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2010 2nd Quarter Capital Markets Outlook    
 
Towards the end of each quarter we meet several times to discuss any 
changes in our outlook for the next year. We both will have reviewed several 
Capital Market Outlook publications from a number of respected investment 
houses including Raymond James. This along with our research of the global 
markets from both an economic and geo-political perspective helps us 
establish our expectations for the coming year.  
  
Our objective is to establish a framework for how we believe the markets 
may behave and identify what we see as the major risks to investments 
across all market segments. We do not pretend to be able to predict what will 
happen in the future, rather we want to establish confidence that the 
portfolios we recommend are balanced to benefit from positive market 
environments and help to reduce risk exposure through diverse asset 
allocation and manager selection during negative market periods.  
 
Interest Rates, Inflation, Liquidity & the Federal Reserve: 

 

 
 

The following is our 2nd Quarter 2010 Capital Markets Outlook: 
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The last four quarters we have begun to see some improvement to the 
deflationary pressures in the economy, however as the chart above (page 1) 
shows the core Consumer Price Index (all items less food and energy) is still 
declining. Many have begun to anticipate when the Federal Reserve (FED) 
will begin to raise the Fed Funds Rate (FFR) to fend off any inflationary 
effects the government stimulus has had on the economy. As we see some 
confirmation that the economy is growing the FED has already cautiously 
begun to take steps to reduce the quantitative easing used this past 18 
months and on February 19th 2010 the FED raised the Discount Rate ¼% to 
the current ¾%. With the current FFR set at 0 – ¼% many see the Discount 
rate increase as an indication of future rate hikes.  
 
We are not convinced that meaningful rate increases will occur any time 
soon. If we take a close look behind the numbers we can see that key 
deflationary forces are still at work. Labor costs are still declining 
dramatically: 
 

 
 

We continue to see labor productivity rise while the overall labor forces 
contracts (See below). With labor a major component of business expense 
this argues for increasing profit margins, however lower wages and fewer 
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workers in the total labor force dampens the ability to generate top line sales 
growth for most businesses.   
 

 
 

The U.S. Federal Government debt combined with all Municipal debt 
currently totals $15.1 Trillion. Together our total public debt now exceeds 
our annual Gross Domestic Product (GDP). This expansion of government 
debt during the recession has helped buffer the recessionary damage to the 
economy, however as the producing side of the economy begins to recover 
how we pull back on governmental expenses and reduce debt can greatly 
impact the length and strength of any economic expansion. 
 
The resumption of growth in total GDP has produced two positive quarters 
in a row. While much of the growth can be attributed to government 
spending we have seen inventory rebuilding in companies as stocks were 
allowed to decline to minimum levels. There is also some indication of an 
increase in final demand seen in the pick up of consumer spending in the 
past few quarters. Whether this is sustainable is still an open question but 
these are the beginnings of economic recovery. 
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The 4th Quarter 2009 GDP revised estimate of up 5.6% continues to indicate 
that the worst part of the recession is over and may mark the official end to 
the recession. However, the National Bureau of Economic Research’s 
(NBER) Business Cycle Dating Committee recently concluded it would be 
“premature” to call an end to the current recession.   
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Many economists think the recession has ended but growth is still a ways 
away. We are on the fence and still see risk for a potential dip in the next 
few quarters. The consumer is still the major driver of the U.S. economy and 
until we see large numbers of people back to work it will be difficult to say 
the economy is healthy. The recent decline in unemployment from 10% to 
9.7% is encouraging, however the governmental hiring for the census is 
temporary, and we are still looking for sustainable new job creation. The 
loss of 8.4 million jobs during this recession will take time to restore. 
 

 
 

Recent FED meetings have resulted in a continuation of a near zero interest 
rate policy but we did see a ¼% increase to the Discount Rate. Reviewing 
the minutes of recent FED board meetings, we see continued discussion of 
when to begin raising the FFR if a more permanent economic recovery takes 
hold. For now we continue to see that the FED leaning toward ensuring a 
recovery before voting to move interest rates higher, although that time is 
now in the foreseeable future. 
 
 The Economy: 
 
The final revised 4th Quarter 2009 GDP was reduced to 5.6% from the 
original 5.9% estimate. Even taking into account all the government 
spending we saw meaningful economic growth. A key to sustainability will 
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be once government stimulus and inventory restocking is over, can an 
increase in consumer demand continue the recovery?  
 

 
 

Once we get past the massive losses/write-offs effecting corporate earnings 
during the recent recession, we start to see some dramatic reversals in 
corporate earnings. The rapid moves to contain cost by cutting labor, 
reducing inventory, eliminating non-essential spending and perhaps most 
important, negotiate price discounts with vendors and suppliers has had a 
powerful impact to earnings. Once the initial losses are taken against 
earnings often profit margins will expand, even with a decline in sales many 
companies were able to show substantial improvements to earnings. 
Consider that many companies have or are in the process of reducing their 
commercial office lease rates. In many cases we have seen 40-50% 
reductions in total lease costs. This not only demonstrates how devastated 
the commercial real estate market is in many areas but also shows how 
massive cost reductions are adding to the corporate bottom line.  
 
The net result has been better earnings for many companies even though the 
total GDP is still well below the 2007-2008 peaks. 
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These one time bumps from cost reductions and very low comparables will 
flatten out going forward without organic growth. The surprise has been how 
resourceful business has been on the cost side of the ledger. As pointed out 
lowering labor cost while simultaneously reducing fix costs has fueled much 
the earnings recovery. Equally as impressive has been the ability to continue 
to increase productivity even with the smaller labor force. 
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One of the best measures of sustainable growth is new job creation. Our 
current national rate of unemployment of 9.7% suggests the economy may 
not be able to generate sustainable growth without government assistance. 
The rate of increase in the overall unemployment in the US looks like it may 
have peaked but without new job creation starting to rapidly expand, 
earnings growth will likely slow to more normal levels. Our position 
continues to be cautiously optimistic in light of current market valuations. 
The ability to build on the current momentum may still be hampered by the 
slow de-leveraging of personal balance sheets.  
 

 
 

This same dynamic can also be seen at work on the household level. People 
have moved to cut their personal expenses at home and when taken can be 
very effective. Phone, cable, internet services, cell phone, food and 
entertainment are being not just cut back on but are often renegotiated to 
lower monthly costs. The cable company will lower most customers’ rate by 
20% if you are canceling the service. This rollback in service fees is wide 
spread in homes today. This includes rental cost for homes and apartments 
as the following graph illustrates: 
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If you also consider the nearly 4 million home loans that could qualify for 
the Presidents Loan Modification program we could see a lot of personal 
income swing back towards the consumer. While only 260,000 loans have 
been modified, those payments are now reduced. Also an increasing number 
of homeowners have simply stopped paying on loans that have adjusted to 
payments they can’t afford. In the short run the income that was going to 
make those payments are still in the consumers hands and that adds to funds 
available to spend for those consumers. Banks are just now becoming more 
aggressive in foreclosures since their balance sheets have improved, 
however many of those home loans are now greater than the value of the 
property. How we navigate through this is still unknown but we feel any 
premature increase to interest rates could send the economy in the wrong 
direction. It is much easier to navigate inflation than deflation….and we are 
still in uncharted deflationary waters from our view. 
 
In short, the seemingly irreconcilable surge to corporate earnings while: 
unemployment is near 10%, home values are dramatically lower, borrowing 
is increasingly more difficult and the consumer seems under great pressure 
can be explained. The “deflationary” reduction to basic fixed and variable 
cost to both companies and consumers along with the new “free cash flow” 
for households that “have walked” on homes they can no longer afford or 
simply stopped paying the mortgage has partly helped fuel spending.  
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This is why we feel for now inflation is not the top concern in the economy. 
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Equity Valuations: 
 
Equity valuations are always a moving target, adjusting to the recent past 
and current near term expectations. The S&P 500 Index (an unmanaged index of 500 

widely held stocks that’s generally considered representative of the U.S. stock market.) has seen a dramatic 
recovery from the lows of 676.53 in March of 2009. The final closing on 
March 31 2010 was 1169.43 which is a 72.85% increase from the March 
lows in 2009. What is a reasonable valuation for the S&P 500 Index? 
 

 
 

At the beginning of this year 2010 estimates of the S&P 500 Operating EPS 
were $74.98 (http://www2.standardandpoors.com/spf/xls/index/SP500EPSEST.XLS) this was a 
38.31% increase in the then current 2009 estimates of $56.21. The actual 
EPS for the S&P 500 I 2009 turned out to be $59.65. So the year end values 
meant the S&P 500 was trading at a 19.6 PE. Looking forward to 2010 S&P 
Equity Research current estimate of $80.00 for the S&P 500 would put the 
forward PE at approx 15. Another analyst, Howard Silverblatt, of Standard 
& Poor's, has pegged 2011 consensus earnings estimates for the S&P 500 at 
$93.55. That would be record all time earnings! So what is “fair value”?  
 
Once again, estimates looking forward are not an exact science; they are 
more an art form. We have to find reasonable measures to help us establish 
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what may be the range these estimates may fall into. If we use the 50 year 
historical average PE for the S&P 500 of 17x (S&P 50 year historical, 1955 – 2005, 

median P/E of 17. Source: Mark Panzner, Rabo Securities) the fair value for 2010 could be 
1360 based on 2010 estimates or 1590.35 using the 2011 estimates. With the 
S&P value of 1205.93 on 04/21/2010 it could be argued the market is 
currently undervalued based on 2010 estimates and undervalued using the 
2011 estimates. However, the real issue is our level of confidence in the 
future 2010 estimate. A high level of confidence would encourage equity 
investing, while a low confidence would make equities less enticing. These 
estimates are influenced by actual data, expectations, and in our view the 
unusual conditions that exist in today’s economy. The current weakened 
state of the economy lowers our confidence in the current earnings estimates 
beyond 2010. Also the deflationary pressures could argue for a lower 
multiple being applied. If we use a PE of 15 then 2010 fair value would be 
1200….which happens to be approximately where we are today. This puts 
the S&P 500 up 8.14% already in 2010. We are still waiting for the huge 
earnings recovery to translate into companies hiring new employees in larger 
numbers. New job creation could give this recovery “legs”.   
 
Bond Markets: 
 
The Federal Reserve moved our key Fed Funds Rate to 0%-.25% levels on 
December 16th 2008 and that is where it remains today. On February 19th 
2010 the FED raised the Discount Rate ¼% to the current ¾%. This action is 
the first small step towards rate increases. In addition some of the 
quantitative easing programs that the Federal Reserve has undertaken these 
past 18 months are being allowed to expire or reduced in nature. However as 
we have pointed out and recent comments from several Federal Reserve 
Board members have stated we are currently not under any inflationary 
pressures and in fact are feeling some real deflationary risks. This is not the 
environment for substantive rate increases that the Federal Reserve normally 
employs during expanding economic conditions.  
 
Investors affected by the increased volatility in the markets, weakened 
economy and high unemployment rates have been investing heavily in fixed 
income and short maturity high grade bonds and CD’s. There is also a very 
large amount of funds in cash and cash alternatives. Some of those funds 
have been shifting into bonds for the higher yields but we have not seen 
large flows into equities yet. We see investors still being cautious and 
concentrating on building reserves and reducing debt, concentrating on more 
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conservative investments. Our position is that the tremendous opportunities 
in the intermediate term corporate, municipal bond and high yield market 
created over a year ago have returned to more normal opportunities. 
 

 

 

 
We would continue to favor the investment grade or better rated bonds with 
shorter maturities. In the high yield corporate market we have seen the 
spread over U.S. Treasuries return to near normal historical relationships, 
however some opportunity still exist in the intermediate maturities. 
  
In the municipal bond market we can still find yields of highly rated bonds 
that exceed taxable bonds of similar maturities on an after tax basis. The tax 
free yields in states like California still offer above market yields but also 
have higher credit risk. We favor looking at all national offerings to improve 
diversification and help manage overall credit risk. We also see value in the 
“Build America” taxable municipal offerings nationwide. The differential 
between yields in the bond market has largely returned to a more normal 
relationship. Going forward we see bond returns being dominated by the 
yield and much less room for appreciation. The high yield sector still offers 
opportunity for total return, however, the greater risk and recent rise in bond 
values makes this area less attractive. With interest rates at historical lows 
we would not overweight long end maturities, sticking with the short to 
intermediate term bonds for now. 
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We still see potential defaults on consumer debt; real estate and commercial 
loans at elevated levels which could hamper the economic recovery. 
 

 
 

As the graph above indicates delinquency rates are still above historical 
norms. The troubles in residential mortgages are well documented; however 
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we also have the commercial mortgage market under strain. As the graph 
below shows the default rate is not expected to peak until 2011. This is 
another potential drag to the economic recovery and argues for continued 
deflationary pressures in the real estate market. How the banks navigate 
through the next year will provide additional insight to the strength of any 
recovery in the economy.  
 

 
 
 

Currency Markets: 
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One quarter has not altered our view on currencies as stated 01/01/2010: 
 
 “The dollar is still in a long term decline, however recently we have seen 
some modest rallies. Our current U.S. policy seems to be allowing the dollar 
to fall and in effect “export our recession”. The massive issuance of U.S 
Treasuries to fund our deficit, stimulus program and the TARP program has 
also contributed to the dollars decline. Recently we have seen some 
movement by China to allow the Yuan to rise against the U.S. dollar. This 
may signal a return to the policy in effect prior to the global recession. We 
view this as a positive, necessary to stabilize the U.S. dollar vs. the other 
world currencies. Finally, we are still cautious of a strong unexpected dollar 
rally if the global dollar “carry trade” begins to unwind. If foreign emerging 
markets, gold and other commodities were to pull back for whatever reason 
and U.S. interest rates rose we could see a rapid rise in the U.S. dollar as the 
“carry trade” is covered. Most feel this is a low risk possibility, however 
most analysts did not see the global debt crisis until after it was well under 
way. We continue to believe the U.S. Dollar will be a world reserve 
currency; however we feel it may share this duty with one or two 
alternatives going forward.”     
 
Energy & Real Estate: 
 

 
 

           
It appears global demand for oil has (4th quarter 2009) returned to a positive 
trend as the world economies recover from the global recession. Brent Crude 
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is up to $85 as of 04-21-2010. This is at the upper end of the range we felt 
oil would trade in 2010. For now we see oil continuing to range between $60 
to $80’s per barrel. In our view greater strength in price could work to slow 
or choke off the emerging global recovery.   
 
The residential real estate market continues to struggle. We have seen some 
stabilization at current values and that is the first step towards a price 
recovery, however conditions are still fragile and subject to renewed decline. 
As the charts below illustrate: 
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The commercial real estate market mentioned earlier is also still working its 
way through a difficult refinancing/leasing period, challenged by the 
dramatic decline in property values. The lower values and lease rates make 
financing and refinancing commercial loans every bit as challenging as 
home loans. In the residential market we have the Loan Modification 
program to help out but not in the commercial market. We feel this next 18 
months will prove critical to both the real-estate market and the banking 
industry. If we can get through this period without any huge surprise of 
collapse the economic recovery could be long lasting. We see Real Estate 
stabilizing overall by year end but a new bull market is not at hand. The 
underpinnings for any rapid increase in property value still appear to be a 
ways off.  
 
 
 

“In the end, how your investments behave is much less important than 
how you behave.” 
                                                                                                                                            Benjamin Graham 
                                                                                                                                    The Intelligent Investor 
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