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SUMMARY: Apprehensions about the spread of the Omicron variant, the prospect of lessening Federal
Reserve monetary accommodation, and supply chain bottlenecks were outweighed by a strong economy,
rising employment and wages, and increased corporate profits, boding well for a continuation of the rally
in equities. Indeed, stocks completed their third straight year of strong positive returns, with the major
market averages ending 2021 at or near record highs.

Stocks recorded their third straight year of double-
digit returns in 2021, powered by continued
government monetary and fiscal stimulus and a
strong rebound from 2020’s pandemic-induced
lockdowns. In the U.S., the S&P 500 was the top-
performing large-cap index, returning 28.7% after
gaining 18.4% in 2020. NASDAQ rose 22.2% on top of
the prior year’s 44.9% increase, while the Dow Jones
Industrial Average gained 20.9%, more than double its
9.7% return of the previous year. Stocks ended the
year strong, with the S&P 500 closing out the year
with an 11.0% gain in the fourth quarter while
NASDAQ and the Dow returned 8.4% and 7.9%,
respectively. Small-cap stocks slightly outperformed
the large-cap indexes, with the S&P 400 Mid Caps
gaining 24.8% for the year (+8.0% in the fourth
quarter) and the S&P 600 Small Caps returning 26.8%,
including 5.6% in the final three months. All told, the
market moved higher all year, with stocks rising in

three of the four quarters, with only a minor setback
in the third quarter; there were only two down
months, plus one month where stocks were narrowly
mixed.

The market rally was wide and deep, with all 11
sectors of the S&P 500 enjoying double-digit gains
for the full year. The best-performing sectors were
those most beaten down the prior year, benefiting
from a belief in a strong economic snapback. Energy
stocks gained 54.6% for the year after losing 33.7% in
2020, mirroring the 55.0% jump in the price of crude
oil, the result of heightened demand. Real estate
stocks returned 46.2% after declining 2.2% in 2020.
Many companies opted to keep many of their
employees away from the office and working from
home, and the retail store market remained soft, but
other parts of the sector are growing, particularly data
centers, cell towers and storage facilities. Financials
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U.S. 10.0% 0.0% 26.5% -1.5%

Canada 7.2% 1.4% 26.0% -1.9%
Mexico 6.2% 1.4% 22.5% 0.5%
Japan -4.0% -3.2% 1.7% -10.5%
Pacific ex Japan -0.1% 1.8% 4.7% 2.0%
     Australia 2.1% -0.9% 9.4% -9.0%
     China -6.1% 2.7% -21.7% 8.7%

     Hong Kong -3.5% -0.6% -3.9% -1.0%
Europe 5.7% -2.4% 16.3% -9.7%
     France 7.1% -0.1% 19.5% -2.2%
     Germany 0.8% -1.6% 5.3% -9.5%
     Italy 5.6% -0.9% 15.0% -0.5%
     Netherlands 3.5% -1.8% 27.6% -10.4%
     Spain -1.4% -2.4% 1.4% -9.1%

     Switzerland 12.8% 2.3% 19.3% -5.0%
     U.K. 5.6% 2.4% 18.5% -5.6%
World 7.8% -0.7% 21.8% -4.7%
World ex U.S. 3.1% -1.2% 12.6% -7.0%

Sources: MSCI Stock & Bloomberg Barclays Bond Indexes as of 12/31/2021
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rebounded 35.0% after falling 1.7% in 2020; expected
loan losses from the pandemic lockdowns proved to
be overly pessimistic and banks had a banner year.
Defensive stocks, including consumer staples and
utilities, were the worst performers in 2021, although
they still produced solid returns of 18.6% and 17.7%,
respectively. In the fourth quarter, real estate was the
best performing sector with a 17.5% return, following
by info tech, which gained 16.7%.

With the notable exception of China, foreign stocks
produced mostly positive returns in U.S. dollar terms
in 2021. Eurozone stocks gained 15.7% while U.K.
stocks returned 18.5%. Chinese stocks, however, lost
21.7%, as the government cracked down on privately-
owned companies, particularly those that do a large
share of their business in the West. Emerging markets
stocks were also weaker, declining 2.5% for the year,
considering the significant weight of China in emerging
market indices. Japanese stocks returned a relatively
weak 1.7%, largely due to a strong U.S. dollar, which
gained 11.5% against the yen. It was a good year for
commodities besides oil, with many producing high-
double digit returns. But gold lost some of its luster as
an inflation hedge, falling 3.5% for the year after rising
more than 24% in 2020.

Bonds had mostly negative returns as interest rates
remained low, although Treasury Inflation-Protected
Securities (TIPS), high-yield bonds and bank loans
gained more than 5%. In the U.S., the Bloomberg U.S.
Aggregate fell 1.5% for the year following little change
in the fourth quarter. The yield on the benchmark 10-

year U.S. Treasury note ended the year at 1.51%, just
slightly above its 1.49% third quarter yield but well
above its 0.91% yield at the end of 2020. While yields
were higher for the year due to the economic
rebound, the bond market seems less concerned
about the possibility of runaway inflation. Outside the
U.S., the Bloomberg Global Aggregate ex-U.S. index
fell 7.0% for the year, including 1.2% for the fourth
quarter.

U.S. ECONOMY

Despite the outbreak of the Omicron variant in late
November, the U.S. economy was expected to end
the year on an up note, buoyed by strong consumer
spending. The Atlanta Fed’s GDPNow forecasting
model is calling for annualized fourth quarter growth
of 7.6%, while the Conference Board expects growth
of 6.5%. That is up from the U.S. Commerce
Department’s final estimate of 2.3% in the third
quarter. For the full year, the Fed is expecting 5.5%
growth, according to its revised December forecast;
that is down slightly from its September forecast of
5.9%, but still up sharply from 2020, when U.S. GDP
shrank by 2.3% due to the pandemic lockdown. In
November, personal consumption expenditures rose
0.6%, down from October’s 1.4% jump, as personal
incomes increased 0.4%. Retail sales rose 0.3%,
undershooting expectations and below October’s 1.8%
rise. However, holiday sales rose a robust 8.5%,
excluding autos, compared to a year earlier, when the
bar was set fairly low, but online sales jumped 11%
over the high comparisons set in 2021. Many analysts



believe that holiday sales were pushed forward into
October and November this year as consumers, many
of them still flush with stimulus cash and savings,
bought early over concern about the availability of
goods given supply shortages. Yet, despite worries
about inflation and the pandemic, the Conference
Board’s consumer confidence index rose nearly four
points in November to 115.8, although the group
warned that “… both confidence and consumer
spending will continue to face headwinds from rising
prices and an expected winter surge of the pandemic.”
More broadly, leading economic indicators rose for the
ninth straight month in November, climbing 1.1.%.
Durable goods orders increased a much stronger-than-
expected 2.5% in November following October’s 0.1%
increase, although core capital goods orders fell 0.1%
after rising 0.9% the prior month. Industrial
production rose 0.5%, down from October’s 1.7%
increase, while capacity utilization increased to 76.8%
from 76.5%.

Inflationary pressures remained high, but that
doesn’t necessarily mean they’ll remain high for
long. The Personal Consumption Expenditures Index
(PCE), the Fed’s main consumer inflation measure,
rose a higher-than-expected 5.7% on a year-over-year
basis in November, up from 5.1% the prior month,
while the core rate, excluding food and energy prices,
climbed 4.7%, also stronger than forecast. The
Consumer Price Index (CPI) rose 6.8% year-on-year,
the fastest pace since 1982 and the sixth straight
month topping 5%. Producer prices based on the
Producers Price Index, meanwhile, jumped 9.6% on an
annualized basis, nearly a percentage point higher
than October’s pace, portending further consumer
price gains in the months ahead. While it may have
dropped the word “transitory” in describing inflation,
the Fed does continue to believe that PCE inflation will
fall from an average 5.3% in 2021 to 2.6% this year,
2.3% in 2023 and 2.1% in 2024. Several other
prognosticators have weighed in with projections that
inflation will indeed moderate in the not-too-distant
future. One reason is that the jobs market remains
strong, as weekly initial jobless claims, a proxy for new
layoffs, fell below 200,000, the lowest level since
1969; the economy continued to absorb more
workers, although the number of open positions still
exceeds the number of available people. More
workers could mean relief for supply chain

bottlenecks, one of the main reasons for the surge in
inflation.

The housing market may stay strong in 2022 despite
record home prices that show few signs of easing,
the result of lack of inventory and low mortgage
borrowing rates. In November, sales of existing homes
rose 1.9% to an annual rate of 6.46 million, the
strongest pace since January even as the median price
of a home jumped nearly 14% year-on-year to a
record $353,900. The widely watched S&P CoreLogic
Case-Shiller National Home Price Index showed home
prices rising even faster, by 19.1% in the 12 months
ending in October. But pending home sales fell 2.2% in
November, indicating some hesitancy among buyers,
although that may be just a one-time setback. The
market for newly built homes also remains hot, with
sales climbing 12.4% to an annual rate of 744,000
units, the strongest pace since April, as the median
sales price hit $416,900. More supply may be coming
to the market, although that may not be enough to
ease pricing pressures. Housing starts rose 11.8% to
an annual rate of 1.679 million units, the highest level
since March. But the National Association of
Homebuilders warned that “the most pressing issue
for the housing sector remains lack of inventory.”

INVESTMENT OUTLOOK

Investors enter 2022 with many concerns, but it’s
possible that things may turn out a lot better than
some people believe. The Fed indicated at its
December meeting that it plans to reduce its
purchases of Treasury and mortgage-backed securities
starting in January and wrap up the program in March,
rather than in June as previously scheduled. From that
point it will likely start raising interest rates off zero,
with as many as three 25-basis-point increases this
year, three more in 2023 and two more in 2024. Of
course, all of that is predicated on the course of the
pandemic and the strength of the economy, meaning
it could go either way, although at this point it seems
unlikely that the U.S. will fall back into anything
resembling the lockdowns we experienced in 2020.
More likely, as we’ve seen, people will learn to live
with the virus and try to keep disruptions to their daily
lives to a minimum. As a result, we fully expect the
Fed to carry out this program as planned, if not
sooner, if inflationary pressures show no sign of easing
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Past performance is not indicative of future results.

in the very near future, which at this point seems
unlikely. However, we don’t expect the change in policy
to be overly disruptive to the markets, which have been
well prepared that Fed accommodation is no longer
necessary and that raising interest rates is a needed
correction to fight inflation. The Fed’s monetary policy
committee doesn’t meet again until the end of January,
at which time we expect it to solidify, if not actually
expedite, its plans to tighten policy.

How the financial markets will react to a less
accommodative Fed remains to be seen, but right now
it appears that they are taking it in stride. Although
stock prices were more volatile shortly after the Fed’s
December announcement, they quickly resumed their
upward march, with the major U.S. averages ending the
year at or near record levels. One reason is that the
announcement wasn’t unexpected; the Fed has well
telegraphed its intentions so as not to unsettle the
markets. We also need to keep in mind that Fed
support is not going away, although it may be lessening
somewhat. The central bank still owns a $9 trillion
bond portfolio. The Fed has yet to disclose its plans to
start reducing those holdings, which it would likely
begin by ending the reinvestment of the proceeds
when those bonds mature. So, the Fed will still exert a

lot of influence in the markets even after it stops
adding to its holdings and raises rates.

While Fed support has certainly been one of the main
reasons behind the continued bull market—now more
than 10 years old—it’s not the only reason. Stocks
have been buoyed as well by strong corporate earnings,
which have been supported by a resilient economy in
the face of a seemingly never-ending pandemic.
Indeed, the economy is likely to emerge even stronger
once the virus dissipates. Corporate earnings—both
actual and future projections—and stock prices reflect
that. We also believe that, with time, stalled supply
chains will improve, which will create a better balance
between supply and demand forces, which will ease
inflationary pressures and make the economy—and the
markets—less volatile. As 2021 ended, we already saw
supply chain bottlenecks start to ease, as more people
rejoined the workforce. Granted, this will take more
time to resolve itself, but signs are pointing in the right
direction and several months from now the picture will
likely look a lot different than it does now. Given all this,
we remain optimistic about the year ahead and
continue to believe holding a well-diversified portfolio
of high-quality investments with reasonable valuations
is the best course of action.
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Log Scale

2020 Q1 -5.1% 1.7% -5.3% 0.1% 0.7%
Q2 -31.2% -0.8% -15.5% 0.1% 0.7%
Q3 33.8% 3.5% -16.7% 0.1% 0.7%
Q4 4.5% 1.2% -18.5% 0.1% 0.9%

2021 Q1 6.3% 2.7% -2.0% 0.0% 1.7%
Q2 6.7% 6.1% 29.2% 0.0% 1.5%
Q3 2.3% 4.6% 44.1% 0.0% 1.5%
Q4 e 6.0% 4.4% 55.1% 0.0% 1.5%

2022 Q1 e 4.0% 4.4% 42.2% 0.3% 1.7%
Q2 e 3.6% 3.5% 24.3% 0.4% 1.9%
Q3 e 3.1% 3.1% 18.0% 0.5% 2.0%
Q4 e 2.6% 2.6% 14.9% 0.7% 2.0%

2023 Q1 e 2.5% 2.4% 14.0% 0.9% 2.1%
Q2 e 2.4% 2.3% 14.1% 1.1% 2.2%
Q3 e N/A N/A N/A 1.3% 2.3%
Q4 e N/A N/A N/A 1.4% 2.3%

e: Bloomberg Consensus Estimates; *: Annual Rates; #: Year-Over-Year Change in S&P500 EPS

Sources: Bloomberg LP, Wright Investors' Service, Inc.
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