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Another year is in the books and what a wild year it was. Indeed, 2021 was quite an encore for 2020. We had a riot at the 
Capitol, vaccine introduction, economic “re-opening”, meme stock rally, the special purpose acquisition company (SPAC) 
craze, supply chain snarls, widespread inflationary pressures, the Delta variant and more recently the Omicron variant. Many, 
including us, thought it would be difficult for investors’ risk appetites to sustain levels reached in late 2020. While some 
speculative pockets of the market weakened, there was no broad-based let down and we saw surprising gains powered by 
improved economic growth, accommodative policy and abundant liquidity. The S&P 500® Index finished the year up a 
stunning 28.7% while the Russell 2000® Index advanced 14.8%. Our equity portfolios also enjoyed solid gains for the year. 

Where to now? It seems 2022 could be a year of transition. 
First and foremost, markets may have to contend with a shift in 
monetary policy. Given economic strength and inflationary 
pressures, Federal Reserve officials plan to reign in stimulus. 
They have already announced their intention to begin raising 
interest rates, which have been held near zero most of the 
pandemic. Even if expectations for three rate hikes in 2022 are 
met, interest rates will remain low by historical standards. 
However, markets have become very accustomed to “easy” 
policy and it will be interesting to see how they adapt to this 
shift. 

We will also see a shift in fiscal stimulus. The past 18 months have seen the government pass extraordinary spending 
measures aimed at supporting the economy, including a recent $1.2 trillion infrastructure bill. Such measures have been 
market catalysts that will likely abate going forward. Furthermore, we could see economic growth slow. This may result not 
only from the aforementioned policy shifts, but also a natural slowdown following the surge in demand that accompanied 
economic re-opening. Then there’s COVID. Rising vaccination rates and the emergence of antiviral medications suggest an 
ongoing transition to the post-pandemic era and normalization of consumer behavior, work environments and supply chains. 
However, as seen with the emergence of the Omicron variant, the virus has the potential to surprise.

What do equity markets have in their favor? For starters, corporate profit growth looks to remain robust in an absolute 
sense, albeit down sharply from 2021 levels. The consensus calls for roughly 9% earnings growth in 2022 versus 51% for 2021. 
Also, interest rates will remain quite low by historical standards even if moving higher. This should continue to support the 
relative attractiveness of asset classes such as stocks. Finally, there’s significant liquidity in the system that can be put to 
work. The Wall Street Journal recently noted that companies in the S&P 500 held $3.8 trillion of cash at the end of the third 
quarter, up from $2.2 trillion two years prior. This has enabled record levels of corporate share buyback activity. Along those 
same lines, Goldman Sachs recently wrote that households, mutual funds and pension funds hold $19 trillion of cash, up $4 
trillion from pre-pandemic levels. It seems logical to expect some of this cash will find its way to stocks. 

Shifting gears a bit, we note market gains have been “narrow” of late. That is, much of the return has been powered by a 
small group of behemoths. In fact, Dow Jones recently reported that, as of December 21st, half the S&P 500’s gains since 
April have been driven by just five stocks - Microsoft Corp (MSFT), Nvidia Corp (NVDA), Apple Inc (AAPL), Alphabet Class 
C (GOOG) and Tesla Inc (TSLA). These and popular names have obscured the fact that many other stocks are well off their 
highs and may offer value. While many of the big winners are great companies and we own a few of them, it broadly seems 
the spread between the market’s winners and losers has grown to an extreme. In other words, capital continues to flow into 
“stocks that have worked” and away from the market’s laggards. We think this has created an opportunity in some stocks 
that have been out of favor and have been adjusting our portfolios accordingly. 

In conclusion, we are dealing with fighting forces as the economy transitions. On one hand, many stocks remain reasonably 
valued in the context of interest rates and profit growth, and there remain few alternatives for abundant cash stockpiles. 
Moreover, pockets of the market seem overlooked, potentially setting up an opportunity for stock pickers. On the other hand, 
it would be foolish not to acknowledge that the powerful tailwinds of the COVID recovery, monetary stimulus and fiscal 
stimulus are fading somewhat. We think equities can produce attractive returns; however, continue to expect more moderate 
returns than the outsized results we’ve witnessed in recent years. As noted in our last letter, the S&P 500 is up over fivefold 
since the financial crisis, generating returns well above historical norms with the help of extremely supportive Fed policy. 
Hence, it seems logical to expect some reversion to the mean, especially with policy getting a little less supportive on the 
margin. Please refer to our portfolio letters for thoughts on individual investment ideas. Thank you for your trust and we wish 
you the best in 2022. 

Market Returns Q4 2021 YTD

U.S. Large Caps 11.0 28.7

U.S. Mid Caps 6.4 22.6

U.S. Small Caps 2.1 14.8

International Developed Markets 2.7 11.3

Emerging Markets -1.3 -2.5

Intermediate Term Bonds -0.6 -1.4

Source: Morningstar Direct. Please see last page for index definitions.
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The fourth quarter was fairly quiet on the new issue corporate front. The focus was inflation and the Fed’s response. In 
this month’s report we include data from early 2022, specifically an insightful CPI heatmap table. Of note is the fact that 
components with the biggest moves tend to have smaller weightings. We believe that as the consumer returns to allocating 
more to services and supply chains improve, goods prices will moderate in coming quarters. As the historic monetary and 
fiscal stimulus wanes, price moderation will evolve.      

Relative Value
The relative value table and annual relative total returns heatmap illustrate favorable year-end performance as a Covid 

spike returned with Omicron’s global spread. Between credit spreads that weren’t spooked and a Treasury curve that has 
begun to respond to the Fed’s pivot, we believe we ended the quarter on a good note.

Source: CreditSights, BofA/ML, S&P/LSTA, Bloomberg.
Treasury=G0Q0, HG=C0A0, HY=H0A0, LL=SPBDPL, Muni=U0A0, Convert=V0S0, Pref=P0P1, Mortgages=M0A0, S&P 500=SPX 

Notes: Shows select YoY price change per CPI category sorted by weight in the headline index.  
Category labels abbreviated from official titles. Not Seasonally Adjusted. Intra-category color scheme. 
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Source: CreditSights, BofA/ML, 
S&P/LSTA, Bloomberg.

EM Sov is USD EM Soverign 
BBB & lower index. YTD 

calculated as of Dec 31, 2021

Treasury Markets
The Treasury market saw the most 

action from the front to belly of the 
curve with continued flattening. The 
20/30 year part of the curve had a 
slight inversion but this is the result 
of a smaller 20 year investor while 
the 30 year bond continued to see 
a strong bid from life insurance 
companies. The shorter tenor move 
reflects expectations for four 25 basis 
points Fed Fund hikes in 2022 as liftoff 
begins. Additionally, hawkish Fed 
balance sheet repositioning with QE’s 
(quantitative easing) termination and 
the eventual security sales are part 
of a less accommodative monetary 
policy pivot.  

Source: CreditSights, Bloomberg, LP. Data as of 12/31/2021

Source: BofA/ML Indices (C0A0), CreditSights Source: CreditSights, ICE Data Indices, LLC. Data as of 12/31/2021Source: BofA/ML Indices (H0A0), CreditSights

Credit Markets
Prevalent risk appetite allowed credit spreads to compress that led to a tighter close to the year. We see limited room 

for additional overall spread narrowing in 2022 but do anticipate increased sector dispersion as the alpha driver,

2021 concluded with mostly higher YTW (yield to worst) across ratings and maturities. As noted above, credit spreads 
ended the year tighter but the rise in Treasury rates rose, leading to higher corporate yields. Looking ahead to 2022, Fed 
hikes are priced into the market, and time will tell how accurately the curve repriced. Our strategy continues to focus on 
incorporating a challenging geopolitical backdrop, inflation trends and sector dispersion.
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Important Disclosures
Any opinions expressed here are statements of judgment on this date and are subject to future change without notice. This information may contain forward looking 
predictions that are subject to certain risks and uncertainties which could cause actual results to differ materially from those currently anticipated or projected. The 
information contained herein has been compiled from sources believed to be reliable; however, there is no guarantee of its accuracy or completeness. There is no 
guarantee that a company will continue to pay a dividend. The investment return and principal value of an investment will fluctuate. Small and mid cap company 
stocks may be more volatile than stocks of larger, more established companies. The portfolios may invest in foreign securities  which are subject to additional risks 
such as currency fluctuations, political instability, differing financial standards and the potential for illiquid markets. The information provided in this letter should not 
be considered a recommendation to purchase or sell any particular security. U.S. Government securities are guaranteed as to timely payment of principal and interest 
only. Bonds are subject to market and interest risk; values are expected to decline as interest rates rise. Bonds may not be suitable for all investors. 

Performance shown is historical and is no guarantee of future results. Investing in securities carries risk including the possible loss of principal. 

Data as of 12/31/2021 ©2021 Morningstar, Inc. All Rights Reserved. The information contained herein: (1) is proprietary to Morningstar and/or its content providers; 
(2) may not be copied or distributed; and (3) is not warranted to be accurate, complete or timely. Neither Morningstar nor its content providers are responsible for 
any damages or losses arising from any use of this information. 

The BLOOMBERG PROFESSIONAL service, BLOOMBERG Data, and BLOOMBERG Order Management Systems (the ‘Services’) are owned and distributed locally 
by Bloomberg Finance L.P. (‘BFLP’) and its subsidiaries in all jurisdictions other than Argentina, Bermuda, China, India, Japan, Korea (the “BLP Countries”). BFLP is 
a wholly-owned subsidiary of Bloomberg L.P. (“BLP”). BLP provides BFLP with global marketing and operational support and service for the Services and distributes 
the Services either directly or through a non-BFLP subsidiary in the BLP Countries. The Services include electronic trading and order-routing services, which are 
available only to sophisticated institutional investors and only where the necessary legal clearances have been obtained. BFLP, BLP and their affiliates do not provide 
investment advice or guarantee the accuracy of prices or information in the Services. Nothing on the Services shall constitute an offering of financial instruments 
by BFLP, BLP or their affiliates. BLOOMBERG, BLOOMBERG PROFESSIONAL, BLOOMBERG MARKET, BLOOMBERG NEWS, BLOOMBERG ANYWHERE, 
BLOOMBERG TRADEBOOK, BLOOMBERG BONDTRADER, BLOOMBERG TELEVISION, BLOOMBERG RADIO, BLOOMBERG PRESS AND BLOOMBERG.
COM are trademarks and service marks of BFLP, a Delaware limited partnership, or its subsidiares.

Index Definitions:  U.S. Large Caps represented by the S&P 500 Index. U.S. Mid Caps represented by the Russell Midcap® Index. U.S. Small Caps represented by 
the Russell 2000 Index. International Developed Markets represented by the MSCI EAFE Index. Emerging Markets represented by the MSCI EM Index. Intermediate 
Term Bonds represented by the Bloomberg Barclays Intermediate Government/Credit Index. 

The S&P 500 Index is comprised of 500 U.S. stocks and is an indicator of the performance of the overall U.S. stock market. Standard & Poor’s Financial Services LLC, 
a division of S&P Global, is the source and owner of the registered trademarks related to the S&P 500 Index. The Russell 2000® Index measures the performance 
of the 2000 smallest companies in the Russell 3000® Index, representing approximately 8% of the total market capitalization of the Russell 3000. The Russell 1000® 

Value Index measures the performance of the Russell 1000 companies with lower price-to-book ratios and lower forecasted growth values. The Russell 1000® 

Growth Index measures the performance of the Russell 1000 companies with higher price-to-book ratios and higher forecasted growth values. The Russell Midcap® 
Index measures the performance of the 800 smallest companies in the Russell 1000, which represent approximately 25% of the total market capitalization of the 
Russell 1000. London Stock Exchange Group PLC and its group undertakings (collectively, the “LSE Group”). © LSE Group 2021. FTSE Russell is a trading name 
of certain LSE Group companies. “Russell®” is a trade mark of the relevant LSE Group companies and is used by any other LSE Group company under license. 
All rights in the FTSE Russell indexes or data vest in relevant LSE Group company which owns the index or the data. Neither LSE Group nor its licensors accept 
any liability for any errors or omissions in the indexes or data and no party may rely on any indexes or data contained in this communication. No further distribution 
of data from LSE Group is permitted without the relevant LSE Group company’s express written consent. The LSE Group does not promote/sponsor/endorse the 
content of this communication. The Morgan Stanley Capital International Europe, Australia and Far East (MSCI EAFE) Index is an unmanaged index composed 
of the stocks of approximately 1,000 companies traded on 20 stock exchanges from around the world, excluding the U.S., Canada, and Latin America. The Morgan 
Stanley Capital International Emerging Markets (MSCI EM) Index is a capitalization-weighted index of stocks from 26 emerging markets that only includes 
issues that may be traded by foreign investors. The reported returns reflect equities priced in US dollars and do not include the effects of reinvested dividends. 
The Bloomberg Barclays U.S. Corporate High Yield Index measures the U.S. dollar-denominated, high yield, fixed-rate corporate bond market. Securities are 
classified as high yield if the middle rating of Moody’s, Fitch and S&P is Ba1/BB+/BB+ or below. The Bloomberg Barclays Intermediate Government/Credit Index 
is an unmanaged index composed of debt securities with maturities from one to ten years issued or guaranteed by the U.S. Treasury, U.S. Government agencies, 
quasi-federal corporations and fixed rate dollar denominated SEC-registered corporate debt that are rated investment grade or higher by Moody’s Investors Service 
and Standard and Poor’s Corporation or Fitch Investor’s Service, in that order. The Bloomberg Barclays Municipal Index covers the U.S. dollar-denominated long-
term tax exempt bond market. The Bloomberg Barclays U.S. Government/Credit Bond Index measures the non-securitized component of the U.S. Aggregate 
Index.  It includes investment grade, U.S. dollar-denominated, fixed-rate Treasuries, government-related and corporate securities. The Bloomberg Barclays U.S. 
1-3 Year Government/Credit Index includes all medium and larger issues of U.S. government, investment-grade corporate, and investment-grade international 
dollar-denominated bonds that have maturities of between 1 and 3 years and are publicly issued. The Bloomberg Barclays U.S. 1-5 Year Government/Credit 
Index measures the performance of U.S. dollar-denominated U.S. Treasury bonds, government related bonds (i.e., U.S. and non-U.S. agencies, sovereign, quasi-
sovereign, supranational and local authority debt) and investment grade U.S. corporate bonds that have a remaining maturity of greater than or equal to one year 
and less than five years. The Bloomberg Barclays Intermediate Corporate Index The Index measures the investment grade, fixed-rate, taxable corporate bond 
market. It includes USD denominated securities publicly issued by US and non-US industrial, utility and financial issuers. For a portfolio of bonds, average effective 
maturity is the weighted average of the maturities of the underlying bonds. The Bloomberg Barclays Intermediate US Govt/Credit Index is a broad-based flagship 
benchmark that measures the non-securitized component of the US Aggregate Index with less than 10 years to maturity. The index includes investment grade, US 
dollar-denominated, fixed-rate treasuries, government-related and corporate securities. 

The ICE BofA US High Grade Corporate Master Index tracks the performance of US dollar denominated investment grade corporate debt publicly issued in the 
US domestic market. The ICE BofA US High Yield Master Index tracks the performance of US dollar denominated below investment grade corporate debt publicly 
issued in the US domestic market. All information provided by ICE is owned by or licensed to ICE. ICE retains exclusive ownership of the ICE Indices, including the 
ICE BofAML Indexes, and the analytics used to create this analysis ICE may in its absolute discretion and without prior notice revise or terminate the ICE information, 
Indices and analytics at any time.

A security’s credit rating is the grade a rating agency assigns to indicate the risk of default and, in some cases, takes into consideration the potential loss to investors 
in the event of default. Further information and a more extensive discussion on credit ratings can be found on the SEC’s website. Users are cautioned that rating 
agencies may assign different meanings to similar terms.

www.sec.gov/ocr

An investor cannot invest in these indices and their returns are not indicative of the performance of any specific investment. 


