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Executive Summary

The U.S. continues to “lead” the world economically, in a matter of speaking, even as 
emerging markets are still growing faster. However, it’s a halting, unsatisfying process. 
Whereas, say, a year ago most of our causal factors of growth were solidly “green”, or 
supportive of reasonable growth, the current dashboard shows a rather more mixed picture. 

We now observe several “yellow” (caution) and a couple of “red” (negative) sensors sprinkled in. 

This is not entirely unexpected for an economic recovery that’s already older than most in recent 
history, but in the context of several years of only moderate growth, constant to-and-fro forecasts and 
an angry political dialogue, it rankles investors.

As we’ve argued before, economies don’t often die of old age. They’re typically killed off, usually by 
sharply higher interest rates. This time around, other factors seem more threatening, including the 
sharp fall in commodity prices and the associated pull-back in manufacturing capacity globally that 
should inevitably result in some defaults.

It’s key, on occasion, to step off the merry-go-round of financial markets and ponder perhaps more 
important things. In that vein, we would like to wish you a New Year that is wonderful in all respects. 
We hope that you retain or regain good health. And a little prosperity wouldn’t hurt any of us either!

The year has finally drawn to a close. Did you see 
anything out of the ordinary in the latest quarter?

In essence the fourth quarter brought us more of the 
same of what we’ve previously reported. 

The U.S. economy is firing on many of its cylinders 
(nothing to sneeze at in a recovery that’s beginning to 
approach record-level age), though it feels like we’re 
burning low-octane fuel.

Manufacturing is weak-ish, but jobs and the 

consumer – a much larger sector of the economy 
– are robust. So is the much-maligned capital 
investment sector. Housing is quite strong, only 
a few short years since it was left for dead. Even 
government spending has turned mildly positive 
– and we wouldn’t want it much stronger than 
that at this point, given debt outstanding. But 
collectively this is generating a pace of growth 
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The fourth quarter was a good proxy for the rest of 2015, as U.S. equities did 
OK (they rose 5% for the very broad Wilshire 5000), but it felt disappointing.

There were many reasons to feel threatened last year. Collapsing commodity 
prices, Greece, China, ISIL, mass Syrian exodus into Europe, a rising U.S. 

dollar, weak manufacturing, Iran vs. Saudi Arabia/Shia vs. Sunni, and, finally, waiting 
and waiting and waiting on the Fed.

And yet, except for Japan stocks on the upside and emerging-markets stocks (though 
not bonds) on the down side, returns for most asset classes were actually clustered near 
0%, plus or minus say 4%. U.S. stocks eased -2.3% (again, the Wilshire 5000), with 
large caps up modestly and mid/small-cap stocks lagging large stocks by around 350 to 
400 bp. Not too bad. Even with these results, this measure of the U.S. market has risen 
58% in the last 5 years, and who wouldn’t enjoy that in their financial planning?

The market will likely remain a candle in the wind, buffeted by geo-political concerns 
as well as more sustainable forces. We are monitoring them all, but remain focused on 
earnings – will they weaken, falling prey to additional weakness in commodities and 
strength in the U.S. dollar? Or will they regain their footing, supported by the impact of 
an historic drop in commodity prices? Given the strong dependence on what suppliers 
of oil (think OPEC) and other commodities like copper do to increase production or 
shut capacity, it’s particularly difficult to say.

Equity Portfolios
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Executive Summary

We’re sure it was bad last year, but how 
bad was it?

Actually, not terribly bad. By the 
remarkable standards of recent years (with 
very low volatility and double-digit annual 
returns), most folks will probably have a 
difficult time adjusting to higher volatility and 
more mundane returns, even negative ones 
from time to time. But the performance of 
most asset classes last year will go down in 
history as utterly ordinary.

We believe you, but it does feel 
implausible. Talk a little more about that.

Last year Japan had a strong year, with 
over 10% returns. At the other end of the 
spectrum, after a decent first half, emerging 
markets pulled back and trailed other asset 
classes materially, falling 14.9% – not 
unusual for this more-volatile asset class. But 
most other asset classes fell in a relatively 
narrow range, between say -4% and +4%.

For instance, large U.S. stocks and U.S. 
bonds both returned modestly above zero. 
Mid- and small-sized stocks returned in the 
range of -2% to -4%.

And a single year is far from an ideal 
timeframe for investors to keep score. On a 
3-year or 5-year basis, returns for many asset 

classes remain much more robust. And this 
timeframe is far better for most investors – be 
they individual or institutional – to employ, 
as it helps to lengthen their time horizon 
and ignore what the breathless trading-room 
jockeys say on TV. This will help one avoid 
over-reacting to shorter-term events, which 
often reverse themselves but nevertheless lead 
many investors to enter and exit markets at the 
worst possible times.

Wow. Things sure feel a lot weaker than 
those results suggest.

We agree that there is a gulf between 
reality and perception.

And let us be clear, we do think that some 
sectors of the global economy are fragile and 
that a number of risks exist. U.S. earnings hit 
a recent peak in the third quarter of 2014 and 
have only grown slightly since 2012.

That said, considering both macro-
economic and valuation levels globally, we 
do not yet see the conditions in place for a 
sustained and deep global market downturn 
like those that existed during the 2007-2009 
housing and financial crisis, as the degree of 
global leverage is lower, and the underlying 
economic conditions and earnings path 
do not warrant it. In the U.S. in particular, 

even as mining/materials is contracting and 
manufacturing is under pressure, we see many 
other sectors that balance out the weak ones, 
like housing, a robust consumer and a very 
strong banking system.

Further, the ups and downs that we’re seeing 
now are actually the more normal behavior 
for markets. The muted volatility that we saw 
between 2011 and 2015 was unusually low. 
But it could take time for investors to adjust 
to wider swings in prices and lower returns 
than we’ve seen in the past. For instance, 
the Wilshire 5000, a very broad measure of 
U.S. stocks, has returned 58% in the last five 
years (more for large-cap stocks). That annual 
compound rate of just under 10% won’t 
likely be repeated for some time. And we will 
occasionally encounter years with negative 
returns. That’s part and parcel of investing in 
stocks and other assets that carry market/price 
risk. But the alternative of investing in assets 
without price risk would limit one to short-
term treasury bills and such, and they have 
returned near 0% for many years.

You’ve emphasized over the years the 
importance of interest rates. How is 
monetary policy positioned currently?

Typically, economic and earnings pull-
backs are driven by sharp increases in 
interest rates (research suggests that 85% 
of such events have been so triggered since 
the 1850s). Although we’ve seen modestly 
reduced liquidity in select economies, 
globally the monetary stance remains 
accommodative, and we don’t expect to see 
interest rates become outright restrictive for 
some time.

We continue to monitor other factors in 
addition to those above for cues to future 
market shifts. The steepness of the drop in 
commodity prices puts them at the top of 
the list, but there are others (e.g., China, 
manufacturing, fiscal policy, pent-up demand, 
housing affordability and employment gains). 
All these remain major factors in our thinking.

How have you allocated the portfolios to 
reflect this environment?

Some of our equity portfolios have, for 
some time, been designed to moderate some 
market risk. For instance, in our most popular 
equity strategy, Dynamic Equity, the total 
U.S. equity position is underweight our 
“neutral” benchmark, as is our global equity 
position. And we continue to hold more cash 
than normal. 



The first Fed funds rate increase arrived last December, bringing an end to 
speculation about the launch of the tightening cycle. We anticipate a gradual 
increase in interest rates over the next 12-24 months, with the Fed weighing 
carefully the timing and magnitude of its every intended move. This slow-

but-steady path to higher rates could create several investment opportunities in fixed-
income markets, both in the U.S. and internationally.
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Executive Summary

I noticed that the Fed finally raised 
rates last December. Does this mean it’s 
optimistic about the U.S. economy?

The Fed did indeed raise the short-term 
benchmark Fed funds rate by a quarter percent 
at last December’s FOMC meeting, ending 
a seven-year spell of near-zero interest rates. 
And the Fed’s cautious optimism about some 
parts of the U.S. economy is evident from its 
slightly improved forecasts of both real growth 
and unemployment. 
Real growth for 2016 
is forecast at 2.4%, up 
from 2.3% last quarter. 
And the unemployment 
rate in 2016 is 
forecast at 4.7%, an 
improvement from the 
prior forecast of 4.8%. 
In addition, median 
longer-run forecasts 
for these indicators are 
unchanged.

That said, the Fed’s 
inflation forecast, 
while steady at about 
2% for the longer 
term, continues to 
decline slightly in the 
near term. Its outlook 
for the cycle of Fed 
funds rate increases is 
consequently more gradual than before, with 
a 1.4% rate forecast for 2016 (unchanged 
from the previous forecast), 2.4% for 2017 
(down from 2.6%) and 3.3% for 2018 (down 
from 3.4%). For context, the last time the U.S. 
witnessed a 3% short-term rate was 2008!

The lower inflation forecast and the 
turbulence in world markets in the New 
Year are likely to make the Fed more data-
dependent and measured in its actions, 
but this is very consistent with its ongoing 
intentions and regular communications.

Given this mixed-bag environment, how 
have you positioned the portfolio?

We view treasuries and investment-grade 
fixed income in general as expensive, and 
continue to be positioned conservatively, in 
short-duration, high-quality bonds, so that 
we can sidestep substantial declines in the 
portfolio when prices fall in response to 
continued Fed rate increases. As an example, 
a mere half-percent rise in the 10-year 

treasury yield will 
result in a roughly 4.5% 
percent price decline in 
the underlying bond – a 
decidedly substantial 
loss in this low-yield 
environment. We do, 
however, also favor 
bonds that are less 
driven by interest rates 
and more by their credit 
characteristics, resulting 
in an overweight 
position in below-
investment-grade bonds.

In essence, we feel 
that we need to navigate 
judiciously, especially 
as we expect the Fed to 
continue to proceed with 
the tightening cycle, 
at either its forecast 

trajectory or possibly more gradually. We also 
anticipate that the turbulence in worldwide 
markets will create profitable opportunities in 
fixed income in the coming year, and continue 
to evaluate and anticipate these. Lastly, 
given the muted return forecasts in multiple 
asset classes, we cannot overemphasize the 
importance of diversification among our 
preferred asset classes as we work hard to 
source the best opportunities for you, our 
valued clients.

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 market briefings:

February 25 
Lunch 
Scioto Country Club

April 21 
Lunch  
Scioto Country Club

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

“The intelligent investor is likely to 
need considerable will power to keep 
from following the crowd.” 

— Benjamin Graham, Economist

“In the business world, the rearview 
mirror is always clearer than the 
windshield.” 

— Warren Buffett, Investor

In Other Words

We Welcome Your Referrals

Our passion is to help you and 
others like you achieve lifelong 
financial independence and security. 
If those are goals your friends, 
colleagues and family members 
share, we’d be honored to earn the 
right to work with them as well. So 
please don’t keep us a secret. We 
value and appreciate your referrals.



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.

that’s only moderate relative to past cycles 
and expectations, which disappoints many. 
Throw in a pinch of inventory correction, 
and you have the makings of a recipe that 
gradually keeps on fattening jobs but does 
little for the taste buds.

The pattern is conceptually similar glob-
ally. The weights of debt levels (which 
are being reduced in many places); global 
excess capacity, which is only gradually be-
ing absorbed or shut down; and an historic 
correction in commodity prices make for per-
formance more akin to a tortoise than a hare. 
But, of course, that story didn’t end so badly, 
and this one may not either.

Hmmm. You’re sounding like an optimist. 
Is that a chronic condition or are you 
sticking to that dispassionate, analytical 
approach we’ve grown to love? 

Well, over the years we’ve managed both 
bonds and stocks globally. Fixed-income 
managers tend to view the world as half-emp-
ty, whereas equity managers more often are in 
the half-full camp. So we’ve shared both sen-
timents. We think either bias is a bad thing, so 
we try to stick with the scientific method, go 
where the data takes us, and then look for fac-
tors we may have missed or those that might 
lead us astray.

What we’re seeing is that the usual triggers 
for an end to growth are not yet fully devel-
oped. Rather, we have several factors that are 
like dark clouds nearby. But, like storms that 
skirt us, these stressors have so far not come 
fully our way. Like nearby storms that may 
impact temperature, humidity and barometric 
pressure, though, these economic clouds are 
hitting investors’ moods and also impacting 
the pace of the economy and inflation, earn-
ings growth and the perception of credit risk.

For instance, the U.S. consumer, in many 
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measures like debt burden, real income 
growth and level of savings, is in great shape. 
Sure, some segments of the population are 
still under strain, but collectively things are 
pretty good. That said, they’re also cautious, 
so we are seeing only a gradual loosening of 
their purse strings.

Are there other signs of strength, like the 
U.S. consumer example you mentioned? 
How about signs of stress?

We have plenty of both.
Housing is another area of more-than-solid 

performance. In fact, it’s the fastest major sec-
tor of the economy, which may make sense, 
or be a shock, given that it hasn’t been long 
since its collapse. As affordability remains 
quite high and inventory relatively low, prices 
rise at a moderate pace and new households 
are being established at a much faster pace 
than we’ve seen for several years, we find 
many reasons to expect that construction will 
remain robust. Even capital investment, which 
has consistently been described as weak, is 
growing in the low-to-mid single digits, which 
is not bad.

Stresses, too, can easily be found. Mate-
rials (think commodities) and manufactur-
ing are the richest sources of bad news. The 
former is self-evident from the collapse in 
prices worldwide. The latter arises from 
several factors, including an emerging mar-
kets slowdown, a slow elimination of excess 
global manufacturing capacity, a strong 
U.S. dollar and the associated weakness in 
select currencies.

An important issue we face is whether the 
weakness in manufacturing (making up say 
12-20% of the U.S. economy, depending on 
how one measures it) will dominate or be 
overwhelmed by the stronger sectors, like 
consumption, housing and even government 

spending, which together represent 80-90% 
of GDP.

Earlier and in previous conversations 
you’ve talked about interest rates typi-
cally playing the role of the bully or the 
white knight for economic growth. Which 
is it this time?

Usually, at this point in the cycle, rates 
move into a “less-accommodative” phase and, 
after several increases, eventually become 
neutral, then a negative for growth, as the cen-
tral bank aims to fight emerging inflationary 
pressures. That might be the typical cycle.

Of course this time is a little different. 
Rates could not fall below zero, and we’ve 
been near there for several years. However 
the U.S. Federal Reserve applied creative 
new mechanisms to generate the equivalent 
of even lower rates – Quantitative Easing 
and forward-guidance. These tools brought 
the effective interest rate well into negative 
territory, although it’s impossible to estab-
lish exactly how low. That, in turn, makes 
it imprecise to assess how much rates have 
risen since these strategies have ended. 
Drawing from academic research and our 
own work, we have our own estimates, 
which we integrate into our economic and 
financial markets research.

Although not immaterial, we do not feel 
that the effective impact of higher rates is yet 
at a level that causes meaningful injury to the 
economy. Rather, collapsing commodity pric-
es and the lingering effects of reducing excess 
leverage dating from the mid-2000s have had 
a more significant impact.
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