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January Market Update 
Parker Gerard, CFA 
 
As I turned the calendar from the craziness of 2020 to 2021, I had a simple request, I hoped for a boring 2021. And for 
the most part my wishes were answered. The US equity markets matriculated upwards with very little interruption and 
closed the year up a whopping 27% due in part to the following: 
 

• After contracting in 2020, both the U.S. and global economies grew by some 6%, as did the U.S. economy. For 
the U.S., that represents a multi-decade high. 

• By December, the U.S. unemployment rate dipped to 3.9%, just marginally above its pre-pandemic low. In a 
further sign of labor-market tightness, by the second half of the year, there were more job openings than people 
looking for work. 

• S&P 500 net profit margins hit new highs and improved in every sector. 
• Generous fiscal and monetary stimulus put more money into consumers’ pockets, driving U.S. personal savings 

rates to new highs early in the year. Strong gains in equity prices and home values pushed household net worth 
well above pre-pandemic levels. 

 
The largest pull back during the year was a 5% retreat in fall of last year as the COVID-19 Omicron variant slightly 
spooked markets and the Federal Reserve (FED) announced a quicker taper in asset purchases. However, it is for the 
same reasons why last year should be classified as an anomaly in equity markets as volatility was well below average for 
almost the entirety of the year.  
 
Today we are not even through one month of trading for the new year and I am already seeing the following headlines, 
“Dow falls 800 Points…”“… S&P 500 entered correction territory…” “… 3 things Americans can do right now as stock 
markets plunge.” Oh, how quickly tides can change. Obviously, volatility has re-entered the market in 2022, so what is 
causing the shift, and what should we do as investors? 
 
Market Volatility 
 
As the Fed becomes more hawkish through 2022, we should see an increase in market volatility. This stems from the 
increased uncertainty of Fed decisions, reduced corporate earnings growth, and COVID-19 restrictions. As mentioned 
above, last year we saw a strong market move higher with little interruption as the largest pullback for the year was a 
measly 5%. This is not normal. Looking at the chart below, we see that annual market returns were positive in 32 of the 
last 42 years despite average intra-year drops of 14% over that period. Further, the S&P 500 traded at $110.90 on 
January 1, 1980 and closed at $4,766 on December 31, 2021 which is a total return of over 4,197% over a 42 year period 
in which we saw six recessions including the Iran/Energy crisis of the early 80’s, The Gulf War Recession of the early 90’s, 
The Tech Bubble of the early 2000’s, The Great Recession, and The COVID-19 recession in March of 2020.  
 
One word that I seemed to hear daily in 2020, was ‘unprecedented.’ It seemed like everything was unprecedented: the 
pandemic, travel restrictions, toilet paper shortages, and the list goes on. However, one thing that wasn’t 
unprecedented was the bear market and the ensuing recession. We have seen plenty of bear markets and recessions in 
the past and we will continue to see them in the future, volatility is simply part of the business cycle and is completely 
normal to experience from time to time. Our goal as long term investors is to focus on what we can control. We can 
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control the amount of risk we take in our portfolio, we can control the allocation of the portfolio, and we can control 
when we transact in our portfolio because volatility, and market corrections are bound to happen, and it is important 
that we don’t overreact by making short term decisions that will hurt our long term performance.      

 
Monetary Policy 
 
The Federal Reserve (FED) is back in the headlines this week as they try to sensibly pump the brakes on this red-hot 
economy. However, this is much easier said than done. For instance, if the Fed reacts too aggressively, our expanding 
economy could lose momentum and we could enter a recession. React too slowly, and inflation and wage growth will 
continue further leading to soaring asset prices, reduced margins, and an eventual recession. The Fed is essentially 
driving a car where the gas and the brake pedal each have a 30-90 second delay associated with them. As you can 
imagine this would be a very difficult car to drive, and you may experience instances where you are doing twice the 
speed limit and other instances where you are almost at a dead stop on a busy highway. Finding the right amount of 
brake to apply is why the Fed prioritized full employment last year and was comfortable allowing inflation to run above 
the 2% target as it maintained that inflation was more transitory in nature. Now that unemployment sits at only 3.9% 
the Fed must turn its attention to inflation which is now running at 7% and is appearing to be less and less transitory as 
we enter 2022.  
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Annual returns and intra-year declines GTM U.S. 16

Figure 1: Gray bars represent annual return of the S&P 500; Red Dots represent largest peak to trough decline in the S&P 500 during the 
same year. 
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There are 3 strategies that the Fed has at its disposal to slow down inflation, tapering asset purchases, increasing 
interest rates, and reducing the balance sheet.  
 
When the COVID-19 crisis hit in March of 2020, asset prices plunged from their February highs at the fastest pace in 
history. The Fed pulled out all the stops to avoid a wholesale collapse by reducing rates to zero and expanding its 
balance sheet to record highs through large scale asset purchases by buying US Treasuries and Mortgage-Backed 
Securities to the tune of $120BN per month to add liquidity to the economy. The Fed announced late last year that they 
plan to end the asset purchase program in March of 2022 which would bring quantitative easing to an end and allow the 
central bank to raise rates anytime thereafter. The Fed has left interest rates unchanged since March of 2020, but that is 
getting ready to change as the Fed has announced that they intend to increase rates this year. The number of rate hikes 
for the year is still yet to be decided, however the market is currently pricing in 3-4 increases in the prime rate for 2022.  
 
As the year progresses, we should hear further guidance on the Fed’s plan to reduce their balance sheet which has 
grown to $8.7T. This is important because historically the Fed has primarily only adjusted the Prime Rate which impacts 
only the short-term part of the yield curve and then allowed the market to control the long end of the curve. Now that 
the Central Bank owns nearly $9T of assets, they could effectively control interest rates on the longer part of the yield 
curve by selling off 7-, 10-, and 30-year bonds. It will be interesting to see how soon the Fed decides to reduce the 
balance sheet and if they decide to reduce while simultaneously raising rates given how badly the last episode of 
balance sheet reduction played out in the markets while the Fed raised rates in 2018. That effort abruptly ended with 
the famous “Powell Pivot” after the stock market fell sharply when Fed Chair Jerome Powell announced that balance 
sheet reduction was on autopilot. The Fed certainly has its work cut out for them as inflation concerns will need to be 
addressed and we will be watching closely as new information becomes available.  
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