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The Fed loves me, it loves me not
In our special edition of Counsel Views, “Year in Review and 2022 Outlook,”
published in January, we discussed the risks ahead, principally focusing on the
outlook for inflation and the direction of interest rates. In this edition of Counsel
Views, we provide an update on inflation, interest rates, economic growth and
what we’re thinking about asset allocation.
The start of the year has certainly been difficult for both bond and equity markets
as inflation continues to rise. This has emboldened the U.S. Federal Reserve (“Fed”)
and other central banks to begin the process of tightening monetary policy. As a
result, over the last several weeks, the U.S. bond market has priced in more interest
rate hikes from the Fed for 2022 and 2023 than were priced in at the end of 2021. In
addition, the prospect for reducing the size of the U.S. Federal Reserve’s balance
sheet – also known as “quantitative tightening” – will impact credit and liquidity
conditions going forward. Investors are debating if the most recent period has
marked a major shift in financial markets, where there is no longer the “easy” Fed
and global central bank money keeping interest rates artificially low. That may
be the case, but the path forward isn’t as clear. At the time of writing the Russia/
Ukraine conflict has erupted and increased volatility in financial markets. While
we are following the situation closely, at this time we don’t believe the conflict will
substantially change the path forward for developed market central banks.
As always, we adhere to a long-term approach. Our investment philosophy is
premised on the belief that making short-term predictions in the market is at best
a coin toss. We choose instead to be prepared for what could lie ahead rather than
trying to predict what’s ahead. The reason we build portfolios in the first place
as opposed to placing all of our investments in one outlook or a single asset is
that nobody can accurately predict what the future may hold. We prioritize risk
management in our firm-wide approach to portfolio management, doing our best to
ensure that no single prediction or bias influences your overall wealth plan.
Continued on page 2
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These muted forward-looking inflation
expectations five years out are likely
a result of a) expectations of a rather
quick tightening cycle to curb the
inflation threat and b) the easing of
many of the core inflation bottlenecks
brought out during the pandemic. This
is not to say that all indicators are
benign or improving, as many indicators
still have a way to fall before reaching
pre-COVID levels. But the headwinds
to inflation are positive, and include an
abating COVID case count and easing
labour and wage pressures as we move
from pandemic to endemic.

US Core Inflation Rate
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The intensity of price pressures from
the energy sector is expected to fade
into the spring, although the recent
invasion of Ukraine by Russia may result
in additional energy inflation. Historical
data on the price of oil post an invasion
of this magnitude has usually resulted
in prices staying high or declining,
rather than continuing to increase. In
conjunction with higher energy costs,
unemployment remains near historical
lows, which is putting pressure on
global central banks, and especially
the Fed, to contain inflation before
inflation expectations start to become
more embedded with consumers and
businesses. For now, the market is not
pricing in elevated inflation expectations
beyond the coming few years (Chart 2).
But all stakeholders, including the Fed,
continue to watch for signs of inflation
expectations building over the coming
year. For now, expectations for longerterm inflation remain muted.

US Recession

Sources: RBC PH&N Investment Counsel, YCharts and U.S. Bureau of Labor Statistics and Statistics Canada
(Feb. 22, 2022). Data is monthly from Jan. 31, 1972 to Jan. 31, 2022. The U.S. Inflation Rate is the percentage in which
a chosen basket of goods and services purchased in the U.S. increases in price over a year. Inflation is one of the
metrics used by the U.S. Federal Reserve to gauge the health of the economy. The Consumer Price Index (CPI)
represents changes in prices as experienced by Canadian consumers. It measures price change by comparing,
through time, the cost of a fixed basket of goods and services. The goods and services in the CPI basket are
divided into eight major components: Food; Shelter; Household operations, furnishings and equipment; Clothing
and footwear; Transportation; Health and personal care; Recreation, education and reading, and Alcoholic
beverages, tobacco products and recreational cannabis. CPI data are published at various levels of geography
including Canada, the 10 provinces, Whitehorse, Yellowknife and Iqaluit, and select cities. Shaded areas represent
official periods of recession as identified by the National Bureau of Economic Research.

Chart 2: 5-year inflation expectations, 5-years from today (%)
5-year, 5-year forward inflation expectations rate (%)
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In contrast to the rather cold weather
across much of the continent, the core
inflation readings to start the year have
been rather hot (Chart 1) in the United
States and Canada.

16.00

Y/Y change in inflation (%)

Rates are rising while financial
conditions remain accommodative
… for now

Chart 1: U.S. and Canadian Inflation rates (1972-2022)

5-year, 5-year forward inflation expectations %

In this article, we will review some
changes to portfolios, and provide
advice designed to help prepare for what
may come – like portfolio diversification
and systematic rebalancing of portfolios
– rather than try to predict the future.

Sources: RBC PH&N Investment Counsel, YCharts, Federal Reserve Bank of St. Louis. This series is a measure of
expected inflation (on average) over the five-year period that begins five years from today. Data set is from Jan
2/03 to Feb 17/22, daily values of annualized inflation expectations. 5-Year, 5-Year Forward Inflation Expectation
Rate is at 1.99%, compared to 2.05% the previous market day and 2.07% last year. This is lower than the longterm average of 2.24%.

Continued on page 3

Page 3 of 9

The Fed loves me, it loves me not
Continued from page 2

Chart 3: Financial Conditions Index – remains benign before rates start to rise
St. Louis Fed Financial Stress Index
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Sources: RBC PH&N Investment Counsel, YCharts, Federal Reserve Bank of St. Louis. The Financial Stress Index measures the degree of financial stress in
the markets and is constructed from 18 weekly data series: seven interest rate series, six yield spreads and five other indicators. Each of these variables
captures some aspect of financial stress. Accordingly, as the level of financial stress in the economy changes, the data series are likely to move together. How
to Interpret the Index: The average value of the index, which begins in late 1993, is designed to be zero. Thus, zero is viewed as representing normal financial
market conditions. Values below zero suggest below-average financial market stress, while values above zero suggest above-average financial market stress.

Also, consumer demand has recently
shifted lower as a result of inflation
pressures on consumer goods, lower
fiscal outlays, and likely a general shift
towards services and away from goods
spending. Finally, inventories across the
U.S. have been rising, which likely eases
the pricing pressures felt earlier on
during the pandemic.
Looking at the St. Louis Federal Reserve
Financial Stress index (Chart 3), we
interpret the latest data point (on
Feb. 18, 2022 a reading of -0.70, which
does not reflect the Russian invasion
of Ukraine until the next data point on
Mar. 3, 2022) to indicate below-average
financial market stress. This is not a
big surprise as the Fed is still providing
support to the bond market and, until
rates actually start to rise, financial
condition indices like these should
remain tame. And as long as longer-term
expectations for inflation remain muted,
we expect bond yields to remain at low
levels and therefore limit the upward
movement in this stress index.
Remember, although the Federal
Reserve and global central banks
determine rates, markets determine
financial conditions.

Historically, the battle versus inflation
has meant a recession is needed to
break the inflation spiral, causing prices
to recede. But are we going to see
inflation recede as the supply chains
unclog, and goods-based inflation
subsides? If so, does an aggressive
and front-loaded rate hike and balance
sheet tightening cycle present further
downside risks to growth as we enter
2023? Will the Fed engineer the softlanding scenario that the market
currently anticipates? And will the Fed
come to the equity market’s rescue if
financial conditions tighten too fast/too
much, as it’s done in the past?
Tighter financial conditions at some
point should cool down what has been
an extended period of easy monetary
policy, which has arguably created
pockets of bubbles in financial markets
(e.g. crypto and digital assets, initial
public offerings, SPACs, and parts of the
credit markets). Therefore, a tightening
cycle could be viewed as a positive
development for the longer-term health
of financial markets. Nevertheless,
overly tightening financial conditions
increases the recession risks to growth
and equities over the near term.

Recession risk – not imminent but
possible
Investors tend to be concerned with
recession risk because in the past
recessions have usually coincided
with a bear market, defined by a price
decline of at least 20% from prior highs.
Unfortunately, there aren’t many great
leading indicators for a recession. Most
of the time, economists and strategists
can call a recession only after the
fact. This speaks to our investment
philosophy of being prepared, rather
than trying to predict. Of course, this
is not to say that we don’t monitor the
health of the economy and financial
markets through a series of indicators
and dashboards as a means of
understanding long-term changes in
market structure, but more to say that
predicting an oncoming recession is
difficult at best.
That being said, if we are to look at
any one measure to gauge the risk of
a recession in the near term, it would
probably be the shape of the yield curve.
Without going into too much detail,
the yield curve is a plot of the interest
rate yields on debt instruments across
different maturities, while holding risk,
Continued on page 4
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Chart 4: U.S. Treasury Bond Yield curve (10-2 year spread)
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Source: RBC PH&N Investment Counsel, YCharts. Chart represents the difference between U.S. Government Bond yields (10-yr minus 2-yr) in U.S.
dollars (Feb. 24, 2022). Shaded areas represent official periods of recession as identified by the National Bureau of Economic Research. Red
circles highlight when the 10-2 year yield curve inverts, or goes below 0.0%. Note that in August 2019 the yield curve inverted for just one day to
-0.03%. You cannot invest directly in an index and past performance does not guarantee future performance.

liquidity and tax treatment constant. The
spread between long- and short-term
interest rates is a measure of the yield
curve’s slope. Typically, we measure the
spread between the yields on ten-year
and two-year U.S. Treasury securities.
And although the yield curve is
generally upward sloping (i.e. longerterm maturities carry a yield higher
than shorter-term maturities), it has
occasionally inverted and when it has
that has overwhelmingly meant that a
recession is usually 6-12 months away
(Chart 4).
Looking at the Chart 4, the track record
for monitoring the shape of the 10-2
year yield curve has provided some
insight into the possibility of a recession
in the last 36 years. If we include the
1970s, an inverted yield curve preceded
eight recessions, with only one false
positive in the mid-1960s when the

curve inverted but a recession did not
come until early 1970.
Also reviewing the current shape of the
yield curve at the date of print of this
article, the 10-year/2-year yield spread
has significantly flattened, indicating
that tightening of conditions is already
underway. The main driver has been a
divergence in short-term versus longterm expected inflation prospects. At
roughly 0.45% today, the curve is still
upward sloping, although it’s looking
a little flat when compared to history.
We wouldn’t judge the slope today as
something of a recessionary warning
ahead, but continue to look at this and
other measures.
We currently see the U.S. economy as
being in “mid-cycle.” This is a benign
place to be, associated with several
further years of solid economic growth.
However, the rate of cycle advancement

is so fast that this could ultimately
be a mere five-year cycle rather than
the 10-year cycles that preceded it.
Additionally, risk assets (like stocks)
are generally “happiest” the closer they
are to the beginning of a cycle, so this
ongoing progression argues for more
moderate equity gains in the future.
Finally, with the Fed and global central
banks tightening policy, the output gap
is mostly closed, which is typical of late
cycles. On balance, we continue to see
a low probability for a recession in the
next 12 months.
Credit markets, which have historically
provided signposts of additional danger
ahead in the equity markets, for the
most part remain calm today (Chart
5). However, the most recent increase
in credit spreads denoted (last data
point is 2.24%) bears a close watch as
spreads have been rising since the start
of the year.

Continued on page 5
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Chart 5: Corporate Credit Spreads – rising since the start of 2022 but not raising any flags yet

Moody's Seasoned Baa Corporate Bond Yield (Percent) - 10 Year
Treasury Rate (Percent)
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Sources: RBC PH&N Investment Counsel, YCharts. Data from the above is a weekly time-weighted data series Jan. 2, 1986 to Feb.
24, 2022 including Moody’s Seasoned Baa Corporate Bond Yield less the 10-year Treasury rate, a measure of credit risk in the bond
market. Please refer to the disclosures in the appendix for a description of the indexes used here. Note that you cannot invest
directly in an index and past performance does not guarantee future performance. Please see disclosures for a full description of
indexes referenced.

This of course assumes that Fed’s
policy to tighten financial conditions is
measured, data dependent and does
not precipitate a recession. Moreover,
bond yields should move higher as they
incorporate expectations of both higher
policy rates and greater inflation risk
implicit in an aggressive tightening pace.
There is admittedly plenty of uncertainty
regarding how quickly headline and core
inflation will fall back to the 2% target
after the peak.

Inflation remains the near-term
risk, and geopolitics to a lesser
degree but don’t completely
disregard
When we assess where we could
be wrong in our positive outlook for
inflation to peak in 2022, there is of
course the risk of de-anchoring of
inflation expectations. In other words,
there is a risk that consumers and
businesses who are waking up to higher
inflation and then start adjusting
inflation expectations going forward.
The Fed and other global central banks

are cognizant of this effect and likely
watching headlines, and surveys of
consumers and businesses, to gauge
if inflation is de-anchoring from their
transitory timeframe. Certainly the path
of near-term inflation remains uncertain.
Over the medium term, we expect
inflation to subside, and don’t see a
1970s-style hyperinflation period ahead.
Today’s population demographic is much
older than in the 1970s, and inflation
pressures came from different sources
back then – i.e. it was a supply shock
versus today’s demand shock, post
COVID. Also, in the 1970s the U.S. took
itself off the gold standard, with no
equivalent to such an event today to
drive the inflation argument much higher.
While geopolitical risks are rarely
reasons to derail the investment
thesis, the Ukraine/Russia conflict’s
potential impact on the price of oil
further complicates the outlook for
inflation for the Fed and global central
banks. Sustained higher oil prices into
2022 would more than likely mean

some additional inflation expectations
creep into forecasts and inflation
expectations, raising the prospect of
additional tightening. Higher energy
costs will also weaken global growth,
particularly the low-end consumer. if the
Fed and global central banks react to a
prolonged Russia/Ukraine conflict, the
subsequent fallout on the energy market
is certainly unknown.

Portfolio positioning – reducing an
underweight in bonds, diversifying
U.S. equity market exposure
So far, 2022 hasn’t been easy for
investors. Rising interest rates, declines
in technology stocks, higher inflation
readings and imminent interest rate
hikes, along with geopolitical risks
stemming from the conflict between
Russia and Ukraine. On the positive side,
corporate earnings have for the most
part fared quite well during the most
recent earnings period, and by some
accounts the pandemic is seemingly
shifting towards an endemic. Or at least
we hope so.

Continued on page 6
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Chart 6: Relative performance of U.S. and international equities (5-year rolling returns, 1975-2022)

Sources: RBC PH&N Investment Counsel. Bloomberg. Data is price returns, time-weighted, in U.S. dollars, gross of fees, transaction costs
or taxes. Data series is January 1975 to January 2022. Past performance does not indicate future performance, and you cannot invest in an
index. Please see disclosures for a full description of indexes referenced.

The end of easy, or perhaps easier,
global central bank monetary support
seems to be coming to a close now.
Global central banks seem more
coordinated in their tightening posture
than in the past. If this tightening
posture is here to stay, it will have
implications for asset allocation as riskfree interest rates may finally be above
zero on an inflation-adjusted basis. The
jury is still out on the sustainability of
the recent trends, but we are watching
this closely.
The most recent tactical asset
allocation recommendation from RBC
Global Asset Management is to narrow
an underweight in fixed income as yields
move higher. This tactical adjustment
has been funded from cash, which
despite the more recent rise in rates is
expected to underperform bonds and
equities. Financial markets have been
especially volatile so far this year as
investors adjust their expectations for
a faster round of tightening than was
previously expected. This has led to a
surge in sovereign-bond yields. We don’t
expect that the January 2022 divergence

between stock prices and bond yields
will persist. Either an aggressive Fed
tightening negatively impacts equities
but benefits bonds, or corporate
earnings power falls back to pre-COVID
levels and the equity bull market
continues.
We continue to have a strategic
overweight in equities despite lowered
expectations for total equity returns
relative to the previous two years.
Inflows into global equities in 2021 over
US$1 trillion exceeded the cumulative
inflows into global equities over the
previous 19 years. Certainly that
inflow into the asset class requires a
period of digestion, and hence lower
return expectations for the near term.
A combination of a flattening yield
curve and potentially rising credit
spreads warns us about bottom-fishing
in equities until the monetary policy
tightening comes to an end. We prefer
to stick to high-quality equities at this
point. That’s not to say there aren’t
opportunities within equities today. We
highlight two divergences in portfolio
positioning as areas of opportunities for

investors looking to diversify U.S. equity
market exposure.
While the U.S. has been outperforming
all other equity markets over the last
decade and most investors remain
overweight U.S. equities in their
portfolios, Chart 6 highlights U.S.
outperformance versus international
equities hasn’t always been the case.
We are not advocating any wholesale
switching away from U.S. in favour
of international equities, but rather
pointing out that diversification is key
across markets and regions because
we don’t know what the future may
hold. In addition to diversification by
region, diversification by investment
style / strategy is another way to ensure
your portfolio returns and risk aren’t
dictated by one factor or perspective
on the outlook. There is little doubt in
the fundamental strength of the U.S.
equity market, in particular technology,
communication services and industrial
sectors. However, we believe that equity
markets in Europe and Asia provide
some attractive growth and portfolio
diversification opportunities as well.
Continued on page 7
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Chart 7: Forward Price-to-Earnings S&P/TSX Composite Index versus S&P 500 Index
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Sources: RBC PH&N Investment Counsel, RBC Global Asset Management, Bloomberg. Updated to Jan. 31, 2022. Time period January, 2001 to January, 2022.
Figures in CAD. TSX is the S&P/TSX Capped Composite Index. S&P is S&P 500 Index. All data is time-weighted, gross of fees, transaction costs or taxes. You
cannot invest directly in an index and past performance is no indication of future performance.

Canadian equity market exposure –
relatively cheap versus U.S. equities.
In Chart 7, we look at the valuation
differential between the S&P 500 Index
and the S&P/TSX composite going
back to the beginning of the century
and find that Canadian equities look
inexpensive when compared to U.S.
equities. There are fundamental reasons
for this divergence, but it’s mainly due
to the difference between the weights of
high-growth/high-valuation technology,
communication services and consumer
discretionary sectors of the S&P
500 index compared to the S&P/TSX
composite. More than half the weight of
the S&P/TSX composite is comprised of
traditional cyclical sectors (financials,
energy and materials) compared to
about one quarter in the S&P 500 Index.
However the differences in valuation
are explained, Canadian equities are

presenting an attractive entry point
relative to U.S. equities for Canadian
investors who benefit from preferential
dividend tax treatment in non-registered
accounts.
One of the common pushbacks on
Canadian equities at the index level is
the exposure to the energy sector where
perhaps the long-term outlook remains
uncertain. Throughout the pandemic oil
demand has recovered and since mid2020 demand steadily normalized and
recovered to seasonal pre-COVID levels
by the end of 2021. Energy was among
the top-performing sectors in 2021, and it
does well in an inflationary environment
and provides a hedge against certain
geopolitical turmoil. While the positives
receive a lot of attention, as they should,
it’s worth keeping in mind that there are
also a number of downside risks for oil.
The primary near-term risk is an Iran

nuclear deal, which could come over
the next few weeks, and result in an
increased global oil supply. While global
economic reopening will make for strong
demand growth in 2022, it will likely fade
dramatically thereafter. Longer term,
electric vehicle adoption is the key risk.
Irrespective of the long-term risk to
the sector, we present an interesting
analysis in Chart 8 that estimates the
Canadian energy sector is sustainable
with WTI crude oil around US$65/bbl.
This compares to a current price of
around US$90/bbl at the time of writing.
The analysis takes into account what
price of WTI the Canadian energy sector
would need in order to retire all debt,
equity, pay dividends and meet emission
reduction targets.

Continued on page 8
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Chart 8: Canadian Energy Sector Breakeven Analysis – WTI crude oil in
U.S. dollars as of Dec. 31, 2021

Canadian Energy Sector - sustainable around $65 oil
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Source: RBC Capital Markets. Sustaining capital: cover sustaining capital; Dividends: cover dividend commitments; Equity retirement:
retire all common equity; Debt retirement: retire all debt; Emissions: cover 100% of their share of the environmental costs with taking
oil sands emissions to zero. Assumptions: stable common equity prices as of year-end 2021, dividend commitments as of year-end 2021;
breakeven prices based on RBC Capital Markets base 2022 outlook. Emissions calculations: Oil sands = 68 Mtpa of GHG emissions
(Score 1+2); using 5 Canadian Energy companies in the Pathways Initiative (Suncor Energy Inc., Imperial Oil Ltd., Canadian Natural
Resources Ltd., MEG Energy Corp., and Cenovus Energy Inc. which are not shown separately here). The 5 companies in the Pathways
Initiative account for 90% of these emissions; Cost to take oil sands emissions to zero = $75BN over 30 years, so 90% of $75BN = $67.5BN
over 30 years or $6.75BN per year across the 5 companies over a 10-year period.

Active versus passive – we favour more active at this
point in the cycle. We have commented in the past about
complementing active management with passively managed
investment solutions, especially in those markets where
excess returns via active management are challenged.
However, at this point in the cycle, active management
solutions are particularly important as return expectations
are lower, and investors need to differentiate between
companies with sustainably margin and earnings growth
in the face of rising inflation, or over the mid-term, rising
disinflation. Not just with respect to pricing power or the
ability to pass on rising input costs, but also to focus on those
industries that would see relatively less margin pressure from
wage pressures. This is difficult to do on a purely passive
investment approach where you are an active buyer/seller of
the entire market.

The last point on asset allocation is that we believe timing the
market has been extremely difficult, to say the least. As such,
we always follow and advise a more systematic approach to
rebalancing portfolios as a result of sell-offs. We know adding
to equities following a decline is not always easy. However,
forward-return prospects improve as markets decline, of
course. And dollar-cost averaging into the market in this
environment counters both a fear of getting in too early and a
fear of missing the subsequent recovery rally.
If you have any questions or comments about this article,
please feel free to reach out directly to your Investment
Counsellor.
Take care,
Stu
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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 of the index than smaller companies. The index is designed to measure
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