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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 Vice President  
& Portfolio Manager Eric Shisler shortly after the 
end of the fourth quarter of 2010. 
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The Interviewees

Since the spring of 2009, “experts” have shifted 
from bullish to pessimistic and now seem to be 
moving back to bullish again. Are things looking up?

After the summer uncertainty – initially triggered 
by the risk of default in Greece and other European 
economies – recent optimism has been driven by U.S. 
consumer spending’s new strength.  
Personal income growth is robust 
and the jobs picture continues to 
improve in a setting of near-record 
profits. Auto sales, manufacturing 
and a broad swath of the service  
sector are also doing quite well.

We have been “fans” of the U.S. 
consumer for some time (driven by 
income, low debt-service burden and 
reasonable savings patterns). And in 
the latest release, trade is beginning to look like it will 
add to U.S. growth. This could be another catalyst to 
confidence and earnings.

Should we take that to mean we are off to a 
more typical recovery, or are there still problems?

Few recoveries are “typical”. Some sectors  
are seeing an unusually strong rebound after the 
2007-2009 collapse. However, the prevailing theme  
is one of a moderate and uncertain rebound fraught 

with uncertainty and in search of a 
clear direction.

Real final sales (growth before 
inventory additions) has seen only 
modest growth, emblematic of the 
moderate underlying trend, which 
we feel is the probable future  
pattern. Rising energy prices and 
the slowing pace of growth in  
manufacturing continue to cast 
shadows over the recovery. Tight-

ening monetary policies in emerging markets could 
become a global challenge, too. And our fiscal deficit 
Continued on back

and government debt problems remain the 
elephant in the room – a fact that the most re-
cent election has done little to address so far.

Jobs, of course, never seem to grow fast 
enough. However, it’s important to note that 
the unemployment rate is by and large a lag-
ging indicator, and principally an issue for 
political discourse rather than a principal 
driver of financial markets. To wit, look at 
how strong consumer spending has been 
with 9.5-10% unemployment and modest job 
gains. Now, consider what could be if U.S. 
companies really begin to add to payrolls as 
they have started to do.

There is one other “risk” that has been 
pretty much ignored. If housing does begin 
to improve, even slowly, and if trade starts to 
add to growth, in 6-12 months the dialogue 
could surprisingly change to one that focuses 
on too much fiscal and monetary stimulus 
for an economy that is doing fine on its own. 
Then we risk turbocharging a moderate and 
sustainable economy into one that could ac-
celerate too rapidly and rekindle the embers 
of inflation. It’s a scenario that seemed absurd 
only a couple of months ago, but one that 
contributed to our more-conservative duration 
stance in our fixed-income portfolios several 
months back.

The inflation picture has also shifted. Are  
we facing inflation or deflation, and do you  
believe the government data on prices?

Some of our clients have noted that they 
“feel” a higher level of inflation than what 
they see in the published government reports. 
After studying public and private statistics the 
world over – in both developed and emerging 
countries – we feel strongly that the U.S. has 
the most rigorous, impartial and independent 
process for generating economic data. So we 
are quite comfortable that the data on inflation 
represents the most reasonable representation 
of price shifts across all consumer items.

Our favorite measure of consumer prices is 
not the ever-popular CPI, but rather a measure 
called the “Personal Consumption Expenditure  
Deflator”, which measures the actual consumer  
basket across the country, including changes 
in what consumers buy from period to period. 
We also look at both “all-items” indexes as 
well as “core” sub-indexes (which we prefer 
because they exclude food and energy prices, 
which are so volatile that they often obscure 
the true underlying trends).

Any one individual may feel that his or her 
inflation is higher than the broad statistics due 
to several factors. It could reflect a regional 
bias, the fact that our personal consumption 

Executive Summary

he U.S. economic recovery, after downshifting in the summer, again has pride in its step. 
Strength in consumer spending has been a surprise to many. Housing could become the 
next surprising contributor to growth, although we see that developing over time. Inflation, 
at the core level, has actually slowed, which may constrain increases in Treasury yields. 
Risks include fiscal deficits, tightening monetary policy throughout many emerging and 
commodity-producing nations, and tighter fiscal policy elsewhere. Upside surprises could 
also occur, and by summer we could be talking of a Fed that is too accommodative.
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basket is different from the U.S. consumer 
overall, or our focus on the items that are  
going up rather than the items that saw price 
drops, such as PCs, flat-panel TVs and  
housing (the latter represents over 30% of 
consumer prices).

So, what are the numbers telling us? The 
core measure of inflation remains low – in 
fact, it has dropped recently to nearly a 0.4% 
annual rate, which, since it is so close to  
deflation, gives the Federal Reserve pause  
and has contributed to its steadfast pursuit of 
stimulus. The “headline” or all-items measure  
is likely to show some acceleration in the 
months ahead. We are particularly watchful of 
future gains in producer and import prices, as 
commodity prices are rising strongly. Also,  
the recent pressure in the U.S. fiscal deficit 
(from the most recent $600+ billion extrava-
ganza) creates pressure to the upside. Never-
theless, we feel that core or underlying  
inflation pressures are unlikely to rise out  
of control.

Seems like an OK scenario. But how does 
the U.S. compare to the rest of the world?

That’s an appropriate question, since  
we always assess financial markets relative  
to alternatives.

We feel that Europe remains a challenge. 
The “periphery” sovereign debts of Greece, 
Ireland, Portugal, and maybe Spain, Italy 
and Belgium, are a cloud over the European 
economy – even threatening the financial 
system of successful nations like Germany, 
whose banks have very large exposure to the 
government bonds of peripheral nations. Fur-
ther, many of these countries – and others like 
the United Kingdom – are being forced into, 
or have chosen to engage in, meaningful cuts 
in fiscal deficits. Though the right medicine 
long term, it will result in weaker economic 
performance near term, and further raises the 
inevitability of “restructuring” (a polite term 
for default) some of this sovereign debt.

Japan continues to fight deflation and 
struggle with inadequate political leadership. 
Emerging signs of growth offer some prom-
ise, but are tentative. We are also encouraged 
with early signs that deflation may be waning, 
but need to see additional factors suggesting 
profits will improve sustainably.

As we challenge our own views and base-
case scenario, we often ask ourselves ques-
tions on a blank-slate basis (i.e., “if we just 
landed from Mars…”). As we look at devel-
oped country alternatives globally, we remain 
of the view that we would rather have the 
U.S.’s problems than anyone else’s.

Trade is beginning to 

look like it will add to 

U.S. growth. This could 

be another catalyst to 

confidence and earnings.
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Executive Summary Executive Summary

hile U.S. corporate profit growth has moderated recently, risk assets 
like common stocks (and high-yield bonds) appear to offer the best  
investment alternatives in the present environment. We remain con-
cerned about high-Beta sectors of the market and anticipate Small 
Caps remaining underweight.

ields on sovereign debt moved higher around most of the world this past 
quarter. We view the increase in rates in the U.S. primarily as a market  
response to improved economic growth expectations.

Headlines are full of discussions about municipal bond debt with commentary  
ranging from a pending wave of mass defaults to little change from historic default 
levels (which for municipals is almost nil). While facing challenging circumstances and 
headline-making near misses, we expect the default rate will remain low as municipalities  
on all levels take action to balance their budgets.

W Y
It still does not feel great, but the market 
seems to have had another good quarter. 
True?

The fourth quarter was closer to the 
“great” side of good, as the S&P 500 returned 
10.8%. The shift in sentiment on the overall 
economy is also coming through in the equity 
market. As investors shift their focus away 
from broad macro risks such as European 
sovereign defaults, many are coming to  
observe that profit growth has been stellar, 
that earnings are near record levels, and that a 
majority of companies are generating  
earnings and revenues that surpass analysts’ 
expectations quarter after quarter. As we  
anticipated would happen, this eventually 
translates into rising equity prices.

Since you like to come back to fundamen-
tals, are you still happy with the  
environment?

Yes, we feel that fundamentals are largely 
supportive. 

Earnings is the first structural factor we 
look at, and we already touched on it. In fact, 
earnings growth has been higher than our own 
forecast. Many of our clients seek growth  
simultaneously with risk mitigation. One of 
the ways we manage that tricky balance is to 
develop earnings forecasts that we view as 
conservative. Earnings growth is now slow-
ing, and approaching our official anticipated 
rate of growth. The other part of the earn-
ings story is that stocks are still priced at a 
discount to their historical relationship to the 
level of earnings. We don’t expect that rela-
tionship to resume right away, but we would 
rather be at a discount, which we feel gives  
us the opportunity for further stock apprecia-
tion even if earnings growth moderates, as  
we expect.

Other fundamental factors contributing to 
a positive environment include the low level 
of interest rates (both in nominal and real 

What happened in the bond market  
during the fourth quarter?

The overriding theme this past quarter was 
the increase in longer-dated U.S. Treasury 
yields, which occurred as signs of building 
economic momentum continued to emerge.  
While short-term rates continue to be an-
chored by a Fed funds rate of 0%-.25%, the 
longer maturities tended 
to experience greater 
increases in yields.  
When yields on longer-
term bonds move higher 
while short-term rates 
stay steady, it results in 
a steepening of the yield 
curve. A steep-shaped 
yield curve, when sup-
ported by other indica-
tors, can be an indication 
of future economic 
growth.

The U.S. wasn’t the 
only country to experi-
ence higher yields.  
Many sovereign bond 
markets in both de-
veloped and emerging 
economies experienced increases in their 
bond yields during the past quarter.  We be-
lieve these rate increases were the result of 
improved long-term global growth prospects 
(excluding the periphery European countries, 
where rates had increased based on risk), 
although in some emerging countries rising 
inflation also played a role.

In light of the headlines, what is Hamilton 
Capital’s view of the current municipal bond?

Some market pundits have recently fore-
cast a wave of municipal defaults over the 

terms, the latter after adjustment for inflation). 
Also, the very steep shape of the yield curve 
(the difference between long rates and short 
rates) has frequently led to positive outcomes  
for stocks, as it lowers the cost of funding  
for corporations.

There are a range of other factors or  
models that we rely on – which are largely 
flashing “green,” particularly for large-cap 
stocks – including the strength of the corpo-
rate balance sheet, earnings yield, our pro-
prietary cyclical Price/Earnings models, and 
capitalized earnings models.

Should we stop reading here and assume 
it’s all good going forward?

As you might guess, the answer is no. In 
fact, as soon as we’re done analyzing where 
we see the preponderance of evidence, we im-
mediately shift our focus to trying to disprove 
our base case. Since we are currently positive, 
you can begin to see where that takes us.

The factors that we include in our “caution”  
bucket get our daily attention. Two in particu-
lar deserve note, although they tend to be ef-
fective only over long periods of time. The  
so-called Shiller P/E measures the relation-
ship of prices to the trailing 10-year average 
of earnings. This measure remains in the  
“expensive” range. That said, this indicator  
is not a great predictor of stock prices over  
a 12-36-month time frame, which we feel is 
the appropriate horizon when you’re trying  
to add value relative to your long-term  
“policy” portfolio.

Also, the “Q” factor, or ratio of price to  
replacement cost, is another measure that 
tends to provide some insight over the long 
term. It is also at a cautious level currently.

Future growth and earnings levels may 
be sufficient to offset these measures, so we 
continue to monitor them carefully. But we do 
feel that the positive indicators are materially 
stronger than the negative factors.

next couple of years. One reason this forecast 
has received a lot of press is because the 
historic default rate for municipal bonds has 
been so low.  However, a number of other 
municipal bond market analysts have articu-
lated much lower expectations of municipal 
defaults.  We are more closely aligned with 
the latter group.

Given the current 
environment and past 
borrowing habits of 
many sectors of the 
economy, we expect 
municipalities will face 
very difficult decisions 
about their budgets over 
the next few years and 
a slightly greater than 
historic average number 
of defaults may ensue. 
If a municipality were to 
file for bankruptcy and 
default, it would be both 
a costly option and likely 
result in a complete loss 
of investor confidence.  
In essence, the issuer 
would lose access to the 
capital markets for a pe-

riod of time. Before that happens, we expect 
public officials on the state, county, city and 
local levels will take dramatic action to cut 
expenses, rework pensions and benefits, and, 
in many cases, raise taxes and/or fees in an ef-
fort to cover their debt service and ultimately 
balance their budgets.  

In fact, action toward balanced budgets is 
already being taken. The new governors of 
California and Illinois are taking dramatic 
steps to close their budget deficits, and Ohio’s 
new governor and others are close behind.

How are you managing bond portfolios 
given your current outlook?

Across all of our fixed-income portfolio 
strategies we continue to emphasize a shorter 
duration relative to a given benchmark index.  
This means your bond investments have less 
exposure to price declines should yields con-
tinue to increase.  

For accounts with a taxable bond mandate, 
we continue to have a moderate over-weight 
position in high-yield corporate bonds. Given 
the strength we see in corporate balance 
sheets, in profitability and in reduced risk of 
refinancing, this shifts our preference toward 
the lower-rated bonds. Higher-rated bonds 
remain attractive when compared to Treasury 
securities.  In the case of municipal securities, 
we favor higher-quality issues.

Get E-mail Updates

If you’re not already receiving news and 
information from Hamilton Capital  
Management electronically, please  
provide your advisor with a preferred  
e-mail address. We’ll send occasional notes, 
updates and items of interest with your 
financial goals and your privacy in mind.

…[C]orporate earnings overall look like they 
should remain relatively buoyant over the near 
term.  Heavy cost cutting from the recession 
continues to have residual benefits.

— Ted D. Keller, CFA  
& Patrick English, CFA,  

Co-Portfolio Managers, FMI Large Cap Fund, 
Shareholder Letter, December 31, 2010 

Markets do not move on absolutes of good 
and bad…. They move on “better or worse.”  
“That is why the stock market has gone up in 
the U.S. in the last 12 months…because the 
economy has gotten better.  It’s that simple.” 

— Richard Bernstein: The Antidote  
to Pessimism, Robert Huebscher,  
quoting Richard Bernstein, CEO,  

Richard Bernstein Advisors, January 18, 2011            

Looking back, the global financial system has 
indeed made a significant recovery…. Looking 
forward, however, underlying global political 
and economic problems have not entirely  
disappeared, and hence we remain cautious. 

— J. Dennis Delafield & Vincent Sellecchia, 
Co-Portfolio Managers, The Delafield Fund, 

Letter to Shareholders, January 19, 2011   
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The Interviewees

Since the spring of 2009, “experts” have shifted 
from bullish to pessimistic and now seem to be 
moving back to bullish again. Are things looking up?

After the summer uncertainty – initially triggered 
by the risk of default in Greece and other European 
economies – recent optimism has been driven by U.S. 
consumer spending’s new strength.  
Personal income growth is robust 
and the jobs picture continues to 
improve in a setting of near-record 
profits. Auto sales, manufacturing 
and a broad swath of the service  
sector are also doing quite well.

We have been “fans” of the U.S. 
consumer for some time (driven by 
income, low debt-service burden and 
reasonable savings patterns). And in 
the latest release, trade is beginning to look like it will 
add to U.S. growth. This could be another catalyst to 
confidence and earnings.

Should we take that to mean we are off to a 
more typical recovery, or are there still problems?

Few recoveries are “typical”. Some sectors  
are seeing an unusually strong rebound after the 
2007-2009 collapse. However, the prevailing theme  
is one of a moderate and uncertain rebound fraught 

with uncertainty and in search of a 
clear direction.

Real final sales (growth before 
inventory additions) has seen only 
modest growth, emblematic of the 
moderate underlying trend, which 
we feel is the probable future  
pattern. Rising energy prices and 
the slowing pace of growth in  
manufacturing continue to cast 
shadows over the recovery. Tight-

ening monetary policies in emerging markets could 
become a global challenge, too. And our fiscal deficit 
Continued on back

and government debt problems remain the 
elephant in the room – a fact that the most re-
cent election has done little to address so far.

Jobs, of course, never seem to grow fast 
enough. However, it’s important to note that 
the unemployment rate is by and large a lag-
ging indicator, and principally an issue for 
political discourse rather than a principal 
driver of financial markets. To wit, look at 
how strong consumer spending has been 
with 9.5-10% unemployment and modest job 
gains. Now, consider what could be if U.S. 
companies really begin to add to payrolls as 
they have started to do.

There is one other “risk” that has been 
pretty much ignored. If housing does begin 
to improve, even slowly, and if trade starts to 
add to growth, in 6-12 months the dialogue 
could surprisingly change to one that focuses 
on too much fiscal and monetary stimulus 
for an economy that is doing fine on its own. 
Then we risk turbocharging a moderate and 
sustainable economy into one that could ac-
celerate too rapidly and rekindle the embers 
of inflation. It’s a scenario that seemed absurd 
only a couple of months ago, but one that 
contributed to our more-conservative duration 
stance in our fixed-income portfolios several 
months back.

The inflation picture has also shifted. Are  
we facing inflation or deflation, and do you  
believe the government data on prices?

Some of our clients have noted that they 
“feel” a higher level of inflation than what 
they see in the published government reports. 
After studying public and private statistics the 
world over – in both developed and emerging 
countries – we feel strongly that the U.S. has 
the most rigorous, impartial and independent 
process for generating economic data. So we 
are quite comfortable that the data on inflation 
represents the most reasonable representation 
of price shifts across all consumer items.

Our favorite measure of consumer prices is 
not the ever-popular CPI, but rather a measure 
called the “Personal Consumption Expenditure  
Deflator”, which measures the actual consumer  
basket across the country, including changes 
in what consumers buy from period to period. 
We also look at both “all-items” indexes as 
well as “core” sub-indexes (which we prefer 
because they exclude food and energy prices, 
which are so volatile that they often obscure 
the true underlying trends).

Any one individual may feel that his or her 
inflation is higher than the broad statistics due 
to several factors. It could reflect a regional 
bias, the fact that our personal consumption 

Executive Summary

he U.S. economic recovery, after downshifting in the summer, again has pride in its step. 
Strength in consumer spending has been a surprise to many. Housing could become the 
next surprising contributor to growth, although we see that developing over time. Inflation, 
at the core level, has actually slowed, which may constrain increases in Treasury yields. 
Risks include fiscal deficits, tightening monetary policy throughout many emerging and 
commodity-producing nations, and tighter fiscal policy elsewhere. Upside surprises could 
also occur, and by summer we could be talking of a Fed that is too accommodative.

Economic Outlook
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basket is different from the U.S. consumer 
overall, or our focus on the items that are  
going up rather than the items that saw price 
drops, such as PCs, flat-panel TVs and  
housing (the latter represents over 30% of 
consumer prices).

So, what are the numbers telling us? The 
core measure of inflation remains low – in 
fact, it has dropped recently to nearly a 0.4% 
annual rate, which, since it is so close to  
deflation, gives the Federal Reserve pause  
and has contributed to its steadfast pursuit of 
stimulus. The “headline” or all-items measure  
is likely to show some acceleration in the 
months ahead. We are particularly watchful of 
future gains in producer and import prices, as 
commodity prices are rising strongly. Also,  
the recent pressure in the U.S. fiscal deficit 
(from the most recent $600+ billion extrava-
ganza) creates pressure to the upside. Never-
theless, we feel that core or underlying  
inflation pressures are unlikely to rise out  
of control.

Seems like an OK scenario. But how does 
the U.S. compare to the rest of the world?

That’s an appropriate question, since  
we always assess financial markets relative  
to alternatives.

We feel that Europe remains a challenge. 
The “periphery” sovereign debts of Greece, 
Ireland, Portugal, and maybe Spain, Italy 
and Belgium, are a cloud over the European 
economy – even threatening the financial 
system of successful nations like Germany, 
whose banks have very large exposure to the 
government bonds of peripheral nations. Fur-
ther, many of these countries – and others like 
the United Kingdom – are being forced into, 
or have chosen to engage in, meaningful cuts 
in fiscal deficits. Though the right medicine 
long term, it will result in weaker economic 
performance near term, and further raises the 
inevitability of “restructuring” (a polite term 
for default) some of this sovereign debt.

Japan continues to fight deflation and 
struggle with inadequate political leadership. 
Emerging signs of growth offer some prom-
ise, but are tentative. We are also encouraged 
with early signs that deflation may be waning, 
but need to see additional factors suggesting 
profits will improve sustainably.

As we challenge our own views and base-
case scenario, we often ask ourselves ques-
tions on a blank-slate basis (i.e., “if we just 
landed from Mars…”). As we look at devel-
oped country alternatives globally, we remain 
of the view that we would rather have the 
U.S.’s problems than anyone else’s.

Trade is beginning to 

look like it will add to 

U.S. growth. This could 

be another catalyst to 

confidence and earnings.
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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.

Hamilton Capital management, inC.
5025 ARlingtOn CentRe blvD., suite 300

COlumbus, OhiO 43220

614/273-1000 • 614/273-1001 (fax)
888/833-5951 (toll free)

www.hamiltoncapital.com


