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I

n last year’s outlook(1), I described the current state of global monetary policy as a giant exercise in price
control, specifically, control of the cost of capital. An environment in which perpetually falling rates and equity
premiums favor longer duration growth stocks, but hardly resulted in what might be described as widespread
prosperity.

THE (SHORT-LIVED) REVENGE OF THE BOTTOM HALF

During the grand re-opening of 2021, for a brief moment, dare I say it, things seemed to be going well. Bolstered
by massive government stimulus and a strong job market, something remarkable happened to the average
American household: they got richer.
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While household wealth rising is not surprising given equity, real estate and cryptocurrency gains, what was
truly remarkable was the relative gain attributable to the bottom 50% of American households, whose share of
total wealth rose above 2.5% in Q3. While the percentage remains low in absolute terms, we had not seen this
metric rise above 2% since the 2008 crisis, and 2.5% was last witnessed in the early 2000.

WEALTH BY WEALTH PERCENTILE GROUP

SOURCE: FEDERAL RESERVE
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A tight labor market, marked by the “great resignation” (an unusual number of people quitting their jobs), has
certainly contributed to the slight, but noticeable, narrowing of inequalities. For the first time in years, the labor
market appears to have shifted in favor of workers, who may be in a much stronger position to secure higher
wages, strengthening their ability to accumulate wealth. Direct COVID relief payments and expended child credits also contributed to this continued improvement in household wealth.
Unfortunately, before anyone could celebrate a resurgence of the American middle class, a much bigger story would steal the headline: the return of inflation. In the short term, moderate levels of inflation can have a
beneficial effect on the job market, support asset prices, ease debt burden and even reduce income inequality.(2)
In the long term however, the upside risk to inflation makes me less than enthusiastic about the potential for a
continued trend in narrowing wealth inequalities.
While higher inflation means that everyone, in aggregate, gets poorer, some might get hurt more than others.
Over time, cost pressures are likely to favor owners of productive assets at the expense of small savers and
wage earners. A recent analysis by the Penn Wharton Budget Model already highlights the increasing burden on
middle income family budgets, who spent about 7% more in 2021 for the same products they bought in 2020 or
in 2019.(3)

THE ERA OF LOW INFLATION NEVER STARTED, NOW IT MAY BE ENDING

The return of higher inflation, in the form of her CPI numbers, was heralded as a momentous shift in the economic environment in 2021. After all, inflation has not been a major concern in most of the developed world in
the last decade, some have even suggested that we lived in the era of low inflation(4), and central bank action
certainly focused on fighting the perceived threat of deflation first and foremost.

PRICE CHANGES: JAN. 2000-JUNE 2021

I was never a huge believer in the idea of a “low-inflation era”. To be sure, we may have had moderate
levels of inflation on average, but more importantly,
we’ve had an era of uneven, patchy inflation, where
falling prices in some areas were offset but rapid
increases in others.
What charts like the one to the left highlight, is that
the supposed low-inflation era has, in fact, been an
era of selective inflation.(5) An era in which, broadly
speaking, the price of things we don’t really need,
like toys and electronics, has collapsed, but the
price of things we need (say, food, housing, and
healthcare…) has continued to rise.
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In this environment, it is perhaps no surprise that
middle-class households hardly seemed to reap
the benefits of low prices. All else being equal,
and despite the prevailing inflationist narrative:
no inflation is good, deflation is even better (how
often have you complained about prices at the
store being too low?). For two decades deflation has
been limited to a relatively small segment of largely
discretionary expenses, while higher costs in other
products may have actually reinforced inequalities.
Regardless of how the Consumer Price Index is composed, it is also important to recognize the limitation of
the CPI (our policy makers’ main tool in measuring inflation). CPI is a complex set of data maintained by the
Bureau of Labor Statistics. Over the years, its methodology has been revised multiple times, and most recent
adjustments have tended, in my opinion, to make monetary policy look better. Some of the most convenient CPI
adjustments include: substitutions (the idea that if something is too expensive, we’ll just buy something else, say
lemons instead of bananas…) or, even better: hedonics (an adjustment made when a price increase isn’t actually
CONTINUED ON PG. 5
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deemed to be a price increase, but just a reflection of improved product features). Not to mention the fact that
shelter, one of the largest components of CPI, is for the most part not collected using a market-based mechanism. Instead, most of the CPI’s shelter data comes from something called Owner Equivalent Rent (OER). OER is
basically a survey of homeowners, who get asked a simple question about how much they think their property
could be rented for (imagine calling your parents who’ve lived in their house since 1976, and asking them what
they think the rent is).
Regardless of how much I doubt inflation numbers, what became obvious in 2021 is that no amount of adjustments could make inflation look benign. Since March 2021, CPI inflation started exceeding the Federal Reserve’s
2% target and has continued to rise ever since.

CPI: 2017-2021

In August 2020, the Federal Reserve implemented a new flexible approach to inflation, effectively warning the
market that it may allow inflation to “run hot” for a while if it deemed necessary. We are now in our ninth month
of excess inflation, and just how much more of these inflation numbers will be tolerated is unclear.
Over the last few years, central bank officials have often felt the subtle (or not so subtle) pressure to keep their
policy stance accommodative (remember Donald Trump praising Janet Yellen for being a “low-interest person”(6)?) But politicians and the general public can be fickle, and the pressure to remain accommodative can just
as easily morph into a pressure to tighten. If inflation continues to take hold, being a low-interest rate kind of
person may not look so flattering anymore.
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THE TRILLION-DOLLAR CHECKING ACCOUNT

I have long been telling clients that the pandemic could, somewhat counterintuitively, be the catalyst for higher
inflation. By pushing governments and central banks to implement a combination of both extremely loose mon-

TREASURY GEN. ACCT.
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etary and fiscal policy, they may just have poured fuel on a fire that had been simmering for years underneath
the low CPI numbers. While 2020 saw unprecedented levels of new debt issuance and stimulus, a lot of promises only reached full implementation in 2021, which may explain the sudden, but somewhat delayed, change in
inflation dynamics.
The U.S. Department of Treasury’s general account with the Federal Reserve (effectively, the government’s
checking account) spent most of 2020 swelling up to unprecedented levels: normally fairly steady at a balance of
around $300 billion, it reached a balance of $1.8 trillion in mid-2020 at the height of the pandemic.
In contrast, 2021 was truly the year of
the great spending spree, when checks
were finally cashed, even as treasury bill
issuance slowed. $1.6 trillion was promptly spent in a matter of months between
February and July 2021. As Citi’s market
strategist Matt King highlighted back in
February 2021: the flood of cash created by the drawdown in the treasury’s
general account (TGA) risked tripling
the amount of bank reserves, and pushing rates even further towards zero or
negative territory: “surfeit of liquidity and
a lack of places to put it - hence the rally in
short-rates to almost zero, with the risk of
their going negative.” As King further notes,
“if relative ‘real’, inflation-adjusted Treasury yields fall, it could weaken the dollar sharply (...) at the global level the TGA
effect will indeed prove highly significant.”(7)

FEDERAL FUNDS RATE MINUS CPI INFLATION

As shown above, real yield would indeed fall throughout 2021, to levels unprecedented in modern history, and
one of the side effects of negative real yield may have been to propel the now-familiar “risk on” investment
theme to new heights. We all thought money was cheap at -1% real rates in February, how about -6.5% In November?
The treasury department wasn’t the only one spending. As it turns out, American households too were fast and
loose with their checkbooks. Individual savings rates had risen during the pandemic and remained relatively
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PERSONAL SAVINGS RATES (2017-2021)

elevated well into the beginning of 2021. Since March 2021 however, saving rates have fallen back to their preCOVID levels.
Against this backdrop, it is perhaps no surprise that the “buy everything” ethos, long limited only to financial
CONTINUED ON PG. 7
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MANHEIM USED VEHICLE INDEX

assets, now seems to have spread into housing, commodities, energy, various consumption goods, and even
used cars.
With gains of nearly 50% since December 2020, the Manheim Used Vehicle index outperformed both the S&P
500 and the Dow Jones in 2021.

IMPOSSIBLE CHOICES

Over the last decade, central bankers have been almost entirely focused on supporting the economy. With the
threat of inflation only a distant concern, there has been basically no downside to perpetually flooding markets
with free money. To be sure, central bankers have been fairly successful in averting deflationary fears and consistently driving down real (inflation-adjusted) rates. With short-term rates at zero and longer-dated bonds at
historic lows, many observers felt that yields had nowhere else to go. Real, inflation-adjusted rates have no such

5-YEAR TREASURY NOTE YIELD MINUS YEARLY % CHANGE IN CORE PCED
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lower bound. And as much of what the recent spike in inflation will be heralded as a change of regime, in many
ways, it can also be seen as the culmination of a broader trend in lower real rates that started many years ago –
CONTINUED ON PG. 8
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and arguably as far back as the mid-80s.
With real yield deeply negative, and central bank balance sheets at all-time highs, 2021 brought the scale of
global monetary policy to yet another record-breaking year. However, for the first time in over a decade, inflation may truly force central banking officials to tighten policy this time. So far, policy response in the U.S. has
been mainly limited to tougher talk and a planned reduction of the pace of asset purchases (the now famous
“tapering”). While FOMC guidance does indicate an expectation of multiple rate hikes in 2022, the Federal Reserve will be walking a very fine line as it looks to change course.
One of the paradoxes of the current environment is the continued flattening of the yield curve. A flood of bank
liquidity may have contributed to the collapse in real short-term rates, but has not resulted in any real upward
shift in long-dated bond yields. This could be interpreted in numerous ways. Perhaps the bond market is simply
not buying the idea of long-term inflation, or may think it raises the probability of a policy mistake (excessive
tightening leading to a deflationary crisis), or perhaps the Federal Reserve’s bond-buying program has simply
distorted bond prices to such a degree that rates no longer reflect any realistic growth and inflation expectations. Whatever the case may be, hiking rates in this environment would mean running the risk of yield curve
inversion: a situation where short-term rates would exceed long-term rates. While not always predictive of a
crisis, an inverted yield curve generally sends a very negative signal and isn’t consistent with a healthy economy,
in which opportunity cost should correlate positively with time.
Central banking officials are very aware of the risk, and the issue of curve flatness was explicitly brought up by
members of the FOMC in their December meeting.(8) There is a certain common-sense logic to the idea that,
before resorting to traditional monetary tightening policies (raising short-term rates) the Federal Reserve should
first get rid of the more exotic, experimental, crisis-time measures, such as quantitative easing. Doing so may
allow long-term interest rates to rise, resulting in a more constructive environment in which to hike short-term
rates. After all, if the economy is strong, to the point of raising rates, why have QE at all? That does not seem to
be what committee members are thinking. In fact, according to their latest minutes, they seem intent on doing
the exact opposite: begin to raise rates as early as March 2022, and then tackle balance sheet reduction. Even
so, balance sheet reduction would not resemble a complete termination of their bond-buying program, but
would probably involve a monthly cap on the amounts of “runoffs” (treasury bonds allowed to mature without
being reinvested). Assuming that the monthly cap on runoffs does not exceed monthly maturities, the net effect
of this policy may be that the Federal Reserve will be continuing to buy billions of dollars worth of bonds every
month for the foreseeable future. Presumably with the hope that slowing the pace of balance sheet reduction
will act as a buffer against the possible negative effects of rate hikes.
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In this balancing act between tapering and rate hikes, one might perhaps perceive a subtle acknowledgment
that central bank officials have made themselves into de-facto custodians of stock prices. After all, their previous attempts at an interest rate hike cycle in 2018 ended in a 20% market sell-off and had to be promptly
reversed. At today’s valuations, a similar sell-off would wipe out nearly 10 trillion dollars of value from the S&P
500 alone. Ultimately, the message buried in the complex mix of central banking rhetoric may simply be that
the Federal Reserve intends to stay behind the curve in its attempts to tackle inflation. That it intends to tighten
policy slowly, while remaining accommodative and relying on the magic of negative real rates to support asset
prices and the economy, tightening without tightening. Exactly how long they can get away with this in the face
of higher inflation is anyone’s guess. Given the huge political stakes around issues of wealth inequalities, and
with midterm elections around the corner, I expect pressure on the Federal Reserve to ramp up over the coming months. Backed into a corner, central banking officials may just have to pick between continuing to support
market valuations and curbing cost pressures. However things turn out, 2022 may very well be the year when
investors and US households alike realize that free money does have a cost after all.
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Average hourly earnings increased by 0.4% in October, according to the U.S. Labor Department, but the increase in
wages was negated by a 0.9% increase in inflation, part of a broader trend of the current uphill battle of wage gains.
By Clint Walkner & Jonathon Jordan, CFP®, CEPA

I

f we look back at the stock and bond markets with a Monday Morning quarterback lens post-2008 financial
crisis, one has to consider if the “easy money” has already been made. It’s almost hard to believe that the
historically good run in equity markets has also been coupled with a favorable bond environment as well, with
returns looking very solid net of inflation through many portfolios. The simplicity of this gain also bears noting
– if you simply bought the S&P 500 and coupled it with an aggregate bond strategy solely based in the United
States, you did very well for yourself.

POST-2008 FINANCIAL CRISIS RETURNS
SOURCE: Y-CHARTS
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Naturally, we can ascertain from this chart that it hasn’t been a totally smooth ride from the equities perspective, but it is also safe to say that stocks have pretty much acted as stocks should. It also should be noted that a
globally diversified portfolio detracted from your gains over this period compared to a solely U.S.-focused one.
Looking forward, as we digest both the longer-term past as well as the last 12 months, some headwinds are developing that may affect the future of our portfolio management. Some of these will be more fleshed out in the
remainder of our commentary, as they bear a deeper dive.
Here are three of the main challenges we see as we go forward:

STRETCHED VALUATIONS, PARTICULARLY IN U.S. EQUITIES?

Generally, the thoughts we get from many of our clients is that the U.S. stock market is overvalued. Over the
last year, however, many may not realize that the “overvaluation” of the market 12 months ago was even more
pronounced than it is today. See this price to earnings ratios (P/E) chart since 2017:

P/E RATIO SINCE 2017
SOURCE: Y-CHARTS

Why did this occur? Simply speaking, the earnings of companies ended up catching up while revenues remained
strong due to waning COVID lockdown measures coupled with unprecedented government stimulus. Treating
2020 as somewhat of an outlier due to COVID factors, today’s P/E ratio remains elevated relative to the last 10
years.
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The question remains whether this elevated P/E ratio actually signals that the U.S. market is overvalued. There
are several factors that come into play – low interest rates with expected interest rate increases, pension and
institutional wealth funds trying to hit rate of return targets, inflation expectations, and many others. These factors when coupled together paint a much more complex picture of the “why” concerning elevated P/E. But in the
end, we will continue to need strong earnings to support higher prices. In 2022, we see more headwinds due to
an anticipation of higher rates, potentially pouring some cold water on the inflation heat and possibly slowing
growth as a result. We also believe that there should be tailwinds – at some point, we will emerge from COVID,
leisure activities and travel will increase significantly, and taxation on businesses and individuals will likely remain low until at least 2025 absent any unexpected legislation.

CONTINUED ON PG. 11
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LOW-INTEREST RATE ENVIRONMENT MATCHED WITH EXPECTED LOW RETURNS IN BONDS
The Fed has been quite transparent about its plans to raise interest rates throughout 2022 in a response to
inflationary pressures and potential overheating of the U.S. economy. While we have been through a long-term
decline in interest rates over the last thirty years, there have been periods of time where interest rates have
been on an upward trajectory, albeit relatively short ones. One more recent period of time where this occurred
was in 2018, where the 10-year treasury rate increased over 12%. In looking at how this increase in rates affects
bond prices and yields, we can reference the following chart:

P/E RATIO SINCE 2017
SOURCE: Y-CHARTS

Some takeaways from this:
• The 10-year treasury did not move in a straight line during the year. Despite this, dividend yields from the
two ETFs (used as examples), steadily climbed throughout much of the year.
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• As yields climbed, prices fell, which is the conventional wisdom we learn in economic textbooks. Keep in
mind that the 10-year treasury started in the 2.5% range in 2018 and crested over 3%. We ended 2021 with
a rate of around 1.5%. Here is a data source for treasury rates.
• Short-term bonds weathered the higher interest rates better than longer-term bonds, which again would
fit conventional wisdom. Additionally, shorter-term bonds were less volatile than longer ones during this
period.
As we look at 2022 and beyond, we expect interest rates to keep climbing throughout the year, though it is
unlikely the climb will be in a straight line. One strategy to employ for the year would be to keep the duration of
your bonds short if interest rates do indeed rise, and perhaps consider using some inflation-protected bonds if
you expect inflation to continue to remain high. The issue with that is we are starting from a very low-interest
rate – the 10-year treasury (which would be considered intermediate bond duration) is still well below 2% at the
time of this writing in early January. As rates rise, bond prices will fall, so it is highly unlikely we will see much in
CONTINUED ON PG. 12
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the way of gains.
Another strategy is to move into higher-yielding bonds – perhaps considering lower credit quality or floating
rate bonds to juice up yields. The issue with going too far down that path is simply that a decrease in credit
quality will lead to taking higher risk in your overall portfolio, and aren’t bonds supposed to be your hedge
against falling stock prices and your way to diversify?
If you are gathering from the above comments that this is a tough environment for bond investors, you would
be correct. Starting from such low yields, historically speaking, with the prospects of increases in interest rates,
would portend a less than rosy outlook for bonds in the near future.

UNCERTAINTY OF WAGE GROWTH

Nearly 70% of our GDP measurement ends up coming from consumer spending. When we emerged from
the depths of the pandemic, as states started to reopen, there was a significant shortage of workers to fill job
openings. Resultantly, we saw a significant increase in wages that persists today (and at the bottom of the wage
ranges, this started before COVID). This is the good news.
The bad news is this is only one side of the equation, as we care more about “real” wage growth, defined as
wage growth minus inflation. Unfortunately, we have seen inflation quickly overwhelm wage gains. As we all
have felt the higher prices at the pump and in our grocery stores, we all hope these will be temporary.
If Americans are feeling the effects of inflation, several things could happen:
• Purchases could be delayed or canceled due to the increased costs of items.
• Substitutions could be made to minimize the impact of price increases, for example, instead of buying the
organic strawberries you choose to buy non-organic or you substitute pork for beef.
• Purchases are accelerated with the thought that prices will be higher in the future. For example, ordering
countertops from Home Depot now instead of waiting a few years.
Aside from the accelerated purchases, cancellations or substitutions will be negative for GDP growth. Additionally, the greater wage uncertainty one has, the less “risk” they are willing to take when making purchases. If
“real” wage growth isn’t so real, despite the likely outcome of prices being higher a few years from now, a family
may not choose to buy a home, automobile, or other higher-priced items just based on the perception that they
won’t be able to maintain their purchasing power.

SO WHAT DOES THIS MEAN FOR 2022?

We don’t believe in producing a market forecast, as it is a fool’s errand. What we will posit is that we expect
greater volatility, as the first few days of 2022 would indicate, while returns may come a bit harder than 2021.
As it stands, to score runs right now we may have to settle for some small ball and lots of singles – for those
baseball fans out there. For advisors, it means that we have to remain open to considering investments beyond
the S&P 500, as we always have. In any market, there will always be opportunity. Perhaps this can be found in
considering a rotation towards value-oriented U.S. stocks, a more substantive allocation to non-U.S. stocks, or
potentially, more tangible assets such as commodities or real estate. In the end, we all must remember that
time frame and time in the market are inherently crucial to long-term success, so review these items with your
advisor in your strategy meetings to see how it applies to you specifically.
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Along with the energy sector, which had gains of 53.4% among large-cap companies, real estate was one of the top
performing sectors in 2021, with gains of 46.2%.
By Mitch DeWitt, CFP®, MBA

A LOOK AT SECTOR PERFORMANCE

Every single U.S. sector, as determined by S&P Dow Jones Indices, posted gains in 2021. You heard that correctly, every single one! Of course, each sector doesn’t move in unison, so let’s explore this a bit further.
Energy was the big winner in 2021, whether it be large-cap, mid-cap, or small-cap companies.
posted
2021
INDEXThey
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Financials is a sector that many are looking at opportunistically in 2022. The reason being
is that
banks STRATEGY
are one
INDEX
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of the few places that benefit from rising interest rates. One of the key points to take away is that it’s unlikely
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COMMENTARY
High Beta retained the top spot as the best-performing S&P 500 factor index for 2021, but not without a strong challenge in December from its nearA LOOK
AT FACTOR PERFORMANCE
opposite as the S&P 500 Low Volatility Index placed first among large-cap U.S. factors both for the month and for the final quarter of the year.
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Index funds are now a ubiquitous part of the investing world – from something as simple as an S&P 500 index fund to
more complex indexes like cryptocurrency exchange-traded funds. Pictured is a look at Robinhood’s Index ETFs portal.
By Nate Condon
The subject of index investing is one of the most popular topics of the investment industry. It is written about
constantly in business magazines, newspapers, and websites and generally comes with the author’s opinion on
the topic whether you are interested in their opinion or not. As often as it is covered, I rarely find a piece that explains indexes and index investing in an easy-to-understand way. The goal of this article is to provide a general
overview of indexes, the differences in how indexes are constructed, including equal-weighted indexes versus
market capitalization-weighted indexes, and passive and factor indexing strategies.
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A BRIEF EXPLANATION AND HISTORY OF INDEXES

One of the most notable indexes is the Standard and Poor’s 500, more often referred to as the S&P 500. Simply
put, the S&P 500 tracks the stock performance of the 500 largest companies, primarily based in the U.S. Investment companies took this idea and developed a way to purchase this basket of 500 companies in one investment as opposed to buying each stock as its own investment. The index itself was created in 1957 and is used
to provide a broad representation of the overall stock market’s daily performance. The Dow Jones Industrial
Average, which is arguably the most well known index, is made up of only 30 stocks and, therefore, gives a more
narrow representation of the market. The first S&P 500 index fund was created by Vanguard in 1976. This was
the beginning of an entirely new way of investing. The vast majority of index investments, including Exchange
Traded Funds, that exist today have been created within the last 20 years.
An Exchange Traded Fund (ETF) is a different form of index investing. The first ETF was created in Canada in
1990, with the first U.S. ETF created shortly thereafter in 1992. One of the fundamental differences between index funds and ETFs is that ETFs trade throughout the day on a given exchange and, therefore, have price fluctuations intraday. Mutual funds only change their price per share once per day after the market has closed. With
ETFs behaving more like individual stocks, they tend to be more tax-efficient than mutual funds as well.
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THE EXPANSIVE WORLD OF INDEXES

Since the beginning of the 2000s, the index investing world has exploded with offerings. The bellwether indexes
of large companies, mid-sized
SCHWAB, VANGUARD & iSHARES SMALL CAP COMPARISON (2021)
companies, and small companies have given way to more
SOURCE: Y-CHARTS
niche and exotic indexes such
as cybersecurity, photonics, and
global blockchain, to name a
few. A recent estimate put the
total number of ETF investment
products at more than 7,000;
however, the number fluctuates
by the day. The splintering of
the ETF market also creates
challenges in comparing what
appear to be similar index
investments, only to find out
they can be vastly different. If
we look at three Small-Cap US
ETFs from Vanguard (VB), iShares (IJR), and Charles Schwab
(SCHA), we find three very
different investments.
This chart represents a one-year performance comparison between the three mentioned ETFs. While this is a
relatively short time frame for performance, the chart highlights the drastic difference between these investments, even though they all appear to be similar by title. The biggest reason for this performance variation is
the makeup of each of these investments, which represents a different investment philosophy. The Schwab
ETF owns the most small-cap companies in its basket with 1,761, then the Vanguard investment with 1,560,
both of which dwarf the iShares offering with 684 total holdings. These are three of the most popular, passively

MARKET-CAP VS. EQUAL-WEIGHTED FUNDS (1 YEAR)
SOURCE: Y-CHARTS
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managed U.S. small-cap index investments. It is fair to say that not all small-cap index investments are created
equal.

HOW IS AN INDEX CONSTRUCTED?

The development of index investments has evolved drastically over the past two decades. Let’s start with the
most basic – the S&P 500. The purchase of an S&P 500 fund will yield you a basket of the 500 largest, mostly
U.S.-based companies. The methodology used to determine the 500 companies that make up the S&P 500 is

MARKET-CAP VS. EQUAL-WEIGHTED FUNDS (5 YEAR)
SOURCE: Y-CHARTS

agreed upon by the investment community as a whole, in that, the list of companies that make up the index
is published and accepted. That said, the construction of S&P 500 index funds can be quite different because
the relative weighting of each of the 500 stocks can be different. Many of the S&P 500 funds are market capitalization-weighted, meaning that the largest stock in the index holds the largest position within the fund. This,
proportionally, happens down to the 500th company in the fund. By purchasing a market-cap-weighted index
fund, the investor should understand they are not getting an equal slice of all of the stocks in the 500. Currently,
the top five companies in the 500 make up over 20% of the index. By comparison, an equal-weighted index fund
will do just that – invest an equal amount across all of the stock in the index. Here is a chart to illustrate how the
performance of these two strategies may differ by using the SPDR S&P 500 market-cap-weighted fund (SPY) and
the Invesco S&P 500 equal-weighted fund (RSP).
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The one-year performance chart of these two investments ends in relatively the same place. However, a closer
look at the chart will show how the two investments behaved differently throughout the year. The chart on the
previous page representing the five-year performance of both investments shows the more dramatic separation.
This isn’t to say that one method is superior to the other, but rather, to illustrate the differences in index investing as well as the importance of knowing what you own in your investment portfolio.

PASSIVE VERSUS FACTOR STRATEGIES

In the infancy of index investing, the idea was to model a well-known stock or bond index and simply follow the
performance of the stocks in the basket. This eliminated the need for dedicated portfolio managers to use their
CONTINUED ON PG. 18
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FACTOR INVESTING OVER FIVE-YEAR TIME FRAME
SOURCE: Y-CHARTS

expertise to pick stock or bond winners for their portfolios. The logic was simple: Why try to beat the performance of said index year-in and year-out when you can participate in the performance of the index. This is the
way it went for many years until the development of factor strategies. Factor investing was a groundbreaking
idea that would theoretically take a good idea – index investing – and make it significantly better. Typically,
factor strategies will start with an index and use factors such as profitability or price-to-earnings ratios to weed
out underperforming companies and then rank the remaining companies in the index. The idea is centered
around the thought that not all of the companies in any given index are solid investments. Why own the bad
with the good? Of course, this idea also relies on the correct combination of factors to determine what defines a
“good” company and what defines a “bad” company by way of their investment merit. While the past five years
have been difficult for many of the factor investment strategies, there are also periods when they dramatically
outperform.
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When index investing was created and began to gain traction in the 1990s, it was difficult to see where it might
lead. Many investment ideas have come in quickly, had their day in the sun, and went away almost as quickly.
Index investing is not one of those ideas. It is as popular today as it has ever been, and the daily creation of new
funds is evidence of that growth. Investment companies will continue to tinker with different ways to package
their index offerings and try to build a better mousetrap. But, in the end, millions of inventors still prefer to own
the funds from the early days, and that isn’t likely to change any time soon.
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The U.S. dollar posted its best year since 2015 in 2021, with the USD index (DXY) increasing 6.5%. But a stronger dollar
will make international goods and services more competitive (or allow manufacturers to make more money).
By Keith Poniewaz, Ph.D.
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THREE REASONS TO LOOK AT INVESTING
INTERNATIONALLY IN 2022

In 2021, the U.S. stock markets hit record highs almost 70 times, and the consensus is that the U.S. market is
largely “expensive.” Such a snap view is confirmed by a variety of valuation metrics: price-to-earnings ratios (P/E)
and forward P/E being chief among them. Moreover, the bond market is poised to face a rough 2022 because
there is a growing consensus that the United States Federal Reserve Board (also known as the “Fed”) will also increase interest rates, which historically has caused bond prices to fall. Between this seeming domestic “rock and
a hard place,” there are some areas that continue to look like good deals: one of which is international equities.
In this article, I will cite three key reasons why investing now in international markets might be a good long-term
investment: or, in other words, explain why the U.S. is expensive and the rest of the world is not.

CURRENCY AND THE ALMIGHTY DOLLAR

The U.S. dollar is relatively strong right now – and indeed might get stronger in the near future because the U.S.
may raise interest rates as soon as March. Indeed, the dollar posted its best year since 2015 in 2021, and the
U.S. dollar index (DXY) was up 6.5% in 2021.
However, overall a stronger U.S. dollar will make international goods and services more competitive (or allow
manufacturers to make more money) in the longer run. How does that work? In short, a stronger U.S. dollar
means it is less expensive to buy foreign goods and services. If the dollar is weak versus the euro (let’s say $1
equals 0.8€), for example, a purchase of an automobile that costs 30,000€ would equal $36,000, and the automobile will be compared to those similarly costing $36,000. If, however, the dollar is strong (let’s say $1 equals
0.9€) a 30,000€ automobile would only cost $33,000. A manufacturer can deal with this in a variety of ways– it
can aim to sell more cars at less price (instead of 10,000 cars at $36,000 try to sell 15,000 at $33,000) or the
same number of cars at the original $36,000 price, booking the currency gain of $3,000. In either case, the firm
CONTINUED ON PG. 20
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will be helped by the stronger U.S. dollar.
The U.S. dollar being strong also has the effect of meaning that just as the foreign currency could theoretically buy more car for less– a stock originally priced in euro can also be bought for less. Indeed, foreign market
returns for U.S. investors were hindered by approximately 5.2% by currency headwinds last year due to the
strengthening U.S. dollar according to JP Morgan.
An additional tailwind of a strong dollar for international markets is that it frequently promotes international
travel, improving many economies that depend on tourism for a large chunk of their GDP. However, the ongoing pandemic may lead to this effect being muted. Should COVID progress to an “endemic” rather than a pandemic, we’ll likely see an increase in travel to foreign countries buoyed by pent-up demand for travel and the
ability to buy more with less.
(For those who prefer a video explainer from the perspective of U.S. companies, look here for an overview from
the WSJ)

REST OF THE WORLD GDP GROWTH

One of the ongoing beliefs is that the U.S. economy (and accordingly its stock market) is doing better because
the U.S. economy is doing better than the rest of the world. This is not necessarily the case.
		
In fact, between 2012 and 2019 the GDP growth rate of the rest of the world surpassed that of the United States
by 0.5% per year – though this was admittedly a cooling down as the rest of the world grew at a rate exceeding
the U.S. by 1.2% from 2001-2011 according to the JP Morgan Guide to the Markets. In fact, the last time the U.S.
outpaced the rest of the world in GDP growth was from 1992 until 2000. Despite this growth advantage, U.S.
large-cap stocks have outpaced the rest of the world (the MSCI EAFE index) by roughly 275% over the last 14
years. (JPM)

VALUATIONS

This might be the most compelling case for looking at non-U.S. equities going forward. As I noted in the introduction, the U.S. (particularly U.S. large-cap stocks) is trading very high relative to its longer-term P/E measures.
There are several reasons for this, but a key one is the low interest rates in the United States and a very strong
run for U.S. technology over the last 10 years. On the other hand, despite negative interest rates, valuations of
non-U.S. stocks have not soared.
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Indeed, relatively speaking, valuations for non-U.S. stocks are deeply discounted compared to the U.S. Again, according to the JP Morgan Guide to the Markets, the rest of the world’s forward price-to-earnings ratio (FPE) was
at 14.1 versus the S&P 500’s 21.2 FPE. This is compared to a 20-year average of 13.3 FPE versus 15.5 FPE for the
U.S. In other words, the rest of the world is trading at a 32.7% discount versus U.S. FPE, which is significantly off
of its 20-year discount of 13.2% discount. Moreover, the rest of the world is yielding higher than the U.S. right
now. On average, the U.S. has dividend yields about 1.6% less than the rest of the world (compared with a 1.1%
average difference over the past 20 years).
Such data also apply as we look from region to region. For instance, Japan, despite macroeconomic forecasts of
3.2% growth next year, is currently trading below its 25-year forward P/E ratio.
In short, even if we take into account that the rest of the world tends to trade at lower valuations historically, the
rest of the world is trading at a discount in terms of price to earnings.
There is an old saying in investing that the market can stay wrong longer than you can stay solvent. While we
don’t go that far in our risk-taking, the 14-year ongoing out-performance of U.S. large-caps has exceeded the
longest previous period of out-performance by approximately 6.5 years and growing (the rest of the world
outperformed the U.S. for 7.3 years from approximately 2001-2008; the longest period of U.S. out-performance
was a little over six years during the 1990’s dot com boom). It is impossible to predict when the shift will occur,
but from a long-term perspective, the rest of the world is looking like a better and better deal.
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Pictured above is the National Theatre of Costa Rica in San José, Costa Rica. There are estimated to be 70,000 Americans living in Costa Rica, making it one of the top locations for U.S. expats.
By Stan Farmer, CFP®, J.D.
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TOP FIVE INTERNATIONAL DESTINATIONS
FOR AMERICAN EXPATS IN 2022

I’ve given myself a fun assignment this time around as we look forward to 2022. No worries about where the
stock market may be heading after a great bull run off of the panic lows brought on by the pandemic in early
2020. No wondering what sectors or asset classes look primed to perform, or fizzle, in 2022 in this article. What
a relief to not have to worry that my market predictions committed to writing will come back to haunt me next
year… Those are all on my mind every day, of course - occupational hazard! On this occasion, I’ve decided to
turn my focus to dreams of ideal expat lifestyles instead.
I thought it might be a good time to consider where investors might decide to go and live off of the nest egg
they’ve accumulated over their lives, particularly after the good market years we’ve had. Or where they might go
after cashing out on the massive appreciation in the U.S. homes. Lately, the employment numbers are suggesting that many, including a surprisingly high number of Americans that are still in their traditional “working”
years, have decided not to return to the office and prefer retirement, or some form of quasi/semi-retirement,
instead. I talk to such people on a weekly, usually daily basis, so I have at least some perspective to offer on the
subject.
As an expat financial advisor, I get the privilege of helping Americans game plan for these types of life-changing moves. This can be incredibly satisfying work, meeting so many different people with diverse backgrounds,
financial circumstances, and lifestyle objectives and helping each one of them map out a sustainable long-term
plan that allows them to accomplish their dreams of living their new adventure abroad. I thought it might be
worth discussing some of the top destinations where Americans, still working or in retirement, seem to be going, and just comment on a few of the considerations that might factor into their planning once they decide on
these new residence countries.
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This is by no means an exhaustive list of great destinations for expats, and I’ll admit there is a bias toward
destinations both within our advisory experience and that offer financial efficiency (bang for the buck) on top of
quality of life that will intrigue potential American expats. Additionally, the options needed to include a couple
of great places to work (office or remotely) and not just retire. Accordingly, I’ll discuss five top destinations in
alphabetical order rather than any particular ranking.

COSTA RICA

When I think about retiring abroad on a tight budget, my mind immediately turns to our southern neighbor
(Mexico), and their neighbors (Central and South America). Many of the positives that expats can find in Costa
Rica apply to a good deal of the countries in the region. However, we’ve narrowed the list to five countries and
the Americas deserve a spot, and it goes to Costa Rica.
One thing that may concern would-be expats is political/military stability. No one wants to buy a property
abroad and then find their new residence country embroiled in civil war or border conflicts – talk about disrupting the quality of life! As far as that risk goes, Costa Rica seems like a Latin America best bet in terms of political/
military conflict and is often hailed as the “Switzerland” of Latin America. Let’s assume that’s not for the great
skiing and hot chocolate and simply because Costa Rica has no military and, instead, focuses on education and
healthcare.
From a tax perspective, Costa Rica seems better than Switzerland … by a long shot. If the U.S. expat’s income
comes from all U.S. sources, they should not incur Costa Rican income taxes. If the expat is working while resident in Costa Rica, the income tax rates in Costa Rica are usually lower than effective U.S. tax rates. Since U.S.
citizens and permanent residents (green card holders) still have to pay income taxes, but can use the foreign
earned income exclusion and/or foreign tax credits to offset U.S. tax liabilities, working in a lower-tax country
like Costa Rica isn’t likely to increase the overall income tax burden for Americans by much, if at all. Property
taxes are also pleasantly low, at 0.25% of the property value.
But what also makes Costa Rica truly attractive is that those after-tax dollars go further than they would in your
typical tropical or oceanfront paradise. Costa Rica is famously affordable in terms of good housing (renting or
owning) and your other typical expenses to enjoy a suitable quality of life. The healthcare system in Costa Rica
is considered quite good and affordable. Once an expat becomes a legal resident of Costa Rica, they can participate in a government-run health system by choosing either to pay cash or purchase private insurance. Either
way, expect the prices of good healthcare to be lower – much lower, than here. Finally, Costa Rica is known to
have a relatively straightforward residency program for expats, which might check another very important box
for Americans looking to venture abroad.
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FRANCE

France offers a wide range of lifestyle choices from the bustling cultural epicenter of Europe (Paris) or vibrant
Lyon, to less urban, pastoral fare throughout the nation and, of course, the relaxing and sublime Mediterranean
southern coast. There is something for everyone’s budget in France in terms of where to live, and great food
and wine to make whatever lifestyle the expat wants all the better! The variety of regions within France is truly
magnificent, including Spanish influences in the West and German influences in the East. Living in the center of
Western Europe also opens the door to affordable and convenient trips to the rest of the continent, too!
French taxes would normally give Americans a fair amount of sticker shock. If you live and work in France,
there’s no getting around that issue. However, and to the surprise of many, France can be a very, very attractive
option for U.S. expats in retirement. The secret ingredient to an affordable francophile retirement lies in the
fine print of the income tax treaty between the U.S. and France. Americans enjoy substantial treaty relief from
French income taxes on most of their U.S.-source income – from their pensions and Social Security to their dividends and capital gains on U.S. stocks, their interest payments from U.S. bonds, and their rental income from
U.S. properties to boot! A word of caution for affluent Americans who want to spend the entirety of retirement
in France: the inheritance tax treaty is not similarly generous. If leaving a legacy to your family is a priority, keep
that in mind. If it is not, France is calling you, but perhaps leave your tacky American tourist outfits behind.

MALAYSIA

We’re big fans of diversification at Walkner Condon and it seemed unfair to ignore Asia’s treasure trove of qualiCONTINUED ON PG. 23
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ty expat offerings. If you pursue the publications on best destinations to live, it’s clear that Asia has many quality
offerings, including Vietnam, Thailand, Singapore, Hong Kong, Taiwan, and, of course, Malaysia. Based on a sampling of expats that I talk to, the pandemic has altered the atmosphere in Singapore in terms of visa processing
and genuine openness to immigration. When it comes to Hong Kong and Taiwan, the current positioning of the
Chinese government is hard to ignore. Accordingly, while I have great fondness and familiarity with these destinations, I can’t give them a current top-five ranking.
Malaysia edges out the neighboring competition for consideration as a top-five expat destination in the world
and the Asian representative on our list for 2022. It has a highly educated population with a tremendous healthcare system. Kuala Lumpur may be one of the most underrated (and/or least discussed) cities in the world – a
financial/economic powerhouse that offers a high quality of life and great opportunities to work. A recent survey
of 15,000 expats ranked Kuala Lumpur as the best city for expats, citing its relative affordability, livability, and
ease of settling into life there. For those seeking refuge in natural beauty, from green pastoral hillsides to beaches and unspoiled islands, Malaysia has something unique to offer you.
One of the attractions from our perspective is the territorial approach to income taxation in Malaysia. For a U.S.
expat living in Malaysia, this means that income generated outside of its borders will not be subject to Malaysian income tax. This is a recurring theme in our rankings and for good reason – Americans always have to deal
with U.S. federal taxes no matter where they live, so why not find a country of residence that does not add to
the burden! While those who work in Malaysia will be subject to taxes on their earnings, the Malaysian income
tax system is progressive but relatively compatible with U.S. federal income tax rates (30% maximum on income
above approximately $500,000), so the net tax burden of Malaysian taxes should be minimal for most expats
working there.
Other strengths of Malaysia include the fact that expats give the country high marks for ease of immigration
(the visa process) and transition. You can get by with English in most places, too. If you decide to move there,
you’ll find a population that is very accepting of expats. It’s been a haven for Americans and Brits in particular
for decades, so you may find a social community to help guide you as you transition to life abroad, too!

PORTUGAL

Portugal has a long tradition as a favorite host to European (particularly British) retirees who want to remain in
Europe but desire a friendly culture with an attractive budget so they can stretch their pensions further. Over
the past couple of years, Americans have finally caught on to the fantastic value and tremendous quality of life
that beckons in Portugal. Without any doubt or close second on or off of this list, Portugal has trended higher
and higher for Americans looking to move abroad.
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Portugal offers one of Europe’s greatest concentrations of English-speaking expats along the southern coastline
(especially the Algarve region). But Americans seem to be moving in droves to Lisbon, the beautiful coastal area
of Cascais just to the north of Lisbon, Coimbra and Porto as you journey further north, and Setubal should you
prefer to live just West of the capital. Moreover, Portugal has become more than a retirement destination for
Americans, but also for younger families that have careers that allow them to perform their work from anywhere (e.g., consultants and “digital nomads”). Portugal ranks high on Europe’s relative affordability scale, with
very reasonable and good health care. Like France, Portugal has a relatively laid-back culture where people
enjoy long, relaxing meals with good wine and a general zest for life.
This infusion of expats to Portugal is no accident. Rather, it is the byproduct of a concerted effort by the Portuguese government to inject their economy with affluent foreigners. At the heart of that effort is an immigration
policy that includes a Golden Visa program, whereby foreigners wanting to live in Portugal make investments in
property or Portuguese-based funds that are committed to developing the country. The other important component is, not surprisingly, very friendly taxation policies to make living in Portugal more financially attractive.
First, Portugal has abandoned death taxes and has neither an estate tax nor an inheritance tax. Retirees looking
to leave a legacy to their families will find this advantageous to the estate planning dilemma presented in most
western European countries. Second, and perhaps more significantly, Portugal has rolled a tax regime that is
wildly popular with expats known as the “non-habitual resident” (NHR) program.
Originally, Portugal’s NHR program enabled expats to avoid Portuguese income taxes on almost all non-PorCONTINUED ON PG. 24
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tugal source income. There are exceptions beyond the scope of this discussion. It is noteworthy that the NHR
program was slightly modified in 2020 to place a 10% flat tax in Portugal on foreign pension (e.g., 401k, defined
benefit pensions, IRAs, and Social Security) distributions. However, for Americans, who pay U.S. income tax on
their income from all worldwide sources, the 10% Portuguese income tax on pensions produces a foreign tax
credit that reduces U.S. income liability by the amount paid to Portugal, so this is usually not a true fiscal burden
for U.S. expats that wish to retire in Portugal. The tax break also extends to those who wish to live and work
in Portugal, because the NHR program will lower the Portuguese tax on wages/earned income that is Portuguese-sourced to an attractive flat rate of 20%.
The NHR program is available to be claimed during your initial year of Portuguese tax residency and extends for
the first 10 years of tax residency. Thereafter, expats remaining for longer will be subject to normal Portuguese
tax rates on income from all worldwide sources. Those tax rates currently run progressively higher than comparable U.S. federal income tax rates, so plan accordingly. For those envisioning a retirement that begins with
an overseas adventure and plenty of travel around the European continent, Portugal and its NHR program are
more than worthy of further investigation!

UNITED KINGDOM (UK)

Dreaming of retirement in a tropical paradise? Looking to learn a new language and immerse yourself in a completely different culture? If the answer to these questions is a “hard no,” then the United Kingdom may be your
best bet as the overseas destination of choice. Besides the kinship with America, if you were concerned over the
last few years that Brexit would destroy the nation … so far, it hasn’t.
It’s no surprise that the United Kingdom remains, as always, a haven for U.S. expats. It’s simply an easier cultural
transition, and the amount of business transacted between the former colonies and Britain means that immigration between the two allies solidifies the UK as an attractive landing spot for Americans abroad. Of all the
residence countries that my clients call home, it is also the one where the “dual national” status – holding both
the U.S. and residence country passports – is most common. Much like the United States, the United Kingdom
offers a diversity of urban, suburban, and rural locations, and the cost of living can vary dramatically depending
on the lifestyle that best suits the expatriate.
The United Kingdom also offers the expat adventurer some potential tax relief through the remittance basis of
taxation. That’s sometimes helpful because UK income taxes are usually more onerous than American expats
may be accustomed to. However, this tax status is complex with a myriad of special rules. To be brief and overly
general about the remittance basis of taxation, expats can elect freely in any of their first seven years as a UK
tax resident to pay UK income taxes on only (1) their UK-source income, and (2) the income that they remit
(bring over) to the UK. If an expat is either (a) planning on staying in the UK for a relatively short period, and/or
(b) has the bulk of their income coming from non-UK sources, this can be an attractive incentive indeed. Otherwise, if you are (a) working in the UK, and/or (b) planning to remain in the UK longer term, the remittance basis
of taxation may not be your cup of tea. Be sure to work with a very good tax expert that can advise on your U.S.
and UK income taxes before deciding on whether to make that election and how to navigate your money movement across the Atlantic thereafter!
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Sorry if the last paragraph made your head hurt or put you to sleep … the financial advisor in me precludes an
article fit for a travel magazine. At the end of the day, our international team loves learning about our clients’
collective and unique experiences living abroad and we aim to help them stretch their accumulated wealth as
far as possible wherever they may settle. Taxes, housing costs, general cost of living, healthcare quality, and cost
all should factor into the analysis. There are so many great choices to consider for an American contemplating a
move overseas, so we recommend both an open mind and that the would-be expat does their homework ahead
of time. Let us know if we can help in that regard.
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