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WHERE WE STAND: 2022
U.S. ECONOMY

• We believe the U.S. economy is capable of achieving 3% gross domestic product (GDP) growth in 2022, 
though a series of variables will need to be resolved throughout the year, including inflation, global supply 
chain constraints, worker shortages, and the potential impact of the Omicron variant on overall COVID-19 
trends. Higher rates of inflation will likely persist into 2Q 2022 before potentially mitigating to approximately 
3% by year end. We do not see the Federal Reserve’s shift in policy of tapering assets and potentially raising 
the federal funds rate as necessarily detrimental to the economy, as combating inflation is now a crucial 
monetary objective. 

U.S. STOCKS

• We continue to see U.S. stocks as well positioned for the year ahead and believe a realistic year-end 2022 
price target on the S&P 500® to be 5,200. This is based on strong corporate earnings, reasonable valuations, 
the absence of higher federal taxes, and anticipation of a post-pandemic world. Risks include materially 
escalating virus cases driven by the Omicron variant, higher inflation, rising interest rates, and continuing 
supply chain disruptions. While we do believe odds favor a market correction of 10% or more at some point 
in the year ahead, we would likely view such an event as a buying opportunity. We see value stocks better 
positioned than growth due to the inflationary and interest rate environment as well as the expectation 
economic growth will continue above trend versus the past decade. 

INTEREST RATES AND FED POLICY

• Our base case expectation is for three quarter-point rate hikes by the Federal Reserve, taking the federal 
funds target range up to 0.75%–1.00% by year end 2022. We also believe the Fed will conclude open market 
asset purchases by the end of March. This shift in policy is being driven by the need for the Fed to transition its 
focus from accommodation and liquidity to one of combating inflation. We see longer-term rates continuing 
to rise and believe the 10-year Treasury yield will challenge 2% by the end of 1Q 2022 with an ultimate range 
of 2.25%–2.50% by year end. The predominant risk to this scenario would be slowing demand in the economy 
resulting from rising virus trends caused by the Omicron variant.   
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CREDIT MARKETS AND INCOME STRATEGIES

• Achieving income at appropriate levels of interest rate and credit risk remains extremely challenging.   
While credit fundamentals remain strong coming out of the COVID crisis, this is fully reflected in current 
credit spreads now close to multi-year lows. Excess returns can potentially be found in the crossover space 
of investment grade and high yield, where opportunities may exist following the large amount of downgrades 
in 2020. A diversified portfolio of several income-oriented asset classes can potentially enhance yield while 
reducing interest rate volatility and diversifying credit risk.   

INTERNATIONAL STOCKS

• Premium growth to the U.S. will be challenging in the year ahead for international developed and emerging 
markets. Risks to growth include higher COVID case trends in various regions, threats of further lockdowns 
in Europe, and lower vaccination rates in emerging markets. Investors may want to consider owning 
international and emerging market equities less for the opportunities they present in the year ahead  
and more as longer-term diversifiers to U.S. portfolios. 

WILD CARDS

• We identify five wild cards potentially altering the investment landscape in 2022. These range from the 
Omicron variant to COVID therapeutic breakthroughs, global supply chain timing, reversals in the labor 
market, and the upcoming midterm congressional elections.
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WHERE WE STAND   |   FITS, STARTS, AND HEAD FAKES

FITS, STARTS, AND HEAD FAKES

Since the early days of the COVID-19 pandemic, two realities are now apparent based on  
recent history. The first is that new waves and variants of the virus can hit fast and hard, 
escalating case numbers quickly and thereby creating economic uncertainty and market 
volatility. The second is that the U.S. economy as well as its equity and credit markets have 
so far displayed impressive resilience in dealing with those uncertainties and volatility in 
continuing to move forward.

The recent identification of the Omicron variant has cast an additional layer of uncertainty  
as to when the COVID pandemic will finally be behind us. Since COVID’s onset, a clear  
path to its closure has unfortunately been met with continuing fits, starts, and head fakes,  
and as 2022 awaits we can now add yet another fit and head fake to where we thought we  
were last summer.  

Whether this might be the year COVID fades into the rearview mirror or at the very least 
retreats from its pandemic status is now an increasingly elusive question. However, even 
as Delta and Omicron variant case rates potentially spike into the winter months, there still 
appears to be valid optimism stemming from ongoing vaccine distribution efforts and,  
perhaps more importantly, new anti-viral drug treatments potentially preventing the worst 
effects of the virus itself. All of which could be pointing in the direction of declining severity  
and potentially a new world focusing more on lessening medical impacts of COVID rather  
than its ongoing presence.

While the economy and markets’ ongoing abilities to handle another upsurge in virus cases  
is once again being put to task, as a nation we are without question battle tested to date.  
One might say those investors who chose not to invest alongside our economy, medical, and 
scientific communities over these past two years have done so at their own opportunistic peril.    

From a pure economic perspective, COVID’s impacts have now come full circle. In its early 
months, almost two years ago, its onset created the largest demand shock in almost a century, 
sending the global economy into its worst contraction since the Great Depression. As we begin 
2022, COVID can now also claim credit for perhaps the biggest supply shock in history as the 
global chain delivering goods and components thereof is painfully missing key links and, as a 
result, inflation has now reached its highest level in more than 30 years.

Against this backdrop of pandemic and inflationary impacts, more than a few are questioning 
current stock price levels as being fully deserved given the overall market environment.  
Then there is the Federal Reserve, which must pivot in the year ahead from an accommodation 
and liquidity focus to one of battling inflation, and the late hour of this policy shift now leaves 
little room for error. In light of this, bond investors also face the challenge of achieving income 
while mitigating price risk in a rising rate environment and narrow credit spreads. 

Clearly, there is no shortage of matters for investors to fret about as the new year begins. 
However, when all is said and done, we will take the flip side of that trade. A new COVID 
 variant and inflation are formidable market opponents to say the least but given what could  
be the pull through of strong pent-up consumer demand and the prospect of economic 
growth still exceeding the averages over the past decade, we believe the odds favor markets 
responding accordingly. Should virus hospitalization and fatality trends and consumer price 
increases be lower a year from now from where they sit today, as we believe they very well 
could be, investors will probably be glad they stayed in the game while those good fights  
were fought. 
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We believe the U.S. economy is capable of achieving 3% GDP growth in 
2022, though a series of variables will need to be resolved throughout the 
year, including inflation, global supply chain constraints, worker shortages, 
and the potential impact of the Omicron variant on overall COVID trends. 
Higher rates of inflation will likely persist into 2H 2022 before potentially 
mitigating to approximately 3% by year end. We do not see the Fed’s shift 
in policy of tapering assets and potentially raising the fed funds rate as 
necessarily detrimental to the economy, as combating inflation is now  
a crucial monetary objective.

The U.S. economy enters 2022 facing a far different set of circumstances than most had 
anticipated just months ago. The Delta variant and its impact on higher COVID case trends  
has dovetailed with worker shortages and supply chain challenges to create a concerning pace 
of inflation unseen in decades. Were that not enough, the new Omicron variant now threatens 
to create further obstacles to expansion and more inflationary pressure. While we continue to 
view the year ahead as one of positive economic growth and still an overall investor-friendly 
environment, it is clear the premature post-pandemic glee of last summer is now officially  
a distant memory.

One characteristic we have all learned about COVID is that waves of the virus can follow 
choppy and volatile patterns — hit fast only to subside and hit again — which appears to be the 
case with the Delta variant and what might logically be expected from Omicron. As seasonality 
threatens to increase the daily rates of COVID cases, the onset of Omicron could further 
exacerbate those numbers to the point where the pandemic daily case high reached in January 
2020 is challenged or exceeded.

Alongside the virus, inflation has now exceeded 30-year highs and global supply chain 
constraints combined with worker shortages have severely delayed the delivery of goods 
throughout the world. On the home front, a record number of workers have left their jobs 
and are content to fall back on savings or investment gains. These worker shortages are now 
manifesting themselves within a higher business cost structure and the ability of companies  
to deliver goods in a timely manner.
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GDP GROWTH SLOWED IN 3Q

Economic momentum in 3Q 2021 saw a material slowdown as expectations for the quarter’s 
annualized GDP declined from north of 6% in mid-August (Atlanta Fed GDP Now) to its  
second estimate of just 2.1% reported by the U.S. Bureau of Economic Analysis on November 
24. This was below initial consensus expectations of 2.7% and a meaningful decline from 1Q 
and 2Q when annualized GDP growth was 6.4% and 6.7%, respectively. It also represented 
the lowest quarter of GDP growth since the economy emerged from the pandemic-induced 
recession in 3Q20.   

We view the primary culprits of this downward 3Q economic performance as being the 
resurgence of virus trends from the Delta variant and a declining pace in consumer spending 
stemming from rising inflation and global supply chain shortages. Weakness was particularly 
evident in the auto industry, where a severe chip shortage contributed to a worse than 40% 
decline in motor vehicle production, in and of itself detracting about 2.4% from net GDP. 
Residential fixed investment also detracted about 0.40% from growth, attributable to declining 
sales of single-family structures and home improvement items.

This declining 3Q trend of economic growth helps exemplify one reason why it is so vital 
inflation is brought under control in the months ahead. For consumer spending to contribute 
positively to overall economic growth, it will have to maintain a pace above inflation, if not  
real growth will be negative. As consumer spending accounts for approximately two-thirds  
of cumulative GDP growth, the stakes will remain high as key metrics such as the consumer 
price index (CPI) and personal consumption expenditures (PCE) price index remain at or  
near multi-decade highs.  

WHERE WE STAND   |   U.S. ECONOMY
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LOOKING AHEAD TO STRONGER GROWTH 

There are reasons to believe GDP growth for 4Q21 and into CY2022 could bounce considerably. These include:

WHERE WE STAND   |   U.S. ECONOMY

For these reasons, we anticipate a meaningful rebound from the 2.1% annualized GDP growth of 3Q 2021. 
Looking into 2022, we believe worker shortages should reconcile to some extent and no longer stunt job  
growth, enabling consumers to once again spend at levels similar to before the Delta variant became 
pervasive. We believe there are strong probabilities such stars could align by midyear 2022, though admittedly 
uncertainties pertaining to the Omicron variant could make those skies choppy at times between now and then.

• COVID case trends that may have peaked on a  
pre-Omicron variant basis during the late August  
or early September time frame  

• A continuing shift in consumer activity back to 
services from finished goods thereby comprising a 
higher percentage of GDP composition. In this past 
3Q, spending on services grew by 7.9% as opposed  
to spending on goods, which fell 9.2%. 

• Improving consumer spending trends as seen in 
October’s retail sales report of a 1.7% monthly gain 
and 0.8% after adjusting for estimated inflationary 
impacts and an ultimate pull through of pent-up 
consumer demand into 2022

• A potentially solid increase in household spending  
as the personal savings rate remained high at 7.5%  
as of the end of September

• Although supply chain visibility remains foggy 
at best, any improvement could quickly show up 
in numbers, particularly in those industries most 
impacted such as the auto sector

• Producer inventories have continued to show  
steady declines, signifying the persistent supply 
challenges in the short term but also emphasizing  
the opportunities of strong underlying pent-up 
demand once they break
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INFLATION FRONT AND CENTER

Inflation during 2021 returned with strong force as monthly and year-over-year reports reached rates not seen in 
decades. This has left investors in the precarious position of dealing with a sharp rise of inflation in their daily lives 
and seeking a longer-term determination for their investment portfolios as to its future trajectory. 

During the months of May through November, CPI experienced monthly year-over-year headline inflation rates 
averaging 5.6% and core readings (ex food and energy) of 4.3%. The Fed’s preferred measure, PCE price index, 
averaged year-over-year increases through October of 4.3% for headline and 3.7% for core.  

For both indexes, the trend was linear during these six months as CPI concluded November with a headline report 
of 6.8% and a core reading of 4.9%. For PCE, the October headline print was 5.0% with a core of 4.1%. The CPI 
November report represented the highest year-over-year consumer price gains since November 1982. In other 
words, the last time inflation was this high, Michael Jordan was still playing college basketball at North Carolina 
and Tom Brady had not yet started elementary school. 

The anomalous economic conditions created by COVID-19 have played the predominant role in the reemergence 
of inflation. Simply put, the economic shock incurred by COVID’s original onset in the spring of 2020, followed 
by the fastest economic recovery on record in little more than a year’s time, has resulted in a roller coaster of 
consumer activity to which modern day precedents do not exist. Thus, the future course of inflation currently 
stands as perhaps the market’s most challenging puzzle as investors look upon the longer-term horizon.

The November CPI report certainly highlights this challenge, as the year-over-year headline rate of 6.8% and 
core (ex food and energy) increase of 4.9% represented their highest points since November 1982 and June 1991, 
respectively. At the heart of this rise in consumer prices is a combination of both the supply and demand imbalance 
within those sectors of the economy most impacted by both last year’s shutdowns and this year’s reopenings, 
and those product lines most affected by the global supply chain bottlenecks and worker shortages. Despite this 
upshot, we continue to believe there is good probability inflation reverts to the 3% range by year-end 2022.  
Being that inflation saw its first spike above the 4% level on a year-over-year basis in April 2021, this would put  
the upward cycle at about the year-and-a-half mark. 
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The case as to why inflation could subside to a more manageable level by the end of 2022 includes the  
normalization of supply chain bottlenecks by the summer months and the ultimate price stabilization within  
a handful of subsectors driving a high percentage of the inflation index increases, such as used cars, car rentals, 
hotels, and long-term lodging.

However, a major wild card in the inflation picture is yet to fully play out and is highly likely to remain present within 
the global economy for at least the next several months. This is the state of the global supply chain, currently 
experiencing strains of historical levels. 

CPI % Y/Y Core CPI % Y/Y

Source: Bureau of Labor Statistics
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SUPPLY CHAIN DISRUPTIONS THREATEN GLOBAL NORMALCY

The COVID-19 pandemic created the largest demand shock in the global economy since 
the 1930s during 1H 2020. Less than two years later, pandemic effects have now come 
full cycle in creating perhaps the largest supply shock ever.  

In the U.S., trillions of dollars in fiscal and monetary stimulus during the depths of the COVID contraction in 
2020 served to catapult the economy off the canvas and into the fastest recovery in history. With that V-shape 
recovery complete and consumer pent-up demand overflowing by the summer of 2021, the buying spree was 
soon on. There was only one problem. Other regions of the world, producing products in demand or components 
thereof, had not yet fully reopened their economies or manufacturing capacity as virus cases were still rampant 
and worker shortages were severely delaying production. This left the U.S. in the predicament of high demand 
but insufficient supply, in and of itself a textbook condition for higher inflation.

Fleets of international container ships now often lack sufficient personnel for overseas departures and when 
adequately staffed are frequently quarantined upon their arrival. Once they are docked, shortages of port and 
trucking workers often further delay unloading and delivery. Recently, at the West Coast ports of Los Angeles and 
Long Beach, more than 100 vessels awaited docking and unloading in the mass equivalent of floating parking lots. 
At Asian ports, the numbers are even higher as these lengthy delays compounded through the system.

This perfect storm has not only slowed the distribution of finished goods but manufacturing processes, as well. 
Much of the contents on these ships are components, thereby further delaying or canceling domestic production. 
Prices have surged for components of more expensive goods, such as for semiconductors that are undergoing 
severe shortages, thereby slowing auto production and contributing to dramatically rising prices for new and 
used cars.   

The ability of this tangled web of logistics resolving in the months ahead stands as one of the most important 
variables for higher levels of economic growth to be achieved, both in the U.S. and globally during the year ahead.  
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RETAIL SALES REMAIN STRONG AMID HIGHER INFLATION

Despite the multi-decade inflationary highs during the month, the October retail sales report 
(measuring demand for finished durable and non-durable goods) displayed higher than 
expected strength with a 1.7% monthly gain on both a headline and ex-auto basis. While these 
were not inflation-adjusted numbers, even when taking out the CPI monthly increase of 0.9%, 
the implied 0.8% gain still represented an impressive increase before pricing considerations.   

This report was directionally consistent with strength displayed in recent reports and infers 
that higher inflation has not yet, in and of itself, affected mass consumer purchasing habits. 
Thus, we believe this report can be viewed as existing evidence consumers are still ready  
to spend, based largely on higher savings balances that are estimated to be approximately  
$2 trillion higher in national aggregate versus pre-pandemic levels.
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JOBS GROWTH AND THE ‘GREAT RESIGNATION’  

As of November 2021, the U.S. economy is still approximately 4 million jobs short of its peak 
pre-pandemic level in February of 2020. Ironically though, this shortfall versus the days  
before COVID is not being driven by an economy slow to hire — quite the opposite. It is the 
result of worker shortages and a labor force comprising a larger percentage of workers willing  
to voluntarily leave the workforce, content to then take their time and pick their spots  
before returning.

Recent Job Openings and Labor Turnover Surveys (JOLTS) reports released by the Bureau 
of Labor Statistics continue to display record numbers leaving their jobs without alternative 
employment and widening gaps of job openings versus positions hired. For the month of 
September, the JOLTS report estimated voluntary departures reached an additional 4.4 million, 
representing 3% of the workforce and a record high. While total job openings fell slightly to 
10.4 million, this still equated to 6.6% of the total workforce, approximately twice the average 
percentage of the past 20 years.  The ratio of available workers to those job openings declined 
to 0.7, indicating about 40% more job openings than applicants to fill them.    
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As to why so many are leaving their jobs, the rationale is varied and numerous. The mix includes the extension of 
unemployment benefits, higher personal savings levels, need for childcare, Baby Boomer retirements, fear of COVID 
in the workplace, and even record stock market highs and booming home values. The bottom line being for whatever 
reasons, large amounts of the labor force now appear to feel they can walk out the door highly confident they can 
walk back in through another on their own terms and timing.
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While this “Great Resignation,” as it has been recently been dubbed, perhaps displays a shift 
in the traditional dynamics of hiring leverage, thus empowering more entry and mid-level 
employees, it presents a slew of economic drawbacks as well. These include prospects of 
further supply chain disruptions, wage-price spiral inflation, small business risk, and declining 
corporate profit margins.

As investors assess these new workforce dynamics and the potential economic implications 
accompanying them, it now appears clear a full employment recovery from the COVID-19-
induced recession is unlikely during the year ahead.  

INTEREST RATES AND FED POLICY UNLIKELY TO DETRACT FROM GROWTH

While the interest rate environment and Federal Reserve monetary policy obviously will not 
provide the cannons and nuclear missiles they did during the past two years in the form of 
continuing zero short-term rates, trillions in bond-buying liquidity, and emergency credit 
facilities, we would still view the new path of expected open market tapering and upcoming  
rate hikes as being far from market unfriendly.

The tapering and ultimate elimination of monthly open market asset purchases by the Fed is 
a course of action that is overdue, in our opinion, and serves as a necessary policy change to 
combat the current inflationary environment. We believe the probabilities also favor three 
quarter-point rate hikes by year-end 2022, which we also believe could be neutral to favorably 
received by the markets as finally providing some cash return to savers as well as proactive 
measures against inflation during the year ahead. We do not see this potential fed funds target 
range of 0.75%-1.00% as a tangible deterrent to economic growth in the year ahead, provided 
progress is achieved in mitigating higher inflation and virus case trends driven by the Delta and 
Omicron variants do not unexpectedly lead to widespread shutdowns.

ECONOMIC OUTLOOK FOR 2022

We expect the U.S. economy to complete the year of 2021 north of 5% annualized GDP growth 
with 3Q representing the low point for the year sandwiched between strong growth in the first 
half and fourth quarter.  

We believe the U.S. economy is capable of approximately 3% GDP growth in CY 2022, providing 
for a favorable backdrop for investors. Achieving this level of growth will, in our judgment, be 
dependent upon:

• Virus hospitalization and fatality trends not being dramatically impacted to the upside  
by the Omicron variant 

• A pull through of consumer spending and pent-up demand into the new year 

• Continuing shifts in consumer activity from finished goods to the service sector

• Declining inflation to a rate of approximately 3% by year-end 2022

• Improvement in the global supply chain as corporations adjust logistics and navigation

• Declining worker shortages and a narrowing gap between job openings and available applicants

While we are optimistic about the overall growth profile for the U.S. economy in the year ahead, 
we recognize the historically anomalous challenges standing in its path. Hence, investors should 
recognize the road will not always be a smooth one as these impediments seek resolution. 
However, in the final analysis, we would view the net economic outcomes as ultimately 
providing a favorable environment for investors.

WHERE WE STAND   |   U.S. ECONOMY
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WHERE WE STAND: U.S. ECONOMY

• We believe the U.S. economy is capable of achieving 3% GDP growth in 2022, though a series of variables 
will need to be resolved throughout the year, including virus hospitalization and fatality trends impacted by 
the Omicron variant, high inflation rates, global supply chain constraints, and worker shortages. 

• The economy stands to benefit from pent-up demand stemming from higher household savings rates,  
rising consumer spending, and a continuing shift of consumer activity from goods to services. 

• We believe higher rates of inflation will likely persist into 2H 2022 before potentially mitigating to 
approximately 3% by year-end 2022 as supply constraints and worker shortages begin to work  
themselves out.

• We do not see the Fed’s shift in policy of tapering assets and raising the federal funds rate as necessarily 
detrimental to the economy as fighting inflation has now become a crucial monetary objective.

• The largest wild card to growth is the Omicron variant and whether it results not only in rising COVID case 
trends but, perhaps more importantly, a more severe hospitalization and fatality profile than previous strains 
of the virus.

. 
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17
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We continue to see U.S. stocks as well positioned for the year ahead and 
believe a realistic year-end 2022 price target on the S&P 500 to be 5,200. 
This is based on strong corporate earnings, reasonable valuations,  
the absence of higher federal taxes, and anticipation of a post-pandemic 
world. Risks include materially escalating virus cases driven by the 
Omicron variant, higher inflation, rising interest rates, and continuing 
supply chain disruptions. While we do believe odds favor a market 
correction of 10% or more at some point in the year ahead, we would 
likely view such an event as a buying opportunity. We see value stocks 
better positioned than growth due to the inflationary and interest rate 
environment as well as the expectation economic growth will continue 
above trend versus the past decade.

Since the darkest hours of the pandemic’s early days, stocks have experienced a linear move 
that has paused on occasion but for the most part never looked back. The Federal Reserve and 
Congress have provided historic amounts of monetary and fiscal stimulus and up until recent 
months, the prospect of Fed interest rate hikes seemed more futuristic than an episode of Star 
Trek. Throughout this time, rallies have been celebrated and dips have been bought. Bulls have 
been enriched and bears have been steamrolled.
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THE BULL-VERSUS-BEAR DEBATE   

The logical question on many minds as we enter 2022 is whether the pendulum has finally 
begun to turn. Stocks have certainly benefited since late March 2020 not only from improving 
economic and corporate earnings environments and trillions in fiscal and monetary stimulus, 
but also from investor recognition that, relatively speaking, they have basically been the only 
game in town. After all, zero interest rates and credit spreads affixed near multi-year lows can 
only take you so far in this world.  

The bearish argument against stocks seems to now focus on the premise that the myriad of 
catalysts serving to drive the market higher since March 2020 appear to be losing collective 
steam. Economic and earnings growth, inflation, interest rates, and Fed policy — none of these 
dynamics look as friendly as they did a year ago and at least one of them looks outright hostile. 
So why engage this late in the game amid so many uncertainties?  

Bulls on the other hand can count their profits and sit back to see at what point a sustainable 
downward trend seems in place. So far none have been sustained and the bias continues to 
be an upward sloping one. Moreover, despite catalysts of allegedly fading strength, a core 
foundation remains in place. Corporate earnings are leaning into another strong year and with 
long-term interest rates still historically low, valuations remain reasonable. So, until earnings 
retreat or valuations look exceedingly rich, why mess with a good thing? 

Therein lies the difference in perspectives as 2022 begins, and as the saying goes, “What makes 
for a market.”  

Top bear case arguments currently include the following:

Risk of the Omicron variant and rising virus cases: Should the Omicron variant create a 
material upshot in virus cases exceeding the highs of 2020 along with a higher severity and 
vaccine-evasive profile, such characteristics would likely impact economic and corporate 
earnings growth, thereby proving unfavorable for stocks.

Rising inflation could impact profits and valuations: Higher levels of headline inflation, likely 
to remain into 2H 2022, could pose a double threat for stocks. The first would be a risk to profit 
margins in the event higher input costs cannot be passed on to customers, and the second 
would be the market’s valuation on equities, given lower real returns net of inflation.
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Supply chain disruptions: The ongoing inability of companies to receive products and components due to the 
continuous challenges for goods being shipped and distributed into the U.S. is a compounding problem. Given 
the linkage to worker shortages, these disruptions could prove to be a risk to corporate revenues and operating 
margins at least into the spring of 2022. While many companies can sustain margins for some amount of time in 
this environment, the pressure is clearly on as to how long that can last. 

Corporate profit margins may have peaked: During 2021, corporate profitability measures achieved record levels, 
however the question now looms as to how much longer those can continue. In 2Q21, the aggregate S&P 500 
underlying company net profit margin reached a record-setting 13.1% (FactSet Earnings Insight) before falling to 
12.4% in 3Q. This equates to comparative margin growth over the past five years of more than 2% above 2016 
margins averaging 10.9%. This trend of rising profit margins has played a major role in the exceptional earnings 
growth achieved by S&P 500 companies over the past half-decade. While this is certainly impressive history, the 
concern now is should these record margins head the other direction, perhaps the result of inflationary pressures 
and the inability to pass on to customers a higher cost base, earnings compression could result.  

1Q19 2Q19 3Q19 4Q19 1Q20 2Q20 3Q20 4Q20 1Q21 2Q21 3Q21
(est.)

4Q21
(est.)

Source: FactSet Earnings Insight, November 12, 2021. Estimates in grey.
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Short-Term Rates Ready to Move Up  
Fed Funds Target Range Since Pandemic Onset
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Longer-Term Rates Rise Off Of Record Lows 
10-Year U.S. Treasury Yield Since August 4, 2020
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Fed policy and longer-term interest rates: Following more than two years of unprecedented 
monetary stimulus and accommodation, dating back to before the pandemic, Federal Reserve 
policy is now poised to reverse direction, albeit somewhat methodically. With Fed open market 
asset purchases expected to conclude by the spring of 2022, and prospects of actual fed funds 
rate hikes perhaps shortly thereafter, monetary policy throughout the year ahead is no longer 
expected to be overtly favorable for stocks. In addition, longer-term rates have also risen as 
the 10-year Treasury bond yield has seen a meaningful ascent since last summer, potentially 
causing some valuation heartburn.    
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Here is what we believe are the central cases to be made from the bulls’ perspective:  

Corporate earnings continue to post strong reports: As we head into CY 2022, the corporate earnings profile for 
stocks continues to look quite strong. As of November 19, more than 95% of S&P 500 companies had released 3Q 
results with over 80% of those firms having reported profits above consensus analyst estimates (FactSet Earnings 
Insight). Current estimates now anticipate CY 2021 S&P 500 net operating earnings to exceed CY 2020 profits by 
about 45% as CY 2022 estimates are currently shaking out close to 10% growth, and we believe there is upside to 
that estimate. This remains a favorable environment for earnings growth and profitability. 

COVID hospitalization and fatality trends could meaningfully decline by year-end 2022: In the event the 
Omicron variant proves to maintain a less severe clinical profile, the worst medical impacts of COVID could 
potentially see noticeable declines in the year ahead. While winter seasonality could certainly push virus trends 
higher in the early months of 2022, we would still view continuing vaccination rates, higher percentages receiving 
third booster doses, and the pending approvals of Merck’s and Pfizer’s efficacious anti-viral treatments for recently 
diagnosed patients as a strong set of dynamics potentially taking hospitalization and fatality rates substantially 
lower by the end of 2022. We would view such a potential development as favorable for consumer demand, 
economic growth, corporate earnings, and, therefore, stock prices.  
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Have Virus Case Trends Peaked? 
Daily COVID-19 Cases in the U.S.
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Dodging the tax bullet: Since President Biden’s election, there has been a cloud over the 
markets as to when federal tax increases would be passed by Congress and to what degree.  
This concern seemed to peak last summer when, as part of the Democrats’ proposed $3.5 
trillion social spending bill, specific provisions were proposed to include a higher marginal 
corporate tax rate, higher top individual rate, higher capital gains rate, and the elimination of  
the step-up in cost basis on inherited assets and the taxation at death of unrealized capital 
gains. In aggregate, these changes were for the most part viewed as market unfriendly tax 
provisions and likely to prove, all else being equal, to be a drag on economic growth. 

However, following passage of the bipartisan infrastructure bill, investors can now take  
comfort in knowing that these originally proposed Biden tax hikes were not included in the 
recently passed $1.2 trillion bipartisan infrastructure legislation, nor are they expected to be 
part of the pending social spending bill now anticipated in the $1.75 trillion range. What looks  
to be potentially taking their place in the social spending bill is a 15% minimum corporate tax  
on book income, additional surtaxes ranging from 3%–5% on individuals earning more than  
$10 million annually, and a 1% corporate tax on stock buybacks, all of which we would view as 
being far more benign and basically uneventful to the markets. We believe this development 
will prove favorable for economic and earnings growth expectations in the year ahead and lift 
longer-term tax concerns for investors.  

Valuations remain reasonable: As we have mentioned in previous market outlooks and 
commentaries, stocks should not be deemed cheap or expensive based in isolation on  
price-earnings multiples at any given point in time. More applicable, in our opinion, is to  
look at the equity risk premium for stocks, calculating the differential between earnings yields 
and the long-term, risk-free interest rate (10-year U.S. Treasury bond yield). When looking 
at this metric as of November 15, 2021, the differential between the expected S&P 500 net 
operating earnings yield in 2022 and the current 10-year U.S. Treasury yield is more than 3%, 
which by historical standards infers a high probability of above average market returns over  
the upcoming three years.    
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The post-COVID world awaits: From a medical, economic, social, and psychological 
standpoint, COVID-19 has proven to be a once in a century tail risk event with domino-like 
repercussions reverberating through all phases of global society. However, history has shown  
in the case of other tail risk events of the past century — such as the Spanish Flu pandemic,  
the Great Depression of the 1930s, World War II, stagflation of the 1980s, 9/11 terrorist 
attacks, and the global financial crisis — that once reconciled, these crises soon gave way to 
economic growth and strong market returns well above historical averages in the three- and 
five-year time frames thereafter. Given the current state of pent-up demand resulting from 
suppressed consumer activity during the pandemic, there is a high probability, in our judgment, 
this will be the case again once the worst dangers of COVID are believed to be fully behind us.  

WHERE WE STAND ON THE BULL-VERSUS-BEAR DEBATE

When netting out the merits of these arguments as well as several others, we believe there  
will be more working for stocks than against them during the year ahead and beyond. As we 
have said many times in previous Outlooks and commentaries, we are believers that markets 
often climb a “Wall of Worry” to achieve and maintain higher price levels, and such appears 
again to be the case as the calendar flips to 2022. Admittedly, the road may not always be a 
smooth one, and we expect higher and more frequent bouts of volatility than has been the  
case since the pandemic lows.

While inflation and virus trends will clearly play a major role in the year ahead, we believe  
there is a strong probability current CY 2022 net operating earnings estimates for the S&P 
500 of approximately $220 could still prove conservative. We think $225–$235 is a realistic 
base case range should consumer pent-up demand be pulled through into next year and higher 
corporate profit margins maintained. We also believe these results to be achievable even with 
a backdrop of elevated inflation for most of the year. As inflation potentially mitigates by year 
end, we believe double-digit earnings growth is achievable into 2023 as well, setting the stage 
for corresponding levels of total returns for equities over the next two years.

(1) Calculated as a 3-year total return (dividends included) on S&P 500 beginning first day of proceeding calendar month 
(2) Calculated as a 5-year total return (dividends included) on S&P 500 beginning first day of proceeding calendar month 
Source: S&P 500 Return Calculator, With Dividend Reinvestment https://dqydj.com sp-500/return-calculator/

Market Returns in the Aftermath of Historical Tail Risk Events 
S&P 500 Total Returns Following Historical Tail Risk Events. 
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TAIL RISK EVENT END DATE FOLLOWING 3-YEAR  
ANNUALIZED  TOTAL RETURN (1)

FOLLOWING 5-YEAR  
ANNUALIZED  TOTAL RETURN (2) 

WW1 
/Spanish Flu Pandemic Dec. 31, 1920 14% 19%

Market Crash of 1929 
/Great Depression Jul. 8, 1932 21% 23%

Early WWII in Europe 
/Battle of Britain Jun. 26, 1940 15% 15%

Worst of Stagflation 
Recession Nov. 16, 1982 19% 16%

9/11 Terrorist Attacks 
/Tech Stock Bust Oct. 9, 2002 13% 12%

Global Financial Crisis 
/Great Recession Mar. 9, 2009 20% 19%
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Stock Corrections Since 1950 
Standard & Poor’s 500

Declines greater than 10% = 36  |  Annualized Total Return = 11.6%
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EXPECT HIGHER VOLATILITY AND STRONG PROBABILITY OF A MARKET CORRECTION 

With a wider degree of market uncertainties stemming from the erratic virus trends, higher inflation, and supply 
chain disruptions, we expect wider volatility swings in 2022. In addition, we also caution the likelihood of a  
short-term market correction of 10% or higher from the most recent index highs is also likely at some point in  
the year ahead.  

 As we have pointed out in previous commentaries, there have only been four occasions since 1950 in which 
the S&P 500 has more than doubled without a 10% correction along the way. (Those instances occurred in 
1984–1987, 1990–1997, 2003–2007, and 2011–2015.) Thus, with the better than double in price gains recorded by 
the S&P 500 and most other stock indexes since March 2020, the market is clearly in some unique territory right 
now. However, should we experience a full-fledged correction under current market conditions, we would likely 
view it as a buying opportunity.  

MARKET ENVIRONMENT LIKELY TO FAVOR VALUE STOCKS AND DIVERSIFICATION  
OF MARKET CAPITALIZATION

While we believe both value and growth can perform 
well in the year ahead, we view the expected 
environment as one more prone to favor value stocks. 

Potential relative advantages for value stocks in the 
year ahead could include:

• The likelihood of value stocks to better  
weather both inflation and rising interest rates,  
as historically has tended to be the case, due to 
larger percentages of their earnings, dividends,  
and cash flows being less distant in the future  
than growth stocks.    
 
 

• Potential above-trend economic growth in 2022 
creating a more receptive background for value 
stocks to continue their longer-term regression  
to the mean versus growth that was initiated late 
last year.

• As the economy eventually reopens, further 
changes in consumer behavior are likely to be  
more favorable to the value universe.  

• A higher interest rate and potentially steepening 
yield curve environment also proving beneficial  
for banks and other financial stocks comprising  
a meaningful portion of the value stock indexes.
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We believe these factors contribute to better opportunities for value stocks. Coming off their 
lost decade of lagging relative performance ending in the final months of last year, value stocks 
still have a lot of catching up to do versus their growth counterparts.  

As volatility and market uncertainties could dovetail at various times in the year ahead, an 
equity portfolio diversified along the lines of investment styles and market capitalization could 
prove to be well positioned for the pending environment. Such a mix could include a recipe of 
seven parts large cap, two parts mid cap, and one part small cap spread across a ratio of 60 
value and 40 growth.

PRICING OUT THE YEAR AHEAD

In summary, we believe U.S. equities can deliver favorable total returns in 2022, though 
the road could be bumpy with more volatility and perhaps a few nail-biting moments as the 
Omicron variant and impact of rising inflation trends and supply chain disruptions potentially 
begin to reconcile after midyear.   

We believe corporate earnings can still exceed current expectations, largely based on above-
trend economic growth and strong corporate profit margins. We view a conservative estimate 
range for CY 2022 S&P 500 net operating earnings to be $225–$235.     

Applying further 8%–12% earnings growth off the mid-point of our earnings estimate range of 
$230 for 2022 provides an earnings range of $248–$258 for 2023. Assuming a price-earnings 
multiple on those forward earnings of 20x–21x correlates to a target price range on the S&P 
500 of about 4,960–5,410. This translates to a mid-point of about 5,200, providing investors 
with favorable upside for the year ahead.   

Growth vs Value Differential 
Russell 1000 Growth Excess Return over Russell 1000 Value  
November 2011–November 2021
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WHERE WE STAND: U.S. STOCKS 

• We continue to believe U.S. stocks are well positioned for the year ahead, as we believe a realistic year-end 
2022 price target on the S&P 500 is 5,200.

• Bullish arguments for stocks in the year ahead include strong corporate earnings, reasonable valuations, the 
absence of higher federal taxes, potentially declining virus hospitalization and fatality trends, and anticipation 
of a post-pandemic world.

• Bearish arguments include potential impact of the Omicron variant, higher inflation, supply chain disruptions, 
changes in Fed policy, rising long-term interest rates, and potentially peaking corporate profit margins.

• We remain in the bullish camp, though we do believe odds favor a market correction of 10% or more in the 
year ahead, which if it were to occur, we would likely view as a buying opportunity.

• We continue to believe value stocks are better positioned than growth due to the inflationary and interest 
rate environment as well as the expectation the economy will grow above trend versus the past decade.
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INTEREST RATES
Our base case expectation is for three quarter-point rate hikes by the 
Federal Reserve, taking the federal funds target range up to 0.75%–1.00%  
by year end 2022.  We also believe the Fed will conclude open market asset 
purchases by the end of March. This shift in policy is being driven by the 
need for the Fed to transition its focus from accommodation and liquidity to 
one of combating inflation.  We see longer-term rates continuing to rise and 
believe the 10-year Treasury yield will challenge 2% by the end of 1Q 2022 
with an ultimate range of 2.25%–2.50% by year end. The predominant risk 
to this scenario would be slowing demand in the economy resulting from 
rising virus trends caused by the Omicron variant.   

The Fed has a new job in 2022. It begins with trading in extensive experience in the areas of 
accommodation and liquidity for quick training on combating inflation. With this pivot comes  
a new policy profile and revised expectations from the markets. Gone is the notion of a leisurely 
transition perhaps along the lines of tapering open market asset purchases over a year’s time 
followed by a carefully orchestrated rate hike or two in CY 2023. No, that type of schedule has 
gone by the wayside, along with the word, “transitory.”
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Inflation Forcing the Fed’s Hand  
CPI Increase since 1Q 2020 (Year Over Year)
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FIGHTING THE GOOD INFLATIONARY FIGHT

Inflation is forcing the Fed’s hand and market concerns are now shifting toward the fear it might 
not be forcing it fast enough. Over the past year, closely followed inflation metrics such as the 
CPI and the Fed’s preferred measure, the PCE price index, have shot from one-handles to fives 
and sixes faster than a prodigy first-grader learning how to count. Left in the wake has been a 
slew of economic pundits previously having declared recent inflation to be transitory, one of 
which happens to be the Fed chairman himself.  

The ascent of inflation since last spring has resulted from a perfect storm all too evident on the 
horizon as it gathered strength, yet its true magnitude took some time to be recognized. This 
current inflationary environment is the aftermath of a once-in-a-century pandemic creating a 
once-in-a-century economic shock followed by a once-in-a-century economic recovery.

. 

That chain of events resulted in tremendous supply shortages within those sectors of the 
economy most impacted by the shutdowns of 2020 and subsequent reopenings of 2021, many 
of which comprised businesses having to either liquidate inventories and buy them back months 
later or cease operations almost entirely only to ramp them up again as demand rose mightily 
from the ashes. At the top of this list were businesses most consumers sought in great numbers 
as they emerged from quarantine, such as used cars and trucks, car rentals, hotels, motels,  
and airline fares.  

 Were this not enough, the somewhat confined supply-driven imbalance leading to the first 
dose of rising prices in the spring of 2021 then ran head on into the oncoming global supply 
chain crisis and worker shortages of the summer and autumn. This effect was tantamount to a 
tropical storm colliding with a blizzard.  

As the shores filled with container ships incurring lengthy wait times to dock and a shortage 
of port workers and truckers to unload and deliver finished goods and components inland, 
bottlenecks tightened and prices continued to rise. While we believe the bulk of this crisis will 
probably clear by the summer of 2022 as companies eventually determine how best to navigate 
around the most difficult ports and workers slowly come back as their benefits and savings  
wind down, the timing of normalization here is imprecise at best, as the entire situation has  
now reached uncharted waters (pardon the pun).

. 
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A look at the CPI report for the month of November adds a numeric exclamation point to this confluence of 
events. Posting at a year-over-year headline rate of 6.8% and a core (ex food and energy) increase of 4.9%, 
these gains represented the highest seen since November 1982 and June 1991. At the heart of this rise in 
consumer prices is a combination of the supply and demand imbalance within those sectors of the economy 
most impacted by both last year’s shutdowns and this year’s reopenings, and those product lines most affected 
by the global supply chain bottlenecks and worker shortages such as furniture, apparel, and sporting goods. The 
Fed’s preferred inflation measure, the PCE price index, also reached its peak year-over-year gain since December 
of 1990 during the month of October with a headline increase of 5.0% and a core reading of 4.1%.  

Furniture & Bedding Sporting Goods Apparel

Source: Bureau of Labor Statistics

11.8%

8.4%

5.0%

10
8
6
4
2
0

-2
-4
-6
-8

-10
-12
-14
-16
-18

-20
-22

-1.7MM

+2.8MM
+4.8MM

+1.7MM +716k +680k
+264k +233k +536k +785k +269k +614k +962k +483k +379k +546k +210k+1.1MM

-306k

-20.7 MM

Monthly Net Payrolls Charge (LH)

M
ill

io
ns

CPI % Y/Y (RH)

Source: Bureau of Labor Statistics

+289k
+1.6MM

3/202/20 4/20 5/20 6/20 7/20 8/20 9/20 3/21 4/21 5/21 6/21 7/21 8/21 9/21 10/21 11/2110/20 11/20 12/20 1/21 2/21

-16%

-14%

-12%

-10%

-8%

-6%

-4%

-2%

0%

2%

4%

6%

8%

Inflation Forcing the Fed’s Hand  
November Year-Over-Year Price Increases by Category

Fighting the Last War 
Inflation Rose as Fed Focused on Jobs Recovery
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Worker Shortage Drives Lower Labor Participation Rate 
Labor Participation Rate Since Pandemic Onset
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In retrospect, it now looks somewhat apparent that as this storm was brewing the Fed may have been fighting 
the last war. As the Fed had so often stated in response to inquiries of timing on tapering open market asset 
purchases, the term “substantial further progress in the economy” became its ongoing motto for the millions  
of jobs yet to be recovered from before the pandemic. However, with record numbers having since quit their jobs  
(4.4 million, September JOLTS report) and a labor participation rate still mired below 62%, in hindsight tapering 
and the shift toward battling inflation should probably have begun months earlier. So, while the cause may have 
been noble, the battle plan perhaps fell astray. With that said, the reset is now in motion for 2022.
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Peak Accommodation Ending 
Fed Balance Sheet Since Pandemic Onset
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SETTING THE STAGE FOR THE YEAR AHEAD

At its December meeting, the Fed formally announced an acceleration in the reduction of open 
market asset purchases to $30 billion monthly. Assuming the pace of these reductions continue 
at such a dollar amount, this schedule would take the Fed’s $120 billion in monthly purchases  
of Treasury bonds and agency mortgage-backed securities to zero by the end of March 2022.  
Even with this end to open market activity, the Fed’s balance sheet is still likely to approach  
$9 trillion when this tapering is completed. 

It would be our further expectation that actual rate hikes would then soon follow as the Fed 
begins raising the target range on the fed funds rate, currently at 0%–0.25%, into the summer 
and autumn months. In our judgment, the probabilities are high we will see three quarter-point  
rate hikes from the Fed by year-end 2022, concluding the year with a fed funds target range  
of 0.75%–1.00%.  

We also believe markets will likely look for the Fed to shift emphasis away from accommodation 
and toward a more aggressive inflation-fighting policy. For this reason, we do not see either the 
Fed’s tapering of asset purchases or potential rate hikes as being a threat to the equity markets 
in and of themselves, although continuously rising inflation could be a different story.    
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Rising Long-Term Rates  
10-Year U.S. Treasury Yield December 31, 2020–November 30, 2021
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OMICRON VARIANT AND VIRUS CASE TRENDS COULD CREATE RISKS  
TO BASE CASE EXPECTATIONS

Our base case expectations of Fed policy tightly focused on inflation are to a large extent 
predicated on a supply-constrained economic environment and one in which demand remains 
above trend growth as compared to the decade preceding the pandemic. Should we see 
positive GDP growth fall into question, perhaps resulting from higher than anticipated overall 
COVID trends driven by the recently identified Omicron variant, this could push the Fed to 
walk a narrower tightrope between combating inflation and preserving economic growth.  

Under such a scenario, fears of stagflation could arise, and the Fed could be forced to reassess 
timetables or even policy direction in order to avoid an error in over-tightening monetary 
policy against the backdrop of a slowing economy. In such an environment, open market 
asset purchases might continue and rate hikes could be deferred until later in 2022 or even 
into 2023. At the current time, we see this as a less likely scenario, however given ongoing 
uncertainties pertaining to the Omicron variant and its potential impact on overall COVID 
trends and economic activity, it is an identifiable risk.  

LONGER-TERM RATES ALSO LIKELY TO INCREASE

Following a volatile year at the further end of the yield curve, we anticipate longer-term  
rates to rise into the new year as we expect the 10-year U.S. Treasury yield to challenge or 
potentially exceed 2% by the end of 1Q 2022. Such a move would appear consistent not only 
with the inflationary environment but also economic growth continuing above trend versus  
the past decade.  
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From a technical perspective, we believe the August 4, 2020, closing yield of 0.52% on the 
10-year U.S. Treasury bond will likely prove to be a multi-year, if not generational, low unlikely 
to be revisited for some time. With that stake in the ground, along with the trend established 
since and the recent shift in both the economic environment and pending Fed policy, we 
believe there could be further upside on the 10-year yield perhaps to a range of 2.25%–2.50%. 
However, yields much higher than these remain unlikely in our view, as comparisons to 
overseas rates would probably serve as an anchor preventing much higher levels. 

We would therefore expect to see the 2-year to 10-year yield curve steepen modestly (perhaps 
in the range of an additional 0.25%–0.50%) during the year ahead but believe the 10-year yield 
is unlikely to rise much above 2.25%–2.50% due to comparisons to longer-term rates in other 
international markets, such as Europe and Japan. Similar to short-term rates, this scenario 
would be predicated on the Omicron variant and overall COVID trends not threatening positive 
growth in the economy.

We believe it is important for investors to realize even at such higher levels these long-term 
rates would remain low by historical standards and not necessarily detrimental to equity 
markets, particularly if strong earnings growth continues.  
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Rising Long-Term Rates 
10-Year U.S. Treasury Yield Since Record Low 
August 4, 2020–November 15, 2021
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COMPOSITION OF FED IN THE SPOTLIGHT 

The year ahead could also be one to not only watch the playing field but the players as well.  

President Biden’s re-appointment of Federal Reserve Chairman Jay Powell for a second term 
beginning in February of 2022 and the appointment of Fed Governor Lael Brainard to Federal 
Reserve vice chair can be viewed, in our judgment, as testimony that successfully mitigating 
inflation will be a major initiative for the White House in 2022.

However, the selection of Chairman Powell and Vice Chair-appointee Brainard are not the  
only positions the president will need to fill, as three other spots will require new members 
following the recent resignations of the vice chair of supervision and two regional Fed 
presidents. Thus, with these changes on the horizon, President Biden has the opportunity  
to further reshape Federal Reserve composition more so than any president in recent history. 
With Senate approval required, these pending appointments could add an extra twist of 
theater to a year of already expectedly high drama at the Fed and for fixed income investors.  

Overseas Anchors 
U.S. 10-Year Treasury Yield vs Europe and Japan
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WHERE WE STAND:  INTEREST RATES AND FED POLICY

• We see three quarter-point rate hikes being implemented by the Federal Reserve during CY 2022 after it has 
fully completed the tapering of open market asset purchases by the end of March. This will take the fed funds 
target range up to 0.75%–1.00% by year-end 2022.

• This shift in policy is being driven by the need for the Fed to transition its focus from accommodation and 
liquidity to one of combating inflation. The predominant risk to this scenario playing out would be slowing 
demand in the U.S. economy driven by rising overall COVID case trends caused by the Omicron variant.

• We see longer-term rates continuing to rise and believe the 10-year Treasury yield will challenge 2% by the 
end of 1Q 2022 and potentially reach a range of 2.25%–2.50% by year-end 2022.

• We see the 2-year to 10-year yield curve modestly steepening by about 0.25%–0.50%, however the 10-year 
U.S. Treasury yield is unlikely to rise much above the range of 2.25%–2.50% due to comparisons to longer-
term rates in other regions of the world, such as Europe and Japan. 
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CREDIT MARKETS AND INCOME
Achieving income at appropriate levels of interest rate and credit risk 
remains extremely challenging. While credit fundamentals remain  
strong coming out of the COVID crisis, this is fully reflected in current 
credit spreads now close to multi-year lows. Excess returns can potentially 
be found in the crossover space of investment grade and high yield, where 
opportunities may exist following the large amounts of downgrades in 
2020. A diversified portfolio of several income-oriented asset classes can 
potentially enhance yield while reducing interest rate volatility  
and diversifying credit risk.      

Income-oriented investors begin the year facing many of the same challenges they have been 
dealing with since recovery of the COVID credit crisis. Despite the upward move in interest 
rates since the summer, current yields remain historically low. Credit spreads are near their 
narrowest margins in more than a decade and duration risk is high. The quest for income is 
intense and the potential impact of rising rates and widening credit spreads could be painful. 
Welcome to the world of fixed income investing in 2022. 

Following the worst of the economic shock induced by the onset of the pandemic almost two 
years ago, high-yield credit spreads, as of November 19, have fallen to just 3.19%, (ICE BofA 
High Yield Index Option Adjusted Spread), just off their lowest differentials to comparable 
maturity Treasury yields since the summer of 2007. Investment-grade bonds, which have 
touched down at credit spreads of about 0.94% (ICE BofA Corporate Index Option Adjusted 
Spread) are close to their lowest points since 2005. 
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In our judgment, the merits of these multi-year low spreads are not necessarily in question. 
Default rates are correspondingly at decade-plus lows and the declining rate environment 
of the past several years has made overall debt burdens and interest coverage far more 
manageable than during past cycles maintaining higher rates. The Fed has more than shown  
its conviction to provide liquidity and credit backstopping during times of extreme crises, 
as was the case during the worst of the COVID contraction. Nonetheless, this improving 
environment has left income-oriented investors in a tough spot to say the least. Finding yield 
while mitigating interest rate and spread widening risk. Threading a needle, indeed.

CREDIT FUNDAMENTALS REMAIN STRONG

As had been forecast by many, the year of 2021 has been one of thankfully declining  
bond default rates. Peaking in December 2020 at 8.5% (Moody’s trailing 12-month,  
speculative-grade default rate), defaults saw a steady decline throughout the year to follow, 
dropping below 3% and, by the month of September, to better than pre-pandemic metrics. 
Moody’s now expects year-end 2022 default rates to cross below 2% for both the U.S.  
and global universe.

Fitch Ratings expects the CY 2022 U.S. high-yield default rate to finish at just 1%,  
well below its original forecast of 2.5%–3.5% at the outset of 2021. The rating agency’s  
calculation for September trailing 12-month U.S. defaults came in at just 1.2%. By historical 
standards, these are extremely low default rates. Since the time high-yield bond defaults first 
began to be measured in 1981 (then of course known as “junk bonds”), defaults have averaged 
in the 3.5%–4% range. 

Default Rates Near Historic Lows 
High-Yield Default Rates Since Before Pandemic

U.S. Speculative-Grade Default Rate 
November 2019–October 2021
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The dramatic improvement in defaults during less than a year’s time, in our judgment,  
reflects not only the improving economic and corporate earnings environment since late 
2020, but also the unprecedented market liquidity and credit support provided by the Fed in 
the spring of that year, which in our opinion played the predominant role in keeping the peak 
default rates as low as they were. By comparison, Fitch now forecasts the cumulative default 
rate for the entire 2020–2022 cycle to be only 6%, or less than one-third the cumulative ratio 
of the 2008–2010 global financial crisis level of 21%.   

So, as we have said on occasion before, the good news is that fundamentals in the credit 
markets are quite strong. The not-so-good news is that credit spreads appear to be fully 
reflecting that.

FINDING EXCESS RETURN IN THE CROSSOVER SPACE OF FALLEN ANGELS 
AND RISING STARS

In the words of legendary football Coach Vince Lombardi, “The great accomplishment is not 
in never falling, but in rising again after the fall.” Of course, Coach Lombardi was not talking 
about high-yield bonds, which did not exist as an asset class at the time he spoke these words. 
However, bond investors can still heed great value from his insight.  

The crossover space of the corporate bond market consists of two aptly named categories 
known as “fallen angels” and “rising stars.” Fallen angels are bond issues recently downgraded 
from investment grade to high yield. Rising stars are just the opposite — high-yield bonds en 
route to an upgrade into investment grade. History infers both categories have systematically 
outperformed overall high-yield and investment-grade categories throughout extended time 
frames (Vanguard/Bloomberg April 2006–August 2021).

COVID Credit Crisis Aftermath  
Default Rates Lower than Global Financial Crisis
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Following the outbreak of COVID in February 2020, approximately $300 billion of  
investment-grade debt was downgraded into high yield, representing about 3% of the total 
corporate bond market and about 20% of the high-yield market. Most of these bonds resided 
within industries deemed to be most vulnerable to the pandemic-induced shutdowns, such 
as the travel, leisure, and energy sectors. As measured by the ICE BofA Global Fallen Angels 
Index, total fallen angels as of September 2021 amounted to approximately $470 billion.  

Due to their initial investment-grade status, fallen angels often maintain lower overall  
debt ratios and more conservative balance sheets than traditional high-yield bonds.  
Following economic downturns contributing to their downgrades, they are common upgrade 
candidates shortly following recoveries, hence quickly completing a full personality transfer  
to rising star profile. Bond managers capable of identifying these issues sufficiently in advance 
of rating agency upgrades can benefit from excess returns associated with their recognized 
credit improvement.  

Crossover Credit History 
Comparative Risk Adjusted Returns

Historical 3-year Risk-Adjusted Return (Sharpe ratio) 
October 2004–October 2021
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Of course, not all fallen angels become rising stars, as the majority of those fallen never  
rise again and most of those on the rise do so without a previous fall. That having been said, 
fallen angels historically represent higher percentages of future rising stars than the overall 
high-yield market. Because of the unique characteristics surrounding the disproportionate 
amount of fallen angel downgrades in 2020, estimates of rising star upgrades through 2022 
range from approximately $100 billion to $300 billion versus a previous 10-year average of 
approximately $70 billion.  

In our judgment, the rising number of fallen angels these past couple of years likely represents 
a much larger opportunity set for bond managers and investors to seek excess returns based 
on improving credit opportunities. There are two broad avenues by which this could be 
potentially accomplished. The first would be to simply own fallen angels as an asset class,  
as history infers a strong probability of outperforming the broader high-yield universe.  
The second would be to apply more sophisticated credit analysis pertaining to bond  
selection within this now larger opportunity set, perhaps inherently better positioned  
for upgrades to begin with.   
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Fallen Angels and Rising Stars 
Potential Opportunity Set for Bond Investors
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40 Years of Declining Interest Rates 
Duration and Price Risks Have Increased Substantially  

DURATION TO YIELD REMAINS A KEY METRIC

If there is one mathematical bond ratio best reflecting the challenging yield environment and the current interest rate 
risk that comes with it, we believe that to be the duration to yield ratio. This is a simple calculation dividing a bond’s 
effective duration by its current yield to maturity to gauge how much interest rate risk an investor is incurring for a 
given amount of yield. Spoiler alert — this ratio is very high across the bond markets right now. 

To use an extreme comparative example, going back more than 40 years to August of 1981, the U.S. 10-year Treasury 
bond was yielding 14.875%. The duration on that bond was just above 5.5, calculating to a duration to yield ratio of 
about .38 (5.6/14.875). With duration of 5.6, this bond would have incurred about a 5.6% decline in price given a 1% 
rise in rates. That 5.6% decline represented .38 years of interest payments or less than five months (.38 X 1 year).  
So back in the days when “Bette Davis Eyes” topped the Billboard 100 music charts, bond investors experiencing a 1% 
rise in yield on their 10-year Treasury bond made up that price loss with less than one semi-annual interest payment. 

Fast forward to current day where the environment could not be more different. As of November 15, the 10-year 
Treasury bond yield was 1.57% with a duration of 9.3, for an approximate duration to yield ratio of 5.9. Should Treasury 
yields rise 1% in the current environment, this bond will now decline by approximately 9% in price, representing just 
under six years of interest payments (9.3/1.57). This is a far different proposition than four decades ago.  

While admittedly this is an extreme comparison spanning more than a generation,  
the message remains a somewhat sobering one. Bond investors are pressed for yield  
and are often taking on elevated price risk versus previous rate cycles in looking to  
achieve it.
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10-YEAR U.S. TREASURY BOND ISSUED NOV. 15, 1981

Yield 14.25%

Duration 5.6

Yield/Duration 0.38

1% Rise in Yield  = 5 months of lost interest payments 

10-YEAR U.S. TREASURY BOND ISSUED NOV. 15, 2021

Yield 1.56%

Duration 9.3

Yield/Duration 5.98

1% Rise in Yield  = 6 years of lost interest payments 

Source: Bloomberg
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DIVERSIFIED YIELD-ORIENTED PORTFOLIO

As investors look to achieve yield at acceptable levels of price risk, we continue to believe a diversified  
portfolio of somewhat non-traditional, yield-oriented asset classes could be well positioned in this currently 
challenging environment.

In comparison to the Bloomberg US Aggregate Bond Index (AGG), as of November 15, 2021, this portfolio 
maintained a higher yield and lower duration, providing for more income with less interest rate risk and wider 
diversification pertaining to potential credit spread widening. The portfolio’s duration/yield ratio is 1.6 versus 
3.9 for the AGG, meaning a 1% rise in rates would result in a price decline of 6.6% or about one-and-a-half years 
of interest payments versus a 6.8% price decline and just under four years of interest payments for the AGG. 

Diversification does not guarantee a profit or protect against a loss in a declining market.
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Potential holdings in such a portfolio from  
an asset class perspective would include:

• Short-term corporate bonds

• High-yield bonds

• Floating-rate bonds

• Emerging market debt 

• Preferred stocks

• High-dividend common stocks 

Diversified Non-Traditional Income Oriented Portfolio 
Provides Higher Yield than AGG with less Interest rate sensitivity 

Source: Bloomberg, as of 11/15/21
*Average Duration and Average Duration to Yield calculations performed using only the US Corporate Investment Grade Bond, US Corporate High Yield Bond, 
and Emerging Market Debt Indexes. US Investment Grade Corporate Bonds represented by Bloomberg Barclays US Corporate Bond Index; US High Yield Corporate 
Bonds represented by Bloomberg Barclays US Corporate High Yield Bond Index; Emerging Markets Debt represented by Bloomberg Barclays Emerging Market 
USD Aggregate Bond Index; Floating Rate Notes represented by Credit Suisse Leveraged Loan Index; Preferred Stocks represented by Bloomberg Barclays US Preferred Index; 
High Dividend US Common Stocks represented by S&P 500 High Dividend Index. All indexes are unmanaged and cannot be invested into directly. Past performance does not 
guarantee future results.

High Dividend 
U.S. Common Stocks 

Yield: 3.94%

Portfolio Weighted Average Yield: 4.21% 
U.S. Aggregate Bond Index Yield: 1.74%

Portfolio Weighted Average Duration: 6.6*
U.S. Aggregate Bond Index Duration: 6.8

Portfolio Weighted Average Duration to Yield: 1.58*
U.S. Aggregate Bond Index Duration to Yield: 3.92*

U.S. High Yield 
Corporate Bonds 

Yield: 4.29%

U.S. Investment 
Grade Corporate 

Bonds Yield: 
2.31%

Emerging 
Markets Debt 
Yield: 4.35%

Floating 
Rate Notes 
Yield: 5.31%

Preferred Stocks 
Yield: 5.03%

Such a portfolio may help income-focused  
investors achieve some of the following objectives:

• Prudently maximize yield

• Mitigate interest rate risk 

• Diversify credit spread risk 

• Enhance total return
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The message here, in our judgment, being during times of low yields and high interest rate risk, such as what 
bond investors are facing right now, diversification of income-oriented strategies can serve a few objectives. 
These would include potentially enhancing yield while reducing interest rate volatility and diversifying credit 
risk. Therefore, we believe such portfolio compositions could have merit in the current environment versus  
more traditional bond portfolios.  

WHERE WE STAND: CREDIT MARKETS AND INCOME 

• Credit fundamentals are strong coming out of the COVID crisis as default rates are extremely low.  
However, this is fully reflected in current credit spreads now close to multi-year lows.

• Excess returns could be potentially found in the crossover space of “fallen angels” and “rising stars,”  
including those high-yield bonds downgraded from investment grade during 2020. 

• Bond investors should focus on duration to yield as perhaps the most important metric to determine  
potential rising interest rate and credit spread widening risk under current and future market conditions.

• A diversified portfolio of several income-oriented asset classes can potentially enhance yield while reducing 
interest rate volatility and diversifying credit risk.   
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INTERNATIONAL EQUITY
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Premium growth to the U.S. will be challenging in the year ahead for 
international developed and emerging markets. Risks to growth include 
higher COVID case trends in various regions, threats of further lockdowns 
in Europe, and lower vaccination rates in emerging markets. Investors  
may want to consider owning international and emerging market equities 
less for the opportunities they present in the year ahead and more as  
longer-term diversifiers to U.S. portfolios.   

We believe developed and emerging market equities are best positioned for higher total 
returns when two criteria are being met. The first is when growth rates are at a premium to the 
U.S., and the second is when those rates of growth are also accelerating. We believe CY 2022 
could prove challenging for international stocks on both these fronts.  

The International Monetary Fund (IMF), as released in its World Economic Outlook, October 
2021, has forecast global growth for CY 2021 at an annualized pace of 5.9% to be followed 
by a 4.9% rate in CY 2022. For advanced economies in aggregate the IMF has estimated 
annual growth to be 5.2% for CY 2021 and 4.5% for CY 2022 and for emerging markets and 
developing economies 6.4% and 5.1%, respectively.  

In regard to specific developed regions for CY 2022, the IMF has forecast Europe’s growth at 
4.3%, led by Spain (6.4%), France (4.6%), and Germany (4.3%). The United Kingdom has been 
estimated at 5.0%, Canada at 4.9%, and Japan at 3.2%. Within emerging economies, higher 
expected growth rates include those of India (8.5%), China (5.6%), Southeast Asian nations 
(5.8%), Saudi Arabia (4.8%), and Mexico (4.0%). 

IMF Growth Forecasts for 2021 and 2022

2021 2022 2021 2022 2021 2022

Source: International Monetary Fund
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The IMF has cautioned that these forecasts are subject to downside risk due to a variety of factors, most notably 
the continuing COVID-19 pandemic and uncertainties pertaining to ongoing inflation throughout the globe.  
In summary the IMF has stated, “Overall, the balance of risks for growth is tilted to the downside.”

We view the IMF’s forecasts as being too optimistic across the board. Therefore, the judgment of global economic 
growth, as well as comparative growth within advanced and developing economies, will need to be subject to 
identifying and analyzing several risks, including: 

Global risk of the Omicron variant: In our judgment, there is no question that in the event of a worldwide 
acceleration of COVID cases driven by the Omicron variant, economic impacts between regions and developed 
versus emerging economies will be far from equal. We would view collateral damage from worse than expected 
global Omicron variant case rates to be weighted more toward Europe, where COVID trends have already been 
rising substantially in Germany, Austria, and The Netherlands, as well as throughout various emerging markets, 
where vaccination rates remain well below the U.S., such as in Mexico, India, Indonesia, Russia, and Egypt. 

Lockdowns have returned in Europe: During the final weeks of November, surging virus cases in Austria forced 
the government to impose a full lockdown lasting 20 days and vaccine legal requirements scheduled to begin 
in February 2022. As COVID cases also continue to rise in Germany, speculation is afoot of a similar lockdown 
environment to augment recent restrictions on the unvaccinated within bars and restaurants and access to  
public transit. This follows a partial lockdown in The Netherlands pertaining to closing times on restaurants  
and non-essential businesses. Should these types of shutdowns expand throughout Europe or persist well into  
the year ahead, Eurozone and global growth estimates for 2022 could be negatively impacted. 

Global 7-day moving average
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Global COVID Cases on the Rise Since October
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Continuing challenge of global vaccine distribution: As the Delta variant dramatically 
increased COVID cases globally during the late summer months, disparity in vaccination rates 
between advanced and developing nations rose as well. As of November 1, in the U.S. 60% of 
the adult population had been fully vaccinated, a ratio well ahead of the world average of about 
30% but almost identical to the average of advanced economies. Emerging market economies 
lagged these levels at only about 35% cumulative average. This gap represents an important 
risk factor to economic growth across emerging markets, particularly under the ongoing risk  
of the Omicron variant and as the winter months await.  

WHERE WE STAND   |   INTERNATIONAL EQUITY

COVID-19 Cases Spike in Austria

COVID-19 Cases Spike in Germany
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Uncertainty regarding inflation and supply chain disruptions: COVID-19 created a global 
economic recession in 2020 followed by rising inflation and international supply chain 
disruptions in 2021, both of which will have to be sorted out in 2022. We emphasize that 
the supply chain havoc seen in recent months very much represents uncertainty in terms 
of its lasting presence. Thus, we would caution a higher degree of risk for emerging market 
economies could exist, pertaining to their ability to navigate around supply chain shortages  
in the event they extend out beyond the summer of 2022.

Central banks will need to be on their toes in 2022: Following a period of universal 
accommodation across the world, global central banks will likely need to strike a balance in 
the year ahead unlike anything required in recent years as economies face the dilemma of 
supporting the ongoing post-COVID recovery and simultaneously curtailing further inflation 
before it becomes endemic. While the U.S. Federal Reserve, European Central Bank, and Bank 
of Japan have yet to adjust rates, such is no longer the case in smaller nations such as Norway, 
Brazil, Mexico, South Korea, and New Zealand, which have already taken action in raising rates. 
Given the present threat of continuing inflation and the unprecedented level of worldwide 
accommodation dating back to well before the pandemic, we believe the greater risk at this 
point to be one of being too complacent about inflation.  

In our judgment, these and other risks will likely result in lower rates of global growth in CY 
2022 than has been currently forecast by the IMF. We therefore believe more realistic growth 
rates for the year ahead to be about 3% globally, 2% for advanced economies, and 4% for 
emerging markets. This creates a tough case for international developed and emerging  
stocks in the year ahead as their aggregate growth rate looks to be about on par with the U.S.  
(which we believe is positioned for 3% GDP growth), but with higher risks, and those rates of 
growth are decelerating versus 2021. Thus, when combining these expectations, we believe the 
case for international stocks is one more of diversification and long-term dynamics, and less so 
about immediate opportunities during the year ahead.  

Vaccination Rate Disparity Between Advanced and Emerging Markets 
COVID-19 Vaccination Rates

World Advanced Economies Emerging Markets Low-Income 
Developing Countries

Source: Our World in Data using IMF staff calculations as reported in October 2021 IMF World Economic Outlook using data as of September 22, 2021.
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CHINA WORKS THROUGH CHALLENGES

Presumably first in and first out of the COVID pandemic, China escaped the year of 2020 as the only nation with 
positive GDP growth, thus initiating expectations of fully returning to a pre-pandemic economy. This has not 
necessarily proven to be the case.

Government regulation and social policy in China, focusing on reduced dependence on foreign technology, has 
resulted in strict laws, such as tight restrictions on teenagers’ time spent playing video games as well as forced 
reorganization of online education companies into nonprofit firms. These types of measures are part of China 
government objectives, termed “common prosperity,” aimed at “reducing income inequality and aligning social 
values” goals not necessarily aligned with short- or intermediate-term economic growth.   

China’s 3Q GDP growth came in at 4.9%, below expectations of 5.2%, as industrial production also disappointed 
at only an increase of 3.1% versus expectations of 4.5% as surging coal prices and power shortages led to halts 
in factory production. However, the bigger story leading to potential disruption of China’s growth profile during 
the year ahead came to light in late September, when markets learned of real estate-giant and the country’s 
second-largest developer China Evergrande’s financial distress, specifically pertaining to its inability to meet 
debt payments on approximately $300 billion in outstanding liabilities. 

While People’s Bank of China (PBOC) Director Zou Lan described Evergrande’s problems as “controllable”  
and an “individual phenomenon,” spillover effects have included estimates of about 1 million home buyers  
left with hefty mortgages and no residences to show for it. All of this occurring within a real estate sector 
comprising approximately one-quarter of China’s overall economy. So far, the PBOC has chosen to address 
Evergrande’s financial distress from a systemic liquidity standpoint rather than through a direct bailout or 
market stimulus actions.   

While the ultimate impact of China Evergrande may not be one of international magnitude, repercussions within 
China’s economy could still result, stemming from deteriorating investor confidence in the real estate market 
and the tightening of lending provisions and access to financing for developers. None of which is likely to prove 
additive to China economic growth.  

We believe these and other factors could potentially result in a sub-5% GDP growth 
rate for China in 2022, which, given previous expectations, could have effects on other 
emerging markets trading partners.   

Source: National Bureau of Statistics of China
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ASSESSING THE INTERNATIONAL LANDSCAPE

When assessing opportunities for international developed and emerging market stocks in the year ahead,  
we believe there are broad global macroeconomic conditions that will play out differently within various  
regions of the world. These pertain in large part not only to ongoing COVID case trends and risks pertaining  
to the Omicron variant, but also the crucial task of individual countries and their central banks to fully combat 
the ongoing pandemic while balancing post-COVID economic growth prospects with threats of substantially 
higher inflation. In aggregate, these risks could incrementally and negatively impact expected global growth  
in the year ahead.

For this reason, equity investors may want to consider owning international and emerging market equities less 
for the opportunities they present in the year ahead and more so as longer-term diversifiers pertaining to U.S. 
stock portfolios.   

WHERE WE STAND: INTERNATIONAL EQUITIES 

• IMF forecasts for global growth are about on par with where we see U.S. economic growth in 2022, however 
they appear, in our judgment, to be at higher risk of not meeting growth estimates for international developed 
and emerging market stocks.

• Risks for international developed and emerging market growth include the preparedness for higher COVID 
case trends potentially driven by the Omicron variant, threats of further lockdowns in Europe, and lower 
vaccination rates in various emerging market nations.

• China economic growth could be challenged to reach 5% in the year ahead due to stricter government 
regulations and structural issues in their real estate sector.

• Equity investors may want to consider owning international and emerging market equities less for the 
opportunities they present in the year ahead and more so as longer-term diversifiers to U.S. stock portfolios.  

WHERE WE STAND   |   INTERNATIONAL EQUITY
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WILD CARDS IN 2022
We identify five wild cards for 2022 potentially altering the investment 
landscape. These range from the Omicron variant to COVID therapeutic 
breakthroughs, global supply chain timing, reversals in the labor market, 
and the upcoming midterm congressional elections.

In the spirit of recognizing there can be market forces lurking in the shadows, we are calling 
attention to five wild cards that could alter the investment landscape in one way or another. 
These are not forecasts, predictions, or premonitions, but simply potential occurrences that 
investors may want to treat with a watchful eye. 

• Impact of the Omicron variant: Coming completely out of left field during the final week of 
November, the Omicron variant and its classification by the World Health Organization as  
a “variant of concern” along with reports of more than 30 mutations within its spike protein, 
has now supplanted all other variables as the top market and societal wild card for 2022. 
While our judgment weights toward the resilience of the U.S. economy and its markets 
to once again handle another potential spike in COVID cases, the ultimate severity and 
transmissibility profile of Omicron combined with its ability or inability to avoid protections 
from existing vaccines will likely have a larger impact for markets in the year ahead than  
any other single factor.  

• Therapeutic breakthroughs in COVID Treatment: The year of 2021 was the year of the 
vaccine, however 2022 could be the year of the anti-viral pill. Recent breakthroughs 
by pharmaceutical giants Merck and Pfizer have shown impressive results of anti-viral 
medications for those recently diagnosed with COVID-19. Specifically, Pfizer’s Phase III 
clinical trial data reported an 89% reduction in the risk of hospitalization and death for  
high-risk adults, potentially serving as a game changer for those who become infected. 
Could this combination of vaccines and anti-viral medications, both with efficacy rates 
in the neighborhood of 90%, finally be the one-two punch landing COVID on the canvas 
for the 10 count? This is certainly a most welcome thought, however, perhaps more 
importantly, we do not view such a scenario as outside the broad realm of possibility.   
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• Global supply chain timing: Attempting to determine precisely when challenges and 
constraints within and spread across the global supply chain begin to break is an inexact 
science, and one few have had the opportunity to practice upon in years past. There are 
two broad components to this analysis; the first focusing upon the macroeconomic and 
structural issues impacting the chain, such as virus rates, inflation, and worker shortages, 
and the second seeking to understand the skillsets and innovation of individual companies 
necessary to successfully navigate around the traditional routes and processes currently 
bogged down. Taking all of this into account, hard forecasts as to when supply chain 
dynamics might more closely resemble those of pre-2021, even among supply chain 
management experts, is a bit like the analogy of throwing darts while blindfolded in a dark 
room. So, while a consensus seems to have formed that smarter minds will prevail and set 
a path for others to follow sometime around 2H 2022, months of time before or after this 
unofficial timeline could certainly have economic or market impacts.   

• The “Great Resignation” gives way to the “Great Return:” Much has been written about 
and covered in the media this past year pertaining to the “Great Resignation,” as millions 
of workers have decided to voluntarily leave their jobs, at least in part due to accumulated 
savings balances and the belief the labor market will readily take them back in the future. 
However, few times in history have so many been able to call it quits so early in the game 
without having to come back after savings deplete or the labor market turns less gracious. 
Whether or not an about-face change in direction occurs in 2022, odds likely favor large-
scale returns at some point.

• Midterm Congressional Elections: Based on history and recent polling, there is a 
high probability, in our judgment, we could see a change of leadership in the House of 
Representatives and perhaps the Senate from Democrat to Republican control in the 
upcoming November midterm elections. While there is much to play out between now and 
then and of course political winds can change direction quickly, such a shift could be well 
received by investors given the market’s history of performing well during political cycles  
of divided party rule between the White House and Congress.

WHERE WE STAND   |   WILD CARDS IN 2022



52

WHERE WE STAND   |   PORTFOLIO POSITIONING 2022

• We favor stocks over bonds in balanced and asset allocation portfolios due to higher 
upside from strong earnings and the challenging landscape bonds could be facing in  
a rising interest rate and narrow credit spread environment.

• We continue to favor value stocks versus growth due to a comparatively more favorable 
environment largely based on above-trend economic growth, higher interest rates, and 
rising inflation.

• Long-term equity investors may want to consider owning international and emerging 
market equities less for the opportunities they present in the year ahead and more so  
as longer-term diversifiers to U.S. stock portfolios.  

• Bond investors should consider remaining short on the curve to avoid rising interest rate 
risk as both short- and long-term rates are likely to rise in the year ahead.  

• Credit-oriented investors should keep a keen eye on potential high-yield bond rating 
upgrade candidates in the year ahead to potentially achieve excess returns above that  
of current coupon rates.

• Investors seeking income should consider a diversified and less traditional mix of asset 
classes to achieve higher yield with lower interest rate risk. In addition to investment-
grade and high-yield bonds, this might include floating-rate notes, emerging market debt, 
preferred stocks, and high-dividend common stocks.

• Wild cards in the year ahead range from the newly identified Omicron variant to 
groundbreaking medications for COVID-19, the global supply chain, and the pending 
November midterm congressional elections.

Asset Allocation and Balanced Portfolios 
Stocks better positioned than bonds

U.S. Equities 
Stocks should be beneficiaries of economic and earnings growth  
Value stocks better positioned for inflationary and higher rate environment 
Proportional diversification of large, mid and small caps 

International Equities 
Developed and Emerging Markets positioned as long-term diversifiers

Bonds: Interest Rates 
Remain short on the curve and below benchmark durations to mitigate interest rate risk

Bonds: Income and Credit 
Look for rating upgrade candidates in high-yield bond market for potential excess returns 
Consider more diversified mix of less traditional asset classes to achieve yield with lower 
interest rate risk 
Investment grade and high yield, floating rate, emerging markets debt, preferred and  
high-dividend common stocks

Wild Cards 
Omicron variant, COVID medications, global supply chain, reversal in labor trends,  
and midterm elections  

WHERE WE STAND:  
PORTFOLIO POSITIONING 2022
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Business Sentiment
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INDEX DEFINITIONS

The Bloomberg Barclays US Aggregate Bond Index measures investment grade, U.S. dollar denominated, 
fixed-rate taxable bonds, including Treasurys, government related and corporate securities, as well as both 
mortgage- and asset-backed securities.

The Bloomberg Barclays US High Yield Index covers the universe of fixed rate, non-investment grade 
debt. Eurobonds and debt issues from countries designated as emerging markets (sovereign rating of 
Baa1/BBB+/BBB+ and below using the middle of Moody’s, S&P, and Fitch) are excluded, but Canadian  
and global bonds (SEC registered) of issuers in non-EMG countries are included.

The Bloomberg Barclays Municipal Index: consists of a broad selection of investment-grade general 
obligation and revenue bonds of maturities ranging from one year to 30 years. It is an unmanaged index 
representative of the tax-exempt bond market.

The Bloomberg Barclays US Corporate Investment Grade Index is an unmanaged index consisting 
of publicly issued U.S. Corporate and specified foreign debentures and secured notes that are rated 
investment grade (Baa3/BBB or higher) by at least two ratings agencies, have at least one year to  
final maturity and have at least $250 million par amount outstanding. To qualify, bonds must be 
SEC-registered.

The 10-Year US Treasury Bond is a U.S. Treasury debt obligation that has a maturity of 10 years.

The Dow Jones Industrial Average is a price-weighted average of 30 actively traded blue-chip U.S. stocks.

The MSCI EAFE Index (Europe, Australasia, Far East) is a free float-adjusted market capitalization  
index that is designed to measure the equity market performance of developed markets, excluding the  
U.S. & Canada.

The MSCI Emerging Markets Index is a free float-adjusted market capitalization index that is designed to 
measure equity market performance in the global emerging markets.

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

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

The Russell 2000 Index® measures the performance of the 2,000 smallest companies in the Russell 
3000 Index. 

The S&P 500 Index is widely regarded as the best single gauge of the U.S. equities market. The index 
includes a representative sample of 500 leading companies in leading industries of the U.S. economy.  
The S&P 500 Index focuses on the large-cap segment of the market; however, since it includes a 
significant portion of the total value of the market, it also represents the market.

Indexes are unmanaged. The figures for the index reflect the reinvestment of all income or dividends,  
but do not reflect the deduction of any fees or expenses which would reduce returns. Investors cannot 
invest directly in indexes.
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IMPORTANT INFORMATION

Investments are subject to market risk, including the loss of principal. Asset classes or investment strategies 
described may not be appropriate for all investors.

Past performance does not guarantee future results.

Fixed income investing is subject to credit rate risk, interest rate risk, and inflation risk. Credit risk is the risk that  
the issuer of a bond won’t meet their payments. Inflation risk is the risk that inflation could outpace a bond’s interest 
income. Interest rate risk is the risk that fluctuations in interest rates will affect the price of a bond. Investing in 
floating rate loans may be subject to greater volatility and increased risks.

Equities are subject to market risk meaning that stock prices in general may decline over short or extended periods 
of time.

Growth stocks typically are particularly sensitive to market movements and may involve larger price swings  
because their market prices tend to reflect future expectations. Growth stocks as a group may be out of favor  
and underperform the overall equity market for a long period of time, for example, while the market favors “ 
value” stocks.

Value investing carries the risk that the market will not recognize a security’s intrinsic value for a long time or that  
an undervalued stock is actually appropriately priced.

Investments in global/international markets involve risks not associated with U.S. markets, such as currency 
fluctuations, adverse social and political developments, and the relatively small size and lesser liquidity of some 
markets. These risks may be greater in emerging markets.

The COVID-19 pandemic has caused substantial market disruption and dislocation around the world including the 
U.S. Economies and financial markets throughout the world are increasingly interconnected. Economic, financial, 
 or political events, trading and tariff arrangements, terrorism, technology and data interruptions, natural disasters, 
and other circumstances in one or more countries or regions could be highly disruptive to, and have profound 
impacts on, global economies or markets.

The information included in this document should not be construed as investment advice or a recommendation  
for the purchase or sale of any security. This material contains general information only on investment matters; 
it should not be considered as a comprehensive statement on any matter and should not be relied upon as such. 
The information does not take into account any investor’s investment objectives, particular needs, or financial 
situation. The value of any investment may fluctuate. This information has been developed by Transamerica Asset 
Management, Inc. and may incorporate third-party data, text, images, and other content to be deemed reliable.

Comments and general market-related projections are based on information available at the time of writing and 
believed to be accurate; are for informational purposes only, are not intended as individual or specific advice, may 
not represent the opinions of the entire firm and may not be relied upon for future investing. Investors are advised 
to consult with their investment professional about their specific financial needs and goals before making any 
investment decisions.

Transamerica Asset Management, Inc. is an SEC-registered investment adviser. The funds advised and sponsored 
by Transamerica Asset Management, Inc. include Transamerica Funds, Transamerica Series Trust and DeltaShares® 
exchange-traded funds. Transamerica Asset Management, Inc., is an indirect wholly owned subsidiary of Aegon 
N.V., an international life insurance, pension, and asset management company.
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