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The content in this issue of Capital Markets  
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Capital	Management	Chairman	&	CEO	Matt	 
Hamilton, CIO Tony Caxide and Vice President  
&	Portfolio	Manager	Eric	Shisler	shortly	after	the	
end of the second quarter of 2009. 
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The Interviewees

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

While	far	from	certain,	we	believe	the	worst	is	likely	
behind us. Slowly and gradually, the U.S. economy is 
showing signs of stabilizing, which 
initially means less negative or flat-
tish performance. We have seen 
corner-turning signs in many areas, 
including selected manufacturing 
indexes, mortgage applications 
and exports. Future sources of in-
cremental growth should include 
rising government spending (which 
actually fell at a -3.1% rate in the 
first quarter) and smaller cuts in business investment, 
which collapsed by half in early 2009. Trade is already 
making	a	positive	contribution	to	growth,	and	inventory	
rebuilding will help down the road. Profits have also 

already started to grow. 
We don’t believe we’re out of the woods yet, 

and we do not expect an immediate return to rapid 
growth. Housing, commercial real estate and business 

investment are among the sectors 
still under pressure. We anticipate 
that recovery will move through 
stages. In the first phase of recovery 
we	should	still	hear	weak	economic	
news, just less severe than during the 
trough (where we’ve been recently). 
Next we expect to see a return of 
positive economic growth, but at 
a rate that’s a little slower than in 

recent periods of economic expansion. Given the recent 
economic environment, we see this recovery gradually 
evolving, with mixed signs, over several quarters.

We see this recovery 

gradually evolving, 

with mixed signs,  

over several quarters.

Continued on back

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:	
Labor	Day,	September	7.

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.

Economic Outlook
(Continued)

However, in spite of the structural challenges 
our economy faces, late in 2008 Washington 
reached a consensus that it would do what was 
needed to return to growth. Through all the 
political positioning so characteristic of our 
capital, Washington remains solidly behind 
continued stimulus, which is only now starting 
to flow through the economy and will continue 
to do so well into 2010.

What about the recovery of other  
economies around the globe?

Prior to the recent recession, many investors  
came to believe that some countries’ economies  
had decoupled from the U.S., had become  
autonomous and could survive a U.S.-led 
recession. With few exceptions, this proved 
to be a mirage. It’s clear that most economies 
around the world are closely tied. However, each 
country should emerge from the recession in a 
unique way. We expect that recovery in most 
regions	will	be	linked	to	the	behavior	of	U.S.	
demand,	yet	also	be	impacted	by	actions	taken	
locally in the form of economic stimuli and 
banking	system	problem	resolutions.

There is a lot of discussion about inflation.  
Could you comment? 

There is concern that the massive government  
stimulus will lead to high levels of inflation. We 
share these concerns – to a point – and feel 
that future inflationary pressures will largely 
depend upon how the government withdraws 
its	stimuli	once	the	economic	recovery	takes	
hold and how the Fed responds. At the present 
time, U.S. consumer inflation has been at or 
below zero. However, if one excludes volatile 
components (food and energy) and instead 
focuses on so-called “core” inflation (the Fed’s 
preferred measure), inflation is near a moder-
ate 2%. The Fed is happy with these levels, 
for	now,	and	so	are	we.	Excess	capacity	and	
low wage growth suggest there are few cur-
rent inflationary pressures.

Executive Summary

ecent economic news paints a picture of gradual emerging stability in the U.S. economy.  
However, structural stresses — like a depressed housing market and lingering toxic assets 
at banks — remain, so we do not appear to be out of the woods yet. The fundamental forces 
driving improvement are low interest rates and government stimulus, the lagged effects of 
lower energy prices from this time last year, and growing pent-up demand. Recovery in the 

rest of the world will likely lag the U.S., with a few possible exceptions (e.g., China). Core inflation is 
moderate and stable for now, and its future direction likely will hinge on how well the Federal Reserve 
(the Fed) manages the large stimulus the government injected into the economy. In the near term,  
excess capacity and moderate wages suggest there are few inflationary pressures.
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translate into equity prices that may be as 
much as 40% higher over this time horizon. 
This view is predicated on interest rates  
remaining at relatively low (but higher than 
current) levels.    

How are you currently managing client  
portfolios? And based on that future 
growth expectation, where do you see  
opportunity in the equity markets?

We believe that by having previously reduced 
our exposure to equities in selected client 
portfolios, we were able to limit the decline in 
market	values	to	manageable	levels.	Limiting	
portfolio losses means that the return that’s 
required	to	recover	market	values	is	less	than	
what it might otherwise be, and consequently 
it	should	take	less	time	to	recover	these	values.	
We feel our previous actions to protect principal 
now allow us to be more careful in this period 
of continued uncertainty.

We’re	now	taking	a	gradual	approach	to	
committing	money	to	this	market	as	earnings	
and other economic data confirm our thesis 
of an improving economic environment (even 
at a modest level). We are sensitive to the short-
term	gyrations	in	the	market	and	seek	to	take	 
advantage of them when we can by investing 
at lower prices should the opportunity arise. As 
we	look	at	opportunities	globally,	U.S.	equities	
seem	relatively	appealing.	Equities	in	devel-
oped countries outside the U.S. appear fully 
priced,	particularly	given	the	likelihood	that	
growth	in	continental	Europe	and	Japan	will	
lag	that	of	the	U.S.	While	emerging-market	 
growth may well lead the U.S., equity prices 
in	these	markets	appear	to	be	fairly,	if	not	
fully,	priced,	making	them	less	attractive	for	
the time being.

Among	U.S.	stocks,	we	generally	feel	 
that those of large and mid-sized companies 
currently offer the best opportunities. There-
fore we’re emphasizing fund managers who 
specialize	in	these	market	segments	in	our	 
client portfolios. However, we continue to 
seek	diversification	and	are	allocating	assets	
to the portfolios of selected small company  
managers where we see value.  

As always, we continually monitor the  
economic	and	market	environments	seeking	
to allocate our clients’ portfolios in a manner 
that captures the best opportunity for future 
capital appreciation at an acceptable level  
of	risk.
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We believe staying committed to our process 
of investing in attractively valued companies 
in sound financial condition with good busi-
ness economics will serve our shareholders 
well over the long term.

—	James	Kieffer,	Scott	Satterwhite	 
& George Sertl, 

Portfolio Managers, Artisan Mid Cap Value, 
Portfolio Manager Perspective

We have never attempted to maximize short-
term results, as we do not believe that our  
investors would be adequately compensated 
for	the	level	of	risk	that	we	would	have	to	 
assume. Instead, we continue to focus on 
downside	protection	while	seeking	assurance	
that we have an adequate margin of safety in 
every	investment	we	make.

—	Andy	Pilara,	Joe	Wolf,	 
David	Kelley,	et.al.,	

Co-Portfolio	Managers,	RS	Partners,	
Second Quarter 2009  

Mutual Fund Commentary

Clearly, the size and scope of the U.S. govern-
ment’s response to the current economic crisis 
is acting as a stabilizing factor. 

— Todd Ahlsten,
Chief Investment Officer,  

Parnassus Investments, 
Quarterly	Fund	Report
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Executive Summary Executive Summary

he market prices of U.S. stocks as measured by the S&P 500 appear to be 
trading at levels that are about 20% below their fair value based on the 
broadest – and most balanced – measure of profitability. In the current  
environment of lingering uncertainty, this gap may not close until there is 
more evidence of economic stability. In fact, prices could first decline if there 

is evidence suggesting economic recovery will be delayed. However, we feel that any 
near-term price weakness should be temporary, and prices should move higher from 
current levels as signs of economic stability mount.

If strong fiscal and monetary stimulus have their desired effect and bank loan quality, 
housing and other problems materially improve, then earnings should expand over the 
next 12-24 months. It’s our view that a moderate improvement in corporate earnings could 
translate into equity prices that are as much as 40% higher over this time horizon. This 
view is predicated on interest rates remaining at relatively low (but higher than current) 
levels and investors’ willingness to accept a more normal level of risk.

We are cautiously increasing our allocation to equities in selected strategies as earnings 
and other economic data confirm our thesis of an improving economic environment 
(even at a modest level). While we select each fund manager for inclusion in our client 
portfolios based upon their individual merits, we are more comfortable with the U.S. equity 
markets and less enthusiastic about emerging markets and non-U.S. developed markets 
at this time. We generally favor large and mid-sized company stocks, but continue to  
allocate assets to the portfolios of our small company managers where we see value.

n the second quarter, treasury yields continued the upward trend started at the turn  
of the year. Both short- and long-maturity bonds showed this pattern, although 
longer maturities saw a sharper rise in yields. As a result, the shape of the yield 
curve became steeper. This is often consistent with a market assessment that 
growth will accelerate and, potentially, so will inflation. Corporate bond yields 

behaved differently. After rising sharply throughout most of 2008 and vacillating wildly in the 
first quarter, corporate bond yields declined and their market prices increased in the second 
quarter of 2009, making corporate bonds among the best-performing asset classes.

When viewed in the context of current and future pressures on inflation, we believe  
current treasury market yields are fair. Hence, we continue to focus on short to medium 
maturities. In terms of corporate bonds, our view is that, although vulnerable to a  
partial reversal of the  rally in market prices they have experienced year to date, they 
continue to offer value over a longer time frame, even as defaults rise and recovery 
rates could be below historical levels for the next 12-18 months.

T I

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

During	the	second	quarter,	equity	markets	
continued the rally from their March 9 lows.  
Early	in	2009,	market	prices	dropped	sharply	
as	financial	markets	wrestled	with	the	possibility	 
that we would enter a depression environment  
not	unlike	that	of	the	1930s.	Prices	then	rallied	 
as data began to hint that this feared depression  
scenario would not come to pass. To date,  
this rally has been sustained by the belief  
that	the	worst	of	the	economic	weakness	could	
be behind us. While evidence continues to 
suggest that that’s the case, it’s preliminary. 
Therefore, after rallying in April and May, 
prices	traded	in	a	sideways	fashion	in	June	 
as investors waited for further signs of  
economic stability.

The	net	result	of	this	market	volatility	has	
been	that	stock	prices	as	measured	by	the	
S&P 500 were little changed from year-end 
through	the	end	of	June,	but	remained	signifi-
cantly lower than their all-time highs. 

Do you expect the gains of the second 
quarter to continue?

While	stock	prices	as	measured	by	the	S&P	

What happened in the bond market  
during the second quarter?

The	bond	market	continued	the	pattern	
that	was	started	last	quarter.		While	stocks	
garnered much of the attention, much of what 
occurred	in	the	U.S.	stock	market	also	im-
pacted	the	bond	market.		
Basically, fixed-income 
investors continued to 
redirect their investments 
into	riskier	assets	as	their	
outlook	for	the	economy	
improved. The massive 
flight to U.S. Treasury 
bonds that we have 
previously described 
continued to reverse, as 
investors appeared to 
take	a	calculated	risk	and	
generally reduce their 
investments in lower-
yielding treasury bonds 
–	seeking	greater	return	
while accepting greater 
risk	in	other	areas	of	the	
bond	market.

As treasury yields 
rose	more	markedly	for	longer	maturities,	the	
yield curve steepened.  In other words, lon-
ger maturities now offer significantly higher 
yields than shorter maturities. Although this 
may appear to be a burden to some borrow-
ers,	such	as	individuals	taking	out	a	mortgage,	
it	also	is	a	necessary	condition	for	banks	to	

500 have increased, we estimate that they  
may still be close to 20% below that which 
is justified by the current level of economic 
earnings. However, in the current environ-
ment of lingering uncertainty, this gap may 
not close until there is more evidence that the 
economy has stabilized and is beginning to  
recover. Until then, investors could remain 
cautious	and	less	likely	to	pay	prices	that	
more fairly represent the current value of 
stocks.	Therefore,	the	near-term	direction	 
of	stock	prices	is	difficult	to	predict.			

Prices could move higher if second-quarter 
earnings exceed analysts’ expectations or there  
is other evidence suggesting greater economic 
stability.	Conversely,	the	market	is	still	 
vulnerable near-term to an economic disap-
pointment or a reversal of sentiment. There is 
still plenty of uncertainty, and any consistent 
evidence suggesting that a recovery will be 
delayed may move prices lower. 

If prices do trend lower, we do not believe 
they will revisit their early-March lows. Fears 
of a 1930s-style depression have waned, and 
with	stock	prices	seemingly	undervalued,	a	
steep	correction	seems	unlikely.	Further,	even	
if	there	is	near-term	price	weakness,	we	feel	

improve their results. At this point in the 
business	cycle,	banks	typically	borrow	at	the	
lower costs available in the short end of the 
curve and reinvest, or lend at the higher rates 
available at longer maturities. This is a tried-
and-true approach to improving profits and 

strengthening capital.

What are your expec-
tations for the fixed-
income markets?

As we have discussed 
in the past, the ‘flight’ 
of investors to the safety 
of U.S. Treasury bonds 
several months ago led to 
historically wide spreads 
(differences in yields) 
between treasury bonds 
and all other types of 
bonds. This was a reflec-
tion	of	investors’	lack	of	
willingness to invest in 
anything	with	risk.	The	
current narrowing of that 
spread implies to us that 
market	prices	of	riskier	

assets became so attractive that investors are 
once	again	willing	to	accept	some	risk	if	they	
believe they will be rewarded over time.

We believe the same willingness to accept 
some	risk	at	given	prices	is	what	has	driven	the	
equity	markets	recently.	If	the	bond	market	
can continue to stabilize and move toward 

it	will	prove	to	be	temporary,	and	weakness	
should eventually give way to higher prices.  

Looking	beyond	the	near-term,	assuming	
the government’s unprecedented level of fiscal 
and monetary stimulus has its desired effect 
and	bank	loan	quality,	and	housing	and	other	
problems materially improve, then earnings 
should improve over the next 12-24 months. 
It’s our view that if future earnings growth  
is moderate (higher single digits) and price/
earnings multiples expand to levels that are 
consistent with investors’ willingness to accept 
a	more	normal	level	of	risk,	then	this	could	

more normal spreads, we expect there will be 
a strong enough foundation to support future 
economic growth.

Finally, these lower spreads – driven by 
falling corporate bond rates – also offer the 
corporate sector a lower cost of capital, which 
sows the seeds for additional capital investment 
and, eventually, more jobs.

How are you managing bond portfolios in 
the current environment?

We continue to emphasize the shorter-end 
of the maturity range for two reasons. First, 
short-term bonds experience less price vola-
tility than long-term bonds among similarly 
rated bonds. Second, we believe we can 
capture a significant percent of the yield the 
market	is	offering	without	taking	on	the	risk	
a	longer-term	bond	carries.	Looking	forward,	
as the economic picture continues to unfold, 
should	the	risk/reward	trade-off	become	more	
appealing,	we	are	prepared	to	take	advantage	
of opportunities for higher yields by both  
increasing our portfolios’ average maturity 
and their allocation to bond investments that 
carry greater, but still acceptable, levels of 
credit	risk.

Continued on back
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We believe staying committed to our process 
of investing in attractively valued companies 
in sound financial condition with good busi-
ness economics will serve our shareholders 
well over the long term.

—	James	Kieffer,	Scott	Satterwhite	 
& George Sertl, 

Portfolio Managers, Artisan Mid Cap Value, 
Portfolio Manager Perspective

We have never attempted to maximize short-
term results, as we do not believe that our  
investors would be adequately compensated 
for	the	level	of	risk	that	we	would	have	to	 
assume. Instead, we continue to focus on 
downside	protection	while	seeking	assurance	
that we have an adequate margin of safety in 
every	investment	we	make.

—	Andy	Pilara,	Joe	Wolf,	 
David	Kelley,	et.al.,	

Co-Portfolio	Managers,	RS	Partners,	
Second Quarter 2009  
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Clearly, the size and scope of the U.S. govern-
ment’s response to the current economic crisis 
is acting as a stabilizing factor. 

— Todd Ahlsten,
Chief Investment Officer,  

Parnassus Investments, 
Quarterly	Fund	Report
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trading at levels that are about 20% below their fair value based on the 
broadest – and most balanced – measure of profitability. In the current  
environment of lingering uncertainty, this gap may not close until there is 
more evidence of economic stability. In fact, prices could first decline if there 

is evidence suggesting economic recovery will be delayed. However, we feel that any 
near-term price weakness should be temporary, and prices should move higher from 
current levels as signs of economic stability mount.

If strong fiscal and monetary stimulus have their desired effect and bank loan quality, 
housing and other problems materially improve, then earnings should expand over the 
next 12-24 months. It’s our view that a moderate improvement in corporate earnings could 
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longer maturities saw a sharper rise in yields. As a result, the shape of the yield 
curve became steeper. This is often consistent with a market assessment that 
growth will accelerate and, potentially, so will inflation. Corporate bond yields 

behaved differently. After rising sharply throughout most of 2008 and vacillating wildly in the 
first quarter, corporate bond yields declined and their market prices increased in the second 
quarter of 2009, making corporate bonds among the best-performing asset classes.

When viewed in the context of current and future pressures on inflation, we believe  
current treasury market yields are fair. Hence, we continue to focus on short to medium 
maturities. In terms of corporate bonds, our view is that, although vulnerable to a  
partial reversal of the  rally in market prices they have experienced year to date, they 
continue to offer value over a longer time frame, even as defaults rise and recovery 
rates could be below historical levels for the next 12-18 months.
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What are your views about the broad  
equity market rally in the second quarter?

During	the	second	quarter,	equity	markets	
continued the rally from their March 9 lows.  
Early	in	2009,	market	prices	dropped	sharply	
as	financial	markets	wrestled	with	the	possibility	 
that we would enter a depression environment  
not	unlike	that	of	the	1930s.	Prices	then	rallied	 
as data began to hint that this feared depression  
scenario would not come to pass. To date,  
this rally has been sustained by the belief  
that	the	worst	of	the	economic	weakness	could	
be behind us. While evidence continues to 
suggest that that’s the case, it’s preliminary. 
Therefore, after rallying in April and May, 
prices	traded	in	a	sideways	fashion	in	June	 
as investors waited for further signs of  
economic stability.

The	net	result	of	this	market	volatility	has	
been	that	stock	prices	as	measured	by	the	
S&P 500 were little changed from year-end 
through	the	end	of	June,	but	remained	signifi-
cantly lower than their all-time highs. 

Do you expect the gains of the second 
quarter to continue?

While	stock	prices	as	measured	by	the	S&P	

What happened in the bond market  
during the second quarter?

The	bond	market	continued	the	pattern	
that	was	started	last	quarter.		While	stocks	
garnered much of the attention, much of what 
occurred	in	the	U.S.	stock	market	also	im-
pacted	the	bond	market.		
Basically, fixed-income 
investors continued to 
redirect their investments 
into	riskier	assets	as	their	
outlook	for	the	economy	
improved. The massive 
flight to U.S. Treasury 
bonds that we have 
previously described 
continued to reverse, as 
investors appeared to 
take	a	calculated	risk	and	
generally reduce their 
investments in lower-
yielding treasury bonds 
–	seeking	greater	return	
while accepting greater 
risk	in	other	areas	of	the	
bond	market.

As treasury yields 
rose	more	markedly	for	longer	maturities,	the	
yield curve steepened.  In other words, lon-
ger maturities now offer significantly higher 
yields than shorter maturities. Although this 
may appear to be a burden to some borrow-
ers,	such	as	individuals	taking	out	a	mortgage,	
it	also	is	a	necessary	condition	for	banks	to	

500 have increased, we estimate that they  
may still be close to 20% below that which 
is justified by the current level of economic 
earnings. However, in the current environ-
ment of lingering uncertainty, this gap may 
not close until there is more evidence that the 
economy has stabilized and is beginning to  
recover. Until then, investors could remain 
cautious	and	less	likely	to	pay	prices	that	
more fairly represent the current value of 
stocks.	Therefore,	the	near-term	direction	 
of	stock	prices	is	difficult	to	predict.			

Prices could move higher if second-quarter 
earnings exceed analysts’ expectations or there  
is other evidence suggesting greater economic 
stability.	Conversely,	the	market	is	still	 
vulnerable near-term to an economic disap-
pointment or a reversal of sentiment. There is 
still plenty of uncertainty, and any consistent 
evidence suggesting that a recovery will be 
delayed may move prices lower. 

If prices do trend lower, we do not believe 
they will revisit their early-March lows. Fears 
of a 1930s-style depression have waned, and 
with	stock	prices	seemingly	undervalued,	a	
steep	correction	seems	unlikely.	Further,	even	
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curve and reinvest, or lend at the higher rates 
available at longer maturities. This is a tried-
and-true approach to improving profits and 
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spread implies to us that 
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once	again	willing	to	accept	some	risk	if	they	
believe they will be rewarded over time.

We believe the same willingness to accept 
some	risk	at	given	prices	is	what	has	driven	the	
equity	markets	recently.	If	the	bond	market	
can continue to stabilize and move toward 

it	will	prove	to	be	temporary,	and	weakness	
should eventually give way to higher prices.  

Looking	beyond	the	near-term,	assuming	
the government’s unprecedented level of fiscal 
and monetary stimulus has its desired effect 
and	bank	loan	quality,	and	housing	and	other	
problems materially improve, then earnings 
should improve over the next 12-24 months. 
It’s our view that if future earnings growth  
is moderate (higher single digits) and price/
earnings multiples expand to levels that are 
consistent with investors’ willingness to accept 
a	more	normal	level	of	risk,	then	this	could	

more normal spreads, we expect there will be 
a strong enough foundation to support future 
economic growth.

Finally, these lower spreads – driven by 
falling corporate bond rates – also offer the 
corporate sector a lower cost of capital, which 
sows the seeds for additional capital investment 
and, eventually, more jobs.

How are you managing bond portfolios in 
the current environment?

We continue to emphasize the shorter-end 
of the maturity range for two reasons. First, 
short-term bonds experience less price vola-
tility than long-term bonds among similarly 
rated bonds. Second, we believe we can 
capture a significant percent of the yield the 
market	is	offering	without	taking	on	the	risk	
a	longer-term	bond	carries.	Looking	forward,	
as the economic picture continues to unfold, 
should	the	risk/reward	trade-off	become	more	
appealing,	we	are	prepared	to	take	advantage	
of opportunities for higher yields by both  
increasing our portfolios’ average maturity 
and their allocation to bond investments that 
carry greater, but still acceptable, levels of 
credit	risk.

Continued on back
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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 second quarter of 2009. 
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Chief Investment
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The Interviewees

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

While	far	from	certain,	we	believe	the	worst	is	likely	
behind us. Slowly and gradually, the U.S. economy is 
showing signs of stabilizing, which 
initially means less negative or flat-
tish performance. We have seen 
corner-turning signs in many areas, 
including selected manufacturing 
indexes, mortgage applications 
and exports. Future sources of in-
cremental growth should include 
rising government spending (which 
actually fell at a -3.1% rate in the 
first quarter) and smaller cuts in business investment, 
which collapsed by half in early 2009. Trade is already 
making	a	positive	contribution	to	growth,	and	inventory	
rebuilding will help down the road. Profits have also 

already started to grow. 
We don’t believe we’re out of the woods yet, 

and we do not expect an immediate return to rapid 
growth. Housing, commercial real estate and business 

investment are among the sectors 
still under pressure. We anticipate 
that recovery will move through 
stages. In the first phase of recovery 
we	should	still	hear	weak	economic	
news, just less severe than during the 
trough (where we’ve been recently). 
Next we expect to see a return of 
positive economic growth, but at 
a rate that’s a little slower than in 

recent periods of economic expansion. Given the recent 
economic environment, we see this recovery gradually 
evolving, with mixed signs, over several quarters.

We see this recovery 

gradually evolving, 

with mixed signs,  

over several quarters.

Continued on back
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However, in spite of the structural challenges 
our economy faces, late in 2008 Washington 
reached a consensus that it would do what was 
needed to return to growth. Through all the 
political positioning so characteristic of our 
capital, Washington remains solidly behind 
continued stimulus, which is only now starting 
to flow through the economy and will continue 
to do so well into 2010.

What about the recovery of other  
economies around the globe?

Prior to the recent recession, many investors  
came to believe that some countries’ economies  
had decoupled from the U.S., had become  
autonomous and could survive a U.S.-led 
recession. With few exceptions, this proved 
to be a mirage. It’s clear that most economies 
around the world are closely tied. However, each 
country should emerge from the recession in a 
unique way. We expect that recovery in most 
regions	will	be	linked	to	the	behavior	of	U.S.	
demand,	yet	also	be	impacted	by	actions	taken	
locally in the form of economic stimuli and 
banking	system	problem	resolutions.

There is a lot of discussion about inflation.  
Could you comment? 

There is concern that the massive government  
stimulus will lead to high levels of inflation. We 
share these concerns – to a point – and feel 
that future inflationary pressures will largely 
depend upon how the government withdraws 
its	stimuli	once	the	economic	recovery	takes	
hold and how the Fed responds. At the present 
time, U.S. consumer inflation has been at or 
below zero. However, if one excludes volatile 
components (food and energy) and instead 
focuses on so-called “core” inflation (the Fed’s 
preferred measure), inflation is near a moder-
ate 2%. The Fed is happy with these levels, 
for	now,	and	so	are	we.	Excess	capacity	and	
low wage growth suggest there are few cur-
rent inflationary pressures.

Executive Summary

ecent economic news paints a picture of gradual emerging stability in the U.S. economy.  
However, structural stresses — like a depressed housing market and lingering toxic assets 
at banks — remain, so we do not appear to be out of the woods yet. The fundamental forces 
driving improvement are low interest rates and government stimulus, the lagged effects of 
lower energy prices from this time last year, and growing pent-up demand. Recovery in the 

rest of the world will likely lag the U.S., with a few possible exceptions (e.g., China). Core inflation is 
moderate and stable for now, and its future direction likely will hinge on how well the Federal Reserve 
(the Fed) manages the large stimulus the government injected into the economy. In the near term,  
excess capacity and moderate wages suggest there are few inflationary pressures.

R

Equity Portfolios
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translate into equity prices that may be as 
much as 40% higher over this time horizon. 
This view is predicated on interest rates  
remaining at relatively low (but higher than 
current) levels.    

How are you currently managing client  
portfolios? And based on that future 
growth expectation, where do you see  
opportunity in the equity markets?

We believe that by having previously reduced 
our exposure to equities in selected client 
portfolios, we were able to limit the decline in 
market	values	to	manageable	levels.	Limiting	
portfolio losses means that the return that’s 
required	to	recover	market	values	is	less	than	
what it might otherwise be, and consequently 
it	should	take	less	time	to	recover	these	values.	
We feel our previous actions to protect principal 
now allow us to be more careful in this period 
of continued uncertainty.

We’re	now	taking	a	gradual	approach	to	
committing	money	to	this	market	as	earnings	
and other economic data confirm our thesis 
of an improving economic environment (even 
at a modest level). We are sensitive to the short-
term	gyrations	in	the	market	and	seek	to	take	 
advantage of them when we can by investing 
at lower prices should the opportunity arise. As 
we	look	at	opportunities	globally,	U.S.	equities	
seem	relatively	appealing.	Equities	in	devel-
oped countries outside the U.S. appear fully 
priced,	particularly	given	the	likelihood	that	
growth	in	continental	Europe	and	Japan	will	
lag	that	of	the	U.S.	While	emerging-market	 
growth may well lead the U.S., equity prices 
in	these	markets	appear	to	be	fairly,	if	not	
fully,	priced,	making	them	less	attractive	for	
the time being.

Among	U.S.	stocks,	we	generally	feel	 
that those of large and mid-sized companies 
currently offer the best opportunities. There-
fore we’re emphasizing fund managers who 
specialize	in	these	market	segments	in	our	 
client portfolios. However, we continue to 
seek	diversification	and	are	allocating	assets	
to the portfolios of selected small company  
managers where we see value.  

As always, we continually monitor the  
economic	and	market	environments	seeking	
to allocate our clients’ portfolios in a manner 
that captures the best opportunity for future 
capital appreciation at an acceptable level  
of	risk.


