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“ The single greatest edge an investor can have is a long-term orientation.”
~ Seth Klarman
“ Even the intelligent investor is likely to need considerable will power to keep from following the crowd.”
~ Benjamin Graham
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EQUITIES

2021: Fourth Quarter
•

The Standard & Poor’s 500 (S&P 500) index finished 2021 in positive fashion, posting a total return
(price appreciation plus dividends) of 11.0% in
the fourth quarter. For the year, the index
returned 28.7%. It reached 70 new all-time
closing highs, the most since 1995 (77). For the
sixth time in history, and by the widest margin
in 24 years, the S&P 500 outperformed both the
NASDAQ Composite Index (Nasdaq) and Dow
Jones Industrial Average (DJIA) in a calendar
year, which returned 22.2% and 18.7%,
respectively. Of note, according to Goldman
Sachs, just five growth companies (Apple,
Microsoft, Alphabet, NVIDIA, and Tesla) drove
more than half of the S&P 500’s performance
from April through mid-December.

•

Large capitalization stocks outperformed their smaller counterparts for the quarter (year), with the Russell
2000 Index up 2.1% (14.8%). U.S. stocks collectively outpaced broad international indices for the year,
with the MSCI Europe, Australasia, and Far East (EAFE) Index up 11.8% and the MSCI Emerging
Markets Index returning -2.2% when denominated in U.S. dollars. Within the S&P 500, Real Estate
Sector stocks led the way in the fourth quarter (up 17.5%), while the Communication Services Sector
finished last (0.0%). All 11 sectors posted double-digit positive returns in 2021, with Energy Sector stocks
strongest at 54.6%. Interestingly, the tech-heavy Nasdaq’s underperformance occurred despite significant
Technology Sector outperformance within the S&P 500 (up 34.5% for the year) as companies such as
Zoom and many other stay-at-home “COVID darlings” not included in the S&P 500 lost their luster.

•

Equity valuations largely declined in 2021. The
forward price-to-earnings (P/E) ratio of the S&P
500 fell from 22.8x to 21.1x next 12 months
earnings from January to December as earnings
estimates continued higher. Analysts expect
earnings growth to have peaked, however, with
trailing 12 months year-over-year (YOY) S&P 500
operating earnings per share (EPS) growth
declining from an estimated 65.0% in the fourth
quarter to 37.2% in the first quarter of 2022,
according to Strategas Research Partners.

•

Despite a value stock run in the first quarter,
growth stocks outpaced their value counterparts by
nearly 2.5% for the year as measured by Russell indices. Within the S&P 500, the disparity was even
more significant. This decade-long dichotomy bears watching as rising interest rates represent another
potential headwind to valuations, particularly those of lower-yielding, longer-duration growth stocks.

•

The continued climb of headline equity indices masked underlying weaknesses in the second half of 2021.
Only one other calendar year since 1995 experienced a smaller maximum S&P 500 drawdown than
2021’s -5.2%. Yet, as of mid-December, the average Nasdaq stock was 39.1% below its 52-week high
while the index in aggregate was only 3.6% below its 52-week high, as reported by Bespoke Investment
Group. The turmoil outside of the market’s largest names is further highlighted by narrowing market
leadership. COVID was again a major driver of the weakness, as the discovery of the Omicron variant led
the S&P 500, DJIA, and Nasdaq all down more than 2% on Black Friday. In mid-December, only 36% of
stocks on the New York Stock Exchange (NYSE) closed above their 200-day moving averages, an 18month low. December ended with a broad-based rally, however, and the S&P 500 ended up 4.4% for the
month, the third best performing month of the year.
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EQUITIES and BITCOIN

2021: Fourth Quarter
•

Corporate activity reached an all-time high in 2021. More than $315 billion in funds were raised by a
record 1,058 initial public offerings (IPOs), including over 600 offerings brought to market by Special
Purpose
Acquisition
Companies
(SPACs). Of the 384 traditional IPOs,
only 34% finished the year above their
IPO price, as new issues collectively
struggled to keep pace with the broad
market. Existing companies were also
busy in 2021, setting new records for
mergers and acquisitions (M&A), stock
buybacks, and dividend payments.
Global dealmaking topped $5.83
trillion in 2021 with M&A activity
surging in virtually all regions.
Corporate stock buybacks hit a record
$234.6 billion for the third quarter of
2021 and are estimated to break 2018’s
record of $806 billion for the year. An
aggregate of $511.2 billion was paid to shareholders in 2021, with $133.9 billion in dividends coming
from a record-setting fourth quarter. Company executives cashed in on record valuations as insiders sold a
record $69+ billion in shares through November according to CNBC. Of those executives, 48 collected
more than $200 million from selling stock, four times the national average from 2016 to 2020, as reported
by The Wall Street Journal.

•

Bitcoin returned 5.8% in the fourth quarter and 59.8% for 2021. Despite finishing positive for the quarter,
the
cryptocurrency
experienced
significant drawdowns of 7.2% in
November and 18.7% in December.
Notably, October 19 marked the first
day of trading for the ProShares
Bitcoin Strategy ETF (Ticker: BITO),
a first-of-its-kind ETF (exchangetraded fund) which attempts to track
the price movements of Bitcoin via
futures contracts instead of direct
ownership
of
the
underlying
cryptocurrency. Over its 11 weeks of
trading through year-end, the fund
underperformed the cryptocurrency
by roughly 4.3% and finished 2021
down 29.1%. Investors must consider
two significant costs when transacting
in these products: the underlying ETF fees (BITO charges 0.95% as outlined in its prospectus) and the
cost of carry associated with futures. Cost of carry refers to a “contango” condition included in the pricing
of some futures contracts in which the future price is estimated as the spot price plus a significant
premium due to the risks and costs associated with holding the underlying asset. These costs can
contribute to significant tracking error in which the fund and the underlying investment it is attempting to
track do not experience the same returns.
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FIXED INCOME

2021: Fourth Quarter
•

After providing a total return of 0.3% in the fourth
quarter, U.S. Treasuries (USTs) in aggregate finished
the year with a -2.4% return according to BofA-ML
indices. This loss was generated by a rise in UST
yields across the board, with the 2-year UST yield
increasing from 0.13% to 0.73% and the 10-year
UST yield increasing from 0.93% to 1.52% over the
course of the year. Although short-term UST yields
rose more dramatically than long-term UST yields,
long-term corporate and government bonds (over ten
years until maturity) lost 2.8% in 2021, while
comparable short-term bonds (one-to-three years
until maturity) only lost 0.4% due to less sensitivity to interest rates. The long-term subset provided a
2.3% total return for the fourth quarter amidst a stable long-term yield environment. Similar short-term
bonds lost 0.5% with the majority of the short-term yield increase occurring during the fourth quarter.

•

The yield for the 2-year UST nearly doubled from the end of the third quarter to November 1, the day
Federal Reserve (Fed) Chair Jerome Powell confirmed the widely expected plan to scale back the central
bank’s $120 billion in routine bond purchases by $15 billion per month. Short-term rates continued to rise
through the end of the quarter as the Fed announced plans to accelerate their tapering timeline with a goal
of ending in March. This opened the door to quicker fed funds rate hikes than originally anticipated, as
inflation has remained more durable than many expected and the labor market has remained robust. At the
end of 2021, fed funds futures pricing indicated market expectations of three 0.25% rate hikes in 2022 and
a 58.4% chance of the first rate hike occurring in March. Notably, the 10-year UST yield ended the
quarter where it started despite rapid increases on the short end of the yield curve. Inflation-adjusted
“real” 10-year yields closed 2021 at -1.04%, near all-time lows. Coupled with nominal rates, this indicates
break-even inflation expectations of 2.56% annually over the next ten years.

•

With the economy continuing to remain stable,
investment grade corporate bonds were able to
outperform USTs for the year. Even so, they
provided a return of -1.0%. Credit spreads (the
yield differential between corporate and
government debt) widened marginally, and
corporate bonds slightly underperformed with a
0.2% return for the quarter. High-yield bonds
finished the year relatively strong, returning 0.7%
for the quarter and 5.4% for the year. High-yield
credit spreads managed to contract slightly in the
last quarter of 2021. International developed
market sovereign bonds performed poorly for the
year, returning -6.9% when priced in U.S. dollars. Most of this decline was the result of dollar
appreciation, as the bonds only lost 2.3% when priced in their local currencies.

•

The Federal Reserve tapering its bond-buying program marks the retreat of the largest bond purchaser in
the UST market over the last two years. This is occurring as total public debt relative to gross domestic
product (GDP) has remained well above its pre-pandemic level. The increase in supply will require
principal trading firms such as high-frequency traders (HFTs) to continue to provide adequate liquidity to
contain bid-ask spreads. HFTs largely replaced U.S. banks as the primary liquidity provider for USTs
after bank capital requirements imposed following the Global Financial Crisis caused them to step away
from their low-margin market making business. Today, they and other algorithmic traders account for
over 50% of the volume in the UST market. Since HFTs are lightly capitalized, particularly relative to the
banks they replaced, they have tended to step away from markets when needed most in order to avoid any
risk-taking. This was particularly evident in March 2020 when liquidity dried up at the peak of the market
crisis and in September 2019 when demand for cash caused a short-lived crisis in money markets. Both
situations required Fed intervention. The ICE BofA MOVE index, which tracks implied volatility in the
UST market, increased over 2021, suggesting elevated risk in the UST market will continue. As a result,
fixed income investors need to be aware of not only credit and interest rate risk, but also liquidity risk.
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ECONOMICS

2021: Fourth Quarter
•

After annualized real GDP growth of 6.3%, 6.7%, and 2.3%
in the first three quarters of 2021, the Atlanta Fed is
forecasting fourth quarter GDP growth of over 6.5%.
Headwinds such as ongoing supply chain constraints, labor
shortages, and fading effects of the $6 trillion in fiscal
stimulus have caused the Fed to forecast GDP growth of
4.0% in 2022. Most economists are cutting first quarter GDP
growth estimates due to the potential for the Omicron variant
to hamper progress in solving both goods and labor
shortages.

•

Pre-pandemic, personal consumption expenditures (PCEs)
were composed of about 70% services spending and 30%
goods spending. Lockdowns and other COVID restrictions
have caused PCEs to consist of 65% services spending and
35% goods spending. This equates to $1 trillion in excess
demand for goods. Years of supply chain “optimization” via
just-in-time inventory practices have created shortages caused more by excess demand than a supply
deficit. Global goods production has increased, but not enough to satisfy demand. Consumer spending
on durable goods expected to last three years or more rose dramatically and is 20% higher than prepandemic levels. Spending on non-durable goods is also 13% above pre-pandemic levels. Imports are
running at record levels and straining global transportation; major U.S. ports processed 20% more
container volume in 2021 than they did in 2019.

•

The Labor Department reported the
Consumer Price Index (CPI) rose 7.0% over
the last 12 months ending in December. This
is the highest level of inflation in almost 40
years. Gasoline prices increased 49.6%
YOY. Food broadly increased 6.3%, while
some segments such as meats increased at a
more rapid pace (14.8%). Core CPI, which
excludes food and energy, increased 5.5%
over the same period. Costs of services
increased 3.7%, the highest YOY increase
since February 2007, while goods inflation
exceeded 10%. Industries normally respond
to higher demand by increasing supply and
only partially passing along cost increases.
The Producer Price Index, which reflects
wholesale prices, rose 9.7% for the 12 months ending in December after a 9.8% YOY increase in
November, its largest since recordkeeping began in 2010.

•

The unemployment rate fell to 3.9% in December, not far from the historic low of 3.5% in 2019. The
economy added a monthly average of 537,300 jobs in 2021, and initial jobless claims hit a weekly low
of 188,000 in December, the lowest since 1969. In December, nonfarm payrolls increased back to 149
million from the April 2020 low of 130 million. There are still 3.6 million fewer people working than in
February 2020, when the pandemic started, even though there were more than 10 million job openings
in the U.S. in November. This is due to the labor force participation rate falling from 63.3% in February
2020 to 61.9% in December, which translates to about 4.8 million fewer people in the labor force.

•

The end result of strong jobs growth and fewer people in the workforce is a labor shortage of
unprecedented dimensions. There were 1.6 jobs for every unemployed worker in November. The
unemployed must compete with employed workers for many of these jobs since the quit rate has hit
record levels. According to the Bureau of Labor Statistics, 4.5 million people quit their jobs in
November. Additionally, the Cornell University Institute of Labor Relations’ Labor Action Tracker
documented 365 strikes in the U.S. in 2021, including major ones at John Deere, Kellogg, and Kaiser
Permanente. To combat these factors and the labor shortage, employers have started to increase
compensation; average hourly earnings rose 4.7% for the 12 months ending in November.
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Uncertainty at Unprecedented Levels
The performance of equities markets has been quite positive the past few years, especially considering
that for the better part of two years now, the world has faced a difficult environment due to COVID.
Conventional thinking would lead one to expect the performance of stocks to be abysmal in the face of
such a resilient pandemic. While equity investors experienced a bear market in the early stages of the
virus spreading throughout the country (the S&P 500 declined 33.9% from February 19 through March
23), the bear market proved to be the shortest on record. Since the beginning of the second quarter of
2020, equity indices have moved appreciably higher, especially in the U.S. This was primarily due to
extreme monetary policy support and many corporations proving to be highly adaptable. Yet, if there
was ever a period to “run for the hills” and attempt to “time the market,” this would have been the
occasion considering all of the uncertainty and negativity investors faced. For all investors, it has indeed
been an unprecedented time with a once-in-a-hundred-year pandemic, record low interest rates
penalizing savers and calling into question the reliability of bonds as a volatility hedge, record monetary
stimulus intensifying the proliferation of a potentially new but unproven asset class in cryptocurrencies,
and political instability creating significant uncertainty regarding additional support for the economy via
fiscal policy. Looking forward, uncertainty remains, particularly given the continued emergence of new
variants and the Fed signaling the end of their unprecedented bond-buying program. Additionally, they
will likely begin a runoff of their recently added balance sheet assets which have increased from just
over $4 trillion before the pandemic to almost $9 trillion at the end of 2021. It is highly unusual for the
Fed to tighten monetary conditions when U.S. economic growth is projected to weaken, albeit growth
expectations remain at reasonably strong levels. Inflation, essentially a regressive tax which serves to
hurt lower income earners the most, has given the Fed little choice, especially now when many feel they
are “behind the curve.”
This vast amount of uncertainty has led to maybe the widest divergence in opinions among investment
strategists, economists, and analysts of all time. At the very least, it is the widest in the past 40 to 50
years. Coupled with the fact that investors have access to nearly instantaneous information both on the
financial markets and on the pandemic via the internet and 24-hour news cycle, it is no wonder investor
anxiety, in general, is also highly elevated. The media is not helpful as it often plays into this anxiety.
For example, a CNBC commentator mentioned the Technology Sector “tanking” in a recent news report.
The SPDR ETF for the Technology Sector at that point was off just over 6% and well within the normal
range of volatility for the sector. More data points and faster access do not necessarily mean higher
quality information, nor do they translate into lower anxiety. Instead, often just the opposite occurs.
Investor Susceptibility
Our concern as we enter the new year is the propensity for investors to look at recent occurrences and
make decisions with a rear-view perspective at the forefront of their minds. First, there are those who did
not participate in the higher equity returns of the past few years, months ago reducing equity exposure
significantly if not to zero, under the expectation of a future decline in equity prices. While equity prices
do not move straight up and meaningful declines occur at various points in time, the “pain” of missing
out on returns from which others have recently benefitted often leads to irrational behavior. Second, for
those investors who choose to be invested, when uncertainty and anxiety are at high levels, there is
greater comfort in investing primarily in securities which have worked well in recent times. The result is
often a portfolio which becomes overweight in assets with elevated risk. It has often been said that one
of the hardest decisions for an equity investor to make is to sell a stock at a gain because the position has
been working so well (and taxes also become an issue). In a similar vein, behavioral finance theory
shows how difficult it is for people to invest against the consensus (herd mentality bias).
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At Wallington, we have always maintained a disciplined approach to asset allocation, so our concern
about irrationally increasing risk exposure to chase frothier segments of the market is all but nonexistent. With portfolio values elevated, however, we do have concerns regarding how reactive investors
will be to dollar volatility. While an allocation benchmark maintains the same level of percentage
volatility regardless of portfolio size, the dollar volatility of the portfolio increases along with the value.
If viewed with an overly narrow perspective, this volatility in wealth balances can add tremendously to
investor anxiety. It is not easy to accomplish, but remaining disciplined to an allocation benchmark,
especially in the face of such volatility, has been and will continue to be a key component in achieving
long-term investment success. Our other main concern about investor behavior as we enter 2022 focuses
more on portfolio management and security selection, i.e., where capital is at risk within the equities
market, given some of the current dynamics. With this in mind, we thought it would be appropriate to
provide a perspective on the history of individual stock performance relative to the overall market. We
hope it helps investors maintain a perspective that is much more likely to prove successful for them over
the long-term amid all the uncertainty we face today.
A Historical Perspective – High-Risk High-Reward Moonshots are Dangerous
It would be reasonable to assume the average stock has done about as well as the market over the longterm. This assumption was debunked in an article published in 2018 in the Journal of Financial
Economics titled “Do Stocks Outperform Treasury Bills?” by Hendrik Bessembinder in which he
analyzed a database of over 25,000 stocks listed on U.S. exchanges from 1926 through 2016. These
securities were listed for an average of 7.5 years. They could have been delisted due to profitability
issues causing securities to violate exchange criteria, bankruptcy, mergers, or acquisitions. During this
period, large-capitalization (cap) stocks had an annualized total return of 10.0%, while small-cap stocks
annualized 12.1%, one-month U.S. Treasury bills annualized 3.4%, and inflation annualized 2.9%.
Evidence that the average stock does not perform as well as the market index is overwhelming. Of the
nearly 26,000 stock issues on the U.S. exchanges, less than half managed to generate a positive buy-andhold return (which includes reinvested dividends) during the period they were listed. Only 42.6%
provided a buy-and-hold return greater than one-month Treasury bills, which ostensibly represent a riskfree investment. Moreover, the average large-cap stock had better performance relative to the market and
Treasury bills than the average small-cap stock even though small-cap index performance exceeded
large-cap index performance over the period.
The positive performance of the overall market is attributable to large returns generated by relatively
few stocks. During the 91-year period, stocks created more than $35 trillion of wealth. Out of the 25,332
individual companies represented (some companies have multiple share classes of stock), only 20
(0.1%) accounted for 25% of the wealth creation, 85 (0.3%) for 50%, 284 (1.1%) for 75%, and 1,012
(3.9%) for 100%. In a 2019 study, Bessembinder illustrated the skewed nature of market returns was
even more extreme internationally. About 61% of non-U.S. stocks underperformed U.S. Treasury bills
during the 1990-2018 timeframe, and less than 1% accounted for the entire $16 trillion of net wealth
creation over the period.

While it may seem logical to attribute Bessembinder’s long-term findings to a bygone era with less
accommodative fiscal and monetary policy, recent studies have shown these dynamics still exist.
Morningstar loosely replicated the study for 2011 through 2020 and found comparable results. Although
the Morningstar U.S. Market Index enjoyed a 13.9% annual return for the decade, only 42% of 5,000
stocks had positive returns while 36% had ten-year losses. The other 22% of securities were delisted
during the decade, with the presumption those that were acquired fared moderately well while those that
were involuntarily delisted provided dismal returns.

Page 8

1 3 2 n d E di t io n

2021: Fourth Quarter

WA L L I N G TO N P E R S P E C T I V E

Longevity was a dominant factor in determining which individual stocks created the most wealth over
the 1926-2016 period; of the top 50 wealth creators, 17 were listed in the 1920s. As the study was
focused on public markets, wealth creation was based on listing date and not founding date. Through
2016, Exxon Mobil had created more wealth than any other company at over $1 trillion. The company
existed at the time of the database’s inception in 1926 and merged with Mobil in 1999. Apple and
Microsoft had created the second and third most wealth with Apple listing in 1981 and Microsoft listing
in 1986. If the study was extended through 2020, Apple and Microsoft would be the top wealth creators
followed by Alphabet and Amazon. An alternative perspective is to view how much wealth each
company has created annually since listing. Meta Platforms (Facebook) has created the most wealth
annually at $40.0 billion per year. Alphabet ($29.8 billion), Apple ($20.7 billion), Microsoft ($20.5
billion), Amazon ($17.2 billion), and Visa ($15.0 billion) are next on the list of annual wealth creation.
Exxon’s fall on this list is just one example of how wealth creation is not always permanent. Over the
time period of the study, General Motors had created the eighth most wealth for investors at over $425
billion despite a Chapter 11 bankruptcy filing in June 2009 (there was a slight residual value postdelisting). From a different perspective, only three of the ten largest companies in the S&P 500 at the
end of 2010 remained in the top ten at the end of 2021(Microsoft, Alphabet, and Meta Platforms). Only
one of the ten biggest companies in 2000 remained in the top ten at the end of 2021(Microsoft), and
none of the ten largest companies in the S&P 500 to end 1990 remain near the top of the list. The
world’s most sizable company, Apple, now has a market capitalization 24 times larger than IBM, which
was the largest weight in the S&P 500 in 1980 and 1990. Apple’s market capitalization is 28 times
bigger than General Electric, which was the largest weight to end 2000.
Diversification is Safer
Given the empirical evidence suggests targeting high-risk, high-reward “moonshots” to generate wealth
over the long-term is not a winning strategy, another conclusion may be to simply invest in various
equity markets or indices on a broad basis. This would ensure the relatively few winners who have led
the way in wealth creation are part of the mix. There are, however, indications this strategy currently
presents even more risk than it has historically. The top ten S&P 500 companies now compose around
30% of the index’s total market value. This is the highest level in decades, with data from 1980 showing
the average was closer to 21%. Further, the five largest companies in terms of enterprise value (market
capitalization + total debt – cash; considered the true value of a company) now equate to over
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35% of U.S. GDP. In March 2000, this figure came in at under 25%. Similarly, at the end of 1999 and near
the end of the Dot-Com bubble, the Information Technology Sector made up just over 29.2% of the S&P
500. To end 2021, the sector once again comprises 29.2% of the index after dipping below 15% in the
aftermath of the Dot-Com bubble burst. This figure also does not include some large companies with roots
in Silicon Valley or the internet, such as Tesla and Amazon which reside in the Consumer Discretion
Sector, or Netflix, Alphabet, and Meta Platforms which were moved into the Communication Services
Sector in 2018. These companies make up an additional 12.5% of the S&P 500.
While mean-reversion or law-of-large-numbers theories may indicate eventual dissolution from the
currently concentrated weightings in U.S. markets, they are not necessarily a near-term catalyst for the
demise of these stocks. The companies have developed a track record of durable cash flow generation and
revenue growth, which are highly valuable factors in an uncertain economic environment. However, there
are risk factors which require diligent monitoring given the outsized impact of these companies on index
performance. The five largest companies in the U.S. had market capitalizations above $1 trillion to end
2021, and all five regularly find themselves the target of regulatory and anti-trust saber-rattling. There has
been a push on both sides of the congressional aisle to reduce the power and influence of this relatively
small group. On a valuation basis, which measures price risk, these companies are trading at levels above
the overall market. On average, looking at forward price-to-earnings multiples, these stocks are trading at
nearly 40x expected earnings as we enter the new year. When interest rates increase, valuation multiples
face headwinds, and companies trading at higher valuations are particularly sensitive to this dynamic.
The mobilization and monetization of the internet has been the prevailing investment theme in the decadeplus following the Global Financial Crisis. The companies responsible for building the infrastructure behind
this evolution while successfully monetizing it have been greatly rewarded, as have their investors. History
has shown these trends will not last forever, and even a relatively small rotation in the market or contraction
in valuations could create long-term headwinds not only for the companies, but also for index-based
performance due to market concentration. At Wallington, we are very cognizant of these risks. We are
dedicated to building diversified portfolios through diligent security analysis with the purpose of being
adequately compensated over the long-term for placing capital at risk in the financial markets.

The information contained herein has been compiled from sources Wallington Asset Management, LLC believes to be reliable but no
warranty, expressed or implied, is being made that the information is complete or accurate. Wallington Asset Management, LLC and
its affiliates, employees and/or directors may have investments in positions associated with securities required to implement and
maintain a particular investment strategy. Information presented is not an offer to buy or sell, or a solicitation of any offer to buy or
sell any securities which may be mentioned herein. All securities are subject to price and yield change and subject to availability.
Any recommendations or opinions expressed herein may be subject to change without notice. Past performance is not to be construed as a guarantee of future results. Wallington Asset Management, LLC does not render tax advice. All rights reserved. Any
unauthorized use or any reproduction, modification or distribution of the materials is strictly prohibited.
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