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OVERVIEW
The macro backdrop for the first half of 2022 is not very
friendly and will likely feature a recalibration of asset prices
to account for decelerating economic growth, high inflation
readings and tightening monetary policy. The market cycle
remains intact, but these near-term headwinds are likely to
bring better buying opportunities that can take advantage
of better tailwinds in the back half of 2022.

Behind the Cover
Facing both headwinds and tailwinds conjures up images of the forces of nature, which are shown here as a graphical representation of the
directional movement of winds in the Pacific Ocean. This image was captured on January 25, 2022 using the live data site earth.nullschool.net.
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PMAM VS. CONSENSUS

RISK
Macro risk rose to extreme highs as the fourth quarter progressed on news of the Omicron variant’s spread and as
rapidly growing expectations of central bank tightening were realized. We expect risk to remain elevated in the first
quarter until we are through the first U.S. Federal Reserve (the Fed) rate hike and until COVID is once again in the
rear-view mirror.

SA M E

MACROECONOMIC
GLOBA L RE A L GDP
Global GDP growth will likely decelerate from 2021’s brisk pace, but potentially still be around a healthy 4%, especially once
the impact of higher rates is absorbed and we are through the Omicron wave globally.

SA M E

U.S. RE A L GDP
Leading indicators of growth continue to decelerate, and there is some evidence of a slowing economy, especially in the
retail sectors most affected by the latest COVID wave. However, as these issues fade, we expect a robust economy to
emerge, even as fiscal and monetary supports are gradually withdrawn.

C A N A DA RE A L GDP
Given the quick (and early) surge and fall of the Omicron wave in Canada, estimates of 1.3% GDP growth are likely
low, as sufficient pent-up demand remains to potentially fuel higher economic growth.

SA M E

HIGHER

U.S. I N F L AT I ON
While disruptions remain in the international supply chain, delivery times for goods have improved substantially, and
leading indicators of inflation are trending lower. While we still expect higher inflation overall than in the last cycle, it
will likely come down from the 7% currently expected.

LOWER

EQUITY RETURNS
U.S. E QUI T I E S
We expect a rough start to the year for U.S. equities as rate hike expectations more fully permeate the market, and
as fiscal stimulus levels fall compared with last year. Mid-year election years also tend not to favour strong equity
performance in the first half, although a sharp rebound often follows in the fourth quarter.

EU ROP E A N E QUI T I E S
We expect mixed performance from European equities depending on region and sector, with the U.K. and the banking
sector being best positioned for higher rates and a recovering economy.

C A N A DI A N E QUI T I E S
The quick (and early) surge and fall of the Omicron wave will likely push Canadian equities higher, particularly if
materials prices remain elevated.

LOWER

SA M E

SA M E

BOND YIELDS
TRE A S URI E S (U.S . 1 0 - Y R )
Higher inflation and a more hawkish Fed will likely put upward pressure on rates as the year progresses.

I NV E S T ME N T-GRA DE CO R PO R AT E B O ND S
With very little premium over treasuries, investment-grade spreads will likely not provide much insulation for the
group from the impact of rising treasury rates.

HIGH-YI E L D C ORP ORAT E B O ND S
High-yield corporate bonds will likely suffer both from increasing risk aversion in the near term and from
higher treasury rates.

HIGHER
HIGHER

HIGHER

OTHER
W TI C RUDE OI L
Oil inventory levels remain low, with a futures curve still in backwardation, implying a strong demand for current oil.
However, at these high prices, price elasticity will likely start to show some negative impact on demand.

EPS GROWT H (S & P 5 0 0)
Earnings growth will likely start to decelerate in 2022, but remain positive as leading indictors decelerate, and as
higher labour costs and input prices bear down on profit margins.

P / E (S & P 5 0 0 )
Multiples will likely see a pronounced decline over the year as real rates rise, particularly in high-growth sectors with
relatively high valuations.

SA M E

LOWER

LOWER

PMAM refers to Picton Mahoney Asset Management. PMAM view is relative to the Bloomberg Consensus Estimate for each category. As at December 2021.
pictonmahoney.com/insights
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2021 TAILWINDS TURN TO

HEADWINDS

The rapid reacceleration
of global economic growth
from the early stages of
the pandemic could not
be
sustained
forever,
so it should come as
no surprise that global
leading indicators are
beginning to decelerate.
The Markit J.P. Morgan
Global Manufacturing PMI
reading for year-end was
54.2, following its peak of
56 in May 2021 (Fig. 1).

FIGURE 1: GLOBAL LEADING INDICATORS ARE DECELERATING
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Source: Bloomberg, L.P., PMAM Research. As at December 2021.

This deceleration in economic growth rates comes at a
time when equity allocations are very high, thanks in part
to a remarkable USD $1 trillion* inflow into stocks in 2021
in the U.S. Massive amounts of monetary stimulus (along
with higher inflation rates) helped drive real interest
rates into negative territory around the world, creating
an environment where it appears “there is no alternative”
(TINA) to equities. Expensive growth stocks seem to
dominate many portfolios, especially now that the largest
five stocks in the S&P 500 Index account for roughly 25% of
performance attribution for that benchmark.
Of course, deceleration in economic activity doesn’t have
to mean that the end of the cycle is in sight. Our macro
distance model uses a large variety of indicators to
compare the current economic environment to points in
past cycles to find similar environments. We then use these
past cycles to build road maps to help navigate trends in
the current cycle.

This work currently points to similarities with many midcycle environments in past cycles, along with a few latercycle environments as well. Generally, equity investors
still enjoyed solid returns over the medium term in these
mid-cycle environments, although some of the latercycle periods were fraught with danger. We believe that
in this case mid-cycle dynamics will prevail, and that
equites will likely rally later in the year – and perhaps
quite strongly. However, in the shorter run, markets seem
vulnerable to significant macro headwinds, including
decelerating growth, coupled with high inflation rates and
tightening monetary policy. Also, the pace at which inflation
pressures begin to fade later this year will be a major point
in determining whether this market environment is still in a
positive mid-cycle stage or, instead, the end is much nearer
than we expect.

*All currency referenced in this document is in USD unless otherwise stated.
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NEAR-TERM

HEADWINDS

ECONOMIC DECELERATION
As 2022 begins, U.S. economic growth is decelerating
from unsustainably high levels. Even before the recent
emergence of the Omicron variant, the relative performance
of industrials stocks signalled that a slowdown in
manufacturing was imminent. As shown in Fig. 2, the
relative forward P/E ratio of U.S. industrials stocks has
historically provided an accurate leading indicator for the
PMI manufacturing index. Recent valuation changes for the
industrials sector now indicate that a significant slowdown
in goods production will likely soon be underway.

The rebound from the extensive lockdowns of 2020
was as spectacular on the way up as the decline. A
number of sectors saw workers return to collect their
salaries, while others benefited from fiscal support to
maintain consumption levels. The next stage will likely
see a normalization process, with slower growth as the
extraordinary drivers of the economy fade.

FIGURE 2: INDUSTRIALS SECTOR’S RELATIVE VALUATION FORESHADOWS DROP IN MANUFACTURING
ISM Manufacturing PMI (lhs)

Industrials Relative Forward P/E Ratio vs. S&P 500 (rhs)
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Source: Bloomberg, L.P., PMAM Research. As at December 2021.
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THE FISCAL CLIFF
Developed country governments moved to support
displaced workers (and consumption levels) with massive
wage replacement subsidies in 2020 and 2021. However,
many of these fiscal support measures are set to end in
2022. This “fiscal cliff” will be another source of nearterm weakness for economies driven by elevated levels of
government spending (Fig. 3).
In the U.S., the Congressional Budget Office estimates
that U.S. government spending will decline by $1.4 trillion
in 2022 if President Biden’s stimulus bill fails to pass into
legislation, and a still-significant $1.25 trillion even if it
does pass in full.
FIGURE 3: FISCAL SUPPORT WILL FALL IN 2022
U.S. Federal Gov’t Total Outlays by Year
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Source: Bloomberg, L.P., PMAM Research. As at December, 2021.
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SUPPLY CHAIN ISSUES
CONTINUE
There are few signs that global supply chain
issues are easing. Shipping capacity remains
stressed, and that is apparent in container freight
costs, which remain close to peak levels (Fig. 4).
In late 2021, the American Trucking Association
estimated that 80,000 truck drivers were
required to restore industry service levels to
pre-pandemic levels.†
Labour shortages continue to plague North
America economies, driving wage costs higher
and pressuring profit margins. Workers with
new-found leverage are moving away from
low-wage jobs in what is now called The Great
Resignation. The U.S. quit rate continued to set
records through the end of 2021.

CHINA CONCERNS
China’s ascension to becoming the world’s
second-largest economy has made it the
biggest contributor to global GDP growth for
the past two decades. However, the Chinese
government has moved to limit credit creation
and fixed asset investment, especially in the
real estate sector. It appears policy makers
are trying to limit over-investment in fixedasset creation in order to put the country’s
economy on a more sustainable growth path.
This policy, combined with very stringent
COVID lockdown protocols, has contributed
to a significant decline in China’s PMI, which
is now below 50 (Fig. 5). Consensus estimates
point to China’s GDP growth falling to 5.2%
this year from 2021’s 8.0%. ‡ Real estate
companies continue to be under significant
pressure, with falling stock prices and large
amounts of debt that requires refinancing.
Some Chinese banks are trading at three
times earnings, reflecting investor concerns
about large loan losses to come.
†
‡

FIGURE 4: INTERNATIONAL SHIPPING COSTS REMAIN
STUBBORNLY HIGH
WCI Composite Container Freight Benchmark Rate per 40 Foot Box
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Source: Bloomberg, L.P., PMAM Research. As at December, 2021.

FIGURE 5: CHINESE GROWTH HAS BEEN TEPID
Caixin Manufacturing PMI
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Source: Bloomberg, L.P., PMAM Research. As at December, 2021.

China is taking drastic measures to limit the spread of Omicron ahead
of hosting the Winter Olympics in February. In the northwestern
city of Xian, for example, lockdown measures were so severe that
reports emerged of significant food shortages. Xian is also home to
large-scale semiconductor manufacturing, and the lockdowns will
exacerbate the ongoing global shortage of microchips. Across China,
recent lockdowns have prompted various factory closures, disrupting
the exports of goods ranging from apparel to machinery to toys.

Source: https://www.trucking.org/news-insights/ata-chief-economist-pegs-driver-shortage-historic-high
Source: Bloomberg, L.P.
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ELEVATED INFLATION
December’s U.S. Consumer Price Index (CPI) rose 7.0%
compared with last year, the fastest pace of inflation
since June 1982. U.S. average hourly earnings jumped
4.7% year-over-year in December, well above the
long-term average of between two and three percent.
Unfortunately, these readings will likely remain
excessively high for the next couple of months as the
low monthly readings for inflation in the first couple of
months of 2021 are lapped by much higher readings in
the next couple of months of 2022.

There are now legitimate concerns that the Fed is
well behind the curve in containing inflation, and that
elevated inflation expectations are becoming ingrained
in consumers. Figure 6 shows how unusual it is for the
Fed not to anticipate and address inflation by raising
rates ahead of big spikes, and instead to wait for these
spikes to emerge and then react to them. No wonder
that concerns are building that the Fed is being slow
on the uptake.

FIGURE 6: THE FED IS BEHIND THE CURVE
Fed Funds Rate (lhs)

U.S. Core CPI y/y% (rhs)
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Source: Bloomberg, L.P., PMAM Research. As at December, 2021.
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MONETARY POLICY TO
BECOME SIGNIFICANTLY LESS
SUPPORTIVE VERY SOON
A monetary tightening cycle is getting underway in the U.S.
The Fed has already announced a $30 billion reduction in
monthly open market asset purchases (quantitative easing,
or QE) at the December Federal Reserve Open Market
Committee (FOMC) meeting, and indicated that further
reductions were likely in the upcoming months. A number of
central banks, in the U.K., Norway, Russia, South Korea and
New Zealand, for example, already hiked rates in 2021, which
is further evidence that the Fed needs to catch up. Market
expectations are now that interest rate increases will begin
in March, and that there will be three or four increases this
year. Others are suggesting that QE will be fully wound up
by April, and that a process of balance sheet normalization
could get underway soon after. It is quite apparent that the
amount of excess liquidity in the system will likely be falling
significantly.

Stock markets have historically gone through either corrective
or more muted phases when monetary cycles are getting
underway and liquidity is removed from the system (Fig. 7).
Unfortunately, U.S. equity valuations are quite stretched,
which heightens the risks of a correction as this tightening
process gets under way. P/E multiples for more growthoriented stocks will likely fall, while discount rates could go
up across the board faster than expected as the tightening
process is pulled forward. This would not bode well for the
nearer-term performance of stock markets.
There is also a possibility that aggressive tightening by the Fed
might strengthen the U.S. dollar, which could then translate
into unwanted tightening pressures in the rest of the world. A
rising greenback not only reduces returns on foreign assets
for U.S. investors, it also causes worldwide dollar financing
issues and crimps corporate profitability.

FIGURE 7: CENTRAL BANKS TIGHTENING COULD HURT EQUITY RETURNS (%)
G3 + China Central Bank Reserves: 6M Change (USD) (%)
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Source: Bloomberg, L.P., PMAM Research. As at December, 2021.
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U.S. MID-TERMS
Mid-term congressional elections will be held this year. Midterms historically mark the most volatile year in the fouryear presidential cycle, although this volatility has often
proven to create profitable buying opportunities for stocks.
Specifically, the second quarter of mid-term years has been
the most volatile, while the fourth quarter has often seen
strong market rebounds (Fig. 8).
FIGURE 8: MID-TERM ELECTION YEAR EQUITY RETURNS (%)
Quarterly Avg S&P 500 Price Returns By Presidential Cycle (1950 - 2020)
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MARKET BREADTH SIGNALS WEAKNESS
Heightened risks are already being reflected in parts of the equity markets. When the S&P
500 Index hit a 52-week high in December, market breadth was already weakening. At that
time, Leuthold Group chief investment officer Doug Ramsey noted, 334 companies trading
on the New York Stock Exchange (NYSE) were at 52-week lows, more than double the
number making new one-year highs*. This has happened only three other times in history –
all of them in December 1999, before the last big technology stock bubble popped.
Ramsey attributed the poor market breadth to the Federal Reserve: “The Fed had months
to taper when the economy was red hot and the stock market tape was very broad and
healthy,” Ramsey said. “Now, they are finally poised to do so with the economy cooling off a
bit and stock market internals looking weaker than at any time during the entire rally from
the pandemic lows.”*
At the same time, new lows on the NYSE outnumbered new highs even as the benchmark
itself made new highs. The last occurrence of this phenomenon was in 2015, just before a
six-month market correction that saw a 14% drawdown in the S&P 500.

MARKET CORRECTION A DISTINCT POSSIBILITY IN
THE FIRST HALF OF 2022
Markets are facing the distinct possibility of an environment in which economic data are
decelerating, CPI is stubbornly high, and the Fed is pulling forward a more aggressive
tightening process. This combination is an unattractive set-up for equities in more normal
environments, let alone the existing environment, in which monetary stimulus has been so
aggressive, stock market valuations are elevated (especially in the U.S.), and the Fed is likely
behind the curve. Traditional weakness around the U.S. mid-term elections could also be
looming. The possibility of a 10% plus correction in the first half of 2022 is quite high.
*Source: https://www.bnnbloomberg.ca/it-s-december-1999-based-on-the-nyse-shares-touching-new-lows-1.1700848

pictonmahoney.com/insights

Q1 2022 INVESTMENT REVIEW AND OUTLOOK

11

SECOND-HALF

TAILWINDS

Risks abound in the first half of 2022, but a corrective
phase will likely usher in opportunities for equity gains in
the second half of the year. These potential gains will be
fuelled by the abatement of the first-half headwinds and
the emergence of new tailwinds as the year progresses.

ECONOMIC DECELERATION WILL
LIKELY STABILIZE
Thanks to fiscal support measures, the North American
consumer’s balance sheet is stronger than it has ever been,
setting the stage for a spending splurge. Household debt as
a percentage of GDP has fallen from financial crisis highs of
almost 100% to more moderate levels around 75%. More
importantly, the cost of servicing that debt has collapsed to
the lowest levels since the 70s. In the U.S., mortgage debt
service payments as a percent of disposable personable
income are at the lowest level in decades (Fig. 9).

FIGURE 9: LOW RATES HAVE BENEFITTED THE CONSUMER
BALANCE SHEET
U.S. Household Mortgage Debt Service Ratio
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2020

Global supply chain disruptions are almost certain to ease as
the pandemic is addressed in major exporting nations. The
improved flow of goods will likely allow for the restocking
of inventories and broader consumer choice. Supply chain
recovery is particularly important for the semiconductor
sector, as it can lead to a recovery in areas such as auto
production to meet pent-up demand.
These factors will likely help stabilize the deceleration in
leading indicators later in the year, even as interest rates
begin to increase.

BEATEN UP CHINESE ASSETS
As mentioned earlier, Chinese authorities have been
clamping down on excess fixed-asset investment and
have been very aggressive with lockdowns to deal with
COVID outbreaks in the country. They have also embraced
the mantra of “common prosperity,” often at the expense
of wealthy entrepreneurs and the growth engines they
represent in the economy. Real estate companies are under
pressure on both the equity and debt side. These policies
have contributed to a significant decline in leading indicators
and slowing economic growth.
However, it appears that the Chinese central bank is
beginning to loosen monetary policy, so as to address
some of these slowdown-related issues. Aggressive COVIDrelated lockdowns, as well as efforts to clean up the country
prior to hosting the Olympic games, could give way to more
industry restarts and perhaps less stringent lockdown
measures. China could become a stronger contributor to
global GDP growth as the year goes along, which would
also help mitigate some of the tightening-related slowdowns
in developed countries. Poor sentiment regarding Chinese
stocks, together with attractive valuations, might eventually
start to attract investors from developed countries again.
pictonmahoney.com/insights

INFLATION BEGINS TO MODERATE
Producer and consumer prices are unlikely to continue climbing at the rapid pace seen in
2021. Over the next few months, CPI data will be compared to much lower monthly readings
from the first quarter of 2021, which will likely sustain very high year-over-year inflation
readings. However, as the year progress these “base effects” will likely moderate, leading to
lower year-over-year inflation readings.
Additionally, last year a number of major product categories, including autos, sporting
equipment and home appliances, experienced shortages as a result of pandemic-related
supply chain issues. While these issues may not be fully resolved in 2022, they will likely ease
up as global Omicron cases begin to decline, and as lockdowns or employee absences start
to abate. As shortages are resolved, Goldman Sachs suggests, prices for these goods should
moderate and even become a price drag as the year progresses (Fig. 10).
Declining CPI readings will likely be taken as a positive by capital markets, on the expectation
that lower CPI numbers will take some pressure off central banks to maintain aggressive
tightening policies.
FIGURE 10: CORE INFLATION EXPECTED TO MODERATE IN THE 2ND HALF OF 2022 - CONTRIBUTIONS TO YEAR-ON-YEAR CORE
PCE INFLATION FROM SUPPLY-CONSTRAINED CATEGORIES
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THE DEBT TRAP COULD LIMIT
TIGHTENING
The Fed’s ability to raise interest rates significantly could
be somewhat limited by high public debt loads that have
been driven significantly above trend since the onset of the
pandemic.
The brief tightening cycle in 2018 showed how sensitive
markets and the economy are to the withdrawal of monetary
stimulus, in the form of both quantitative tightening and
interest rate increases. A quick bear market in the fourth
quarter of 2018 alerted the Fed that after ending QE, it could
not raise interest rates as much as it had anticipated before
reaching a “neutral” rate for the economy. In other words,
the impact of removing QE and then hiking interest rates was
much greater than expected, and caused a quick reversal in
policy back to easing.

Measures of the “shadow Fed funds rate” (the Wu Xia
model) shown in Figure 11 suggest that at present, the
combination of previous interest rate cuts and quantitative
easing generally creates the equivalent of a -2% Fed funds
rate. If that is the case, the impact of ending QE in the next
couple of months will be the equivalent of a 200-basis-point
rate hike. In 2018, a similar process took a year and a half.
As QE ends, interest rate hikes will occur, along with the
possibility that further QE will occur in the form of running
off the Fed’s increased balance sheet. Given the strength of
the underlying economy this time around, the economy and
stock markets will likely be able to absorb this necessary
tightening to deal with elevated inflation rates.

FIGURE 11: ENDING QE HAS THE EQUIVALENT IMPACT OF A +200BPS IN RATE HIKES (%)
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Source: Bloomberg, L.P., PMAM Research. As at December, 2021.
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However, global debt has ballooned since 2018 as a result of pandemic-related
spending – an estimated $4 trillion increase that has pushed global debt to GDP
ratios from 235% to 270%. This increase in debt will likely make the economy
even more sensitive to rising rates. This could limit the extent to which the Fed
can implement interest rate increases before it causes an accident in capital
markets that lowers the wealth effect and slows the economy much more quickly
than expected.
Perhaps that is why the latest summary of economic projections from the
December 2021 FOMC meeting suggests that even though the Fed projects the
unemployment rate to be well below full employment by the end of 2022, it still
expects inflation to fall back in line with its target range and be under 3%. Also, in
comparison with the 2015–2016 period, when the Fed ended the last QE program,
we see much more robust growth expectations this time on the part of the Fed,
and much higher inflation rates. However, the Fed’s dot plots point to a more
benign tightening cycle this time, compared to what was expected back then.
Central banks will have to thread the needle through the first half of 2022. The
withdrawal of stimulus could result in volatility for both equity and credit markets.
However, high global debt levels and the unpalatable prospect of an inverted
yield curve will likely limit central banks’ ability to dramatically raise rates.

THE EQUITY RISK
PREMIUM
A significant correction in equity
markets, combined with any indications
that the Fed is going to back off its
already somewhat benign intentions
to tighten policy, will likely result in
an attractive set-up for a market rally.
As Figure 12 shows, the equity risk
premium (the difference between
real 10-year treasury yields and the
S&P 500’s earnings yield) is currently
attractive, but equity markets are
expected to face significant headwinds
in the near run. However, later in the
year, a reversal in the tightening cycle
could usher in a strong rally, driven
by a potentially even more attractive
equity risk premium combined with the
return of a TINA mentality to capital
markets.
pictonmahoney.com/insights

FIGURE 12: EQUITY RISK PREMIUM AT RISK IF REAL RATES RISE (%)
Implied Equity Risk Premium
Real 10-Year Treasury Yield
Shiller Cyclically Adjusted Earnings Yield
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IN CONCLUSION

INFLATION IS THE KEY
ISSUE TO WATCH IN
THE SECOND HALF OF
THE YEAR

Bullish rally scenarios in the second half of the year depend
on a moderation of inflation pressures. We expect inflation
levels to begin to fall after the first quarter as CPI data work
their way through the worst of the near-term base effects.
Markets will need to see significant declines in inflation rates
toward the Fed’s target range through the second half of the
year. However, if inflation rates stabilize at levels above 3% to
4%, and then start ticking upward again, this would force us to
revise our bullish second-half outlook for equity markets.
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SECTOR

OUTLOOKS
INDUSTRIALS

MATERIALS

The demand for freight, construction and machinery is
expected to remain strong well into next year. We are poised
to reap the benefits of both the shored-up weightings in
our high-conviction compounders and cyclical names with
secular stories. We are confident the businesses we like –
including those that have run with cyclical exposure – will
continue to meet our long-term return thresholds.

Following a challenging third quarter, the S&P/TSX
Materials sector gained 10% in the fourth quarter,
outpacing the broader index, with solid performance from
most subsectors. Base metals benefited from stronger
micro indicators, particularly declining visible inventory
levels, which offset macro concerns about Chinese
demand and peak growth. Precious metals benefited
from lower real rates, as inflation expectations remained
elevated. Fertilizers and forest products sustained their
recent momentum: underlying fundamentals remained
strong, and lumber supply was affected by BC flooding
and policy changes.

We continue to favour companies with a history of
compounding, idiosyncratic growth angles and/or
opportunities to improve returns on invested capital.
Toromont Industries Ltd. (TSX:TIH), Waste Connections
Inc. (TSX:WCN) and WSP Global Inc. (TSX:WSP) remain
preferred names, given their high rates of internal return
and their ability to grow free cash flow through cycles.
We have also added to our position in Canadian Pacific
Railway Ltd. (TSX:CP). The company is on track to complete
its acquisition of Kansas City Southern (NYSE:KSU) in
late 2022/early 2023. We believe the synergies from the
generational acquisition will surpass expectations in
both timing and magnitude. Our stake in modular office
solution provider Willscot Corp. (NASDAQ:WSC) has
significantly outperformed the market since we initiated
the position in the summer of 2020; the investment thesis
is predicated on its free cash flow-generating potential,
bolstered by its merger with portable storage solutions
provider Mobile Mini Inc. (NASDAQ: MINI). We also remain
bullish on the industrial leasing complex. We believe the
companies we own that are exposed to rentals, such as
the aforementioned Willscot Corp. (NASDAQ:WSC), Triton
International Ltd. (NYSE:TRTN) and United Rentals Inc.
(NSYE:URI), are trading at a discount to their intrinsic value
and will outgrow the broader market in the coming years.
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We remain positive on copper for structural reasons, given
secular demand tailwinds from global decarbonization
trends and a more muted medium-term supply outlook
that reflects both constrained capital spending over the
past few years and limited development pipelines. First
Quantum Materials Ltd. (TSX:FM) remains our preferred
exposure for copper, and we have added selectively
to holdings in smaller producers with strong growth
outlooks. We also grew more positive on Champion Iron
(TSX:CIA) as its Phase 2 construction nears completion;
we expect a capital return, and think the company has the
potential to demonstrate additional value by producing
higher-grade DR pellet feed product.
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INFORMATION TECHNOLOGY

HEALTH CARE

The MSCI World Information Technology Index increased by
13.1% for the fourth quarter of 2021, while the Information
Technology sector in the S&P/TSX Composite Index
increased by 5.7%. Sector performance was driven by strong
contributions from the semiconductor subsector, up 25.6%,
and the hardware subsector, up 25.4%. Semiconductor
stocks rebounded after weaker performance in the third
quarter, as demand patterns remained strong in an
environment of continued tight supply. Hardware was led
by strong performance from Apple Inc. (NASDAQ:AAPL),
driven by demand for the iPhone 13 and services.
Interactive media and services, up 4.2%, and internet and
catalog retail, up 1.4%, made the weakest contributions to
sector performance in the quarter. The underperformance
of interactive media and services stemmed from the impact
of industry-wide changes in attribution in digital advertising
due to Apple Inc.’s changes in iOS 14.5. Internet and catalog
retail continued to be affected by difficult comparisons in
e-commerce, supply constraints and higher labour costs.
Software performed in line with the overall sector, up
13.4%. We like Palo Alto Networks Inc. (NASDAQ:PANW)
as a lower-valuation cybersecurity stock with increasing
traction across its broad product portfolio, including
cloud security and endpoint detection. Its next-generation
security products now account for 30% of total business,
with annual recurring revenue growth of 76% in the most
recent quarter. With mid-20s overall revenue growth and
mid-30s free cash-flow margins, the company’s valuation
will likely continue to expand as its next-generation security
portfolio increases as a percentage of overall business.
There is longer-term opportunity to gain share in the core
firewall business, and then upsell additional products when
older legacy incumbents’ customers require a product
refresh over the next few years.

In 2021, the Health Care sector (up 26.8%) underperformed
the overall S&P 500 Index (up 30.6%). The underperformance
in Health Care and its subsectors was driven by macro
and pandemic-trade related gyrations that were difficult
to predict. Policy-related issues, such as drug pricing,
faded into the background. The sector’s performance was
largely decoupled from fundamentals, and it currently
trades at a 20% discount to the S&P 500 Index, the lowest
since 1990. With an inflationary backdrop in 2022, Health
Care subsectors and companies with pricing power will
likely do well: these include life science tools, animal
health, large-cap pharma and managed care. In contrast,
medical technology is expected to experience greater
pricing pressure, and higher interest rates will likely have a
negative impact on the valuations of SMID-cap companies.
Some of the challenges in 2021 included overestimating
the impact of the post-COVID recovery on procedure
volumes and in-person physician engagement. The medical
technology subsector is most leveraged to procedure
volume recovery, and its 2021 performance (up 8%,
compared with 26.8% for the S&P Health Care sector)
made it one of the poorest-performing subsectors, with
multiples compressed in relation to the broader market.
Key considerations for the procedure recovery trade in
2022 include COVID infection trends and the cadence of
procedure recovery. The latter will be affected by types of
procedures, surgical settings and the recoverability or loss
of the procedure backlog.
Hospital profitability is also driven by elective surgeries,
but increased hospitalization of COVID-infected patients
provided some offset, and this subsector was one of the
best performers, up 47%. However, by late 2021, hospitals
were experiencing staffing challenges that drove higher
demand for temporary nurses, upward pressure on wage
rates and a further reduction in elective surgeries, because
staff were being diverted to care for COVID patients. The
current uptick in COVID cases is expected to continue to
pressure procedures in the first half of 2022, and will likely
be exacerbated by nurse shortages, leading to another
slowdown in electives and limiting recovery in surgeries,
before eventually abating in the second half. The wage rate
increases made in late 2021 and in 2022 are expected to
initially be absorbed by the providers, and then reflected in
reimbursement rates in 2023.
Pockets of outperformance were seen among the COVIDthemed beneficiaries: vaccine marketers (Moderna
Inc.(NASDAQ:MRNA), up 127%; Pfizer Inc. (NYSE:PFE),
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up 58.4%; BioNtech SE, (NASDAQ:BNTX), up 109%);
therapeutics manufacturers (Regeneron Pharmaceuticals
Inc. (NYSE:REGN), and Eli Lilly and Co. (NYSE:LLY)); COVID
test manufacturers (Life Sciences Tools & Services subsector, S5LSTS Tools, up 34%; Abbott Inc . (NYSE:ABT),
up 24.8%) and testing centres and diagnostics (up 46%).
Contract research organizations (up 45%) and contract
manufacturers also benefited. In 2022, research and
development activities into vaccine development and
testing will likely begin to subside as the disease fades from
a pandemic to an endemic. In 2022 and beyond, the stock
performance of these companies will again be determined
by the fundamentals of their base business and how well
they deploy their cash windfalls.
The managed care organization subsector also
outperformed the S&P 500 Index (up 32%, compared with
26.8% for the S&P Health Care sector). Utilization was low,
because many procedures were postponed due to COVID,
but that will likely be in focus in 2022 when deferred care
returns as COVID slackens. The pace of return may remain
controlled, due to hospital staffing constraints and a shift
of some procedures from hospital settings to low-cost
ambulatory surgical centres.
The biopharma subsector was the poorest performer, with
large-cap U.S. pharma up 22%, large-cap E.U. pharma up
15%, large-cap biotech up 5%, and the SPDR S&P Biotech
ETF (XBI) down by 22%. The duration and extent of the selloff in the XBI was longer and deeper than expected. M&A,
which is usually a boon for XBI, was not reversed, despite
numerous acquisitions in 2021. The underperformance of
large-cap and SMID biotech was primarily driven by macro
factors; for large-cap biotech, it was a combination of macro
and company-specific issues, such as loss of exclusivity
of key products and pipeline failures. In 2022, the SMID
biotechnology companies could continue to underperform,
as they are sensitive to a macro backdrop of rising interest
rates and the COVID-19 pandemic. Lack of profitability
could also affect stock performance, as investors are likely
to seek low-risk stocks in an inflationary environment.
Alpha generation will depend on idiosyncratic events such
as clinical trial results, regulatory approvals and positive
reimbursement decisions. In addition, an increase in the
M&A of quality targets could be positive for the group.

The animal health segment was one of the outperformers,
up 27%, with a healthy companion animal market and
a recovering livestock end market. The outlook for 2022
remains robust, given a larger pet population, robust vet
traffic, the increased medicalization of pets and new product
launches. These companies are also well positioned to
offset cost pressures and benefit from inflation. In a “cash
pay” market, these companies have historically made price
increases to offset increased costs.

CONSUMER DISCRETIONARY
Consumer Discretionary performance in the second half
of 2021 was interrupted by the Omicron variant, global
supply chain constraints and inventory shortages. Although
we view these disruptions as transitory – and as having
created some attractive opportunities within certain
consumer verticals – and although we continue to expect
U.S. consumer spending in aggregate to increase again in
2022, we are also aware of declining government stimulus
support, persistent inflationary trends and rising interest
rates. These headwinds could place added pressure on the
low-income consumer, housing and weaker brands that lack
pricing power.
Conversely, we are positive on auto stocks such as Magna
International Inc. (TSX:MG) and General Motors Company
(NYSE:GM) in the U.S., where we expect pent-up demand and
a multi-year recovery in production will drive accelerating
top-line growth. Moreover, light vehicle inventories remain
at historical lows, which suggests that rebuilding back to
normalized levels could take until late 2023 or early 2024.
As a result, we expect pricing to remain stronger for longer,
which should support incremental margins as car sales
start to recover. Longer-term, we expect both MG and GM
to benefit from structural growth opportunities as the auto
industry continues its transition to electric vehicles.

The generics companies’ performance in 2021 was very
poor, down by 24%. The fundamentals were weak, with
worsening price deflation (including biosimilars), a slower
pace of generic drug approvals and a legal overhang related
to opioid litigations and price fixing. Poor performance in
2022 is likely unless there is improvement in pricing power.
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CONSUMER STAPLES
Consumer Staples performed relatively in line with the broad
market in both Canada and U.S. during the fourth quarter
of 2021. The sector benefited from both risk-off and value
rotation toward the end of the quarter after the emergence of
the Omicron variant, as well as rising rates. Within the sector,
we remain positive on quality names that will likely continue to
grow earnings in a difficult environment.
In Canada, we remain positive on Neighbourly Pharmacy Inc.
(TSX:NBLY), a unique growth story with an opportunity to
roll up the highly fragmented Canadian pharmacy industry,
driving EBITDA CAGR of over 20% until 2025. While NBLY
has impressive growth characteristics, it also has defensive
properties, with its recurring script growth supported by
aging demographics, in addition to being insulated from
COVID, supply chain, cost and labour pressures.
In the U.S., we remain positive on quality share gainers and
structural winners. Walmart Inc. (NYSE:WMT) and Procter &
Gamble Co. (NYSE:PG) continue to execute remarkably and
are seeing share gains accelerate. WMT, we think, will see
accelerated share gains in 2022 as consumers trade down
on higher grocery prices while its competitors are unable to
match prices. Simply Good Foods Co. (NYSE:SMPL) is more of
an “offensive” staple that provides exposure to reopening and
mobility within the U.S., while providing exposure to secular
health and wellness trends.

FINANCIALS
The Financials sector had a strong finish to the year,
outperforming the S&P/TSX Composite Index by about 2%
for the quarter, and about 10% for the year. As anticipated,
the Office of the Superintendent of Financial Institutions
(OSFI) unlocked the COVID-induced capital constraints on
its regulated financial institutions in the quarter, which led to
the announcement of sizeable share buybacks and dividend
increases. This was another win for the Financials sector as it
moves to normalize capital and improve returns. We remain
bullish on banks into 2022, as we believe the backdrop of
higher rates, positively inflecting loan growth, above-trend
GDP growth, benign credit conditions and strong capital
positions provide a lot of runway for growth. We also like
select rate beneficiaries in the life insurance group, such as
Industrial Alliance (TSX:IAG), which is trading at pre-COVID
levels, notwithstanding significantly higher earnings, higher
book value, higher ROEs and a more capital-light business
model. Outside of the banks and life insurance groups, we
foresee another great year for pricing and profitability in the
commercial property and casualty market, especially in the
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excess and surplus line, where Trisura Group Ltd. (TSX:TSU)
is our favored name. We believe the company has multiple
levers to maintain 20%-plus EPS growth for the next
couple of years. We also believe that the democratization
of alternatives is one of the most powerful secular trends
within Financials, with all investor segments increasing
their exposure to alternatives. We expect Brookfield
Asset Management (TSX:BAM) to be a key beneficiary
as it builds out new capabilities (e.g., insurance/impact
investing) and seeks to penetrate the HNW/UHNW channel.

COMMUNICATION SERVICES
On an absolute basis, the fourth quarter was a good quarter
for the sector, with the Big Three up an average of 5%.
However, on a relative scale, it was a soft quarter: the sector
lagged the S&P/TSX Composite Index by about 150 basis
points (bps). Looking under the hood, there was noticeable
dispersion, with Telus (TSX:T) at the top end, up 9%, and
Rogers (TSX: RCI/B) at the bottom, up just 3%.
To put it generously, it was an interesting quarter for our
top pick, Rogers. Boardroom battles spilled into the public
domain and eventually into the courtroom. Needless to
say, boardroom battles are not a positive, and represent a
headwind to our investment thesis. That said, with the court
delivering a clear verdict and the question of control (more
or less) fully settled, we believe we now have clarity, from
the standpoint of the boardroom, on the future course of
Rogers. From a fundamental perspective, Rogers remains
attractive to us, given the upcoming completion of its merger
with Shaw (TSX:SJR/B) – with or without remedies – and
the associated synergies, the net adds and the discounted
valuation compared with both Telus and BCE. Also, the
eventual reopening of the borders as Omicron concerns
fade will likely create a tailwind by increasing roaming and
associated billing.
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UTILITIES

ENERGY

Like telcos, Utilities had a good quarter on a stand-alone
basis, up 5%, but lagged the S&P/TSX Composite Index by
about 150 bps. Our top pick, Altagas (TSX:ALA) had another
stellar quarter, up 10%, to cap an excellent 2021, up 52%
overall. Notwithstanding its run-up in 2021, Altagas remains
our top pick heading into 2022, owing to a combination of 1)
robust growth prospects for midstream (higher than what is
likely to be generated by dedicated midstream companies);
2) a sector-leading rate base growth for utilities (8%–10%);
3) additional possible asset sales (Mountain Valley Pipeline is
top among the list, and has had some positive developments,
with a couple of favourable regulatory approvals, to aid
additional de-leveraging; and 4) a valuation that still screens
as attractive, particularly when juxtaposed with the growth
expected for 2022.

As in the previous quarter, the oil price was flat, with
significant intra-quarter volatility: prices retreated by over
25% in November on Omicron concerns, but rallied in
December as global demand remained firm in spite of the
new variant. The Energy sector was the top-performing
sector in both Canada and the U.S. last year, with global
demand recovering, while supply remained constrained
due to capital discipline and low global inventories.
While many of the arguments that support the sector’s
outperformance last year are still relevant today, we are
observing early signs of growth capital being added by
North American private producers and smaller exploration
and production outfits. We will closely be monitoring
E&P capital discipline in 2022, and whether large E&P
producers stick to their new pledge to return excess
capital from higher commodity prices to shareholders – or
return to their behaviour in past cycles and go for growth.
In our energy positions, we remain positive on Freehold
Royalties Ltd., Cenovus Energy Inc., MEG Energy Corp. and
Tourmaline Oil Corp.

REAL ESTATE
REITs had another solid quarter, delivering 8% to cap a
remarkable 2021 (up 34%, compared with 25% for the S&P/
TSX Composite Index. In our view, 2021 demonstrated what
we have always held to be true about REITs: rates matter
in a stable world, but when the macroeconomy is rapidly
improving or rapidly deteriorating, REITs are more sensitive
to macro than to rates. It was another “beat and raise” quarter
for our preferred name, Colliers (TSX:CIGI), which delivered a
17% rise in the fourth quarter. Looking forward, we maintain
Colliers as a top pick. While valuation multiples have moved
higher to reflect the quality of CIGI’s business, we continue to
believe that CIGI’s earnings growth will likely be the highest
in the real estate group, and with its balance sheet in great
shape (net debt to EBITDA is about 0.5x), M&A possibilities are
back on the table in a material way.

pictonmahoney.com/insights

Q1 2022 INVESTMENT REVIEW AND OUTLOOK

21

HEAD OFFICE
33 Yonge Street, Ste. 830
Toronto, Ontario
M5E 1G4

TELEPHONE: 416-955-4108
TOLL FREE: 1-866-369-4108
RETAIL SALES: 1-833-955-1344
GENERAL INQUIRIES
service@pictonmahoney.com

INSTITUTIONAL INQUIRIES
tklymenko@pictonmahoney.com

VANCOUVER
Four Bentall Centre
1055 Dunsmuir Street,
Suite 3370
Vancouver, British Columbia
V7X 1L3

CALGARY
10th Floor, Bankers Hall
888 3rd St. SW
Calgary, Alberta
T2P 5C5

MONTRÉAL
1250 René Lévesque West
Suite 2200
Montréal, Québec
H3B 4W8

www.pictonmahoney.com

All figures provided are sourced from Bloomberg L.P. unless otherwise specified,
and are based on data as at the dates indicated.
This material has been published by Picton Mahoney Asset Management (“PMAM”)
as at December 31, 2021. It is provided as a general source of information, is
subject to change without notification and should not be construed as investment
advice. This material should not be relied upon for any investment decision and is
not a recommendation, solicitation or offering of any security in any jurisdiction.
The information contained in this material has been obtained from sources
believed reliable; however, the accuracy and/or completeness of the information
is not guaranteed by PMAM, nor does PMAM assume any responsibility or liability
whatsoever. All investments involve risk and may lose value.
This material may contain “forward-looking information” that is not purely historical
in nature. These forward-looking statements are based upon the reasonable
beliefs of PMAM as of the date they are made. PMAM assumes no duty, and
does not undertake, to update any forward-looking statement. Forward-looking
statements are not guarantees of future performance, are subject to numerous
assumptions and involve inherent risks and uncertainties about general economic
factors which change over time. There is no guarantee that any forward-looking
statements will come to pass. We caution you not to place undue reliance on
these statements, as a number of important factors could cause actual events or
results to differ materially from those expressed or implied in any forward-looking
statement made.
All projections provided are estimates and are in Canadian dollar terms, unless
otherwise specified, and are based on data as at the dates indicated.
This material is intended for use by accredited investors or permitted clients in
Canada only.
® Registered trade-marks of Picton Mahoney Asset Management.
© 2022 Picton Mahoney Asset Management. All rights reserved.

