
J A N U A R Y  2 0 2 2 / Q 4  N E W S L E T T E R

MOSAIC FI
MARKET INSIGHTS

-Planning and Investing for Life

Q4 2021
WRITTEN BY JENIFER ARONSON, CFA

 Imagine if in March of 2020 after the Dow lost 37% of its value,

someone told us the S&P 500 would provide an annual return of 18.4%

in 2020 and 26.9% in 2021, during a two year pandemic.  In addition,

instead of falling into a long deep recession we would find ourselves

experiencing steaming economic growth and a surplus of jobs with the

unemployment rate at a near low of 3.9%.  Well, I think we all would

have found this scenario too far-fetched to consider.  Yet, here we are. 

 Our big worries for 2022 are now higher inflation and rising interest

rates to cool down a hot economy. 

In November the Federal Reserve pivoted from their position that the

high inflation we were experiencing was transitory.  While they still

expect inflation to come down significantly once the supply chain

disruption recovers and the labor markets normalize, inflation has

remained more persistent than expected and certainly needs to be dealt

with.  To Jerome Powell, the Fed chairman’s credit, he acknowledged

that their inflation expectations were incorrect and shifted gears to

properly deal with the situation.
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...the Federal Reserve pivoted from
their position that the high inflation
we were experiencing was
transitory...
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The Fed has made it clear they expect to raise interest rates

3-4 times in 25bps increments over the course of 2022. 

 They have begun reducing their asset purchases, a tool

they utilize to stimulate the economy, and expect to end all

asset purchases by March of this year.  Does this mean we

are in for an ugly year in our investment portfolios?  Not

necessarily.  You can see in the chart above that historically

the market has had positive returns in a rising rate

environment.

The much bigger question is the labor market.  The labor

participation rate is 61.9%, which is 1.5% lower than before

the pandemic.  This equates to almost five million people. 

 With many of those people deciding to retire earlier than

expected, it isn’t clear how we will fill the positions.  With

immigration lower than historical levels and birth rates at

all-time lows, we are looking at a smaller and smaller labor

market pool.  This will bear watching after the pandemic is

behind us, as it could have greater and longer-term

implications to inflation and the growth outlook for our

economy.

The Equity Markets
 

Global equity markets, as measured by the MSCI All

Country World Index, were up 6.68% in the 4th quarter and

returned 18.54% for all of 2021.  The US equity markets

significantly outperformed the international markets in the

4th quarter.  The US market, overall, was up 9.28% and

returned 25.66% for the year.  International developed

markets were up 3.14% for the quarter and returned

12.62% in 2021. 

 

 

Once again, the worst performing markets were emerging

markets which were down -1.31% for the quarter and

ended the year down -2.54%.  US REITs continued to

outperform in a big way with a return of  17.22% in the 4th

quarter and 45.91% for the year.

 

Small cap stocks underperformed large cap stocks in the

US.  Small caps were up 2.14% in the 4th quarter vs large

cap stocks which were up 9.78%.n the 3rd quarter small cap

stocks underperformed large cap stocks. Small caps were

down -4.36% vs large cap stocks which were up .21%.  

The Fixed Income Markets
  

The bond markets were relatively flat for the 4th quarter

and ended the year with a negative return of -1.54%.  The

Bloomberg Barclays US Aggregate Bond index returned a

paltry .01% in the 4th quarter.  The municipal bond market

outperformed taxable bonds for the quarter up .72% and

ending the year up 1.52%.  While it seemed like interest

rates were bouncing around quite a bit in the 4th quarter,

longer-term (10yr) interest rates closed out the quarter

unchanged at a yield of 1.52%.  

 

The high-yield market continued to show strength as

spreads remained at four-year lows.  This is an indicator

that the fixed income markets are factoring in little chance

of a recession.  High yield bonds were up .71% for the

quarter and returned 5.28% for the year.  Once again US

TIPS were a strong performer as fears of inflation drove

demand.  TIPS returned 2.36% in the 4th quarter and were

up 5.96% for all of 2021. 
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So, what did all of this mean for investors?  Depending on

the asset allocation, a diversified portfolio returned

between 3-6% for the 4th quarter and 10-16% for all of

2021.

 

 

Looking Ahead
 

It certainly seems that we can expect higher interest rates

ahead. Should this make us nervous about our bond

portfolios?  Perhaps if you are planning on buying a home

and taking out a mortgage over the next year or so, this

would be of concern.  But if you are invested in the bond

markets as part of a longer-term diversified portfolio, this

should be good news.  We might have a year or so of flat to

negative returns; but rising interest rates is what we need

to get back to a point when we can generate a decent yield

from our fixed income assets. 

 

We invest in the bond markets for three reasons: capital

preservation, income generation, and total return.  The

most important element of a bond portfolio is capital

preservation; this is what lets us sleep at night.  We have

had a few years where the bond markets have generated

surprisingly strong total returns but, for the most part, the

bond markets don’t offer huge return potential from year-

to-year.  For the last several years income generation has

been fairly muted given the low-rate environment we have

been in over the last decade.  Getting to a somewhat higher

interest rate environment would allow investors to

generate a higher income stream from their bond

portfolios than what we have experienced over the last

several years.  That is something to be excited about.

 

As always, we would love to hear from you, so feel free to

contact us at any time.
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...rising interest rates is what we
need to get back to a point when we
can generate a decent yield from our
fixed income assets...

With immigration lower than historical levels and birth
rates at all-time lows, we are looking at a smaller and
smaller labor market pool.  This will bear watching...


