RBC Phillips, Hager & North Investment Counsel Inc.

SPECIAL EDITION

Counsel Views
Year in Review and 2022 Outlook

This page has been intentionally left blank.

As we tend to do at this time of the year, we review the investment
landscape of the last 12 months and look ahead to both the risks
and opportunities for investors in the coming year. Truthfully, there
is nothing particularly special about the turning of the calendar
as it relates to financial markets. After all, markets are always
forward-looking mechanisms so moving from one calendar year to
another shouldn’t have any impact on your investment approach.
Nevertheless the process of reviewing the recent past is an
important part of any investment process.
As we started 2021, there were a few risks which we classified as
“known unknowns.” While the economic resurgence that began
in 2020 was under way, worries about rising inflation slowly
progressed throughout the year. As we will explore in greater detail
in this special year-end report, inflation remains front and centre
in terms of potential risks into 2022. We’re still not convinced that
it’s permanent, but we do admit inflation may be around for some
time into 2022.
In Chart 1, we provide a review of the year-to-date return (price
return) and standard deviation (risk) across a number of different
market indices.
Chart 1: Year-to-date return and risk (%) across various asset classes
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2021 in brief:
The scoreboard doesn’t
tell the whole story
Overall, 2021 was a strong year for developed equity
markets, particularly in the U.S. and Canada (as shown in
Chart 1). Strong corporate profits helped drive a “V-shaped”
recovery in earnings which benefited stocks and helped to
drive a record high amount of flows into equities. Yet the
higher volatility beneath the surface wasn’t lost on many
investors either. Approximately 10% of U.S. stocks declined
by 35% or worse from their highs in 2021, which is a good
reminder that stocks with high valuations and momentum,
and considered to be “crowded” trades, are a real risk.
Rising inflation drove the outperformance in commodities
(excluding gold), as well as the outperformance of both the
energy and financial sector as evidenced by the relative
performance of Canadian equities this year. We saw the
technology / growth-oriented companies continue to
benefit from work from home, and even an acceleration of
industry disruption. We find very little relevance between
the COVID-19 variants of concern and this long-term
secular technology trend. For emerging market equities,
these certainly suffered at the hands of China’s slowing
growth, a stronger U.S. dollar, and monetary tightening
across emerging market central banks. The volatility of
cryptoassets like bitcoin and ethereum continued into 2021
as beneficiaries of excess global liquidity, and the market’s
increased risk appetite.
The global economic recovery that began in the third
quarter of 2020 continued into 2021. We have seen quite
a remarkable recovery which we expect to continue
into 2022, albeit at a lower overall level. Based on the
Bloomberg economist consensus, G7 economic growth is
rising from 3.6% in the third quarter of 2021 to 4.5% in the
fourth quarter. Looking ahead to 2022, economists expect
relative growth to slow to 4.1% in the first quarter, 2.9% in
the second quarter and further to 2.1% in the third quarter,
as the world economy transitions from the robust recovery

phase to steady-state trend growth. We expect consumer
spending to push growth into next year given the savings
rate has been quite high since the pandemic began. For
example, U.S. consumers are sitting on a mountain of cash,
equating to approximately 10% of U.S. GDP, or roughly
US$2.5 trillion in cumulative savings since the pandemic
began. While it won’t all get spent, some of it probably
will, therefore adding to growth. Supply chain issues may
have held some of this back, but we would expect into next
year that consumers start to shift demand more towards
services from spending on goods. On the corporate side,
we anticipate business capital spending to pick up, which
will add to productivity down the line, and inventory
replenishment could add to growth as well. There is still
monetary support and friendly financial conditions today
supporting growth, although this is certainly diminishing.
Most investors began the year on an optimistic note amid
a quicker-than-expected vaccine rollout and ongoing
fiscal and monetary stimulus which amounted to US$10
trillion, on top of US$23 trillion in 2020, all of which
kept real interest rates low. But as the year progressed,
several downside risks came to fruition, including a
more contagious strain of COVID-19 and extreme supply
bottlenecks, which have constrained output and inflated
costs. Inflation picked up significantly in 2021 due to
demand side and supply cost pressures, and a low
comparable base from last year. Inventory growth surged
as businesses rushed to address product shortages. As
we exit 2021, fears of tightening financial conditions are
growing as global central banks grow more concerned
about inflation. Luckily this is playing out with only a slight
wobble for both equity and bond markets.

As we move into 2022, the market continues to question
the outlook for inflation. Will inflation ultimately prove
to be transitory or not, and will central banks be forced
to raise interest rates rather quickly to combat inflation?
The answer to these questions may come through 2022,
and will have implications on market volatility and how
investors position their portfolios. We do not believe that
wholesale changes to portfolios are required at this time,
but as we always do, we stress proper diversification and
risk budgeting when it comes to asset allocation.

Keeping an eye on inflation and higher rates
for 2022
U.S. core inflation has broadly been declining since peaking
at 15% in 1981. In fact, up until the COVID-19 pandemic, the
narrative focused on deflation rather than inflation. The
long-term deflationary forces at play have been global
central bank inflation-targeting, globalization of trade,
technology, demographics, and increases in outstanding
private sector debt .
Inflation and the risk of higher interest rates are the
dominant themes facing markets over the coming year.
COVID-19 variants of concern will certainly be part of the
narrative, but the market is principally concerned about
how the variants may impact inflation.
In November 2021 we heard from the U.S. Federal Reserve
(“Fed”) Chairperson Jerome Powell that the Fed will be
accelerating the pace of its monetary tightening into the
coming months. Ultimately the market sees the prospect
of two or three interest rate increases by the Fed in 2022 to
combat rising inflation (Chart 2) which is currently above
its target of 2%.
The Fed wants to achieve maximum employment before it
begins to raise the Federal Funds Effective Rate, which has
been sitting around 0% since the start of the pandemic.

Most economists believe that U.S. maximum employment
is achievable by the second quarter of 2022, clearing the
way for the first rate increase by mid-year and another one
or two increases following the U.S. mid-term elections next
November.

Still expecting a transitory inflation period ahead
As we wrote in our April 2021 article, “Growing Concerns
about inflation,” for decades, investors have been troubled
about the absence of inflation despite monetary stimulus
and increasing debt levels, which would normally drive
inflation. And we asked ourselves, are these longstanding
concerns now coming to fruition, or are the long-term
deflationary forces still in play? How will central banks act
on higher inflation through changes to policy, and how will
bond and stock markets react to such changes?
Investors should be aware that the real effective tax rate
goes up on financial market income when inflation rises.
Governments tax on the basis of nominal rather than real
returns. If the real return is 2% and inflation is 0%, the real
effective tax rate is the same as the nominal tax rate. But if
the real return is 2% and inflation is 4%, the real effective
tax rate is three times higher (and potentially completely
eats the real return!).
We are still in the camp that inflation will prove to be
transitory over 2022, with aging demographics and ongoing
technology disruption trends continuing to be significant
headwinds to longer-term inflation. As such, we do not see
equities as terribly overvalued at the current time. Certainly
those in the “persistent inflation camp” believe that interest
rates and inflation are about to reverse a decades-long trend
and begin a prolonged upswing. This would mean both bond
and equity markets are overvalued. Many prognosticators
have been in the latter camp for more than a decade, but
valuations have not come down and they have been wrong for
some time. Famous investor Howard Marks concurs in his “The

Chart 2: U.S. inflation (Consumer Price Index %) vs. recessionary periods

Sources: FactSet, RBC PH&N Investment Counsel. Data series is monthly from October 29, 1971 to October 29, 2021, the most recent CPI reporting period at the time of assessment. U.S.
Inflation is calculated as the YoY% change in CPI.

Sources: FactSet, RBC PH&N Investment Counsel. Data series ismonthly from October 29, 1971 to October 29, 2021, the most
recent CPI reporting period at the time of assessment.U.S. Inflation is calculated as the YoY% change in CPI.
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The Fed wants to achieve maximum employment before it begins to raise the Federal Funds Effective

the price performance of the S&P 500 Index during previous interest rate cycles (i.e. slow, or fast
tightening cycles, as well as all cycles and non-cycle periods in history).

Truth about Investing” presentation
where he noted that “once in a
while someone receives widespread
attention for having made a startlingly
accurate forecast. It usually turns out
to have been luck and thus can’t be
repeated. The investment business
is full of people who got famous by
being right once in a row.” Well said,
Mr. Marks.
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Using scenario analysis across
different interest-rate hiking cycles, we
can get a sense of what outcomes we
may expect from equities as the Fed is
poised to raise interest rates as soon
as mid-year. We review the potential
implications for U.S. equities under
different interest rate cycles in Chart 3.
Here we show the price performance
of the S&P 500 Index during previous
interest rate cycles (i.e. slow, or fast
tightening cycles, as well as all cycles
and non-cycle periods in history).
Source:
Ned Davis Research, Inc. reproduced with permission.
Sources: Ned Davis Research Inc. reproduced with permission.
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and long duration bonds. Higher short-term rates will
also mean competition for stocks vis-à-vis bonds which
haven’t offered investors much of a yield over the last many
years. Nonetheless, long-term investors should take into
consideration the real, after-tax returns when considering the
mix of stocks and bonds in their portfolios relative to their
risk tolerance and return objectives. Even if bond yields were
to move higher by 0.5-1.5% over the next year, real after-tax
returns may still favour equities over bonds.

5. Emerging variants of concern – how will they affect
supply-chain shortages, and therefore inflation?

We’re not going to address the relative valuation of equities
here in any detail, but suffice it to say relative to bonds on
several measures, equities appear to be cheap. And there is
certainly enough liquidity available in the financial markets
today. Despite the Fed pulling back on monetary support, it is
still adding liquidity, albeit at a slower pace. Additional liquidity
that may benefit equities over the coming year could also
come from personal savings and bank deposits.

The Omicron variant exposed in late November shows us
that variants of concern can pop up from time to time.
However, treatments for the virus are getting better, antiviral
medicines are still likely to be highly effective at reducing
hospitalizations, helping as increasing vaccination rates look
to ward off longer-term complications. Even if vaccines prove
less effective, vaccine development infrastructure is now in
place to limit such disruptive impact as we saw in 2020.

2. Supply-side shortages – when will we see the peak?
3. Wages – will they force the central banks to raise interest
rates sooner, and at a faster pace?
4. China – what should we expect, and what are the
implications for global growth?

Lessons learned
1. There are always reasons to sell, or wait to invest

As we exit 2021, there’s certainly no shortage of negative
headlines, and you may wonder if now is the “right time”
to be invested in the markets. But looking at Chart 4, you
can see there are always negative headlines – always
reasons to sell or sit on the sidelines – and yet the longterm market trend continues upwards. When you choose
to sell or leave the market, or just wait to invest for even
for a short period of time, you are making a bet against
human ingenuity, entrepreneurialism, and perhaps even
capitalism. Historically that has not been a winning
investment strategy and there is nothing today to suggest
that this time is any different.

As we wrote in this space a year ago now, there are always
reasons to sell or to not invest. Often times we receive
questions along the lines of “Is now a good time to invest?”
or “Did I already miss the market rally?” The chart below is a
timeless one in the sense that there will always be reasons
to sell, move money out of the market and sit in cash, or to
wait on the sidelines and not invest. These market timing
strategies are fraught with behavioural biases and can lead
to very poor outcomes for investors over a market cycle.
The empirical data tells us that any reasonable time period
in the equity market has tilted the odds in your favour of
positive inflation-adjusted returns. Keep in mind that by the
2. Volatility shouldn’t be seen as a risk, but an
time you’ve seen or heard of the negative headlines, the
opportunity
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over a market cycle, so instead, we focus on time in the market, not timing the market.
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Sources: FactSet, RBC PH&N Investment Counsel. S&P500 daily price data from Mar/09 throughNov/21, in U.S. dollars,
before transaction costs, commissions and taxes. Note that past performance is not indicative of future returns and you cannot
invest directly in an index. For index description please refer to the disclosures section of the article. Headline calloutswithin the
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within the chart have been sourced from Bloomberg, Wall Street Journal, CNBC, NY Times, and other public news sources.
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to shorter holding periods. This analysis was done using data dating back to 1993 and looks at rolling
returns over the given time periods. As we see in Chart 5, even a reasonable five-year holding period has
significantly reduced volatility when compared to the one-year period. We like the odds of positive
returns to equities over the long term.

As seen in Chart 5, over longer
holding periods, the volatility
of returns reduces significantly
when compared to shorter
holding periods. This analysis
was done using data dating
back to 1993 and looks at
rolling returns over the given
time periods. As we see in
Chart 5, even a reasonable
five-year holding period has
significantly reduced volatility
when compared to the oneyear period. We like the odds
of positive returns to equities
over the long term.

Chart 5: Historical volatility of returns to stocks and bonds over one-year, five-year and 10-year time
horizons
Chart 5: Historical volatility of returns to stocks and bonds over one-year,

five-year and 10-year time horizons
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returns on TIPS are likely to remain quite low.

• Cryptoassets, or digital gold, as some have dubbed
bitcoin and other cryptoassets, are not particularly useful
inflation hedges despite the narrative linking the limited
coin supply and maintaining purchasing power. The price
of bitcoin is very volatile and during periods of market
turmoil this year, it hasn’t acted as a portfolio stabilizer.
Also, cryptoassets have a limited track record as inflationprotection investments. Risk-adjusted returns for bitcoin
and ethereum are nonetheless impressive, and could
have merit for some investors, though caveat emptor still
applies.
• Energy/commodity stocks are not perfect inflation hedges
either. When inflation flared up in the past (e.g., 1998, 2001,
2008, 2014-15, 2018, 2020), commodity stocks and energy
companies lost money in those years as well, often times
more than a broad-based index of bonds or stocks.

• Finally, on equities, fundamental to the short-term
relationship between inflation and equity returns is the
company’s ability to respond to higher input prices with
increased earnings as well as investors’ reactions to
higher inflation. Higher-quality companies with pricing
power have the ability to sustain their margins and
earnings through an inflationary cycle, and therefore
should perform relatively better than those companies
with limited or no pricing power. In terms of investor
sentiment, the valuation discount to those earnings may
still be at risk in a high inflationary environment and the
discount rate to future earnings increases due to inflation.

Preparing, not predicting
At RBC PH&N Investment Counsel, we prepare for what may
happen during a market cycle as opposed to predicting
exactly what will happen. We believe this is a sound
investment strategy that removes many behavioural
investing biases from the process, and improves outcomes
over the cycle. The reason we build portfolios in the
first place as opposed to placing all of our wealth in one
investment is that nobody can accurately predict what
the future may hold, and bold predictions can put your
wealth plan at risk. Our investment process prioritizes

risk management which reflects a firm-wide approach to
portfolio construction. This firm-wide approach to portfolio
construction ensures that no single individual prediction
influences your overall wealth plan. The bespoke portfolio
created for you at RBC PH&N Investment Counsel reflects
the inputs and oversight from a broad team of experts
across RBC Wealth Management. Our process for building
and managing portfolios reflects tried-and-true tenets of
diversification across asset classes, investment strategy,
region, currency, as well as systematic risk oversight.

As we close our 2021 and look ahead to 2022, we wish you and your family a very safe and happy holiday season, and all
the very best for the New Year. Please feel free to contact your Investment Counsellor with any questions or concerns
related to any of the information contained in this article.

Required Disclosures:
S&P 500 Index: The S&P 500 Index includes 500 companies across many sectors of the U.S. economy. The index is weighted by market capitalization so bigger companies make up a larger proportion
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middle capitalization range, covering approximately 7% of the of US equity market.
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prices of S&P 500 Index call and put options. On a global basis, it is one of the most recognized measures of volatility -- widely reported by financial media and closely followed by a variety of market
participants as a daily market indicator.
FTSE Canada Universe Bond Index: The index measures the performance of investment-grade Government of Canada, provincial, corporate and municipal bonds issued domestically in Canada and
denominated in Canadian dollars.
FTSE US Government Bond Index: The FTSE US Government Bond Index measures the performance of fixed-rate US government bonds.
FTSE US Broad Investment Grade Bond Index: The index measures the performance of US dollar-denominated bonds issued in the US investment-grade bond market.
CAD Benchmark Bill - 1M: The index measures the performance of Government of Canada Treasury Bills for 1-month. Each index is designed to reflect the performance of a portfolio that only owns a
single security, the current on the run T-Bill for the relevant term, switching into the new T-Bill at each auction.
Bloomberg US Government TR Index: The index measures the performance of the U.S. Treasury and U.S. Agency Indices, including Treasuries and U.S. agency debentures. It is a component of the U.S.
Government/Credit Index and the U.S. Aggregate Index.
Bloomberg US Corp Bond TR Index: The index measures the performance of the investment grade, U.S. dollar-denominated, fixed-rate, taxable corporate bond market. It includes USD-denominated
securities publicly issued by U.S. and non-U.S. industrial, utility, and financial issuers that meet specified maturity, liquidity, and quality requirements.
ICE BofAML BB US High Yield (BB): The index measures the performance of US dollar denominated below investment grade corporate debt publicly issued in the US domestic market including all
securities rated BB1 through B3, inclusive. It is capitalization weighted.
S&P GSCI Gold Spot: The S&P GSCI Gold Index, a sub-index of the S&P GSCI, provides investors with a reliable and publicly available benchmark tracking the COMEX gold future. The index is designed
to be tradable, readily accessible to market participants, and cost efficient to implement.
Bloomberg Commodity TR: The index measures the performance of future contracts on physical commodities which traded on US exchanges and London Metal Exchange. The commodity weightings
are based on production and liquidity, subject to weighting restrictions applied annually.
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