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Executive Summary

ast year negative headlines and hyperbole prevailed, while reality was better than a regular 
scan of newspapers and Internet stories would lead you to conclude. U.S. and global growth 
were moderate, inflation slowed at year-end and earnings rose to a record.

The New Year is likely to bring continued uncertainty. A multi-year deleveraging process 
continues. The U.S. political process will be a conflict-rich stage, leading to the November presidential 
election, with more than the usual posturing and venom. Europe is still just a whisper away from 
renewed crisis. Emerging nations are slowing. But we’ve seen that doomsday headlines can bear 
little resemblance to how consumers and businesses actually spend. The U.S. could again emerge as a 
locomotive of growth for the world.

Last year felt predominantly negative. How would 
you assess it?

Last year was one of economic and political 
spasms. We had multiple revolutions 
in one of the most volatile parts 
of the world (North Africa and 
the Middle East) and a tsunami, 
followed by a “China Syndrome”-
like nuclear crisis in Japan. 
Commodity prices rose sharply 
into early 2011 (before reversing), 
sapping purchasing power from 
much of the world. Europe re-
entered fiscal chaos repeatedly, 
and the U.S. displayed fiscal/political incompetence, 
leading to a credit downgrade from a cherished AAA. 

The U.S. dollar appeared to be collapsing (it wasn’t). 
Most pundits selected by news outlets spoke of a 
double-dip recession, and many investors feared 

imminent, booming inflation. 
North Korea was, well, typical in 
its behavior, shelling South Korea, 
threatening everyone and finally 
closing the year with an uncertain 
transition of power while its people 
starve. We could go on. If you just 
landed from Mars and read this 
inventory of events in 2011, no one 
could blame you for concluding 
that the Mayan calendar missed it 

by a year and the world had come to an end several 
months early.

We anticipate moderate 

growth and slowing 

inflation with a high 

likelihood of uncertainty.
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u.S. StoCKS BeAt moSt CompetitorS, inCluding CASh

Executive Summary

ast year financial markets experienced a bumpy flight. However, the weather 
at year end was “partly cloudy and in the 50s” – not quite perfect, but much 
better than many feared. During the year, investors were fascinated with all 
things negative and all things foreign, both of which turned out to be mistakes. 
After a 15% total return in 2010, the S&P 500 returned near 2% in 2011 

including price changes and dividends, handily beating nearly every developed market 
in the world, emerging markets and even cash.

As the year closed, emerging market economies slowed, Europe appeared to be slipping 
into recession, and the U.S. was showing signs of improvement and becoming the 
location of choice for new production. Risks abound, but that’s been the case for the 
last three years, which did not prevent record U.S. profits and gains in markets. We 
anticipate a gradual but uneven improvement scenario for the next couple of years.
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I feel like I just stepped out of a boxing 
ring, but I suppose you’re going to tell me 
things were better than they felt.

You took the words right out of our 
mouths. But you’re right to feel beaten up. 
Measured on a daily, weekly or even monthly 
basis, this has been a ride for the record 
books. And if you were watching all those 
financial news shows, your blood pressure 
must be through the roof!

But with a somewhat longer perspective 
(and, after all, we’re investors, not traders), 
history will show that, after a 15+% return 
in the S&P 500 during 2010, we registered 
a 2.1% total return (including price changes 
and dividends) last year. That kind of annual 
calendar volatility will fade into the historical 
record as unremarkable. Further, the U.S. equity  
markets beat most other developed markets 
by double digits and handily outperformed 
the emerging markets indexes. They even beat 
cash, which mistakenly became a place to 
hide for so many investors.

Like Churchill once said, this sounds  
like a riddle wrapped in a mystery inside 
an enigma.

Economic and financial market bubbles 
tend to breed extremes, both during the  
excesses and in their aftermath. As we suffer 
through a multi-year period of debt reduction 
across the world, we’re feeling the after-
effects of overindulging, and that comes with 
certain spasms.

Some of the triggers for the uncertainty are 
longer-lived. Witness, for instance, the effort  
that Europe is going through to reduce its over- 
indebtedness and reform its uncompetitive 
members, including Greece, Italy and Spain 
(in descending order of magnitude).

Others appear to have been of a temporary 
nature, like explosive commodity prices early 
in the year and the supply-chain frictions 
triggered by the Japanese tsunami and 
ensuing Fukushima radiation crisis.

But there were underlying forces (we 
label them fundamental causal factors) that 
were moving many parts of the economy in 
the right direction, if slowly and sometimes 
imperceptibly to the unaided or inexpert eye. 
These ranged from accommodative monetary 
policy to record earnings in America.

I didn’t realize that the S&P 500 was such 
a tough hurdle. Is it the best benchmark 
to use, then?

The S&P 500 is a fine benchmark if you 
understand that there are limitations to any 
benchmark. In fact, we would argue that 
it’s best to consider several reference points 
to assess performance. In addition to the 
traditional market indexes such as the S&P, 
we consider all of the following:

The Neutral Portfolio – The weights in the 
long-term strategies that each of our investors 
selects can be a better benchmark, as they 
reflect how the investor will do over the long 
term (say, with 50% large cap stocks, 40% 
investment grade bonds, 10% cash, etc.).

Cash – Since many investors are trying to 
achieve growth and protect capital (one could 
argue this is impossible, but in practice that’s 
what many individual investors reach for), 
they often think of cash as a place to hide when  
things get rough, and, in their gut, they often 
feel that it would be better to earn the cash return  
than experience volatility in their portfolio 
(until markets rise when they change their minds).  
So, effectively it becomes a benchmark.

Buy-And-Hold – Our approach of active 

management contrasts with many other 
advisers, which have been adherents of the 
now-discredited approach of simply selecting 
an allocation and keeping it there forever with 
returns following over the long term. The  
decade of the 2000s has shown that “long 
term” may mean over 10 years, which is  
typically too long for most investors. But this 
becomes a benchmark, too. Last year this  
approach would typically have kept most 
investors in foreign and high-risk markets 
that did poorly. We avoided or underweighted 
many of these markets.

Whatever’s Hot – Let’s face it, some 
advisers that are compensated by “pushing 
product” like to call investors with “ideas.” 
Sadly, these “ideas” are often whatever 
investment did well over a recent period 
(and, often, they perform poorly just after 
they become widely disseminated among 
individual investors). But those pitches can 
be irresistible, and in the minds of many 
this becomes the benchmark to beat. In past 
cycles these included tech stocks, sub-prime 
mortgages, real estate and hedge funds – all of 
which effectively “broke their promises” and 
disappointed. More recently it’s been gold, 
silver and other commodities. Tomorrow….

Investors’ Own Behavior – Our clients 
typically give us discretion with their funds, 
meaning we make the investment decisions 
for them (within defined parameters, of course,  
and while keeping them well informed). But 
we often discuss how individual investors, on 
their own, often tend to buy just as markets 
are peaking and sell when the clouds are 
darkest, with markets often rebounding soon 
after and investors incurring high transaction 
costs that reduce returns in the meantime. A 
DALBAR study* concluded that individual 
equity investors, left to their own emotion-
laden decision making, underperformed the 
S&P 500 by near 6% per year. So this too is 
a reference point to consider as one assesses 
“how wealthy I am today vs. where I would 
otherwise be if I did it myself.”

So, to reiterate, no single benchmark 
can provide the full breadth of information 
that a consideration of a couple of different 
reference points can reveal.

* Data taken from 2011 Quantitative Analysis of Investor 
Behavior, DALBAR, Inc., March 2011.
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heAdlineS driving Bond mArKetS

Executive Summary

o single comment fairly describes the broad bond market performance in 
2011, with its myriad market news and events. Climbing debt levels harmed 
eurozone debt while investors boosted U.S. sovereign debt in spite of a 
historical ratings downgrade. Some investors got caught chasing returns 
as emerging market central banks raised rates, then cut them, pushing both 

bond prices and currencies lower. Municipals didn’t fail as some gloomy and very 
visible forecasts predicted, and actually did well.

Volatility will likely continue in 2012, and we expect U.S. rates could have an upward 
bias by year-end as moderate economic growth continues. Currently we’re designing 
fixed income portfolios with shorter-than-benchmark durations to reduce price risk 
while taking advantage of attractive valuations we see in domestic bond sectors other 
than the U.S. Treasury market.
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How’d the bond market react to all the 
news stories this past year?

Historically bonds have been more stable 
than stocks, but given all the macro-economic 
news last year, the bond market couldn’t avoid 
its own level of volatility and a few surprises 
along the way. The 
highlights below capture 
the key sectors that 
occupied the headlines.

Eurozone: Sovereign 
default risk of euro-
zone countries led 
bond investors to flee 
markets facing growing 
debt-to-GDP levels and 
persistent budget deficits. 
Bond ‘vigilantes’ (as 
punishing bond market 
investors are often 
called) reduced positions 
in Greek, Spanish, Irish, 
Portuguese and Italian 
debt, driving prices 
lower and yields (their 
cost to borrow and 
refinance) higher.

U.S. Taxable Bonds: 
Contrary to expectations, 
an unprecedented downgrade of the U.S. 
government’s debt (one rating notch from the 
highest AAA to AA+) by Standard & Poor’s 
was ignored as investors continued to view 
U.S. sovereign obligations as the safest port in 
a storm. This led U.S. Treasury bond indexes 
to post strong double-digit results.

High-Yield Bonds: In spite of an earlier 
pull back, by year end lower-rated bonds 
recorded attractive, mid-single-digit gains.

Emerging Markets: Many local currency 
markets performed poorly as currencies came 
under pressure and rates were volatile – the 
result of central bank actions to first fight 
rising inflation, and subsequently rapidly 
weakening economies.

You didn’t mention 
anything about the 
municipal bond market.

Good catch. Actually 
that was one segment of 
the bond market where 
the lack of news was the 
news. If you remember 
in 2010 a famous analyst 
ominously predicted that 
a hundred municipalities 
could default on billions 
of dollars of debt in 
2011. That dire outlook 
resulted in an exodus 
from municipal bonds 
and funds, putting 
pressure on 2010 returns.

As 2011 closed, 
we were not without 
municipal bond defaults, 
including the headline-

grabbing Jefferson County, Mississippi and 
Harrisburg, Pennsylvania cases. Nevertheless, 
we basically had an average year in terms of 
the percentage of municipal bond defaults 
(very low single digits) and attractive returns. 

What do you see for 2012?
In an economy expected to generate 

moderate growth, we try to maximize the 
return from interest income as a means to 
augment or offset potential price movement. 

As a result, we continue to like bonds offering 
higher yields than U.S. Treasury obligations. 
Currently these include corporate high-yield 
and investment-grade debt. Our managers also 
have exposure to mortgage-backed and asset-
backed bonds. 

As always, we remain ever aware of risk. 
We believe rates could be somewhat higher 
by year-end, as confidence on growth seeps 
back into the market, with interim volatility 
likely. As a result we’re maintaining a lower-
than-benchmark maturity in order to limit the 
impact of the implied lower prices.

“In a world of fundamentals slowly having 
their way over volatility, we still expect the 
S&P to outperform European indices.”  

— Orrin Sharp-Pierson, Equity Strategist, 
BNP Paribas – London, January 2012

“The difficulty is that the short-run noise level 
is also greater than normal and threatens to 
divert investors away from where they ought 
to be focused for the long-term.”  

— Goldilocks and the Three Bears,  
Artio Global Investors, CIO Letter 4Q11, 

Brett Gallagher,  
Deputy Chief Investment Officer

“A decade ago the [S&P] 500 Index traded at 
46.5 times the prior twelve months reported 
earnings and 30.0 times operating earnings 
(before write-offs)…On a total return basis, 
the S&P 500 gained 33.4% over the past 
decade, or 2.9% annually.  Today valuations 
are much more reasonable, with the S&P 
500 trading at approximately 14 times 
2012 earnings… With sentiment poor and 
valuations reasonable, the next decade looks 
more favorable than the last.”    

— Investment Strategy Outlook  
- Large Cap Equity,  

Quarter Ended December 31, 2011,  
Fiduciary Management, Inc.    



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.

So it was as bad as they say?

Not so fast. Indeed we faced many 
issues – some longer-lived (multi-year 
deleveraging) and some more temporary in 
nature (the impact of the Japanese tsunami 
on auto, computer and other production). In 
reality, however, the real world was quite 
a bit better than the headlines suggested. 
For instance, global growth slowed but was 
moderate, the U.S. appears to have closed the 
year on an upswing, and inflation has slowed 
materially in the U.S. and elsewhere.

You were quite consistent and steady in 
your view throughout the year. How did 
you manage it?

We often talk about our discipline as 
the source of our conviction and our focus 
on fundamental causal factors as tools to 
help us see over the horizon and anticipate 
the weather ahead rather than the storm 
we’re in. It’s not perfect, but when applied 
consistently it can give you an edge and 
confidence that you understand what you’re 
likely to face. And what is ahead is far more 
important for financial markets than what 
we’re currently experiencing.

In 2011 we concluded that some of the 
temporary factors (disproportionate increases 
in commodity prices and Japanese supply-
chain events) were likely to be offset by 
strong underlying forces supporting recovery 
(namely monetary ease, eventual reversals in 
commodity price not justified by the global 
demand and supply equation, fiscal support, 
currency factors and others).

And how about 2012? What is your 
crystal ball telling you?

We anticipate moderate growth and 
slowing inflation with a high likelihood of 
uncertainty.

In the U.S., the consumer’s vigor has 
continued to surprise economists, and jobs 
and housing could be unexpected bright 
spots. Outside North America we anticipate 
very modest growth in the developed world 
(e.g., UK, Japan) with Europe likely in 
a recession. We also believe emerging 
economies likely will slow but continue to 
produce mid-single-digit rates of growth 
– some stronger (e.g., China possibly near 
8%).

Economic Outlook
(Continued)

This could mean that the U.S. once again 
takes on the role of locomotive to the global 
economy – a mantle it has worn many times 
in the past but recently seemed unlikely to 
don ever again.

Inflation, which rose earlier in the year 
largely on account of commodity prices, 
is now slowing toward 1.5% or lower as 
compensation has remained under control 
in developed nations and commodity prices 
reverse some of the increases previously 
witnessed. We believe this will allow for 
continued monetary accommodation in  
most nations.

What are the key concerns to your  
base case?

Beneath the surface, the global economy 
will continue to be hampered by a debt 
reduction process that will likely go on for 
years. This is both a reality and a risk, as it 
makes moderate growth the norm while also 
putting us closer to the edge of recession 
in the event of policy mistakes. But there 
are also offsets to this strong tidal pull, like 
pent-up demand, monetary ease, a cautious 
and highly productive corporate sector, and a 
U.S. consumer who’s rapidly improving his 
cash flow.

We’re also monitoring the risk of financial 
shocks (perhaps in Europe), fiscal tightening 
and political skirmishes everywhere, and 
weak consumer income growth. And the 
predominant feeling among observers is  
one of anger and disgust. Although 
disquieting, this could actually set the stage 
for positive surprises.

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 AM 
to 5:00 PM, except New York Stock Exchange (NYSE) holidays. Upcoming holidays include: 
Washington’s Birthday, February 20; and Good Friday, April 6.

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.


