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First Quarter 2015 

 
We’d like to introduce Kavar Capital Partner’s Quarterly Performance Notes as a new, regular 
publication that dives into the previous quarter’s economic, market and investment themes.   
 
Every three months, the accompanying slides will take an analytical look at what drove portfolio returns, 
what major themes presented themselves or perpetuated and what may be coming down the road.  The 
charts, graphs and tables will be complimented with concise commentary.   
 
 
The first quarter of 2015 was characterized by the following: 

- Signs of volatility in the equity markets 
- Diligent observance of Fed policy 
- Rising US dollar against world currencies 

- Persistent low price levels for oil 
- Accommodative policy changes in Europe 
- Corporate activity in the US  

 
Domestically, stocks were slightly higher overall for the quarter, continuing a bull market that has lasted 
for more than six years now.  Growth stocks outpaced Value stocks and Small and Mid-sized stocks 
outpaced their Large cap counterparts.  Healthcare, somewhat spurred by merger activity, led the way 
among industry sectors.   The Energy sector continued to struggle as low oil prices affected earnings and 
activity levels.  Last year’s best performing sector, Utilities, fell to the bottom of the pack during the 
quarter.   
 
After initiating further easing on the economy in Europe, their markets rallied and outperformed the US.  
Emerging Markets fell in between, outperforming the US but lagging behind other developed countries.  
International companies benefitted from the rise in the US dollar as it swayed consumers to purchase 
their home country products rather than US imports.  The effect was very pronounced between the US 
dollar and the Euro where the exchange rate is as low as it’s been since 2003. Allocations to 
international funds, which hindered returns last year have been a significant boost this year.   
 
Most sectors of the bond market were also up as status quo was the main theme for interest rates.  High 
yield saw some tightening to start 2015 after the sector blew out due to Energy industry exposure over 
the last half of 2014. 
 
Looking forward, valuations are not extraordinarily high but have obviously recovered from their 
recession-induced lows.  Europe remains a relatively attractive option for 2015, riding the tailwind of the 
stronger US dollar and easy money policies as sovereign fixed income rates in some countries are 
actually negative.  Growth stocks are catching up to Value stocks from a valuation perspective but are 
still below their longer term averages. 
 
Janet Yellen and the FOMC monthly statements provided a lot of material to analyze and digest amongst 
investors this quarter.  Scrutiny was down to the individual words in the prepared statements – the Fed 
removed “patient” from the March statement, yet the markets held mostly dovish interpretations of the 
Fed’s meetings for the quarter.  Consensus expectations seemed to switch from June to September for 
an initial interest rate hike.    



 
The data used in the Fed’s decision making process is varied.  Headline unemployment looks good at 
first blush but beneath that number is troubling data about wage growth and labor participation.  
Inflation is still below where they’d like to see it – exasperated by falling energy prices which allow some 
deflation scenarios to linger. These are questions that are making a rate hike decision complicated as the 
consequences of moving too soon and/or too fast are grave.   
 
The overarching motif for markets today seems to be uncertainty.  There’s not only uncertainty about 
when the Fed will raise rates but uncertainty about how markets will react.  Some equity market levels 
are at historical highs, so it’s only natural to be looking for the top, especially with 2008 still fresh in 
investor’s minds.   Uncertainty is abound in the currency and commodity markets.   The uncertain 
environment calls for all-weather portfolios, where there is downside protection but upside 
participation.  Accepting the uncertainty and preparing for multiple market scenarios with reliable risk 
and return expectations can lead to success.   
 

"Uncertainty is the only certainty there is, and knowing how 
to live with insecurity is the only security.” 

- John Allen Paulos 



First Quarter Performance Notes
2015



2015 Asset Class Performance

2
Source: JP Morgan. Investors cannot invest directly into an index and advisors cannot mirror an index. Any performance quoted is past performance and is not a guarantee of future results. 
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See Disclosure, Page 11

Commodity price sensitive businesses continued 
to feel the effects of the decline in the price of oil.  

REITs, after leading the way in 2014, remain near 
the top on the tailwind of continued low interest 
rates, despite being near peak valuations.

Small cap companies are outperforming large cap 
companies in a reversal of 2014 performance.  

International Equity is so far the best performer 
after European stimulus and with the rise of the 
US dollar affecting domestic stocks.



Equity Performance
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The S&P 500 bottomed out on March 9, 
2009 following the global financial crisis. 

Since then it has returned 252.4% in total 
(22.95% annually) over the six plus years of 
the current bull market (through 4/14/15).  
International stocks haven’t kept up, as the 
chart displays.

The S&P 500 has experienced this type of six 
year run only twice since 1970, with periods 
ending during 1987 and 1999-2000.

Source: Morningstar Direct
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Some trends have reversed from the previous year 
so far in 2015.  
In 2014, active managers struggled vs the S&P 500 
mainly due to three headwinds:
1. Cash holdings – with continuing low interest 

rates, any allocation to cash was a drag on 
performance

2. International struggles – the US markets 
outpaced others significantly during 2014

3. Small vs Large cap – Large cap companies had 
a strong year, outperforming small and mid 
sized companies.

This year, we’ve seen two of these three reverse.  
International markets, especially the UK and Europe 
are outperforming domestic stocks.  Small and mid 
cap companies are now beating large caps.  
And with these headwinds turned to tailwinds, 
active managers are outpacing their benchmarks 
more so than in 2014.

Market Cap YTD Return
Large Cap 0.95%
Mid Cap 5.31%
Small Cap 3.96%

Market YTD Return
US 1.80%
Emerging Markets 2.28%
EAFE 5.00%
World ex US 3.93%
Source: Morningstar Direct
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A large part of why US Large Cap companies are underperforming relative to Small/Mid Caps or companies 
based abroad is the continued strengthening of the US dollar.  
Small and Mid size US companies generate less of their revenues outside the country and therefore are less 
sensitive to foreign currency exchange changes.  The chart below shows large vs. small companies broken out 
by industry sector and the percentage of sales from outside the US.

Large cap companies are typically 
multinational and encounter currency 
translations of their revenues coming back 
to the US from abroad.  As they translate 
these revenues back to a stronger dollar 
their profits are negatively impacted.
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In the US, Growth stocks have outperformed their value counterparts 
so far in 2015.  

Value Growth

Total 
Broad Market

-0.51% 4.05%

Large Cap -0.69% 2.47%

Mid Cap 2.83% 7.55%

Small Cap 1.29% 6.60%

Growth stocks outperformed 
as the market moved 
forward with some 
momentum (Healthcare 
sector).  On the flip side, 
Energy companies struggled.

However, looking back to the 
beginning of the year we can 
see that Growth was 
undervalued whereas Value 
was overvalued relative to 
the 20-year avg. P/E.

Source: Morningstar Direct

Source:  Russell, Standard & Poor’s, Factset, JP Morgan Asset Management

12/31/14

YTD as of 
3/31/15
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The various sectors’ returns for the 
quarter further tell the story of 
growth over value during 2015.  
Growth intensive sectors, Healthcare 
and Consumer Discretionary led the 
way while the more mature, Value-
oriented sectors of Utilities, Energy 
and Financials were the worst 
performers.  

Source: Morningstar Direct

YTD as of 
3/31/15



Equity Valuations
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Despite a bull market in its sixth year, the broad market doesn’t appear significantly overvalued based on most metrics.  
Some sectors come to mind that look more so overvalued (Biotech, REITs, etc.) but as whole there are still pockets of value 
amongst stocks.  Every risky asset should be considered relative to US Treasuries and when you compare stocks valuations to 
historically low fixed income yields, stocks seem even less overvalued, and perhaps still undervalued.



Equity Valuations

9

The valuation level of the market is not necessarily a predictor of a turn 
to a bear market.  Most historical market corrections were the result of 
economic recessions.



Market Driver: Corporate Events
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Mergers, acquisitions, divestitures, splits, spinoffs, stocks buybacks, dividend increases have all 
picked up  further this quarter after ending 2014 on an uptick.  A string of healthcare mergers fueled 
an end of the quarter kick for the markets.



Market Driver: Corporate Events
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Why are we seeing this activity? 
§ High cash levels sitting on corporate balance sheets
§ Partially due to reason #1, an increase in shareholder 

activism has occurred.  Shareholders are urging 
corporate boards to do something with the these high 
cash levels – whether it’s pay a dividend, buy back 
shares, or make an acquisition.

§ Limited top line growth opportunities.  Corporate 
management teams have a propensity for “empire 
building” and with cash on hand and exhausted 
revenue sources, they may seek to grow their 
organizations from the outside, rather than 
organically.

§ An underappreciated angle is low interest rates.  The 
market values these acquisitions and synergies using a 
discount rate and the discount rate is historically low 
because the US treasury rate is its foundation. This 
leads to higher valuations for these events.



Market Driver: Corporate Events
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A big change in activity during this cycle has 
seen the Acquirer’s  stock price also 
increasing and in some cases by a significant 
amount when a deal is announced and until 
the deal is executed.

History typically shows selling pressure on the 
Acquirer’s stock as investors doubted 
synergies, thought of other growth 
opportunities besides the announced deal or 
feared a loss of focus on core business.  This 
hasn’t been the case recently as investors 
have cheered acquirers spending the high 
cash levels on their balance sheets in some 
way.



Market Driver: US Dollar
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EUR:USD for twelve months year ending 4/10/15

Source: Bloomberg

A major tailwind for international investing has been the appreciation of the US dollar and the depreciation 
of the Euro, particularly during 2015 as stimulus was rolled out by the European Central Bank.  

YTD as of 3/31/15 Return
MSCI EAFE Local Currency 10.97
S&P 500 in US Dollar 0.95
Considering international markets in their 
local currencies, for the first quarter of 2015 
they outpaced the S&P 500 by over 10%.  
The depreciation of their currencies vs the 
US dollar is a big reason why.
Source: Morningstar Direct



Market Driver: US Dollar
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Valuations in the UK and spots of Europe remain at or below their historical averages and are cheap relative 
to the US and other developed markets like Japan.



Market Driver: Oil
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While oil has stabilized somewhat during the year, the 
effects of last year’s steep drop in prices will be felt by the 
aggregate market during this quarter and going forward as 
long as oil prices remain low.

According to Capital IQ, analysts are expecting earnings to 
be down 3% year over year for the quarter, most of that is 
attributed to the energy sector, in which earnings are 
expected to be down almost 63%.   A decline in year over 
year earnings would be the market’s first since the third 
quarter of 2012.

The Energy sector is 8.4% of the S&P 500, so that large 
drop is significant to the overall stock market’s earnings 
outlook.

Stripping out the Energy sector, earnings could achieve 5% 
growth for the year.

Source: Morningstar Direct

Source: CNBC, Capital IQ
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The FOMC is theoretically moving 
closer to moving the Fed Funds rate 
for the first time since December 
2008. The FOMC removing 
“patient” from the prepared 
statement at the last meeting was 
met with further consensus of a 
rate movement sometime during 
2015, if the data they receive and 
interpret allows them to.   The Fed 
Funds rate is the final instrument of 
monetary policy left at their 
disposal after ending the 
Quantitative Easing phases. Chicago Fed



Interest Rates
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The Fed has three objectives for monetary policy according to congress:
1. Maximum Employment (roughly 5.2% to 5.5% unemployment)
2. Stable Prices (roughly 2% inflation)
3. Moderate Long-Term Interest Rates

The first two objectives are known as the Fed’s Dual Mandate and drive their 
monetary policy decisions.
They rely on data and forecasts to determine whether these objectives are 
being met and which policy tools (interest rates mainly) can be used to 
accomplish these.  The question right before a rate hike or drop is whether the 
data backs up the decision to move rates.  It isn’t as simple as one 
unemployment or CPI number.  There is a mosaic of data that goes into 
determining the state of the employment and inflation situation.

Source: federalreserve.org



Maximum Employment
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The Bureau of Labor Statistics produces the headline Unemployment 
figure monthly.  As of February 2015 it is at 5.5%.

“Unemployed” according to the BLS 
means that a person doesn’t have a job 
and that they are actively seeking 
employment. 

Those without jobs and not actively 
searching are not considered in the 
labor force – they are considered 
“marginally attached to the labor force.” 
For instance - discouraged workers who 
have given up looking for a job.

It also doesn’t account for part-time 
workers that desire full-time work.



Maximum Employment

19

There are other measures of unemployment.  
The red line is the official rate from the previous 
slide.

The blue line represents total unemployed plus 
discouraged works plus all other persons 
marginally attached to the labor force.

The green line represents total unemployed, 
plus all persons marginally attached to the labor 
force, plus total employed part time for 
economic reasons.

As all of these Unemployment rate calculations 
have fallen over the past year.  The headline 
unemployment number (red) has slid more 
quickly, down 18% vs. 13% for the green line.

Source: macrotrends.net



Maximum Employment
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As a result of this, the spread between the two 
measures has narrowed only modestly.

In the graph on the right that spread is nowhere near 
the historical average.  

This suggests an unusually large number of Americans 
are underemployed or on the fringe of the labor market 
– a situation that exerts stronger downward pressure of 
wages than the 5.5% unemployment rate would 
suggest.

While the labor market is improving and has done so 
significantly since the recession ended during 2009, 
there is an argument to be made that the Fed isn’t able 
to see Maximum Employment yet.



Stable Prices
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According to the Consumer Price Index, inflation has not picked up as forecast by the FOMC and economists’ consensus.   The 
left graph shows the change in CPI from a year ago for all items – this has actually gone negative as of January 2015 and 
trending further downwards.  A lot of this has to do with the drop in oil as Energy is a large component of the CPI.  However, 
the right graph, which shows CPI excluding Food and Energy items is also displaying low inflation.



Stable Prices
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Another way to gauge price levels is through the US Treasury Inflation Protected Securities and market. TIPS investors set a breakeven inflation 
rate they forecast through pricing TIPS bonds.  Through an open market with real participants we can gather a consensus on inflation 
expectations down the road.
The 10-year breakeven rate is the inflation expectation for a 10-year inflation protected bond, it is at 1.72% as of February 2015.
The 5-year, 5-year forward Inflation rate shows the expectations of 5-year inflation in 2020, it is at 2.09% as of March 19.



Disclosure:

23

This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. The views and strategies described may not be suitable for 
all investors. This material has been prepared for informational purposes only, and is not intended to provide, and should not be relied on for, accounting, legal or tax 
advice. Any forecasts contained herein are for illustrative purposes only and are not to be relied upon as advice or interpreted as a recommendation. Any performance 
quoted is past performance and is not a guarantee of future results. Diversification does not guarantee investment returns and does not eliminate the risk of loss. 
Opinions offered constitute our judgment and are subject to change without notice, as are statements of financial market trends, which are based on current market 
conditions. Some of the statements in this presentation may be forward looking and contain uncertainties. Changes in economic or market conditions as well as other 
factors may affect the relevance of the views and opinions expressed. Investors cannot invest directly into an index and advisors cannot mirror an index. 


