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U.S. stocks finished 2021 near fresh record highs, having posted their third consecutive year of double-
digit gains thanks to a strong economic rebound that helped the market weather the ongoing waves of the
coronavirus pandemic. Over the past three years the U.S. market index has advanced 25.9%, its best three-
year window since 1997.

But that economic backdrop was bad news for bond investors, as surging inflation sent bond prices lower,
leading key bond market indexes to post their first losses since 2013.

As investors look ahead to 2022, they face a landscape with continued strong cross-currents, but ones that
many investors for now, appear to feel confident they can navigate. Even as the omicron COVID-19 variant
threatens a new round of the kinds of supply-chain shutdowns that fueled 2021's inflation rise, price
pressures are widely expected to abate by mid-year. The Federal Reserve has signaled it will be shifting
from easy-money policies to raising interest rates, but those moves are expected to be measured. And a hot
U.S. economy is expected to cool, but still remain healthy.

This outlook helped lead the Morningstar U.S. market index to finish 2021 with a bang, gaining 9.5%
during the fourth quarter and posting 25.8% for the year.

All sectors of the U.S. market posted gains, and while large company stock generally outperformed, small
value was the best-performing group within the Morningstar Style Box. One notable change in the stock
market landscape was the shrinking influence of the very largest stocks in the market--and in particular, the
FAANG stocks of Facebook (now Meta) FB, Apple AAPL, Amazon.com AMZN, Netflix NFLX, and
Google GOOGL.

While U.S. stocks repeatedly hit new highs, the Morningstar U.S. Core Bond and Morningstar U.S.
Treasury Bond indexes posted their first negative year since 2013, and the Morningstar Global ex. U.S.
Treasury bond index recorded its worst year since 2005. The safest corners of the market fared the worst
as only high-yield and inflation-protected bonds ended 2021 in positive territory among major bond
benchmarks.



Concern over the quickly spreading omicron variant spooked U.S. markets in December, but in a pattern
that played out many times in 2021, stocks shook off the news and soon reached new highs. The U.S.
market gained 9.5% in the final three months, its best quarter since fourth-quarter 2020.

Over the course of 2021, the U.S. Market index hit 66 new highs and outperformed international stocks in
every quarter. Non-U.S. stocks struggled in the fourth quarter and throughout the year. The Morningstar
Global Markets ex-U.S. index ended the year up 8.4%, trailing the U.S. market index by 17 percentage
points. Emerging markets, meanwhile, were dragged down by declines in Chinese stocks, overwhelming an
outstanding year for India's stock market.



Sectors
As the economic recovery broadened out through the year, sectors that were hard hit in 2020 recovered.
Most dramatically, as oil prices rose 58% in 2021, energy stocks rebounded strongly, rising 55.7% after a
32% loss in 2020.

Similarly, real estate stocks recovered from a poor 2020 as the struggling hotel and retail real estate
industries benefited from mass vaccination and the economy reopening, and property values rose across the
country. Real estate stocks gained 14.9% in the fourth quarter and 38.3% through the year.

Though the impact of technology companies on broader indexes has lessened, they still led in the fourth
quarter, with semiconductor companies surging as supply remains limited and demand for semiconductors
is persistent. During the quarter, NVIDIA NVDA gained 42% and Qualcomm QCOM advanced 42.3%.

The decline of some of 2020's best performers hurt the communication services sector, and the group was
the worst performer in 2021. After gaining more than 100% in 2020, both Zoom ZM and Zillow Z fell by
more than 40% in 2021. Poor performance from Disney DIS--down 14.5%--and a sell-off in telecom
names further depressed the sector.

For the year, defensive sectors lagged.

Value versus Growth
In 2020, the Morningstar Style Box painted a clear picture as stay-at-home tech companies benefited, while
more economically sensitive value stocks suffered. In 2021, the sharp divergence in performance faded.
While mid-cap value and small-value stocks starkly outperformed their growth counterparts, large-growth
stocks, bolstered by technology names, finished on par with large-value stocks. Both indexes ended the
year up 21.5% and though the margin was slim, large-value stocks haven't bested their growth counterparts
since 2016.

The Morningstar Small Value index gained 31.8%, more than any other Morningstar Style Box category,
while small-growth stocks, hurt by a struggling biotech industry, posted a loss for the year. Small-value
stocks haven't topped the Style Box since 2016. In 2021 they benefited from strong performance across
multiple industries. Avid Budget Group CAR gained 455.6%, aluminum-maker Alcoa AA gained 158.9%,
and in the retail sector, Macy's MACY jumped by 158.5% and Dick's Sporting Goods DKS advanced
117.2%.



However, over longer time periods, growth stocks still carry a wide advantage over value stocks.

Economic Moats
Companies with wide Morningstar Economic Moat Ratings outperformed the broad market in this year.
The wide moat index benefited from strong performance from its largest holdings, including Microsoft
MSFT, Alphabet, and NVIDIA. The index bested the no-moat index that has been led by Tesla TSLA,
which endured a volatile year to end up 49.8%.

Fixed Income
The 10-year U.S. Treasury yield rose rapidly at the start of the new year as optimism about the economic



The 10-year U.S. Treasury yield rose rapidly at the start of the new year as optimism about the economic
recovery began to spread thanks to the rollout of COVID-19 vaccines. The 10-year yield reached a high in
March at 1.75%. With the Fed signaling a shift toward less-accommodative monetary policy, soothing
investor concerns about rising inflation, the 10-year yield finished 2021 at 1.52%, off from its highs but
still up 0.59 basis points from where it started the year.  

The fourth quarter brought little reprieve to the struggling bond market. Shorter-term yields jumped higher,
and though the Morningstar US+ 10 Year index gained slightly in the fourth quarter, it ended the year down
2.9%.

Overall, it was difficult year for most types of bonds as investors weighed inflation and looked to riskier
areas for higher yields. The Morningstar U.S. Core Bond index ended the year with its first loss since
2013, down 1.6%. 

Interest-rate sensitive corners of the bond market fared the worst. U.S. government bonds ended the year
down 2.3%, their worst year since 2013. Across the globe, government bonds fell as central banks battled
inflation. Excluding the U.S., government bonds declined 11%, their worst year since 2005.



Only high-yield and inflation-protected bonds ended the year in positive territory. High-yield bonds gained
5.2% and outperformed U.S. core and corporate bonds for the second year in a row.  

Volatility
After two quiet quarters for stocks, volatility increased in the U.S. market in the fourth quarter, but still
remained low by historical standards. The Morningstar U.S. Market index moved more than 2% on two
days in the quarter as investors weighed the impact of new COVID-19 strains.

Overall, volatility was on par with pre-COVID-19 levels. The U.S. market index only declined more than
2% on five days throughout the year, below the average of nine down-2% days over the past 10 years.



Global Markets
The U.S. market outpaced most major stock markets in 2021. The U.K., Germany, and Japan posted gains
but still lagged behind the U.S. market. In a change from last year, emerging markets significantly
underperformed both U.S. and developed markets. China was hit by the collapse of property giant
Evergrande and investors were also spooked by regulatory crackdowns by both U.S. and China regulators.
The result was a 23.1% decline in Chinese stocks.

Meanwhile, India's stock market has boomed in part due to a new government bond-buying program and
potential increased spending on infrastructure and healthcare.

When it comes to valuations, despite a decent year for U.K. stocks, opportunities still remain in that market
based on Morningstar's fair value estimates. Chinese stocks look the most undervalued among major
markets. U.S. shares rarely dipped into fair value territory throughout the year and ended the year on
aggregate overvalued.



Currency and Commodities
The threat of new COVID-19 travel restrictions sent the price of oil lower in the fourth quarter, though it
did little to dent this year's recovery from oil's negative 2020 lows. The price per barrel reached $75.21
by the end of the year, up 58% from $48.52 at start of the year.

Supply-chain snags sent copper prices higher in October, but prices have since cooled. Still, copper ended
2021 up 26%.

Gold prices moved minimally throughout the year. Despite its reputation as an inflation hedge, $10,000
invested in the metal at the beginning of the year would have turned into $9,640 by year end.

The U.S. dollar rallied in the fourth quarter against a basket of other currencies after the Federal Reserve
indicated it would be raising rates in 2022 to combat inflation pressures. Since June, the U.S. dollar has
risen rapidly and in 2021 gained 6.79%, its best year since 2015.

The euro and yen both continued their downward trajectory in the fourth quarter as both central banks have
been slower to act to address inflation than in the U.S. The yen ended the year down 10.5% and the euro
ended down 7.33%.
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