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Executive Summary

Finally the balance of data leaned toward signs of a sustained recovery, persuading the Federal 
Reserve (Fed) to begin “tapering” monetary policy. This very preliminary step toward a 
neutral monetary stance still leaves us well away from “tight” credit conditions, which will 
only occur after the Fed starts to actually raise short-term rates. As we anticipated, this action 

did not materially impact markets because it is occurring simultaneously with – in fact, driven by – a 
gain in economic strength.
Another trigger for the Fed’s action was a modest agreement on fiscal policy, which continues the trek 
toward lower deficits (for the near future, anyway) at a more reasonable pace than full sequestration 
would have implied.

We finally saw the “beginning of the end”, as 
you called Fed tapering last quarter, and, as you 
suggested, it did not make much difference.

After cautioning us early in the 
year that it was coming, the Fed final-
ly took the first step in dialing down 
the monetary stimulus fire hose. It 
started reducing purchases of treasury 
and mortgage-backed bonds from 
$85 billion to $75 billion a month.

After the first Fed warning, inves-
tors agonized over when tapering 
would start and how large the cut 
would be. We felt that approach was needlessly short-
sighted. Whether it happened in December or some-
time in the first quarter, what mattered was whether it 
would happen soon, whether it would be gradual and 
what would trigger it.

And how do you feel about it?

We think it’s just about right.
It’s funny, many pundits and 

investors have mercilessly criticized 
the Fed for pouring too much liquid-
ity into the markets in recent years, in 
the words of some for “…supporting 
a financial market boom without any 
other foundations…”, with which we 
heartily disagree. Now, when the Fed 
begins to withdraw said liquidity, it 
gets criticized for that, too.

We feel that the Fed has been 
eager to withdraw its stimulus when the right com-
bination of sustained recovery and reduced risk of 
deflation (or falling prices) was achieved. It took a 
while to get there, but finally the growth side of the 

There are many good 

things happening in the 

economy, and tail risks 

have diminished.
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There is really only one word for the market’s performance in 2013 – stellar. 
Well, two words for many investors – surprisingly stellar. Staying fully 
invested, which many failed to do, was the key achievement. But now, 
consistent with the perpetually skeptical mood of investors, the question on 

everyone’s mind is, “Now what?”
Ironically, we think there’s a growing risk that we could see a mirror image of recent 
years, when tepid economic growth coexisted with strong equity markets. 
The key risk to stocks comes not only from a downturn in the economy, but from its 
success. After booming earnings and improved valuations (to broadly normal levels) led 
to booming stock prices, we should see a rise in interest rates (check), some increases in 
wages (small check) and rising capital investment (small check). If these three factors 
come to pass, profit margins may come under pressure, which would leave stocks more 
dependent on gains in revenues. 
Although conditionally optimistic, the higher valuations go, the more alert we become.

Equity Portfolios
Will good neWS Be BAd neWS?

Executive Summary

Alright, we’re beginning to enjoy this. 
Hard to believe, still.

Yes, you have to shake your head.
We certainly had no shortage of bad news 

in the last couple of years. The U.S. govern-
ment was downgraded, we faced fiscal cliffs, 
the sequester, a 16-day government shut-
down, face-offs over debt limits and a U.S. 
debt default, Detroit bankruptcy, perpetual 
fears of inflation, the possibility that the EU 
would disintegrate, an Arab spring (which of-
ten felt more like winter), travails with health 
care reform, and the list goes on....

We could fill this entire Review with all the 
“bad” things of the post-2009 period, when 
markets truly climbed a wall of worry. But 
climb they did, and ended 2013 with an ex-
clamation point, too!

A key benchmark in 2013 and recent years 
was merely this: did one stay fully invested? 
Many didn’t, waiting for better news. But better 
news and cheap stock prices seldom co-exist.

Does it make any sense to you?

We think it does. In our view, it’s prima 
facie evidence that it really pays to carve your 
own path, conduct your own research and ig-
nore what “everyone knows.”

Take hedge funds (HF). They appeared to 
shine back in the days when markets showed 
consistent momentum in one direction, cor-
rections were few and shallow, and they could 
take on debt to leverage up an environment of 
positive returns – in the process earning bil-
lions in fees and a large chunk from profits in 

client funds. However, when market volatility 
arose, things got dicey. In the last five years, 
in the words of the Financial Times (ft.com, 
January 10, 2014), they were “…trounced 
… by the simplest combination of stock and 
bond index funds.” And in 2013, HF gener-
ated returns that pale in comparison to most 
equity markets, showed additional excesses 
still being wrung out of the industry (includ-
ing trading on inside information) and gener-
ally led to questions about their long-term 
true added value. Not that it has hurt their 
fund raising…. 

Conventional wisdom in many quarters 
says that the equity markets have risen only 
because the Fed has irresponsibly flooded the 
system with money. Never mind that, in spite 
of all that “excess liquidity and irresponsible 
money printing,” economic growth has barely 
reached 2%, inflation is running at 0.9% 
(uncomfortably close to deflation) and unem-
ployment is still near 7% (or higher if you’re 
inclined to assess it on a broader measure). 
And never mind that profits have grown ex-
plosively and are at record levels. It’s remark-
able what conclusions some can reach when 
they are selective in data gathering.

You mentioned in our macro discussion 
that things may be looking up for 
the economy – the “…plus side of 
moderate…,” you said. Is that good 
enough? It feels disappointing.

A moderate pace of growth may feel disap-
pointing relative to the booms often observed 

in the early stages of many recoveries, which 
are often fueled by aggressive growth in credit.

In this cycle, a key reality has been deleverag-
ing, or a reduction in debt. First the U.S. private 
sector (households and corporations) worked 
aggressively to reduce its debt and financial  
obligations. It has, by and large, succeeded.

Even the public sector (government), which 
stepped in with aggressive increases in debt 
while the private sector healed, is now reducing 
its deficits, at least for the next few years.

But a moderate pace of growth, without 
the crutch of rapid credit growth, could actu-
ally result in a more sustained economic re-
covery. We’ve been growing now for several 
years, and we do not see many of the stresses 
that generally come with maturing economies 
and typically lead the Fed to tighten aggres-
sively – taking away the punch bowl just 
when things are getting fun so as to prevent 
the severest of hangovers.

So how does this “neither too hot, nor 
too cold…just-right” economy leave you 
feeling about stocks?

To put it succinctly, we’re conditionally 
optimistic. This is especially so relative to 
other asset classes. But we should not expect 
a repeat of 2013 or the last four years.

This market’s sharp increase has made up 
much of the gap that it previously displayed 
relative to booming earnings. Profit margins 
are at record levels and have remained there 
for longer than most expected, giving the “re-
version to the mean” crowd the vapors.

But we feel that there are a few factors that 
could conspire to stress the market. We’re 
not talking about a correction – no one can 
know which guard rail the market is going to 
hit next week or next month on the road to its 
destination. We’re talking about a potential 
reduction in the attractiveness of some sectors 
of the equity market, particularly the higher-
risk segments.

Margins have been sustained by an 
unusual combination of very low interest 
rates, very low wage growth and very low 
capital investment. Each of these is now 
showing signs of some reversal. Should that 
continue, profit margins would fall, leaving 
earnings more dependent on an acceleration 
in revenue growth.



We’ve been saying for some time that many investors are about to be 
confused with their bond portfolios.
After years of associating bonds with “low risk,” many sensed that, by 
holding bonds, they would sacrifice high returns for steady and positive 

returns. The fact is that most advisers think of risk in terms of the volatility of an asset, not 
its direction. In 2013, investment-grade bond markets not only had their worst return in well 
over a decade, but actually produced a negative return, which will be a shock to many.
Our approach focuses on emphasizing markets that are attractive, and de-emphasizing 
markets that are unattractive from a risk-adjusted total return perspective, even if their 
risk – or volatility – is lower than others. By materially underweighting the investment 
grade bonds (like treasury bonds and high-quality corporate debt) that performed so 
poorly last year, our mainstream fixed-income strategies generated positive returns.
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Do the Fed’s tapering actions really  
not matter?

To us, the market’s immediate response 
was an emotional relief for traders.  They 
had been waiting for tapering to begin, and it 
wasn’t that bad.  However, when logic gradu-
ally sets in, investors, 
especially fixed-income 
investors, still need to 
face the challenge of 
preserving their portfo-
lios’ values in a rising-
rate environment.  

The turn of the year 
saw 10-year treasury 
yields gradually rise 
back to last year’s highs.  
As the U.S. economy 
improves, the Fed 
should eventually end 
the QE program and 
raise the target interest 
rate, likely leading to a 
more normalized yield 
curve and potential loss-
es on bond investments, 
especially for longer-
maturity bonds.

What’s the implication of an improving 
economy for fixed-income markets?

There are many signs of U.S. economic 
improvement.  Manufacturing growth re-
mained strong at year end, for instance. The 
unemployment rate fell to a five-year low, 
below 7%.  Non-farm payrolls enjoyed an-
other strong gain, closing in on 200,000 new 

jobs per month.  Even more excitingly, the 
two political parties showed early, tentative 
signs of compromise, announcing a budget 
deal that makes another government shut-
down unlikely.

An improving economy will likely result 
in two opposing forces in the fixed-income 

market.  On one hand, 
interest rates should 
naturally drift higher, 
which is bad for bond 
prices (especially long-
maturity bonds) and 
could potentially result 
in total-return losses for 
investors.  On the other 
hand, corporate profits 
could further improve, 
which would gener-
ally be supportive of the 
lower-quality, “high-
yield” bond segment.

What are HCM’s 
fixed-income 
strategies in this tricky 
environment?

In September, when 
the Fed decided to delay 

tapering, the fixed-income market responded 
with positive relief across the board.  We 
took that as a good opportunity to adjust our 
portfolios, because we viewed tapering as im-
minent and felt we had a good sense that the 
economy would improve.  

Those changes included:
• Reducing “duration,” or maturities, 

across our bond portfolios to reduce 
our already-modest exposure to rising 
rates. This included increasing our cash 
position.

• Adding an allocation to Emerging 
Market Bonds, after a market sell-off 
during the summer  made valuations 
more attractive.

• Further increasing our already-
overweight high-yield bond holdings.

In hindsight these adjustments were timely 
and have yielded good results already, even 
as we intended them for our traditional 12-24 
month horizon.

Looking ahead, we’ll remain flexible. 
Some sectors of the bond market are outright 
expensive (like treasury bonds) and others 
have already seen the bulk of their gains (like 
high-yield bonds).

We continue to assess a broad range of 
alternative fixed-income vehicles, which 
include TIPS (treasury bonds indexed to 
inflation), floating-rate senior loans and 
emerging-market opportunities, to name a 
few.  Appropriate actions will be taken when 
and where valuations suggest, in keeping with 
our goal of improving total-return gains while 
preserving investment value.

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:

February 12 - Lunch  
The Refectory
February 14 - Lunch  
Scioto Country Club

Space is limited, so contact David 
Bowman at dcb@hamiltoncapital.com 
or (614) 643-5112 to RSVP. 



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.

equation – a sustained and reasonable pace – 
seems to be in place, even as inflation remains 
too low, which could easily have resulted in 
another postponement in tapering.

Do you agree with the Fed’s assessment 
that we’re seeing sustainable economic 
growth?

There are many good things happening in 
the economy, and tail risks have diminished.

Government spending, for instance, is mov-
ing from a large negative to a small negative or 
even a neutral. It’s estimated that government 
deficit reduction cut nearly -1.5% from eco-
nomic growth last year. This helped bring the 
federal deficit sharply lower (a long-term posi-
tive), but also functioned as a short-term nega-
tive for growth. In 2014 that fiscal drag will be 
much smaller. And we’ve finally seen the first 
compromise budget agreement in some time. 
This is the direction that markets will reward.

Other good news abounds. Much of the 
private-sector (households and corporations) 
deleveraging is behind us, reducing or remov-
ing another brake to growth. There is signifi-
cant pent-up demand in the economy, from 
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housing to capital investment. We now have 
a new Fed chair and vice-chair, representing 
continuity of philosophy. The WTO trade 
agreement – albeit modest in scope – and 
progress on other trade negotiations are posi-
tives for inflation and consumers’ purchasing 
power and earnings. There’s much lower 
unemployment, economic reform in Mexico 
and China, a renaissance in U.S. manufactur-
ing and strong gains in U.S. and global energy 
availability. And we could go on.

Sounds like it’s “go for launch” for the 
economy, so will everything be fine with 
markets, too?

If you read our writings regularly you 
won’t be surprised by the following refrain: 
It’s not that easy.

It does appear that the economic environ-
ment, in the U.S. in particular, looks to be on 
the plus side of moderate. But, whereas in 
recent years we’ve had weak-ish economic 
growth and robust markets, an improving 
economy does not automatically translate into 
robust financial markets. 

One last question, back to fiscal issues: 
Is the “war” in Washington over with the 
budget agreement that you noted earlier?

We do think there’s a much-improved atmo-
sphere, and that we’ve avoided a government 
shutdown, unless appropriation committees re-
ally drop the ball this month. However there’s 
still the risk that the next debt-ceiling limit de-
bate could go beyond acrimony into bad policy.

The coming elections will surely trig-
ger ugly headlines. But if this debate can be 
extended until after several key primary elec-
tions, compromise would be much more like-
ly. In the end, this should not be a problem. 
But we never discount Washington’s ability to 
disappoint, so we’ll stay tuned.

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: 
Presidents’ Day, February 17; and Good Friday, April 18.

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.

“The future belongs to people who 
see possibilities before they become 
obvious.”  

— Ted Levitt (1925-2006)  
American economist,  

Harvard Business School professor,  
editor of the Harvard Business Review 

“We simply attempt to be fearful when 
others are greedy and to be greedy only 
when others are fearful.”    

— Warren Buffett 
American business magnate, 

investor, and philanthropist

“Investing should be more like 
watching paint dry or watching grass 
grow. If you want excitement, take 
$800 and go to Las Vegas.”    

— Paul Samuelson (1915-2009) 
American economist,  

the first American to win the  
Nobel Prize in Economic Sciences


