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RECAP SUMMARY

The 4th Quarter of 2021 saw a significant recovery for equity prices, as the market seemed to cheer on signs that the 
economy was nearing full recovery since the pandemic starting in early 2020.  Over this quarter, the S&P 500 increased 
9.75%, while small cap stocks increased 5.2% and mid cap stocks rose 5.6%.  International equity rose only slightly, as 
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the MSCI/EAFE index showed an increase of .86% for the quarter. There was a temporary decline for markets later in 
the quarter, as a new variant Omicron was detected in South Africa and soon was spreading fast throughout the world. 
Markets recovered quickly as it appeared that the new variant was highly contagious but considered less severe than prior 
forms of COVID-19.  By the end of 2021, most Americans had developed some form of immunity towards the virus either 
via vaccination or natural immunity through infection.  Data indicates that Omicron can still infect those with a prior 
vaccination(s), but in large part the cases are expected to be milder in form.  

Unemployment continued to recover throughout the quarter to near pre-pandemic levels as job openings far exceed 
the number of unemployed.  Corporate profits were also very strong, reaching new highs and expected to continue to be 
strong in the intermediate term.  However, supply shortages in labor and goods along with the result of large government 
stimulus and an accommodative Federal Reserve have led to stronger inflation to levels not seen in the past 40 years.  As 
a result, the Federal Reserve has indicated a more hawkish tone in their most recent December meeting with three (3) 
expected rate hikes in 2022 beginning in March.  They have also begun to taper their quantitative easing program with a 
reduced level of monthly bond purchases.  With this backdrop, we expect equity markets to wrestle in subsequent quarters 
with a booming economy and strong demand while digesting a less accommodative Federal Reserve and the potential for 
continued inflation.  

In terms of bond rates over the quarter, government bond yields did not move significantly, but there is some expectation 
that rates will move higher in the first part of 2022 along with Federal Reserve guidance of higher short-term rates.  So far, 
inflation has not caused a dramatic movement of interest rates, but this is certainly something to monitor.  

EFFECTS OF OMICRON VARIANT

The 7-day moving average of confirmed cases inside the U.S. initially peaked in late 2020 but then exploded towards the 
end of the 2021 with the emergence of the Omicron variant.  This variant is much more transmissible than earlier forms, 
but the good news is that indications show that symptoms are milder in studies.  A challenge is that the variant may infect 
people who have been fully vaccinated or have had previously recovered, but again mostly with generally mild symptoms. 
Another unexpected bright spot is that it appears that recovering from Omicron may assist in producing some natural herd 
immunity to COVID-19 in general, which may aid in the continued recovery from the pandemic.  Pfizer and Moderna 
have indicated that an updated Omicron booster is expected to be available in late Spring or early Summer, if necessary.  
As of December, South Africa has reported a decline of new cases which is a promising sign to the U.S., which is expected 
to peak out in new cases sometime in late January.  As of the end of the year, herd immunity inside the U.S., at least a 
novel immune response to COVID-19, is now approaching 90%.  Lastly, the CDC has shortened the quarantine period to 
5 days from 10 days, which also helps people resume to normal life quicker along with work. 
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Economic activity has recovered from the pandemic as measured by many factors.  First, unemployment was reported 
as 4.2% in November 2021, as there were roughly 6 million people considered to be unemployed and almost 11 million 
current new job openings (source: dol.gov).  Wage growth also increased over the last year to 5.9%, as compared to a 
50-year average of 4%.  In addition, year-end high frequency data show that consumer debit/credit transactions (a driver 
of consumer spending) are up 13% from pre-pandemic levels, while hotel occupancy, dining out and TSA traffic are only 
down 9%, 24% and 17% respectively.  These data points show an impressive economic recovery in most aspects of the 
economy, much improved from levels seen during 2020.  Indications are that 2022 is expected to be healthier and more 
normalized, as the country moves past the severe disruptions caused by COVID-19.
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CONTINUED DISRUPTIONS  
TO SUPPLY CHAIN AND LABOR MARKETS

Although there are many improvements throughout the economy, disruptions to the supply chain and labor markets 
persist which is helping to drive up the prices of goods and services and thus inflation.  As we stated in our last report, the 
most recent surges in the Delta and Omicron variants further exacerbated an already strained supply chain throughout the 
world.  Theses disruptions have caused bottlenecks to supply coming from Asia, in particular ones coming into California 
sea ports.  Cargo delays seemed to have peaked in October of 2021, when some ports converted to 24/7 operations and 
eased some local regulations that were exacerbating shipping delays.  Since that time, ports have reported an improvement 
of cargo delay times as of late December which should help speed the delivery of products across the country (Source: Port 
of Long Beach, 12/17/21).  However, there is still a large backlog of cargo vessels waiting to port particularly in California.   

Several large companies have recently reported that supply issues are beginning to “stabilize,” with improvement expected 
for 2022.  The railway company CSX, General Motors, and Black and Decker recently reported in December that supply 
chain issues have improved but that labor shortages remain a concern as a near term challenge.  Furthermore, flare ups 
of the virus domestically and in China are expected to cause temporary delays as a result.  However, these challenges are 
expected to improve over the course of the year.  Some have pointed out that every time a viral outbreak occurs, it is like 
a wreck on the freeway that causes a traffic jam.  Labor shortages remain an issue, as there are 5 million more job openings 
than actual unemployed.  A report issued by Goldman Sachs in November of 2021 estimated that approximately 5 million 
workers left the work force over the course of the pandemic, and approximately 2.5 million of them were 55 and over and 
essentially retired early. This portion of the workforce is largely not expected to resume employment, but some are being 
recruited back to their jobs with higher levels of compensation.  As people switch jobs to find better employment, many 
jobs that are deemed to be less desirable remain unfilled.  This also explains how wage gains were significant over the past 
year, but also influences the rising prices of goods and services.  

FOCUS ON INFLATION

As we have mentioned, inflation remains one of the largest headwinds for the economy and for capital markets.  Federal 
Reserve Chairman Jerome Powell is expected to win another term as chairman in January but faces one of the most 
complicated challenges in recent years to address several market concerns including the prospect of persistent inflation.  
Initially, the Federal Reserve had argued that inflation was expected to be “transitory” but has since refrained from using 
that term.  Since keeping inflation in check is one of its two primary mandates (along with promoting full employment), 
it is essential that the Fed does not mismanage its policies.  In particular, they want to avoid waiting too long to make 
adjustments and allow inflation to get to the point where more aggressive action is required.  As of November 2021, the 
headline CPI (Consumer Price Index) reported a 6.9% increase, which is far above the target rate of 2%.  Energy prices, 
which are included in this figure, are a main driver of the increase which was 33.5% by itself.  The Core CPI, which does 
not include food and energy prices, was measured at 5%.  It is also estimated that 1.5% of inflation can be attributed to 
higher shipping costs.  Many analysts anticipate that the energy supply should grow in 2022 and 2023 to meet the demand, 
and that may ease further price increases.  The main drivers for energy inflation have come from the oil and natural gas 
supply chains.  
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As referenced in our prior report, prices rise whenever supply is short, and demand is high.  Looking at the above chart, 
we see how the U.S. has enjoyed relatively low rates of inflation for the past decade.  The last time we saw inflation above 
5% annually was during the period of 2007-08 when the economy was booming in part because of an overheated housing 
market.  This current spike in inflation has many factors, including supply bottlenecks, labor shortages, and a spike in 
consumer demand for goods and services and energy.   The spike in energy can be somewhat explained by the following 
table. 

As the table indicates, the production for oil in 
the U.S. did not materially increase from 2020 
to 2021 but the consumption jumped 1.6 million 
barrels once the economy started to resume.  
This created a shortage, driving prices up and 
causing the U.S. to access a part of its strategic 
oil reserves.  It is expected that consumption 
should increase in 2022 to in excess of 20 million 
barrels per day and come closer to meeting 
overall demand.  Prices are expected to stabilize 
in the coming months, as more oil rigs and supply 
chains are restored.  (Source: EIA, Factset)

It is important to understand why inflation is a problem.  Over the past 50 years, wage growth has in general kept pace 
with inflation.  Over this past year, headline inflation of 6.9% and was in excess of wage growth of 5.9%.  This means 
that real purchasing power decreased for the average worker, and certainly decreased for those on a fixed income (social 
security, pensions, annuity income, bond/savings interest, etc.).  It is interesting that the COLA (cost of living adjustment) 
for social security for 2022 will be 5.9%, which is the largest increase since 1982.  However, raising the social security 
payout will place more pressure on the SSA funding solvency in the future. 
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FEDERAL RESERVE POLICY UPDATE

Getting a grip on inflation is a primary mandate for the Federal Reserve.  In their most recent summary notes from its 
December meeting, they stated that, “Almost all participants agreed that it would likely be appropriate to initiate balance 
sheet runoff at some point after the first increase in the target range for the federal funds rate.”  In other words, the Fed 
plans to raise the Federal Funds rate starting in 2022 with an expected 3 rate hikes of .25 basis points each.  They also 
plan to start unwinding a portion of its $8.3 Trillion dollar balance sheet comprising mostly Treasury bonds and mortgage-
backed securities (mortgages) later in the year. Both moves are intended to raise short to intermediate term rates and 
cause the money supply to shrink to some level.  This is referred to taking some “slack” out of the economy by tightening 
the money supply.  If done to the appropriate level, this could be a good move to slow down inflation and allow markets 
to continue to grow and function at a healthy level.  If done too much and too quickly, it has historically led markets to 
experience a recession at least temporarily.  If not enough, inflation could persist to higher levels and cause more dramatic 
rate hikes to follow.  As you can imagine, this is not an easy task, and many analysts believe that the Fed will likely err 
on the side of “not enough” when it comes to rate hikes and tightening.  Many central bankers might argue that allowing 
inflation to persist in a 3-5% range might be more acceptable in the intermediate range, then acting too aggressively.  

As of December, the Fed still 
maintains that inflation will ease in 
2022 to 2.6% and resume a longer 
trend that is closer to 2% target.  
They also forecast GDP to be strong 
in 2022 at 4% and resume 1.8% 
in the long run.  Rate hikes in the 
short-term are expected to resemble 
the increases that began in 2016 but 
were dropped back to essentially 
zero due to the pandemic.  (Source: 
Bloomberg, Factset, Federal 
Reserve, JP Morgan)

In terms of overall government policy (federal/state/local), most efforts to combat inflation have been focused on trying to 
address the supply chain where able.  Any major Federal legislation, aimed at addressing infrastructure spending or related, 
appears to be off the table as we approach an election season later this year. 

EQUITY VALUATIONS AND OUTLOOK

Although inflation was a primary topic of this report, we should stress that a main reason for it is that the economy 
is currently booming.  Unemployment is extremely low and corporate profits are setting new records and expected to 
continue.  We have discussed how companies inherently have varying abilities to price in changes to inflation and pass 
those increases along to consumers.  In fact, this is where we see inflation show up.  Since profits are expanding in the 
midst of the growth cycle, we can measure the relative value of stocks against historical averages by looking at the forward 
Price to Earnings ratio.  This takes the consensus of the next 12 months of earnings for the S&P 500 and divides it against 
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We anticipate that in the following quarters, the market will digest some headwinds of higher inflation, higher short term 
interest rates, and a less accommodating Federal Reserve.  However, we do expect that inflation will ease as the year goes 
on along with bottlenecks to the supply chain.  Although the pandemic is highly unpredictable, there is a strong case 
to be made that we are entering the final stages of the pandemic.  This should allow for more resumption of normalcy 
with consumer travel, spending, and overall economic growth. Considering all these factors, the case for the long-term 
growth for equities continues to be strong although possibly more muted in the intermediate term.  We should be prepared 
for short term volatility, and we continue to recommend periodic rebalancing of a diversified portfolio of equity funds 
(including some exposure to international) along with bonds funds in an appropriate mix, depending on the time horizon 
and risk tolerance of each individual client.  

the current stock price.  The current forward P/E ratio for the S&P 500 is 21.18x, still above the 15-year average of 16.7x, 
but has decreased slightly from the past year.  We continue to expect, all things being equal, that continued growth of 
corporate earnings could continue to bring the P/E ratio to more normalized levels.  


