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March in Review
Canadian and U.S. markets rallied in March, but it was not enough to save the quarter from its most significant setback in

two years. The S&P 500 increased 3.7% last month in U.S. dollar terms but ended the first quarter down 5.0% on a total
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return basis. The quarter was not only a challenge for stock investors; it was rough all around. Morgan Stanley characterized

the first quarter of 2022 as one of the worst since 1973 for stocks and bonds, particularly bonds. While global stocks were

down 5.7%, Investment Grade Bonds lost 5.9%, and U.S. Treasury yields were down 5.6%. Canadian stocks were the

exception, gaining nearly 4% in March on a total return basis and 3.8% for the quarter (in Canadian dollar terms).

The poor first-quarter results for stocks over-shadowed a very impressive rally in March. The S&P 500 rallied nearly 9% by

the end of the month from its March 8 low, while the NASDAQ added over 13% to its March 14 low. The NASDAQ fell into

bear market territory after dropping over 20% from highs set in early January. The S&P 500 has not yet entered bear market

territory, though the vigour of the increase in the price of large-cap stocks in March was reminiscent of rallies experienced

during previous bear markets. As pointed out by a recent Bloomberg article, both the dot-com bubble from 2000 to 2001

and the Great Recession bear market from 2007 to 2009 were marked by multiple sharp rallies and false dawns. Research

by the Bank of America shows that the 8.2% rally for the S&P 500 in March surpassed the largest 10-day returns

experienced in seven of the last 11 bear markets. So if we are in a bear market, we just experienced an above-average rally.
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Perhaps even more remarkable; Russia’s horrific invasion of Ukraine did not appear to bother investors. The Organisation for

Economic Co-operation and Development expects the war to shave over 1% off global economic growth in the 12-months

following the invasion, with Eurozone growth expected to be negatively impacted by 1.4%. However, since Russia entered

Ukraine on February 23, risk assets have gained ground, with U.S. and European stocks back above pre-invasion levels.

According to a recent Bloomberg article, investors appear to be prepared to live with the war and accept that it may drag

on indefinitely. Like COVID, markets appear to have moved on despite the ongoing toll on humanity. The significant threat

was an escalation and the potential use of nuclear weapons. Google search trends indicate that this is no longer a concern.
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A historically bumpy first quarter for bond investors.

However, what has been a concern is the bond market, as it appeared to be exhibiting more bear market traits than the

stock market in the first quarter. Two-year bond yields experienced their biggest quarterly surge since 1984, and 10-year

yields appear to be bumping up against resistance levels that Strategas pegs at 2.75%, threatening to break out of a

downward trend that has lasted for over 40 years. In addition, the Bloomberg U.S. Aggregate bond index, a broad-based

flagship benchmark comprised of Government Treasury Bonds, investment-grade corporate debt and mortgages, declined

6.3% in the first quarter, the worst quarterly loss since 1980. Government-issued Treasury bonds alone were down 5.6%.

These are big numbers for an asset class meant to provide safety and stability.
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But are we actually in a bear market for either stocks or bonds? While Goldman Sachs and UBS do not forecast much

upside from here for stocks, both see a bear market in their downside scenario. On the other hand, a Janus Henderson

report suggests strategists are nearly unanimous in projecting positive returns in stocks and bonds for the final nine months

of the year. Some, like Wells Fargo, have trimmed their forecasts, but only Morgan Stanley and Barclays see investors losing

more ground between now and the end of the year. However, one needs to take these forecasts with a grain of salt, as

investment banks do not make money in bear markets, so self-interest may cloud their judgment.
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How likely is a recession?

To determine whether we experienced a mere correction in the first quarter or whether we have entered a bear market with

more pain to come, we need to determine if a recession is likely, as the two typically go hand in hand. According to JP

Morgan’s “Eye on the Market,” March 8 was likely the bottom for markets if the U.S. economy does not go into recession, but

a deeper decline is probable if a recession does occur. Market Sentiment shows that the average drawdown during major

recessions in the U.S. has averaged just over 29%.
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Fortunately, most economists rank the odds of a recession fairly low. For example, a recent Bloomberg News survey

indicates that economists put only a 20% probability of a recession starting in the next 12 months, while the New York and

Cleveland Feds pegged the odds of a recession in the next year at 6.1% and 4.7%, respectively. In addition, Rosenberg

Research and Strategas’ proprietary recession barometers pointed to some deterioration in economic conditions, but not

enough to conclude a recession was imminent.
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For financial markets, the most ominous harbinger of an upcoming recession has historically been an inversion in the yield

curve, with short rates trading above long rates. With various parts of the yield curve inverting in March and early April,

recession warning bells rang. Of most concern was the 2-year versus 10-year yield curve, used by many as the bellwether

indicator, which inverted for the first time since 2019 in late March. Alternatively, the very short end of the curve remains

very steep, resulting in the 3-month versus 10-year curve steepening. The Federal Reserve, in fact, largely dismisses the 2-

year versus 10-year yield curve as a recession indicator, preferring to concentrate its attention on the very short end of the

yield curve, specifically the yield spread between three-month bills and the implied yield on three-month Treasury Bills in 18

months. Rather than inverting or even flattening, in 18 months, three-month yields are expected to be much higher than

three-month yields today. In other words, the market currently believes three-month yields over the next 18 months will be

moving higher, which would not be the case if the economy is about to enter a recession. The Fed, and many financial

strategists, believe other external factors are keeping 10-year yields lower than they should be, like the Fed’s own

quantitative easing bond-buying program, thus making the 2-year versus 10-year yield curve a poor indicator.
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Inflation continues to surge. What will it take to tame it?

How much time markets have will likely be determined by the future path of inflation. Inflation occurs when there is an

imbalance between supply and demand, specifically, too much demand or too little supply. The pandemic gave us a little of

both (fiscal stimulus increased the demand for certain goods), but most of the imbalance has stemmed from the supply

side. According to the US Federal Reserve Bank of San Francisco, the bulk of the current surge in inflation can still be

attributed to COVID and supply chain issues, given their COVID Sensitive inflation index has moved significantly higher. In

contrast, their COVID insensitive basket has only recently returned to early 2018 levels.

The belief that inflationary pressures should be transitory and normalized once supply chains ease is reasonable, though a

return to 2% or lower is questionable. The longer that inflation remains elevated, the more likely inflationary expectations will

permanently ratchet higher. Goldman Sachs highlights that inflationary pressures are broadening, with inflation on two-

thirds of the consumption basket above 4% and almost 20% above 10%.
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While the start of a central bank tightening cycle and the inevitable inversion of the yield curve has historically been a good

time to own stocks, this cycle may prove more challenging. The yield curve has been unusually quick to invert, for starters,

taking only 16 days since the first hike in the Fed Funds rate on March 16. Driving the inversion has been a sharp increase in

2-year yields, which are more sensitive to the overnight Fed Funds rate. According to the Fed Funds futures in late March,

financial markets expect interest rates to rise by 50 basis points three times in a row, starting in May, followed by three 25

basis point increases by the end of 2022 and two more 25 basis point increases in early 2023.

Multiple basis point increases would bring Fed Funds to 3.0% in just over a year. This increase is quick and, according to

Strategas, still might not be enough to tame inflation. Strategas believes the Fed will need to raise rates above the inflation

rate and keep it there if they want to do the job. Given where inflation is right now, that might be a bridge too far for capital

markets. We do not need a yield curve inversion to tell us a recession and bear market would be in the cards, and the lag

would be shorter than average.
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The Federal Reserve is confident it can raise rates and engineer a soft landing, but its track record suggests otherwise. While

it is true that the Fed managed to raise rates and avoid a single quarter of economic contraction from 1964-66, 1983-84, and

1994-95, current conditions will make it much harder for the Fed to bring inflation under control without causing a hard

landing this cycle. Unlike in 1964, 1983, and 1994, inflation is much higher than the Fed’s target level, and the labour market is

tighter. With U.S. real interest rates still in deeply negative territory, the economy looks to be running too hot while Fed

monetary policy is still very stimulative. In the previous soft landing, the unemployment rate fell. The unemployment rate will

likely need to rise to slow inflation enough in this tightening cycle. According to former Treasury Secretary and recent

inflation prognosticator Larry Summers, the current level of labour market tightness means wage growth is likely to rise

even further than its current 6.5% pace. Summers believes that a recession will be required to tame inflation using monetary

policy under current economic conditions. In other words, Summers is not buying the soft-landing story.
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Critical for the economy will be how durable the U.S. consumer is as the Fed tries to put on the brakes. U.S. household total

net worth soared during the pandemic, and Bloomberg estimates that cash sitting in savings accounts exceeds $2 trillion.

Most of this financial buffer predictably falls to the top 20% earners, who invariably have a lower propensity to spend. In

other words, the vast financial buffer might not be spent because it is held by those that need it the least. With the

University of Michigan’s consumer sentiment index continuing to fall, there is at least some concern that economic growth

might be peaking even before the Fed’s tightening drive gets off the ground.
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This is likely one of the factors behind the market’s strength in the face of an epic dose of Fed tightening; investors do not

believe the Fed will follow through. Either because inflation falls or economic growth tails off, many believe the Fed will not

end up tightening anywhere close to what the market is currently discounting. If they are forced to wave the red flag with

too high inflation, stagflation might be the outcome. The Federal Open Market Committee economic projections comparing

December 2021 and March 2022 show that GDP in 2022 declined while inflation increased. Things tend to break when the

Fed aggressively raises rates, and recession and lower corporate earnings remain the biggest concerns. Equities have

historically been a good inflation hedge, except when economic growth contracts.
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So far in 2022, corporate earnings look okay. Estimates are still rising, but the percentage of upward revisions looks to have

rolled over. Perhaps more concerning, the National Federation of Small Business’s actual earnings changes have turned

lower. Of course, a recession would change everything. According to Goldman Sachs, S&P 500 earnings declined by an

average of 13% during recessions, ranging from negative 2% in 1953 to negative 45% in 2008.
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Do not expect higher valuations to bail investors out if earnings falter. Strategas believes current valuations are reasonably

attractive when measured by equity risk premium and, based on data since 1960, would correspond to a projected return

over the next 12 months of 11.7%. Morgan Stanley is a little less optimistic, believing current market conditions merit an even

higher equity risk premium, meaning stock valuations need to come down. As for bonds, credit spreads have been trending

higher since November, which according to Strategas, have historically corresponded to a challenging environment for stock

returns as wider spreads can be a predictor of brewing credit issues. Higher bond yields also pressure stock valuations as

they increase equity risk premiums. If yields move higher, it is hard to build a case for higher stock valuations.
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Wider credit spreads are not the only indicator of a weaker stock environment.

While stock index returns were positive in March, individual sector returns exhibited less investor confidence, with defensive

stocks and sectors primarily responsible for the gains. According to the Bear Traps Report, defensive stocks outperforming

cyclical stocks, or consumer staples outperforming consumer discretionary, is a negative leading indicator. Investors are

becoming more defensive and positioning for a pullback in earnings. According to Strategas, more Utility, Energy and

Healthcare stocks, traditionally defensive sectors, are hitting 52-week highs, while cyclical sector stocks, like Industrials,

Financials, and Consumer Discretionary, dominate the 52-week low list. Bloomberg notes that while full-year 2022 earnings

estimates for the S&P 500 are positive, first-quarter estimates are negative as analysts back-end load their models in hopes

that economic conditions improve as the year progresses. It’s wishful thinking if economic growth stalls.
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If inflation stays high and interest rates continue to move higher, high-duration stocks and sectors, like technology, will

continue to struggle. According to Bridgewater, bond prices will no longer be a good diversifier for stocks, as both will move

down together. A better diversifier for stocks in an inflationary environment may be commodities, whose correlation to

stocks is low and getting lower. Rosenberg Research agrees, though they highlight inflation protection as late-cycle stocks,

and we are late in the late part of the overall cycle, with transitory inflation set to decline.
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Where can one find exposure to commodity stocks, you ask? Canada, of course, which is why the S&P/TSX is one of the few

markets in positive territory this year. Canadian stocks outperformed U.S. stocks by more than 8% in the first quarter and are

still trading cheaper than their five-year average valuation and much lower than U.S. stocks. Even better, bottom-up earnings

estimates for the TSX composite have been moving higher.
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Rate hikes and rising inflation continue to dominate – but there may be a silver lining.

Outperformance by the Canadian market assumes one is concerned about inflation. According to RBC Capital markets,

Institutional Investors rank Fed rate hikes, policy error, tightening financial conditions, and bond yields as their primary

concerns. If this is true, and the central banks follow through on their goal to tame inflation, despite what might happen to

the economy or the markets, there seems to be a bit of a disconnect with investors bidding stocks higher last month. Rather

than a continuation of the bull market, March’s rally could eventually be exposed as a bear market rally, with performance in

the first two months of the year confirming the prevailing trend is downward.

Alternatively, if the economy and U.S. consumers are strong enough to weather the storm of higher rates, central banks

could engineer a soft landing. Somewhere in between where the Fed loses its nerve, inflation remains high, and growth

remains stagnant would be the worst of both worlds. What central banks do will ultimately determine if markets have

already peaked and when a recession will happen, and while the yield curve might have started the shot clock, we do not

know how long the countdown is. Perhaps shorter than usual?

We expect that Canadian stocks should still outperform on a relative basis in this environment, but would struggle to deliver

positive returns, as would bonds, in a hard landing scenario. Optimistically, Boston Consulting Group believes that even if we

have a recession, it would not be a financial recession, which tends to be more severe and cause larger equity drawdowns.

More likely it would be a policy error recession in the U.S., where an over-zealous Fed tightens too much, and a Real

Economy recession in Europe due to supply shocks caused by the Ukraine war. A silver lining, perhaps?
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This material contains the current opinions of the author and such opinions are subject to change without notice. This

material is distributed for informational purposes only. Forecasts, estimates, and certain information contained herein are

based upon proprietary research and should not be considered as investment advice or a recommendation of any particular

security, strategy or investment product. Information presented here has been obtained from sources believed to be reliable,

but not guaranteed. Nicola Wealth is registered as a Portfolio Manager, Exempt Market Dealer, and Investment Fund

Manager with the required provincial securities commissions. All values sourced through Bloomberg.
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