pull back in economic growth. 
We’re even seeing announcements from 
companies such as Airbus and Nissan 
confirming the U.S. is increasingly a favorite 
destination for new production, due to gains 
in productivity, relatively attractive unit labor 
costs and proximity to a very large market.

Lastly, we’re even seeing hints of looser 
government budgets in places like China, 
Brazil and even Europe, where relaxed fiscal 
targets for some troubled nations represent a 
fiscal loosening.

This does not mean smooth sailing ahead. 
Europe is in recessionary conditions and 
emerging markets are slowing. We also 
anticipate that earnings could pull back from 
the recent record levels. But we find it’s 
hard to reasonably paint a picture for a large 
drop in profits, though the down-shift could 
unsettle markets.

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: 
Labor Day, September 3.

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.


