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Economic and Market Outlook: Fourth Quarter 2021
The U.S. economy will continue its post-pandemic recovery despite the likely disruption from Omicron, the latest COVID-19
variant. Current evidence suggests that the latest strain of the virus may be more transmissible, but less severe than the Delta
variant. If true, this is good news for the global economy which still benefits from low borrowing rates, an improving labor
market in the U.S., and excess household savings, which will support consumer demand for goods and services in 2022.
The path of COVID-19, and its related variants, remain the single most important factor driving the global economy. It
also has caused major shifts in consumer behavior. Last year’s spike in inflation was due mainly to supply-side disruptions
resulting from labor shortages related to work restrictions imposed by China and other manufacturing centers. For example,
the lack of semi-conductors delayed the production of new cars at a time when auto demand was increasing. In fact, demand
for many everyday goods was much higher than expected while demand for services such as travel and leisure waned.
Common measures of inflation (including the Consumer Price Index or CPI and Personal Consumption Expenditures or
“PCE”), graphed in Figure 1, illustrate the initial shock to spending and subsequent spike in prices that occurred as a result
of the shutdowns and restrictions related to the Pandemic. The PCE is the Fed’s preferred measure and this is currently well
above their 2.0% target. However, we expect the mismatch between supply and demand to be resolved at some point this
year as factories return to near full capacity and demand begins to shift from goods to services. This will allow certain price
pressures to ease and inflation to fall from its recent peak, although we do expect that price levels will likely remain above
the Federal Reserve’s target rate going forward.
Figure 1: U.S. Inflation to Fall from Recent Peak, but may Remain Above Fed’s Target

Source: U.S. Bureau of Labor Statistics, Consumer Price Index for All Urban Consumers: All Items in U.S. City Average [CPIAUCSL], retrieved from
FRED, Federal Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/CPIAUCSL, January 3, 2022.

All Eyes on the Federal Reserve in 2022
Inflation picked up quickly given the speed at which the U.S. economy recovered from the deep, but brief, recession in the
spring of 2020. Government-sponsored financial support was unprecedented and programs such as the Paycheck Protection
Program (PPP) helped businesses keep their employees. In addition, the extra unemployment benefits provided to those
who lost their jobs as a result of the Pandemic replaced lost wages and supported consumer spending over the past year.
Government bills such as the CARES Act and the latest Infrastructure Bill have kept the economy running even when
personal spending on things such as travel and leisure were put on hold.
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As we approach the two-year anniversary of the onset of the COVID-19 Pandemic, the U.S. economy is on stable footing
and is actually in danger of overheating given the quick recovery and the monetary and fiscal stimulus already provided. In
a sign of strength, the labor market is nearly back to pre-pandemic levels as evidenced by the 3.9% unemployment rate as
of December 2021.
However, it is important to put this quick return to full employment into context since it considers the total size of the
workforce, which has been shrinking. The Labor Force Participation Rate is a measure of the percentage of all people 16
years or older who are employed or actively seeking work relative to the total number of working-age people in the country.
The trend over the last 20 years shows that the workforce in the U.S. is shrinking. The Great Recession in 2008 and the latest
COVID-19 Pandemic has accelerated this trend as illustrated in Figure 2.
It is estimated that approximately 1.5 million working-age people retired early over the course of the last two years, bringing
the participation rate to a low of 62.0% as of November 2021. The lower labor participation rate will likely slow potential
economic growth going forward. However, when considered with the fact that there were over 12 million unfilled job
openings in the U.S. as of December 2021, finding employees will continue to be difficult for businesses and the labor
market may soon reach a point where inflationary pressures begin to develop on a more permanent basis.
Figure 2: The U.S. Labor Force is Shrinking

Source: U.S. Bureau of Labor Statistics, Labor Force Participation Rate [CIVPART], retrieved from FRED, Federal Reserve Bank of St. Louis; https://fred.stlouisfed.org/
series/CIVPART, January 3, 2022.

Changing Economic Conditions Drives Shift in Market Leadership
With inflation likely to remain higher than the Federal Reserve’s 2.0% target and the U.S. labor market fast approaching
full employment, the Fed’s monetary policy will shift to a less accommodative stance this year. They have already begun to
taper their monthly bond purchases and are likely to start increasing their policy rate in the summer of 2022. While these
adjustments to monetary policy are technically considered tightening, we do not expect that rates will rise to a point where
they become restrictive (i.e. significantly slow economic growth). However, just the shift in the policy stance may lead to
higher market volatility as investors’ price in higher rates and inflation.
The U.S. bond market has already started to adjust. The benchmark U.S. 10-Year Treasury Yield is a widely watched
indicator of economic expectations. Over the last 10 years, bond yields have remained range-bound, but they reached an alltime low in the midst of the Pandemic as investors sought the safety inherent in U.S. government debt. However, over the
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course of the last year, as economic growth accelerated and inflation indicators picked up, the yield on the 10-Year Treasury
rose to 1.5% as shown in Figure 3. As bond yields increase, bond prices fall.
Figure 3: The Bond Market is Pricing in an Economic Recovery (Again)

Board of Governors of the Federal Reserve System (US), Market Yield on U.S. Treasury Securities at 10-Year Constant Maturity [DGS10], retrieved from FRED, Federal
Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/DGS10, January 3, 2022.

We expect longer-term yields to rise further in 2022 and the related headwinds to continue until the bond market reaches a
new equilibrium. Our portfolio strategy remains cautious in relation to interest rate risk by maintaining a shorter maturity
profile than the market, particularly during adjustment periods such as these. While the transition to higher yields can be
painful, a higher level of yields across fixed income instruments can provide valuable income to investors, which has been
a feature that has been lacking from the asset class for many years.
Global Equity Markets Offer Opportunity
In our environment where economic growth expectations are being revised higher and interest rates are rising, cyclical
stocks such as those in the financial, industrial and energy sectors tend to perform better than defensive stocks such as
consumer staples and utilities. Interestingly, the definition of economically defensive stocks has changed over the years to
include many consumer technology names as well, whose business models have held up well in uncertain times.
This is in stark contrast to smaller and faster growing companies in the software and biotechnology industries whose future
earnings are valued using today’s low discount rates. As rates increase, valuation support for some of the more speculative
sectors of the market comes under pressure. This distinction is important when considering portfolio allocations since each
group tends to perform differently in certain market environments. Our portfolio strategy is focused on companies with
attractive valuations that offer high-quality growth and tend to hold up well relative to the more speculative areas of the
market.
This was the case last year as energy, banks and even real estate investment trusts or REITs were among the best performing
areas of the market in the first half the year. As uncertainty related to new COVID-19 variants returned to the market,
investors shifted away from speculative areas such as biotech and companies with unproven business models (including socalled meme stocks) and back into companies such as Apple, Amazon, Google and Microsoft, etc., for safety.
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Figure 4: U.S. Markets Have Dominated, But International Stocks Offer Attractive Valuations

Source: Morningstar Direct as of December 31, 2021. Market Indices include S&P 500 Index, MSCI EAFE Index and MSCI Emerging Markets Index. Past Performance
is not a Guarantee of Future Performance. Forward PE multiples provided by JP Morgan Guide to the Markets December 31, 2021.

The Best and the Rest
These industry leaders continue to benefit from strong demand and solid earnings. From a market perspective, their stock
prices are also in demand given the amount of money managed on a passive basis given their dominance in the market
indices. In fact, Apple Inc., just recently reached a staggering $3 trillion market capitalization! The valuations of these
industry leaders reflect their dominance. As of December 31, 2021, they traded at a forward price earnings multiple of 33.2,
which is much higher than that of the broad U.S. market forward price earnings multiple of 21.2.
At some point, market valuations become an important consideration for investors. So far, investors have been willing to pay
up for quality in these uncertain times. However, small-cap companies, cyclical stocks, non-U.S. developed and emerging
markets are all trading at much more attractive valuations than are U.S. large cap stocks. In fact, the valuation advantage
for non-U.S. stocks is approaching record levels. As of December 31, 2021, global stocks outside the U.S. were trading at
nearly a 33% discount.
Whether this valuation discount attracts bargain-seeking investors depends largely on how China and the developed market
economies manage their recoveries from the Pandemic-induced slowdown. China is addressing long-term challenges to its
economy such as its energy policy and deleveraging its real estate sector and this has led to a sharp slowdown in growth over
the past year. At the same time, actions taken by the Chinese government designed to manage the impact of large privately
held companies in the education, gaming and consumer technology space on the Chinese middle class led to a market
correction in 2021. Going forward, there is incentive for China’s leadership to stimulate their economy, get growth back on
track and attract foreign investors again.
Valuation alone won’t lead to a shift in market leadership from U.S. to non-U.S. markets. It will need to be in combination
with improving economic conditions abroad and potentially higher interest rates and inflation in the U.S. going forward.
A modest allocation to globally competitive companies listed on stock exchanges outside the U.S. provides an interesting
investment opportunity, in our view.
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The importance of a longer-term perspective
As we look ahead to a new year and beyond, it’s prudent to reflect on where we are and where we have come from. The last
three years in the U.S. equity markets have been among the strongest in history, despite the difficulties faced by many in the
real world. This disconnect is largely related to the fact that the U.S. stock market has been driven by a relatively few large
companies over the past few years that not only survived but thrived during the Pandemic-induced recession. The conditions
that have enabled the third straight year of double-digit returns in U.S. stocks remain in place today, but they are beginning
to change.
To put this into context, the top 10 names in the S&P 500 Index represented nearly 30% of the total market capitalization
of the S&P 500 Index as of December 31, 2021, with the other 490 stocks representing the remaining 70%. This is the most
concentrated the S&P 500 has been, even more so than at the peak of the tech bubble in 1999. Our portfolio strategies are
less concentrated and therefore less reliant on their dominance going forward. If the market continues to broaden out, as it
did in 2021, we expect our more diversified approach to add value.
If we consider the trailing 10-year returns, ended December 31, 2021, for U.S. stocks, as measured by the S&P 500 Index,
they have generated an annualized return of 16.5%. This is an extremely strong result and well ahead of our long-term
assumptions for equities. In our forward looking assumptions, we do not expect the U.S. market to achieve the same level of
annualized returns over the next decade. As a result, we have a positive, though more modest return expectation for markets
going forward.
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2022 Wescott Disclosure Information
Wescott Disclosure Information
Wescott Financial Advisory Group, LLC (“Wescott or the “Firm”) is an SEC registered investment adviser with its principal
place of business in the Commonwealth of Pennsylvania. Registration does not imply a certain level of skill or training.
Wescott may only transact business in those states in which it is notice filed, or qualifies for an exemption or exclusion from
notice filing requirements.
Wescott has prepared this material for the purpose of providing general information regarding its investment advisory
services where providing such information is not prohibited by applicable law. The information contained herein should not
be construed as personalized investment advice, and should not be considered as a solicitation to buy or sell any security
or engage in a particular investment strategy. For information pertaining to the registration status of Wescott, please
contact Wescott or refer to the Investment Adviser Public Disclosure web site (www.adviserinfo.sec.gov). For additional
information about Wescott and the Entrada Program, including fees and services, send for our disclosure statement as set
forth on Form ADV from Wescott using the contact information herein.
Past performance is no guarantee of future results. Investing in the stock market involves gains and losses and may
not be suitable for all investors.
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