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WEALTH SOLUTIONS GROUP 

Market Update 
Q4 2021 Review and Outlook 

Despite the emergence of the Omicron variant and a hawkish 
pivot from the Federal Reserve, the S&P 500 rode a late-year 
“Santa Claus” rally to finish 2021 strongly. Though the path 
forward looks increasingly rocky, the 2019-2021 period will 
go down as one of the best three-year runs in market history. 

The Markets at a Glance  
 

 

 

 

 

 

                                                                                                         
dfPerformance returns are as of 12/31/2021 

Q4 Recap 

Despite the emergence of the Omicron Covid-19 variant, the S&P 500 gained 11.0% in Q4, 
buoyed by strong corporate earnings, hyper-accommodative policy, a healthy consumer, 
and still-depressed interest rates. This capped another historically strong year for US stocks 
– the 28.7% gain was the S&P 500’s tenth best year since 1958.  

Growth (+11.6%) topped Value (+7.8%) for a third straight quarter, though both styles put in 
excellent years, while large cap again outperformed small. Sector outperformance was di-
verse in the fourth quarter, with a mix of cyclicals and defensives sharing the podium. Real 
Estate (+17.5%), Technology (+16.7%), and Materials (+15.2%) were the best performers.  

Abroad, Developed Markets (+2.7%) finished the year well while Emerging Markets (-1.2%) 
fell, yet again weighed down by weakness in highly-weighted Chinese equities. 

The US bond market was again flat on the quarter, returning +0.0%. This is reflective of the 
fact that for the second straight quarter, long-term interest rates barely budged from quar-
ter-end to quarter-end. High Yield corporate (+0.7%) outperformed, now up +5.3% on the 
year, while Muni debt also had a strong Q4 across most sectors (High Yield especially).  
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Asset Class Representative Benchmark 
Q4 

Return 
YTD 

Return 

US Large Cap S&P 500 11.0% 28.7% 

US Small Cap Russell 2000® 2.1% 14.8% 

International MSCI EAFE 2.7% 11.3% 

Commodities Bloomberg Commodity -1.6% 27.1% 

Municipal Bonds BBgBarc. Municipal 0.7% 1.5% 

Taxable Bonds BBgBarc. Aggregate 0.0% -1.5% 

Cash FTSE 3-Month T-Bills 0.0% 0.0% 
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Knowing what we own 

Macro Calling an Audible 

As we head into a new year, the macroe-
conomic balance is shifting fairly sub-
stantially. After two years of highly ac-
commodative monetary and fiscal policy 
(0% interest rates, quantitative easing, 
stimulus checks, enhanced federal un-
employment benefits, etc.), the winds 
are changing, and the effects on the 
economy and index returns could be 
vast. To begin, monetary policy will be 
tighter in 2022—the question is just 
“how much?” As recently as September, 
the highest probability action for the 
Federal Reserve (as priced by the bond 
market) was for zero rate hikes in 2022. 
As of year-end, that had shifted to three 
(with the probability of four rising). 
When we look back on Q4, we will re-
member it as the quarter the Fed 
turned hawkish (see Figure 1). 

In addition, the Fed’s asset purchase ta-
per program is now expected to wrap up 
by March (an accelerated timeline from 
just a few months ago) and chatter of 
quantitative tightening  (i.e., balance 
sheet runoff) is popping up in various 
corners of the market. Taken together, 

this represents a vast reduction in liquid-
ity and policy accommodation. The Fed 
is not just removing the punch bowl, 
they’re taking it out back and burying it.  

Of course, this sort of pivot makes sense 
given the broader employment/inflation 
dynamic. The Fed rightly aimed their 
focus on getting back to full employment 
after the Covid-19 pandemic wrought 
one of the biggest labor crises in modern 
memory. And now, following an incredi-
ble recovery for the employment pic-
ture, the Fed is shifting its sights to infla-
tion, which saw y/y Q4 data as high as it 
has been in nearly four decades. Wheth-
er the Fed is behind the curve on infla-
tion remains up for debate, but the ur-
gency with which they now view the 
problem explains their increasingly 
hawkish tone heading into the new year. 

Washington Drops the Ball 

But monetary policy won’t be the only 
headwind out of Washington—fiscal pol-
icy is also set to be much tighter than 
previous years. With many of the pan-
demic-era stimulus programs completed 
and the Build Back Better agenda looking 
increasingly lifeless (after Senator 

Manchin’s late-Q4 pivot), there will be 
significantly less fiscal juice in 2022.  
Combined with the additional volatility 
that mid-term election years often bring, 
the outlook for 2022 is quite different 
from the last few years.  

Real Assets Back in the Game 

As the macro backdrop shifts signifi-
cantly, the role of diversification in a 
portfolio should again be brought to the 
forefront. Still-low rates, compressed 
spreads, inflationary pressure, and his-
torically lofty multiples enhance the 
rationale for diversification into nontra-
ditional asset classes like Real Assets. 

Over the last decade we have seen in-
vestors increasingly allocate capital to 
new economy investments typified by 
digitization, high sales growth, and ESG 
narratives at the expense of old econo-
my investments. Many real asset securi-
ties such as commodities, natural re-
source equities, and REITs underper-
formed as they battled over-supplied 
markets and uninspired narratives.  

But as they say, nothing cures low pric-
es like low prices. After a prolonged 
period of oversupply, capital invest-
ments declined and the markets bal-
anced. Even as prices have begun to 
recover, capital allocators continue to 
act prudently given a history of poor 
shareholder returns and pushback from 
ESG investors. This is exemplified by a 
study from Goehring and Rozencwajg 
that examines capital spending of Super
-Major oil producers and highlights that 
investment remains at a significant dis-
count relative to the period preceding 
the March 2020 selloff. A decade of un-
derinvestment across many commodi-
ties and properties could drive a sus-
tainable bull market across Real Assets. 
Moreover, an inflationary backdrop 
could enhance returns to the asset 
class, while punishing traditional invest-
ments like bonds.  

Figure 1: The market is anticipating a tighter Fed 
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Equity Markets 

US Equity Market Benchmarks 

Performance returns as of 12/31/2021 

Equities at a Glance 

Equities climbed into year-end with 
most markets in positive territory for 
the full year. The S&P 500 rallied 29%, 
the third strongest annual return in two 
decades. Across equity markets, Large-
cap outperformed Mid– and Small–cap 
and the US bested International once 
again. The Growth vs. Value story was 
mixed across markets. 

Mega Cap Scores  

The robust performance of the S&P 500 
was driven by outstanding returns from 
some of largest stocks in the benchmark. 
Five Mega-caps, Microsoft (+52%), Apple 
(+35%), Alphabet (+65%), NVIDIA 
(+125%), and Tesla (+49%) contributed 
nearly a third of the total return of the 

S&P 500 in 2021 (see Figure 2).  

Value Competes with Growth 

Across Large-cap, Growth rallied into Q4 
and ultimately outperformed Value by 
2% for the year.  Down market cap, Val-
ue was favored by a wide margin. Within 
Mid-Cap, Growth (+13%) lagged Value 
(+28%) by over 15%. More striking, Small
-cap Growth returned just 3% for the 
year, lagging Small-cap Value by over 
25%. The dominance of Small-cap Value 
was due to the relative outperformance 
of cyclical sectors, an underweight to 
Health Care, and the meteoric rise of the 
“meme stocks” (e.g., AMC, GameStop). 

Defensive Stocks Lag  

From a sector perspective, Energy 
(+54%), Real Estate (+43%), Financials 
(+35%), and Info Tech (+35%) were the 
best performing sectors in the S&P 500. 
The defensive sectors, Utilities (+18%) 
and Consumer Staples (+18%), lagged 
throughout the course of the year.  
Across Small-cap, most sectors were pos-
itive except for Health Care, which fell 
17% due to a selloff in risky biopharma 
companies.  

International Loses Yardage 

Developed int’l equities (+11%) under-
performed the US during Q4 and on the 

year in part because of the stronger US 
dollar. For the year, the Netherlands 
(+28%) and Canada (+25%) performed 
best. The Netherlands benefited from 
the rise in ASML, which experienced 
significant demand for its semiconduc-
tor lithography machines. Canada’s 
strength was due its Energy exposure 
and proximity to the US. Hong Kong (-
4%) underperformed, likely  because of 
the unfavorable economic and regulato-
ry environment in China. Japan (+2%) 
also lagged as its economic recovery 
disappointed (see Figure 3).  

EM Fumbles  

Emerging markets trailed in Q4 and 
ended the year down 2.5%. There were 
some bright spots including India 
(+26%), Taiwan (+26%), Mexico (+23%), 
and Russia (+19%). Demand for semi-
conductors  and energy stocks lifted 
Taiwan and Russia,  respectively. Mexi-
co rallied as its economy gained 
strength. India benefited from strong 
performance across Info Tech, Materi-
als, and Energy.  In contrast, China and 
Brazil suffered severe market down-
turns. China, the largest emerging mar-
ket, fell almost 22% as it faced a severe 
regulatory crackdown and a slowing 
economy. The Brazilian market dropped 
17% on persistently high inflation, weak 
economic results, and political uncer-
tainty.  

Equities 
Representative 

Benchmark 

Q4 YTD 

Return Return 

US Large  S&P 500  11.0% 28.7% 

US Mid  Russell Midcap® 6.4% 22.6% 

US Small   Russell 2000® 2.1% 14.8% 

US Value  Russell 3000 Value 7.5% 25.4% 

US Growth  Russell 3000 Growth 10.9% 25.9% 

Dev. Int’l MSCI EAFE 2.7% 11.3% 

Emg. Int’l MSCI EM -1.3% -2.5% 

Figure 2: Largest Weights in S&P 500 Contributed Strongly to Annual Return 

Figure 3: 2021 Returns for Global Markets 

Source: MorningstarDirect 

Source: MorningstarDirect 
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Fixed Income 

U.S. Fixed Income Benchmarks 

Performance returns as of 12/31/2021 

The Fed Enters the Game 

Q4 was highlighted by an explicit hawk-
ish turn at the Federal Reserve. This re-
sulted in a profound flattening in the 
yield curve accomplished via a significant 
rise in short maturity yields + relatively 
flat yield changes beyond the 5yr mark. 
For instance, the 2yr Treasury yield rose 
45 bps while the 10yr yield only rose 2 
bps and 30yr yields actually fell.  

At the beginning of the quarter, before 
the Fed’s hawkish pivot was apparent, 
the rise in yields was attributable to a 
significant rise in inflation breakevens; as 
an example, the 5yr inflation breakeven 

rose by 67 bps (and the 10yr by 35 bps) 
while real yields in the same maturity 
space fell significantly (-35 bps in 5yrs 
and -40 bps in 10yr spaces). Upon the 
Fed’s pivot, however, the dynamic com-
pletely reversed. In fact, in the first week 
of the new year, the acceleration in real 
yields has been substantial and has been 
solely responsible for the rise in nominal 
yields (and the underperformance that 
TIPs have found themselves enduring , 
albeit from historically expensive levels).  

Since the beginning of 2022, the proba-
bility of additional and sooner Fed rate 
hikes has driven real yields significantly 
higher. Since the beginning of the year, 
nominal have risen as such: 2’s +15 bps, 
5yr +26 bps and 10’s +26 bps. Real yield 
comprise every bit of those moves (and 
more) with 2yr real +21 bps, 5yr real +38 
bps and 10yr real +37 bps. 

Spreads Tighter After Pump Fake 

As we highlighted above, the fourth 
quarter for fixed income can really be 
broken down into two categories: pre-
Fed pivot and post-Fed pivot. Before the 

hawkish turn, most of the 4th quarter 
saw a relative flatlining of corporate 
credit spreads. Post-pivot, however, in-
vestment-grade spreads widened by 13 
bps (on a base of 82 bps). It was not an 
egregious move on its own,  but it was 
notably different from any of the other 
mini risk-aversion episodes since the 
onset of Covid. Investment-grade credit 
spreads have recovered somewhat but 
have stagnated with recent risk-
aversion. Interestingly, high-yield had an 
initial widening excursion, as well, but 
has since recovered all of that loss and 
more (despite being on the recent move 
higher with on-going risk aversion). 

Lights Bright for Munis 

Municipal bonds returned (+0.7%) in Q4, 
besting their taxable counterparts. De-
mand remains strong, and as our friends 
at Strategas note, state and local oper-
ating budgets are in the best fiscal condi-
tion of the last few decades - even better 
than the late 1990s. This is due in part to 
strong GDP and the federal govern-
ment’s decision to pay for everything 
COVID related. State and local govern-
ments are running their 2nd consecutive 
year of surpluses; last year was the first 
time this was achieved since 1978. 

However, headwinds remain. Beyond 
taxes being pulled forward into 2021 
(anticipating hikes from the now-shelved 
Build Back Better plan), Strategas be-
lieves there's a chance that equity mar-
kets are down in 2022 – we're in a mid-
term election year and heading into Fed 
tightening, after all. All of those are fac-
tors that could weigh heavily on risk as-
sets and thus short-term capital gains. 
So it’s possible a softer equity market in 
2022 leads to weak capital gains taxes 
for 2023 filings, which would weigh on 
municipal finances. 

Fixed  Representative 
Q4 YTD 

Return Return 

Taxable BBgBarc. Aggregate  0.0% -1.5% 

Treasury BBgBarc. Treasury 0.2% -2.3% 

Corporate  BBgBarc. Corporate 0.2% -1.0% 

High Yield  BBgBarc. Corp. HY 0.7% 5.3% 

Municipal  BBgBarc. Municipal 0.7% 1.5% 

Int’l BBgBarc. Global Agg. -1.2% -7.0% 

Figure 4: Treasurys anticipating rate hikes 
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Appendix Definitions and Disclosures 

Benchmark and Asset Class Definitions 
S&P 500 Index (Large Cap / U.S. Stocks): A 
representative sample of 500 leading compa-
nies in leading industries of the U.S. econo-
my.  These are equity securities of large capi-
talization (generally $7 billion plus market 
cap) companies having growth and value 
characteristics. 
Russell 3000® Growth Index (All Cap 
Growth / Growth Stocks): Measures the 
performance of the 3,000 largest U.S. com-
panies based on total market capitalization 
with higher price-to-book ratios and higher 
forecasted growth values. 
Russell 3000® Value Index (All Cap Value / 
Value Stocks): Measures the performance of 
the 3,000 largest U.S. companies based on 
total market capitalization with lower price-
to-book ratios and lower forecasted growth 
values. 
Russell 1000® Growth Index (Large Growth): 
Measures the performance of those Russell 
1000® Index companies with higher price-to-
book ratios and higher forecasted growth 
values.  These are equity securities of large 
capitalization ($7 billion plus market cap) 
companies having growth stock characteris-
tics (high price to earnings, high return on 
equity and low dividend yield. 
Russell 1000® Value Index (Large Value): 
Measures the performance of those Russell 
1000® Index companies with lower price-to-
book ratios and lower forecasted growth 
values.  These are equity securities of large 
capitalization ($7 billion plus market cap) 
companies having value stock characteristics 
(low forecasted price-to-earnings ratio, low 
price-to-book ratio, high dividend yield). 
Russell Midcap® Index (Mid Cap / Mid Core): 
Measures the performance of the 800 small-
est companies of the Russell 1000® Index, 
which represent approximately 31% of the 
total market capitalization of the Russell 
1000® Index.  These are equity securities of 
middle capitalization ($2-7 billion plus mar-
ket cap) companies having growth and value 
characteristics. 
Russell 2000® Index (Small Cap / Small 
Core): Measures the performance of the 
2,000 smallest companies in the Russell 

3000® Index, which represent approximately 
10% of the total market capitalization of the 
Russell 3000® Index.  These are equity securi-
ties of small capitalization (<$2 billion plus 
market cap) companies having growth and 
value characteristics. 
Russell Micro Cap Index (Micro Cap): 
Measures the performance of the 1,000 
smallest companies in the Russell 2000® In-
dex, which represent approximately 3% of 
the total market capitalization of the Russell 
3000® Index. 
MSCI EAFE Index Net (International / Devel-
oped Markets): A free float-adjusted market 
capitalization index that is designed to meas-
ure the equity market performance of devel-
oped markets, excluding the US & Canada. 
As of May 27, 2010 the MSCI EAFE Index 
consisted of the following 22 developed mar-
ket country indices: Australia, Austria, Bel-
gium, Denmark, Finland, France, Germany, 
Greece, Hong Kong, Ireland, Israel, Italy, Ja-
pan, the Netherlands, New Zealand, Norway, 
Portugal, Singapore, Spain, Sweden, Switzer-
land, and the United Kingdom. 
FTSE 3-month T-bill Index (Cash): This index 
measures monthly return equivalents of 
yield averages that are not marked to mar-
ket. It consists of the last one-month and 
three-month Treasury bill issues, respective-
ly. 
Bloomberg Commodity Index 
(Commodities): Composed of commodities 
traded on U.S. exchanges, with the exception 
of aluminum, nickel and zinc, which trade on 
the London Metal Exchange (LME). Sub-
indices include Petroleum, Grains, Industrial 
Metals, Livestock, Precious Metals, and Softs  

MSCI Emerging Markets Index Net 
(Emerging Markets): A free float-adjusted 
market capitalization index that is designed 
to measure equity market performance of 
emerging markets. As of May 27, 2010 the 
MSCI Emerging Markets Index consisted of 
the following 21 emerging market country 
indices. 
MSCI Country Indices (Country-Specific Mar-
kets): To construct an MSCI Country Index, 
every listed security in the market is identi-
fied. Securities are free float adjusted, classi-

fied in accordance with the Global Industry 
Classification Standard (GICS®), and screened 
by size and liquidity. MSCI then constructs its 
indices by targeting for index inclusion 85% 
of the free float adjusted market capitaliza-
tion in each industry group, within each 
country. By targeting 85% of each industry 
group, the MSCI Country Index captures 85% 
of the total country market capitalization 
while it accurately reflects the economic 
diversity of the market. This includes the 
MSCI Japan Index. International indices. 
BBgBarc Aggregate Bond Index (Taxable 
Bonds / Bonds): Comprised of approximately 
6,000 publicly traded bonds, including U.S. 
Government, mortgage-backed, corporate, 
and Yankee bonds with an average maturity 
of approximately 10 years. 
BBgBarc Global Aggregate Bond Index 
(Global Bonds): Provides a broad-based 
measure of the global investment-grade 
fixed income markets. The three major com-
ponents of this index are the U.S. Aggregate, 
the Pan-European Aggregate, and the Asian-
Pacific Aggregate Indices. The index also in-
cludes Eurodollar and Euro-Yen corporate 
bonds, Canadian government, agency and 
corporate securities, and USD investment 
grade 144A securities. 
BBgBarc Muni Bond Index (Municipal 
Bonds): Bonds must have a minimum credit 
rating of at least Baa, an outstanding par 
value of at least $3 million, part of a transac-
tion of at least $50 million, issued after De-
cember 31, 1990 and have a year or longer 
remaining maturity. 
BBgBarc U.S. High Yield Bond Index (High 
Yield): Covers the universe of fixed rate, non
-investment grade debt. Eurobonds and debt 
issues from countries designated as emerg-
ing markets (e.g., Argentina, Brazil, Venezue-
la, etc.) are excluded, but Canadian and glob-
al bonds (SEC registered) of issuers in non-
EMG countries are included. Original issue 
zeroes, step-up coupon structures, 144-As 
and pay-in-kind bonds (PIKs, as of October 1, 
2009) are also included. 
BBgBarc U.S. Treasury Bond Index (Treasury 
Bonds): Comprised of U.S Treasury securities 
with at least one-year maturities. 

©2020 Robert W. Baird & Co., Incorporated.  

Member SIPC. MC-76300W.  
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Appendix Definitions and Disclosures 

GICS 

The Global Industry Classification Standard 
("GICS") is the exclusive property of Morgan 
Stanley Capital International Inc. ("MSCI") 
and Standard & Poor's, a division of The 
McGraw-Hill Companies, Inc. ("S&P") and is 
licensed for use by Robert W. Baird & Co. 
Inc.  MSCI and S&P hereby provided all infor-
mation "as is" and expressly disclaim all war-
ranties.  Without limiting any of the forego-
ing, in no event shall MSCI or S&P have any 
liability. 

The Russell Indices are a trademark of the 
Frank Russell Company.  Russell® is a trade-
mark of the Frank Russell Company. 

Investors should consider the investment 
objectives, risks, charges and expenses of 
each fund carefully before investing. This 
and other information is found in the pro-
spectus and summary prospectus, which 
can be obtained from your Baird Financial 
Advisor. Please read the prospectus or sum-
mary prospectus carefully before investing. 

Appendix – Important Disclosures and Defi-
nitions. 

Disclaimers 

This is not a complete analysis of every ma-
terial fact regarding any company, industry 
or security. The opinions expressed here 
reflect our judgment at this date and are 
subject to change. The information has been 
obtained from sources we consider to be 
reliable, but we cannot guarantee the accu-
racy.  Past performance is not a guarantee of 
future results and diversification does not 
ensure against market loss. 

There are risks associated with all invest-
ments which should be considered prior to 
investing. Small-capitalization and mid-
capitalization stocks are often more volatile 
and less liquid than investments in larger 
companies. Satellite and alternative invest-
ments can be volatile and are not appropri-
ate as large percentages of an investor’s to-
tal asset allocation. Foreign issuers are sub-
ject to certain risks, such as the potential for 
political or economic disruptions or instabil-
ity of the country of issue, the difficulty of 
predicting international trade patterns, for-
eign currency fluctuations, and the possibil-

ity of imposition of exchange controls. In-
vestments in lower-rated debt securities 
(commonly referred to as high-yield or junk 
bonds) involve additional risks because of 
their lower credit quality which could equate 
to a possibly higher level of volatility and 
increased risk of default. While sector in-
vesting reduces company specific risk, it will 
still be more volatile than the overall stock 
market due to its narrow focus and lack of 
diversification. 

Stocks represent partial ownership of a cor-
poration. If the corporation does well, its 
value increases, and investors share in the 
appreciation. However, if it goes bankrupt, 
or performs poorly, investors can lose their 
entire initial investment (i.e., the stock price 
can go to zero). Bonds represent a loan 
made by an investor to a corporation or gov-
ernment. As such, the investor gets a guar-
anteed interest rate for a specific period of 
time and expects to get their original invest-
ment back at the end of that time period, 
along with the interest earned. Investment 
risk is repayment of the principal (amount 
invested). In the event of a bankruptcy or 
other corporate disruption, bonds are senior 
to stocks. Investors should be aware of these 
differences prior to investing. Additionally, 
an investment decision should not be made 
solely due to a security’s stated yield as divi-
dends can be reduced or suspended alto-
gether. The indices referenced in this report 
are unmanaged common indices used to 
measure and report performance of various 
sectors of the stock and fixed income mar-
kets; direct investment in indices is not avail-
able. 

Baird is exempt from the requirement to 
hold an Australian financial services license.  
Baird is regulated by the United States Secu-
rities and Exchange Commission, FINRA, 
NYSE, and various other self-regulatory or-
ganizations and those laws and regulations 
may differ from Australian laws.  This report 
has been prepared in accordance with the 
laws and regulations governing United States 
broker-dealers and not Australian laws. 

Credit Quality Ratings:  Measured on a scale 
that ranges from AAA or Aaa (highest) to D 
or C (lowest). Investment grade investments 
are those rated from highest down to BBB- 
or Baa3.    

Other Disclosures 

UK disclosure requirements for the purpose 
of distributing this research into the UK and 
other countries for which Robert W Baird 
Limited holds an ISD passport. 

This report is for distribution into the United 
Kingdom only to persons who fall within Arti-
cle 19 or Article 49(2) of the Financial Ser-
vices and Markets Act 2000 (financial promo-
tion) order 2001 being persons who are in-
vestment professionals and may not be dis-
tributed to private clients.  Issued in the 
United Kingdom by Robert W Baird Limited, 
which has offices at Mint House 77 Mansell 
Street, London, E1 8AF, and is a company 
authorized and regulated by the Financial 
Conduct Authority.  For the purposes of the 
Financial Conduct Authority requirements, 
this investment research report is classified 
as objective. 

Robert W Baird Limited ("RWBL") is exempt 
from the requirement to hold an Australian 
financial services license.  RWBL is regulated 
by the Financial Conduct Authority ("FCA") 
under UK laws and those laws may differ 
from Australian laws.  This document has 
been prepared in accordance with FCA re-
quirements and not Australian laws. 
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