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After a tumultuous data deluge over the last 
two years, 2022 may begin to see the economic silt 
settling a bit, even as the waves of reaction to uncertainties 
continue. Looking forward, we expect continued growth, 
albeit at a more stable and more subtle rate, which could 
have substantial impacts on markets and investor reactions. 
Inflation will likely be at elevated levels longer-term but 
some significant volatility is possible as certain supply chain 
constraints and distribution clogs begin to unwind and 
supplies of goods return to a more normalized level. While 
potentially not a glut, it may be perceived as much coming 
from the exacerbated low levels due to the pandemic.

The culmination of economic data points indicate that 
we are mid cycle versus late cycle. This should allow 
the Federal Reserve and other Central Banks to focus on 
their primary mandates, including inflation, growth, and 
employment. While this could mean an increased parsing 
of the actions and statements from the Central Banks, 
ultimately, we anticipate the bond markets will begin to 
price in slower growth as well as the potential impact a 
permanence in inflation levels may have on the everyday 
consumption of products. Looking forward, we expect an 
elevated level of inflation relative to the target range the 
Federal Reserve has stated publicly for many years, though 
some of the increases may be absorbed by the high level of 
existing liquidity.

We have long believed the markets which are ripe for 
significant turning points show changes to liquidity and 
leverage, which traditionally have an inverse relationship. 
Given high levels of cash held by both Households and 
corporations, some of these higher inflationary costs have 
been able to be passed-through so far. So, while we expect 
gross margins for companies to be somewhat stable, there 

could be pressure, indicating corporate earnings may rise in 
2022, but not at the pace witnessed the last year.

In this environment, our favored areas have historically 
performed well on a risk-adjusted basis. However, we 
believe the “Darwinistic” performance in certain areas very 
much requires active management and robust underlying 
credit and equity analysis, as opposed to a passive 
investment with broad market indexes. We continue to see 
commodities as a good place to invest, but results may not 
be linear throughout the year. We also favor the energy 
sector as well as the agricultural sectors, with potentially 
more variable returns in the metals.

We also see opportunities in the international markets with 
select European countries, Japan and the United Kingdom 
offering some of the more intriguing values. We see 
emerging markets gaining a bit more momentum as China 
stabilizes its recent economic stagnation and ultimately gains 
a more stable platform to grow. Certain Asian, eastern 
European and select South American emerging markets 
would garner most of our allocation. 

As mentioned above, we see the equity markets being more 
selective than in the recent past. We remain focused on 
the energy, financials, health care, consumer durables and 
materials sectors while being more selective in some of the 
growth-oriented sectors. We see some vulnerabilities there 
which have not been seen in nearly two decades, so we 
take a more cautious approach to technology, consumer 
discretionary and cyclical stocks. We favor dividend-payers 
with a history of increasing dividends, as we believe income 
will become a larger contributor to total returns than in the 
recent past.
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ECONOMIC OUTLOOK

For those attempting to glean good data to project 
growth estimates moving forward, we say good luck. The 
COVID-19 variants and distinctive shifts in responses to it, as 
well as supply chain shocks, should require a more nuanced 
view of growth moving forward, in our opinion.

As illustrated in the graph below, prior to subdued inflation 
levels experienced from globalization, there was far more 
volatility in growth levels. Inflation normally circumvents 
expansions and has a silent cumulative effect psychologically 
as much as it does economically. And as we are aware 
or should be by now, there is not a mathematical formula 
which efficiently calculates the irrationality and emotional 
state of the consumer until after the fact.

Gross Domestic Product (GDP) vs. Consumer Price Index 
(CPI) 
Quarterly change (annualized)
Source: Bloomberg

 

The following graphic details how the second quarter of 
2021 GDP was derived. While it confirms past patterns, 
the inability to properly calculate the net export contribution, 
coupled with the elevated government contribution, increases 
the moving parts we feel need to be considered in forward 
projections. Our call is for a range of 3.50–4.50% GDP 
growth in 2022. While we would expect to land right in 
the middle, we believe a larger range is appropriate given 
today’s uncertainties.

Second Quarter 2021 US GDP Breakdown 
(seasonally adjusted at annual rates)
Source: Statista, US Bureau of Economic Analysis 

2020 US GDP Breakdown by Industry 
(as percentage of GDP)
Source: Statista
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HOUSEHOLDS AND THE CONSUMER
The consumer is still the primary source of economic growth 
and nearly 70% of US GDP is driven by consumption (an 
envy of many countries attempting to diversify from their 
primarily manufacturing-driven economies). Households 
continue to show strength, but our expectation of marginal 
drain following historic gains is taking hold.

For example, after Households hit 100% cash-to-debt on a 
macro level, the ratio has dropped to 95.7%. We expect 
it may continue to decline as cash gains are likely going 
to be harder to come by since wage gains have not been 
keeping up with consumer inflation.

Household Cash-to-Debt
Source: Federal Reserve

Households’ overall health from an asset, liability and net 
worth perspective is still robust, although it has tapered from 
its torrid growth in 2020.

Household Net Worth and Cash Deposits
Source: Fed Flow of Funds

The massive shift in Households’ mortgage and consumer 
debt service ratios has continued to support consumers. 
While this is very favorable overall, it does create concern 
that a growing sensitivity to interest rate increases could have 
a more profound effect on consumers moving forward. This 
sensitivity may limit the upward move in rates, as it could 
circumvent an expansion much more quickly than witnessed 
in the past three decades.

Household Debt Servicing Ratios
Source: Federal Reserve

Considering the hypersensitivity to the cacophony of 
uncertainty, an interesting historical metric reveals itself—the 
historically-high spread between The Conference Board’s 
Consumer Confidence Present Situations Index (which 
reflects consumers' assessment of current business and labor 
market conditions) and the University of Michigan Consumer 
Sentiment Index (which provides an indication of future 
developments of households' consumption and saving).  
Although there have been some below-average returns 
following peaks in this spread over the past 45 years, we 
simply highlight it to show how dynamic the current 
emotional state of the consumer.

Consumers' Current Conditions vs. Future Expectations 
Conference Board’s Consumer Confidence Present Situations Index 
vs. University of Michigan Consumer Sentiment Index
Source: Bloomberg
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HOUSING

Crucial to consumer sentiment numbers is the state of 
housing. While the recent price gains have been historic, 
there is one glaring difference between similar past price 
run-ups and corrections; inventory is at all-time lows. Builders, 
who still vividly remember the national housing crisis of 
2005-2006, have not engaged in speculative building, 
which has also been limited by higher input prices and lack 
of a labor pool. We expect more tepid price increases 
going forward, and of course, certain regions will be more 
favorable than others, but overall, we don’t see enough 
inventory available to maintain the increased turnover of 
homes.

US Existing Home Sales Inventory
Source: National Association of Realtors

FISCAL STIMULUS

Amplifying the spread between current and future 
expectations (mentioned in Households and the Consumer) 
are the record payments made by the US government 
over the last two years. Actually, fiscal stimulus has been 
profound for nearly two decades. And with Omicron, the 
variant du jour, having no end in sight, we would not expect 
this to follow the pattern of the 1990s where fiscal policy 
retreated from the record set during President Reagan’s 
administration.

Fiscal Policy of New Presidents
Source: Dan Clifton Strategas

INTEREST RATES

The announcement in December by the dovish Federal 
Open Market Committee (FOMC) shifted the expected rate 
hike scenario dramatically from its March 2021 meeting. 
The below graph shows the distinctive differences in rate 
projections over the next two years, with the dramatic shift 
illustrated by the purple arrow. When coupled with the 
massive rate sensitivity of corporate debt, Household debt 
service ratios and overall leverage typically increase in a 
rising rate scenario as access to capital debt markets is 
needed, as well as elevated US Treasury issuance, we are 
painfully reminded of inflation’s specter.

Implied Fed Funds Target Rate 
Dot Plot Projections from FOMC Meetings on 3/17/21 vs 
12/15/21
Source: Bloomberg

With the announcement of increased tapering, the yield 
curve flattened. While the yield curve’s shape is important, 
we also feel it too needs to be scrutinized a bit more after 
massive quantitative easing during the Great Financial Crisis. 
For very pragmatic purposes, let’s consider the short-end 
(2-year and shorter maturity) to be an indication of the 
Federal Reserve and their Fed Funds rate, 5- to 10-year 
maturities as a measure of broad-based economic activity 
and the 30-year as an inflation proxy for longer-term 
investors. While this didn’t quite work out recently, the 
interpretation of it is important in what it ultimately means—a 
steepening yield curve indicates growth, a flat curve implies 
stagnant growth and an inverted curve points to a belief that 
a recession is possible. 

Difference in Various Yield Curve Measurements
Source: Bloomberg as of 12/17/21 in basis points (bps)
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What is the takeaway? As inflation becomes stickier and 
looks to be around for some time, coupled with increased 
rate hikes, the yield curve is indicating growth may be 
hindered moving forward. While this is already baked into 
most analysts’ projections, it could alter a bit as baseline 
year-over-year inflation metrics recede from historic levels 
to roughly 3.5+% in Spring of 2022 (as year-over-year 
numbers will be compared to more elevated numbers rather 
than compared to the low levels of 2020). Furthermore, the 
Federal Reserve could adjust their pace of tapering and/
or rate hikes in consideration of any potential changes to 
employment and/or economic growth.

While we expect rates to rise for the short-end of the curve 
based on the Federal Reserve’s intentions for the Fed Funds 
rate, there could be pressure for longer-term rates to move 
higher as well (though the top end of the longer dated 
maturities may be limited based on the rate sensitivity of the 
economy, as indicated by the current yield curve). It again 
affirms the parochial saying: “secular moves in rates don’t 
occur within one cycle." 

An interesting chart from the Bank of England shows the 
regression of 800 years of global interest rates. While one 
should not really fight this trend, in our opinion, the bottom 
line is that zero interest rates is a long-term barrier at the low 
end. We are aware of the $14+ trillion in negative yielding 
debt, however we believe at current levels, we could begin 
to see a trading range in interest rates over the next few 
decades and economic cycles. It’s only natural, even if the 
unnatural rears its head in the short run.

Nominal Loan Rates and Resulting Real Rate Trend (in %)
Source: Bank of England

The following chart measures the real yield on the 10-year 
Treasury by subtracting the Consumer Price Index (CPI) 
year-over-year from the 10-year Treasury nominal yield 
going back to 1962. Currently, the real yield on the 10-year 
Treasury is the most negative it has been during this period. 
We expect a reversion to some normalcy, via a combination 

of inflation receding and/or rates rising, but we will still likely 
be far below the nearly six-decade average.

Real Yield on the 10-Year US Treasury (%) 
10-Year Treasury Nominal Rate minus CPI year-over-year
Source: Bloomberg. Past Performance does not guarantee future 
results.

INFLATION

The debate about whether higher inflation was going to 
be “transitory” has ended as the data now corroborates 
a longer-term situation. It is no longer a reopening and 
recovery issue; it has some permanence to it. The following 
chart is from Bloomberg’s Chief Economist Michael 
McDonough. In it, he details the contribution to the CPI by 
components attributed to reopening, non-reopening and 
energy. 

US CPI by Components Month-Over-Month (%) 
*Reopening components include Used Cars/Trucks, 
Rental Care/Trucks, Vehicle insurance, Lodging, Airfares 
and Food Away from Home
Source: Bloomberg, Bureau of Labor Statistics

More specifically, the following table shows the sectors 
which had the most significant year-over-year price increases 
based on the November 2021 CPI report. The most 
surprising element may not be the magnitude of the 
increases on a year-over-year basis but think about those 
looking for apartment or housing renewals where a 3.5% 
increase seems astonishing.
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Price Increases (year-over-year) 
CPI November 2021
Source: Bureau of Labor Statistics

A chart we brought up some 15 years ago compares the 
inflationary experiences between the producer and the 
consumer. Back in 2007, we pointed out that producers’ 
inflation costs had been elevated above the consumers’, 
likely due to globalization and efficiency, which was 
strikingly different than the intuitive assumptions made by 
economists and investors back then. This strain on producers 
is now at an all-time high.

Consumer vs. Producer Inflation 
CPI vs Producers Price Index (PPI)
Source: Bloomberg

Perhaps the most concerning chart illustrates the rise in 
consumer inflation relative to wage inflation which typically 
acts as an offset to rising prices. While the average estimate 
for 2022 cost-of-living-adjustments is estimated at 3.9%, the 
true cost of living appears to be much higher. This often 
leads to pressure on employers to increase wages for quality 
labor, particularly amid persistent staffing shortages, 
sometimes forcing employers to pay more than expected 
and/or budgeted. If not, we will likely continue to see 
increased quit rates or at least maintain the current high 
levels.

Personal Income minus Inflation (CPI) (year-over-year)
Source: Bloomberg

We have a new normal where people are dropping out of 
the labor force at unprecedented levels, while job openings 
are being created like never before. It is currently estimated 
there are only 67 unemployed people for every 100 job 
openings, which helps explain the increased unionization 
attempts and strikes. Conditions are ideal for pushing 
back on wages, as many existing employees feel they are 
being overworked or worse, taken for granted.  It appears 
corporate America may be soon singing the Cinderella song 
“You don’t know what you got until it’s gone” as valuable 
employees consider moving where they previously wouldn’t 
have. 

JOLTS Job Openings
Source: Bureau of Labor Statistics

CORPORATE EARNINGS AND PROFIT 
MARGINS

Corporate earnings have been quite resilient considering 
the historic shutdowns and ongoing uncertainty. While 
we expect earnings to increase in 2022 by 6-8%, when 
adjusted for inflation, we get a negative real earnings yield. 
This has occurred five times over the last fifty-five years. 

Sector Year-over-year 
price change (%)

Gasoline 58

Rental cars 37

Used cars 31

Utilities 25

Bacon 21

Pork 17

Sector Year-over-year 
price change (%)

New cars 11

Chicken 9

Coffee 7.5

Milk 7

Flour 6

Rent 3.5
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Real Earnings Yield for S&P 500 Companies (based on 
monthly data)
Source: Bloomberg. Past Performance does not guarantee future 
results.

While past performance cannot guarantee future results, a 
review of these five occurrences shows a negative average 
total return of -1.51% for the S&P 500 over the next twelve 
months. While this corroborates many views of quantitative 
analysts across Wall Street, perhaps the more telling metric 
is the range of returns. Of the five occurrences, one period 
(1974) generated a total return of +36.9% with 5.5% of that 
coming from dividends; the other four were all negative 
with June 2008 to June 2009 producing a robust negative 
total return of -26.2%. That dichotomy in returns produces 
a standard deviation of 23%, which says, empirically 
speaking, projections could range wildly next year. 
Translation: increased price volatility.  

The buffer built into corporate earnings is sizeable, as 
evidenced by gross and operating margins for the Russell 
3000 Index, which encompasses 98% of the public 
tradeable market. As illustrated below, gross margins hit 
a 20-year high and are nearly 3% higher than the historic 
average.

Gross Margins for Russell 3000 Companies
Source: Bloomberg

However, the buffer on both profit and operating margins 
(as opposed to gross margins) is not nearly as sizeable. We 
believe the pass through of rising input prices will ultimately 
need to occur, whether it be through outright price increases 
or shrinkflation (charging the same amount for less product). 
Shrinkflation is often evident to those who meticulously shop 
for consumer goods but it is difficult to quantify. 

Operating and Profit Margins for Russell 3000 
Companies
Source: Bloomberg

MARKET RETURNS

While scenarios still exist for positive returns in 2022, we 
see many caution signs. (We will detail how we would 
address the markets’ risks and rewards at the conclusion of 
this piece.) 

Bloomberg did a longer-term analysis on various returns on 
broad investment classes which we believe should raise 
at least a bit of concern for investors. The analysis below 
compares US equities (Russell 3000 Index), International 
equities (MSCI ACWI ex-US Index), investment grade 
bonds (Bloomberg US Aggregate Bond Index), international 
investment grade bonds (Bloomberg Global Aggregate 
Bond Index), Commodities (Bloomberg Commodities Index) 
and simply holding cash/cash equivalents (Ryan Labs Cash 
Index), and as seen below, US stocks have dramatically 
outperformed since October 1990.

Asset Class Cumulative Returns (Indexed to 0 on 
9/28/1990)
Source: Bloomberg. Past Performance does not guarantee future 
results. It is not possible to invest in an index.

Global fund flows are at an all-time high as investors 
allocated excess cash holdings into both equity and 
bonds at a torrid pace. So, while there is still a large 
amount of liquidity, flows to this degree can reverse. The 
under allocation to equity funds seems to have reversed 
course drastically as overall cash return rates are a real 
net negative. Even taking into consideration the roughly $1 
trillion into global equity funds, global bond funds have 
attracted $3 trillion more in net new flows since 2007.
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Global Fund Flows (2007 to Year-to-date 2021)
Source: JP Morgan

We believe investors will place greater emphasis on 
dividends moving forward than they have recently.

S&P 500 Dividends Per Share (1984 to 2022 estimated)
Source: Bloomberg, Standard and Poor’s. Past performance does not 
guarantee future results.

As illustrated in the below graph, the amount held in money 
market funds assets did not follow past patterns of peaks 
and declines, even considering the drastic inflow. Assets still 
stand near the highs set in May 2020 and are now worth 
roughly $4.6 trillion. The current pattern is eerily reminiscent 
of the 2001-2002 range, which also corresponded to 
massive outperformance by the technology sector.

ICI Money Market Fund Assets ($Billions)
Source: ICI, Bloomberg. 

If the mirroring pattern versus 2001-2002 holds true, it 
may also represent the potential for a longer period of 
outperformance of value-oriented securities over growth. 

Ratio S&P 500 Growth Index to S&P 500 Value Index
Source: Standard and Poors and Bloomberg. Past performance does 
not guarantee future results. It is not possible to invest in an index.

As it pertains to small businesses, concerns have shifted 
over the last few months as inflation, cost of labor, quality of 
labor and taxes now total nearly 70% of the consternation 
owners face. The last time it was this high was the late 
1990s and prior to that, the late 1970s. Small business 
concerns seem to be mirroring past cycles where inflation 
and labor were at the forefront of troubles and may be a 
cautious sign for the coming year.

Small Businesses' Single Most Important Problem
Source: Arbor Data Science, National Federation of Independent 
Businesses (NFIB)

Further consternation for businesses has been the sudden 
rise in input prices as inventories moved from just-in-time to 
just-in-case. Procuring inputs and building materials is not 
only difficult now, but looks to be difficult moving forward. 
Food prices, as evidenced by the following graph, show 
year-over-year increases have been a global issue as much 
as it has been a domestic problem. Energy has also seen 
elevated prices and while it has not been a linear move, it 
still looks to be strained. 
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Input Prices for Commodities, Food and Oil
Source: Bloomberg

Specifically, within Emerging Markets (which we continue to 
favor), a difficult period for China dragged down much of 
the overall economic recovery rebound since China is a 
significant weight in the Emerging Market Index (although it’s 
hard to argue that the second largest global economy is an 
emerging market, but that’s a conversation for another day). 
However, China has lowered various interest rates for banks 
and loan rates, which is coinciding with a bottoming of 
credit creation as a percentage contribution to GDP. This 
could bode well for a recovery, potentially a robust one.

China Banking Statistics
Source: Bloomberg

INVESTMENT THEMES FOR 2022

• We favor value over growth, with a strong 
emphasis on dividend-payers and stocks with a 
history of increasing dividends.

• We favor energy, financials, consumer durables, 
health care and materials. While still having 
exposure to certain growth sectors, we would take 
a cautious approach to those with exceedingly 
high historic price-to-earnings ratios and very low 
revenue-per-share levels.

• We remain bullish on commodities in general and 
expect to see elevated gains in the energy and 
agricultural sectors. Favor industrial metals over 
precious metals.

• Internationally, we favor the United Kingdom, 
Japan, and broad-based Eurozone countries given 
risk/reward profiles; focus on similar sectors to 
those we favor domestically. We expect a shift 
in fund flows could be more pronounced in the 
United Kingdom and the Eurozone in particular.

• We remain bullish on emerging markets and view 
China’s recent monetary response as a signal 
that they could outperform 2021. With China 
being the biggest component of the Emerging 
Market Index, we expect this can shift the broad 
returns dramatically. We also see potential for 
high returns, albeit with increased volatility, in the 
emerging markets of Asia and Eastern Europe. 
Lastly, Brazil and Chile look potentially favorable, 
as do India and Mexico.

• We believe investors should focus on alternative 
sources of income to complement today’s low 
yielding, higher inflation environment. We favor 
bank loans and collateralized loan obligations 
(CLOs) if appropriate, and stress extensive credit 
work via professional management in these areas. 
In fact, during periods of rate transitions, we 
believe professional active management is most 
effective. We would use top managers in the high 
yield debt market as well.

• We favor municipal debt (both taxable and tax-
exempt) since an investor could be better able 
to manage duration challenges by utilizing call 
schedules which are more often found in the 
municipal sector. We also feel that professional 
selection would potentially be a key determinant 
to results.

• In the corporate sector, we believe vigilant credit 
analysis and active management would be 
valuable in our perspective, as we expect to see 
a higher dispersion of returns.

• We remain cautious on the US dollar and 
believe pressures are still in place which have 
often pushed levels lower. The elevated budget 
deficit, excess injections over the last few years 
and elevated inflation remain headwinds, in our 
opinion.
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