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The fourth quarter was impacted by many of the investment themes we discussed during 

2021. Consumer demand remained strong, inflation pressures intensified, a new COVID-19 

variant emerged, the Federal Reserve moved closer toward raising interest rates, and the 

credit markets were volatile. Despite the uncertainties surrounding these topics, equities 

traded higher during the fourth quarter. This quarterly letter provides an update on these 

themes as we exit 2021 and look ahead to 2022. 

Consumer Demand Remains Resilient

The U.S. consumer, which accounts for approximately 70% of annual U.S. economic activity, 

continues to be a bright spot. Consumer demand remains particularly strong across goods 

categories, such as furniture, appliances, and electronics, while the pandemic is causing 

individuals to spend less on services. The robust consumer demand is evident in global 

shipping data as a wave of imports arrived in the United States. Data show monthly 

container traffic plunged during the early stages of the pandemic as the global economy 

locked down. However, container traffic rebounded quickly and remained above-average 

during each of the past 17 months. Soaring container volume is a contributing factor to 

current supply chain issues. Port operations simply cannot keep up with the volume surge, 

which is causing containers to pile up in shipping ports.

As ports and supply chains gradually move toward de-bottlenecking, attention is shifting 

toward future demand. There are questions about how much demand the pandemic pulled 

forward and uncertainty about how long consumer demand can remain strong. One would 

think consumers only need so many televisions, appliances, bikes, furniture, etc.

Inflation Accelerated at the Fastest Pace Since 1982 

After easing slightly during the third quarter, inflation resumed its march higher during the 

fourth quarter. Inflation, as measured by the Consumer Price Index (CPI), rose 6.8% year-over-

year during November, which was the fastest pace since 1982. Price increases were broad, with 

food, new and used vehicles, housing, and energy prices all rising over the past 12 months. 

Economists attribute the inflation pressures to the previously mentioned strong consumer 

demand running up against tighter inventories brought on by the combination of a tight 

labor market and supply chain issues. Rising inflation poses a threat to demand because it 

erodes consumers’ purchasing power. Investors and economists will be watching consumer 

demand closely during 2022 for any sign of a decline.
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Omnicron Variant Emerges 

The latest Covid variant (Omicron) emerged in South Africa the last week of November. 

Health officials were initially concerned by Omicron’s high number of mutations, as this 

unknown variant started to spread globally. As we ended 2021, data indicated the number 

of U.S. Covid cases were significantly above the Delta variant’s summer peak. Omicron is now 

becoming a bigger share of confirmed U.S. cases and rapidly replacing Delta as the dominant 

variant. While Omicron is highly transmissible and spreading rapidly, U.S. hospitalization 

data suggests Omicron may be less severe than prior variants. Fortunately, the number of 

new weekly Covid hospital admissions remains below Delta’s summer peak despite surging 

Covid case counts.

Omicron’s emergence is yet another sign of the pandemic’s continued impact on society. 

In the weeks since Omicron emerged, public officials have reimposed varying degrees of 

testing requirements, travel restrictions, and mask mandates to contain its spread. Although 

economic activity was affected during December, we believe Omicron’s initial impact 

appears more limited than prior Covid variants. TSA reported screening more than 2 million 

flyers per day in the week leading up to Christmas, only slightly below 2019 levels. Likewise, 

OpenTable reservations declined during December but were still within approximately 10% 

of December 2019 levels. Omicron’s emergence may signal a new stage of the pandemic 

whereby Covid flare-ups remain an unfortunate part of daily life, but their impact becomes 

more limited over time as businesses and consumers adapt to living with the virus.  We 

certainly hope this is the case in 2022.

Federal Reserve Signals More Aggressive Interest Rate Hikes 

There is a continued debate over how long inflation pressures will last. Throughout most of 

2021, the Federal Reserve viewed price pressures as a temporary factor brought on by the 

pandemic. However, November’s high inflation report caused the Federal Reserve to make 

an abrupt pivot during the fourth quarter. Members of the Federal Reserve’s monetary 

policy committee became more concerned about the long-term threat posed by persistent 

inflation pressures. The result was a significant change in the Fed’s forward guidance. Many 

economists now believe the central bank will need to raise interest rates more quickly and 

aggressively to combat inflation in 2022.

Credit Market Volatility Increases

The credit market experienced increased volatility during the fourth quarter. Interest rates 

rose and then declined as investors continued to digest Federal Reserve policy updates, 

persistent inflation pressures, and the Omicron variant. One of the more notable credit 

market developments during the quarter was the flattening of the Treasury yield curve. 

Short maturity yields, which are more sensitive to monetary policy, rose as markets prepared 
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for the Federal Reserve to raise interest rates during 2022. Conversely, long maturity yields, 

which are more sensitive to the outlook on the economy, were flat to slightly lower. Credit 

markets are historically viewed as the “canary in the coal mine”, so the fact that the yield 

curve flattened suggests investors are growing more anxious about future economic growth.

Bond returns were limited during the fourth quarter (due to the rising interest rate 

environment) and most bond funds produced negative returns for 2021. 2022 may 

be another tough year for credit markets; however, bonds have not experienced two 

consecutive years of negative returns in nearly 50 years.

2022 Outlook

As 2022 begins, investors appear to be focused on the following: the Fed’s first interest rate 

increase since 2018 (expected in the first half 2022), U.S. midterm elections (November 

2022), the impact of COVID on economic growth, and absolute stock market levels as we 

enter the third year of the bull market. Below we discuss these concerns, as well as other 

factors we will be monitoring in 2022.

Fed Policy

Since the depths of the Covid-19 pandemic in March 2020, the U.S. government has supported 

businesses and individuals via stimulus checks, unemployment benefits, pausing student loan 

repayments, and low interest rates. 2022 is likely to be the year theses accommodations start to 

unwind as the U.S. economy shifts from government support to private sector support. Indeed, 

it is now widely accepted that the Fed will begin to raise interest rates in the first half of 2022.  

While this transition could lead to increased market volatility and uncertain economic data, it 

is important to keep the big picture in mind. Data indicates the U.S. economy is growing, the 

consumer is strong, and the recovery is progressing.

Midterm Elections 

Over the past 70 years, the S&P 500 historically trades higher during the average non-

midterm year. Also, the second calendar year of a Presidential term has historically been 

the weakest.  However, the stock market has produced positive returns in nearly 50% of 

the second years of a presidential term.1 Additionally, the second year of a Democratic 

administration has produced nearly double the annual return as compared to Republican 

administrations. 1 Finally, the markets have historically liked political gridlock, especially 

when there has been a Democratic President and the House and Senate split.  Going back to 

1901, the market has produced positive returns approximately 75% of the time under the 

above scenario.1 Early predictions have the Republicans doing well in the midterms this year, 

potentially leading to more gridlock.
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This does not necessarily mean the S&P 500 will repeat history, but it does indicate markets 

dislike uncertainty, such as elections. It will be important to separate the political emotion 

from investing next year and not get caught up in the moment as the two political parties 

battle for control of Washington D.C. 

COVID-19

The future of COVID-19 and the economic impact continues to be an unknown.  The market 

appears to be pricing in that COVID-19 runs its course early this year. Should the virus remain 

an issue, the economy is likely to see continued supply chain and labor issues.  Also, any new 

extended shutdowns are likely to have a negative impact on GDP.

Fortunately, approximately 8 billion vaccine doses have been administered across the world.  

We are hopeful that the combination of vaccines and virus cases will result in herd immunity 

that may lead to the end phase of the pandemic.

Valuations 

Much has been written about the currently high equity valuations in the U.S.  There is the risk 

that the market multiple drops from approximately 20x, compressing stock prices. Corporate 

earnings could also disappoint resulting in a stock market decline. However, with interest rates 

still at historically low levels, there are compelling reasons for valuations to remain high, as many 

investors maintain the view that there is no better alternative to equities.

Inflation & Interest Rates 

Inflation was a problem in 2021 and remains an issue as we begin 2022. Increasing inflation has 

persisted for well over a year, and this is impacting both consumers and businesses.  Household 

and labor costs have increased, as have material costs for most goods.  These increases are 

having a real effect on both personal finances and business planning. There is an increased risk 

that more costs will be passed on to consumers and business, extending inflation.

Supply chain issues remain at both the point of export and at the point of arrival in the U.S. 

This is contributing to a lack of raw materials and goods, and a mismatch between supply 

and demand.

We believe part of the inflationary pressure is a result of the vast amount of money printed 

and put into the system since the onset of the pandemic.  We had extended unemployment 

checks, PPP loans to businesses and nearly $2 trillion in other pandemic-related spending 

during 2020 and 2021.

The Build Back Better bill could be approved in 2022.  We will be watching this pending 

legislation to evaluate how it may add to inflationary pressures.
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The transition to reduce carbon emissions to net zero is also likely to cause inflationary 

pressures.  Much of this may be related to policy actions that may or may not be well-

thought-out and how orderly new legislation is implemented.  A forced divestment from 

carbon-producing activities has shown to be disruptive, as we witnessed in 2021.  We will be 

watching policy and political maneuvering closely relating to this subject.

We will also be mindful of the spread between the 2-year and 10-year treasury notes.  As we 

have mentioned extensively over the years, an inversion of this part of the yield curve has 

been a reliable good predictor of recessions going back to the 1970’s.

Geopolitical Risks

We will be watching the U.S.-China relationship closely as this has become even more 

confrontational since President Trump left office.  Of course, we would like to see the U.S 

and China lower tensions in 2022 as both countries rely significantly on each other for their 

prosperity. We believe the leaders of both countries acknowledge this as well. There are also 

other geopolitical issues that may become significant throughout 2022 that we will monitor 

as they take place.

Conclusion

Please keep in mind that the factors mentioned above are very fluid and may or may not 

have a significant impact on the stock market in 2022 and beyond. It is possible (and likely 

probable), that the market will be impacted by events that we have yet to contemplate. 

It is always important to acknowledge what you don’t know. While we are currently in a 

multi-year bull market, bear markets do occur. In fact, we take them into consideration when 

we prepare investment plans. The volatility of the market is the price one pays for being 

invested in equities and, historically, investors have been rewarded for the risk they take. Of 

course, past returns are not indicative of future returns, yet we take comfort in maintaining 

focus on the bigger picture over a long-term time horizon, where well-balanced portfolios 

have historically enabled generations of savers to meet their financial goals. We remain 

disciplined and strive each day to not let short term volatility and headlines targeted to elicit 

an emotional response impact our investment strategy.

As we begin 2022, our team wishes you and your family a happy, healthy and prosperous 

new year!

Sincerely,

Dennis P. Barba, Jr. 
President & Managing Partner

Michael P. Finkelstein, CFA 
Partner
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