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2022 Outlook: A Mid-Cycle Market 

January 11, 2022 

Since the brief-but-sharp 35% decline almost 2 years ago, US stocks have risen to record highs, thanks in part to 
the timely and massive fiscal and monetary policy response to COVID-19 and the resulting lockdowns. Now as 2022 
begins, I expect the markets to mean-revert to trend-like growth, and for the Fed to take the first steps on the road 
back to a neutral monetary policy. 
 
Key Takeaways 

• Stocks are poised to deliver positive returns in 2022, but likely not as much as they did in 2021, as 
earnings growth slows, and the Fed tightens. 

• Attempts by the Federal Reserve to tighten monetary policy could potentially affect real rates, with 
impact on the markets and the economy. 

• Growth stocks could continue to outperform value if interest rates stay low. They have been leading the 
market since 2014. 

• I expect that the secular bull market that began in 2009 will continue, driven by demographics, low rates, 
and strong cash flows from the "big growers." 

 
We’ll get to our destination but there will be pit stops along the way. Many of us have fond memories of piling 
into the car and embarking on a road trip to a desired destination. There were often ‘pit stops’ along the way—
those that we anticipated, like stopping for meals or gas, and those that were unexpected, like road construction 
or a flat tire. Despite these short-term setbacks, we would inevitably reach our destination. 
 
The investment landscape during the past couple of years has looked a bit like that of a road trip, complete with 
detours and bumps along the way. Last March marked the one-year anniversary of the pandemic, and global 
markets continued their recovery through 2021 fueled by vaccine rollouts, economic reopening, and strong 
consumer demand. In the second half of the year, rising inflation and supply chain issues made headlines, and in 
the last weeks of December, COVID-19 cases soared once again due to the Omicron variant. The S&P 500 rose 
26.9% ($USD) in 2021, marking its third straight positive year. The S&P/TSX, Nasdaq, and MSCI EAFE also finished 
strong, gaining 21.7%, 21.4%, and 8.8% for the year, respectively. 
 
As we settle into a new year with the realization that it will take some time yet for the world to get a handle on the 
pandemic and facing the possibility of rising interest rates, it’s natural to feel nervous about the state of things. But 
the growth and inflationary environment remains favourable for investors. 
 
Economy 

 Market Risks 
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Typical Signs of a U.S. Recession are not Present 

 
 
Most economic indicators suggest that the US remains in the mid-cycle phase of the business cycle, following the 
early recovery from the pandemic in the second quarter of 2021. There are hints of late cycle, but they are coming 
mostly from the tight labor market that I believe will remain positive this coming year. For 2022, I expect that 
stocks will perform much as they have in previous mature mid-cycle expansions by continuing to advance, but not 
as much as they did earlier in the cycle when the economy was just emerging from the COVID recession. 
 
Growth likely past peak but remains resilient. Global growth and earnings likely peaked during the summer of 
2021. Although economic activity is expected to slow and will face continued challenges including supply chain 
disruptions, overall, the global manufacturing environment remains in a resilient position. See chart below. 
Companies are predicting that production will be higher a year from now and historically, a strong manufacturing 
sector provides a healthy environment for earnings. 
 
 Global Economic Activity Remains Strong Despite Peaking: Global Manufacturing PMI 
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 Employment: After losing nearly 22 million jobs in March/April of 2020, the U.S. economy has added 
nearly 19 million jobs between May 2020 – December 2021. Since peaking at 14.7% in April 2020, the U.S. 
unemployment rate has dropped to 3.9% as of December 31st and economists believe labour market gains, 
although at a slower pace, will continue into 2022. 
 

 

 

Equities  
 
Equity markets enter the “normalization” phase. In this next stage of post-recession recovery, earnings growth 
will moderate but remain strong. Earnings growth in 2021 was 45%. In 2022, earnings are expected to continue 
growing, but at a slower pace with consensus estimates at 8%. With the belief that there is risk to the upside for 
that consensus estimate, growth in the 10-15% range is very possible for U.S. equities while S&P/TSX earnings are 
expected to come down from recent elevated levels but remain attractive through the first half of 2022. Based on 
year-over-year earnings growth, returns in the upper single digits/low double digits are likely for the S&P 500 
Index. 
 
During the earlier part of the recovery, stock valuations rose sharply, simply because price often bottoms before 
earnings. Since then, earnings have done the heavy lifting for this bull market. But like seasons in the year, we are 
now entering that phase of the cycle where earnings growth slows to a more trend-like pace. That's still a positive 



                                                                                                                    
4 

for stocks, especially against the backdrop of low interest rates, but it's hard to imagine a repeat of the past 12 
months. I always find this chart below very informative to see how the breakdown between earnings growth, 
change in multiples, and dividends help comprise the calendar year returns in the S&P 500. 
 
 2021 Returns on the S&P 500 were driven by Earnings Growth 
 

 

Strong Global Earnings have made stocks, although viewed as fairly valued today, cheaper over the past year. 
 

 

 

Bonds 
 
2021 will not go down in history as a banner year for bonds. After several years in which the Bloomberg Barclays 
US Aggregate Bond Index delivered strong returns, the index and many mutual funds and ETFs that hold high-
quality corporate bonds posted a -1.54% return. But history shows that bond markets rarely string together several 
down years in a row and there are reasons for bond investors to feel hopeful that modestly better times are ahead 
in 2022. 
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 It’s rare to have 2 consecutive years of negative returns for bonds 
 

 

The prospect of higher interest rates looks likely to be the most significant factor affecting bond markets in 2022 as 
the Federal Reserve intends to begin reducing its purchases of assets and to start a series of interest rate increases. 
The Fed's goal is to eventually raise the federal funds rate, which is the rate that banks lend to each other at and 
which many consumer interest rates are based on, from the current 0%-0.25% to likely as high as 1.25% by 2024. 
The first of these planned rate increases could come as early as March, but Fed leaders are closely watching 
inflation and employment data as they set interest rate policy.  
 
Higher rates may sound good to those who primarily seek yield from their bond portfolios while sounding less 
appealing to those who own bonds primarily because they want prices to rise. But with the Fed planning a gradual 
policy of modest rate hikes, the benefits to savers may be modest and any disappointment felt by other 
bondholders may also be mild.  
 
This modest approach to rate hikes is unusual by historical standards. Typically, when the economy has been 
growing and in the mid-cycle phase of the business cycle, rates have historically been much higher than they are 
likely to be over the next several years. According to Beau Coash, institutional portfolio manager with Fidelity, 
"Unlike in previous policy-tightening cycles, the Fed is not going to be able to raise rates significantly. In the past, 
the fed funds rate eventually rose to 3.5% or 4%, and 10-year Treasury’s to 3.5% or 4%. That's not going to happen 
this time. It will be difficult for the Fed to be as hawkish as in previous recovery cycles. That's partly because of the 
virus's impact on service industries and potential stops and starts in the economy due to precautions and the 
spread of the virus." 
 

Why Bonds in 2022? A fun fact to consider is that since 1983 there have been 7 rate hiking cycles from the fed 
ranging between 150-425 basis points. The average return for core bonds during those times has been a positive 
3.9%. In 5 of the 7 instances, it produced a positive total return and the two times it did not produce a positive 
total return, losses were quite mute, less than 2%. The modest expectations for bond returns in 2022 do not mean 
bonds don’t play a meaningful role in investors’ portfolios.  
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Bonds continue to provide investors: 
 

1. Diversification 
2. Income Generation 
3. Inflation Protection 
4. Capital Preservation 

 
 
Currency 
 
As Canadian investors we need to be mindful of the impact of the role of currency in our investment performance. 
Unless a manager is actively hedging the CAD, an increase in the CAD vs other currencies and most commonly the 
USD, it negatively impacts holdings that are bought/sold in that currency. History has shown that overtime 
currency risk really washes itself out but does play a role in short term periods. 
 
The Canadian Dollar (CAD) has deviated recently from its historical correlation to oil prices and the 2-year interest 
rate spread with the U.S. As such, at the end of Q4 its viewed to be trading significantly below its fair value that 
would suggest the CADUSD should trade near US$0.87. However, external factors are limiting its upside so the 6-
12 month target for the CADUSD is US$0.81-0.83. 
 

 

 

The Fed, Growth & Inflation 
 
Just as it has for the past several years, the Fed will continue to play a big role in 2022, but for somewhat different 
reasons. After taking extraordinary measures to stimulate the recovery, the Fed is now looking to step back and 
end—or "taper" in Fed-speak—its bond purchases in anticipation of raising interest rates back to what it considers 
a neutral policy (2.5%). 
 
The Fed needs to start normalizing policy because its dual mandate of full employment and 2% average inflation 
has now either been met or exceeded. As 2022 begins, unemployment has fallen back to where it was before the 
pandemic (and near what the Fed considers full employment), while inflation is well above 2%. Therefore, there is 
no longer any justification for the Fed to keep rates at 0% and buying $120 billion worth of bonds each month. If 
anything, in retrospect, the Fed probably should have started normalizing policy sooner. 
 
But given how big a role the Fed has played in adding liquidity to the markets, stepping back may not be as simple 
as it sounds, and the market's current wobble is evidence of that. I think we will see more of that in 2022 
(corrections within a bull market), as the market and the Fed do their dance between market expectations and Fed 
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policy. Sometimes the dance is like an Italian tarantella with light, quick steps, and lots of flirting between the 2 
partners, like when the Fed raised rates many times from 2004 to 2007 and the market didn't miss a step. Other 
times, the dance is more like punk rock slam dancing. In 2015, the Fed raised interest rates for the first time since 
the financial crisis and there was an immediate backlash from the market. 
 
This time, there are a lot of different ways the dance could play out. My sense is that the Fed has been transparent 
since the start of the pandemic and has some good will from the markets, which have accepted that the Fed will 
taper its asset purchases more quickly than had been initially expected. The Fed really has the next couple of 
quarters to figure out how often and how high to raise rates. It's very plausible that by the time it needs to make a 
decision, the inflation fever may have broken. 
 
Inflation enduring but softer. The Consumer Price Index (CPI), which measures changes in prices over time, is 
currently at 6.8%. It’s expected to decrease to a more normal level as the year progresses but will likely remain 
above 3% through the summer. Inflation will continue to be a concern throughout 2022 but it’ll receive nowhere 
near the level of attention it’s receiving today. 
 
In my view, 6% or 7% inflation is not going to persist. There's a school of thought that inflation is currently high 
because a lot of companies double-ordered inventory during the last few months because of supply chain 
bottlenecks. That has made those bottlenecks worse, but if economic activity slows, companies may end up with 
excess inventory and inflation could slow. If that happens, the Fed could stay with its original plan to gradually 
raise rates over a few years, rather than being forced into tightening faster than the markets can withstand. 
 
 
Helpful Thoughts Moving into 2022 
 
While 2022 will likely be a positive year for stocks overall, it's less clear how various types of stocks may perform 
and how exactly the course ahead for those gains will look. In 2021, growth stocks and value stocks took turns 
outperforming each other and that could continue in 2022. If interest rates stay low in 2022, growth stocks could 
well continue to dominate because value tends to be more of a play on inflation. Its my belief that a well-
diversified investment portfolio should own both. Additionally, we need to keep in mind that the Fed can move the 
market as quick as the former presidents’ tweets so banking on one style over the other is not prudent. Since the 
start of December 2021, growth names have seen a material sell off as the market has adopted the Fed’s hawkish 
tone of interest rates being hiked more aggressively than originally anticipated. In turn, the US 10 Year Treasury 
Rate has spiked 40 bps. This happened Q1 2021 as the 10 Year increased 82 bps through the end of March before 
detracting.  
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As we settle into a new year and keep the short-term noise in context, I believe we're still in the secular bull 
market we have been in since 2009. Everything that the market has done since that point has been consistent with 
how secular bull markets behave. The recovery has been fast and furious, and the market continues to behave like 
a secular bull market. If it continues to follow the pattern of past secular bull markets, the S&P 500 could reach 
8,000 in the next 5 years. 21 months ago that may have seemed pretty outlandish, but it's been following the 
historical analog of previous secular bull markets very consistently. The further it continues to do that, the less 
outlandish that 8,000 is going to look. 
 
A well-balanced and diversified portfolio will be paramount. Throughout the pandemic a smart strategy has been 
to take advantage of asset allocation and dollar-cost averaging. That approach continues to be prudent today. A 
correction in the near term is entirely possible but we need to take these ‘pit stops’ in stride and focus on the road 
ahead to make sure we arrive at our destination. 
 
 Various Equity Indices Annual Returns by Calendar Year:  

 

Market Downturns and Corrections have somehow been forgotten by investors. Last year the market had very 
little spurts of downward movement. The S&P 500 never drifted more than 5% off its high and I urge investors to 
keep in mind that THIS IS NOT NORMAL. Stock market corrections are very common and very difficult to predict. 
Since 1980, the S&P 500 index has fallen an average of 14.3% in any given calendar year despite being positive 78% 
of the time with an average rate of return of 10.3%. 
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Alternatively, the mindset investors should adopt when markets experience a material sell-off is the historical 
benefit of putting new money to work. If we allow history be our guide, it has proved that investors are rewarded 
by being eternal optimists. 
 
 S&P 500 Price Index 1-Year Forward Returns after Selloffs from 52-Week Peak (1970 – Current) 

 

 
 Closing 
 
Before I sign off on my first investment note of 2022, we should briefly remind ourselves of the investment success 
we have endured the past three years despite the challenges we have had to encounter. Markets have proved to 
be resilient and pairing your long term financial and investment goals with a dedicated advisor I firmly believe you 
are setting yourself up for long-term success. 
 
I really appreciate you taking time out of your day to read my “2022 Outlook” commentary to help put capital 
markets into context. It continues to be a top priority of mine to help educate clients and allow the fundamentals 
be our guide in all your investment decisions. 
 
Thanks for your continued confidence, trust, and support – I do not take the responsibility lightly and look forward 
to continuing to provide you first class service and solutions to create long-term value in 2022. 
 
 
Warmly, 
 
 
Aaron Pedlar, HBA, CHS 
Financial Advisor  
Pedlar Financial - Sterling Mutuals Inc. 
 
 
 
 


