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In this Market Commentary, CIO Rob Edel addresses the uncertainty faced by investors after a rocky start to 2022 and

analyzes the likelihood of large interest rate hikes in an economy struggling with mounting inflation.
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It’s time to talk about quantitative tightening.

Not all equities are created equal.

Continuing supply chain disruptions mean bad news for inflation rates.

Earnings estimates for 2022 continue to drift higher, not lower.

The theme of 2022: How high can rates go?

 

January in Review
Markets stumbled out of the gate in 2022, with the S&P 500 losing 5.2% (in US dollar terms) in January, while the S&P/TSX

declined only 0.4% (in Canadian dollar terms). Helping Canadian markets pare losses were gains in energy, base metals, and

financials, which were also big winners in 2021. Technology, healthcare (cannabis in particular), and gold weighed on

returns. It was much the same story in the US, with energy the only sector managing to gain ground last month.
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According to the Stock Trader’s Almanac, January typically sets the tone for the year. Since 1950, LPL Financial reports that

the S&P 500 has increased 11.9% during the final 11 months of trading. Unfortunately, average returns fall to only 2.7% when

January is negative. However, for nine of the last 10 January’s, when the index was in the red, the S&P 500 was still positive

over the final 11 months, averaging gains of 13.1%. Perhaps more distressing to investors than the poor start to the year in

stocks was the coincidental weakness in fixed income markets, which were also in the red as yields moved higher. Typically,

yields head lower (and prices higher) when stocks are weak, providing investors with safe refuge. According to Bloomberg,

with both declining last month, the typical 60/40 portfolio (60% equities, 40% bonds) suffered one of its most significant

losses in years.

Also challenging investors nerves was volatility, which has been generally subdued during the pandemic but spiked up to

levels last seen during the March 23, 2020 market lows. The one-week moving average daily price range for the S&P 500

reached nearly 3.5% last month, while the Nasdaq experienced massive intraday price reversals. During one week in

January, the Nasdaq was down at least 1% every day. Thankfully, it was a short trading week due to the Martin Luther King

holiday.
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What was causing such market angst, and what does it mean for the rest of 2022?

Higher inflation, but more importantly, central bank reaction to higher inflation, was causing investors to re-evaluate market

valuations. According to a January Global Fund Manager Survey conducted by Bank of America, investors cited hawkish

central banks as the biggest tail risk for markets. Higher bond yields mean the present value of future earnings are

discounted at higher rates. The good news is that earning growth rates have been holding firm and could more than offset

declines in valuations, as long as rates don’t increase too much. This balancing act will likely determine how the market will

fare for the rest of 2022 and is where we will concentrate the remainder of our discussion this month.
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Given current inflationary conditions globally, Central Banks have indicated they will begin tightening financial conditions,

most visibly by increasing short-term interest rates. According to Bloomberg, financial markets were discounting nearly a

100% probability that the US Federal Reserve would increase the overnight Fed Funds rate by 125 basis points in 2022.

According to Goldman Sachs, the Fed is expected to raise rates 25 basis points in March, May, July, September, and

December. While this might appear aggressive, Scotiabank believes the market is discounting nearly six 25 basis points

hikes by the Bank of Canada in 2022.

If the goal is to tighten financial conditions, however, higher short-term interest rates are just one component influencing

how tight or easy the monetary environment is, and a relatively small one at that. According to Goldman Sachs, policy rates

only comprise a 4.4% weight in determining US financial conditions, with 10-year treasury yields carrying a 45.1% weight

and corporate credit spreads 39.6%. Equity markets and the US dollar are also factors, but like short-term rates, carry a

lower weight. Financial conditions did tighten in January, but Goldman Sachs believes the change was minimal. 10-year

yields rose but are still not even back to pre-pandemic levels, and while credit spreads have started to widen, credit

markets remain incredibly accommodative. Last month, the move higher in corporate credit spreads appeared to have been

more about investors trying to reduce duration than avoid credit exposure, as riskier credit sold off less than safer credit. In

January, most of the increase in financial conditions could be attributed to falling equity markets, but stocks will have to

drop a lot more to satisfy the Fed’s tightening needs.
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It’s time to talk about quantitative tightening.

If higher 10-year yields and wider credit spreads are necessary to tighten financial conditions, a more direct approach the

Federal Reserve could take would be quantitative tightening, where they actively reduce the size of their balance sheet by

selling Treasuries and mortgages. This would bid up yields and credit spreads as liquidity is withdrawn from the market,

thus tightening financial conditions. The advantage of tightening through balance sheet reduction is that the Fed can be

more targeted in tightening financial conditions. However, tightening financial conditions by raising short-term rates could

negatively affect the entire economy, especially given how over-leveraged the US financial system is. Higher policy rates

can be a blunt tool as it impacts Main Street and Wall Street. Quantitative tightening, where the Fed is trimming the size of

its balance sheet and reducing liquidity, is not so hard on consumers but risks bursting any asset price bubbles that have

inflated during the pandemic.
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More likely, the Fed will use both rate hikes and quantitative tightening to tighten financial conditions, and while the higher

rates will be a headwind for valuations, it doesn’t have to mean investors can’t achieve positive returns. According to

Bloomberg, only during the 1972-74 rate-hike cycle did the S&P 500 decline, and BMO confirms a low-single-digit gain is

more typical. Goldman Sachs highlights that the key is positive economic growth; GDP can slow with 10-year real rates

rising, but as long as growth is not contracting, equity of around 8% can be achieved.
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Not all equities are created equal.

If companies with low or no earnings command higher valuations when interest rates are near zero, it stands to reason the

opposite will be true once the wind changes and rates start to normalize higher. While most stocks suffered losses last

month, loss-making tech stocks suffered more, and according to Goldman Sachs’ non-profitable tech index, they are down

50% from their peak. Small caps have also suffered more given that nonearning stocks comprise a more significant

percentage of small-cap indexes like the Russell 2000. Avoiding investments that mimic indexes with a heavyweight in non-

earners is a solid reason to avoid passive index investing. In a classic Hare versus Tortoise comparison, the 12-month

performance of Warren Buffets Berkshire Hathaway caught that of high-flying meme stock GameStop last month.
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The key for the rest of 2022 will be how much the central banks will need to raise rates and their ultimate impact on

economic growth and corporate earnings. The Federal Reserve needs to show they can get control of inflation, and at the

moment, they have their work cut out for them. Inflation in December hit early 1980 highs, and while the San Francisco Fed

COVID Sensitive and Insensitive inflation indices show the pandemic is still primarily to blame, even prices deemed

insensitive to COVID have started to move higher. The Atlanta Fed’s “sticky” price index is growing at its fastest rate since

1991, and the Cleveland Fed trimmed mean and median CPI index, which is also hitting 1991 levels. Inflationary pressures are

broadening.
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Continuing supply chain disruptions mean bad news for inflation rates.

The Omicron variant is helping prolong and worsen supply chain disruptions, thus delaying the inevitable normalization of

durable goods prices, while higher energy prices have also started to play a more prominent role in raising inflation once

again. While both are likely transitory, the longer inflation remains high; the more likely inflationary expectations will

become permanently elevated. This elevation is something central banks and governments want to avoid. For President

Biden, inflation hurts his approval rating and risks becoming a significant issue in this year’s mid-term elections.
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We believe the employment market will be pivotal in determining whether inflation is permanent or transitory and how

much inflationary expectations increase. So far, the data is concerning. The labour market is tight, with high quit rates, and

nominal employment costs are rising.
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Retail sales in December were disappointing as consumer sentiment had weakened, likely due to the omicron variant and

higher inflation. According to a University of Michigan survey, most Americans believe now is the wrong time to buy a

major household item. The hesitancy is fine because Americans have likely overspent on consumer durables, but spending

on services will be challenging until the pandemic is behind us.
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Earnings estimates for 2022 continue to drift higher, not lower.

All this will eventually impact economic growth and then corporate earnings. So far, this hasn’t been the case. Earnings

estimates for 2022 continue to drift higher, not lower, and long-term earnings growth remains near all-time highs. While this

is a crucial strength for the market, it is also important to point out the risk that strong earning growth can represent for

future returns. Earning expectations were also strong before the financial crisis and the tech bubble. According to a

regression analysis conducted by Bank of America, S&P 500 returns over the next 12 months should be solidly negative

based on current consensus long-term earnings growth of 19%. While we agree earning expectations have set a high bar,

the group of tech stocks primarily responsible for these high estimates are an exceptional collection of companies with the

proven ability to compound earnings over multiple years. They will stumble at some point, but it doesn’t necessarily have to

happen this year.
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The theme of 2022: How high can rates go?

Overall, January doesn’t have to signal what a recent Bloomberg cover described as the “big chill” for markets. It could, but

only if higher inflation requires central banks to tighten financial conditions such that corporate earnings are materially

damaged. So far, this isn’t the case. Keeping a close eye on the employment market will be necessary, as wage growth is

crucial for inflationary expectations and corporate profit margins. As economies and supply chains normalize, so will prices.

Same for the labour market. We have to believe at least some of the decline in the labour participation rate is due to COVID

and will normalize at some point.

In the meantime, higher inflation is starting to impact consumer confidence and spending negatively. Timing will be

essential for central banks under political pressure to act. The longer they wait, the more they risk inflationary expectations

becoming unhinged, and further consumer confidence declines. Act too soon and tighten too much, however, and they risk

bursting asset bubbles and pre-maturely slowing economic growth to prevent COVID-related inflation pressures that were

already set to decline. Five rate hikes in the US and six in Canada during 2022 seem a lot to us.
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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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