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Executive Summary

The jury has returned and the verdict appears unanimous – the weakness in growth over the 
winter was primarily due to unusually bad weather.

Last quarter we wrote that both we and the Fed were moving forward on that basis, but 
many were discomfited by signs of weakness. As it turned out, even a 2.9% contraction in 

GDP in the first quarter was brushed aside by investors amidst signs that it was temporary and the 
next few quarters will see an offsetting rebound.

Interestingly, we’ve also observed a gradual but distinct shift in pundits’ comments. Whether experts 
are changing their tune or editors are selecting write-ups more in line with recent data, more and 
more articles are underlining the positive for economic growth while also noting some worries about 
rising inflation. 

Your suspicions proved prescient 
– the first quarter slowdown 
appears to be well behind us.

Yes. In our last write up we in-
dicated that the first quarter GDP 
growth looked frail. It turned out to 
be even weaker than most people 
expected (the latest reading is 
-2.9%). We also argued that weather 
seemed to be the main culprit and 
that our “side-window” indicators, 
like jobless claims, payrolls and 
auto sales, were already evidencing 
a spring rebound.

That has become the consensus 
view, with most economists having 
solid expectations for the rest of 
the year.

Do you feel that outlook is 
reasonable?

You’ve heard us argue that this 
economy has been hobbled by 
the weight of a massive coronary 
– significant debt contraction by 
the private sector. In the last five 
years, the U.S. economy barely 

Moderate growth can 

also be sustainable 

growth, if we avoid 

the excesses that 

normally build as 

the economy quickly 
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A fter a first quarter of modest but solid positive returns (broad market), 
large U.S. stocks actually improved in the second quarter and delivered 
performance that we view as stronger than what investors should expect over 
the next 10-20 years (albeit far below the 30+% of 2013, an outlier event).

That said, the very attractive “valuation cushion” of the last five years is gone, and 
large-cap stocks are, broadly speaking, fairly priced to current conditions. We continue 
to see small-cap stocks as expensive.
Further, first-quarter earnings were very, shall we say, intriguing. This is leading some 
to ask us: “Should we go to cash for a while?” This is a question we’ve heard many 
times in recent years. The answer, now as then, remains, structurally (in terms of how 
one approaches breaks from their long-term policy portfolio), never, and strategically 
(in the context of our 6-24-month time horizon), no, not yet, even as corrections are 
quite possible.
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Executive Summary

Another quarter, another dollar, right?
Yes. After a respectable first quarter, with 

returns in the 1.5% range, performance actu-
ally improved for the broad U.S. market in 
the recent period. Year-to-date U.S. returns in 
the 3% to 7% range (depending on which in-
dex one looks at) are at a pace well above the 
long-term capital market expectations that we 
develop for long-term portfolio planning.

Also, we’re observing a noticeable shift 
in pundits’ sentiments. Their writings have 
become decidedly more positive – or perhaps 
editors’ selection of articles for publication 
is what has changed. Regardless, the “noise” 
that the casual and even the professional 
reader are picking up is more soothing than 
in recent years. That sometimes is a source of 
worry rather than comfort to us.

Hmmm, that last comment got our 
attention. Are you becoming more 
cautious as a result of improved 
sentiment by “experts”?

No, not because of that. We view that as a 
“fun factor,” at best a trigger for us to look yet 
again at the plethora of reliable indicators and 
causal factors that guide our decision making. 
The reason: it’s not a consistent indicator of 
turning points. After the fact, on an ex post 
basis, it often looks like a great indicator, but 
it’s not reliable on an ex ante basis. So, bottom 
line, it doesn’t work and we don’t rely on it.

More meaningfully, we would, however, 
point out that the sharp under-valuation that 
we’ve described to you for the better part of 
the last five years has disappeared – meaning 
that stock prices have risen from very cheap to, 
broadly, fair price to perhaps slightly expen-

sive (at least for large-cap stocks; small caps, 
for instance, are entirely another matter, being 
quite expensive in our view). Further, earnings 
growth has slowed, as it normally does at this 
point in the cycle. And we experienced some 
weakness in earnings in the first quarter. Al-
though some of that is attributable to the nasty 
winter, perhaps other factors are at play, such 
as a gradual narrowing of profit margins, which 
also is common at this point in the cycle.

And what do you make of these earnings 
developments?

Two things merit note.
Our favorite measure of earnings (which 

we’ve followed and studied in depth on a 
nearly daily basis since we entered this busi-
ness over 30 years ago) showed a meaningful 
pull-back in the first quarter. Although much 
of that event is technical in nature (relating 
to economic depreciation vs. tax deprecia-
tion, as well as inventory profits), it may also 
be associated with growing confidence and 
increased investment, which may eventually 
pinch profit margins.

Additionally, other measures of profits that 
use per-share methodology (like the S&P 500), 
also showed significant pull-backs in the first 
quarter. The harsh winter we lived through 
likely explains the bulk of the pull back, but it 
deserves, and is getting, our undivided attention.

Well, stock prices are up strongly and 
you’re flagging some concerns with earn-
ings. Should we go to “cash” until things 
become clearer?

That’s a good question – but it’s also one 
that we’ve heard dozens of times in the last 
few years. And the level of worry in the ques-

tion has tended to crest just before a sharp 
market rally.

The reality is that if one waits until the 
news is clear, an investor will typically miss 
key market rallies that are crucial to one’s 
long-term financial well-being – rallies one 
cannot afford to miss unless one is willing to 
forfeit somewhere around 6-7% of return per 
year (according to well-accepted research). 
But we do want to capture the less-frequent 
but major shifts in market valuation.

At this point, we feel that we have time. 
We’re not trying to time the market and we 
know that no one can time corrections, and 
one is entirely possible in the next several 
months. But one was possible earlier this 
year, and late last year and earlier last year, 
too, and many times before that.

We feel that we’re well positioned to cap-
ture key market shifts with plenty of time, and 
we would not try to nail the turn to the day, 
week, month or even quarter. And many of 
the indicators that have been reliable in the 
past are still well in the “green” or positive 
territory. So keep a close eye on our actual al-
locations. They will be the canary in the mine 
– the true tell-tale sign of when we think it’s 
time to become cautious. We won’t be right 
every time, but we will stick to our discipline 
and aim for success a majority of the time.

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:

August 14 - Lunch 
Scioto Country Club

September 11 - Lunch 
The Columbus Club

September 12 - Lunch 
Scioto Country Club

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



Fixed income has enjoyed good returns in the first half of the year. U.S. treasuries, 
along with other developed-market government bonds, appeared to benefit from 
Fed Chair Janet Yellen’s further policy clarifications and from safe-haven flows 
in response to the escalations in Ukraine and Iraq. Investment-grade, high-yield, 

municipal bonds and emerging-market sovereign bonds all have done well so far this year. 
Over the long term, we expect U.S. treasury yields to edge up, which could trigger losses 
in value. And, eventually, spreads between corporate bonds and treasuries should begin to 
gradually widen as the interest rate tightening cycle continues to grind forward.
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BondS Performing Well thiS yeAr, for noW

Executive Summary

In the spring issue, you pointed out that 
the fixed-income market “has calmed 
down.” It turned out that the market 
not only calmed down, but did quite 
well in the first six months. What’s your 
take on that?

There are several reasons for the good per-
formance of fixed-income assets (albeit in a 
short measurement period). Those include:

• A flight-to-safety effect caused by geopo-
litical crises in Thai-
land, Egypt, Ukraine 
and Iraq in the first 
half of the year.

• Fed reassurances 
of a low rate in the 
foreseeable future.

• Perceptions that 
U.S. inflation re-
mains low.

• Economic growth in 
the U.S. and other 
developed countries 
remaining sub-par 
in comparison to 
past recoveries (e.g., 
weak European 
growth prompted the 
ECB to ease mon-
etary policy further).

• The shrinking U.S. 
budget deficit reduc-
ing the supply of 
treasuries.

Does that mean all is clear and bond 
holders can live happily ever after?

Not at all.
Some of these factors may prove ephem-

eral. For example, the Fed could tighten 
sooner than current market expectations, and 
inflation has already risen about 1% to near 
the Fed target of 2%. But they’re supporting 

the market for the time being.
Since, in our view, treasury bonds in 

general are overvalued and interest rates 
are at very low levels, there’s little cushion 
to protect bonds from losing value when 
administered rates start to rise. There are no 
immediate storms on the horizon, but we do 
see some clouds appearing. We’re particu-
larly monitoring some contradictory market 
signals. For example, declining bond yields 

are often associated with 
weak economic growth. 
This year the 10-year 
treasury yield fell from 
its December 31 interim 
peak. On the other hand, 
many investors are shift-
ing their focus to lower-
quality corporate bonds, 
including high-yield 
bonds and loans, as they 
reach for yield – a signal 
or a better economic 
outlook. We expect 
economic growth to be 
reasonable and inflation 
has accelerated, leading 
us to believe that bond 
yields are more likely to 
rise going forward.

The same yield-seek-
ing behavior may have 
emboldened small com-

panies to take on more debt than they would 
usually incur. According to ThomsonReuters 
data, new sales of junk bonds worldwide hit a 
quarterly record of $148 billion between April 
and June, up from average sales of around 
$30 billion before the last credit bubble burst. 
Additionally, more than 40% of new syndi-
cated loans last year were low-grade leverage 
loans. This may eventually lead to excesses.

Municipal bonds have also done well, 
I gather?

Yes. The municipal bond market has been 
robust since February 2014. The contribut-
ing factors are similar to those of the general 
fixed-income market (i.e., lower rates), which 
benefitted the longer-duration municipal 
bond indexes. The supply issue is at least 
as prominent as with treasuries due to fis-
cal discipline by local issuers. Furthermore, 
municipal credit fundamentals continue to 
improve broadly. Lastly, there’s less concern 
on the part of investors that the municipal tax-
deductibility advantage will be taken away as 
part of federal fiscal reform, which has seen 
no discernible progress. On the demand side, 
the municipal bond market had its first net 
inflows since February 2013 as the headlines 
from Detroit and Puerto Rico faded.

Any changes in your fixed-income 
strategies?

No significant ones. Our investment strat-
egies focus on the medium-term horizon. 
Short-term market behavior does not alter 
our strategy thanks to the enhanced in-house 
quantitative and fundamental research we 
conduct and rely on. 

“Every piece of news is worthy of 
skeptical and thoughtful scrutiny.” 

— Tony Caxide, CIO,  
Hamilton Capital Management 

“Unloved emerging markets may hold 
value for opportunistic bond investors.”  

— Kathleen Gaffney, Co-Director 
Investment Grade Income, Eaton Vance

“One of the funny things about the 
stock market is that every time one 
person buys, another sells, and both 
think they are astute.”  

— William Feather, Author (1889-1981)



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.

exceeded 2% annual growth, well below the 
4% or so that is more typical of early-stage 
recoveries, as households and corporations 
reduced spending to get their financial 
houses in order. Even banks, the favorite 
targets of everyone’s scorn, are now sport-
ing large amounts of capital and relatively 
low leverage.

The good news is that moderate growth 
can also be sustainable growth, if we avoid 
the excesses that normally build as the econ-
omy quickly takes on credit, sometimes in an 
undisciplined way. There is much less of that 
this time around.

An additional factor also gives us some 
comfort. In the last year or so, U.S. economic 
growth would have been closer to 3%, were 
it not for the restrictive impact of government 
deficit reduction. In other words, the private 
sector generated relatively robust growth, but 
government spending cut backs resulted in a 
mediocre 2% performance overall.

The sharp federal deficit reduction that 
we’ve seen recently is now slowing, as our 
deficit has been sharply reduced in the last 3-4 
years. As such, the government sector may 
cease to be such a drag on growth and, if the 
private sector continues to do roughly what 
it’s done recently, we could see growth step 
up closer to 3% (maybe higher if Washington 
loosens the purse strings after the November 
mid-term election).

And what is the impact of such a scenario, 
should it come true?

There is a range of potential outcomes. 
Here’s a sampling:

Greater investor confidence – We’re 
already seeing that. The commentary that 
one reads in various publications has be-
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come clearly more positive. Have pundits 
changed their view? Possibly. Many “ex-
perts” give their audiences what they want 
to hear, and given the ups and downs in 
Washington, few readers were receptive to 
good news a year ago.

Higher inflation – The economy, little 
by little, has absorbed a good portion of 
the excess capacity that overwhelmed it in 
recent years, be that industrial capacity or 
excess labor supply (think high unemploy-
ment). As excesses disappear, employees 
are gaining power in wage discussions and 
sellers of machinery also are better able 
to pass through price increases (and make 
them stick).

More investment – As confidence grows 
and businesses find that their people, ma-
chinery and space are stretched, they’re in-
creasingly willing to buy that lathe, hire that 
salesperson or expand into that plant that was 
mothballed for years.

Lower margins – While more investment 
is good, it may also lead to thinner profit mar-
gins, which can be OK if top-line growth is 
robust or accelerates, or could eat into profits 
if it isn’t or doesn’t.

Maybe better markets…maybe not – Accel-
erating economic growth does not necessarily 
lead to rising earnings. And, depending on 
valuations, it certainly is not a given that price 
performance will be strong. That’s a related 
but separate assessment.

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 1.

Change In Your Financial Circumstances: If you face changes that could affect your financial circumstances, please call us so that we can discuss any ap-
propriate 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.


