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It is that time of year again when
we review the performance of
the economy and the markets.
There isn’t really anything
particularly special about the
mid-year point as it pertains to
investing. The markets tend to
be forward looking rather than
backward looking. However,
it is good practice to conduct
this review as an integral part
of our investment process, and
to take into account any new
information when formulating our
recommendations going forward.
In the Counsel Views Year in Review
and 2022 Outlook, published at the
end of 2021, we discussed how inflation
risks would remain front and centre
in 2022 and would be accompanied by
rising interest rates and heightened
market volatility. Although directionally
correct on these expectations, the
increases in interest rates by global
central banks came quicker than
expected. The rapid increases came
as a result of global central banks
attempting to combat higher inflation.
Higher-than-expected inflation came
as a result of the continued slowdown
in global supply chains, arguably too
much fiscal stimulus and quantitative
easing since 2020, and the rising cost
of commodities – in particular oil
and agricultural commodities due to
Russia’s invasion of Ukraine.
As we’ll detail in this mid-year report,
the path forward for inflation is the
primary determinant of short-term
market volatility. Central banks have
vowed to keep inflation under control
as best they can by raising interest
rates in the hope that demand will be
suppressed enough to allow time for
global supply chains to normalize,

housing activity to cool down and the
price of energy to do likewise. This is
not an easy task. A common analogy
is “threading a needle” between
keeping inflation at bay and avoiding
a recession which is usually a result of
tightening policies.
Therefore we see the direction of
inflation over the rest of 2022 as the
most important element to short-term
market returns. If inflation starts to
cool off and provide central banks
with some wiggle room to reduce the
number of planned rate increases,
financial markets should do quite well
from here. However, if inflation isn’t
contained and central banks need
to increase rates more expeditiously
and possibly trigger a recession, then
financial markets may continue to be
weak for the rest of 2022.
We recommend staying fairly neutral
to strategic asset allocation targets
within portfolios for those clients with
shorter time horizons, and/or those
clients with fairly low risk tolerance.
Our allocations to fixed income have
been increasing over the last six
months, taking advantage of the rising
interest rate environment to reduce
the underweight in bonds while being
selective with credit exposure. For
equities, low volatility solutions and
those investment solutions focused
on high-quality companies with
less leverage, high free cash flow
and relative pricing power remain
attractive. Alternative investments
including private credit, private equity
and real estate offer the opportunity
for qualified/accredited investors to
reduce portfolio risk and enhance
expected returns over a reasonable
time horizon.
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The first six months of 2022
weren’t kind to most investors
Very few investors would argue with the fact
that the first six months of the year haven’t met
expectations. That may be an understatement,
however we expected to see this level of
volatility as we entered 2022.
Coming into this unusual start to the year, higher
inflation was very much the dominant risk investors
were focused on. That only escalated in February
when Russia invaded Ukraine and oil hit $120 per
barrel. Recently, however, the focus has shifted
decisively toward slowing growth with every major
asset class pricing for an economic slowdown.

Volatility has picked up over the last few months, with
large swings in prices – higher and lower.
Adding to the woes so far this year have been bond
prices which have moved lower as a result of interest
rates moving higher (i.e. off the zero-interest rate
line). This has been an unusual period as usually bond
prices will remain somewhat buoyant or even positive
as stocks decline. While some may question the
role of bonds in a portfolio today based on this very
short period of time, we don’t think that the portfolio
diversification benefits of bonds have diminished.

Chart 1: YTD bond market performance (%) in CAD indexed to 100
Source: Bloomberg, RBC PH&N
Investment Counsel. Bond indices
used: U.S. Government 10-year Bond
(BCEY4YT), U.S. Investment Grade Bond
Aggregate (LBUSTRDH), U.S. High-Yield
(LF98TRUU), Canadian Government
Real Return Bond 10 yr (CANRRB
12/01/31), Bloomberg Canada Aggregate
TR Investment Grade (I05486CA),
Bloomberg CAD High Yield Corporate
Bond Index (BCAH). Daily index levels.
All data is in CAD, time-weighted,
non-annualized. December 31, 2021
until June 29, 2022. The returns shown
are gross of fees, transaction costs
or taxes. Past performance is not a
guarantee of future performance.

Chart 1 plots the total returns of a number of different
bond indices since the beginning of this year in
Canadian dollars. In June, we saw government bond
yields in the U.S. back away from recent highs near
3.5% for 10-year treasury bonds. Investment-grade
corporate bonds cash yields briefly hit 5% in the
U.S. for the first time since 2008. Credit spreads (the
borrowing cost difference for corporates and the US
government) are back to highs seen in 2018 after June

saw the worst monthly spread return since
March 2020.
Bond investor expectations have grown stronger that
central bankers will hike interest rates fast enough
and high enough to cool inflation. And that they will
cause recessions in the U.S. and elsewhere in the
process.

Page 3

Chart 2 shows the year-to-date returns for a number
of different global stock market indices. Since midMay, global equities (MSCI Asia Pacific, MSCI Emerging
Markets, MSCI Europe) have seen some incremental
improvement. Canada’s commodity-heavy TSX index
continues to outperform the U.S. over the year-to-date
period. There was some relative outperformance in
U.S. markets (S&P 500 and Nasdaq) during June as

expectations of inflation have started to come down.
Also these markets were pretty oversold heading into
June. Within the S&P 500, investors have favoured
value-type companies over growth companies in the
first half of the year as future earnings are repriced
under a new interest rate regime.

Chart 2: YTD equity market performance (%) in CAD indexed to 100

Source: Bloomberg, RBC PH&N
Investment Counsel. Equity
indices used: S&P/TSX Composite
(SPTSX), S&P 500 (SPX), MSCI
Asia Pacific Index (MXAP), MSCI
Emerging Markets Index (MXEF),
MSCI Europe Index (MXEU),
NASDAQ 100 (NDX). Daily index
levels. All data is in CAD, timeweighted, non-annualized.
December 31, 2021 until June 29,
2022. The returns shown are
gross of fees, transaction costs or
taxes, Past performance is not a
guarantee of future performance.

The future course of inflation is a central
consideration for investors, for it will exert a major
influence on the interest rate policies of central banks,
which will strongly influence the direction of capital
markets. Importantly, the commodity markets have
long been looked at as a barometer of inflationary
pressures given the medium-term drivers of inflation
are arguable mostly supply-side driven.

But too often commodities are viewed as a single
asset class when they are actually a collection of very
different markets that can behave in radically different
ways. In Chart 3 we show the price performance in
Canadian dollars for different commodities from the
beginning of the year.

Chart 3: YTD commodity market performance (%) in CAD indexed to 100

Source and descriptions:
Bloomberg, RBC PH&N Investment
Counsel. Commodity indices used:
WTI Active Contract (CL1 CMDTY),
Gold/United States Dollar Spot
Exchange Rate (XAU), Wheat
Active Contract (W A Comdty),
Corn Active Contract (C A Comdty),
Soybean Active Contract (S A
Comdty), Copper Active Contract
(HGA Comdty), Lumber Active
Contract (LBA Comdty). Daily
index levels. All data is in CAD,
time-weighted, non-annualized.
December 31, 2021 until June 29,
2022. The returns shown are
gross of fees, transaction costs or
taxes. Past performance is not a
guarantee of future performance.
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The recent decline in spot prices for various
commodities outside of oil may likely be attributed
to lower expected demand as the economy slows,
but also some of the decline in commodity prices can
be traced to the retreat of investors who piled into
markets for fuel, metals and crops to hedge against
inflation. There are no guarantees these downward
moves persist, but all it takes is for commodity prices
to stop rising for inflation to become less high.
Some comments on price changes in commodities:
• Crude oil ended June some 25% off the all-time
highs and appears to be stabilized at current higher
levels versus a few years ago. The pullback in energy
prices (outside of European natural gas), fertilizer
prices, and agricultural commodities like wheat is
encouraging for the inflation story, which will discuss
in more detail below.
• On the metals side, copper lost about 12% in June
and has declined to a new 18-month low, potentially
signaling an economic slowdown to come as copper
has widely been an authority on the business cycle
given its sensitivity to global economic activity.

• Gold meanwhile has been trading sideways despite
the rising rate environment which historically has
been bad for gold, though real interest rate remain
quite negative.
There’s been an interesting divergence so far this year
between oil and copper prices. The sanctions imposed
on Russia by Western nations have greatly reduced the
availability of Russian energy exports, putting upward
pressure on oil prices, in turn increasing inflation.
Meanwhile, the copper market, which is highly
correlated to economic activity, has declined since the
start of 2022, with the decline accelerating in June. The
weakness in copper prices suggests a slowing global
economy, which indicates lower inflationary pressures
ahead.
As shown in Chart 4, the performance of the U.S. dollar
has been strong year-to-date. This isn’t a surprise for
many observers as the U.S. dollar remains a safehaven asset that investors usually buy in an economic
slowdown and/or periods of geopolitical risk. The
potential good news is that a strong U.S. dollar has
been consistent with a falling rate of inflation for
U.S. consumers and businesses (not for most other
countries however).

Chart 4: YTD trade-weighted U.S. dollar performance (%) indexed to 100

Source: Bloomberg, RBC PH&N Investment Counsel; Index used: Nominal Broad U.S. Dollar Index (DTWEXBGS). Data is in USD; nonannualized. Data from January 2nd, 2022 until July 16, 2022. Past performance is not a guarantee of future performance. You cannot invest
directly in an index.
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In the very near term, it’s likely the U.S. dollar strength
will continue based on the natural tailwind from an
expected global growth slowdown or recession, and
aggressive Federal Reserve (“Fed”) monetary policy
tightening. Versus the Euro, it’s expected that the U.S.
dollar will further appreciate as Europe contends with
the war and a potential energy crisis. Longer term,
perhaps the stronger dollar (and a global recession)
will cool commodities and inflation. That said, weaker
commodities will be a headwind to certain emerging
markets, most notably Russia.
What was the impetus to the sell-off year-to-date
in bonds/equities, and the rally in commodities?
There’s usually never one reason for a market sell-off.
In the case of this year, multiple years of fiscal and
monetary stimulus to support a pandemic stricken

global economy, growing levels of debt as a result,
a reliance on cheap financing and energy, offshore
manufacturing and distant supply chains were all
considered to be unchallenged. Enter a pandemic
global economic recovery which saw demand rise
above supply for many goods and services and a
European war and here we are today. Rising inflation
was the immediate result which global central banks
now see as their call to action. As a result we have
seen monetary policy tighten and interest rates
reversing the 40-year decline we’ve seen as the fight
against inflation getting out of control takes hold of
financial market narratives.
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The elephant in
the room – inflation
Most of us today have an unfortunate inflation
story to share – whether it be at the grocery store,
the auto dealer, or perhaps from running a small
business where labour costs are accelerating along
with employee turnover. Inflation, as a result of a
post-pandemic global economic recovery fueled by
fiscal and monetary support, has certainly been on
the rise around the world year-to-date (see Chart 5).
For investors the risk is that inflation expectations

become embedded into forward prices, and eventually
wages, fueling the inflation cycle. The risk of a 1970s
style hyperinflationary period cannot be ruled out
completely, however despite some similarities
between now and then we don’t see this as highly
probable. In all likelihood, inflation is going to be with
us for the near term, but over the next year or two
we’ll start to see disinflationary pressures persist so
inflation starts to ease.

Chart 5: U.S., Canada, European Consumer Price Index (CPI) %

Source: RBC PH&N Investment
Counsel. Consumer Price Index (CPI)
year over year (YoY) change from
Jan 1 1999 to July 21, 2022. Canada
Consumer Price Index YoY is at 8.13%,
compared to 7.73% last month, 3.06%
last year and the long-term average
of 3.13%. U.S. Consumer Price Index
YoY is at 9.06%, compared to 8.58%
last month, 5.39% last year and the
long-term average of 3.25%. Eurozone
Consumer Price Index YoY is at 8.64%,
compared to 8.05% last month, 1.90%
last year and the long-term average
of 1.75%.

Faced with rampant inflation, central banks worldwide
are raising interest rates. In June, the Fed announced
its largest hike since 1994. The previous month, the
Bank of England pushed UK rates to a 13-year high. The
central banks of Europe, Brazil, Canada and Australia
have also hiked rates. The Fed raised its interest-rate
target by 0.75% in June, the largest increase since 1994.
Slowing demand is key to the Fed’s goal of restoring
price stability in an economy that is still struggling

with supply issues, but raising interest rates also
elevates the risk of a recession.
The Fed is also trying to prevent consumer
expectations of higher inflation becoming entrenched,
since such expectations can be self-fulfilling. Fed
Chairman Jerome Powell has said the central bank
wants “clear evidence” that price pressures are
diminishing before slowing or suspending rate
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increases. As such, the monthly inflation prints (CPI or
PCE) typically garner a lot of financial media attention,
at least compared to the inflation story coverage in
the past.
Importantly, we note that reported inflation is a
lagging indicator, and inflation is always slowing in
a recession. A serious economic contraction may be
necessary to create the slack (unemployment) needed
to kill inflation. On the plus side we may see lower
inflation as a result but on the negative side corporate
profits and jobs may suffer first.
Some potential good news on inflation
While the most recent inflation prints from the month
of June were anything but encouraging, there are some
more recent signs suggesting that inflation may have
peaked:
• Consumer inflation expectations have declined.
• Market-based expectations for inflation have
declined meaningfully over the last month.
• Core Personal Consumption Expenditures (PCE)
excluding food and energy have declined.
• Gasoline prices have continued to decline.
• Commodity prices such as copper, corn and wheat
have declined as have fertilizer prices in North
America.

• Global economic activity has slowed and should
reduce demand and prices.
• Freight or shipping container rates have declined
from China to LA by approximately 60% year over
year.
• New car prices have flattened out, and used car
prices are declining.
• Wage and income growth are falling in real terms.
• Global supply chain pressures have eased from a
year ago.
• Relatively high levels of retail inventory may lead to
future discounting (disinflationary).
• U.S. dollar strength is cooling import prices for U.S.
consumers and businesses.
Despite these potential signs of inflation peaking,
we shouldn’t expect inflation to fall sharply either.
Over the next year inflation is likely higher than usual
driven by wage pressures and inflation expectations
could start to trend higher as well. Inflation may
be moderated by recent commodity price declines,
lower monetary stimulus, and easing supply chain
pressures. Inflation pressures come from a mix of
demand- and supply-side dynamics, as estimated by
the San Francisco Fed (see Chart 6). That means it
isn’t enough just to weaken the economy: that would
resolve the demand-side pressures, but less so the
supply-side.

• Semiconductor prices are now half of their July 2018
peak and down roughly 15% versus June 2021.
Chart 6: Supply and demand driven contributors to inflation

Note: As of May 2022. Source: Federal Reserve Bank of San Francisco, BEA, RBC GAM
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Longer term, it’s always difficult to make a forecast,
but inflationary forces like de-globalization and
infrastructure spending to support a shift to more
sustainable/clean energy are likely. The overriding
disinflationary forces that have been at work for
decades around the world are still intact – aging
demographics and technology-driven productivity
gains.

To summarize, we remain encouraged about what
we’re seeing that may lead inflation to slow down
even further, potentially benefiting the economy and
markets down the road. We expect financial market
volatility to remain high over the rest of 2022 and
potentially into 2023. This volatility will be in part
driven by the monthly inflation readings, which may
provide investors with a view on where interest rates
are headed and therefore expected market returns.
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Additional risks ahead
Besides the primary risk we see – which is higherthan-expected inflation – there are other potential
risks ahead for investors. These include:
• a recession (i.e. two consecutive quarters of
declining GDP) which may or may not coincide with
declining inflation;
• declining corporate profits;
• the potential for escalation in Ukraine;
• an energy crisis in Europe/globally;
• continued COVID lockdowns in China;
• a potential property/mortgage market crisis in
China; and
• the threat of additional coronavirus mutations.
While an economic slowdown seems clearer today, it
remains an unsettled question whether we’re headed

for a mid-cycle slowdown, or a recession. Markets are
increasingly pricing the latter, implying a much higher
recession probability than current economic data
would suggest.
RBC Global Asset Management’s Chief Economist,
Eric Lascelles, recently wrote that a recession is more
likely than not, with perhaps a 75% chance of one
over the next 18 months. This isn’t out of touch with
the consensus which expects slowing growth, falling
inflation and declining commodity prices over the next
1-2 years. The U.S. bond market would concur with the
recessionary outlook as the 2-year to 10-year yield
curve has been inverted since June 2022. The yield
curve inversion has typically foretold of a coming
recession, but not always. More recently a slowdown
in leading indicators like the Purchasing Managers
Index (PMI) points to further weakness ahead.

Chart 7: YTD Purchasing Managers Indexes
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Source: Bloomberg, RBC PH&N Investment Counsel, JP Morgan: Global PMI (MPMIGILMA), Markit: Developed Markets PMI
(MPMIDMMA), S&P Global: Emerging Markets PMI (MPMIEMMA). Data from January 31, 2022 until July 1, 2022.

The depth and duration of any potential recession
remain unknown of course. The contradictory
evidence to a recession down the road include fairly
robust employment figures with private sector jobs
and aggregate hours worked hitting record highs in

June. Part-time employment is also at its lowest level
since August 2001, indicating that labour market
conditions remain quite tight. To spin the current
employment picture and the prospect of further
inflation ahead in a somewhat positive light, the Fed
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is left in a better position today to fight inflation than
if employment and overall growth were weak. The
cumulative tightening that has occurred already does
provide options for central banks down the road when
growth is weak and unemployment may be higher.
One additional impact on demand that could possibly
lead to a deeper slowdown or recession is the “wealth
effect” on consumer spending. While we’ve written
about the year-to-date performance of financial
markets (excluding commodities) as disappointing
and unusual, that does not reflect the reality that
unrealized losses have eroded consumer confidence
to some degree. Aside from financial markets, housing
markets in both the U.S. and Canada have weakened
as well. This is a direct result of rising mortgage rates
and inflationary impacts on disposable income.
Relative to the housing bubble of 2008, the Canadian
housing market seems to be in worse shape compared
to the U.S. housing market.

The housing situation in the U.S. today is different
from what we saw surrounding the housing bubble of
2008. Back then, adjustable-rate mortgages accounted
for about one of every four mortgages, versus about
12% today as the mortgage market made a quick shift
to more conventional 30-year fixed-rate products.
Meanwhile in Canada, while most homeowners are on
5-year fixed mortgage schedules, this means that a
protracted period of higher (not even rising) mortgage
rates means disposable income in Canada will be
at risk over the next 4-5 years. Add to that a decline
of 10-20% in home prices and the wealth effect from
financial markets and the housing market in Canada
could prove to be too much for consumers, which
could lead to further decreases in confidence and
spending.
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What may lie ahead for the
second half of 2022?
Both the bond and stock market have been weak yearto-date as we’ve discussed. While we aren’t certain
that any bottom in prices has occurred so far, we lay
out a thesis for what it might take for stocks and bonds

to move higher from here. Bear markets on average
take about 12-18 months to recover from prior peak
prices, which have averaged down 35-40% over the
last number of decades (Chart 8).

Chart 8: Bear market goalposts (S&P 500)
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Source: RBC PH&N Investment Counsel, YChorts data. Doto series is time-weighted, in U.S. dollars, from June
12, 1950 to present, before taxes, transactions fees and taxes. You cannot invest directly in on index and post
performance is no guarantee of future performance.

There are a number of takeaways from Chart 8:
• First, the average unrealized loss from a bear market
has been about 36%.
• The maximum unrealized loss was -57%.
• The average number of days to reach a market
bottom was 391, just over one year from the prior
high.
• While the average time to breakeven if you bought at
the prior peak in the market was just over two years.
• Equally important, when a bottom was reached in
the bear market, the median forward 1-year return
from then was 36%.

None of these facts based on past events are meant
to encourage market timing. Rather than try and time
the market, staying invested is most important… you
can’t time the top or bottom, but you can use some of
these goalposts to gauge what may lie ahead so you’re
emotionally and financially prepared.
To be sure, sentiment amongst investors is pretty poor
by any historical measure today, which suggests a lot
of pessimism is being priced into assets (e.g., inflation,
recession, war, etc.). Bear markets and corrections
usually don’t end on their own – normally a few macro
factors turn in the market’s favour.

Page 12

Those macro factors which would potentially drive
a recovery in sentiment and therefore asset prices
include:
• an immediate and material decline in inflation
• an about-face by the Fed and other central banks on
rate hikes
• corporate profits holding up
• an end or resolution to the war in Ukraine
We wouldn’t place a high probability on these events,
but they’re factors we’re watching to gauge the
sustainability for any recovery in financial markets.
Expect volatility to remain elevated for the rest of
2022 and into 2023
To wrap up, we expect market volatility for both bonds
and stocks to remain elevated through 2022 and into
2023. The path forward for financial assets is highly
dependent on how inflation progresses over the next
few months which will be closely watched by investors
and central banks.
Given the range of outcomes in the near term for
inflation, we recommend portfolio allocations to cash,
bonds and stocks remain fairly close to strategic
weights. Our allocations to fixed income have been
increasing over the last six months, taking advantage
of the rising interest rate environment to reduce the
underweight in bonds while being selective with credit
exposure. For equities, low volatility solutions and
those investment solutions focused on high quality
companies with less leverage, high free cash flow and
relative pricing power remain attractive. Alternative
investments including private credit, private equity
and real estate offer the opportunity for qualified/
accredited investors to reduce portfolio risk and
enhance expected returns over a reasonable time
horizon.
In terms of gold, our work suggests that gold
traditionally acted as a “safe haven” within
investment portfolios. Historically, it has provided

a degree of stability, or insurance, when compared
to the volatility in stocks, for instance. But as with
stocks and bonds, gold is not a foolproof investment
either. Its price can fluctuate based on a variety of
underlying demand and supply factors, and after
accounting for transaction costs, insurance costs
and storage costs in the case of physical gold, the
net returns can be less than what the headlines may
suggest. Gold produces no cash flow on which to
assign a value and is driven by investor emotions,
which can change unexpectedly.
Gold has traditionally worked well as an inflation
hedge in the portfolio. Based on history, we know that
gold has not done well during periods of disinflation,
and it may perform better than expected during
periods of deflation, though that track record is
mixed. During bear markets gold has been a good
hedge for equities, though it will lag equity returns
during bear market rallies, or when risk is in demand.
Conversely, during bull markets, gold has done well
relative to equities when there is greater uncertainty
in the economy and/or financial markets, and lags
during other periods. We are not advocates of any
tactical positioning with respect to gold in portfolios.
Rather, any decision to include gold in portfolios is
done from a strategic perspective.
It’s been said that wealth is not determined by
investment performance, but by investor behavior.
There’s really no control factor any of us have for
central bank policy, economic growth, corporate
profits, etc. What we can control is our own behaviour
which has been shown to be a contributing factor for
those investors who are able to outperform financial
markets over a market cycle.
To that end we’ll leave you with one final chart
(Chart 9), which is one of our favorite’s. In terms of
controlling behaviour, that’s easier said than done
when headlines are flashing red and the bad news
seems more than abundant from one day to the next.
It’s really during times like these when perspective is
everything.
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Chart 9: There are always reasons to sell (no pain, no gain)

Source: Bloomberg, RBC PH&N Investment Counsel. S&P 500 Index total daily return March 1 2009 through June 29 2022, in USD gross of fees,
transaction costs or taxes. You cannot invest directly in an index and past performance is no guarantee of future performance.

Looking at Chart 9, no matter how bad the headlines
were at the time, the S&P 500 has managed to
continue to move higher, driven by economic and
corporate growth, and of course investor demand.
In fact over this time period it’s managed to generate
a 14.2% compound annual rate of return. If you had
succumbed to any of these headlines over the last 13
years and sold out to “wait for a better time to invest”
you missed out on some attractive growth in your
portfolio.

Acting on financial news media headlines and trying
to time the market is one of the reasons why most
investors underperform the broad indexes over time.
Unfortunately the “gut instincts” and “what feels good”
often conflict with a proper investment strategy and a
well-laid-out wealth plan.
As always, please reach out to your Investment
Counsellor with any questions or concerns that you
may have.
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