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Keeping a
Balanced Approach

We are now entering year 3 of Covid-19
 Economic indicators remain distorted as
the pandemic continues

SUMMARY

POSITIVE SIGNALS

Even with the omicron variant the rate of
death is down
Equity markets were generally pretty
strong during 2021
The 3-year return for the S&P 500 is an
astounding 26.1%
Unemployment fell to 3.9% as of
12/31/2021

REASONS FOR CONCERN
Peak stimulus (both monetary and fiscal)
appears to be behind us, possible drag on
growth
The Fed is ramping up the speed of
tapering in prep for higher rates 
Higher rates may be needed to stave off
higher inflation, which is currently much
hotter vs. 2% target 
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Where are we now with...

…Covid-19?…As we have with all of our
quarterly writings over the last two years, we
have to talk about Covid-19. For one, we are
now entering year three of this global
pandemic.From a health care perspective, so
much has changed for the better (there are
vaccines available, we know so much more
about how to treat it, etc.). At the same time,
there are still new variants arriving (omicron
being the most recent) with unknown
consequences and health concerns (how
quickly it spreads, will it evade the vaccine
and/or booster). Much is different from an
economic perspective as well. When Covid
first hit, economies were negatively impacted
by lockdowns and shutdowns. Now, while
Covid is still impacting markets and the
global economy (more on this later), the
impacts from the new variants appear to be
less than in the past. What we do know is
that this pandemic has distorted many
economic indicators, making it very difficult
to compare current vs. past data. We are also
entering a new phase, particularly in the US,
where peak stimulus (both monetary and
fiscal) appears to be behind us, creating a
potential economic drag. Think about it this
way: the economy was injected with a lot of
stimulus when it was almost literally shut
down, which was needed to avoid financial
disaster.As we are nowhere near this point
anymore, it is also time to remove at least
some of the stimulus.

…Inflation?…All of the stimulus referenced
has certainly been a factor behind the large
increases in inflation we are witnessing (see
Exhibit 1 for historical references). 

In October and November, CPI jumped to 6.2%
and 6.8% respectively, all of which are well over
the 2% average target set by the Fed. Plus,
November represented the seventh
consecutive month in which inflation was at or
above 5%. (source: BLS.gov, CPI-U, shows
percent change from 12 months ago).  The
reasons for the higher inflation have been well
documented and include reasons such as tight
supply chains, worker shortages, increased
consumer spending, and rising energy prices.
More recently, in what is now referred to as the
“Powell Pivot” the Fed has moved away from
referring to inflation as transitory, suggesting it
might be more persistent, and setting in
motion the potential for rate hikes in 2022.
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Where are we now with...

…Monetary policy?…As we have previously
mentioned, inflation can become a self-
fulfilling prophecy. One of the ways to reduce
or at least slow inflation is through higher
interest rates. Let’s remember that since March
2020 the FOMC’s target federal funds rate has
been 0-0.25%, providing very accommodative
policy for markets. More recently, since the
Powell Pivot mentioned above, The Fed is
speeding up its pace of tapering, now on track
to end by mid-March 2022, with the possibility
the Fed will raise rates by June 2022 if not
sooner. 

Exhibit 2 shows the number of Federal Reserve
hikes implied by the Federal Funds futures
market. In September of 2021 (shown in red)
when inflation was still being referred to as
transitory, the market forecasted one rate hike
occurring before the end of 2022. However,
since the Powell Pivot in December 2021, the
futures market priced in almost three interest
rate hikes by the end of 2022. 

While signs of inflation are being seen globally,
central banks across the globe are each taking
their own approach to interest rates. For
example, in November in the UK, inflation hit a
10-year high when consumer prices increased
4.2% through October 2021. In December, the
Bank of England voted to increase the Bank
Rate by 0.15% to 0.25%, becoming the first
major central bank to raise interest rates since
the beginning of the pandemic. 
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There are still so many unknowns, it is
understood that there may be continued
changes to expectation and increases in
volatility.

…Predicting the future?…You don’t think we
are going to make predictions on the future,
do you? While we never have had a working
crystal ball, that certainly has never stopped
other economists and market strategists
from making their own educated guesses. 

Exhibit 4 shows the survey results from
several major banks and asset management
firms regarding the predictions they made
for 2021.The S&P 500 wound up ending the
year at 4766.18. 

If we are being honest, these market
predictions for 2021, in general, are actually
fairly close and a lot closer than they were
last year. For example, last year (2020), BMO
and Goldman Sachs were off target by 10.5%,
Bank of America was off by 13.8% and
Morgan Stanley was off by a whopping
25.2%.At the same time, we still wouldn’t
recommend too closely following these
predictions as some are still far off.Plus.
there is simply no way to know what will take
place in 2022. For example, will the Fed act
too quickly or too slowly? Will new Covid-19
strains appear? Will Covid-19 become an
endemic disease? These are only a small
sampling of divergent outcomes that could
occur. 

Exhibit 3 shows headline and core inflation in
the Eurozone vs. the US. While inflation is also
elevated in the Eurozone, the European Central
Bank (ECB) made the decision in December to
end its emergency bond-buying program but
expects to keep interest rates unchanged in
2022, continuing with loose monetary policy.
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Each of these central banks has its own
challenges and dilemmas. Move too slowly and
inflationary pressures can take hold, move too
quickly and they risk slowing or even stopping
the economic recoveries that have taken place
since the global pandemic began.

All of the recent increases in inflation along
with the varied approaches to central bank
policy show just how different pockets of the
global economy are recovering, and how the
pandemic continues to shape future economic
scenarios. 
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U.S. Equity
US stocks, in general, had another strong
quarter with the R3000 gaining 9.3% with large
cap growth stocks, as represented by the
R1000G, earning 11.6%. The year-to-date
returns were extremely impressive with most
benchmarks jumping into double digits, with
the exception of small cap growth (i.e. R2000G)
which only grew by 2.8%. Interestingly, for the
year, small cap value (i.e. R2000V) went up by
28.3%, highlighting the difference between
small growth and small value. For what it’s
worth, the difference was negligible in the large
cap space with the R1000G achieving a 27.6%
return with the R1000V not far behind at 25.2%.
These massive returns continue to come on the
heels of the extremely accommodative
monetary and fiscal policy that started at the
onset of the pandemic, as low rates make it
easier for companies to borrow while the same
low rates make equities arguably more
attractive than low yielding fixed income
investments. As interest rates are expected to
rise and equity investors may have more
options where to invest, this could have an
impact on future US equity returns.

 

With this being our year end edition, we wanted
to highlight some interesting aspects of the S&P
500. Over the course of 2021, the S&P 500
reached new highs on seventy different
occasions. If you consider that there are only
252 trading days per year, that means the S&P
500 hit a new high on just over 25% of trading
days last year.

Another interesting fact for the S&P 500 is that
its 3-year annualized return as of 12/31/2021 is
an astounding 26.1%. Let’s use Exhibit 5, which
looks at the S&P 500 going back to 1970 using
3-year rolling periods, to put that in
perspective. Since 1970, there have been 52
annual periods, meaning there are 49 rolling 3-
year periods, or 588 monthly observations. In
all, there were only 37 months, or just over 6%
of observances, with a higher 3-year rolling
return than the one ended December 2021.
Almost all of these months fall within two
distinct periods: 1) the months leading up to
Black Monday in October 1987 and 2) the dot-
com era of the late 1990’s.
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Now, we are not predicting a downturn in 2022
(mostly because we don’t make predictions) but
we think it’s important to show how unusual
these last 3 years have been compared to
historical trends.

Another interesting fact for the S&P 500 in 2021
was that the energy sector was the top
performing sector in 2021, going up by 53.4%.
Interestingly, the energy sector was the worst
performing sector in 2018, 2019, and 2020
(source:https://www.statista.com/statistics/580711
/sandp-500-returns-by-sector/).  

This time period happens to coincide with the
dramatic growth of ESG (Environment, Social,
Governance) investments where most ESG-
related investments performed well at least in
part because they likely excluded many of the
stocks in the underperforming energy sector.
We bring this point out because while we are
certainly comfortable with ESG investing for
those that feel strongly about it, we cannot say
what performance will look like going forward
compared to non-ESG investments.
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From a country perspective, there were only six
developed non-US and emerging market
countries that outperformed the US on a
quarterly basis (Egypt, Switzerland, Czech
Republic, UAE, Peru, Israel) and these have a
relatively small weighting within their
respective indices (Source: MSCI All Country
World IMI Index, Russell 3000). 

In the emerging markets, while China remains
the largest country exposure by far, its
performance has caused it to fall from being
37.5% of the MSCI EM Index at 6/30/21 to 31.2%
as of 1/5/2022. Chinese stocks overall fell by
21% in 2021. The challenges within China over
2021 were varied and include a slump in its
property market, weakened consumer
spending, and new regulations that negatively
impacted technology companies and online
tutoring companies among others. 

Oftentimes in US markets we will refer to large
cap vs. small cap, or growth vs. value as a way
to distinguish between various types of stocks.
And while we may tend to do that less in non-
US developed markets and emerging markets,
those categorizations still exist, and they can
have meaningful differences.

Exhibit 6 shows how much a difference it made
in 2021.As the table shows, emerging market
stocks classified as large cap growth
underperformed those in other emerging
markets style boxes by 12 to 30%. This means
the performance of your emerging markets
investment depended on how it was allocated
among these various types of stocks. 

Non-U.S. Equity
For the quarter and on a YTD basis, developed
large cap (2.7%, 11.3%), developed small cap
(0.1%, 10.1%) and emerging market stocks
(-1.3%, -2.5%) saw mixed results.  At least some
of non-U.S. equities’ underperformance versus
their U.S. counterparts can be attributed to the
dollar’s strength over the quarter, as we know a
stronger dollar hurts international equity
returns. On a YTD basis, only the Israeli new
shekel and Canadian dollar appreciated vs. the
USD. 

SOURCE:  FACTSET,  AVANTIS  INVESTORS,  DATA AS OF 12/31 /2021  
PERFORMANCE IN USD
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In all, we currently still believe investing in emerging
markets is an important aspect of an investor’s
portfolio, even with the knowledge that greater
amounts of volatility may exist.

Global REITs, as represented by the Dow Jones
Global Select REIT, had a strong fourth quarter
earning 13.5%. U.S. REITs continued to outperform
non-US REITs over the quarter (17.2% vs. 4.6%) and
for the year (45.9% vs. 12.7%). Similar to equity
benchmarks, REIT benchmarks include many
underlying sectors as well, providing important
diversification in a narrow asset class. In other
words, all REITs are not the same. 

Global REITs

E X H I B I T  7

 For 2021, only munis (across the yield curve), high
yield, and inflation protected securities experienced
positive results with Treasuries, corporate bonds
and non-US bonds largely having negative returns. 

Like last quarter, there was quite a bit of movement
in the US yield curve, with the curve flattening
overall except only at the very short end (see Exhibit
8). Overall, 3-month Treasuries and shorter
experienced very little changes, Treasuries between
6 months and 7 years saw a large increase in yields
while the longer part of the curve (10+ year
Treasuries) saw their yields decline. 

In all, the various parts of the yield curve are at odds
with one another. With the expectation of more
inflation and ultra-loose monetary policy going
away, the short end of the yield curve is seeing
yields increase in anticipation of the Fed increasing
short term rates. Remember, in September the Fed
was only penciling in one interest rate increase in
2022, but as of the end of December it was up to
three increases, showing how efficient the market is
in pricing in expectations. However, on the long end
of the curve, rates are dropping, which normally
happens when slower growth is expected,
highlighting the potential that rates may rise too
quickly and dampen growth.

Global Fixed Income

Exhibit 7 charts the various sectors within the FTSE
Nareit US Real Estate Index Series. As the chart
shows, the self-storage sector dominated with a
79.4% return in 2021 with industrials (62.0%) and
residential (58.3%) rounding out the top three
performing real estate sectors. Even sectors like
retail (52%), office (22%) and lodging/resorts (18%)
that have been maligned recently performed well in
2021.

Fixed income indexes saw very mixed results for
both the fourth quarter and on a YTD basis. 
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We believe that an allocation to non-US fixed
income can be a benefit to many portfolios. While
we don’t expect much change in absolute returns
when adding non-US fixed income, we do believe
the allocation can reduce the risk of the overall
portfolio. One of the reasons we want to have this
non-US exposure is to diversify interest rate risk, so
investors aren’t 100% exposed to changes in US
interest rates. With economies across the globe in
different phases of recovery, and while central
banks are making different decisions vs. one
another, this should provide a diversification benefit
so our fixed income investments are not solely
focused on US interest rates. 

As we discussed in previous quarters, in order to
expect to generate more return, investors typically
need to assume more risk.In fixed income, that
means either extending duration or reducing credit
quality. There are tradeoffs that have to be weighed
very carefully before implementing either strategy.
From a duration standpoint, extending duration too
far out can be a risky move in a period of rising
rates. 

Similarly, lowering credit quality means investing in
high yield, or junk bonds, which generally correlate
much more with equities and therefore may not
provide the diversification benefits we expect from
fixed income.

Municipal performance was positive for the quarter
with longer dated munis outperforming their
shorter-term counterparts.Similarly, while
Treasuries and Corporates generally fell for the
year, munis had positive performance across the
yield curve.   

We continue to view fixed income as a method of
reducing overall portfolio risk (as measured by
standard deviation), given that equities are
expected to have much higher volatility. Our
portfolio’s focus will continue to be on high quality
bonds with an emphasis on short to intermediate
duration government and corporate bonds, where
default risk has historically been relatively low. For
some investors, muni bonds are attractive for their
tax-free income.



Q4 2021  MARKET & ECONOMIC PERSPECTIVE

AUTHORS

Eric enjoys sharing his knowledge and
experiences with colleagues and clients
having worked for a variety of firms both
large and small. This includes 7+ years with
Goldman Sachs Asset Management where he
held roles in areas such as performance
measurement, client service, risk analysis and
portfolio construction. He also served as the
Chief Investment Officer for RSM U.S. Wealth
Management for 10+ years, providing
strategic leadership and solutions for their
national investment platform.Eric is a proud
graduate of Indiana University where he
earned a B.S. in Finance. He also earned the
Chartered Financial Analyst (CFA) designation
in 2001 and continues to stay involved in the
local society.

Eric Stein, CFA
Mario is the Chief Investment Strategist for XY
Investment Solutions and the President &
Founder of East Bay Financial Services. He
began his investment career with Vanguard
mutual funds in Valley Forge, PA, where he
consulted institutions and financial advisors on
investment policy, portfolio construction, and
Exchange-Traded Funds (ETFs). He also
contributed to the research and publication of
the firm's world-renowned investment
philosophy and served as a municipal bond
fund specialist. Mario is Past President of CFA
Society South Carolina and Former Chairman
of the College of Charleston Finance
Department Advisory Board. His approach to
investments has been featured in Investment
News and NAPFA Advisor Magazine, among
other publications. 

Mario Nardone, CFA



Portfolio management and subadvisor services are offered through XY Investment Solutions (XYIS), a Securities
Exchange Commission registered investment advisor based in Bozeman, MT. XYIS and its representatives are in
compliance with the current filing requirements imposed upon Securities Exchange Commission registered investment
advisors by those states in which XYIS maintains clients. For a detailed discussion of XYIS and its advisory fees, see the
firm’s Form ADV Part 1 and 2A on file with the SEC at adviserinfo.sec.gov.

XY Investment Solutions, LLC (“XYIS”), through its partnership with East Bay Financial Services, LLC (“East Bay”), builds
investment models through a technology solution, and supports financial planners with investment strategies based on
research, experience, and sound rationale. XYIS primarily allocates client assets among various mutual funds and/or
ETFs. XYIS may also allocate client assets in individual debt and equity securities, options and independent investment
managers. XYIS's services are based on long-term investment strategies incorporating the principles of Modern Portfolio
Theory. XYIS manages client investments in portfolios on a discretionary basis.

Email support@xyinvestmentsolutions.com with specific questions about models you may be using or considering in
your practice.

Q4 2021  MARKET & ECONOMIC PERSPECTIVE

YOUR XYIS TEAM

http://adviserinfo.sec.gov/


Q4 2021  MARKET & ECONOMIC PERSPECTIVE

DISCLOSURES

The commentary contained herein is intended to be general and educational in nature, and is not intended to be used as the primary basis for
investment decisions, nor should it be construed as advice designed to meet the particular needs of an individual investor. Nothing contained
herein should be considered legal, tax, accounting, investment, financial, or other professional advice, and should not be construed as an offer to
sell, a solicitation of an offer to buy, or a recommendation of any security or other financial product or investment strategy. Investors should
consult with a qualified professional advisor before taking any action based on this commentary. 
Investing in mutual funds, exchange-traded funds (“ETFs”), and other equity and debt securities involve risks, including loss of principal. Any
performance data quoted represents past performance. Past performance does not guarantee future results and principal value will fluctuate so
that an investor’s investments, when redeemed, may be worth more or less than their original cost. Performance data quoted does not account for
any advisory fees imposed by XYIS or any independent and unaffiliated financial planners, or other transaction charges, expenses, taxes, or other
fees and costs. Performance of an investor’s actual portfolio will differ from any performance presented. 
Investing in foreign securities may involve certain additional risk, including exchange rate fluctuations, less liquidity, greater volatility and less
regulation. Small company stocks may be subject to a higher degree of market risk than the securities of more established companies because
they tend to be more volatile and less liquid. Bonds are subject to risks, including interest rate risk which can decrease the value of a bond as
interest rates rise. REIT investments are subject to changes in economic conditions and real estate values, and credit and interest rate risks. 
Investors cannot invest directly in an index. Indexes are unmanaged and reflect reinvested dividends and/or distributions, but do not reflect sales
charges, commissions, expenses or taxes. 
An investor should consider a portfolio’s investment objectives, risks, charges and expenses carefully before investing. The underlying funds’
prospectus contain this and other important information. Please read any applicable prospectus carefully before investing. 
Benchmark descriptions: MSCI ACWI Index, MSCI’s flagship global equity index, is designed to represent performance of the full opportunity set
of large- and mid-cap stocks across 23 developed and 24 emerging markets, covering approximately 85% of the free float- adjusted market
capitalization in each market. Russell 3000 Index is a market-capitalization-weighted equity index that tracks the performance of the 3,000 largest
U.S.-traded stocks which represent about 98% of all U.S incorporated equity securities. Standard & Poors 500 is an index based on the market
capitalizations of 500 large companies having common stock listed on the NYSE or NASDAQ. The S&P 500 index components and their weightings
are determined by S&P Dow Jones Indices. Russell 1000 Index is an index of approximately 1,000 of the largest companies and is a subset of the
Russell 3000, comprising approximately 90% of total market capitalization of all listed US stocks. Russell 1000® Growth Index is a market
capitalization weighted index that measures the performance of those Russell 1000® companies with higher price-to-book ratios and higher
forecasted growth values. Russell 1000® Value Index is a large-cap value index measuring the performance of the largest 1,000 U.S. incorporated
companies with lower price-to-book ratios and lower forecasted growth values. Russell 2000® Growth Index measures the performance of the
Russell 2000 companies with higher price-to-book ratios and higher forecasted growth values. Russell 2000® Value Index is an unmanaged,
market-value weighted, value-oriented index comprised of small stocks that have relatively low price-to-book ratios and lower forecasted growth
values MSCI EAFE (Europe, Australasia, Far East) Index is designed to measure the equity market performance of developed markets outside of the
U.S. & Canada. MSCI EAFE Small Cap Index captures small cap representation across Developed Markets countries around the world, excluding the
US and Canada. MSCI Emerging Markets Index captures large and mid cap representation across 24 Emerging Markets (EM) countries and covers
approximately 85% of the free float-adjusted market capitalization in each country. MSCI Frontier Markets Index captures large and mid cap
representation across 29 Frontier Markets countries and covers about 85% of the free float-adjusted market capitalization in each country. Dow
Jones Global Select REIT Index is designed to measure the performance of publicly traded REITs and REIT-like securities and is a sub-index of the
Dow Jones Global Select Real Estate Securities Index (RESI), which seeks to measure equity real estate investment trusts (REITs) and real estate
operating companies (REOCs) traded globally. The index is designed to serve as a proxy for direct real estate investment. Dow Jones U.S. Select REIT
Index tracks the performance of publicly traded REITs and REIT-like securities and is designed to serve as a proxy for direct real estate investment,
in part by excluding companies whose performance may be driven by factors other than the value of real estate. The index is a subset of the Dow
Jones U.S. Select Real Estate Securities Index. Dow Jones Global ex-US Select REIT Index is designed to measure the performance of publicly traded
REITs and REIT-like securities traded globally ex-US. ICE BofAML 3-Month T-Bill Index is an unmanaged index that measures returns of three-month
Treasury Bills. ICE BofAML 1-5 Year US Treasury, Corporate and Municipal Indexes are subsets respectively of ICE BofAML US Treasury, Corporate
and Municipal Indexes including all securities with a remaining term to final maturity greater than or equal to 1 year and less than 5 years. ICE
BofAML 5-10 Year US Treasury, Corporate and Municipal Indexes are subsets respectively of ICE BofAML US Treasury, Corporate and Municipal
Indexes including all securities with a remaining term to final maturity greater than or equal to 5 years and less than 10 years. ICE BofAML 10+ Year
Treasury, Corporate and Municipal Securities Index are subsets respectively of ICE BofAML US Treasury, Corporate and Municipal Securities
Indexes including all securities with a remaining term to final maturity greater than or equal to 10 years. Bloomberg Barclays Global Aggregate
Bond Index provides a broad-based measure of the global investment-grade fixed income markets (one version shown with its currency hedged
back to the USD and is noted as such). Bloomberg Barclays US Aggregate Bond Index is a broad-based flagship benchmark that measures the
investment grade, US dollar-denominated, fixed- rate taxable bond market. The index includes Treasuries, government-related and corporate
securities, MBS (agency fixed-rate and hybrid ARM pass-throughs), ABS and CMBS (agency and nonagency). J.P. Morgan Global (ex-US) Government
Bond Index: Is the standard unmanaged foreign securities index representing major government bond markets outside the US markets (one
version shown with its currency hedged back to the USD and is noted as such). ICE BofAML US Inflation-Linked Treasury Index tracks the
performance of U.S. dollar denominated inflation linked sovereign debt publicly issued by the U.S. government in its domestic market. Qualifying
securities must have at least one year remaining term to final maturity and no more than 5 years to maturity. Bloomberg Barclays U.S. Corporate
High Yield Bond Index is a total return performance benchmark for fixed income securities having a maximum quality rating of Ba1. 


