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2010 3rd 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 3rd Quarter 2010 Capital Markets Outlook: 
 
Back in 2008-2009 we experienced deflation for the first time in many years, 
however with the economic stimulus and bank rescue in place a “recovery” 
began helping the economy to grow and with that came some inflationary 
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pressure. We are now seeing a cooling in economic activity as the stimulus 
runs out and the economy must pick up the slack. The question of whether 
this is a “double-dip” of our recent recession, or we have never fully 
emerged from the recession, or is this just a pause in the economy’s ongoing 
emergence from the recession may be decided this year. As the above chart 
shows the recent monthly trend for inflation has turned downward. We are 
now reconsidering the premise that our biggest near term risk may again be 
deflation.  
 
In an economy that has private sector debt contracting as the public focuses 
on de-leveraging household balance sheets and bank lending underwriting 
standards becoming more stringent, we could expect a reduction of overall 
economic growth rates. This righting of personal balance sheets will take 
time. We believe most are underestimating how long it will take the average 
household to improve their personal balance sheet. The longer term effects 
to a new frugalness may be wide reaching. If successful a well capitalized 
public will be in a position to support long term growth organically rather 
than thru borrowing. The tough part is getting to that point with without hard 
economic times.   
 
The Federal Reserve (FED) began cautiously  to take steps to reduce the 
quantitative easing used this past 21 months and on February 19th 2010 the 
FED raised the Discount Rate ¼% to the current ¾% leaving the current Fed 
Funds Rate (FFR) at 0 – ¼%. The recent minutes to the Federal Reserves 
Open Market Meetings (FMOC) indicates a very cautious concern that the 
economic rebound is slower near term and they are reluctance to make any 
near term rate increases. This indicates a continuation of low rates for now.  
 
We are still 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. May new home sales fell 32.7% to a 
new all time low rate of 300k home sales per year. We also saw existing 
home sales drop by 2.2% in May. With mortgage interest rates at all time 
lows and home prices much lower than just two years ago we might expect 
these numbers to be headed the other way. In fact the decline is another 
indication of how tepid our current economic recovery is and also confirms 
the notion that even with low rates, lenders are not lending in a meaningful 
way. The “catch 22” is until personal balance sheets and employment 
improves only those with a job and no need for a loan can qualify for a loan! 
Consumers home buying intentions indicate housing may stay soft. 
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The unemployment picture appears stalled and near term expectations are 
for the national rate to go back above 10%.  
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However we continue to see labor productivity rising helping profit margins 
for companies. This is a big contributor to the greatly improved corporate 
earnings this past year. 
 

 
 
The near future will have to address the scheduled income tax increases that 
take effect January 1 2011; the increase in the capital gains tax, the new 
health care bill starting this year and the end of current stimulus spending 
bills. A closer look at the expiration of the 2001 and 2003 Tax Relief Acts 
take effect in six months reveal the following: 
 

·  Personal income tax rates will rise across the board:  
 

     - The 10% bracket rises to an expanded 15% 
- The 25% bracket rises to 28% 
- The 28% bracket rises to 31% 
- The 33% bracket rises to 36% 
- The 35% bracket rises to 39.6% 
 

·  Higher taxes on marriage and family: 
 

The “marriage penalty” will return from the first dollar of income.  
The child tax credit will be cut in half from $1000 to $500 per child.  
The standard deduction will no longer be doubled for married couples 
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relative to the single level.  The dependent care and dependent care 
and adoption tax credits will be cut. 
 

·  The Estate tax returns to 2001 levels: 
 
There is no estate tax in 2010.  For those dying on or after January 1 
2011, there is a 55 percent top tax rate on estates over $1 million.    

 
·  Higher savings and investment taxes: 

 
The capital gains tax will rise from 15% this year to 20% in 2011.  
The tax on dividends will rise from 15% this year to your personal tax 
rate which could be up to 39.6% in 2011.  These rates will rise 
another 3.8% in 2013. 
  

With all the efforts to stabilize the economy, repair the banking system and 
provide much needed social support for households we can see how a 
cooling of the current recovery could occur. Our belief is if we are able to 
continue to improve the personal balance sheet any resulting economic 
resurgence will be both consistent and long lasting. However the time line 
will be longer than most recoveries, hampered by the massive increase in 
public deficits. A healthy consumer emerging from their debt burden can 
fuel long term growth and by extension the tax revenue needed to reverse 
our national debt burden. 
 
 The Economy: 
 
The “Third” revised 1st Quarter 2010 GDP was reduced to 2.7% from the 
“Second” revised 3% estimate. Taking into account all the government 
spending we continued to see economic growth; however that trend has 
turned downward. A key to sustainability will be once government stimulus 
and inventory restocking are over; can an increase in consumer demand 
continue the recovery? More importantly can the consumer pay down debt, 
increase savings and spend more at the same time? It would difficult to 
imagine all three things occurring together and near impossible when 
unemployment is at such high levels. This is why we feel the time to achieve 
a healthy personal and public debt level is currently being underestimated. 
The race to stabilize the banking system has neglected to account for 
households under duress. In our opinion the best way to help the public is 
through new job creation. It is time for the banks to lend the publics money.   
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If we look at some key segments of our economy we find that there has been 
improvement across the board since the recovery began. Interestingly, this 
recovery compared to prior post recessionary periods, we are seeing 
economic levels that are still anemic at best.  
 

 



RAYMOND JAMES FINANCIAL SERVICES, INC. Member FINRA/SIPC 
 

Stanton & Castleton, Inc. / an independent firm 
1151 Dove St., Suite #115, Newport Beach, CA 92660 / 949.975.0955 / 877.975.0955 / www.stantoncastleton.com 

Securities offered through Raymond James Financial Services, Inc. Member FINRA/SIPC 

We interpret this to mean that our recovery is still fragile and we could 
easily slip back into a down quarter. Were that to occur it would be very 
different from 2008 because we would not be dealing with a systemic risk to 
the global banking system. Our view would be that this could represent an 
opportunity to rebalance more toward growth assets.  
 
Perhaps the greatest risk to our longer term recovery and sustainable 
economic growth is the level of total public debt. Increasing entitlement 
programs and growing unfunded public pension deficits are just two 
examples that could slow any economic recovery. 
 

 

 

 
In periods of full employment and an expanding economy we offset our 
government expenses with the higher tax revenues that a larger economy can 
generate. During a recession or very low growth period with high 
unemployment these deficits are difficult to “grow” out of. The flip side is 
that once we see more manageable personal debt levels, and consumers have 
rebuilt their savings reserves we could have the underpinnings for a long and 
sustainable recovery. If we see this over the coming quarters we also should 
begin to see new job creation. In our view this is likely to happen but it may 
take longer than past recoveries. This could allow us to take advantage of the 
potential opportunities any market decline may present by rebalancing more 
toward growth in the coming months. 
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A final thought on where the average American worker views this recovery; 
it is hard to get very excited about spending when income is declining. This 
perhaps more than any other measure gives us some insight to consumer 
confidence and how they may behave in the near term. 
 

 
 

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.) current earnings and 
future earnings expectations influence market valuation. What is a 
reasonable valuation for the S&P 500 Index? 
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The current consensus opinion for 2010 estimates of the S&P 500 Operating 
EPS is $84. We have seen 2011 estimates expand to $94 as confidence in 
corporate earnings improves. As always we ask what would be a reasonable 
expectation. A look at past price to earnings ratios may provide us a 
reasonable range of values for the S&P 500 in the next year. 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 
what may be the range these estimates may fall into. If we use the historical 
median for all years a PE of 15.7 seems reasonable (We are fully aware the 
long term trend line for the S&P 500 P/E has been declining the last 10 
years). Applying this multiple; 15.7 x $94 = an S&P value of 1428. With the 
S&P finishing the Quarter at 1070.31 it could be argued that the Market may 
be undervalued. If the market seems undervalued why? We would conclude 
that the confidence in current estimations is not high. If we reduce 
expectations for 2011 down to $75 EPS for the S&P 500 and apply; 15.7 x  
$75 = an S&P value of 1177. This level is below the current S&P 500 which 
gives pause to the current confidence of earnings expectations.  
 
While we may agree the economy has cooled from its recent recovery, it 
appears the current valuation could be over shooting the down side. The 
emotion of market movements and “timing” is difficult to say the least. We 
continue to emphasize portfolio design and try to recognize periods of 
general over or under valuation by historical standards which suggest to us 
we may have an opportunity in the coming months to add to equity 
positions.   
 
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 
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environment for substantive rate increases that the Federal Reserve 
normally employs during expanding economic conditions.”  
 
This was our statement last quarter and if anything we see the FED as even 
more reluctant to increase rates anytime soon. The recent statement of 
concern for the economy to roll back (in our view) makes it very unlikely for 
and rate hikes in 2010. 
 
Our view is suitable short-to-intermediate maturity bonds still represent an 
area to consider for investing. If we are correct that deflation will be a risk 
for the next few quarters then extending maturities could potentially 
generate above average total returns. It is difficult to invest in 30 year 
government bonds at 3.94% since our personal experience has always seen 
higher rates, however in a deflationary world 3.94% is a good real rate of 
return. For now we will favor high grade bonds with short to intermediate 
maturities but will keep an eye on the longer term performance. 
 

 
 
Looking at the historical Treasury Yields we are tempted to say bonds look 
overvalued at current levels. However, our concern that deflation may be the 
underling risk, has us taking the middle road and sticking to the short to 
intermediate term bond maturities.  
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Recent investment flows seem to show that investors are currently investing 
in bonds at these levels. 
 
Currency Markets: 
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The events of the last quarter in Europe have caused us to reexamine our 
long term position on the US Dollar. In looking at the growing concern that 
the European Union can continue to expand the euro as a world currency 
while its members are moving apart economically and politically, we see 
renewed global value in the US Dollar. This combined with China’s recent 
decision to allow the Yuan to appreciate against the US Dollar could make 
the US Dollar even more important as the world’s defacto world reserve 
currency.  
 
Looking over longer periods of time we see the US Dollar has a wider range 
of value versus the world currencies than may be realize. The Dollar has 
experienced several long periods of appreciation and depreciation. The 
current levels have represented the lower range for the dollar in the past 
forty years. We look at this period because it represents the time since the 
US left the Bretton Woods International Monetary System and the dollar 
became a fiat currency (state-issued money which is neither legally convertible to any 
other thing, nor fixed in value in terms of any objective standard.). In short we see the 
dollar as stable to improving in the coming quarters. US Dollar Index: 
 

 
       This index started in 1973 with a base of 100. 
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Energy & Real Estate: 
 

            
Total global demand for oil in the Organization for Economic Co-Operation 
and Development, OECD, has continued to improve however we have yet to 
see pre recession levels. Brent Crude has recently come down from April 
highs of $90 to $72.14 as of 07-01-2010. This is more in 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.   
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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. With a persistently high unemployment rate and stricter 
underwriting for home loan qualification this market could remain flat to 
down for an extended period. The above graph indicates we may still be 
above long term trend values for homes. 
 

As mentioned last quarter: 
 

“The commercial real estate market is 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. 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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