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Investors Maybe Should Position for the New 
Phase of the Economic Cycle 

We are now entering a new phase of the 
economic cycle. The initial phase of the economic 
recovery was driven by a very accommodative 
Fed, both by about a zero fed funds rate and 
massive quantitative easing – buying a huge 
amount of bonds to further keep market interest 
rates low. The economy was also supported by a 
massive amount of fiscal stimulus, with generous 
payments to individuals and companies.  

Now the Fed plans to reverse course. In 2021 the 
5.7% economic growth rate was the highest since 
1984, and we have a low 4% unemployment rate 
with wage inflation rising. The consumer price 
index climbed 7% year-over-year at the end of 
2021, the highest since 1982.  Fighting inflation by 
normalizing interest rates is the current goal of the 
Fed.  

We are at a pivot point for the recovery. The current 
phase is creating repricing of company stock. Fast-
growing companies whose stock prices were 
fueled by the initial phase got very high priced on a 
price/earnings basis. The current repricing of 
growth companies is the result, and it is unknown 
when new normal pricing will be or how long it will 
take to reach reasonable valuations.    

Corporate profit margins are at record highs, but 
companies are lowering future guidance, or afraid 
to provide any guidance given rising wages and 
supply-side issues.  

On the positive side, there is still a lot of stimulus 
in the economy that has not been spent. The 
average consumer is well off from a high saving 
rate, large investment gains until late  2021 when 
declines started eating away at the large 
investment gains for many – especially large 
growth stocks.  Company fundamentals are still 
solid, and the economy remains strong. The 
problem is more the high valuations of many solid 
growth companies.  

 

Stay the Course or Reduce Risk - 
If We Only Had a Crystal Ball! 

Many investors have large gains over the last few 
years which they may want to protect, despite 
recent unfortunate reversals and losses in 
previously very profitable high growth sectors.    

Below are the latest facts I have compiled, hopefully 
to guide clients in the stay-or-flee decision. For 
most clients I recommend tilting portfolios to less 
risky sectors, but also keeping some more 
aggressive holdings for the rebound that historically 
follows deep market declines.  

Factset reports that earnings for Q4 2021 are on track 
for an average growth rate close to 30% - which 
would be the fourth consecutive quarter of earnings 
growth (year-over-year) to be at or above 25%.  

Estimates for Q1 2022 are for much slower growth 
(maybe only 6-9%), which many believe favors the 
value sector. We also no longer have $6 trillion of 
fiscal stimulus, and nothing significantly more is 
likely from the current deadlocked Congress.  

Once the current market repricing subsides, growth 
may resume market leadership, but when is uncertain. 
Unknowns are the COVID, Russia and China 
situations. On the positive side, households are sitting 
on nearly $3 trillion of savings, resulting from lower 
expenditures and stimulus programs due to the virus.  
Negative is the record high level of margin (loans for 
stocks) held by retail investors, and margin calls often 
accelerate downside market moves.  

In addition to the expected slowing of earnings 
growth, the current repricing and plunge in many 
stocks seems primarily due to:  

1) Rising interest rates, which are expected to 
continue as the Fed both increases the fed funds 
rate and starts to drain liquidity from the market, in 
its zeal to fight inflation. Some argue artificially 
lower rates and the  Fed’s bond buying have been 
a stimulus for the high valuations of growth stocks. 
Barron’s reports that the Fed’s bond-buying has 
increased its balance sheet from $850 billion pre-
pandemic to $8.8 trillion. Barron’s also reports the 
10-year Treasury yield should, in theory, be about 
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3.5%-4%, vs. the current 1.8%. Higher interest 
rates may significantly hurt the many growth 
companies with substantial debt, vs. low debt of 
many value companies.  

2) The spike in inflation is due to worker 
shortages resulting in higher wages, and the 
surge in energy prices. Energy companies are 
being pressured to move to renewable energy but 
cannot meet the demand fast enough. Most have 
cut the development of fossil fuels, which we still 
need to rely on in the transition period. Another 
energy cost risk is the potential that Russia, which 
supplies about 40% of the natural gas needs of 
Europe - as well as lots of oil - will be cut off in a 
sanctions fight if Russia invades Ukraine. Energy 
prices have already surged much higher in 
Europe than in the US. There seem to be no other 
global energy supplies that can easily replace 
Russian oil and gas, other than firing up old 
European coal plants.    

In January over 25% of the NASDAQ (mostly tech 
stocks) were down 50% or more as are many 
other growth stocks. Barron’s points out that for 
2022: “Momentum investing is out. Making 
money will require instead deep research into 
company fundamentals, plus bargain-hunting 
instincts.”  We look for this in managers and 
researchers with proven success.    

Value vs. Growth Outlook 

Barron’s reports in late January that an index 
shows that growth has beaten value by about 
100% over the last ten years. UBS reports that 
P/E ratios (price-to-earnings) for growth stocks 
have ballooned to an average of 31 from 22 
during the pandemic.  Value has only risen to 16 
from 13. The difference of the current 15 (31 vs 
16) spread, compares to a historical average of 
6.  Credit Suisse reports: “Ironically, value stocks 
are likely to produce faster growth than growth 
stocks this year.”  

Growth underperformed value by 6.25% in 
January, the largest monthly underperformance 
since March 2001 – Cetera Daily Briefing 

I am happy to discuss what I would recommend 
to de-risk your portfolio by switching from some 
of your growth investments to value or other de-
risking options and answer any questions or 
concerns.  Clients should still own some growth 
but in a diversified portfolio with maybe more of a 
tilt to value or other options in the current volatile 
market. 

Still waiting for 2020 tax refund?  It could get 
worse if you sent by mail vs. electronic 
The IRS and Treasury Department officials warned 
that the 2022 tax season would bring “enormous 
challenges.” That prophecy is already coming true. 

As of Dec. 31, the IRS had 6 million 
unprocessed individual returns, including 
returns for the 2020 tax year. 

Many taxpayers have been receiving what’s called 
a “CP80 Notice.” Taxpayers who had already filed 
a return are told to send a newly signed copy to the 
address listed in the notice. Obviously, this direction 
has alarmed those taxpayers who conclude their 
original returns are probably in a pile in some IRS 
office waiting to be processed. Wouldn’t mailing 
another return just cause more confusion? 

Perhaps finally the IRS realized the absurdity of the 
request for more paperwork. “In many situations, 
the tax return may be part of our current paper tax 
inventory and simply hasn’t been processed,” the 
agency statement said. “Stopping these letters — 
which could have otherwise been sent to thousands 
of taxpayers — will help avoid confusion.” 

Members of Congress sent Treasury Secretary 
Janet Yellen a letter asking for taxpayer relief.  
“Recognizing the extraordinary challenges of the 
COVID-19 pandemic, in addition to the IRS 
operating with antiquated technology and a 
constrained budget, we find the current situation 
alarming,” the letter said.   

The IRS continues to attribute the large backlog to 
challenges due to the pandemic and to years of 
funding cuts. Source: The Washington Post 2/2/2022 
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