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Fourth Quarter and 2021 Review and 2022 Outlook 

 
Despite headline indexes posting very strong results in 2021, it was a year characterized by two distinct 
periods.  In the first eight months of 2021, market performance was consistent with the previous year 
and a half, with growth stocks outperforming and little attention paid to valuation risks.  The last four 
months of 2021 were much different.  High growth, high valuation stocks sold off, particularly among 
small- and mid-cap stocks.  Headline indexes finished near all-time highs, but with returns driven by a 
small number of the largest stocks.  In fact, by the end of 2021, many stocks were already in correction 
or bear market territory.  What happened? Indigestion! First, as we moved through the second half of 
2021 it became clearer that less fiscal stimulus would be forthcoming from Washington. Second, the 
Federal Reserve admitted that inflation was not “transitory”, and policy makers began talking openly 
about ending Quantitative Easing and raising interest rates several months earlier than analysts’ prior 
expectations. 
 

 
Source: Bloomberg and Monticello Associates 

 
The combination of less fiscal stimulus and less monetary accommodation caused investors to 
recalibrate expectations for future growth in the economy and corporate earnings. Investors revised 
their outlooks for many of the high-growth stocks in the small and mid-cap sectors of the market. By 
late in the year, this revision of expectations began to percolate through the large-cap precincts of the 
market. This created the environment that gave us the sharp setback in early 2022 and the 
accompanying volatility. Several major indexes formally entered “correction” territory by mid-January 
2022, defined as being more than 10% below their all-time highs. 
 
Against this backdrop of changing fiscal and monetary policy, 2022 sets up to be a more volatile year. 
But, in that volatility lies opportunity. 
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Manager Visit 
 

At our recent Investment Committee meeting, we visited with one of our mid-cap growth managers 
that was impacted by the shift in market sentiment in 2021.  We spent over an hour with the 
founder and portfolio manager to better understand their portfolio positioning and results.  
Monticello, our investment consultant, had also spent time with this manager over the prior two 
weeks. The conclusion first—despite the recent struggles, this manager has never been more 
optimistic about the prospects for his portfolio than he is today. 
 
He acknowledged that the fourth quarter results were humbling for him and his team. They have 
been “re-underwriting” each security in the portfolio. This means checking the fundamentals and all 
the inputs to their valuation models. We can tell you that the team knows the numbers very well, 
especially for those companies that were the largest source of pain, like Peloton. Peloton has been 
a real whipping boy for the market since first disappointing investors with a third quarter earnings 
report. But their analysis reveals that the company’s customer acquisition remains strong, and its 
customer retention rate is the highest in the fitness subscription business. So, as disappointed as 
he is in the share price performance, he judges the return potential to be very high. 
 
We asked the manager what the biggest risk is to achieve that return potential and he responded 
it’s an economy that “remains impaired longer than expected.” This dovetails with our earlier 
discussion about changing monetary and fiscal policy. We will be closely monitoring the impact of 
policy change on the economy so we can judge the impact on our managers. It’s going to be an 
interesting year. 
 

Market Environment and 2022 Outlook 
 

An old Wall Street adage holds that “the volatility of price is greater than the volatility of value.” In 
other words, investors tend to overreact over the short term, pushing a company’s stock price too 
high and too low relative to underlying business fundamentals. It’s just human nature at work. The 
relative calm of the major indexes in 2021 hid the fact that small and mid-cap stocks began to 
struggle in mid-2021. As you can see from the chart below on the left, the stock market had one of 
the lowest drawdowns in the past 40 years. By drawdown, we mean the largest decline from a high 
point during the year. A 5% decline is nothing. Investors got a little complacent and kept pushing 
prices higher most of the year. 
 
The chart on the right adds more color to the contrast between 2021’s apparent calm and the 
much higher volatility in early-2022. The average drawdown in a mid-term election year is 18%. 
More volatility in 2022 is almost a given when you put those two charts together. But, before you 
get too nervous, notice that the average gain in the year after a mid-term election is 17%. 
 
The message: be prepared for more volatility, but don’t give up the ship. Right now, investor 
expectations are being tested. We are assessing daily how policy makers navigate the changing 
landscape, which in some cases is of their own making! 
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Data as of 12/31/2021; Source: Bloomberg, Strategas and Monticello Associates 

 
Here’s another factor we’re watching closely. The chart below shows how prices of several of the 
leading stocks have followed those companies’ earnings higher. In some cases, investors may have 
pushed their expectations too high. When Netflix announced its fourth quarter results recently, the 
company reduced its estimate of subscriber growth. The stock price has fallen almost 30% in the 
past week and almost 50% from its all-time high from back in November! Investors are a little 
edgy; sell first, ask questions later. 
 

 
Data as of 1/18/2022; Source: Bloomberg and Monticello Associates 

 
Perhaps the most important economic indicator to watch going forward will be inflation. Persistently 
higher than expected inflation is the one factor that could provoke an unexpected policy response 
that derails the economic outlook. The chart on the left below shows that inflation has risen to 
levels not seen in forty years, but how durable is it? The chart in the middle shows the composition 
of inflation over the past five years. The contribution from energy has been large recently, as has 
the contribution from “Select CPI Categories” like vehicles, lodging, airfares, food away from home 
and admissions to events. Fortunately, expectations about future inflation, though up, are still 
between 2% and 3%. The Federal Reserve will be watching this closely, and so will we. 
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Data as of 12/31/2021; Source: Bloomberg and Monticello Associates; *CPI Categories: used & new vehicles, rental cars, lodging, airfares, food away from 
home and admissions to events. 

 
We have plenty of economic and market factors to watch as we attempt to make good, long run 
investment decisions. We expect more volatility in the first half of 2022 and are hopeful that by the 
second half of the year, we’ll have more insight into how the policy changes will play out. Through 
it all, we stand ready to respond to your questions. We’re happy to share what we’re thinking and 
how the Fund’s allocations might evolve during the year. 

 
Conclusion and an Important Announcement 

 
John will be 70 this year, and no, he can’t believe it either. Daniel has been a key part of the team 
for over seven years, and on January 1st, he assumed the Chief Investment Officer role. John will 
be around for a long time on a part-time basis, now as Chief Investment Strategist. Daniel is happy 
he has someone to point the finger at if our strategy is off! Please congratulate both on this 
transition. 
 
The economic and financial market environment never sits still and is subject to myriad risks, 
perhaps more now than in a while (notice we didn’t even mention Ukraine?). We are focused and 
determined to maintain our trademark discipline and patience. Those attributes will succeed over 
time and help us achieve the long run success expected from our clients. 
 
Let us know if you have questions or how we may assist you. 
 

   
    
 Michael K. Shields      Daniel F. Smith      John M. Simms, Jr.  
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