
Global equity markets finished 2021  
surprisingly strong despite headwinds created 
by inflation fears and the emergence of 
COVID-19 variants. As long-term investors, 
we applaud the third consecutive year of 
extremely robust US equity returns, while 
also looking to the future with clear eyes. 

2022 will likely be a very different year and 
potentially quite dynamic. As we consider 
the probable drivers and possible investment 
outcomes for the coming year, one thing  
is certain — diversification is the most  
formidable strategy we can wield against 
the unknowns of 2022.

 
 

A Clash of the Titans:  
Equity Strength Versus  
Rising Inflation and the Fed

RICK PITCAIRN, CFA
Chief Investment Officer

DIVERSIFICATION IS ESSENTIAL FOR THE DYNAMIC INVESTMENT ENVIRONMENT  
IN 2022 AS THE FED GRAPPLES WITH INFLATION

KEY TAKEAWAYS
n     The Russell 3000 Index delivered a startlingly strong 25.66% return in 2021 on the 

heels of a 20% gain in 2020 and 31% in 2019. 

n     The big story in 2022 story will be a Clash of the Titans as the long running bull market 
squares off against potentially spiraling inflation and the Fed’s ability to contain it.  

n      As we consider probable drivers and possible investment outcomes for the coming 
year, one thing is certain — diversification is a formidable shield against the unknowns  
of 2022.

n     Although short-term sentiment is bearish, technological revolution and tremendous 
capital efficiency across the globe paint an optimistic picture for long-term ownership 
of assets.
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“So far in 2022, we have 
seen a repudiation  
of all things growth,  
including FAANG 
stocks (Facebook,  
Amazon, Apple, Netflix 
and Google) and the  
broader Nasdaq. 



3

US Equities Rise Sharply Amid Massive Anomalies 

I doubt we will see many more or perhaps any years like 2021 in the 
remainder of my career. The year stands out for massive anomalies, 
both good and bad. 

n  Recovery from the devastating initial impact of the COVID-19 
pandemic fueled a massive bounce back in corporate earnings 
that significantly surpassed analyst forecasts. 

n  Global governments and central banks continued their abundant 
fiscal and monetary policy support. 

n  The world rode a roller coaster of optimism and disappointment as 
vaccines sparked hope for a return to normal before new variants 
led to rising case counts and fear of renewed social restrictions. 

n  Capital markets experienced volatility and intense speculation, 
particularly in fringe investments such as meme stocks, SPACs, 
and cryptocurrency.

n  The Federal Reserve pivoted toward tighter monetary policy  
as recovery in the US labor market, rising wages and COVID- 
related supply chain disruptions elevated concerns about stickier 
inflationary pressures.

In such an unprecedented year, stocks finished strong. US equities 
approached double-digit gains in the fourth quarter, as the Russell 
3000 Index returned 9.28%. For the full year, the Russell 3000 Index, 
returned 25.66%, a startlingly strong result close on the heels of a 
20% gain in 2020 and 31% in 2019. 

Large Cap Growth Narrowly Outperformed on  
Technology Strength 

The past year was also notable for style and market capitalization 
trends among US equities. Over the course of the year, there were 
frequent switchbacks between growth and value as various COVID 
waves dictated the pace of US economic recovery. Eventually, in the 
fourth quarter, we saw more of a quality story than a pure “growth 
versus value” scenario as quality companies with durable earnings  
did quite well. 

For the full year, mid-cap and small-cap stocks lagged with value 
significantly outperforming growth in both segments. Conversely, 
within the market-leading large-cap segment, growth narrowly edged 
value. This was primarily due to an unusual development we noted in 
our third quarter letter — during 2021, investors turned to technology  
stocks as a relatively safer haven when confidence in economic 
growth faltered. 

Clash of the Titans Likely to Drive Results in 2022

Most years when I look at market performance in the early days of 
January, I am reminded that December 31st is just a date on the 
calendar and not some mythic new beginning. Trends and sentiment 
often continue seamlessly from one year to the next. That was not 
the case this year. Capital markets have made a distinct pivot and 
2021 now seems to exist in a discreet capsule. 

So far in 2022, we have seen a repudiation of all things growth,  
including FAANG stocks (Facebook, Amazon, Apple, Netflix and Google) 
and the broader Nasdaq. Energy stocks are up sharply and most  
everything else is flat. Though it’s not yet clear whether investors’ 
new mindset has completely reversed the speculation that ran rampant 
in the June/July 2021 timeframe, it rarely takes much negativity to 
stifle speculation. At this point, I don’t anticipate investor exuberance 
picking up in any significant way.

Looking ahead, I believe the big story in 2022 story will be a Clash of 
the Titans. 

n  On one side we have the long running bull market and all the 
powder backing equities. Those drivers include robust corporate  
earnings supported by the pandemic recovery and pent up demand,  
a resurgent investor class, and historically cheap capital. 

n  On the other side is potentially spiraling inflation and the Fed’s 
ability or inability to contain it. 

Will inflation recede from current levels, leading investors to stick 
with equities? Or, will the bond market take the punchbowl away 
from equities because investors are more worried about inflation and 
don’t believe the Fed can control it? This will be a fascinating year.
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Robust Earnings and Solid Growth Support Equity Gains 

Earnings are an important reason equities performed so well last year. 
In January 2021, the consensus was that aggregate annual earnings 
for the S&P 500 Index would be $165-167; actual earnings will come 
in around $209. Forecasts for 2022 earnings were about $177-178. 
Current forecasts for 2022 are significantly higher, putting aggregate 
earnings between $225 and $228. Even if higher labor costs shave a 
bit off those estimates, earnings are going to be a good story. 

That doesn’t necessarily ensure stocks will rise. Valuations are rich 
across a range of measures. The only exception to those rich metrics 
may be inflation-adjusted price-to-earnings multiples, which still  
appear reasonable. Earnings will probably come in close to forecast, but 
one wonders if multiples can stay where they are with an aggressive  
Fed implementing a series of interest rate increases. 

The pace of US growth is another factor that will dictate stock  
performance in 2022. GDP grew at a 6.9% annual rate in the fourth 
quarter and 5.7% rate for all of 2021. Before the Delta and Omicron 
variants, growth was expected to be as high as 7 or 8%. For 2022,  
the consensus is that growth will likely moderate to the low 3% range, 
a very solid rate relative to the past 15 years. Still, there are a host of 
factors that could cause GDP to come in below those forecasts.

The Fed’s challenge is to tame the dramatic spike in CPI, seen in Chart A, 
without destroying GDP growth. Effective execution of monetary policy 
will be vital to that process. In 2018, the Fed instituted a series of rate 
raises and was then surprised by dramatic slowing of GDP growth, which 
caused it to reverse policy. Although markets did recover in 2019, the  
Fed lost critical credibility that, to some degree, it is still trying to regain.

Consumer behavior will be key in 2022. Consumers were instrumental to  
GDP growth in 2021, so I will be watching how consumer discretionary  
spending and consumer sentiment hold up in 2022. If consumer 
spending slumps in the face of higher energy, rent, and food costs, 
growth may dip below current forecasts. On the other hand, if CPI  
inflation peaks in the first quarter and begins to come down — perhaps 
due to improving pandemic news and fewer supply chain disruptions  
— this would alleviate pressure on consumers and give the Fed some 
breathing room. In that case, US growth might exceed expectations.

Chinese COVID policy is a wild card in this mix. The pandemic has 
shown that we are overly dependent on Chinese goods. If China’s  
draconian policies to contain COVID cause additional supply shocks 
that drive up goods prices and employment costs, the Fed may be 
compelled to raise rates faster and higher, putting a damper on US 
growth and equity markets.

Fed’s Inflation Strategy Appears Prudent and Data-Driven

During a press conference marking his first year in office, President 
Biden acknowledged that the Fed needs to raise interest rates. That 
is a rare comment from a sitting president — they typically prefer 
lower rates to boost the economy during their term. Biden’s remarks 
align with prevailing opinion as many now consider inflation to be a 
bigger problem than economic growth or employment. 

As its rhetoric has become more hawkish, the Fed has laid out a path 
showing it is far more focused on inflation than even six months ago. 
Nevertheless, the Fed is likely to remain data-driven as circumstances 
evolve. Some current inflation drivers are clearly transitory; others 

Though we remain  
unconvinced that  
1970s style runaway  
inflation is on tap  
for 2022, I am fully 
aware that inflation  
has been notoriously  
unpredictable in  
the past.  

Source: St. Louis Fed (FRED), 2021.

Chart A: 
Consumer Price Index: All Items Less Food and Energy
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Chart B: 
US 10-Year Treasury Yield 
50 and 200 Day Moving Average 

Source: Bloomberg, Strategas, 2021
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are less so and require close monitoring. For example, the Fed will  
be scrutinizing the Employment Costs Index because, unlike other 
employment markets around the world, the US faces substantial wage  
pressure and a tighter labor pool, which could fuel sustained inflation. 

On the positive side, deflationary global forces may help to offset  
US inflation and make the Fed’s job easier. Massive technology 
innovation, including the internet, the cloud, and the gig economy, is 
inherently deflationary, in addition to providing societal and economic  
benefits. Likewise, the globalization of capitalism is deflationary 
(despite a temporary setback due to COVID). The ability to produce 
goods and services wherever it is cheapest and most efficient helps  
to hold down prices. 

The Fed has signaled four interest rate increases for 2022, but if the 
central bank cannot control inflation in the short term, it may resort 
to more aggressive tightening — for example, five or six rate increases, 
with some as large as 0.50% or more. Fortunately, much of that potential 
bad news is already priced into capital markets. During the final weeks 
of 2021 and first few weeks of 2022, market sentiment regarding  
inflation and the Fed shifted dramatically and may have overswung. 

Despite current  inflationary fears, it is quite possible that core price 
inflation may be peaking and remain lower than expected for the balance 
of 2022. That is why I do not see the 10-year Treasury yield rising from 
its current 1.70% to 2.60%, as some predict. I also don’t see it falling 
back to 1%; I think it will stay about where it is now or possibly decline 
if growth forecasts are lowered. See Chart B: 10-Year Treasury Yield.

US Equities Predicted to Deliver a Modest Positive Return

Though we remain unconvinced that 1970s style runaway inflation is 
on tap for 2022, I am fully aware that inflation has been notoriously 
unpredictable in the past. Between 1968 and 1975, the US tried  
to get inflation under control and could not. If the Fed’s current plan 
is insufficient and it is forced to raise rates more aggressively, that 
would be bad news for the bull market, as well as other asset classes. 
Everything really comes down to whether the Fed can control inflation  
without slamming on the economic brakes.

I am more cautious about equities than I have been in quite a while. 
US equity investors have enjoyed high average returns for most of 
the past 12 years. It would not be surprising to have a few lean years 
or even a down year. However, we see little evidence for the degree 
of wealth devastation that some pundits are predicting. Fear sells in 
the ever-present financial media and I take satisfaction in pointing 
out that many of those now predicting devastation have wrongly 
predicted it every year since 2010.

A reasonable expectation is that US equities will return between  
5% and 10% in 2022 as tailwinds from robust earnings and attractive 
valuations relative to other assets are countered by headwinds from 
inflation fears, Fed actions and higher interest rates. 

Still, we can’t discount how often markets surprise us, as they did last 
year. When US stocks were up about 18% at the end of July, many 
thought the market had gotten all it could for the year. But equities 
weren’t ready to throw in the towel, returning another 9% in the 
fourth quarter and over 25% for the year. 

Source: St. Louis Fed (FRED), 2021.
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Diversification is the Best Defense for a Changing  
Investment Environment  

I own a house on the gulf coast, and I buy hurricane insurance. Even if 
there is no hurricane, I buy that insurance the next year and the year 
after that. Diversification is portfolio protection for unpredictable 
markets. It’s true that the value of diversification has not been as  
apparent in recent years, given that investors would have done quite 
well in an all-US equity portfolio. However, that may not be true in a 
year like 2022 with so much uncertainty and so many variables in play. 

We are still living in extraordinary times when predicting precise 
outcomes is extremely difficult. That is why we continue to invest in 
asset classes that have not performed as well as US equities over the 
last three to five years, notably bonds and non-US stocks.

Investors may be tempted to run away from bonds this year due to 
imminent Fed rate increases. That is not a sound strategy for several 
reasons. Holding bonds through changing interest rate environments 
is essential for a diverse portfolio. Furthermore, today’s yield curve 
has already priced in the Fed’s policy pivot and if inflation pulls back 
in the spring, bonds may not have the tough time many are expecting. 

We don’t want to eliminate bonds wholesale because of a change 
in the interest rate environment. Instead, we maintain thoughtful 
bond exposure through active managers capable of capitalizing on  
a dynamic situation. Pitcairn’s active managers are currently short  
duration, diversified against interest rate risk and may extend  
duration as inflation recedes and interest rates come down a little bit.

Similarly, we do not want to step back from international equities 
despite their recent underperformance of US stocks. On top of the 
diversification benefit, there is reason to expect better relative  
performance from non-US stocks going forward. The US dollar 
remains higher than it should be, non-US stocks are cheap relative to  
US stocks, and there aren’t many more attractive options for asset

allocators. That suggests that within the next three to four years, 
there will very likely be at least a year or two when non-US stocks 
will outperform. Maintaining exposure to non-US asset classes means 
Pitcairn portfolios are positioned to share in those gains.

In general, I believe 2022 will be a year when less speculative sectors 
of all markets will be rewarded more than they were in 2021 and 
diversity will be rewarded far more than it has been in recent years.

Current Global Conditions Favor Ownership of 
Growing Assets

Things are never as good as they seem or as bad as they seem. Last 
year, speculation made people think the investment environment was 
even better than it was. This year, the threat of inflation and the reality 
of economic growth are unlikely to be as bad as current forecasts 
suggest. One of Warren Buffet’s mantras is to be fearful when others 
are greedy and greedy when others are fearful. We are in an interesting  
transition between the greed of 2021 and the fear of 2022. We 
should keep Warren’s words in mind and stay steadfast when fear 
takes hold of the markets. 

We are living in a period of technological revolution and tremendous 
capital efficiency that will far exceed the wealth created by the industrial 
revolution. The barriers and cost of business formation are the lowest 
in history. Entrepreneurs around the world can form businesses more 
freely and more cheaply than ever before. That means a whole lot of 
“at-bats” with unprecedented opportunity for value creation. 

Granted, there are challenges. The pandemic is still with us. Some 
market excesses have to work themselves out and political situations 
have to resolve. Nonetheless, long term, I am confident that current 
global conditions paint a very optimistic picture for long-term  
ownership of assets. At Pitcairn, we believe ownership of growing 
assets — whether that be in the US, outside the US, public or private, 
actively managed or indexed — is what will perpetuate inflation- 
adjusted wealth down through the generations. 

www.pitcairn.com  |  800-211-1745
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