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2021 was another spectacular year in the stock market.  Little downside volatility was

experienced and dozens of all-time highs were recorded throughout the year in many

U.S. stock market indices. It is most likely that the tenor of the upcoming year will be

different from the past two years. The unprecedented monetary stimulus (see JPMorgan

sourced chart below) and record peacetime federal spending (% of GDP) that added

significant support to the financial markets and economy are in the rear-view mirror.  The

recently passed Infrastructure Investment & Jobs Act should weave its way through the

economy over the next several years while President Biden’s Build Back Better Plan has

at the very least, been temporarily shelved and its status unclear.
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The S&P 500 Index generated a total return of over 28.5% during 2021 and produced a double-digit return during the fourth quarter for

the second consecutive year. The rise in stocks was fueled by stronger-than-expected earnings growth and the S&P 500 Index’s historic

net margin profitability. The low level of downside volatility in the S&P 500 Index (the index only corrected 5% from its high in 2021)

concealed a fair amount of change underneath. “Value” stocks took center stage during last year’s first half but were outshined and

outpaced by “growth” stocks’ resurgence during last year’s 2nd half. The S&P 500 Growth Index rose over 13% during the fourth quarter

vs. the S&P 500 Value’s 8% gain.

Mid-cap domestic stock performance (S&P Midcap Indices) was uniform during the fourth quarter (8% return). However, unlike with

large cap domestic stocks, the index’s value proxy outran its growth counterpart, 31% vs. 19% in 2021.

In the category of rich valuations penalizing investment returns, the perennially expensive small cap growth segment significantly

underperformed other domestic stock market segments, posting a flat return for the quarter and a pedestrian 3% increase last year.

Recall that small cap domestic growth stocks led the market higher in 2020 (up nearly 35%) and produced “supersized” returns in the

year-ago fourth quarter. The silver lining to this weakness is that some overdue excesses have been removed and strong earnings

growth have a better chance to catch up with still high valuations. Small-cap value stocks (Russell 2000 Value Index) took the baton from

growth and raced to a 28% ‘21 total return.

Internationally, while developed international growth stocks (MSCI EAFE Growth Index) outperformed during the quarter relative to core

and value stocks, they ended the year in the same place (up 11%). Accounting for the currency effect, the rising US dollar as measured by

the WSJ Dollar Index, hurt international stock returns by an estimated 5-6 percentage points (500-600 basis points). Emerging Markets

stocks (MSCI Emerging Markets Index) performed the worst last year, posting a disappointing negative 2.5% total return.

Our preferred global stock index (MSCI All Country World Index (MSCI ACWI) rose nearly 7% during the quarter and finished the year up

18.5%.

As one would expect, 2021 bond returns were far more restrained. The extremely low default rate in high-yield bonds factored into high-

yield and floating rate bonds’ strength (up 5% and 3.5%, respectively last year). Partly in anticipation of the Federal Reserve’s plan to

raise short-term rates, the 10-year US Treasury’s yield rose nearly 60 basis points (0.6%) last year to 1.5% at year-end (when rates rise,

bond prices fall, lowering total returns). As a result, more conservative and interest-rate sensitive bonds lost money. On average, core

intermediate-term bond investments lost between 1% to 2%.  After producing chart-topping returns during 2020, convertible bonds lost

altitude, posting single digit losses on average.
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With the robust economic backdrop, commodity-based indices (except for precious metals) and publicly traded real estate fared

exceptionally well in 2021. Both asset classes were among the strongest performers, generating total returns of 40% or more. It is no

surprise to consumers that energy led commodity prices higher. The per barrel price of oil (West Texas Intermediate (WTI) rose 55% in

2021, ending the year at $75 versus $48 at the year’s beginning. Energy prices may remain stubbornly high as the following chart

supports. While fossil fuel’s global demand growth has been gradual over the past decade, the industry’s structure has dramatically

changed. Note the precipitous decline in capital expenditures since 2015.

Over the most recent months especially, we have become resigned to the fact that the coronavirus, like the flu, is here to stay. As of this

writing in mid-January, daily Covid-related hospitalizations nationwide have exploded over the past three weeks, more than doubling to

over 150,000 cases. The sheer number of cases are straining already stressed hospital systems as the number of patients needing

intensive care or ventilators is approaching levels seen last winter. Health care workers were already quitting their jobs in record

numbers before the Omicron wave. Now many more are out sick. On a positive note, factoring in mild and untested asymptomatic cases,

the true Omicron mortality rate is believed to be comparable to the flu, at around 0.2%.

The fallout has an acute impact on many businesses, especially on those that rely on on-site employment. This has added to the

demand-supply imbalance (primarily goods-related) that we have experienced and adds to the country’s labor shortage issue. The labor

market is tighter than it was pre-recession based on job openings relative to the number of unemployed. 



Though many factors have been attributed to the expansion in the number of job openings (estimated to be 12 million at year-end), one

positive factor behind the climb is the estimated number of individuals who have started their own businesses. The Labor Department

estimated that more than 4 million new businesses were formed in 2020 alone (IRS applications for Employer Identification Numbers

(EINs).

Though we believe inflation (in wages and energy prices, specifically) may prove more durable than the Federal Reserve previously

thought, with the unwrapping of supply-chain bottlenecks and the return of side-lined individuals to the labor market, we see potential

for inflation to ease both this new year and next. However, it likely will take some time and industry-specific fundamental changes may

keep inflation elevated.
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