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The Interviewees

Glad 2009 is behind us. What is Hamilton Capital’s 
current thinking on growth?

It’s amazing the difference half 
a year can make. A couple of short 
quarters ago most investors were 
persuaded we were on a sure path to 
economic depression. Many conser-
vative investors were convinced they 
would	never	again	buy	stocks.	Our	
view of last spring – that the massive 
injection of spending and liquidity 
by the government would lead to  
recovery late in 2009 – was met at 
best with incredulity.

Nine months later, it’s apparent 
the	heart	attack	is	over,	the	trauma	unit	saved	another	
patient	and	the	victim’s	color	has	even	returned.	Of	
course, close monitoring is required for some time in 

case	of	a	setback,	but	the	U.S.	economy	is	beginning	
to display reasonable growth. Albeit volatile, even 

housing and autos are displaying a 
solid	comeback	from	weak	levels.

Now, of course, we need jobs. 
The news there is positive, too. 
New jobless claims and surveys of 
planned job cuts both have fallen 
sharply – historically excellent  
predictors of a return to job growth.

Having said that, there is an un-
usually wide range of possible out-
comes for the economy and markets, 
and significant questions remain. 
What happens to interest rates and 

growth	when	the	Federal	Reserve	(the	Fed)	stops	
buying mortgages and agency bonds? What about 

Continued on back

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:	
President’s	Day,	February	15	and	Good	Friday,	April	2.

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.

when it changes the language in its release to 
warn of future rising rates and when govern-
ment spending slows? Can the economy stand 
on its own two feet?

We believe turbulence is almost assured. 
Yet	we	submit	that	the Fed won’t actually  
be “tight” until rates rise well above the rate 
of core inflation. This is several rate increases 
away and we do not feel it will happen  
until 2011.

Meanwhile, pent up demand grows	(e.g.,	
cars scrapped exceeded cars sold by more 
than	2	million	last	year);	auto	sales	bounced	
back	even	after	Cash	for	Clunkers	ended	and	
have	grown	at	a	trend	pace	of	8%	in	2009;	and	
manufacturing	is	growing	robustly.	Lastly,	it	
appears even housing will survive the “end” 
of tax credit, which has been both extended 
and expanded.  

Looking	abroad,	we	believe	growth in 
Europe, the UK and Japan will prove disap-
pointing relative to that in the U.S., although 
selected	emerging	markets	will	continue	 
to outperform.

How worried are you about a downside 
scenario?

Our	approach	is	to	look	at	data	dispassion-
ately and develop a base-case/highest-proba-
bility scenario that is consistent with the  
majority of the indicators.  Then we spend 
most of our time looking for the counter-
arguments or all the reasons that will make us 
wrong. If we can get comfortable with those, 
then we believe the probability our decisions 
will be profitable rises materially.

Thus, we are devoting our analytical horse-
power primarily to the factors that would 
drive	the	economy	back	into	a	hole.

We have previously described some of the 
structural factors that can hold growth rates 
to	below-average	levels	–	things	like	delever-
aging	by	consumers	and	banks;	the	housing	
overhang;	lower	labor	force	growth;	and	 
the stressed financial condition of state and  
local governments.

In the near term, we have trained our 
sights on a few additional targets. We want 
to	see	the	Obama	administration	announce	a	
credible plan to begin to reverse unsustain-
able deficits in the 2011 budget. We see some 
imbalances growing as China stimulus flows 
into	overpriced	apartments	and	stock	prices,	
and	U.S.	liquidity	floods	into	commodities,	
emerging	markets,	and	real	estate	in	the	
Hamptons	or	London.	Also,	Chinese	intransi-

Executive Summary

fter a roller coaster of expectations in 2009 – from depression to recovery – many investors  
remain skeptical of sustained growth. Our view is, recovery is in place, at least for a few 
quarters. Deflation seems off the table for now and we do not see an inflation problem in 
core prices for the time being.

There is a long list of worries, though. If we had to pick one area that we believe really needs fixing, 
we would highlight a credible glide path back toward fiscal balance. Although shocks are possible and 
there is an unusually wide range of possible outcomes, most of our favorite leading indicators continue  
to point to the re-establishment of sustained, if moderate, growth in 2010.
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gence	on	the	yuan-dollar	link	is	raising	the	 
risk	of	a	bubble	forming.	We	also	want	to	
see that the Fed is not unduly handicapped 
by politics from tightening policy when eco-
nomic	realities	so	dictate.	And	all	those	pesky	
commercial real estate loans that our small 
and	mid-sized	banks	feasted	on	should	now	
lead to additional losses as well.

But, at the end of the day, we believe most 
are	workable	issues.	Of	course	we	would	not	
rule	out	a	shock	event	that	did	not	even	make	
our	list	(e.g.,	a	sovereign	debt	crisis,	oil	prices	
or	the	Middle	East).

With low interest rates and the govern-
ment fiscal deficit, aren’t we assured of 
high inflation?

Well, we expect “headline” inflation to 
rise, but that is primarily because the prices 
of	the	volatile	components	(primarily	energy)	
were falling sharply about one year ago, and 
should now see a correction. However, core 
prices (ex-food and energy) are near 1.3% 
and likely to stay there for now. 

The	U.S.	has	a	huge	amount	of	industrial	
capacity sitting idle – not a recipe for pricing 
power	(another	way	to	think	of	inflation)	–	and	 
the Chinese stimulus has further aggravated 
that excess. We also have “excess capacity” 
in	labor	(i.e.,	high	unemployment).	Wage	in-
creases – a typical trigger for rising inflation 
expectations – just do not happen with near 
10% unemployment rates globally.

Of	course,	global	liquidity	and	large	fiscal	 
deficits are legitimate concerns for future 
inflationary pressures. However, demand for 
credit is still low. Thus, we conclude that 
inflation	risk	is	most	likely	to	express	itself	
in two ways – inflation in certain asset prices 
(like	commodities)	and	fear	of	future	inflation	
that may drive Treasury bond yields higher, 
whether consumer prices rise or not.

Close monitoring is 

required for some time 

in case of a setback, 

but the U.S. economy 

is beginning to display 

reasonable growth.
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he S&P 500 total return over the last 10 years was disappointingly near 
-1.0% per year (while the composite of Dynamic Equity portfolios we  
manage for our clients performed well above that result). The “aha” from 
this experience comes in two pieces – that valuation matters no matter  
the time frame, and that in planning for your financial future and portfolio 

strategy, you cannot just “build it and leave it”. The expensive stock prices of ten years 
ago had a lot to do with the weak returns for the decade. 

Merely a few quarters after the economy was admitted to the trauma unit, investment 
analysts are rapidly revising up their earnings forecasts, which raises the specter of  
disappointment. Nevertheless, our conservative earnings outlook suggests that unless 
the wheels come off the global economy, current equity prices are attractive, both on an  
absolute basis as well as relative to Treasury bonds, corporate fixed income and other vehicles.

Looking further into the future, we would not be surprised if we eventually take a more 
defensive stance – the result of valuations, disappointing news from Washington or 
China, or other factors. But that is for another day. On our current investment horizon, 
we believe things look pretty good.

he 2009 bond market was a study in extremes, the result of a receding  
economy and the ensuing impact of government actions to stimulate  
recovery. Investor sentiment shifted from fear of economic collapse to  
expectations of recovery. This shift in sentiment resulted in a change of  
appetite for risk. Investors initially craved the extreme safety of U.S.  

Treasury bonds, but this rapidly gave way to a hunger for the higher yields offered  
by corporate and municipal bonds.

Opportunity often presents itself in a crisis. The vast difference in yields between  
U.S. Treasuries, municipal and corporate bonds at the trough in confidence presented 
just such an opportunity for the investor who believed the economy would recover. As 
confidence in a stronger economy grew, renewed investor demand for higher returns 
caused the drop in yields toward more normal levels.

T T

I’m still trying to understand what just 
happened in the recent cycle and the last 
10 years. Can you explain?

Much has been written about the lost decade  
for	stocks.	Previously,	many	“drank	the	 
Kool-Aid” of “buy and go to the beach”,  
forgetting that even over longer periods of 
time, valuation matters. We remain of the 
view	that,	yes,	stocks	will	generally	outper-
form other asset classes over long periods  
of time. However, we must always remain  
attuned to the level at which we are buying 
and	selling,	and	make	active	decisions.	If	
mispricing is significant enough, even time 
frames of as long as a decade matter. 

Going	back	about	ten	years,	stocks	were	in	
the midst of one of the manias that too often 
grip	investors.	TMT	(technology,	media	and	
telecom)	was	all	the	rage.	Earnings	were	 
rapidly becoming quaint concepts while 
twenty-something	MBAs	spoke	confidently	
about “visibility” and other leading-edge 
valuation metrics. This drove stock prices and 
P/E multiples to record levels, and well above 
where	“fundamentals”	like	interest	rates	and	
profits would suggest.

So what’s in store for stocks in the near 
and longer term?

We appear to be starting this decade from a 
much more attractive price level. The reality  
is that profits have recently grown at rates 
that are surprising many on the upside	(up	
10.8%	in	the	3rd	quarter	alone).	Interest	rates	

What was the driving force in the bond 
market in 2009?

	Last	year	bond	markets	were	primarily	
impacted by Washington’s efforts to stem an 
economic	depression.	The	government	took	
numerous steps to reassure investors and 
voters, while the Fed 
lowered interest rates 
and sharply increased 
the availability of credit 
to financial institutions. 
The Fed’s aggressive 
purchase of mortgage-
backed	bonds	resulted	
in lower mortgage rates, 
helping reduce house 
inventories and helping 
existing home owners 
improve their financial 
position by refinancing.

How did the shift in 
the economic outlook 
impact bond market 
participants last year?

Investors started  
the year forecasting a 
depression. They with-
drew	from	sectors	of	the	bond	market	that	
would	suffer	from	corporate	bankruptcy.	
They avoided municipal bonds on fears of 
fiscal deficits and defaults. And they dumped 
mortgage-backed	and	asset-backed	bonds,	
anticipating that many individuals would stop 
making	their	payments	on	mortgages,	credit	
cards and auto loans. In turn, money flooded 
into	areas	perceived	as	safe,	including	U.S.	

are quite low, and even a sharp increase in the 
10-year Treasury yield would imply reasonable  
P/E	multiples.

Thus we’re buying stocks that, based on 
“normalized”earnings and using conservative  
assumptions of growth, are reasonably priced.

Much depends on how monetary policy is 
conducted	(how	does	the	Fed	reverse	the	stim-
ulus	it	engendered)	and	whether	the	Obama	 
administration produces a budget plan that 
convincingly reduces government deficits. But  
corporate America has sharply cut its costs, 
reduced leverage in its balance sheet and greatly  
increased its liquidity to reduce its dependence  
on	lenders	and	capital	markets.	This	is	a key 
building block toward sustained profitability.

Further, individuals are gradually raising 
their savings rate, moderating their consump-
tion and shifting their focus from an “acquire 
ever more” lifestyle to one of “simple plea-
sures”. At the margin, this is a material shift, 
and, in our view, represents a change toward 
a lower-risk economic model.

The	near-term	risks	are	plenty,	as	is	typical	
at this point in the cycle, and we have named 
many of them before. New ones come up  
continuously – How smoothly will China 
reduce its stimulus? Will profit margins be 
impacted by rising raw material prices?  
How high will energy prices rise and will that 
abort private demand?

Nevertheless, the preponderance of  
evidence suggests that the profit recovery 
continues, and with core prices hovering near 

Treasury	bonds	and	money	markets.
The second half of the year will go down 

in	history	as	a	perfect	example	of	a	“snap-back”.	 
Sure	enough,	the	sectors	that	investors	vio-
lently exited early in 2009 rallied the most 
as the year progressed. Investors reversed 

their desperate run for 
“safety” and resumed the 
hunt for yield – so much 
so that high-yield bonds 
far outperformed other 
markets,	including	equi-
ties, for the year.

You have had a por-
tion of many of your 
portfolios invested in 
both investment-grade 
and high-yield bonds 
to earn a higher yield 
over Treasury securi-
ties. It sounds like that 
worked out well. Does 
that yield spread  
still exist?

Yes,	those	positions	
did	work	well	for	our	
clients in 2009, but the 

spread opportunity is not there to the extent 
it reached earlier in 2009. Investors’ concerns 
about bond defaults have started to wane so, 
after	avoiding	them	like	the	plague	earlier	in	
the year, investors have again bid up prices 
of these bonds, which has sharply reduced 
spreads. Although these instruments still offer 
some value, given the fundamental improve-
ment in balance sheets of corporate America, 
the	return	of	risk	tolerance	has	been	so	fast	

1.3%,	interest	rate	increases	are	likely	to	be	
constrained to less than 2 percentage points. 
This seems to imply a moderate outcome for 
earnings	and	P/E	multiples,	driving	equity	
prices to annual returns in the high single  
digits or low double digits – well above  
many alternatives.

Are you unabashedly bullish then?
Everything	in	moderation,	we	say.	We	know	

that	the	markets	never	quite	follow	the	script.	
Thus the likelihood is that we do not recover 
from the market events of the last two years 
without a few rough patches.	We	expect	setbacks	 
and disappointments. And we anticipate the 
market	will	lose	conviction	at	times.

Investors have had quite a nice run. That 
alone has raised expectations materially, which  
sows the seeds for possible disappointment. 
We would not be surprised if, even later in 
2010, we write to you suggesting greater cau-
tion. But we’ll need a fundamental reason to 
do so. For the time being, the driving factors 
point to reasonable growth in earnings and 
higher stock prices. 

and significant that returns going forward will 
be more moderate.

Sounds like a boat ride in very troubled 
waters. So what’s your outlook going 
forward?

Yes,	2009	was	quite	the	yo-yo	for	interest	
rates	and	the	yields	that	riskier	bonds	offer.	
But	markets	have	calmed	down	quite	a	bit,	
perhaps even becoming enthusiastic again in 
some cases.

Looking	ahead,	we	feel	that	a	major	factor	 
for	the	bond	markets	will	be	the	impact	of	
reduced	economic	stimulus.	Both	the	Obama	
administration and the Fed have hinted 
broadly at a slow removal of stimulus. But 
the	devil	is	in	the	details	(i.e.,	how	it	will	be	
implemented).	To	slow	down,	authorities	will	
have to gauge where in the spectrum they 
want	to	be,	from	jamming	on	the	brakes	and	
risking	whiplash	to	lifting	off	the	throttle	so	
slowly that the economy ultimately generates 
inflation and sharply higher interest rates.

Our	analysis	leads	us	to	believe	the	under-
lying strength in the economy provides the 
government room to ease off the gas without 
bringing the economy to a halt. However, the 
market	often	becomes	addicted	to	stimulus	
and there are tremendous political pressures 
on the administration, the Congress and the 
Fed	to	keep	the	good	times	rolling.

Given your outlook, how is HCM  
managing bond portfolios?

Starting	with	Treasury	bonds	,	we	feel	
there	is	some	risk	that	rates	will	rise	–	not	
so much because we see signs of imminent 
acceleration	in	inflation	(we	don’t,	not	at	the	
core	level),	but	because	of	concerns	about	a	
tighter policy from the Fed and large govern-
ment	budget	deficits.	So	we	are	cautious	here,	
and continue to maintain a modestly shorter 
average maturity across all bond portfolios.

For corporate bonds we still see some  
opportunity. We continue to favor high-yield 
bonds. But we are also observing that many 
investors are now jumping on the corporate 
bond bandwagon, sometimes with abandon. 
Some	new	bond	issues	have	been	designed	
with	somewhat	weaker	covenants	(not	so	
good	for	us	as	investors).	Hence	a	note	of	 
caution is emerging in our assessment of  
relative value.

As a fundamental investor, my ability to 
understand improves as my time horizon ex-
tends.  With a one-year time horizon…about 
60 percent [of total return] is generated by 
changes in valuation, which are, in essence, 
random changes in prices that few, if any, 
investors can predict.  When I extend my time 
horizon to five years, however, the factors I 
can understand have a greater impact on total 
return…[since] those relatively unpredictable 
changes in valuations account for only 20 per-
cent of total return. Thus, as investors extend 
their time horizon, their ability to understand 
improves. In fact, the long term is the only 
thing that investors can hope to understand.

—	James	Montier,	Global	Strategist,	
Societe	Generale,	London,	

CFA	Institute’s	European	Conference:	
Global	Strategies	for	Success
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the wheels come off the global economy, current equity prices are attractive, both on an  
absolute basis as well as relative to Treasury bonds, corporate fixed income and other vehicles.

Looking further into the future, we would not be surprised if we eventually take a more 
defensive stance – the result of valuations, disappointing news from Washington or 
China, or other factors. But that is for another day. On our current investment horizon, 
we believe things look pretty good.
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confidence in a stronger economy grew, renewed investor demand for higher returns 
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I’m still trying to understand what just 
happened in the recent cycle and the last 
10 years. Can you explain?

Much has been written about the lost decade  
for	stocks.	Previously,	many	“drank	the	 
Kool-Aid” of “buy and go to the beach”,  
forgetting that even over longer periods of 
time, valuation matters. We remain of the 
view	that,	yes,	stocks	will	generally	outper-
form other asset classes over long periods  
of time. However, we must always remain  
attuned to the level at which we are buying 
and	selling,	and	make	active	decisions.	If	
mispricing is significant enough, even time 
frames of as long as a decade matter. 

Going	back	about	ten	years,	stocks	were	in	
the midst of one of the manias that too often 
grip	investors.	TMT	(technology,	media	and	
telecom)	was	all	the	rage.	Earnings	were	 
rapidly becoming quaint concepts while 
twenty-something	MBAs	spoke	confidently	
about “visibility” and other leading-edge 
valuation metrics. This drove stock prices and 
P/E multiples to record levels, and well above 
where	“fundamentals”	like	interest	rates	and	
profits would suggest.

So what’s in store for stocks in the near 
and longer term?

We appear to be starting this decade from a 
much more attractive price level. The reality  
is that profits have recently grown at rates 
that are surprising many on the upside	(up	
10.8%	in	the	3rd	quarter	alone).	Interest	rates	

What was the driving force in the bond 
market in 2009?

	Last	year	bond	markets	were	primarily	
impacted by Washington’s efforts to stem an 
economic	depression.	The	government	took	
numerous steps to reassure investors and 
voters, while the Fed 
lowered interest rates 
and sharply increased 
the availability of credit 
to financial institutions. 
The Fed’s aggressive 
purchase of mortgage-
backed	bonds	resulted	
in lower mortgage rates, 
helping reduce house 
inventories and helping 
existing home owners 
improve their financial 
position by refinancing.

How did the shift in 
the economic outlook 
impact bond market 
participants last year?

Investors started  
the year forecasting a 
depression. They with-
drew	from	sectors	of	the	bond	market	that	
would	suffer	from	corporate	bankruptcy.	
They avoided municipal bonds on fears of 
fiscal deficits and defaults. And they dumped 
mortgage-backed	and	asset-backed	bonds,	
anticipating that many individuals would stop 
making	their	payments	on	mortgages,	credit	
cards and auto loans. In turn, money flooded 
into	areas	perceived	as	safe,	including	U.S.	

are quite low, and even a sharp increase in the 
10-year Treasury yield would imply reasonable  
P/E	multiples.

Thus we’re buying stocks that, based on 
“normalized”earnings and using conservative  
assumptions of growth, are reasonably priced.

Much depends on how monetary policy is 
conducted	(how	does	the	Fed	reverse	the	stim-
ulus	it	engendered)	and	whether	the	Obama	 
administration produces a budget plan that 
convincingly reduces government deficits. But  
corporate America has sharply cut its costs, 
reduced leverage in its balance sheet and greatly  
increased its liquidity to reduce its dependence  
on	lenders	and	capital	markets.	This	is	a key 
building block toward sustained profitability.

Further, individuals are gradually raising 
their savings rate, moderating their consump-
tion and shifting their focus from an “acquire 
ever more” lifestyle to one of “simple plea-
sures”. At the margin, this is a material shift, 
and, in our view, represents a change toward 
a lower-risk economic model.

The	near-term	risks	are	plenty,	as	is	typical	
at this point in the cycle, and we have named 
many of them before. New ones come up  
continuously – How smoothly will China 
reduce its stimulus? Will profit margins be 
impacted by rising raw material prices?  
How high will energy prices rise and will that 
abort private demand?

Nevertheless, the preponderance of  
evidence suggests that the profit recovery 
continues, and with core prices hovering near 

Treasury	bonds	and	money	markets.
The second half of the year will go down 

in	history	as	a	perfect	example	of	a	“snap-back”.	 
Sure	enough,	the	sectors	that	investors	vio-
lently exited early in 2009 rallied the most 
as the year progressed. Investors reversed 

their desperate run for 
“safety” and resumed the 
hunt for yield – so much 
so that high-yield bonds 
far outperformed other 
markets,	including	equi-
ties, for the year.

You have had a por-
tion of many of your 
portfolios invested in 
both investment-grade 
and high-yield bonds 
to earn a higher yield 
over Treasury securi-
ties. It sounds like that 
worked out well. Does 
that yield spread  
still exist?

Yes,	those	positions	
did	work	well	for	our	
clients in 2009, but the 

spread opportunity is not there to the extent 
it reached earlier in 2009. Investors’ concerns 
about bond defaults have started to wane so, 
after	avoiding	them	like	the	plague	earlier	in	
the year, investors have again bid up prices 
of these bonds, which has sharply reduced 
spreads. Although these instruments still offer 
some value, given the fundamental improve-
ment in balance sheets of corporate America, 
the	return	of	risk	tolerance	has	been	so	fast	

1.3%,	interest	rate	increases	are	likely	to	be	
constrained to less than 2 percentage points. 
This seems to imply a moderate outcome for 
earnings	and	P/E	multiples,	driving	equity	
prices to annual returns in the high single  
digits or low double digits – well above  
many alternatives.

Are you unabashedly bullish then?
Everything	in	moderation,	we	say.	We	know	

that	the	markets	never	quite	follow	the	script.	
Thus the likelihood is that we do not recover 
from the market events of the last two years 
without a few rough patches.	We	expect	setbacks	 
and disappointments. And we anticipate the 
market	will	lose	conviction	at	times.

Investors have had quite a nice run. That 
alone has raised expectations materially, which  
sows the seeds for possible disappointment. 
We would not be surprised if, even later in 
2010, we write to you suggesting greater cau-
tion. But we’ll need a fundamental reason to 
do so. For the time being, the driving factors 
point to reasonable growth in earnings and 
higher stock prices. 

and significant that returns going forward will 
be more moderate.

Sounds like a boat ride in very troubled 
waters. So what’s your outlook going 
forward?

Yes,	2009	was	quite	the	yo-yo	for	interest	
rates	and	the	yields	that	riskier	bonds	offer.	
But	markets	have	calmed	down	quite	a	bit,	
perhaps even becoming enthusiastic again in 
some cases.

Looking	ahead,	we	feel	that	a	major	factor	 
for	the	bond	markets	will	be	the	impact	of	
reduced	economic	stimulus.	Both	the	Obama	
administration and the Fed have hinted 
broadly at a slow removal of stimulus. But 
the	devil	is	in	the	details	(i.e.,	how	it	will	be	
implemented).	To	slow	down,	authorities	will	
have to gauge where in the spectrum they 
want	to	be,	from	jamming	on	the	brakes	and	
risking	whiplash	to	lifting	off	the	throttle	so	
slowly that the economy ultimately generates 
inflation and sharply higher interest rates.

Our	analysis	leads	us	to	believe	the	under-
lying strength in the economy provides the 
government room to ease off the gas without 
bringing the economy to a halt. However, the 
market	often	becomes	addicted	to	stimulus	
and there are tremendous political pressures 
on the administration, the Congress and the 
Fed	to	keep	the	good	times	rolling.

Given your outlook, how is HCM  
managing bond portfolios?

Starting	with	Treasury	bonds	,	we	feel	
there	is	some	risk	that	rates	will	rise	–	not	
so much because we see signs of imminent 
acceleration	in	inflation	(we	don’t,	not	at	the	
core	level),	but	because	of	concerns	about	a	
tighter policy from the Fed and large govern-
ment	budget	deficits.	So	we	are	cautious	here,	
and continue to maintain a modestly shorter 
average maturity across all bond portfolios.

For corporate bonds we still see some  
opportunity. We continue to favor high-yield 
bonds. But we are also observing that many 
investors are now jumping on the corporate 
bond bandwagon, sometimes with abandon. 
Some	new	bond	issues	have	been	designed	
with	somewhat	weaker	covenants	(not	so	
good	for	us	as	investors).	Hence	a	note	of	 
caution is emerging in our assessment of  
relative value.

As a fundamental investor, my ability to 
understand improves as my time horizon ex-
tends.  With a one-year time horizon…about 
60 percent [of total return] is generated by 
changes in valuation, which are, in essence, 
random changes in prices that few, if any, 
investors can predict.  When I extend my time 
horizon to five years, however, the factors I 
can understand have a greater impact on total 
return…[since] those relatively unpredictable 
changes in valuations account for only 20 per-
cent of total return. Thus, as investors extend 
their time horizon, their ability to understand 
improves. In fact, the long term is the only 
thing that investors can hope to understand.

—	James	Montier,	Global	Strategist,	
Societe	Generale,	London,	

CFA	Institute’s	European	Conference:	
Global	Strategies	for	Success
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The Interviewees

Glad 2009 is behind us. What is Hamilton Capital’s 
current thinking on growth?

It’s amazing the difference half 
a year can make. A couple of short 
quarters ago most investors were 
persuaded we were on a sure path to 
economic depression. Many conser-
vative investors were convinced they 
would	never	again	buy	stocks.	Our	
view of last spring – that the massive 
injection of spending and liquidity 
by the government would lead to  
recovery late in 2009 – was met at 
best with incredulity.

Nine months later, it’s apparent 
the	heart	attack	is	over,	the	trauma	unit	saved	another	
patient	and	the	victim’s	color	has	even	returned.	Of	
course, close monitoring is required for some time in 

case	of	a	setback,	but	the	U.S.	economy	is	beginning	
to display reasonable growth. Albeit volatile, even 

housing and autos are displaying a 
solid	comeback	from	weak	levels.

Now, of course, we need jobs. 
The news there is positive, too. 
New jobless claims and surveys of 
planned job cuts both have fallen 
sharply – historically excellent  
predictors of a return to job growth.

Having said that, there is an un-
usually wide range of possible out-
comes for the economy and markets, 
and significant questions remain. 
What happens to interest rates and 

growth	when	the	Federal	Reserve	(the	Fed)	stops	
buying mortgages and agency bonds? What about 
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when it changes the language in its release to 
warn of future rising rates and when govern-
ment spending slows? Can the economy stand 
on its own two feet?

We believe turbulence is almost assured. 
Yet	we	submit	that	the Fed won’t actually  
be “tight” until rates rise well above the rate 
of core inflation. This is several rate increases 
away and we do not feel it will happen  
until 2011.

Meanwhile, pent up demand grows	(e.g.,	
cars scrapped exceeded cars sold by more 
than	2	million	last	year);	auto	sales	bounced	
back	even	after	Cash	for	Clunkers	ended	and	
have	grown	at	a	trend	pace	of	8%	in	2009;	and	
manufacturing	is	growing	robustly.	Lastly,	it	
appears even housing will survive the “end” 
of tax credit, which has been both extended 
and expanded.  

Looking	abroad,	we	believe	growth in 
Europe, the UK and Japan will prove disap-
pointing relative to that in the U.S., although 
selected	emerging	markets	will	continue	 
to outperform.

How worried are you about a downside 
scenario?

Our	approach	is	to	look	at	data	dispassion-
ately and develop a base-case/highest-proba-
bility scenario that is consistent with the  
majority of the indicators.  Then we spend 
most of our time looking for the counter-
arguments or all the reasons that will make us 
wrong. If we can get comfortable with those, 
then we believe the probability our decisions 
will be profitable rises materially.

Thus, we are devoting our analytical horse-
power primarily to the factors that would 
drive	the	economy	back	into	a	hole.

We have previously described some of the 
structural factors that can hold growth rates 
to	below-average	levels	–	things	like	delever-
aging	by	consumers	and	banks;	the	housing	
overhang;	lower	labor	force	growth;	and	 
the stressed financial condition of state and  
local governments.

In the near term, we have trained our 
sights on a few additional targets. We want 
to	see	the	Obama	administration	announce	a	
credible plan to begin to reverse unsustain-
able deficits in the 2011 budget. We see some 
imbalances growing as China stimulus flows 
into	overpriced	apartments	and	stock	prices,	
and	U.S.	liquidity	floods	into	commodities,	
emerging	markets,	and	real	estate	in	the	
Hamptons	or	London.	Also,	Chinese	intransi-

Executive Summary

fter a roller coaster of expectations in 2009 – from depression to recovery – many investors  
remain skeptical of sustained growth. Our view is, recovery is in place, at least for a few 
quarters. Deflation seems off the table for now and we do not see an inflation problem in 
core prices for the time being.

There is a long list of worries, though. If we had to pick one area that we believe really needs fixing, 
we would highlight a credible glide path back toward fiscal balance. Although shocks are possible and 
there is an unusually wide range of possible outcomes, most of our favorite leading indicators continue  
to point to the re-establishment of sustained, if moderate, growth in 2010.
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gence	on	the	yuan-dollar	link	is	raising	the	 
risk	of	a	bubble	forming.	We	also	want	to	
see that the Fed is not unduly handicapped 
by politics from tightening policy when eco-
nomic	realities	so	dictate.	And	all	those	pesky	
commercial real estate loans that our small 
and	mid-sized	banks	feasted	on	should	now	
lead to additional losses as well.

But, at the end of the day, we believe most 
are	workable	issues.	Of	course	we	would	not	
rule	out	a	shock	event	that	did	not	even	make	
our	list	(e.g.,	a	sovereign	debt	crisis,	oil	prices	
or	the	Middle	East).

With low interest rates and the govern-
ment fiscal deficit, aren’t we assured of 
high inflation?

Well, we expect “headline” inflation to 
rise, but that is primarily because the prices 
of	the	volatile	components	(primarily	energy)	
were falling sharply about one year ago, and 
should now see a correction. However, core 
prices (ex-food and energy) are near 1.3% 
and likely to stay there for now. 

The	U.S.	has	a	huge	amount	of	industrial	
capacity sitting idle – not a recipe for pricing 
power	(another	way	to	think	of	inflation)	–	and	 
the Chinese stimulus has further aggravated 
that excess. We also have “excess capacity” 
in	labor	(i.e.,	high	unemployment).	Wage	in-
creases – a typical trigger for rising inflation 
expectations – just do not happen with near 
10% unemployment rates globally.

Of	course,	global	liquidity	and	large	fiscal	 
deficits are legitimate concerns for future 
inflationary pressures. However, demand for 
credit is still low. Thus, we conclude that 
inflation	risk	is	most	likely	to	express	itself	
in two ways – inflation in certain asset prices 
(like	commodities)	and	fear	of	future	inflation	
that may drive Treasury bond yields higher, 
whether consumer prices rise or not.

Close monitoring is 

required for some time 

in case of a setback, 

but the U.S. economy 

is beginning to display 

reasonable growth.
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