
“No person has the power to have everything they want, 
  but it is in their power not to want what they don’t have, 
  and to cheerfully put to good use what they do have.” 
  & Seneca, ca. 4 BC – 65 AD, Roman statesman and philosopher 

THE LONG ROAD BACK TO POLICY NORMALIZATION 
What are the most important criteria to consider when 
buying real estate? Just about any realtor and every 
HGTV show will tell you, it’s ‘location, location, location.’ 
Believe it or not, this phrase is more than just a buzzwordy 
catchphrase – it is good advice.  

No one really knows where the famous phrase originated 
or who coined it. References to it date back to the 
Chicago Tribune Classifieds in 1926, though it was used 
in a way that 
suggests it was 
already a familiar 
expression by that 
time. Location not 
only affects the 
value but also the 
desirability of a 
property. Where 
the home is 
located is often 
the determining 
factor when it 
comes to property 
value and future 
appreciation 
potential. 

So, when we read 
that someone 
recently spent a little under a half-million dollars for a plot 
of land to have the privilege of becoming California-
based rapper Snoop Dogg’s next-door neighbor, it 
seemed like quite a bargain. 

Turns out the story is more complicated: the buyer 
actually spent $450,000 for a plot of virtual land to be 
Snoop’s virtual neighbor in the ‘Snoopverse’, which is an 
interactive world that the entertainer is developing in the 
metaverse. His virtual neighbors will get access to 
exclusive content, including members-only parties at a 
digital replica of his California mansion – which is currently 
still being constructed. That’s right, the latest hot real 
estate market is in the digital realm, where 
property sales are guided by the same principle 

as in the physical world: location, location, location. 

In the wake of Facebook rebranding as Meta, you may 
have heard of the ‘metaverse’, but you are certainly not 
alone if you don’t quite understand what that means. 
Defining the ‘metaverse’ is complicated, especially 
because it doesn’t exist yet and the concept means 
different things to different people. For now, the 
metaverse is an aspirational term for a future digital world 

that encapsulates 
some current 
trends in online 

infrastructure, 
including the 
growth of real-
time 3D, where 
users ‘live’ within a 
digital universe to 
socialize, shop, 
exercise, work, 
and play. It is 
considered the 
successor of the 
internet as we 
currently know it 
and will be made 
up of persistent, 
shared spaces that 
provide users with 

immersive experiences and a sense of presence. 

The term was coined in Neal Stephenson’s sci-fi novel 
‘Snow Crash’ in 1992, where it is referred to as a 3D virtual 
world inhabited by avatars (a graphical representation of 
real people). The idea gained traction during the recent 
periods of lock down and social distancing, when people 
began meeting (and even getting married!) in gamelike 
interactive spaces. 

While it’s easy to imagine some limited forms of the 
metaverse catching on, the vision of a life fully lived in 
virtual reality is likely to remain the stuff of science fiction. 

But that hasn’t deterred ‘investors’ from blindly 
betting on the utopian concept of the 



metaverse, NFT-linked cryptocurrencies and even digital 
property in new virtual worlds. 
 
Whatever the motivation of these ‘investors’, the source 
of much of their gamble is the world’s major central banks 
which have flooded the economy with massive liquidity 
injections and kept interest rates artificially low, with the 
stated purpose of promoting economic growth and 
maximum employment. By most measures, those drastic 
measures proved highly effective, but they also led to 
speculation that lifted asset prices far and wide and 
reshaped how we save, invest, and spend.  
 
By lowering the return on safe assets like bonds, they 
induced investors to shift their portfolios to riskier corners 
of the market. Consequently, more people started 
investing in new types of esoteric categories, such as 
SPACs (aka ‘blank check companies’), cryptocurrencies, 
NFTs (non-fungible tokens, which are digital assets that 
represent real-world assets), collectibles and yes, virtual 
real estate. It also sparked a spectacular rise in non-
financial assets like real 
estate and fine art. 
Topping it all was Italian 
sculptor Salvatore Garau 
who, for the cool price of 
$18,300 recently 
auctioned the world’s 
first ‘invisible sculpture’ 
entitled ‘Io Sono’ (Italian 
for ‘I am’) – which is to say 
that it is immaterial, with 
a certificate of 
authenticity being the 
only proof of ownership. 
At least, the buyer 
doesn’t have to worry 
about accidentally 
knocking it over. 
 
With animal spirits running wild across financial markets, 
investors would do well to remember the wise words from 
legendary mutual fund manager Peter Lynch: “People are 
very careful with their money. When they buy a 
refrigerator, they go through Consumer Reports. When 
they buy or rent an apartment, they’re careful. But people 
hear a tip on the bus on some investment and they’ll put 
half their life savings in it before sunset, and they wonder 
why they lose money.” For him (and for us here at Telos), 
the single most important thing for investors is: ‘know 
what you own, and know why you own it.’  
 
There’s no escaping that near-zero interest rates and 
overly stimulative liquidity have inflated the valuation of 
assets and resulted in misallocation of capital. That has 
left financial markets out of alignment with the real 
economy and their usual role in natural price discovery is 
effectively broken. Conventional valuation measures are 
useless for digital or invisible assets that have no intrinsic 
value nor earn interest or dividends. We can’t help 

thinking that perhaps it wouldn’t be such a bad idea to let 
economic cycles and capitalism run their natural course, 
instead of artificially boosting them. 
 
On the bright side, the U.S. economy enjoyed a strong 
rebound in 2021 from the pandemic-led downturn of 2020 
and remains the strongest and most dynamic of the 
developed world. The unemployment rate tumbled in 
November to 4.2%, its lowest point since the pandemic 
struck, suggesting the labor market is rapidly tightening. 
Fed policymakers expect the unemployment rate to drop 
to 3.5% this year, roughly where it stood before the onset 
of the coronavirus. The economy is forecast to have 
expanded at a 5.5% annual rate in 2021, the fastest pace 
since 1984, and surpassed its pre-pandemic output peak 
in the second quarter - a remarkable achievement 
considering the depth of last year’s recession. On the 
other hand, strong consumer demand for goods and 
supply chain bottlenecks have led to strong and 
persistent price increases across the board with inflation, 
as measured by the consumer price index (CPI), rising at 

a 39-year high rate of 
6.8% in November.  
 
So, after years of worrying 
about the lack of 
inflation, central banks 
now have it in spades. 
The Fed has 
acknowledged this 
dynamic as Chairman 
Powell in recent 
congressional testimony 
conceded that ‘transitory’ 
should no longer be used 
to describe the current 
inflation situation. In a 
step to policy 
normalization, the FOMC 
(the Fed’s rate-setting 

committee) decided to speed up the winddown of its 
monthly asset-buying program, a key quantitative easing 
strategy for supporting economic activity launched in 
March 2020 to prevent a pandemic-induced crisis. This 
sharp policy shift, prompted by clearer evidence that 
inflation is becoming more persistent, puts it on track to 
bring all asset purchases to a full stop by March 2022 
instead of mid-2022 as it previously forecasted. Ending 
the bond purchases earlier gives the Fed more flexibility 
to raise interest rates as early as the second quarter this 
year, if necessary, to keep prices from spiraling out of 
control.  
 
The central bank will be watching data over the next few 
months to determine how aggressively it might need to 
act, but for now Fed officials project that three 25bp 
(0.25%) rate hikes might be necessary this year, followed 
by three additional hikes in 2023. However, most market 
observers expect them to be more tentative given 
uncertainty surrounding the economic impact from the 



ongoing pandemic. Yet even three increases would mark 
a meaningful departure from what has been decades of a 
declining and sustained low-rate environment, which 
could be felt across financial markets. 
 
The Fed’s own Summary of Economic Projections 
forecasts that inflation will run at 2.6% in 2022 and GDP 
will grow 4% this year. It reckons that the neutral rate – a 
level that neither spurs nor retards the economy – for fed 
funds, the rate at which banks can lend excess reserves to 
each other overnight, is 2.5%.  
 
The U.S. wasn’t the only country signaling a move away 
from the ultra-easy policies adopted to combat the 
pandemics’ economic damage. Britain became the first 
G7 economy to hike interest rates, while the Bank of 
Canada halted its securities purchases. The Reserve Bank 
of New Zealand 
also hiked its short-
term policy rate to 
slow inflation and 
to cool that 
country’s red-hot 
housing market. 
 
Former Fed chair 
William 
McChesney 
Martin’s adage was 
that the job of the 
Fed was to take 
away the punch 
bowl just as the 
party was getting 
started – i.e., 
tighten credit once the economy recovers from recession. 
With the clearest of signs that the U.S. economic party is 
in full swing, the central bank has begun to focus on 
fighting inflation and started to unwind some of the 
staggering monetary stimulus that was injected into the 
system to quell market disturbance in early 2020. This shift 
is the latest sign of how accelerating and broadening 
inflationary pressures, together with signs of an ever-
tighter labor market, have reshaped the Fed’s economic 
outlook and policy planning. 
 
In the real world, however, effective monetary policy faces 
a number of significant hurdles. For one, it operates with 
long and variable lags, which heightens the risk that their 
actions can create as much or more economic instability 
as they resolve. Interest rate changes can take up to 18 
months to have their full effect. This means that monetary 
policy needs to try to predict the state of the economy for 
up to 18 months ahead and it’s possible that inflation 
could have already dissipated by the time the economy 
starts to adjust to rate hikes. 
 
For most of 2021, Fed officials insisted that inflation would 
be transitory, yet they were repeatedly surprised by the 
strength and staying power of inflationary forces that 

persistently overshot their forecasts. The question now is 
whether the central bank will be able to do what it takes 
to get price pressures under control. The longer inflation 
runs beyond expectations, the more challenging that will 
be. If they raise rates too quickly, economic activity could 
cool off and eventually impair the recovery. Wait too long 
to raise rates and escalating prices could get out of 
control. Since inflation affects all aspects of the economy, 
from consumer spending to business investment and 
interest rates, how effectively the central bank can deal 
with the upsurge in prices will be the most important 
variable influencing financial market behavior this year. 
 
The central bank’s highly accommodative policies to 
support the economy have also been a major contributor 
to market returns for the past several years as excess 
liquidity lifted prices of risk assets far and wide. Since 

2019, the widely 
followed S&P 500 
index has nearly 
doubled, with 
annual total returns 

(including 
dividends) of 31.5% 
in 2019, 18.4% in 
2020 and 27.2% last 
year, capping the 
large-cap index’s 
best three-year 
stretch since 1999 
and well above the 
long-term average 
annual gain of 8.4% 
since 1957 - the 
year the index was 

introduced. Such remarkable gains have left U.S. stocks 
expensive, with the benchmark index trading at 21x 
forward earnings, a level of valuation rarely exceeded for 
long in history (see graph on this page).  
 
The market’s steady strength throughout last year has 
been somewhat deceiving, however, as a select group of 
stocks has done the vast majority of the heavy lifting. 
According to Goldman Sachs, the index’s five largest 
constituents - Apple, Alphabet (formerly Google), 
Microsoft, Nvidia and Tesla - accounted for more than 
one-third of the S&P 500s 27.2% return last year. And 
while the benchmark index finished 2021 near an all-time 
high, individual stocks haven’t fared nearly that well, with 
93% of the its constituents experiencing a selloff in excess 
of 10% last year. By the same token, value stocks, which 
include a large contingent of banks, continued to 
underperform growth stocks by a wide margin. The 
aggregate forward P/E multiple for S&P 500 value stocks 
is currently around 12 points lower than the index’s 
growth multiple, according to Credit Suisse data. This 
divergent performance within equities is another 
argument for maintaining a highly diversified portfolio 
that includes stocks with both value and growth 
characteristics. 



A key underpinning behind the hefty market return has 
been the strong cyclical rebound in corporate earnings. 
Analysts estimate that earnings from S&P 500 companies 
expanded by a record-high 45.1% in 2021 (see graph on 
page 2). But that red-hot pace is expected to moderate 
this year to a still respectable 9.2% as the Fed’s plans to 
raise interest rates will make borrowing more expensive, 
hurt corporations’ profit margins and sap consumer 
demand. 
 
It’s been an extraordinary year for bonds after long 
dormant inflation jumped, causing ten-year Treasury 
yields to spike around 50 bp (0.5%), their biggest annual 
rise in absolute terms since 2013. As a result, U.S. bond 
returns were negative 3%, making them one of 2021’s 
worst performing assets. The dominant trend in the bond 
market over the past few months has been the flattening 
of the yield curve as short-term interest rates moved 
higher on expectations that the Federal Reserve will be 
raising the federal funds rate target, but longer-term 
yields have failed to rise significantly amid a prevailing 
view of slower growth and cooler inflation later this year.  
 
OUR THOUGHTS ABOUT PORTFOLIO POSITIONING FOR 2022: 
Even though the coronavirus continued to affect 
economies, industries, companies, and people on a 
global scale, the world returned closer to normal in 2021 
– and we learned a few 
lessons along the way. The 
U.S. economy ended last 
year on sound footing and 
equity markets closed near 
record highs on low interest 
rates, government stimulus and a record-breaking 
rebound in earnings. The Dow Jones Industrial Average 
rose 19% on the year, while the Nasdaq Composite was 
up 21%. The new year starts with the Fed moving toward 
the first rate hike since 2018 to tamp down inflation, while 
corporate earnings and economic growth are expected 
to decelerate.  
 
Uncertainties over inflation and the implications for 
interest rates have become the central focus for 
consumers, businesses, and policy makers alike. And just 
as it has for the past several years, the Fed will continue 
to play a major role in 2022. The big wildcard remains how 
successful they will be in tamping down inflation without 
extinguishing the economic recovery or undoing 
progress in the jobs market. So far, policy makers have 
effectively communicated their plans to gradually wind 
down the bond-buying stimulus program and the market 
has reacted favorably to the outlook for monetary policy. 
However, should inflation continue to run hotter than the 
central bank is comfortable with, they could be forced to 
take more aggressive policy action, which could be a 
recipe for an uptick in volatility and result in a meaningful 
market pullback. 
  

With the stock market priced for perfection and the 
backdrop of low interest rates likely to fade, we expect 
more moderate equity returns and a likely increase in 
volatility. Stock selection will be more important than ever 
in the coming year, as we don’t necessarily see a down 
market this year, but a much more selective one.  
 
As interest rates rise, the present value of future earnings 
will fall. So, while low interest rates may justify current 
valuation levels, even modestly rising rates may pressure 
P/E multiples and will likely present valuation headwinds 
to the market. Rising rates therefore tend to weigh more 
on tech and growth stocks with lofty valuations as they 
threaten to erode the value of their longer-term cash 
flows. 
 
The growing probability that economic growth will slow 
and inflationary pressures will persist foreshadow more 
moderate investment returns and a likely increase in 
volatility. On average, over history, a 100-basis-point (1%) 
rise in fed funds rates has resulted in a 15% valuation 
adjustment lower. Equity investors should focus on high 
quality companies with strong balance sheets, stable 
earnings, and positive cash flow. For fixed income 
investors, low yields and tightening Fed policies set the 
stage for low bond returns and higher volatility this year.  
However, traditionally safe bonds, whether we are in a 

one percent or ten percent 
interest rate market, 
continue to perform their 
primary purpose of 
protecting principal and 
should eventually become 

more attractive as interest rates rise. In other words, 
bonds won’t necessarily make you wealthy, but they may 
assist in keeping you wealthy.  
 
Most importantly, financial markets are volatile by nature 
and are expected to encounter bouts of volatility from 
time to time. Investing in a diversified portfolio consistent 
with your objective and risk profile is designed to help you 
reach your longer-term goals while smoothing the ride 
along the way. When markets experience big moves 
upward or downward, it can be challenging to stay 
focused on your strategic asset allocation plan. Don’t let 
short-term volatility cause you to lose sight of your goals 
and distract you from your financial plan! 
 
If 2021 was the year of the ‘meme’ and ‘metaverse’ 
speculator, maybe 2022 will be the year of the discerning 
investor. But no matter what the new year brings, may 
these words of Anne Frank cheer you throughout the year 
ahead: “What a wonderful thought it is that some of the 
best days of our lives haven’t even happened yet.” We 
hope that your 2022 will be filled with some of the best 
days of your lives!                                                        
 
From all of us at Telos Capital Management, Inc., we wish 
you a healthy, fulfilling and prosperous New Year!      
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“What a wonderful thought it is that some of the best     
days of our lives haven’t even happened yet.” 
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