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After an amazing bull run from the March 2020 
lows, stock market benchmarks began a long 
overdue correction in early September.  At their 
September peak, the DJIA was up 16.4%, the S&P 
500 rose 21.0% and Nasdaq gained 19.5% for the 
year.  The recent correction has lopped between 
5.5% and 8% from those lofty highs, with many 
high-flying stocks correcting 10-15% in the past 
month. New Covid-19 cases have been on the 
decline and the Federal Reserve Bank has signaled 
the beginning of a tapering program intended to 
end asset purchases by the end of summer 2022.  
The combined effects of these factors has 
translated into expectations for further economic 
recovery and higher bond yields.  U.S. Ten-Year 
Treasury Note yields have risen from below 1.3% in
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early September to approximately 1.6% at this 
writing.  A rapid rise in bond yields oftentimes puts 
disproportionate pressure on growth stocks, as 
valuation levels adjust to the anticipation of higher 
interest rates.  In stock price valuation models, the 
present value of future earnings are worth less when 
higher interest rates are applied.  For example, when 
bond yields rose rapidly earlier this year, growth stock 
indices under-performed value indices by more than 
10 percentage points before reversing course as bond 
yields fell during the summer.  A similar experience 
may occur over the next several quarters, depending 
on how quickly and how much rates rise.      

Until recently, investors have largely ignored potential 
fiscal policy changes. Democrats currently control all 
branches of government.  Through a congressional 
rule known as budget reconciliation, only a simple  

Key Themes 

1. An anticipated shift in Federal Reserve Bank policy and 
reductions in new Covid-19 cases have triggered a rise 
in bond yields. 

2. A legislative stalemate in Washington and other 
concerns have weighed on stock prices, causing 
markets to pull back from their early September all-
time highs.  

3. Slowing GDP and corporate earnings growth, along 
with a change in monetary policy and inflation 
concerns, will drive financial markets performance in 
the months ahead.  

4. Fiscal policy changes, especially as it relates to tax 
rates, will be closely watched and evaluated for any 
impact on economic activity.  

Economic and Financial Markets Review & Outlook 
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majority is required in both houses of congress and 
the President can sign the budget legislation into 
law.  The President and Democrat congressional 
leaders have proposed an aggressive plan to spend 
an additional $1.2 trillion on infrastructure and 
another $3.5 trillion on additional programs that 
include hundreds of billions of dollars to transition 
our economy to renewable energy, add dental and 
vision care to Medicare, establish free community 
college, free pre-K childcare and mandatory 
maternity/paternity leave, amongst other spending.  
There is bi-partisan support for the $1.2 trillion 
infrastructure spending, but no Republicans have 
signed onto the $3.5 trillion of additional spending.  
At least 2 senate Democrats are balking at the 
price-tag for this additional entitlement spending.  
Negotiations are ongoing and there remains the 
possibility that a scaled-back version of the bill 
might be passed.  The big concern is that the 
advertised cost of the entitlement programs 
understates their long-term costs.  In order to fit 
within budget reconciliation rules, the new 
spending must be paid for by cutting other budget 
items or by increased revenue, AKA increased 
taxes, or by borrowing.  The current language 
within the legislation calls for increasing taxes for 
the next ten years, but ending some of the new 
programs after only five years.  Since new 
entitlement programs are almost never rescinded, 
the cost of extending the programs could be 
trillions of dollars more in the future.   

The reason this matters to investors is the cost of 
these new programs will be paid for through higher 
taxes on corporations, individuals and capital, as 
well as additional federal borrowing.  Higher tax 
rates have historically resulted in slower economic 
activity.  Additional debt may not seem too 

worrisome when the average current interest rate 
paid on the federal debt is just 1.6%, but as the 
debt load approaches $30 trillion, each 1% rise in 
rates equates to $300 billion of additional annual 
interest.  Another concern that appears to have 
been temporarily resolved is funding the federal 
government.  The debt limit needed to be raised 
and a budget to fund the government passed to 
keep the government fully operational.  At this 
writing, congress has agreed to raise the debt limit 
and continue to fund government operations 
through December 3 of this year.  Hopefully, the 
stalemate in congress will be resolved before then 
and investors will settle down. 

With inflation already running higher than normal, 
and at the highest level in more than a decade, 
there are concerns that additional fiscal stimulus at 
this time may serve to exacerbate and perpetuate 
inflation.  In addition, with monetary policy shifting 
to one of less accommodation, future increases in 
the fed funds rate might need to begin sooner 
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and rise faster to dampen inflation.  Rising inflation 
and interest rates are detrimental to strong 
economic activity, corporate earnings growth and 
valuation levels on stocks.  GDP and corporate 
earnings growth are expected to rise at above 
average rates in 2022 as the economy continues to 
recover from the effects of the global pandemic.  
Supply chain disruptions are headwinds to growth 
and add to inflation.  Labor demand continues to be 
robust and employment appears to be improving 
modestly, as schools have re-opened and federal 
supplemental unemployment benefits have ended.   
However, supply constraints for raw materials and 
many product components, including semi-
conductors, are expected to continue well into next 
year.  Other factors contributing to inflation are 
energy prices, which have risen sharply this year as 
supply remains constricted and demand returns to 
pre-pandemic levels.  

Financial markets have come a long way from the 
pandemic-created lows of March 2020.  Driven by 
massive federal fiscal and monetary aid, stocks and 
bonds and most other asset classes have risen to  

all-time high levels.  Although it is still early in the 
economic recovery, it would not be surprising to 
see the rise in asset prices pause, as investors 
ponder the shift in monetary policy and analyze the 
effects of any future fiscal policy changes.   Rising 
interest rates may tempt some investors to 
reallocate funds from growth stocks to value stocks.  
Looking further into the future, as economic and 
earnings growth slow to normal levels, we should 
expect growth stocks to attract renewed investor 
interest.  As stocks approach their recent highs, it 
may be sensible to raise enough cash to fund any 
portfolio cash distribution needs in the months or 
quarters ahead.  We are cautiously investing new 
cash, looking opportunistically to invest money 
when prices correct, rather than chasing prices 
higher.  With respect to investing in fixed-income 
instruments, we prefer shorter-dated maturities, 
which may perform relatively better in a period of 
rising interest rates. For tax-payers in the highest 
tax brackets and highest taxed states, tax-exempt 
bonds may be attractive, particularly if individual 
tax rates rise.  
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On a longer-term basis, we also prefer high yield 
bond funds, as they have a track record of 
performing better than high grade bonds during 
most market cycles.  Some exposure to foreign 
stocks, real estate and energy pipelines through 
mutual funds or ETFs may also be warranted, 
depending on your individual objectives.   

We always appreciate your comments, questions 
or concerns, and, especially, your trust. We look 
forward to meeting or speaking with you in the 
near future. 
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Rather than write extensively about equity valuations, economic statistics and investing principles, we offer the following charts 
organized by topic and courtesy of J.P. Morgan Asset Management: 

Economic and Financial Markets Charts
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*Any performance-related data listed in this report may represent un-audited results compiled by Covenant Asset Management or others.  It could be intended to reflect results that are indicative of 

Covenant’s individual client’s equity performance who religiously invest according to our model portfolios.  This performance data represents past performance and individual client results may vary 

materially.  Past performance does not guarantee future results and current performance may be higher or lower than the performance data quoted. 
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