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The content in this issue of Capital Markets  
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Capital Management Chairman & CEO Matt  
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Executive Summary

nvestors are gradually coming to believe that growth will remain modestly positive. They’re also 
coming to terms with volatility – a bad news release for every couple of good ones. They now even 
tolerate arguments that unemployment might fall further, the U.S. dollar isn’t collapsing and the 
U.S. economy is globally competitive. This is all about 180 degrees from the scares of recent years.

So, what to worry about? Well, many are thinking, “If things are better, then the Federal Reserve will 
take away the punch bowl and the party will come to a sudden end – i.e., the Fed will reduce stimulus, 
eventually even tighten monetary policy, and markets will shudder, won’t they?”
Not necessarily. And the Fed may have done markets a favor by talking about future tapering now.

So, growth seems to be OK – modest but 
persistently positive?

Growth has certainly been disappointing by the 
standards of modern recoveries. 
Typically, after rising interest rates 
bring an economy to its knees (think 
recession), falling interest rates join 
with pent-up demand to drive up 
the interest-sensitive sectors of the 
economy (e.g., autos and housing) 
and we’re off to the races, often with 
real growth in the 3-6% range.

Not this time. Due to the excesses 
of the last decade and the resulting 
deleveraging (reduction of debt) that 
we’ve been living through in the aftermath of the recent 
deep recession, growth has been relatively sub-par. 
But this may be the very best we could have hoped for 

given the amount of healing we needed to do. And, 
given the hurdles we’ve encountered – including, 
in early 2013, higher payroll taxes, higher income 

taxes and government spending 
cuts which trimmed nearly 1% 
from second-quarter growth – it’s 
dawning on many how well the U.S. 
has withstood the challenges.

Fine. Let’s say that growth 
remains OK, the press is 
harping too much on the weak 
economic releases, and the 
government isn’t lying about 
the unemployment rate and 

it’s really falling. You believe in monetary policy. 
Doesn’t this mean that the Fed will raise rates?

This may be the very 

best we could have 

hoped for given the 

amount of healing we 

needed to do. 
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Equity Portfolios
WeAk June, roBuSt QuArter, very Strong yeAr...So fAr

Executive Summary

n spite of a sub-par economic recovery, profits continue to grow and margins have 
remained quite high, even if they now show signs of easing. And profits matter, now 
more than ever, as valuations have moved from deeply attractive to the “fair” range.
We remain focused on discerning the future level of earnings growth, in the U.S. 

and abroad, as one of the likely key determinants of future equity-market returns. Along 
with valuation, of course.

I
The last few weeks’ turbulence colored 
an otherwise good environment. What 
drove the selling?

U.S. equity markets, and some of their 
foreign cousins, had a pretty steady rise for 
much of this year – even accelerating in 
May – with below-normal volatility. Despite 
tepid economic growth and some volatility 
in earnings, investors had continued to 
pour money into equity funds, driven by 
their underweight position and the scarcity 
of attractive alternatives elsewhere. This 
enthusiasm had been driven by many factors, 
including a perception of a supportive 
central bank (i.e., low interest rates and 
related stimulus).

Chairman Bernanke, in recent testimony, 
indicated that the Federal Reserve was 
seeing an improvement in the economy. 
Further he suggested that, IF such 
improvement was sustained and confirmed 
by data, including lower unemployment 
levels, the Fed would likely begin the 
process of reducing the amount of stimulus 
it’s pouring into the economy. Lastly he 
underlined that this was very distinct 
from tightening policy – that they would 
be increasing stimulus at an increasingly 
slower pace.

For markets that had been on a one-way 
bet for some time, this served as a trigger 
for profit-taking, a pull back in a range of 
markets, some soul searching and a few 
Tums, no doubt.

So where did things end up halfway 
through the year?

They ended up quite well, in some places, 
and not so much in others. 

Through the first six months, U.S. equity 
markets generated double-digit returns. 
That’s a pace well above our long-term 
expectations for equity markets and is the 
result of the ongoing reversal of a deep 
collapse in economic growth, earnings and 

valuations that started in 2007. It also kept 
U.S. markets as the place to be, leading the 
leagues as the benchmarks to beat.

But many non-U.S. markets did quite 
poorly. Although Japan has done well, driven 
by its own stimulative public policy, markets 
in Europe, the United Kingdom, Canada, 
Australia and, in particular, emerging nations 
have performed poorly.

So there are some significant differences 
globally?

Yes, quite.
For instance, the news headlines as 

we write this in early July talk of turmoil 
in many regions. In Egypt, President 
Morsi of the Muslim Brotherhood did not 
accommodate large demonstrations from the 
opposition, resulting in military intervention. 
In Portugal the foreign minister (from a 
key government coalition partner without 
which the government may not have a 
majority) resigned days  after the finance 
minister left – both associated with the 
debate on how much austerity Portugal and, 
by association, many peripheral European 
countries, can withstand. So uncertainty 
remains widespread and the clouds often 
appear angry.

In one of our recent strategy meetings we 
described the environment we’ve been in as 
a tornado watch that won’t go away.

And yet some markets are doing great!

Exactly. That’s the conundrum.  It’s also 
why determining where to place assets is 
hard and requires much discipline, careful 
monitoring and effort to anticipate.

Even in turbulent times – actually, 
particularly in turbulent times – opportunity 
can be plentiful just beneath the surface, like 
so many truffles in the French countryside. 
We just need the tools to sniff them out and 
unearth the precious crop. For truffles, those 
tools are dogs or pigs.  For financial markets, 

 “American business will do fine over 
time. And stocks will do well just 
as certainly, since their fate is tied 
to business performance. Periodic 
setbacks will occur, yes, but investors 
and managers are in a game that is 
heavily stacked in their favor. (The 
Dow Jones Industrial advanced from 
66 to 11,497 in the 20th century, a 
staggering 17,320% increase that 
materialized despite four costly wars, a 
Great Depression and many recessions. 
And don’t forget that shareholders 
received substantial dividends 
throughout the century as well.)”  

— Warren Buffett 
Berkshire Hathaway 

2013 Annual Report Letter 
March 1, 2013

“Emerging markets still offer faster 
growth than the rich world. They 
have much better fiscal positions, too; 
government debt averages 33% of GDP.”    

— Buttonwood / Out of Favour,  
The Economist, June 8-15, 2013

they’re causal factors.
At this point, many of these factors are 

flashing green for selected asset classes like 
U.S. large-cap stocks and high-yield bonds 
(although not as brightly as 12 or 24 months 
ago), as markets have done very well. Japan, 
the U.K. and even Europe are moving toward 
green, but offer much higher risk (not just in 
terms of volatility of asset prices, but also that 
the future won’t be as expected). Emerging 
markets continue to offer the promise of 
attractive long-term returns but the risk of 
near-term turbulence as commodity prices 
weaken and these economies go through a 
transition and restructuring from an old to a 
new model. We remain cautious on the risk of 
rising interest rates as well.
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BullS, BeArS And...“tAPerS”?

Executive Summary

fter pushing rates lower since 2008 to promote economic growth, in the last 
quarter the Federal Reserve announced the potential reduction of its stimulus 
plan via the tapering of its $85 billion monthly bond purchase program.  On 
the news, rates moved higher, which means bond prices moved lower.

We’ve held shorter maturities than normal for some time, the result of our long-held 
view that rates were more likely to move higher rather than lower. In early April we 
adjusted portfolios to become even more cautious to the risk of higher rates. The 
reward came sooner than we expected.

A
It sounds like comments from the Fed 
impacted the bond markets this past 
quarter.  What did they say that was new?

Fed comments did impact the bond mar-
kets this quarter, most meaningfully driving 
the yield on the 10-year U.S. Treasury from 
near 1.8% to end at 2.5%.  Seven tenths of 
1% doesn’t sound like much of a move, but 
it translates to a roughly 6% decrease in the 
price of the 10-year treasury bond since inter-
est rates and prices are 
inversely related.

The new buzzword 
coming from the Fed is 
“tapering”, which refers 
to a progressive reduc-
tion in the $85 billion 
treasury and mortgage-
backed bond purchases 
the Federal Reserve is 
making monthly.  This 
policy has been one of 
many arrows in the Fed-
eral Reserve’s quiver in-
tended to stimulate our 
economy.  By investing 
in treasury bonds, the 
Fed has provided capi-
tal and liquidity to the 
economy while concur-
rently helping to keep 
interest rates low.

The bond market didn’t react very well.  
Is it a bad thing that the Fed is looking 
at tapering?

Removing economic stimulus raises un-
certainty, and markets often react first and 
ask questions later.  In this case, we need to 
understand the Fed’s reasoning behind poten-
tially tapering its purchases.  

Fed Chairman Bernanke communicated 
that the Fed is considering (no definitive plans 

are in place now) tapering based on its assess-
ment that the economy continues to improve 
and may be able to withstand a gradual reduc-
tion in stimulus. Whether or not the Fed actu-
ally moves forward is dependent on future 
economic data, particularly whether its view 
that the economy is gaining strength is proven 
correct, and employment gains continue to 
drive unemployment down.

What’s Hamilton 
Capital Management’s 
opinion about the Fed 
tapering?

We are of the view 
that the Fed has done the 
right thing in both pro-
viding significant stimu-
lus to the economy, as 
well as now positioning 
itself and gradually pre-
paring financial markets 
for an eventual reduc-
tion in that stimulus. We 
feel that the economy 
is gradually gaining 
strength (employment 
gains are now averag-
ing close to where they 
were in the mid-2000s). 
That suggests that the 
recovery may be close to 

self-sustaining and not require the extraordi-
nary Fed stimulus of recent years. If so, then 
“tapering” is both inevitable and desirable to 
prevent excessive inflation.

We have been and continue to be of the 
opinion that interest rates will likely move 
higher from an unusually low level.  Normal-
izing rate levels relative to past economic 
environments would both be normal and de-
sirable. And if it occurs gradually, it need not 
jeopardize economic growth.

How have you translated your views into 
the portfolios?

First a little review of bond math. The 
longer the maturity (or duration) of a bond, 
the more volatile the price movement will be 
given an equal change in rates.  For example 
(keeping in mind changes in interest rates 
and changes in prices move in opposite direc-
tions), a 1% increase in the yield for both a 
5-year bond and a 30-year bond (all else being 
equal) will result in a relatively larger price 
decrease in the 30-year bond.  Hence, bonds 
of shorter duration will be less volatile, or 
risky, than longer-duration holdings.

Expecting rates were more likely to move 
higher rather than lower, we shortened the dura-
tion (or maturities) of our bond portfolios quite 
some time ago. In April of this year we took that 
step even further, and now hold maturities that 
are roughly 50% shorter than normal.

We’ve applied this strategy to portfolios 
that are typically 100% bonds (Dynamic Bond 
and Short Duration), as well as the bond por-
tions of our “balanced” strategies (Balanced 
Growth and Balanced Income).

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:

August 16 - Lunch 
Scioto Country Club
September 11 - Lunch 
Scioto Country Club
September 12 - Lunch 
Scioto Country Club
October 10 - Lunch 
The Columbus Club
October 11 - Lunch 
The Columbus Club

Space is limited, so contact Laura 
Hamilton at lah@hamiltoncapital.com 
or (614) 545-4013 to RSVP. 
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its appropriateness for any given situation.

Eventually they will. But, as John 
Maynard Keynes – he of “Keynesian” 
repute – said, “…eventually we are all 
dead… and the long run is a misleading 
guide to current affairs.”

In just about every modern economic 
cycle, higher growth has been accompanied 
by higher interest rates. But the interesting 
thing is that, in spite of higher rates, growth 
initially persists for some time, often years. 
And, of even greater relevance, financial 
markets often perform very well as interest 
rates rise. Our research suggests that, on 
average, a change in interest rates takes 2.5 
years to impact earnings. And that’s after 
rates start to rise, which the Fed has told us 
it does not expect to see until 2015 or so.

2015? So what’s this talk of the Fed 
“tapering” later this year?

The latest economic and monetary cycle 
had two broad steps. First, the Fed cut rates 
aggressively as the economy weakened 
significantly. Then, as rates approached 
zero, the Fed implemented several 
additional, innovative means to further 
stimulate – the so-called Quantitative 
Easing, or QE. The result of these two steps 
is that the Fed has been standing on the 
monetary accelerator with all its might. And 
good thing it did. Even with that stimulus, 
inflation is currently running at only 0.5%, 
barely positive and too low. If the Fed 
hadn’t done what it did, we might well be 
in deflation, which is very dangerous indeed 
(think of the weak economic performance 
of the U.S. in the early 1930s and Japan 
since 1990).

What the Fed is now aiming to do, quite 
responsibly we might add, is to begin to 
“taper” or ease up on the accelerator of 
QE, eventually bringing that to neutral, and 
eventually raise rates. Both are predicated 
on improvement in the economy. It’s not 
unlike what you might expect a physician 
to do after surgery (reduce a patient’s 
medication as soon as, but no sooner than, 
he or she seems strong enough to manage 
without it, but be ready to modify if the 
vital signs suggest it was too early).

Does this mean you believe this story 
has a happy ending?

We think the Fed has done a good job 
so far. And the timing of the chairman’s 
comments may have been unintentionally 
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fortuitous. The markets were gathering a 
head of steam, and if the Fed’s comments 
arrested the unbridled joy, it may actually 
prolong the recovery and reduce the 
risk that we rise too far too fast, only to 
collapse later.

But it’s a long way from that to saying 
everything is going to be OK.

So what do you make of it all?

We believe the reduction of QE stimulus 
is exactly what the Fed needs to do, at some 
point, to prevent the sharply higher inflation 
that so many critics have forecast it would 
unleash. Before criticizing others, we like 
to mentally walk a mile in their shoes. In 
other words, how would we have done in 
their position? Frankly, we cannot think of 
anyone – us or anybody else – who would 
have done a better job managing the volatile 
data, financial markets, weak government/
Congressional handling of the nation’s 
economic business, and constant criticism 
from seemingly all quarters. So far the Fed 
has done an exemplary job in our view, and 
we would rather have it at the wheel going 
forward than anyone else.

For now, that is. But the jury is still out 
as to how it will manage the “exit” from 
all the stimulus it’s appropriately created. 
There is some sentiment within the Fed 
to allow for higher-than-normal inflation, 
since we’ve been below the normal level 
of 2% for so long. It’s unclear whether 
that has become a consensus, but it could 
lead to higher inflation, and higher market 
yields, than one would otherwise have. 
And although we believe in the institution, 
the selection of the next chairman will 
matter. But we expect a credible choice 
will be made.

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 2.

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.


