2021 In Review/2022 Forecasts

December 31, 2021

Here we are in a new year already. We can't imagine a more transformative year for the United States. After two
years of focus on health, politics, rising inflation, supply shortages, and unprecedented government actions, the
winds of change are blowing hard. Short-term factors have buffeted the economy since 2020. In 2022, long-term
fundamentals should re-assert themselves as the most critical drivers of economic and financial performance.
First, the obvious: COVID-19 and COVID-19-related rules should have much less influence on our lives twelve
months from now than they do today. It seems like almost everyone knows someone who has tested positive
(vaccinated or not). The cases are at record highs, but hospitalizations and deaths are not; that's good news.
Entrepreneurs and businesses of all sizes had to squeeze about a decade's worth of innovation into a year to
overcome both COVID-19 itself, and significant measures that were taken to limit the spread of the disease. The
outcome of these heroic efforts has been a tremendous success, confirmed by an unparalleled increase in
corporate earnings. However, it’s not the time to be complacent. Inflation, near a twenty-year high, is of great
concern, and no one should be confident that they know exactly the course of treatment the Federal Reserve will
ultimately apply. Near the end of 2022, we will all have a clearer picture of how persistent and high inflation is,
and whether tapering and interest rate hikes do anything to bring it down. No matter what, the U.S. economy will
have a period of slower growth at some point in the years ahead.
Some economic headlines of 2021
•
•
•

•

1st Quarter: expectations of rising inflation sooner than thought. The Fed pledges to keep rates steady.
2nd Quarter: inflationary pressure increased, but investors drove markets higher despite a slightly more
hawkish tone from the Fed. Fed moves rate hike from 2024 to 2023.
3rd Quarter: investors noted inflation persistence, and a new COVID-19 variant weighs on markets. China
wrestles with Evergrande real estate. Will China spend money on foreign goods? Congress disputes the
debt ceiling. A big market drop for the quarter after early gains.
4th Quarter: the market rebounds, but with much more volatility. Volatility also rises as a result of the
omicron variant. Continued worries of persistent inflation and an aggressive Fed create much turmoil as
the market rallies in the final ten days of the year.

Our thoughts regarding the global financial markets in 2022
•

Inflation is at the forefront of most individuals' minds. Whether you're in the market for steaks or stocks,
everything appears to be more expensive today, thanks to low interest rates, accommodative central
bank policy, and the reopening of economies. There are two types of inflation. Sticky inflation tends to
have longer staying power and includes rent, insurance, and medical expenses. In recent months, flexible
inflation — affecting food, energy, and cars — has risen much faster, but many believe it won't last. The
sticky components are the categories that will likely drive inflation in 2022.

•

We expect that COVID-19 worries will begin to dissipate and global supply chain problems will resolve.
This will lead to increased availability of goods, shifting consumer demand toward services, and greater
labor availabilities. These reduce inflationary pressures, allowing the Federal Reserve to raise interest
rates slowly. Many things can go wrong with these scenarios, however. To name a few: Persistent

bottlenecks can result in continued inflation. A tight labor market leads to inflation-adjusted wages rising
significantly faster than productivity. And companies may raise prices, creating a damaging inflation cycle.
•

The chart below shows the surge in demand in retail after the initial onset of COVID-19 in 2020. This
demand took place while businesses were shut down, thus unable to restock supplies fast enough as
strong demand continued. Even Chairman Powell stated, "What we missed about inflation was we didn't
predict the supply-side problems, and those are highly unusual and very difficult, very nonlinear."

•

We remain optimistic about equities and the
economy; however, one of the main drivers
of inflation is a booming economy. We have
massive consumer spending, many people
are getting hired, demand is excellent, and
monetary policy remains very easy (the Fed
is being very accommodative). With this
incredible demand, earnings have and are
expected to be strong. With solid earnings,
stock prices are justified in climbing higher.
In addition, bond yields are near the lowest
in history, and as interest rates rise, bond
prices decline, creating more demand for
stocks. Inflation is expected to be near 4%
this year.

•

The Institute of Supply Management shows that manufacturing continues to climb. The supply constraints
are the most significant problem, but demand remains extraordinary.

•

Many companies suspended dividends during the pandemic due to political pressure. And today, many
have surplus capital to be redeployed as regular and catch-up dividends.
U.S. household net worth has surged in the last two years. Often when people see significant appreciation
in their assets, they have a higher propensity to spend money, adding to the earnings previously
mentioned.

•

•

The Fed has entered one of the most challenging phases of its pandemic response as it begins to dial back
stimulus measures, even before the full effects of its policies are felt and amid new risks. As the Federal
Reserve Bank slows its pandemic-era stimulus measures, the chances of policy missteps are possibile. But
the central bank seems keenly aware that it must pull off a careful balancing act. The Federal Reserve will
likely raise interest rates two to four times in the coming years beginning this April.

•

We anticipate unemployment to decrease from 5.4% to 3.9%. The additional participation in the
workforce increases demand for goods and services as income allows for additional spending and
additional tax revenue.

In summary, we anticipate strong but slowing economic growth, increased volatility in the stock market, and
persistent inflation that fades over time.
At the pandemic's start, the Federal Reserve renewed a powerful (and relatively new) monetary policy tool —
quantitative easing. What is it, and how does it work?
•
•
•

•

Quantitative easing goes by many names: QE, increasing the money supply, monetary accommodation, or
printing money. Whatever the title, the mechanics are the same: The Fed buys government and
government-backed bonds.
QE differs from the Fed's more-traditional tool of increasing and decreasing the Fed funds rate, affecting
short-term loans. Instead, quantitative easing influences longer-term interest rates more indirectly.
The targeted outcome for QE is lower interest rates and more economic activity. With greater bond
demand, bond prices increase, yields fall, and bond investors have more cash. With more cash in their
pockets and bonds being less attractive, investors will typically buy riskier assets, such as lower creditquality bonds or stocks.
Under the latest round of QE, the Fed has been buying $120 billion per month in government-backed
securities. With this buying spree, the Fed's assets have more than doubled since the start of the
pandemic, climbing to $8.5 trillion (37% of gross domestic product [GDP]) in the third quarter.

As a monetary policy tool, QE is a reasonably new experiment, first used by Japan in 2001. It wasn't until the
global financial crisis struck in 2008 that some of the world's largest central banks embraced QE after other
expansionary policy tools (think ultra-low, short-term interest rates) had reached their limits.
•
•

In the United States, the Fed announced its first-ever round of QE in November 2008. (See graph above)
By October 2014, it had launched four rounds, adding nearly $4 trillion to the money supply and its
balance sheet.
As a side note, the Swiss National Bank began a quantitative easing program in the wake of the financial
crisis, such that the bank's balance sheet grew to be larger than the Swiss economy at 115% of GDP. The
Bank of England launched a similar QE program to mitigate the economic fallout from Brexit, with mixed
success.

What's next for the Fed's stimulus programs?
•
•

After first hinting at it last spring, the Fed announced in November that economic conditions had
improved enough for it to slow, or taper, the monthly pace of its asset purchases.
The Fed is scaling back its asset purchases by $30 billion per month, which will likely bring the latest round
of QE to an end by March 2022. It's worth noting that tapering doesn't involve the sale of assets. Rather,
it entails gradually reducing purchases to zero.

How will today's tapering and any subsequent rate hikes affect the U.S. economy and the markets?
•

•

Higher rates should slow the red-hot housing market as borrowing becomes more expensive, in addition
to the major price increases of many of the materials used in building homes. Fixed-income returns will be
dampened. However, new home building is expected to have continued strength, with an estimated
1,592,000 homes started in 2022.
By telegraphing policy changes well in advance of implementation, the Fed has so far avoided a repeat of
the 2013 taper tantrum — a minor market sell-off triggered by then-chair Ben Bernanke's mere
suggestion that tapering would soon begin. Chairman Powell has said the episode "left scars on anybody
who was working at the Fed at that time," which included him.

As they begin to withdraw stimulus, Fed officials are bound to feel as if they're piloting a freighter. Changing tack
(or shifting policy) is undoubtedly more challenging than doing more of the same given the higher degree of
uncertainty. Yet the central bank must often change course before the full economic impacts of its policies are
felt. Sudden moves or miscalculations may trigger volatility, as the Fed learned in 2013. But so far, the central
bank seems committed to a market-friendly approach. In late November 2021, the White House also gave
investors a sense of stability when it nominated Powell for a second term.
Finally, during the late calendar year of 2021, the White House scored a major legislative victory: The $1.2 trillion
bipartisan infrastructure bill, the most significant federal investment of this kind in decades. But how exactly will
the money be spent? Here's a quick rundown of the highlights:
•
•
•
•
•
•
•

$110 billion for roads and bridges. Bridges alone will get roughly $40 billion, the largest single infusion of
cash they've received in the history of the Interstate Highway System.
$66 billion for passenger and freight rail.
$65 billion to expand Internet access.
$65 billion to modernize the electric grid with new transmission lines and other technology.
$55 billion for new water infrastructure.
$39 billion for public transit projects.
$25 billion for airport upgrades.

The list goes on. The White House is keen to tout the legislation's environmental benefits, including $7.5 billion to
expand the nation's network of electric vehicle charging stations. Billions of dollars for the cleanup of abandoned
industrial sites, mines, and other sources of legacy pollution are also included.

The money will primarily be distributed to state governments (based on factors such as population), which then
decide how best to allocate the funds. Smaller amounts are reserved for specific projects and competitive grants.
The largest recipients of federal infrastructure dollars from this legislation: California ($45 billion), Texas ($35
billion), New York ($27 billion) and Florida ($19 billion). On a per-capita basis: Alaska, Wyoming, Vermont, and
Montana, all of which are set to receive at least $3,500 per resident, compared with $1,250 per resident for
California.
The bill also takes aim at certain regulatory hurdles that can slow projects. Such provisions include codifying the
Trump-era "one federal decision" concept, which sets a two-year goal for completing federal permitting for
highway projects. Another empowers federal energy regulators to overrule state and local objections to new
transmission lines, which are in many cases costly and challenging to build. Red tape is a significant reason U.S.
infrastructure has gotten so much pricier. The cost of building a mile of interstate, for example, quintupled from
1990 to 2008.
Expect the infrastructure bill to provide a modest boost to U.S. GDP — about a quarter of a percentage point per
year over the next ten years. The spending should also help create 800,000 jobs and improve long-term economic
productivity if Washington and the states allocate the money wisely, which is not easy to do at this scale.
We thank you for your continued trust and confidence in us at Seamount Financial Group, Inc. If you have any
questions, please do not hesitate to give us a call. Happy new year!
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