
Equity Market Update
U.S. equity indexes posted solid gains in 2021, with all major indexes up over 20%. Accommodative monetary
policy and federal government stimulus provided support to businesses and consumers which helped drive strong
corporate revenue and earnings growth. This all came despite the lingering COVID virus along with supply chain
issues, semiconductor and car shortages, and rising prices.

Developed International indexes recorded gains of a little over 10%, which lagged the United States. International
governments also continued easy monetary policy, but they did not supply the level of government stimulus that
the U.S. provided. Emerging market (EM) indexes posted a small loss in 2021 due largely to declines in Chinese
equities which comprise a large portion of most EM indexes. The Chinese government has taken a more
antagonistic approach to Chinese technology companies which caused sharp declines in many of these stocks.

Equity markets have generated much stronger gains over the past few years than most market forecasters
predicted. We believe that they underestimated the resiliency of consumers and businesses which adapted to the
challenges brought out by COVID. It is likely that equity markets will be more challenging in 2022 due to recent
strong performance along with less accommodative fiscal and monetary policy. We remain optimistic that
corporate earnings growth will continue providing a solid backdrop for equities.
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Total Return Performance for the 

Major U.S. and International Stock Market Indexes

Equity Index
YTD

December 31, 2021

United States

Dow Jones Industrial Avg.:  

30 Stock Composite
20.95 %

S&P 500 Composite:  U.S. Large Cap 28.68 %

NASDAQ Composite:  Technology 
Heavy

22.21 %

S&P 600 Small Cap:  U.S. Small Cap 26.74 %

International

MSCI EAFE Large Cap:  

Europe, Asia & Far East Large Cap
11.86 %

MSCI EAFE Small Cap:

Europe, Asia & Far East Small Cap
10.51 %

MSCI EM Emerging Market:

Emerging Market Countries
‐2.47 %

Source:  Bloomberg, L.P.
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Inflation
The graph below highlights that when you factor in 2021 inflation of 4.96% along with the year‐end 10‐year
Treasury yield of 1.51% you arrive at a “real yield” of negative 3.45%, something we have not seen since the bell
bottom days of the 1970s. Conversely, for much of the period between 1980 and 2010, a buyer of a 10‐year
Treasury could earn a low single‐digit return over inflation which was quite attractive in that you could cover
inflation without taking credit risk. Over the last decade, the real yield has been generally flat to modestly negative,
which has forced investors to take credit risk to cover inflation.

Fixed income and equity investors alike are concerned that higher inflation readings may force monetary officials to
respond with significant interest rate hikes similar to what we experienced in the early 1980’s. We do not see this
as likely as the causes of recently elevated inflation readings are much different than 40 years ago. Economic
impacts from COVID have interrupted the low inflation environment we have enjoyed for much of the last 20 years.
Slow population growth along with abundant supply have been the key drivers to low inflation during most of recent
memory and we expect these drivers to reassert themselves when COVID‐induced disruptions ease. Nevertheless,
we would be remiss if not acknowledging that recent inflation readings are unnerving and we will be watching
inflation carefully over the coming months.

Source: JPMorgan Guide to the Markets 12/31/2021

Economy

The U.S. economy performed much better in 2021 than anyone could have imagined. It is expected that growth will
slow from the torrid pace of 2021, but still remain above the more recent readings prior to the pandemic.
Unemployment has returned to under 4% which is remarkable given the elevated levels in 2020.

Similarly, we expect international economies to post solid growth readings in 2022. The key risks are continued high
inflation leading to unexpected rate hikes and a more serious COVID variant surfacing.
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U.S. Equity Market Outlook
Over the long‐term, equity returns are driven by corporate earnings growth. The graph below illustrates that
2021 earnings grew strongly over 2020. In fact, S&P 500 earnings grew 34% in 2021 while the average
earnings multiple actually declined 7%, illustrating that the strong equity market in 2021 was driven by
earnings growth not earnings multiple expansion. Analysts expect earnings growth to continue in 2022 and
2023 as highlighted in the graph, which provides a solid setup for equity returns going forward.

The key unknown in 2022 is the impact the Federal Reserve’s plan to raise interest rates will have on
corporate profitability, growth and investor sentiment. We expect that the sledding will be tougher in 2022
due to a less accommodative monetary policy, but we do not believe that modest interest rate hikes will be a
major impediment to equity markets. If interest rates rise by 1% in 2022 as expected, rates would still be
very low by historical standards. Our chief concern is rates rising faster than expected due to monetary
officials’ concern over rising inflation. This would be a serious headwind for the equity market.

Research from Strategas suggests that 2022 may be a volatile year for the S&P 500 due to midterm elections.
They found that while the intra‐year drawdown in midterm election years has been larger than average,
stocks have historically posted strong returns from these lows. We do not want to put too much weight in
this relationship, but it does provide some comfort in the event we see higher stock volatility this year.
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International Equity Market Outlook

Developed international equities have lagged their U.S. counterparts in recent years. Slower corporate earnings
growth has been the primary driver of these lower returns as these indexes have a lower concentration of high
growth companies that comprise a large portion of U.S. indexes. The European Union and Japan are not expected
to raise interest rates in 2022, which will provide international equities with an advantage over their U.S.
counterparts. In addition, energy and financials comprise a larger proportion of developed international indexes.
These sectors are off to a strong start in 2022 and are expected to perform well in 2022. Therefore, we are
cautiously optimistic that developed international equites will perform better in 2022. Emerging markets have
performed poorly due in large part to underperformance of Chinese equities which comprise a large portion of the
index. If investors begin to feel comfortable that the worst is behind in China, the setup going forward could be
quite good. Unfortunately, the capricious and uncertain nature of the Chinese government makes visibility poor.

Source: JPMorgan Guide to the Markets 12/31/2021  



Fixed Income
The bar chart below highlights that even a relatively small 1% increase in interest rates will cause bonds to post
negative returns. Notably, bonds with longer maturities are more rate sensitive and would be more severely
impacted. This is why we continue to recommend shorter maturity bonds as we have been uncomfortable with the
risk reward tradeoff of longer‐term bonds.

Source: JPMorgan Guide to the Markets 12/31/2021

Summary
During uncertain times it is important to remember the old adage that “markets climb a wall of worry,” meaning
that stocks over time advance despite a seemingly never‐ending list of issues and concerns. After such a strong
string of equity returns over the past 5 years, we would not be surprised to see more modest returns going
forward. We still see equities as attractive as they have historically been an excellent asset class during inflationary
times.

Similar to 2021, we expect fixed income investing to prove challenging in 2022 in the face of rising interest rates.
However, it is important to remember that while current bonds will decline in value if interest rates rise, the
proceeds at maturity will be invested in higher yielding securities. The transition is difficult, but the end result will
be a healthier fixed income environment with yields above the paltry levels we have seen the last few years.

In investing it pays to remain positive and optimistic despite the news cycle which generates fear. World
economies and corporations are doing quite well and the set up going forward is encouraging. The key concern is
inflation and rising interest rates, which we expect to be manageable, but we will continue to monitor carefully.
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