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3rd Quarter 2009 Capital Markets Outlook    
 
Towards the end of each quarter we meet several times to discuss any 
changes in our outlook for the current 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 quarter / year.  
  
Our objective is to establish an outline 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 positioned to benefit from positive market environments and 
are helping to reduce risk exposure through diverse asset allocation and 
manager selection during negative market periods.  
 
The following is our 3rd Quarter 2009 Capital Markets Outlook: 
 

Interest Rates, Inflation, Liquidity & the Federal Reserve: 
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Another quarter has passed with the Federal Reserve Bank (FED) holding 
rates at near zero. During the 2nd Quarter of 2009 we fell to new market lows 
for this recession (S&P 500 closed @ 660 on 03-09-2009) and saw unemployment 
approach 10% nationally. In some states, like California, unemployment has 
risen above 11%. How many among us would have predicted the ensuing 
+36% up swing in the S&P 500 to close Q2 of 2009 (03-09-2009 thru 06-30-2009)?  
 
During this period we also saw oil prices rise back above $70 a barrel (an 
increase of almost 100% from the lows of Q1 2009), General Motors filed 
bankruptcy and the Iranian people marched against their government over 
disputed elections. How could this all happen and produce such a rally in the 
markets? First we have to recognize how successful the Federal Reserve and 
the world’s central banks were in preventing a complete collapse of the 
international banking system. Once the risk was reduced from depression 
level expectations, asset valuations began to improve seeking a level that 
would be reflective of a severe but manageable recession. So far we have 
avoided the worst possible outcomes; however we are a ways away from 
“normal” risk levels.  
 
In light of our current stable but weakened economy we do not think the 
FED is inclined to raise rates anytime soon. In fact we still are on the edge of 
a dangerous deflationary environment. Over the coming months we will 
have to address the lower velocity of money. (“Velocity of money is defined simply as 
the rate at which money changes hands. If velocity is high, money is changing hands quickly, and a 
relatively small money supply can fund a relatively large amount of purchases. On the other hand, if velocity 
is low, then money is changing hands slowly, and it takes a much larger money supply to fund the same 

number of purchases. http://www.sparknotes.com/economics/macro/money/section2.rhtml) In normal 
markets such a rapid increase in money supply, like we have experienced 
through the FED lowering of interest rates, massive stimulus spending and 
special TARP loans, would add to inflationary pressure. Today the double 
impact of greatly reduced spending along with a rise in the savings rate has 
lowered the velocity of money. This has dramatically offset the inflationary 
effects of our increased money supply. When we emerge from this recession 
the repayment of TARP funds and other special government loans (already 
begun) will remove much of this new money and should offset some of the 
inflationary pressure we may see from an eventual increase in velocity. The 
prospects of rapid inflation driven by an unexpected strong economy are 
currently out weighed by the real risk of deflation. The first order of 
business is to ensure a recovery. The Federal Reserve can quickly “remove 
the punch bowl from the party” through rate increases along with a reduction 
of Government stimulus programs now in place.  
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The Economy: 
 

�

�
�

The US economy has contracted for the last three quarters and is expected to 
continue thru at least Q3 2009, something unseen since the 1929 Depression. 
The national unemployment rate is 9.5% and rising with many regions more 
severely impacted. Some estimates of true unemployment (factoring in those 
falling off unemployment benefits, those who stopped looking for work and 
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new graduates) could be as high as 18% nationally. With overall demand 
falling and unemployment rising where is the positive?  
 
Recently we have seen a reduction in the rate of increase, which is the first 
sign of things not getting worse. Imagine riding a bike down a mountain, as 
you reach the lower end your speed begins decline and we regain some 
control along with maneuverability. If your batteries are recharged you can 
start pumping and move forward on your own, perhaps even begin a climb 
back uphill. The trick is not to turn down the next mountain road!  
 
Many companies have reduced labor cost to a minimum and worked through 
existing inventories conserving capital. Now we are near a point of 
inventory rebuilding lifting the economy, which if followed by a small 
increase in demand could be the beginnings of positive GDP growth by Q4 
2009 or Q1 2010. Let’s not lose our perspective of this recession to past 
experiences. The chart below reminds us that, while not desirable, bad 
economies do happen. This is how economies recover; however guessing the 
exact time is just that…a guess.  
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Equity Valuations: 
 

 
 
The current 2009 estimate of the S&P 500 Operating EPS is $55.61 
(http://www2.standardandpoors.com/spf/xls/index/SP500EPSEST.XLS). If we use the 50 year 
historical average PE for the S&P 500 (S&P 50 year historical, 1955 – 2005, median P/E of 

17. Source: Mark Panzner, Rabo Securities) the S&P fair value would be 945.37. With 
the S&P value of 919.32 on 06/30/2009 it could be argued the market is 
currently slightly undervalued. However, as we have pointed out before 
these estimates are always a moving target influenced by actual data and 
expectations for the near future. Our impression is that in the last quarter we 
have seen an overall lifting of earnings projection looking forward into 2009 
and 2010. The recent market performance could be accounted for by this 
increased expectation. If the actual earnings begin to reflect this position we 
could see a sustainable market recovery. The chart above illustrates how 
various EPS levels may be valued. Our position is this should become 
apparent sometime after the Q3 2009.   
 
Bond Markets: 
 
Since September of 2007 the Federal Reserve has lowered the Federal Funds 
Rate from 5.25% to our current level of .25%. With the current financial 
rescue plan and the current 9.5% national unemployment rate we feel the 
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FED has little room to cut rates further and would not risk increasing rates 
until we have clear evidence the recession is behind us. We see Europe 
continuing to hold their rates down with the Bank of England’s key rate at 
.5% and the European Central Bank (ECB) Eurozone rate now down to 1%. 
We see value in the short to intermediate range corporate bonds, municipal 
bonds and US Treasury Inflation Protected Securities (TIP’S).  
 

Currency Markets: 
 

The dollar rally has stalled recently as things around the world begin to 
stabilize. With the overall world interest rate market continuing to fall we 
are beginning to see things quiet down. The long debated question of the US 
dollar losing its status as a world reserve currency is an open issue. We feel 
that it will continue this position; however it will be shared with the Euro 
and perhaps one other currency in the future. Adding to this thought we see 
any world “events” such as the Iranian election unrest, the current tension 
between Israel and Iran or the recent domestic violence in China as 
reminders that the world stage my have a few surprise acts coming and the 
US dollar usually finds buyers in these times.  
 

Oil:  
 

The recent jump to over $70 is not sustainable in our view. While it is true 
oil is a finite resource, for now we continue to see dramatic demand declines 
and record levels of “oil above ground” in storage. This dislocation is what 
led to the unexpected collapse of oil to $10.35 a barrel in December of 1998. 
We continue to see a more range bound price of $40 - $60 dollars per barrel  
for the rest of 2009. Until a recovery is well under way the current supply of 
oil above ground is at a surplus. If we stay committed to developing new 
hybrid cars and alternative energy sources we may see these prices continue 
for a while even when demand increases. 
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“In the end, how your investments behave is much less important than 
how you behave.” 
                                                                                                                                            Benjamin Graham 
                                                                                                                                    The Intelligent Investor 
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Manage……..Monitor……..Maintain 

For a more in depth discussion on our services and approach to asset 
management…or if you would like to read past issues of our newsletter just 
click this link:  

www.stantoncastleton.com 

 


