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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 third quarter of 2009. 
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The Interviewees

What is Hamilton Capital’s current view of the 
U.S. economy?

Recent	economic	signals	remain	predominantly	
positive and confirm our expectations of a gradually 
improving economy. Government spending is now 
hitting	its	stride.	The	Federal	Reserve	(the	Fed)	has	
continued	its	easing	stance.	The	U.S.	dollar	has	fallen	
back	to	year-ago	levels,	a	reversal	of	the	“flight	to	
quality”	that	started	in	late	summer,	2008.	A	weaker	
dollar represents a new stimulus for more balanced 
growth via exports, with less emphasis on consumption.

Capital	markets	are	making	credit	available	once	
again – with record corporate bond issuance so far this 
year	–	even	as	banks	are	perceived	to	remain	closed	
for	business	(they	are	not).	Productivity	increases	have	
remained	robust,	particularly	in	light	of	the	very	weak	

economic growth registered in the first half of 2009. 
It	confirms	the	aggressive	steps	taken	by	corporate	
America to cut its costs to match a new reality of 
reduced credit and consumption, and lays a strong 
foundation for future profitability.

Corporations also have learned the lesson of frozen 
financial	markets	and	are	strengthening	their	balance	
sheets	by	raising	money	and	keeping	plentiful	liquidity.	 
This is strong insurance against economic turbulence 
and ultimately good for credit spreads, if less so for profits.  

You sound pretty optimistic. Is it clear sailing 
from here on, then?

While we dispassionately observe the good news, 
we also continue to closely watch a range of factors 
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that at least moderate the recovery, and could 
morph	into	negative	“surprises”.	The	markets	
are very much aware of deleveraging by  
consumers and financial entities. While the 
latter have come a long way, consumer debt 
remains a burden relative to personal income, 
and unemployment is at the highest levels 
since	the	early	1980s.	We	feel	this	will	limit	
the consumer to being a still-positive, but 
more moderate contributor to growth than is 
typical early in the cycle.

In	the	banking	arena	we	anticipate	additional	
home foreclosures, and commercial real estate 
is increasingly emerging as another challenge, 
albeit one that is widely understood in the 
marketplace.

Crude oil prices, which have functioned as 
a	source	of	stimulus	until	recently	(due	 
to	their	sharp	drop	from	2008’s	near	$150-a-
barrel	peak),	are	now	moving	to	a	neutral	 
status.	Should	crude	price	rises	continue	 
toward	$100,	they	may	begin	to	impede	
growth at some point.

Finally, disposable income is growing and 
consumers’	net	wealth	has	improved	recently	
from	gains	in	financial	markets.	We	believe	
this means that the consumer will still  
contribute to growth, just at a modest pace 
when compared to normal levels for this  
point in the cycle.

What about the recovery of other  
economies around the globe?

We	continue	to	monitor	China’s	aggressive	
stimulus,	in	terms	of	fiscal	spending	($500	
billion),	interest	rates	(low)	and	its	currency	
(intentionally	undervalued).	However,	the	
resulting growth may not be balanced and 
sustainable.	China	is	taking	steps	to	correct	
the	large	flows	of	liquidity	into	its	stock	and	
property	markets,	as	well	as	trying	to	ensure	
that	its	banks	channel	lending	into	productive	
ends, not speculation.

Several	countries	seem	to	be	somewhat	
ahead	of	the	curve.	Some	are	benefitting	from	
their	healthy	banking	systems	and	strong	
monetary	and	fiscal	policies	(e.g.,	Brazil).	
Some	are	rebounding	from	deep	economic	
contractions, which in some cases reached 
-10%	to	-15%	rates	in	the	last	12	months	(e.g.,	
Singapore,	S.	Korea).	Others	are	gaining	from	
strong	regional	stimulus	(China)	and	strong	
commodity	stockpiling	in	China	(Australia).

However,	Japan	and	Germany	continue	
to suffer from their dependence on exports, 
while others remain vulnerable to relatively 

Executive Summary

fter the first half’s -3.6% per quarter average, we believe the economy should improve 
in the second half of 2009 on plentiful fiscal and monetary stimulus and growing pent-up 
demand for goods and services. Recently, the U.S. dollar has fallen near 15% from its 
March peak, on growing global confidence. By shifting demand in the U.S. toward exports 
and abroad toward consumption, a gradual decline in the U.S. dollar can be an additional 

stimulus to the U.S. economy and result in more balanced global growth.

The main forces restraining economic growth remain a secular deleveraging process and the housing 
overhang. Other moderators include lower labor force growth, heightened government involvement (be 
it through increased regulation, taxation or direct ownership of corporations) and a banking sector 
burdened by commercial mortgages, higher capital requirements and regulatory scrutiny. But these 
should be insufficient to overwhelm recovery.
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low	bank	capital	levels	and	losses	(UK)	and	
real	estate	speculation	(Spain).

Many investors seem concerned with  
inflation. Could you comment? 

Concerns	of	rising	inflation	are	emerging	
particularly in commodity prices. However, 
the	Treasury	market	has	actually	shown	a	
tendency toward lower rates. In other words, 
Treasury yields -- a big portion of the finan-
cial	markets	(with	a	good	track	record	in	 
anticipating	inflation)	--	appear	to	be	voting	
that	inflation	is	unlikely	to	be	a	significant	
event for now.

We	have	long	argued	that	core	inflation	
(excluding	volatile	food	and	energy	com-
ponents)	is	stable	and	under	control,	helped	
by high unemployment and spare capacity 
throughout the economy. We expect core 
prices to remain constrained for the next  
6	–	12	months,	even	as	we	expect	the	headline	
number	to	rise	from	negative	levels	near	-1%	
on higher energy and food prices. That would 
be	a	good	thing	since	deflation	(falling	prices)	
is	a	tricky	thing	to	manage	once	it	starts.

The Fed has of late been providing hints  
to	the	markets	that	they	will	reduce	liquidity	 
ahead… but not quite yet. We believe this 
concern	on	the	part	of	the	central	bank	to	
manage potentially excess liquidity is a 
positive policy development, and it inspires 
confidence.	Less	convincingly,	the	Obama	
administration	also	has	argued	that	it	will	take	
steps to control future fiscal deficits. Although 
high debt levels do not necessarily result in 
higher	inflation	or	rising	interest	rates	(wit-
ness	Japan,	where	we	have	seen	the	opposite),	
we still view it as a longer-term concern. Thus 
we feel that we need to remain vigilant about 
pressures	on	inflation	that	could	drive	it	up….	
or down.
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Mutual	funds	remain	investors’	last	great	hope,	 
the last hope for them to participate in the 
markets.	Picking	individual	securities	is	incred-
ibly	tough.	Last	year,	one	in	four	stocks	in	
America lost more than seventy-five percent.  
Only one in fifteen thousand mutual funds lost 
that	much.	So	I	think	diversification	and	profes-
sional management are essential for investors 
to	succeed	in	the	market.

—	Don	Phillips,	 
Fox	Business	News,	 

May 28, 2009

…[W]e	believe	quality	remains	“cheap,”	as	we	
continue to find companies with high recurring 
revenue streams, solid and defensible business 
models, clean balance sheets, and strong man-
agement teams available at discounts to their 
more highly leveraged peers.
—	Andy	Pilara,	Joe	Wolf,	David	Kelley,	et.	al.,	

Co-Portfolio Managers, Third Quarter 2009 
Mutual	Fund	Commentary	–	RS	Value

corporatE Bonds still offEr valuE ovEr GovErnMEnt dEBtEarninGs Growth hElps stock invEstors Gain confidEncE

Executive Summary Executive Summary

ur base-case, moderate assumptions for earnings growth and shifts in P/E 
multiples suggest robust U.S. large-cap equity returns between 15 - 20% 
over a two-year horizon. Corporate bonds, particularly high-yield bonds, 
should also generate reasonable returns, albeit below stocks’. Risk to the 
base case is as much on the upside (higher returns) as it is on the downside. 

We like the economic prospects for some non-U.S. markets. However, prices have caught 
up, and may now be a little optimistic.

We continue a gradual reduction in our cash position, allowing us to participate in a 
market that offers opportunity while providing downside protection – a clear need of 
many of our clients. Higher-risk “policy portfolios” are closer to fully invested than 
conservative equity strategies. We are also taking steps toward long-term positions in 
emerging markets, albeit below the long-term allocation we expect to achieve at a time 
of more attractive relative valuations.

he bond market continues to show signs of stabilization and recovery. The  
difference in yields between government bonds and corporate bonds (the 
spread) has narrowed closer to its historical average, the result of encouraging 
economic reports and stronger balance sheets with added liquidity. Meanwhile, 
the steepness of the yield curve (the difference in yield between short-term 

bonds and long-term bonds) has changed very little.  This points to investors’ expectations 
for future growth, but may also be hinting toward fears of inflation – something the  
Federal Reserve is watching also.

We still believe the current corporate bond sector offers a more attractive risk/return  
opportunity than U.S. government bonds. However, given the strong performance of this 
market segment, some price retracement could be forthcoming. And, if the stimulus being  
applied to the economy isn’t managed properly, it could trigger inflation in the future.  
Therefore, we are guarding against this by emphasizing short and intermediate-term bonds 
in clients’ fixed-income portfolios.

O T

What are your views about the broad  
equity market rally in the third quarter?

It appears investors are increasingly over-
coming	their	aversion	to	risk	assets,	as	financial	
markets	are	increasingly	benefitting	from	a	
wave of global liquidity.

Most	financial	markets	have	returned	rapidly	
from discounting a depression scenario and 
are no longer an indiscriminate buy. We are 
struck	by	how	quickly	the	debate	has	shifted,	
in the span of a few short months, from grave 
concerns	about	a	1930s-style	depression	to	fears	
of	rising	inflation	and	a	lack	of	commodities	
as growth accelerates. It was only early in the 
second quarter when economic releases were 
uniformly gloomy, there were no positive 
economic signs and pundits as distinguished 
as	Bill	Gross	of	PIMCO	and	Nouriel	Roubini	
were	making	statements	such	as	“…I	still	
consider	the	current	rally	to	be	a	bear	market	
rally….”	(Roubini,	April	26-29,	CFA	Institute	
Annual	Conference,	Orlando,	FL).	This	merits	
some caution.

So, where do we go from here? If I have 
held more cash than normal, is it too late?

We	feel	that	the	S&P	500	rally	has	prices	
undervalued	by	approximately	5%	relative	
to	second-quarter	operating	earnings.	Rising	
confidence is gradually shifting the focus to 
future earnings. In our most recent update of 
our earnings and price/earnings projections, 
our	moderate	outlook	for	earnings	and	P/E	
multiples	points	to	an	approximate	15%	-	20%	
return over the next 24 months from current 
levels.	However,	the	S&P	is	expensive	on	a	

What happened in the bond market  
during the third quarter?

Signs	pointing	toward	economic	recovery	
led	the	credit	markets	to	relax	significantly,	
providing many corporations the opportunity 
to access credit and strengthen their balance 
sheets. Corporate bond 
issuance is at a record 
level,	as	investors	seek	
higher returns. This 
higher demand for both 
investment-grade and 
high-yield corporate 
bonds has brought yields 
down	(moved	prices	
higher).	This	narrowed	
the yield difference, 
or spread, between 
corporate-backed	bonds	
and	government-backed	
bonds.

A key question these 
days relates to the  
risk that inflation may 
accelerate from all  
the stimulus. How 
could inflation impact 
bond returns?

An	inflationary	environment	is	often	ac-
companied by higher interest rates. Generally, 
when interest rates rise, the prices of existing 
bonds fall, as investors demand higher returns 
on their bonds to compensate for the impact 
of	inflation.	However,	bonds	which	mature	in	

trailing	basis	(P/E	of	26	times	earnings	of	the	
last	12	months)	which,	albeit	not	the	most	
relevant reference point, nevertheless creates 
some	risk	of	a	correction.	We	do	not	anticipate	
any such correction would be severe, unless 
there	is	a	public	policy	mistake.

A more optimistic but still reasonable 
view	of	earnings	and	P/Es	brings	total	return	
forecasts	to	the	25-30%	range.	Other	measures	
(earnings	yields	and	M&A	activity)	are	also	
supportive	to	stock	prices.		Therefore,	we	do	
not	feel	that	it’s	too	late	to	put	cash	to	work	in	
this	market.

In light of that, how are you changing 
your portfolios? How are you differing 
between the more aggressive strategies 
relative to the more conservative ones?

In a sharp reversal of the aggressive selling 
pressures in 2008 and early this year, and fueled  
by	low	interest	rates,	some	markets	have	shown	
a certain spirit of unbridled enthusiasm and a 
preference	for	higher-risk	assets.	This	has	led	
us to step cautiously, particularly in our more 
conservative strategies where we favor the 
portfolios of managers that invest primarily in 
U.S.	mid-cap	and	large-cap	stocks.

Non-U.S.	stocks	also	appear	more	fully	 
valued – and hence relatively less attractive –  
than	U.S.	markets	in	light	of	our	more	cautious	
outlook	for	economic	and	earnings	performance	
in	Europe	and	Japan	and	significant	year-to-date	
stock	market	rallies	throughout	emerging	
markets,	including	Asia	ex-Japan.	We	do	like	
economic	prospects	in	several	emerging	markets	
but are weary of recent liquidity-driven rallies.

the short term generally experience less price  
depreciation than bonds with longer maturities.   

It should be noted that while higher rates 
can negatively impact existing bond invest-
ments, they offer higher yields to investors 
committing new money to bonds. This can 

therefore be a time to 
look	for	opportunities.	

What is Hamilton  
Capital’s current  
position on inflation?

Given their potential 
impact	on	our	clients’	
finances, we pay close  
attention to economic  
reports	that	reflect	
whether the economy 
may be heading into an 
inflationary	or	deflation-
ary phase. At this time 
we do not see an imme-
diate	threat	of	inflation.	
Currently, the economy 
is not displaying strong 
consumer demand, 
inadequate production 
capacity, pricing power 

by suppliers, and rising wages, which typically 
accompany rising prices. Our analysis sug-
gests	that	core	inflation	continues	to	be	fairly	
stable.	Even	when	the	more	volatile	elements	
of food and energy are added into the all-
items	inflation	measurement,	inflation	still	
appears under control.

There	are	several	risks	to	our	otherwise		
positive	medium-term	outlook.	They	could	
trigger a correction, but it is very difficult to  
forecast	when	(today,	in	3	months	or	in	6	months,	
from current levels or several percent higher 
from	today).	A	contraction	of	liquidity	is	likely	
to figure prominently as a trigger, and it could 
originate	in	the	U.S.,	China	or	elsewhere.

What about commodities?

We	feel	that	commodities	(gold,	copper)	in	 
general are expensive, and given modest end-
user demand, are being driven by speculation 
often	along	with	a	“weak	dollar”	theme,	and	
low cost of carry. In many cases they are well 
above historical levels, during a period in which  
neither	inflation,	deflation,	nor	financial/political	 
events justify a sharp increase. Thus these shifts  
appear to be precipitated by momentum-driven 
investors,	China’s	strategic	stockpiling	and	
liquidity. We feel the asset class – questionable 
as an investment in the best of times – is vul-
nerable over our investment horizon. However, 
it could continue to benefit from low interest 
rates and momentum investing.

So how is HCM currently managing its 
clients’ fixed income portfolios?

While we consider numerous factors in 
managing	fixed-income	portfolios,	we’ll	dis-
cuss two here. First is the credit quality of the 
bond issuer. For accounts investing in taxable 
bonds, we believe investment-grade corporate 
bonds	offer	a	superior	return/risk	profile	
than	government-backed	bonds.	This	area	of	
the	market	has	performed	well	over	the	past	
two quarters, and it could see a short-term 
pullback	in	price.	However,	we	believe	these	
bonds continue to offer value in the medium term.  

For portfolios focused on tax-exempt munici-
pal bonds, our emphasis is mostly on general-
obligation	bonds,	which	are	backed	by	an	
issuer’s	tax	revenues,	and	essential-purpose	
bonds,	which	are	backed	by	the	revenues	 
generated by water and/or sewer payments – 
both of which we view as safer.

Another	factor	is	a	portfolio’s	maturity.		
The longer a bond has until maturity, the more 
sensitive	(and	hence	volatile)	a	bond’s	price	
is	to	interest-rate	changes.	So	we	are	focusing	
on	capturing	the	most	yield	while	seeking	to	
minimize	the	potential	price	risk	should	inter-
est	rates	move	higher	(possibly	from	infla-
tion).	Right	now	we	are	investing	in	various	
maturities out to approximately seven years 
since we do not feel our clients are being 
compensated	for	the	risks	inherent	with	lon-
ger maturities. However, if interest rates move 
higher	–	making	it	more	attractive	to	invest	in	
longer bonds – we will consider adjusting the 
maturities in our bond portfolios in an effort 
to capture those higher yields.

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.

Get E-mail Updates
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Mutual	funds	remain	investors’	last	great	hope,	 
the last hope for them to participate in the 
markets.	Picking	individual	securities	is	incred-
ibly	tough.	Last	year,	one	in	four	stocks	in	
America lost more than seventy-five percent.  
Only one in fifteen thousand mutual funds lost 
that	much.	So	I	think	diversification	and	profes-
sional management are essential for investors 
to	succeed	in	the	market.

—	Don	Phillips,	 
Fox	Business	News,	 

May 28, 2009

…[W]e	believe	quality	remains	“cheap,”	as	we	
continue to find companies with high recurring 
revenue streams, solid and defensible business 
models, clean balance sheets, and strong man-
agement teams available at discounts to their 
more highly leveraged peers.
—	Andy	Pilara,	Joe	Wolf,	David	Kelley,	et.	al.,	

Co-Portfolio Managers, Third Quarter 2009 
Mutual	Fund	Commentary	–	RS	Value

corporatE Bonds still offEr valuE ovEr GovErnMEnt dEBtEarninGs Growth hElps stock invEstors Gain confidEncE

Executive Summary Executive Summary

ur base-case, moderate assumptions for earnings growth and shifts in P/E 
multiples suggest robust U.S. large-cap equity returns between 15 - 20% 
over a two-year horizon. Corporate bonds, particularly high-yield bonds, 
should also generate reasonable returns, albeit below stocks’. Risk to the 
base case is as much on the upside (higher returns) as it is on the downside. 

We like the economic prospects for some non-U.S. markets. However, prices have caught 
up, and may now be a little optimistic.

We continue a gradual reduction in our cash position, allowing us to participate in a 
market that offers opportunity while providing downside protection – a clear need of 
many of our clients. Higher-risk “policy portfolios” are closer to fully invested than 
conservative equity strategies. We are also taking steps toward long-term positions in 
emerging markets, albeit below the long-term allocation we expect to achieve at a time 
of more attractive relative valuations.

he bond market continues to show signs of stabilization and recovery. The  
difference in yields between government bonds and corporate bonds (the 
spread) has narrowed closer to its historical average, the result of encouraging 
economic reports and stronger balance sheets with added liquidity. Meanwhile, 
the steepness of the yield curve (the difference in yield between short-term 

bonds and long-term bonds) has changed very little.  This points to investors’ expectations 
for future growth, but may also be hinting toward fears of inflation – something the  
Federal Reserve is watching also.

We still believe the current corporate bond sector offers a more attractive risk/return  
opportunity than U.S. government bonds. However, given the strong performance of this 
market segment, some price retracement could be forthcoming. And, if the stimulus being  
applied to the economy isn’t managed properly, it could trigger inflation in the future.  
Therefore, we are guarding against this by emphasizing short and intermediate-term bonds 
in clients’ fixed-income portfolios.

O T

What are your views about the broad  
equity market rally in the third quarter?

It appears investors are increasingly over-
coming	their	aversion	to	risk	assets,	as	financial	
markets	are	increasingly	benefitting	from	a	
wave of global liquidity.

Most	financial	markets	have	returned	rapidly	
from discounting a depression scenario and 
are no longer an indiscriminate buy. We are 
struck	by	how	quickly	the	debate	has	shifted,	
in the span of a few short months, from grave 
concerns	about	a	1930s-style	depression	to	fears	
of	rising	inflation	and	a	lack	of	commodities	
as growth accelerates. It was only early in the 
second quarter when economic releases were 
uniformly gloomy, there were no positive 
economic signs and pundits as distinguished 
as	Bill	Gross	of	PIMCO	and	Nouriel	Roubini	
were	making	statements	such	as	“…I	still	
consider	the	current	rally	to	be	a	bear	market	
rally….”	(Roubini,	April	26-29,	CFA	Institute	
Annual	Conference,	Orlando,	FL).	This	merits	
some caution.

So, where do we go from here? If I have 
held more cash than normal, is it too late?

We	feel	that	the	S&P	500	rally	has	prices	
undervalued	by	approximately	5%	relative	
to	second-quarter	operating	earnings.	Rising	
confidence is gradually shifting the focus to 
future earnings. In our most recent update of 
our earnings and price/earnings projections, 
our	moderate	outlook	for	earnings	and	P/E	
multiples	points	to	an	approximate	15%	-	20%	
return over the next 24 months from current 
levels.	However,	the	S&P	is	expensive	on	a	

What happened in the bond market  
during the third quarter?

Signs	pointing	toward	economic	recovery	
led	the	credit	markets	to	relax	significantly,	
providing many corporations the opportunity 
to access credit and strengthen their balance 
sheets. Corporate bond 
issuance is at a record 
level,	as	investors	seek	
higher returns. This 
higher demand for both 
investment-grade and 
high-yield corporate 
bonds has brought yields 
down	(moved	prices	
higher).	This	narrowed	
the yield difference, 
or spread, between 
corporate-backed	bonds	
and	government-backed	
bonds.

A key question these 
days relates to the  
risk that inflation may 
accelerate from all  
the stimulus. How 
could inflation impact 
bond returns?

An	inflationary	environment	is	often	ac-
companied by higher interest rates. Generally, 
when interest rates rise, the prices of existing 
bonds fall, as investors demand higher returns 
on their bonds to compensate for the impact 
of	inflation.	However,	bonds	which	mature	in	

trailing	basis	(P/E	of	26	times	earnings	of	the	
last	12	months)	which,	albeit	not	the	most	
relevant reference point, nevertheless creates 
some	risk	of	a	correction.	We	do	not	anticipate	
any such correction would be severe, unless 
there	is	a	public	policy	mistake.

A more optimistic but still reasonable 
view	of	earnings	and	P/Es	brings	total	return	
forecasts	to	the	25-30%	range.	Other	measures	
(earnings	yields	and	M&A	activity)	are	also	
supportive	to	stock	prices.		Therefore,	we	do	
not	feel	that	it’s	too	late	to	put	cash	to	work	in	
this	market.

In light of that, how are you changing 
your portfolios? How are you differing 
between the more aggressive strategies 
relative to the more conservative ones?

In a sharp reversal of the aggressive selling 
pressures in 2008 and early this year, and fueled  
by	low	interest	rates,	some	markets	have	shown	
a certain spirit of unbridled enthusiasm and a 
preference	for	higher-risk	assets.	This	has	led	
us to step cautiously, particularly in our more 
conservative strategies where we favor the 
portfolios of managers that invest primarily in 
U.S.	mid-cap	and	large-cap	stocks.

Non-U.S.	stocks	also	appear	more	fully	 
valued – and hence relatively less attractive –  
than	U.S.	markets	in	light	of	our	more	cautious	
outlook	for	economic	and	earnings	performance	
in	Europe	and	Japan	and	significant	year-to-date	
stock	market	rallies	throughout	emerging	
markets,	including	Asia	ex-Japan.	We	do	like	
economic	prospects	in	several	emerging	markets	
but are weary of recent liquidity-driven rallies.

the short term generally experience less price  
depreciation than bonds with longer maturities.   

It should be noted that while higher rates 
can negatively impact existing bond invest-
ments, they offer higher yields to investors 
committing new money to bonds. This can 

therefore be a time to 
look	for	opportunities.	

What is Hamilton  
Capital’s current  
position on inflation?

Given their potential 
impact	on	our	clients’	
finances, we pay close  
attention to economic  
reports	that	reflect	
whether the economy 
may be heading into an 
inflationary	or	deflation-
ary phase. At this time 
we do not see an imme-
diate	threat	of	inflation.	
Currently, the economy 
is not displaying strong 
consumer demand, 
inadequate production 
capacity, pricing power 

by suppliers, and rising wages, which typically 
accompany rising prices. Our analysis sug-
gests	that	core	inflation	continues	to	be	fairly	
stable.	Even	when	the	more	volatile	elements	
of food and energy are added into the all-
items	inflation	measurement,	inflation	still	
appears under control.

There	are	several	risks	to	our	otherwise		
positive	medium-term	outlook.	They	could	
trigger a correction, but it is very difficult to  
forecast	when	(today,	in	3	months	or	in	6	months,	
from current levels or several percent higher 
from	today).	A	contraction	of	liquidity	is	likely	
to figure prominently as a trigger, and it could 
originate	in	the	U.S.,	China	or	elsewhere.

What about commodities?

We	feel	that	commodities	(gold,	copper)	in	 
general are expensive, and given modest end-
user demand, are being driven by speculation 
often	along	with	a	“weak	dollar”	theme,	and	
low cost of carry. In many cases they are well 
above historical levels, during a period in which  
neither	inflation,	deflation,	nor	financial/political	 
events justify a sharp increase. Thus these shifts  
appear to be precipitated by momentum-driven 
investors,	China’s	strategic	stockpiling	and	
liquidity. We feel the asset class – questionable 
as an investment in the best of times – is vul-
nerable over our investment horizon. However, 
it could continue to benefit from low interest 
rates and momentum investing.

So how is HCM currently managing its 
clients’ fixed income portfolios?

While we consider numerous factors in 
managing	fixed-income	portfolios,	we’ll	dis-
cuss two here. First is the credit quality of the 
bond issuer. For accounts investing in taxable 
bonds, we believe investment-grade corporate 
bonds	offer	a	superior	return/risk	profile	
than	government-backed	bonds.	This	area	of	
the	market	has	performed	well	over	the	past	
two quarters, and it could see a short-term 
pullback	in	price.	However,	we	believe	these	
bonds continue to offer value in the medium term.  

For portfolios focused on tax-exempt munici-
pal bonds, our emphasis is mostly on general-
obligation	bonds,	which	are	backed	by	an	
issuer’s	tax	revenues,	and	essential-purpose	
bonds,	which	are	backed	by	the	revenues	 
generated by water and/or sewer payments – 
both of which we view as safer.

Another	factor	is	a	portfolio’s	maturity.		
The longer a bond has until maturity, the more 
sensitive	(and	hence	volatile)	a	bond’s	price	
is	to	interest-rate	changes.	So	we	are	focusing	
on	capturing	the	most	yield	while	seeking	to	
minimize	the	potential	price	risk	should	inter-
est	rates	move	higher	(possibly	from	infla-
tion).	Right	now	we	are	investing	in	various	
maturities out to approximately seven years 
since we do not feel our clients are being 
compensated	for	the	risks	inherent	with	lon-
ger maturities. However, if interest rates move 
higher	–	making	it	more	attractive	to	invest	in	
longer bonds – we will consider adjusting the 
maturities in our bond portfolios in an effort 
to capture those higher yields.

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.

Get E-mail Updates
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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 third quarter of 2009. 
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The Interviewees

What is Hamilton Capital’s current view of the 
U.S. economy?

Recent	economic	signals	remain	predominantly	
positive and confirm our expectations of a gradually 
improving economy. Government spending is now 
hitting	its	stride.	The	Federal	Reserve	(the	Fed)	has	
continued	its	easing	stance.	The	U.S.	dollar	has	fallen	
back	to	year-ago	levels,	a	reversal	of	the	“flight	to	
quality”	that	started	in	late	summer,	2008.	A	weaker	
dollar represents a new stimulus for more balanced 
growth via exports, with less emphasis on consumption.

Capital	markets	are	making	credit	available	once	
again – with record corporate bond issuance so far this 
year	–	even	as	banks	are	perceived	to	remain	closed	
for	business	(they	are	not).	Productivity	increases	have	
remained	robust,	particularly	in	light	of	the	very	weak	

economic growth registered in the first half of 2009. 
It	confirms	the	aggressive	steps	taken	by	corporate	
America to cut its costs to match a new reality of 
reduced credit and consumption, and lays a strong 
foundation for future profitability.

Corporations also have learned the lesson of frozen 
financial	markets	and	are	strengthening	their	balance	
sheets	by	raising	money	and	keeping	plentiful	liquidity.	 
This is strong insurance against economic turbulence 
and ultimately good for credit spreads, if less so for profits.  

You sound pretty optimistic. Is it clear sailing 
from here on, then?

While we dispassionately observe the good news, 
we also continue to closely watch a range of factors 
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that at least moderate the recovery, and could 
morph	into	negative	“surprises”.	The	markets	
are very much aware of deleveraging by  
consumers and financial entities. While the 
latter have come a long way, consumer debt 
remains a burden relative to personal income, 
and unemployment is at the highest levels 
since	the	early	1980s.	We	feel	this	will	limit	
the consumer to being a still-positive, but 
more moderate contributor to growth than is 
typical early in the cycle.

In	the	banking	arena	we	anticipate	additional	
home foreclosures, and commercial real estate 
is increasingly emerging as another challenge, 
albeit one that is widely understood in the 
marketplace.

Crude oil prices, which have functioned as 
a	source	of	stimulus	until	recently	(due	 
to	their	sharp	drop	from	2008’s	near	$150-a-
barrel	peak),	are	now	moving	to	a	neutral	 
status.	Should	crude	price	rises	continue	 
toward	$100,	they	may	begin	to	impede	
growth at some point.

Finally, disposable income is growing and 
consumers’	net	wealth	has	improved	recently	
from	gains	in	financial	markets.	We	believe	
this means that the consumer will still  
contribute to growth, just at a modest pace 
when compared to normal levels for this  
point in the cycle.

What about the recovery of other  
economies around the globe?

We	continue	to	monitor	China’s	aggressive	
stimulus,	in	terms	of	fiscal	spending	($500	
billion),	interest	rates	(low)	and	its	currency	
(intentionally	undervalued).	However,	the	
resulting growth may not be balanced and 
sustainable.	China	is	taking	steps	to	correct	
the	large	flows	of	liquidity	into	its	stock	and	
property	markets,	as	well	as	trying	to	ensure	
that	its	banks	channel	lending	into	productive	
ends, not speculation.

Several	countries	seem	to	be	somewhat	
ahead	of	the	curve.	Some	are	benefitting	from	
their	healthy	banking	systems	and	strong	
monetary	and	fiscal	policies	(e.g.,	Brazil).	
Some	are	rebounding	from	deep	economic	
contractions, which in some cases reached 
-10%	to	-15%	rates	in	the	last	12	months	(e.g.,	
Singapore,	S.	Korea).	Others	are	gaining	from	
strong	regional	stimulus	(China)	and	strong	
commodity	stockpiling	in	China	(Australia).

However,	Japan	and	Germany	continue	
to suffer from their dependence on exports, 
while others remain vulnerable to relatively 

Executive Summary

fter the first half’s -3.6% per quarter average, we believe the economy should improve 
in the second half of 2009 on plentiful fiscal and monetary stimulus and growing pent-up 
demand for goods and services. Recently, the U.S. dollar has fallen near 15% from its 
March peak, on growing global confidence. By shifting demand in the U.S. toward exports 
and abroad toward consumption, a gradual decline in the U.S. dollar can be an additional 

stimulus to the U.S. economy and result in more balanced global growth.

The main forces restraining economic growth remain a secular deleveraging process and the housing 
overhang. Other moderators include lower labor force growth, heightened government involvement (be 
it through increased regulation, taxation or direct ownership of corporations) and a banking sector 
burdened by commercial mortgages, higher capital requirements and regulatory scrutiny. But these 
should be insufficient to overwhelm recovery.
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low	bank	capital	levels	and	losses	(UK)	and	
real	estate	speculation	(Spain).

Many investors seem concerned with  
inflation. Could you comment? 

Concerns	of	rising	inflation	are	emerging	
particularly in commodity prices. However, 
the	Treasury	market	has	actually	shown	a	
tendency toward lower rates. In other words, 
Treasury yields -- a big portion of the finan-
cial	markets	(with	a	good	track	record	in	 
anticipating	inflation)	--	appear	to	be	voting	
that	inflation	is	unlikely	to	be	a	significant	
event for now.

We	have	long	argued	that	core	inflation	
(excluding	volatile	food	and	energy	com-
ponents)	is	stable	and	under	control,	helped	
by high unemployment and spare capacity 
throughout the economy. We expect core 
prices to remain constrained for the next  
6	–	12	months,	even	as	we	expect	the	headline	
number	to	rise	from	negative	levels	near	-1%	
on higher energy and food prices. That would 
be	a	good	thing	since	deflation	(falling	prices)	
is	a	tricky	thing	to	manage	once	it	starts.

The Fed has of late been providing hints  
to	the	markets	that	they	will	reduce	liquidity	 
ahead… but not quite yet. We believe this 
concern	on	the	part	of	the	central	bank	to	
manage potentially excess liquidity is a 
positive policy development, and it inspires 
confidence.	Less	convincingly,	the	Obama	
administration	also	has	argued	that	it	will	take	
steps to control future fiscal deficits. Although 
high debt levels do not necessarily result in 
higher	inflation	or	rising	interest	rates	(wit-
ness	Japan,	where	we	have	seen	the	opposite),	
we still view it as a longer-term concern. Thus 
we feel that we need to remain vigilant about 
pressures	on	inflation	that	could	drive	it	up….	
or down.


