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WE CAN 
HELP

For over 150 years, 1st Source has offered clients a 

convenient and friendly way to bank. Since the 1930s, 

we have helped clients with their trust and investment 

needs by partnering with them to understand their 

goals and developing plans to reach them. Our mission 

is to help our clients achieve security, build wealth and 

realize their dreams.
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EVOLVING MARKETS
As we look ahead to 2022, we now consider 
what we knew as “normal” to be continually 
evolving. The ways in which we work, shop, 
socialize, receive education, and participate in 
daily life have become somewhat different for 
most people and radically different for others. 
Trends created as a result of the pandemic will 
continue to evolve and become norms for how 
we live and work.

The investment landscape also has been 
altered by the global response to the pandemic 
and by recent innovations. Governments 
around the world responded with massive 
stimulus measures and central banks sought 
to maintain equilibrium in the global financial 
system. They used monetary policy to 
manage interest rates and lower borrowing 
costs which increased lending and liquidity, 
utilized asset purchases, and introduced other 
quantitative measures. One outcome has been 
negative real and nominal yields for many 
bond investors. 

Financial innovation has led to new investment 
vehicles and opportunities that gained 
prominence in 2021, such as target outcome 

funds, Special Purpose Acquisition Companies 
(SPACs), cryptocurrencies, and non-fungible 
tokens (a digital asset that represents a real-
world item such as art and music). We’ve also 
seen increasing influence of retail investors 
that band together on new trading platforms 
to compete head-to-head with traditional 
institutional investors. Notable examples of 
this phenomenon are “meme stocks” such 
as GameStop and AMC. In our view, the 
growing clout of individual investors should 
be welcomed to create more equality in the 
economy. For us as investment managers, it 
also makes understanding the role of individual 
investors in the financial markets even  
more important. 

Other more traditional concerns for investors, 
such as geopolitical risk, came to the 
forefront in 2021. In China, for example, the 
government has clamped down on many of 
the country’s largest technology companies, 
causing significant drops in share prices of 
stocks traded on U.S. exchanges. The U.S. 
Securities and Exchange Commission (SEC) 
is looking at potentially delisting over 200 
Chinese companies from U.S. exchanges. 

Paul W. Gifford, Jr., CFA 
ChieF investment OFFiCer
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This may happen with little negotiation 
between the SEC and Chinese officials due to 
a new law enacted by Congress in December 
2020 called the “Hold Foreign Companies 
Accountable Act”. This act is intended to make 
financial reporting more transparent for U.S. 
investors. China represents a large portion of 
emerging markets and was the primary driver 
of the 10% decline the asset class experienced 
in the summer of 2021. Emerging-market 
investments are a core asset class of many 
equity portfolios, including portfolios managed 
by 1st Source. 

Despite these new wrinkles, we are reminded 
that some characteristics of the equity 
markets are unlikely to change. We expect 
stocks to experience bouts of price volatility, 
as they have historically. We also know that a 
good way to weather volatile markets is the 
same now as it has been in the past—keep a 
portion of an investment portfolio in cash and 
fixed-income securities in order to provide 
the liquidity that may be needed during 

volatile times. Stocks typically contribute 
more to a portfolio when they are held for a 
longer period of time. This is likely to be the 
case going forward. To illustrate this, the chart 
below shows investment returns for the S&P 
500® Index since 1926. 

Experience has shown us that in the short run 
there are too many variables that could cause 
volatility and potential losses in an investment 
portfolio. Throughout our history and as we 
look ahead to the future, one of our core 
beliefs is that a long time horizon is invaluable 
when it comes to investing in stocks. 

In the pages ahead, we share our thoughts on 
areas of the market and the economy that have 
evolved and those that have not. We hope you 
enjoy this publication and encourage you to 
contact us with any specific questions about 
your portfolio. Δ

 

S&P 500 since 1926: +/- Return for Various Holding Periods
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LABOR MARKETS AND 
THE CONSUMER

Erik d. ClaPsaddlE, CFA, CFP®
viCe President And seniOr Fixed inCOme mAnAger

According to the Bureau of Labor Statistics, 
job openings in the United States reached 
an all-time high of 11.1 million in July. As of 
September 30, 2021, there were 7.4 million 
unemployed people in this country and an 
additional 1.6 million when accounting for 
discouraged workers and individuals who are 
marginally attached to the labor force. The 
labor force participation rate for those ages 
65 and older, which had been increasing 
steadily since 1985, has experienced a steep 
and sustained decline during the pandemic 
as many more individuals have retired than 
the number indicated by the historical trend. 
As a result of these factors, employers will 
continue to struggle to fill open positions 
due to the lack of available labor and more 
individuals entering retirement. This is despite 
the additional unemployment benefits which 
ended on September 6 that had been provided 
to support the jobless during the pandemic. 

Moreover, strong demand from consumers 
for almost everything will continue to 
strain labor capacity and cause headaches 

for employers struggling to hire enough 
workers to keep up with demand. In general, 
consumers are in a good financial position to 
spend. Total demand deposits in the United 
States reached a record high of $4.7 trillion 
in October 2021—that is 185% greater than 
two years ago when that amount was $1.6 
trillion. Although a significant portion of those 
deposits will remain in savings accounts, 
some will be withdrawn and invested (we have 
seen record amounts of cash being invested 
in stock and bond funds), and a considerable 
amount will be spent and will find its way 
multiplying throughout the economy. As 
evidence of robust consumer spending, retail 
sales increased 13.9% for the 12 months 
ending August 31, 2021 relative to a 30-year 
average annual increase of 4.6%. 

U.S. households have also improved their 
personal balance sheets as they have 
benefited directly and indirectly from fiscal 
stimulus in the form of relief checks and 
ongoing accommodative monetary policies. 
Stimulus spending resulted in the U.S. savings 
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Jon Cisna, CFP®
AssistAnt Vice President And Portfolio MAnAger

rate reaching a record high of 33.8% in 
April 2021. Household debt payments relative 
to total disposable income dropped to their 
lowest level on record—8.23% as of March 
31, 2021. As we enter 2022, the savings 
rate is still above average and debt service 

remains near the record lows. We anticipate 
that employees and consumers will continue 
to be the economic winners in 2022. Δ

Much like the evolution of the U.S. economy over the last few decades, the sector composition of 
the S&P 500 Index has evolved. Former heavy weight sectors–energy, utilities and materials–
have given way to the now dominant sector, information technology (IT). As of October 31, 
2021, the S&P’s weighting in the IT sector was 28%, the highest it has been since 1999. 
This is over 14 percentage points higher than the next largest sector of healthcare. We are 
seeing a concentration of the Index, not just in sectors, but in individual companies as well. In 
fact, five companies—Apple, Microsoft, Amazon.com, Meta Platforms (formerly Facebook) and 
Alphabet (Google’s parent company)—account for almost a quarter of the Index. These “big five” 
companies have had a meteoric rise in the last 10 years. In 2011, the top 10 companies in the 
S&P 500 had a combined market cap of $2.41 trillion dollars. As of the end of August, Apple 
alone had a market cap of $2.51 trillion. Overall index performance has become dependent 
on what these top-weighted companies do. When they perform well, as they have since the 
beginning of 2020, they can mask weakness in the rest of the Index. Δ

SECTOR SHIFT
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REAL RATE OF RETURN 
Fed Increasing Rates
Erik d. ClaPsaddlE, CFA, CFP®

The real yield on bonds is equal to the yield 
to maturity minus the rate of inflation. As 
we enter 2022, bond yields have continued 
to hover near extraordinarily low levels due 
to unprecedented monetary policy that has 
kept interest rates near zero. Inflation, as 
measured by the Consumer Price Index (CPI), 
experienced an annualized increase of more 
than 6.2% for the past 12 months ending 
October 31, 2021. The annualized change in 
the inflation rate has exceeded the yield on the 
10-year U.S. Treasury note almost every day 
in 2021 and averaged a real yield of -2.38% 
through November.

In early 2021, our team made the decision 
to reduce the maturity profile of our fixed-
income portfolios given our strong belief that 
interest rates will slowly rise over the coming 
years. Though slightly contrary to the idea 
of reducing maturities, we also believe that 
inflation will be moderate—though we expect 
it to remain above the 10-year average of 
1.8% for the period ending October 31, 2021. 
Inflation will be a catalyst for pushing yields 
higher over time. 

Throughout 2021, Federal Reserve (Fed) 
officials have gradually shifted in favor of 
interest rate increases beginning in late 2022 
as opposed to 2023, which was the time frame 
originally projected. Officials take multiple 
variables into account to determine when the 
central bank should begin raising interest rates 
and at what pace. Among these variables are 
the sustainability of the higher inflation we’ve 
been experiencing, the pace of economic 
recovery, the shortfall in employers’ demand 
for labor relative to the available supply of 
workers, the unexpected effects and volatility 
brought about by the COVID-19 pandemic, 
and the effects of fiscal and monetary policies 
initiated by other major central banks around 
the world. We believe these variables will 
largely move in support of raising rates in the 
United States and sooner rather than later. Δ
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F IXE D I NCOM E

The Market Share is an e-newsletter focused on market 
insights for your investments. Stay informed and subscribe to 

The Market Share by hovering your smartphone camera here:

KEEP WELL INFORMED!

Your 1st Source for market information
Market ShareTH
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STAYING IN THE GAME

rob romano, CFA
viCe President And direCtOr OF reseArCh

One of the core principles of our philosophy 
related to equity investing is to “stay in the 
game.” We believe that in order to benefit 
from compounding returns of equity-market 
investments, one needs to remain invested over 
long periods of time versus jumping into and 
out of the market. As an example, consider the 
period from 1993 to 2007 when an investor 
who stayed in the market generated an average 
annual return of 10.5%, while an investor who 
missed the 30 best trading days of this 15-year 
period generated an average annual return of 
only 2.2%. At 1st Source, our investment team 
is focused on identifying high quality investments 
versus spending time trying to predict which 
direction the equity market might move over 
the short to mid-term. Our equity, fixed income, 
and fund manager research teams work closely 
with our independent research partners to 
continually generate new investment ideas while 
analyzing existing holdings in client accounts.

The equity market recovery from pandemic lows 
was swift and the market continued to grind 
higher in 2021 supported by strong corporate 
earnings, healthy consumer spending, central 

bank liquidity, and companies’ resumption of 
share buybacks. Also, it is important to keep 
in mind that reopening the economy is not 
an event, but a process. California and New 
York, collectively representing over 22% of 
the U.S. economy, reopened over the summer 
while other states were in various stages of 
reopening. Stock valuations remain high by 
historical standards with the price-to-earnings 
ratio (P/E) at 21 times forward earnings as of 
November 2021, compared to the long-term 
median forward P/E ratio of 15. We remain 
optimistic about equity market potential going 
into 2022 but acknowledge signs of speculative 
excess in the form of frenzied trading in meme 
stocks, the overheated SPAC market, and 
exceptionally strong fund flows. We also believe 
the equity markets are overdue for a correction. 
The last meaningful pullback was a 5% drop in 
September 2021. Historically, equity markets 
have suffered multiple 3% to 5% drops each 
year and they generally have had at least one 
larger correction in the range of 5% to 10%. 
An equity market correction would provide 
an opportunity for our team to add equities 
in client portfolios at more reasonable prices. 
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Equities continue to be attractive, partly because 
we believe the Fed will remain slow and modest 
in its approach to raising interest rates and 
reducing its accommodative monetary policies. 
We also believe corporate earnings will continue 
to show surprising strength. 

Corporate earnings have continued to come in 
ahead of expectations with 81% of companies 
reporting earnings greater than consensus 
analyst estimates as of the third quarter of 2021. 
Over the past 18 months, corporate America 
managed their businesses for a pandemic, not a 
recession. They reduced costs across the board 
to become more efficient and accelerated 
investments in digital technologies to become 
more productive. The result has been a sharp 
recovery in operating margins to record levels 
as the increase in revenue from the reopening 
of the economy went straight to the bottom 
line. The estimated operating margin for S&P 
500 companies next year is forecast to be 
16.6%, well above previous levels. Companies 
in the information technology sector, specifically 
software companies, are poised to do especially 
well longer term. Software companies have 
higher margins, greater free cash flow, and are 
less capital-intensive compared to traditional 
manufacturing companies that tend to have 
lower margins and high capital expenditures. 

The tone from managers we have listened to 
on earnings conference calls has been upbeat. 
For the most part, companies have been able 
to raise prices to offset the impact from rising 

labor and material costs. It is also noteworthy 
that the Fed and corporate America have 
differing opinions on inflation. The Fed believes 
inflation will be shorter-term in nature, whereas 
business executives believe prices will remain 
elevated for a longer period. The growth rate 
in corporate earnings will likely peak in 2021, 
but with the delayed reopening of the economy, 
inventory replenishment, and consumers’ 
capacity to spend, we believe earnings growth 
should remain above historical levels for 2022. 

After being suspended for a year due to the 
pandemic, stock buyback announcements have 
returned and already exceed prior year levels. 
We believe stock buybacks are a sign that 
company management teams feel confident in 
the health of the global economy, the strength 
of their balance sheets, and future cash flow. 
Stock buyback activity is typically concentrated 
in the information technology and financial 
sectors, but the communication services sector 
is well represented with Alphabet and Meta 
Platforms announcing stock buybacks. Financials 
will likely see the largest increase in buyback 
activity as all major banking institutions passed 
recent Fed stress tests, which allows them to 
return significant capital to shareholders. As of 
August, there were $477 billion of announced 
buybacks, implying $800 billion annualized 
repurchases which would trail only 2018 in dollar 
volume. Record corporate profit margins, low 
borrowing costs, and existing cash on balance 
sheets will support strong buyback activity  
throughout 2022. Δ
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THE VALUE OF DIVERSIFICATION
rob romano, CFA

A common strategy in equity investing is 
diversification—the practice of allocating assets 
among different types of stocks (growth and 
value), market capitalizations (large and small) 
and geographies (domestic and international). 
Diversification attempts to reduce risk in an 
investment portfolio and offers the potential to 
enhance returns. A tenet of modern portfolio 
theory is that allocating dollars across a range 
of equities, versus concentrating them in a 
few holdings, reduces the risk of a few stocks 
affecting the performance of the entire portfolio. 
Historically, diversification has been a rewarding 
strategy, but over the last few years we have 
witnessed large-cap companies—specifically 
Meta Platforms, Amazon, Apple, Microsoft, and 
Alphabet—dominate the market indices due 
to their outsized market capitalizations which 
are near or over $1 trillion each. Collectively, 
these five companies represented 21.7% of 
the S&P 500 Index as of November 2021. 
As shown in the chart on page 10, the return 
of these five companies from January 2020 
through October 2021 was 101.3% which is 
well ahead of the S&P 500’s return of 46.8% 
and the 40.5% return of the small cap Russell  
2000® Index. 

Moreover, small-cap stocks underperformed 
large-caps and international markets have 
significantly trailed U.S. markets for much of 
the past five years. International markets, as 
represented by the MSCI EAFE index, have a 
bias to value with the largest sector weighting 
to financials at 16.8%. The MSCI EAFE index 
also has a large underweight in the information 
technology (IT) sector relative to U.S. markets, 
as represented by the S&P 500 (9.6% versus 
28.1%). Over the last five years, IT has been 
the best performing sector, by far, with an 
average annual return of 29.4% for the 
five-year period ending October 31, 2021.  

With a difference in the IT sector weighting 
between the two indexes of 18.5% points, 
there was little opportunity for international 
markets to outperform U.S. markets. IT 
may not always be the leading sector, but it 
benefits from longer-term tailwinds, including 
artificial intelligence, cloud computing, digital 
transformation, semiconductor proliferation 
and augmented reality. Historically, IT 
stocks have underperformed when investor 
enthusiasm and stock prices reach unrealistic 
levels. Currently, we are seeing pockets of 
overvaluation in select software and consumer 
internet companies.

At 1st Source, our investment committee 
recommends that the majority of assets 
allocated to equities be invested in large-cap 
U.S. stocks (70% weighting) as large companies 
offer benefits over smaller companies, 
including economies of scale, substantial free 
cash flow generation, strong balance sheets, 
and better access to capital markets. The 
committee recommends that of the remaining 
30% allocation, 10% should be divided equally 
between mid-caps and small-caps, and 20% 
should be divided equally between developed 
international and emerging markets. 

Our investment portfolios have a bias toward 
growth investments given that longer-
term trends, including aging demographics, 
technology, and lack of growth in the labor 
force, will continue to weigh on global 
economic growth and making companies that 
can grow in an environment of slow economic 
growth more valuable. Though the benefits of 
diversification have been minimal over the last 
few years, we believe over the longer term it is 
prudent to have a variety of asset classes in an  
investment portfolio. Δ
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While working with our clients over the decades through many market and economic environments, 
we are continually reminded to stay focused on what is most important—meeting the investment 
needs of our clients. That means using our many years of experience to identify strategies that 
continue to work and those that must evolve with the changing investment landscape. Even with the 
evolutionary changes now underway in the global economy, we have confidence in our investment 
philosophy and our ability to adapt. First and foremost, our goal is to help you achieve financial 
security and build wealth. Thank you for the opportunity to work with you, your business, and 
your family. Δ
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• Our investment philosophy is focused on the needs 
and objectives of our clients.

• We place a high value on long-term consistent 
investment returns.

• We believe in broad diversification as a way to 
manage risk, grow assets and preserve wealth 
within each client’s investment portfolio.

• Economic and financial markets are cyclical. 
Therefore, we believe value can be added through 
tactical adjustments to a portfolio’s asset allocation.

• We track measures of investor sentiment to look for 
indicators which help us make prudent investment 
decisions on behalf of our clients.
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Our Investment Management team brings nearly 200 years of combined professional experience to our 
clients. A local decision-making team with accessible portfolio managers sets 1st Source apart from other 
investment advisors. Our team continues their pursuit of learning and achieving elevated distinctions to 
add value to client relationships. Three of our investment staff members hold the Chartered Financial 
Analyst designation, three have earned MBA degrees and two are CERTIFIED FinAnCiAL PLAnner™ 
professionals. By working directly with clients, they can tailor portfolios to meet the individual needs of 
their clients. Δ

Marie Alvarez Jon Cisna, CFP® Erik Clapsaddle, CFA, CFP®

Jason Cooper Chris Davis Erik Gerlitz

Paul Gifford, CFA Noreen Kazi, MBA Rob Romano, CFA

TH E TEAM

Certified Financial Planner Board of Standards, Inc. (CFP Board) owns the CFP® certification mark, the CERTIFIED FINANCIAL PLANNER™ certification mark, and the CFP® 
certification mark (with plaque design) logo in the United States, which it authorizes use of by individuals who successfully complete CFP Board’s initial and ongoing certification 
requirements. CFA® and Chartered Financial Analyst® are registered trademarks owned by CFA Institute.
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