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Growth Slowing? Yes … Double Dip? No
The current U. S. economic environ-
ment reminds us of a youngster on a 
bicycle with the training wheels recently 
removed – some bumps along the way 
are inevitable until uncertainty dissipates 
and confidence is gained.  We are in the 
“bumps” portion of the riding experience 
currently.  In the case of the economy, 
the “training wheels” are, for example, 
the Federal Reserve’s decision to cease 
its significant quantitative easing opera-
tions and the Administration’s decision 
to allow the expiration of the homebuyer 
tax credit.  A big reduction in home sales 
in May evidenced the effect of the tax 
credit’s expiration. The economy should 
continue to grow, albeit more slowly as it 
builds confidence and adjusts to having 
no “training wheels.”

While growth has indeed slowed and 
employment and housing are significant 
concerns, the U.S. remains in a self-sus-
taining economic recovery.  We continue 
to hear concerns of a “double dip,” which 
is defined as gross domestic product 
(GDP) growth sliding back to negative 

after a quarter or two of positive growth. 
A double-dip recession refers to a reces-
sion followed by a short-lived recovery, 
followed by another recession. We fore-
see no double-dip for the U. S. economy. 

Most economists’ predictions for GDP 
growth for the second half of 2010 are in 
the 2.5 percent to 3.0 percent range, with 
2.0 percent to 2.5 percent being an early 
prediction for 2011.  While interest rate 
reductions are no longer an option, the 
Federal Reserve is not without resources.  
We believe the Federal Reserve will do 
everything in its power to prevent GDP 
growth from sliding back into negative 
territory, including a return to quantitative 
easing.  Chairman Ben Bernanke, as a 
student of Great Depression economics, 
is well aware of the perils of a lack of 
liquidity during a slowdown in a recovery.  
If the Federal Reserve foresees a poten-
tial turn in GDP, expect a return to liquidity 
inducing measures to generate demand 
and reignite growth.  Otherwise, current 
economic conditions suggest no interest 
rate increase until 2011 at the earliest.Please contact us if you have 

any questions.
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I am delighted to further expand my relationships with the clients of Austin 
Calvert & Flavin.  I have already had the pleasure of meeting many of 
you while serving as ACF’s equity manager.  The strategic nature of this 
acquisition and the addition of new investment strategies are particularly 
timely, given the growth potential that we anticipate in the equity markets 
in the years ahead.  My colleague, Patrick Snell, CFA, Co-Portfolio Manager 
and Senior Research Analyst, will join me to give an economic and market 
prospective on August 26th at the Argyle in San Antonio.  An invitation will 
be forthcoming.  I hope you can join us and bring a friend.

Mastrapasqua Asset Management acquires 
Austin, Calvert, & Flavin
Message from Frank Mastrapasqua, Ph. D

Please make note of our 
suite address change to 
Suite 470.



Equity Market

Return of the “Fear” Factor –  
Sentiment versus Fundamentals

“The mentality is to sell first,  
ask questions later and  

be content with earning 3% on 
10-year Treasurys.”1

The above quote does an excellent 
job of summing up equity market 
activity over the second quarter.  A dis-
connect seems to exist between senti-
ment and fundamentals.  Sentiment 
or the macro view, on the whole, is 
negative.  The equity market carnage 
of 2008 and early 2009 is a recent 
memory for investors.  The Greek debt 
crises made headlines in the first quar-
ter of this year, initiating doubts about 
the market rebound.  As the second 
quarter progressed, pessimism began 
to pervade markets driven by a laun-
dry list of diverse issues: 

• �the potential of the Greek crises 
spreading to other parts of Europe, 

• �the “flash crash” of May 6th when the 
Dow dropped over 700 points in 
eight minutes, 

• �failure to contain the Gulf oil spill, 

• �China potentially slowing its boom-
ing economy and thereby affecting 
other emerging markets, 

• �the uncertain cost of new health care 
policies, and 

• �uncertainty regarding tax policy.  

As a direct result of these and other 
macroeconomic factors, many inves-
tors who piled into equity markets in 
2009, later exited the market in the 
second quarter and moved into cash 
and bonds.  Their level of fear being 
such that earning close to nothing in 
money markets, or very little in bond 
markets, was acceptable.      

Many equity investors who fled the 
market in the second quarter based 
their sell decisions on macro issues, 

1 Dow Slides 10% in a Volatile Quarter, 
The Wall Street Journal, July 1, 2010, 
section C1

which are indeed im-
portant and do affect 
individual companies. 
However investors 
seem to give little, 
if any, credence to 
the micro view, or 
to a consideration of 
the fundamentals.  
First, the majority of 
U.S. companies are 
in solid shape and 
have a great deal of 
cash on their balance 
sheets.  According to 
Standard & Poors, companies in the 
S&P 500 currently have $1.8 trillion 
in cash in excess of their cash flow 
needs.  During the recession, firms 
reduced costs by cutting headcount 
and capital expenditures.  As a result, 
more of each incremental dollar of 
revenue flows to net earnings.  This 
year’s strong first quarter evidenced 
this trend.  Second quarter earnings 
are predicted to be solid.  Second, the 
market is cheap - stocks in the S&P 
500 are trading at a price/earnings ratio 
of around 13.5 times 2010 estimates 
compared to a long-term average P/E 
of 16.  When compared to bonds, 
the S&P 500 is trading at about a 60% 
discount to the 10-year U. S. Treasury.  
Finally, mergers and stock buybacks 
are likely to accelerate at current valua-
tion levels.

Second Quarter 

The S & P 500 posted an 11.4 percent 
loss for the quarter.  The loss was driv-
en by many of the macroeconomic 
concerns described above, and not by 
deteriorating company fundamentals 
or earnings.  The “fear factor” pushed 
bearish sentiment to the forefront over 
the quarter.  In terms of sector returns 
for the quarter, as the chart above indi-
cates, other than utilities, telecom, and 
consumer staples, all sectors were 
down 11 to 16 percent.  Financials, 
the second worst performing sector, 
represents about 16 percent of the 

S&P 500.  The SEC’s April indictment 
of Goldman Sachs for “fraudulent 
misconduct,” the specter of increased 
financial regulation, and worries over 
the global financial system all contrib-
uted to the decline.  Industrials and 
technology were down based on 
potential weaker demand driven by 
a slowdown in the global economy.  
As noted earlier, China considered 
slowing its strong economy, which 
would negatively impact other emerg-
ing markets.  Negative sentiment 
driven, in part, by the Gulf of Mexico 
oil spill impacted energy stocks, as 
did the possibility of weaker demand.  
The defensive sectors – utilities and 
consumer staples – proved among 
the best performing sectors, although 
each was down 5 percent and 9 per-
cent, respectively.  As depicted by the 
chart on the next page, stocks across 
the quality spectrum, from A+ to D, 
performed poorly.  This performance 
is unlike 2009, where lower quality 
stocks posted significantly better re-
turns than higher quality stocks. 

The Dividend Thesis Remains Intact

In our previous letter, we suggested 
dividend paying stocks would prove a 
“sweet spot” for the coming year.  Our 
prediction remains intact.  Through 
mid-June, there were about 135 divi-
dend increases or initiations among 
the companies in the S & P 500 – up 
roughly 55 percent over the first six 
months of 2009, according to The 
Wall Street Journal.  Traditional growth 
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Second Quarter 2010 Sector Performance

Source: Standard and Poor's Data
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sectors such as technology and health 
care are now contributing a growing 
share to S&P 500 dividends as the 
chart below indicates.  Corporate bal-
ance sheets are flush with cash  - S&P 

500 non-financial companies 
had a record $837 billion in 
cash on hand as of March 
31, 2010, according to 
Standard & Poors.  A portion 
of this cash could be used 
to reward shareholders with 
increased dividends.  

Dividends, and other invest-
ment income, do face the 
potential of higher taxes as 
the tax cuts of 2001 and 
2003 expire at the end of 
the current year.  Recent 
reports suggest the tax on 
dividends may increase from 
15 percent this year to 25 to 
28 percent in coming years.  

However, as the economy recovery 
remains fragile, some observers pre-
dict no change.  Time will tell this fall 
as Congress addresses tax policy.

Outlook

The key to the equity market over the 
last quarter and as we move forward 
will be investor reaction to macroeco-
nomic news.  Clearly, investors are not 
focusing on company fundamentals or 
earnings.  A great deal of cash is “on 
the sidelines” earning close to nothing 
in money market and short term bond 
funds.  Investors are looking for a posi-
tive sign or signs to return to the equity 
market – whether that sign will be a 
surprisingly positive employment re-
port in a coming month, stabilization in 
housing trends, or something entirely 
different, no one can predict.  But, as 
noted above, given the fundamentals 
are solid, a perception that the marco 
picture is improving should provide a 
strong boost to equity markets.

We came across an enlightening com-
ment from John Dorfman, a frequent 
Bloomberg contributor and owner of a 
Boston-based investment firm:

“Investors seem to forget that in the 
past 70 years we have gone through 
World War II, a cold war with the Soviet 
Union, radioactive fallout from nuclear 
testing, the Vietnam War, the 2001 
terrorist attack, the AIDS crisis and nu-
merous recessions.   And yet for the 
70 years from 1940 through 2009, the 
U.S. stock market has provided a com-
pound annual return of 10.8 percent. 
We have always had problems, and 
always will -- yet enterprise, innovation 
and economic progress somehow 
continue.”2   
2  John Dorfman, Four Beaten-Down 
Stocks Likely to Reach New Highs,  
www.bloomberg.com, July 6, 2010 

International Outlook

Developing markets remain the 
primary driver of global GDP growth.  
The Chinese economy is growing at 
about 9 to 10 percent, and accounts 
for approximately 40 percent of global 
growth.  Excessive loan growth and 

inflation could force Chinese central 
bankers to implement deeper mon-
etary restraints.  A slowing Chinese 
economy produces a negative impact 
across the emerging market econo-
mies.  In addition, a slowing U. S. 

economy  translates into a slowing 
Chinese economy, yet economists 
maintain their prediction that Chinese 
growth will continue to be the highest 
worldwide.  
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Sector Contribution to Total S&P 500 Dividends

* As of June 17 Source: Standard & Poor's
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Fixed Income

The second quarter opened well for 
bond markets as corporate bonds 
extended a rally that lasted from late 
2008.  Corporate bond prices jumped 
– pushing yields to their lowest level 
relative to Treasurys since November 
2007.  Bond prices and yields move 
in opposite directions.  As the quarter 
progressed and borrowing costs in 
Europe soared driven by sovereign 

debt worries, U. S. bond issuers en-
countered increased difficulty borrow-
ing.  New-debt issuance slowed and 
bond investors sought the “safe haven” 
of U. S. Treasuries as evidenced by 
the yield on the 10-year Treasury fall-
ing from 3.84 percent at the beginning 
of the second quarter to 2.96 percent 
at quarter’s end.  The Treasury issued 
$300 billion in new debt over the quar-

ter, and is expected 
to issue $1.3 trillion in 
2010.  

Problems that drove 
investors to safe 
havens remain.  
European debt 
concerns continue 
as investors await 
the results of “stress 
tests” on European 
banks to be released 
in late July.  The U.S. 

economy is experiencing a slow 
down as leading economic indicator 
growth, while rising since April 2009, 
has slowed over the last six months. 
As we noted earlier, many investors 
exited equity markets during the 
second quarter and moved to cash 
or to bonds, willing to accept anemic 
yields offered by both asset classes.  
In addition, bonds are trading at a 
significant premium to stocks.  As 
investors determine macroeconomic 
factors are stabilizing, and potentially 
improving, expect to see a move 
away from bonds and into stocks in a 
push back into the risk spectrum.

Our focus remains on quality, both in 
taxable and non-taxable bonds.  In 
a tepid economy, a steady income 
stream is key.  Quality corporate 
bonds and high-grade municipal 
bonds offer steady income and de-
crease overall portfolio volatility.   

2nd Quarter Scoreboard

Austin, Calvert & Flavin has a business continuity plan to address the possibility of a business disruption from outages, disasters or other events. It is tested twice a year and provides for continuation of service within 
minutes. In the event of a disaster, please refer to our website for information (www.auscal.com). While no contingency plan can eliminate all risk of service interruption, we continually update our plan to mitigate all 
reasonable risk. 
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While we foresee no double dip for 
the U.S. economy, the possibility of 
European growth sliding into nega-
tive territory remains a concern.  In 
a recent statement the head of the 
European Central Bank, Jean-Claude 
Trichet, stated budget cuts, structural 

reforms, and bank stress tests will 
help restore confidence.  However, 
concerns continue that the Greek debt 
crises could spread to larger European 
nations like France and Germany, as 
their banks have significant exposure 
to Greece.  Another unknown is the 

Europeans’ reaction to deep budget 
cuts necessary to begin addressing 
government deficits across most of 
the euro-zone.  Thus far, we have 
witnessed fierce resistance to auster-
ity measures in the form of strikes and 
other protests by the Greeks.  

10-Year US Treasury Yield (April 1- June 30, 2010)

3 Month 12 Month
Index 6/30/10 3/31/10 Change Change

S&P 500 1,030.71 1,169.43 -11.4% 14.4%
S&P/Citigroup Value 491.52 559.06 -11.6% 16.4%
S&P/Citigroup Growth 531.54 601.57 -11.3% 12.6%
Russell 2000 609.49           678.64           -9.9%  21.5%  
10-Year T-Bonds (Interest Rates) 2.95% 3.83% 8.4% 8.2%
Crude Oil - W.T.I. (Nearby future) 75.63$           83.76$           -9.7% 8.2%
Gold (Troy oz.) 1,245.90$      1,113.30$      11.9% 34.3%
CRB (Commodity Research Bureau) Index 258.52 273.34 -5.4% 3.4%

Note: Total returns are shown.

Second Quarter 2010 Scoreboard
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