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Fundamentals Will Matter 
In our winter 2021 newsletter, we looked back on 2020 and how the global 
coronavirus developments affected the markets. In contrast, 2021 was a very 
different year and as expected, the COVID darlings of 2020, like Zoom and 
Peloton, came back to more earthly valuations. What was unexpected in 2021, 
however, were the number of aggressive and speculative names that led the 
market – many with little or even no earnings at all. 

In some ways the 2021 equity markets started to feel a little like the late 1990’s 
when the questionable fundamentals of the rising dot com stars didn’t seem to 
matter. This is not to say we are looking for a similar market setback, but we 
do feel some areas of the market are out of reach at the moment. Overall, 
price/earnings multiples for the market are nowhere near where they were back 
in the late 1990’s. We feel leaders in stock market will change in 2022. Most 
importantly we think fundamentals will once again matter in 2022. 

The catalyst behind this change will be the Federal Reserve’s decision to stop 
being accommodative. After the start of COVID, the Federal Reserve did two 
things to help prop up the economy: First, short-term interest rates were lowered 
to zero. Next, government bonds were purchased to add liquidity. The lowering 
of interest rates makes it less expensive to borrow money thus lowering the cost 
of buying items on credit. The buying of bonds adds money to the economy and 
helps keep long-term interest rates lower.  

The Federal Reserve’s actions have worked as expected. Gross Domestic 
Product is growing at 2.3%, the 30-year treasury bond yield is lower than it has 
been for over 40 years at 1.86% and mortgage rates are in the 3% range.  

While the Federal Reserve’s actions seek to stimulate the economy, they also 
result in inflation – cheap money chasing too few items. At first, it was thought 
that the inflation was transitory because of supply issues cause by COVID and 
would soon disappear.  Instead, inflation has continued to persist at a much 
higher rate than the Federal Reserve’s target of 2%. Currently inflation is higher 
than it has been for over 20 years at 6.83%. We feel this number will come 
down in 2022 but will remain above the Federal Reserve target of 2%. 

Elevated inflation has the Federal Reserve intimating that they will start to cut 
back on their easy money policies. They will do this by slowing down bond 

purchases over the next few months and then begin a pattern of  raising short-
term interest rates. It is felt that there will be two to three 0.25% interest rate 
increases during 2022. While a rise from 0.00% to 0.75% may sound like a 
large percentage increase, it is still very low short-term rate historically. 
Accordingly, we feel the economy is strong and should remain strong in 2022. 

A strong economy and low inflation are good for the stock market. When the 
Federal Reserve starts increasing rates there will be some fear in the market that 
leads to short-lived sell offs. It is important to point out that even though the 
Federal Reserve is technically, tightening they are really moving toward neutral. 
Three 0.25% rate rises will just bring us back to a more normal interest rate 
environment. 

We think the Federal Reserve’s move toward neutral will shift who the winners 
are in 2022. Big tech stocks with growing earnings and are fairly priced will 
continue to do well, but there should be a shift away from the more speculative 
companies. Low interest rates and cheap money are good for speculative 
companies. The Federal Reserve’s reversal on interest rates is changing the 
market environment. This is one of the reasons we think that the fundamentals 
will matter more in 2022 than they did in 2021. Lower inflation is another 
reason.  Moderate inflation is good for companies that have earnings because 
not only can they have organic growth, but with inflation they can also raise 
prices to grow their earnings.  

On the other hand, increasing interest rates will be a negative for bonds. When 
interest rates go up, the value of a long-term bond goes down. It is especially 
bad for bond funds because they have no maturity date. In our bond portfolios 
we have been keeping maturities in the 1-to-3-year range to help insulate 
against rate increases. This action will also allow us to take advantage of rising 
rate because we will be able to reinvest at higher rates. 

Best wishes for a happy, healthy, and profitable New Year! 
 
Greg Robinson, President Davis Miracle, Vice President 
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