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Key Themes  

1. U.S. equity markets virtually unchanged in Q1 

2. Monetary policy divergence 

3. Volatility rises, risks rise 

Financial Markets Review & Outlook 

As the year began, few investors envisioned a first quarter where world financial markets 
would substantially outperform the U.S.  Yet that is precisely what transpired as the MSCI All 
Country World Index ex-U.S. 
returned 6% vs. less than 1% for the 
S&P 500 index.  Quantitative easing 
in Europe and Japan, coupled with 
the anticipation of the U.S. Federal 
Reserve Bank beginning to raise Fed 
Funds rates sometime this year, is 
the most widely cited reason for the 
divergent performance.   
 

Fed policy uncertainty, dollar 
strength, recent weak economic 
data, oil price declines, and corporate 
profit growth concerns all 
contributed to increased volatility, 
but little advancement in U.S. stock 
indices.   There were more 1% daily 
moves in the DJIA during the first quarter of 2015 than during the first three quarters of last  
 

This page looks at international equity markets and the opportunity set for global investing. The table on the left 
shows USD-denominated and local currency-denominated returns for various international indices. The top right 
pie chart highlights the share of global markets in each region while the bottom right shows the diversification 
benefit via lower correlations. 

 

COVENANT ASSET MANAGEMENT IS PLEASED TO OFFER OUR LATEST INVESTMENT PERSPECTIVES.  IN 

THIS PUBLICATION WE REVIEW FIRST QUARTER RESULTS AND HIGHLIGHT KEY ECONOMIC AND 

FINANCIAL THEMES WHICH WE EXPECT WILL DRIVE MARKETS AND INVESTMENT PERFORMANCE IN 

THE COMING MONTHS. 
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year.  Additional worries persist 
that investors who had reallocated 
their investments toward more 
risk-based assets predicated on 
extremely accommodative Fed 
policy may now begin to shift assets 
toward more conservative 
investments.   
 

First quarter earnings reports will 
provide some indication of the 
underlying strength of the U.S. 
economy.  Overall first and second 
quarter earnings at S&P 500  
companies are expected to decline by mid-single-digit rates due largely to the sharp drop in 
energy-related earnings.  However, investors will be carefully analyzing reports from 
companies in other sectors and listening to guidance provided during post-earnings 
conference calls to assess future earnings trends.   
 
While labor markets have improved in the past year, GDP growth remains sluggish.  Fourth 
quarter 2014 GDP rose by 2.2% and first quarter GDP is expected to grow by around 1%.  First 

quarter weakness is being blamed on 
bad weather (again) and the west 
coast port shutdown. The balance of 
the year is projected to show an 
uptick in growth to the 3% range, but 
there are plenty of concerns that 
2015 will continue a pattern that has 
existed since the economic recovery 
began in 2009, where early year 
predictions of improved economic 
growth give way to disappointing 
growth as the year progresses.  
Should this trend continue, it could 
very well cause the Fed to postpone                       

                                                                                                      the initial Fed Funds rate increase  
 

This page shows the unemployment rate and wage growth for production and nonsupervisory workers since 

the 1960s. The two measures have had a historically inverse relationship. As the unemployment rate 

continues its descent from a high of 10%, we expect wage growth to pick up. 

2 



 
 
 
 
 
investors are anticipating and embark on a highly cautious and extended process of raising 
rates from the current near-zero level.   
 

Updated Views on Stage of Economic & Stock Market Cycle 
 

In our previous Investment Perspectives we highlighted a number of reasons we believe we 
are in the final third of the current bull market.  The market recently entered the seventh year  

 
of expansion, a feat only matched 3 times 
previously since 1930.  Earlier in the year we 
noted our concerns regarding the level of 
margin debt as well as overly bullish sentiment  
on the part of consumers and investors.  We are pleased to report that while both of these 
indicators continue to bear watching, there have actually been some modest improvements in 
these trends, suggesting that we are likely to see further gains in U.S. stock prices before the 
cycle ends.  And while there are few reasons to expect that a market peak is imminent, it is 
important to recognize the signs pointing to maturation in the cycle and the increased risks 
associated with an aging bull market.  
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Investment Strategy 

 
Factors that influence U.S. equity markets aligned in the first quarter to allow good individual 
stock selection to produce out-sized relative gains.  We were fortunate to have identified the 
right themes in the healthcare, technology and consumer sectors to produce strong gains so 
far this year, compared to the modest gains for U.S. equity benchmarks.  In addition, as 
indicated previously, foreign markets have outperformed the U.S. this year and provided 
additional enhancements to portfolio performance, after being a drag on results the past three 
years.   
 
In the months ahead, we expect volatility to continue and wouldn’t be surprised to see 
additional sideways action for U.S. stocks as investors grapple with the implications of a 

change in monetary policy.  We 
also expect upward momentum 
in the U.S. dollar to slow and 
downward pressure in energy 
prices to stabilize and begin to 
reverse as output and 
inventories shrink. 
 
We also expect the recent 
outperformance by many foreign 
markets to continue as Europe 
and Japan provide massive 
amounts of monetary stimulus 
through their quantitative easing 
programs.  Whether or not these 
programs help their respective 
economies to rebound, history 
has proven that monetary 

programs of this fashion tend to increase asset prices proportionately to the size of the 
stimulus.   
 
With regard to fixed-income strategies, there is no reason to believe the Fed is likely to begin 
raising interest rates in an aggressive fashion, given the mixed economic signals and fears  
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This slide looks at supply and demand dynamics for oil, the price of oil, and natural gas production. An imbalance in 
the growth of production and consumption trends for oil have contributed to the recent decline in oil prices. New 
technology has had an impact on the increasing oil and natural gas production in the United States. 



 
 
 
 
 
about the implications of further 
dollar strength.  Expecting this 
scenario, we believe investing in a 
balanced portfolio of high-grade 
and lower-grade fixed-income 
securities with intermediate-term 
maturities should provide the best 
risk/reward opportunity.   
 
We look forward to discussing our 

views and expectations with you 

on an individual basis and always 

appreciate your feedback, 

comments or questions. 
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This page shows the differences in rate expectations between the FOMC and market participants. Market participants 
expect the Fed Funds rate to be much lower than what is being projected by the FOMC, meaning large and unexpected rate 
hikes could disrupt the market. However, after the last meeting in March, the FOMC lowered their projections to end closer 
in line with the market. 



 

 

 

 

 

 

 

 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

 

 

 

  

 

 

This chart shows the past two market cycles in the S&P 500, highlighting peak and trough valuations, as well as index 
levels, dividend yields and the 10-year U.S. Treasury yield. 

This chart shows the S&P Composite Index, on a logarithmic scale, since 1900. The log scale helps illustrate long-
term index patterns, namely the distinct periods of range and trend bound markets. Annotations help indicate 
what caused the movements in the market and average data helps put high recent annual returns in perspective. 

This chart shows historical bear markets (a 20% market decline from the previous all-time high), 

what caused them, and the magnitude of the drawdown. This is meant to illustrate that lofty 

valuations are not predictors of bear markets, but rather, bear markets are caused by external 

factors such as geopolitical conflict, monetary policy action and recessions. 

This slide shows a variety of valuation metrics for the U.S. equity market, as well as their long-term 
averages. The bottom right chart can be used to look at the relative valuation of stocks and bonds. 
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These charts illustrate how the S&P 500 and the fixed income market, as measured by the 10-Year U.S. Treasury yield, fared in the 
three previous Fed rate hike cycles. It shows that while both markets tend to have an adverse reaction to the initial rate hikes, they 
both rebound later on in the hike cycle. This allows investors to put the volatility they are most likely to experience leading up to 
the rate hike into perspective and to understand that markets typically react this way but ultimately recover by the end of the rate 
hike cycle. 


