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Equities staged a strong recovery rally in the fourth 
quarter of 2022, with peaking inflation and falling interest 
rates helping drive stocks higher. However, tough talk 
from U.S. Federal Reserve (Fed) Chair Jerome Powell and 
other central bankers around the world put a dent in the 
typical year-end rally. Services-related inflation seems 
set to remain stubbornly high for some time and the 
Fed appears determined to avoid seeing higher inflation 
become entrenched in longer-term inflation expectations. 
In short, the market has a far more unfriendly Fed than it 
desires – or is willing to acknowledge. 

As 2023 gets underway, the market should increasingly 
come to appreciate that the Fed is willing to cause an 
economic contraction to crush inflation. Data has already 
started to weaken, and we expect investors’ attention 
will shift from peaking inflation to the rising probability 
of recession. Equities are not yet priced for a recession 
and, as a result, we think it is likely that stock markets 
will pull back – maybe considerably – in the first half 
of 2023. However, deteriorating economic and financial 
conditions will eventually compel the Fed to relent and 
change course. This should confirm the stock market and 
economic cycle lows, leading to a powerful move higher 
in share prices. 

Until then, investors will fight the Fed at their peril. 

OVERVIEWOVERVIEW  
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VIEW
PMAM VS. 

CONSENSUS

RISK

Macro risk fell in the fourth quarter for a number of reasons: inflation peaked and started to roll over in most jurisdictions as 
supply chain problems disappeared. This led to some central banks stepping back from their previous hiking pace by various 
degrees. As a result, rates started to fall from peak and equities rallied on a valuation uptick. We expect macro risk to once 
again increase in 2023 as recession risks turn into reality. 

H IGHER

MACROECONOMIC

GLOBAL  REAL  GDP 
Global leading indicators continue to trend lower, and we expect several countries to enter recession in 2023. Possible upside 
comes from China ending its zero-COVID policy and fully re-opening.

LOWER

U.S .  REAL  GDP 
The Fed has signalled repeatedly that it won't be deterred in its fight against inflation, even if it means higher unemployment and
a recession. This is indeed what seems to be now baked in and we believe should start to materialize by mid-2023, if not earlier.

LOWER

CANADA  REAL  GDP 
The Bank of Canada (BoC) has taken a more balanced approach between supporting the economy and fighting inflation, as we 
believe it no doubt has to, given the precarious situation of Canada's housing market and high levels of consumer debt. 

LOWER

U.S .  INFLAT ION 
Consumer Price Index (CPI) is decelerating and will likely continue to do so next quarter, on falling goods inflation and lower 
commodity prices. Shelter costs remain high but we expect should start to fall by the middle of 2023. Non-shelter and services 
inflation (about half of Core PCE inflation) is the main target of the Fed and will likely start to drop once wages fall in response 
to a weaker labour market.

LOWER

EQUITY RETURNS

U .S .  EQU IT IES 
U.S. equities have benefitted from a short-term bounce of higher multiples due to falling inflation and rates. However, as 
earnings growth turns negative with a faltering economy (likely mid-2023, if not earlier) then equities will once against face 
headwinds.

SAME

EUROPEAN EQU IT IES 
The European Central Bank (ECB) remains very hawkish to start 2023 in its bid to tame inflation at all costs. The costs will likely 
be an increasingly deep recession, and equities will probably suffer as a result.

LOWER

CANAD IAN  EQU IT IES 
While a pause from the BoC would certainly be a welcome stimulus to Canadian equities, they nonetheless face headwinds from 
falling commodity prices, a faltering real estate market, and an economy poised to slow dramatically in 2023.

LOWER

BOND YIELDS

TREASUR IES  (U .S .  10-YR) 
Treasury rates have peaked and we believe should continue to decline as inflation falls, the Fed and other central banks pivot and 
pause, and eventually outright cut in response to the onset of recession.

LOWER

INVESTMENT-GRADE  CORPORATE  BONDS
Falling government rates but a worsening economic outlook will likely offset each other and keep IG rates about even. SAME

HIGH-Y IELD  CORPORATE  BONDS
High-yield corporate bonds will likely suffer the most from rising recession/default risks, although some of that can be offset 
by lower treasury rates.

H IGHER

OTHER

WTI  CRUDE  O IL
Weakening global growth has lowered oil demand, but that could soon change if China proceeds with a full re-opening. At 
the same time, the Organization of the Petroleum Exporting Countries (OPEC) has been resistant to increasing production 
too much, so downside will also be limited.

SAME

EPS GROWTH (S&P  500 ) 
Earnings growth is poised to fall as leading indicators such as the ISM Manufacturing PMI point to potentially negative growth 
by mid-2023.

LOWER

P/E  (S&P  500 )
Multiples have lifted in Q4 on the back of lower inflation and rates, and this trend may have additional legs into Q1, but longer 
term we expect multiples to revert back to mean from 2021's extreme peaks and then overshoot to the downside as they usually 
do after hitting extremes (such as during the 2000s and 1930s). 

LOWER

PMAM refers to Picton Mahoney Asset Management. PMAM view is relative to the Bloomberg Consensus Estimate for each category. As at December 2022.

PICTON MAHONEY HOUSE VIEW
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FIGURE 1: FREIGHT RATES ARE COLLAPSING

Source: Bloomberg, L.P., PMAM Research. Jan. 2011 to Dec. 2022.
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INFLATION HAS PEAKED: 
HERE ARE THE “GOODS” 
ON WHY

Overall, we believe price pressures have clearly peaked, 
and we have collapsing goods inflation to thank. Goods, 
once a key driver of hot Consumer Price Index (CPI) 
readings, are now a disinflationary force. The best 
global barometer for global manufactured goods prices, 
China’s Producer Price Index, has not only fallen but is 
now outright negative, something not seen since the 
deflationary heydays of the early 2010s.

Meanwhile, supply chain issues are now a thing of the past 
as evidenced by elevated freight rates rapidly falling back 
down to normal levels (Fig. 1). 

https://www.pictonmahoney.com/Library/Insights.aspx
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FIGURE 3: BASED ON THE GDP PRICE INDEX, U.S. CPI IS SET UP FOR A DECLINE

Source: Bloomberg, L.P., PMAM Research. Q1 1950 to Q3 2022.
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Commodities have also contributed 
to goods disinflation. With the 
Chinese economy still partially shut, 
prices for oil and other key resources 
have suffered. Commodity indexes, 
both for raw industrials and broad-
based futures, have rolled over as a 
result (Fig. 2).

Not only have many leading inflation 
indicators fallen, but even some of the 
lagging inflation data have already 
come down. The Bureau of Economic 
Analysis’ GDP method of calculation 
has actually been cut in half! The 
drop in November CPI to 7.1% from 
its earlier 9.1% peak confirms that 
this trajectory for inflation is indeed 
correct, and that headline CPI will 
keep falling (Fig. 3). 

FIGURE 2: COMMODITIES ARE ROLLING OVER

Source: Bloomberg, L.P., PMAM Research. Jan. 2010 to Dec. 2022.
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Source: Bloomberg, L.P., PMAM Research. Jan. 2006 to Nov. 2022.

Source: Bloomberg, L.P., PMAM Research. Jan. 2000 to Dec. 2022.

FIGURE 4: STICKY INFLATION IS ONLY NOW PEAKING

FIGURE 5: THE AVERAGE PAYMENT ON A NEW U.S. HOME HAS SOARED
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…BUT SERVICES 
INFLATION WILL 
KEEP CPI HIGHER 
FOR LONGER
The good news is that inflation 
is falling. The bad news is that it 
may plateau at levels well above 
the Fed’s 2% target for quite some 
time. Measures of “sticky” CPI are 
only just starting to show the first 
signs of potentially peaking (Fig. 4).

At the root of this “higher for longer” inflation regime 
is services inflation. Unlike goods inflation, price 
pressures for services appear to be much “stickier,” 
making them much harder to resolve. This “stickiness” 
in CPI is from inflation in non-shelter services as well 
as shelter services. 

However, there seems to be light at the end of the tunnel 
on the shelter services component of CPI. Spiking 
mortgage rates and still-elevated home prices are 
now hurting housing demand and new homebuilding 
activities quite significantly (Fig. 5 & 6).

https://www.pictonmahoney.com/Library/Insights.aspx
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Source: Bloomberg, L.P., PMAM Research. Jan. 2002 to Nov. 2022.

FIGURE 7: HOME PRICES ARE FALLING, AND THEY LEAD THE SHELTER COMPONENT OF CPI

 

Source: Bloomberg, L.P., PMAM Research. Jan. 2013 to Dec. 2022.

FIGURE 6: MORTGAGE APPLICATIONS HAVE PLUNGED
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Housing weakness should normally be expected to take some of the pressure 
out of “owners equivalent rent” used in the calculation of CPI, although this 
usually occurs with a considerable time lag (Fig. 7). 

Luckily, Fed Chair Powell indicated in his speech, after the latest Federal Open 
Market Committee (FOMC) meeting, that the Fed recognizes  that housing data 
will likely keep CPI readings elevated, but that they are less concerned about 
this component of CPI, at least for now. For reasons we will discuss later, these 
housing-related CPI pressures are likely to remain elevated in the coming 
cycle, compared to what we have become accustomed to in previous cycles.

https://www.pictonmahoney.com/Library/Insights.aspx
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FIGURE 8: WAGE INFLATION REMAINS ELEVATED

Source: Bloomberg, L.P., PMAM Research. Jan. 2000 to Nov. 2022.

“You can break inflation down into three… buckets. The first is 
goods inflation…. Then you go to housing services…. The third 
piece, which is something like 55 percent of the index, PCE 
(Personal Consumption Expenditure) core inflation index, is non-
housing-related core services. And that's really a function of the 
labor market, largely, as the biggest cost by far in that sector is 
labor. And we do see a very, very strong labor market, one where 
we haven’t seen much softening, where job growth is very high, 
where wages are very high. Vacancies are quite elevated and, 
really, there's an imbalance in the labor market between supply 
and demand. So that part of it, which is the biggest part, is likely to 
take a substantial period to get down.… There’s an expectation that 
the services inflation will not move down so quickly, so that we’ll 
have to stay at it so that we may have to raise rates higher to get 
to where we want to go.”¹

1 https://www.federalreserve.gov/mediacenter/files/FOMCpresconf20221214.pdf 
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THE BIG CONCERN IS 
WAGE INFLATION
It has become apparent to everyone 
that wage inflation is a problem (Fig. 8) 
and that this is now a major focus of the 
Fed. This is highlighted in a comment 
that Powell made during the press 
conference following the latest FOMC 
meeting:

https://www.pictonmahoney.com/Library/Insights.aspx
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FIGURE 10:  REAL WAGE GROWTH HAS BEEN NEGATIVE

Source: Bloomberg, L.P., PMAM Research. Jan. 1998 to Nov. 2022.

 

Source: Bloomberg, L.P., PMAM Research. Jan. 2021 to Nov. 2022.

FIGURE 9:  HIGH INFLATION CORRELATES WITH LOW UNEMPLOYMENT
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COST OF REINING 
IN WAGE INFLATION 
WILL BE A SPIKE IN 
UNEMPLOYMENT
We estimate that the Fed would need 
to slow wage growth to about 3.5% 
to return to 2% inflation in the longer 
term. This is easier said than done, 
given how tight labour markets are 
in the U.S. and how most wage gains 
to date have been eroded by inflation, 
which will drive workers to bargain 
even harder until slack returns to the 
labour force (Fig. 9).

It is possible that unemployment rates 
may have to move up towards 6% or 
more to get wage pressures back 
under control (Fig. 10). Given the 
strength and the shortage in the U.S. 
labour market and the blunt tools of 
monetary policy, this will likely prove 
to be a painful process where short-
term interest rates continue to rise 
and then potentially stay elevated 
for a longer period than markets are 
currently discounting.

https://www.pictonmahoney.com/Library/Insights.aspx
https://www.pictonmahoney.com/Library/Insights.aspx


10 INVESTMENT REVIEW AND OUTLOOKQ1 2023 pictonmahoney.com/insights

THE YIELD CURVE IS 
FLASHING RED
The yield curve, for starters, is the 
most inverted it has been in a long 
time. What’s more, inversion is no 
longer limited to just the 10-year/2-
year spread, as it was earlier in the 
year (Fig. 11): now the 10-year/3-
month measure is inverted (as is 
most of the curve, for that matter). 
Our late-cycle roadmap suggests 
mid-2023 as the likely starting 
point for a recession, based on past 
averages. However, it could happen 
sooner, given the rapid deterioration 
underway.

A RECESSION 
IN THE CARDS

 

Source: Bloomberg, L.P., PMAM Research. Jan. 1970 to Dec. 2022.

FIGURE 11: NO MATTER THE MEASURE, THE YIELD CURVE IS INVERTED
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The increasing hawkishness of central banks has squashed nascent signs of 
economic stabilization that were present in confidence readings and other 
indicators only a few months ago. The probabilities of an economic recession in 
most developed economies have increased considerably and become our base 
case for 2023. We also anticipate that market expectations of a recession will 
continue to increase. Aside from indicators in the jobs market, the Philadelphia 
Fed’s measure of economic activity has also fallen, suggesting a weaker 
economy. Another discouraging data point is the ISM’s new orders-minus-
inventories measure, which has turned lower (along with a fall in new orders 
per se).

https://www.pictonmahoney.com/Library/Insights.aspx
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GOVERNMENT 
STIMULUS IMPULSES 
ARE RUNNING OUT 
OF GAS
The U.S. economy has remained 
surprisingly robust in the face of 
surging interest rates, partially due 
to an excess of savings generated in 
2020 by various programs designed 
to cushion the blow of lockdowns. 
Admittedly, the cumulative effect 
of this stimulus has a long tail (still 
over US$1.0 trillion available to be 
spent), but at the current rate of 
usage these savings should run 
out by mid-2023 – or sooner, if the 
labour market falters (Fig. 12).

Surging growth in revolving credit, 
such as credit card balances, suggests 
that savings are already starting to 
run low for some consumers who are 
now turning to debt to finance their 
consumption (Fig. 13). 

FIGURE 12: EXCESS SAVINGS FROM THE PANDEMIC ARE RUNNING OUT

Source: Bloomberg, L.P., PMAM Research. Jan. 2013 to Nov. 2022.

Source: Bloomberg, L.P., PMAM Research. Jan. 2013 to Oct. 2022.

FIGURE 13: CONSUMERS ARE TURNING TO CREDIT TO MAINTAIN 
THEIR SPENDING
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LEADING INDICATORS SUGGEST 
TROUBLE AHEAD
Leading economic indicators are no longer just 
decelerating but entering outright contractionary levels. 
In October, the Conference Board Leading Economic 
Index (LEI) fell to -27% year-over-year, while the ISM 
Manufacturing Purchasing Managers’ Index (PMI) fell 
below 50 to 49. However, the ISM Services PMI remains 
robust at 56.5, suggesting there are still pockets of 
strength in the U.S. economy, at least for now. 

LAYOFFS ARE BUILDING
Rising layoffs are another indication of incipient economic 
weakness (Fig. 14). In this regard, November’s Challenger 
Job Cuts number of 76,835 was staggering. We hasten to 
add, however, that if the tech sector was responsible for 
most of these layoffs, the recent data may not necessarily 
reflect a broader faltering of the labour market. There is 
a good possibility that the profile of the next recession 
may be similar to the one in 2000, when job losses were 
concentrated in overinvested sectors, such as information 
technology and telecoms. 

Source: Bloomberg, L.P., PMAM Research. Jan. 2000 to Nov. 2022.

FIGURE 14: LAYOFFS HAVE SURGED
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JOBLESS CLAIMS CONTINUE 
THEIR UPWARD MARCH
At 1.671 million, the most recent continuing 
jobless claims number confirms the worrying 
uptrend seen over the past few months 
(Fig. 15). To put it in perspective, this figure 
represents a 28% increase from the recent 
lows. And as the following chart shows, over 
the past 50 years, an increase of more than 
20% has led to a recession in fairly short order.

Source: Bloomberg, L.P., PMAM Research. Jan. 1967 to Nov. 2022.

FIGURE 15: CONTINUING JOBLESS CLAIMS ARE RISING
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IS THE FED LATE AGAIN?
The Powell Fed will not be winning any awards for timing 
its changes in monetary policy. We are witnessing the 
quickest and most aggressive tightening cycle since the 
1970s (Fig. 16), but the Fed refuses to relent even as 
economic data deteriorate and the future darkens. Just 

Source: Bloomberg, L.P., PMAM Research. Jan. 1960 to Dec. 2022.

FIGURE 16: THE FASTEST TIGHTENING CYCLE SINCE THE 1970S
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as the central bank stayed too loose for too long in 2021, 
we believe it is now remaining too tight. Soaring inflation 
was the result of the Fed’s stubbornness then; this time 
around, it’s likely to be a significant recession.

POLICY RISK STILL LOOMS 
LARGE AS THE FED REFUSES 
TO TRIM ITS BET

The Fed has invoked the inflation of the 1970s, and Paul 
Volcker – the Fed chair of that era whose tough policies are 
credited with reining in inflation – in referring to the need 
for “pain” as part of a policy to avoid embedding higher 
inflation in longer-term inflation expectations. This singular 
focus could very well result in a sizeable policy mistake that 
would manifest itself in a needlessly deep recession. 

https://www.pictonmahoney.com/Library/Insights.aspx
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Based on Fed guidance and Fed funds futures markets, there is an expectation that 
the Fed will at least pause its tightening process within three to six months. The Fed 
hiked rates by “only” 50 basis points (bps) in December, after four 75 bps hikes, and 
the market expects two more 25 bps hikes in 2023. Historically, the Fed has been 
very predictable, pausing its hiking cycle as soon as growth falls below potential 
(Fig. 17). This time, it’s about one year late. If that sounds familiar, it’s because that’s 
how long it took the Fed to take action and raise rates to fight inflation. 

The unusual nature of this Fed hiking cycle can also be seen by looking at the yield 
curve and the fact that the Fed has continued hiking despite its being deeply inverted 
already (Fig. 18).

Source: Bloomberg, L.P., PMAM Research. Jan. 1985 to Dec. 2022.

Source: Bloomberg, L.P., PMAM Research. Jan. 1985 to Dec. 2022.

FIGURE 17: THE FED HAS CONTINUED TO HIKE RATES, EVEN THOUGH GROWTH IS NOW BELOW ITS POTENTIAL

FIGURE 18: THE FED KEEPS HIKING DESPITE AN INVERTED YIELD CURVE
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SO FAR, THIS BEAR HAS BEEN ALL 
ABOUT MULTIPLE COMPRESSION
The 2022 bear market in stocks was primarily driven by P/Es falling 
from extreme highs as excessively loose monetary policy conditions 
began to tighten (Fig. 19). A lot of the damage occurred in money-
losing concepts or very high multiple growth stocks. 

Source: Bloomberg, L.P., PMAM Research. Jan. 1900 to Nov. 2022.

FIGURE 19: THE VALUATION BUBBLE IS DEFLATING
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THE FIRST HALF OF 2023 
COULD SEE A SIGNIFICANT 
MARKET PULLBACK

Given the tough-talking Fed and the increasing odds of recession 
in 2023, the backdrop for risk assets is not great at this time. This 
is exacerbated by elevated stock market valuations and investor 
positioning that is currently not particularly bearish. Our base case is 
that global stock markets at least retest their 2022 lows. There is also 
a growing possibility that the Fed overestimates where the neutral 
interest rate is (like it did in 2018), creating a sudden downward spike 
in stock prices to new lows for this cycle.
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The S&P 500’s current P/E ratio still 
looks expensive compared to long-
term bond yields, implying further 
downside risk to equities. Figure 20 
shows that 10-year bond yields 
between 3% and 4% have historically 
been associated with forward P/E 
ratios on the S&P 500 Index being at 
least two full multiple points lower 
than they are today.

Another way to look at the relative 
valuation between stocks and bonds 
would be to compare the stock 
market’s earnings yields (based on 
long-term earnings power) to 10-year 
real bond yields (Fig. 21). Given the 
current levels of the 10-year real rate 
and the Shiller cyclically adjusted 
earnings yield, the implied equity risk 
premium is now at 15-year lows.

Source: Bloomberg, L.P., PMAM Research. Jan. 2002 to Dec. 2022.

FIGURE 20: EQUITY VALUATIONS HIGHER THAN TYPICAL FOR INTEREST RATE LEVELS

Source: Bloomberg, L.P., PMAM Research. Jan. 2000 to Nov. 2022.

FIGURE 21: THE EQUITY RISK PREMIUM HAS FALLEN SHARPLY
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Source: Bloomberg, L.P., PMAM Research. Jan. 1996 to Nov. 2022.

FIGURE 22: THE ISM MANUFACTURING PMI SUGGESTS EARNINGS GROWTH WILL FALL
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EARNINGS MAY BE THE NEXT 
SHOE TO DROP 
Falling P/Es drove the 2022 bear market, but 
falling earnings forecasts may lead to the next 
down leg in equity markets. Current consensus 
earnings forecasts are implying 10% earnings 
growth in 2023, even as recession risks increase.² 
This strikes us as an unsustainably rosy outlook, 
and we wouldn’t be surprised if the upcoming 
fourth-quarter reporting season sees a “kitchen 
sinking” of guidance from companies – when 
companies lower their guidance considerably, to 
prevent lowering it again later. We expect that the 
consensus view on 2023 earnings growth needs to 
come down materially. 

With a recession on the horizon, we expect S&P 500 
earnings per share (EPS) growth to go negative by 
mid-2023 (Fig. 22). 

Assuming a normalized multiple and lower 
EPS forecasts, our work suggests a 10% to 20% 
downside is possible for equity markets from 
current levels.
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Source: UBS Equity Derivatives Strategy, Bloomberg, L.P. From Feb. 2020 to Jan. 2023.

FIGURE 23: CTA GLOBAL EQUITY POSITIONING AND 1M FORWARD SCENARIOS
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POSITIONING IS NO 
LONGER EXTREMELY 
BEARISH
Equities benefited in the fourth quarter as 
improving CPI readings triggered the unwinding 
of bearish bets by stock market investors that 
had reached extreme levels. For instance, 
commodity trading advisors (CTAs) bought 
approximately US$130 billion of equity index 
exposure taking their positioning from near 
maximum short to neutral stocks (Fig. 23).

S&P 500 component total short interest has 
also decreased from the highest levels since 
the pandemic’s onset to just the tenth percentile 
on a 3-year basis.

Some of the dry powder for a rally has been 
used up and might have to be rebuilt again 
before the next great entry point for a rally 
occurs.
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The bear markets in various risk assets have been underway for a year 
or more, and a significant amount of excesses have been wrung out of 
the financial system. A lot of work has been put in by central banks to 
wring out excesses in the economy as well. Inflation has peaked and the 
economy is beginning to stall. In other words, the investing backdrop 
is much different than it was a year ago. Back then, the pain was still 
to come; today, a lot of it has now been felt. Historically, the last stages 
of bear markets have often been the most vicious, which is why we are 
concerned about how markets may perform in the early stages of 2023. 
However, we expect that any large setback in markets or the economy 
will force the Fed and other central bankers to start backing off on their 
tightening policies, which will set the stage for the next cyclical upturn 
in risk assets. 

        

Source: Bloomberg, L.P., PMAM Research. 1984 to 2022.

FIGURE 24: MARKET BEHAVIOUR AROUND FED PAUSES 

S&P 500
Index

S&P / TSX
Index

MSCI 
World 
Index

US 10 
Year Bond

Yield

US 2 
Year Bond 

Yield

10/2 Year 
Yield 

Curve

High Yield 
Credit 

Spread

U.S.  
Unemployment 

Rate

Fed Pause (pre-recession)

  Prior 3 months -1.1% -0.9% -2.5% 0.00% 0.21% -0.20% 1.13% 0.0

  First 3 months 9.6% 10.2% 4.9% -0.51% -0.47% -0.04% -0.41% -0.1

  Following 6 months 1.3% -0.8% 2.3% -0.58% -0.90% 0.32% 0.00% 0.2

Fed Pause (re-acceleration)

  Prior 3 months 7.9% 1.9% 4.2% -0.24% -0.10% -0.14% 0.06% 0.0

  First 3 months 6.9% 5.0% 4.8% -0.78% -0.92% 0.14% -0.04% 0.0

  Following 6 months 12.5% 9.1% 8.2% -0.71% -0.66% -0.05% -0.32% -0.1

STOCK MARKETS
WILL LIKELY BOTTOM 
LATER IN 2023 

FED PAUSES HAVE BEEN BULLISH 
Since the early 1980s, whenever the Fed has paused or completed its 
rate hiking cycle, risk assets have responded quite positively thereafter 
(Fig. 24). There is generally much better performance if the economy 
reaccelerates and avoids recession, as opposed to if the pause is prior 
to recession. 
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Source: Bloomberg, L.P., PMAM Research. Jan. 2012 to Oct. 2022.

FIGURE 25: CHINA’S CREDIT CYCLE IN AN UPSWING
Li Ke Qiang Index (GDP Proxy)  China Credit Impulse (12m Change, 3m lead, rhs )
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There are a number of factors that could limit the depth 
of a recession this time around, helping to buoy markets 
when the Fed does pause. Although it is not exactly 
helping the Fed’s cause, the U.S. government has 
implemented fiscal programs that are still being rolled 
out, such as the Inflation Reduction Act of 2022. These 
will support the largest economy in the world even 
as the Fed is trying to cool it down. De-globalization 
is also boosting the capital expenditures budgets of 
many companies as they future-proof their businesses 
against supply chain disruptions experienced during the 
pandemic or the Russian invasion of Ukraine. Should 
the war in Ukraine come to an abrupt end in 2023, 
there will be tremendous rebuilding to be done there. 
In the meantime, spending on defence and ammunitions 
replenishment will be another economic support 
around the world. Finally, commodity prices are falling 
year over year, which could provide some economic 
support especially to those countries dependent on 
energy imports. 

There are already some emerging markets that are 
pausing their hiking cycles or even cutting interest 
rates. Given their generally lower inflation rates, recent 
interest rate hikes in Asia have been much smaller 
than in the U.S. at 12.5 to 25 bps. Brazil and Chile are 
expected to cut, as are Poland and Czechia. 

There is also the potential that the world’s number two 
economy, China, shows accelerating economic growth 
in 2023, which contributes to stabilizing the global 
economy. China’s monetary authorities have recently 
cut interest rates and are expected to make further cuts 
in the first half of 2023. The Chinese government has 
also just done an about-face on COVID restrictions in an 
effort to rapidly reopen its economy. It will likely take 
time for these policies to take hold, and they have yet to 
be accompanied by any significant growth in M2 money 
supply or Total Social Financing (aggregate measures of 
monetary and fiscal stimulus). However, the credit cycle 
is in an upturn (Fig. 25) and should contribute to overall 
economic growth once the country is fully reopened and 
the massive uptick in COVID cases starts to recede. 
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THE 1970S, REVISITED
The Arthur Burns Fed of the 1970s is often maligned for 
not tightening early enough or hard enough or long enough 
to prevent a decade of runaway inflation. Paul Volcker is 
portrayed as the hero who aggressively tightened policy 
to force the economy into a massively deep double-dip 
recession that “broke the back” of inflation, ushering in 
decades of lower inflation and falling interest rates.

The 1970s was not a uniform event of increasing inflation. 
Figure 26 showing U.S. CPI from 1965 to 1985 demonstrates 
that there were three distinct periods of increasing inflation. 
Each of these increases was followed by a period of positive 
but moderating inflation. The inflation of the 1970s is often 
attributed to monetary policy mistakes in the presence of 
expansive fiscal policy. Rather than focusing predominantly 
on monetary policy as the driving force behind changes 
in inflation, we think it’s instructive to also look at how 
commodity price shocks impacted consumer price 
inflation. 

There was a five-year period of overheating employment in 
the late 1960s that drove the initial uptick in inflation in the 
early 1970s. Loose monetary policy contributed to this first 
run-up in CPI in the late 1960s and early 1970s, given the 
tight labour market that existed at that time. However, in 
the following two economic cycles in the mid to late 1970s, 
there were other factors beyond the Fed’s control that 
helped drive inflation each time the economy emerged from 
recession: sharp increases in commodity prices and shelter 
costs, with the Organization of the Petroleum Exporting 
Countries (OPEC) embargo and extremely low vacancy 
rates playing key roles.

A LONGER-TERM 
CONSIDERATION 
THE FED IS IN A TOUGH SPOT

The Powell Fed has made its fair share of mistakes. It is 
currently trying to correct some of the inflation issues it 
caused by pouring excess stimulus into the economy in 
2021, especially when it was apparent the economy was 
strengthening considerably. However, we believe that 
going forward the Fed will increasingly find itself in a bind 
where it tries to use the blunt instruments of monetary 
policy to attempt to deal with inflationary drivers over 
which it has very little control: energy shortages, 
prolonged underinvestment in U.S. housing stock, and 
dwindling labour pools. 
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Source: Bloomberg, L.P., PMAM Research. Jan. 1965 to Dec. 1985.

FIGURE 26: THE INFLATION OF THE 1970S WAS A TALE OF THREE SPIKES 
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Fed policy has no direct impact on housing or commodity 
shortages other than to temporarily kill demand via recession. 
But predictably, shortages in the supply of commodities and 
housing contributed to surging inflation as soon as the recession 
was over and normal demand returned. However, by the 
early 1980s enough time had passed for enough housing and 
commodity production to come online to deal with the supply 
shortages. This contributed to the significant decline in inflation 
and interest rates as the 1980s progressed. Interestingly, the 
employment gap again turned positive early in the 1980s, which 
should have been a driver of inflation but was likely overwhelmed 
by the deflationary forces of increased supply and substitution. 
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Thunder Said Energy. 1961 to 2022. Future dates are estimates.

FIGURE 27: WE NEED A MASSIVE ENERGY BUILD-OUT TO DEAL WITH SUPPLY ISSUES
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THE FED IS MAKING A MISTAKE 
USING THE 1970S AS A 
PARALLEL
Why do we revisit the Fed policy of over 40 years ago? 
Because we believe the Fed will increasingly be faced with 
trying to tighten its way out of commodity, housing and 
now labour shortages – none of which it can effectively 
influence through the blunt instrument of monetary policy. 

Energy and commodity markets are coming off a decade 
of underinvesting, which is typical following commodity 
booms, the last of which ended around 2011. Meanwhile, 
geopolitical events have caused additional supply 
disruptions. As for housing, vacancy rates are at multi-
decade lows – levels last seen in the 1970s. Surging 
mortgage rates have stalled new homebuilding, putting 
off the construction boom necessary to bring the market 
back into long-term balance. 

In causing a recession by pushing rates up, the Fed only 
solves the inflation problem temporarily. An economic 

contraction might even be ultimately counterproductive, 
as it delays the supply responses that are essential to 
ensure that inflation comes down and stays there. As a 
result, when we emerge from the impending recession, 
inflation will likely immediately surge back as demand 
overwhelms limited supply of commodities, housing 
and employment, especially in the U.S. The problem will 
eventually resolve when new energy sources of supply 
are built, homebuilding supply comes closer to demand, 
and the prime-age labour force expands. 

ENERGY PROBLEMS ARE 
BREWING
Thunder Said Energy believes   that the percentage of GDP 
required to be spent on primary energy requirements 
from all sources is likely to remain at historically high 
levels for several years (Fig. 27). It maintains that an 
investment cycle into all forms of energy production will 
be expensive, but necessary. In other words, it should be 
a long-term process similar to the 1970s and early 1980s, 
with no real quick fixes in sight. 
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THE FED CAN’T BUILD ENOUGH 
HOMES 
U.S. housing has a strong backdrop of demographically 
driven demand. While the U.S. housing market has 
softened due to higher mortgage rates related to tighter 
Fed policy, the longer-term outlook in new homes is very 
constructive. Going back to the housing burst during 
the 2008 Global Financial Crisis (GFC), there has been 
nearly a decade and a half of persistent (and major) 
underinvestment in the U.S. housing stock (Fig. 28). UBS, 
in a report³ published in early 2022, calculated that the 
U.S. market is undersupplied to the tune of 2.2 million 
homes. This has worrisome implications for future CPI, 
as the owner’s equivalent rent component could remain 
elevated for much longer than recent cycles have shown. 
The Fed is currently suppressing demand to deal with 
this shortage, but is helpless to create enough supply fast 
enough to help deal with the core of the issue. 

        

Source: Bloomberg, L.P., PMAM Research. Jan. 2000 to Nov. 2022.

FIGURE 28: FROM A LONG-TERM PERSPECTIVE, THE U.S. HOUSING MARKET IS UNDERSUPPLIED

3 UBS, Breaking ground on housing; Not yet time for shovels down, January 2022.
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A WORKFORCE IN NEED OF WORKERS
In addition to energy and housing supply issues, the U.S. faces a shortage 
of workers (Fig. 29). Wage inflation due to a tight labour market is a 
longer-term problem brought about by the sudden retirement during 
COVID of the entire baby-boomer cohort that was supposed to have 
retired in the post-GFC decade. In the words of Fed Chair Powell in 
late November: “These excess retirements might now account for more 
than 2 million of the 3.5 million shortfall in the labor force.”

Longer term, the better way to 
moderate wage growth is to reduce 
labour market tightness through 
higher participation. This seems to be 
more of a government policy issue than 
a monetary policy issue. For example, 
U.S. immigration fell significantly after 
Donald Trump took office, and still 
hasn’t recovered to pre-Trump and 
pre-pandemic levels (Fig. 30). 

        

        

Source: Bloomberg, L.P., PMAM Research. Jan. 2001 to Nov. 2022.

Source: Migration Policy Institute, PMAM Research. 1999 to 2021.

FIGURE 29: MORE AVAILABLE JOBS THAN AVAILABLE WORKERS

FIGURE 30: U.S. IMMIGRATION TUMBLED DURING THE TRUMP ADMINISTRATION 
AND REMAINS LOW
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INVESTMENT IMPLICATIONS OF SHORTER 
CYCLES WITH BIG SWINGS
We can easily imagine a scenario in which inflation does 
not retreat to the Fed’s 2% target, then starts trending 
higher almost immediately as economic growth starts 
to pick up. This will force the Fed to act more quickly 
and aggressively to tighten policy than it’s had to 
over the past 40 years. This, in turn, will likely cause 
shorter boom-and-bust type economic cycles to recur 
until enough time passes for supply-driven inflationary 
drivers to eventually be resolved. As a result, both stocks 
and bonds could experience higher volatility on their 
own. The traditional 60% equity and 40% bond portfolio 
should also be more volatile, especially if stock and bond 
prices become more correlated with each other given the 
recurrence of faster inflation spikes than those seen over 
the past four decades. 

CONCLUSIONCONCLUSION
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OUTLOOK ON
FIXED INCOME

        

Source: ICE BofA BB U.S. High Yield Index, ICE BofA BBB U.S. Corporate 
Index, Bloomberg, L.P. Jan. 1997 to Dec. 2022.

FIGURE 31: CREDIT SPREADS ARE TIGHTER THAN HISTORICAL 
AVERAGES AND WELL BELOW RECESSION LEVELS
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RATES

The U.S. 10-year Treasury yield reached a peak of 
4.33% in October 2022, with persistently higher inflation 
being the market’s primary concern. We believe the 
subsequent rally in government bonds, with yields 
moving lower, has been driven by the market’s focus 
on moving past inflation and toward the upcoming 
economic slowdown. Given the degree and pace of 
monetary policy tightening already delivered, and 
with central banks signalling more rate hikes ahead, 
we believe the risk of overtightening is significant, 
and would expect government bonds to perform well 
as economic data deteriorate, particularly regarding 
employment and wages. Currently, about 50 bps of cuts 
has been priced into the rate market for the second half 
of 2023, and we see a potential upside in this number 
if the economy is in recession and the Fed has seen 
sufficient evidence that inflation is heading back toward 
its 2% target. 

The outlook for Canadian government bonds is similar; 
however, we see a potential for the Bank of Canada to 
be in a position to cut rates sooner than the Fed, given 
the higher interest rate sensitivity of the Canadian 
economy.

One key risk for government bonds is global quantitative 
tightening, with central banks shrinking their balance 
sheets and removing excess liquidity from markets. We 
expect pension funds and other investors to increase 
allocations to government bonds, but the net supply/
demand impact is highly uncertain, and volatility could 
remain elevated amid declining liquidity. Another risk 

RATES AND CREDIT COMMENTS 

would be persistent inflation, or a resilient economy 
that would push out the timing of a recession and 
future Fed rate cuts. 

CREDIT

While all-in yields on investment-grade and high-yield 
credit are attractive, the underlying credit spreads are 
actually tighter than historical averages, as shown in 
Figure 31.
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Source: ICE BofA 3-5 Year BB U.S. High Yield Index, ICE BofA U.S. Corporate BBB 3-5 Year Index, Bloomberg, L.P. Jan. 1997 to Dec. 2022.

FIGURE 32: YIELDS ON SHORT DURATION CREDIT ARE HIGHER THAN HISTORICAL AVERAGES AND REPRESENT ATTRACTIVE 
RISK/REWARD
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Yields of 6% to 8% generally provide strong coupon protection and 
a cushion against potential spread widening.

With bond prices at $90 to $95, there is a pull-to-par effect as time 
passes, plus potentially tax-efficient capital gains.

There is an extremely inverted yield curve, where the front end has 
moved the most, and rate volatility in the 3- to 5-year space will likely 
decline as we approach the terminal rate.

There is embedded rate protection, with room for 3- to 5-year Treasury 
yields to fall several hundred basis points in a recession scenario in 
which the Fed begins cutting rates.

With very manageable near-term maturities, it is much safer from a 
credit perspective to own 3- to 5-year bonds, which are often the first 
maturity in the capital structure.

a)

b)

c)

d)

e)

Given the increasing likelihood of a recession, we expect credit spreads to widen 
during 2023. However, we believe the sell-off could be somewhat contained 
relative to history, as we see strong credit fundamentals currently pointing 
toward a less severe default environment than in previous cycles. The recent 
default experience in 2020, the lack of near-term corporate bond maturities, and 
historically strong interest coverage ratios all support this view. 

Despite the prospect of widening credit spreads, we still see compelling investment 
opportunities in short-duration, higher-quality credit. Specifically, we believe 3- to 
5-year BB and BBB bonds offer attractive risk/reward (Fig. 32), for the following 
reasons:
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SECTOR 
OUTLOOKS

INDUSTRIALS

PMIs, multi-industry organic growth, transport 
rates, machinery demand and many other industrial 
economic indicators have continued to thaw. As a 
result, we’ve shorted more cyclical exposure in short-
cycle machinery and transport names. Weakness due 
to macro concerns and recession fears has led the 
long-term risk/reward skew for many of our favoured 
names to improve significantly. We are poised to reap 
the benefits of having shored up weightings in our high-
conviction compounders and hedged cyclical names 
within broader secular themes. We are confident that 
the businesses we like – including those with cyclical 
exposure – will continue to meet our long-term return 
thresholds.

We continue to favour companies with a history of 
compounding, idiosyncratic growth angles and/or 
opportunities to improve structural returns on invested 
capital. Waste Connections Inc. (TSX:WCN), WSP Global 
Inc. (TSX:WSP) and Toromont Industries Ltd. (TSX:TIH) 
remain preferred names, given their previous high 
rates of internal return and their ability to grow free 
cash flow through cycles. We continue to like Canadian 
Pacific Railway Ltd.’s (TSX:CP) idiosyncratic story. 
The company is on track to complete its acquisition 
of Kansas City Southern (NYSE:KSU) in early 2023. 
We believe the synergies from the generational 
acquisition will surpass expectations in both timing 
and magnitude. We have added to holdings in ATS 
Automation Tooling Systems Inc. (TSX:ATA), based on 
the broader automation/onshoring theme, the business 
mix shift toward life sciences, its consistent contract 
wins and its margin improvement story. Despite near-
term macro weakness, we remain bullish on long-term 
prospects for the industrial leasing complex. We believe 
the companies we own that are exposed to rentals, 
such as Triton International Ltd. (NYSE:TRTN), United 
Rentals Inc. (NYSE:URI) and, to a lesser extent, Willscot 
Corp. (NASDAQ:WSC) will continue to outperform over 
the longer term. We’ve hedged the cyclicality of rentals 
with less attractive names that have similar exposures.

MATERIALS 

The S&P/TSX Materials sector finished the year with 
a strong quarterly gain, modestly outpacing the S&P/
TSX Composite Index. The sector gained momentum on 
optimism regarding an easing of COVID restrictions in 
China and a potential peak of inflationary pressures in 
the U.S., coupled with a pullback in the U.S. dollar. Copper 
producers led the gains, with optimism that an improvement 
in Chinese demand and ongoing supply challenges could 
lead to expectations of a tighter market. Precious metals 
miners followed gold and silver higher as pressure from 
real rates and the dollar eased. While wood product prices 
remained under pressure, given a deteriorating demand 
backdrop, lumber equities remained resilient, supported by 
low valuations, producer discipline and peaking mortgage 
rates. Fertilizer equities were notable underperformers: 
European nitrogen production exceeded low expectations, 
and potash faced a buyers’ strike due to elevated channel 
inventories.

Looking forward, we see a more balanced risk/reward 
profile across the Materials sector; valuations have 
rebounded, while macro risks remain elevated. Recent 
company guidance has reaffirmed our view that the market 
continues to overestimate upcoming copper supply; at 
the same time, grid investments and EV demand have 
outpaced our expectations. We have become more positive 
on gold, as the Fed hiking cycle has started to slow and the 
U.S. dollar has eased. While we see opportunities among 
fertilizer producers, we are looking for signs that excess 
inventories have been worked down and that demand is re-
emerging. Among lumber names, we are taking a selective 
approach, looking for company-specific catalysts while 
awaiting an easing in the U.S. housing market.
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INFORMATION TECHNOLOGY

The MSCI World Information Technology Index increased 
5.1% for the fourth quarter of 2022, while the Information 
Technology sector in the S&P/TSX Composite index 
increased 12.5%. Sector performance rebounded after 
three quarters of declines, as markets reacted positively 
to improving inflationary trends and the subsequent 
expectation that interest rates will peak shortly. 
Communications equipment was the best performing 
subsector, up 16.6%, led by Juniper Networks Inc. 
(NYSE:JNPR), followed by semiconductors, up 12.2%, 
led by Broadcom Inc. (NASDAQ:AVGO). The weakest 
subsectors in the fourth quarter were internet and 
catalog retail, down 24.4%, and interactive and media 
services, down 8.0%, led by weakness in Amazon.com Inc. 
(NASDAQ:AMZN) and Match Group Inc. (NASDAQ:MTCH), 
respectively. 

The outlook for Information Technology in the first quarter 
of 2023 remains somewhat cautious as companies may 
reduce technology spending in 2023 given concerns 
about a potential recession. We like Pure Storage Inc. 
(NYSE:PSTG), a leading provider of all-flash storage 
systems to enterprises and cloud service providers. The 
company’s potential market could expand as the price 
premium versus disk-based storage systems continues 
to narrow. Pure Storage maintains a competitive 
advantage due to its unique architecture that leverages 
raw NAND flash and isn’t dependent on solid state 
drives, providing a price and performance advantage. 
Total cost of ownership is extremely attractive given 
that its systems require 1/10th of the space, power, 
and cooling requirements versus alternative solutions. 
Savings driven by its system’s lower energy costs have 
recently led to increased interest in the company’s 
products. A significant positive catalyst could be the 
announcement of additional strategic deals with cloud 
service providers. 

HEALTH CARE

In 2022, the Health Care sector (down 3.55%) 
outperformed the overall S&P 500 Index (down 19.4%). 
The outperformance was driven mostly by large-
cap companies: Health Care Select Sector SPDR 
Fund (NYSE:XLV) was down 3.58%, about an 18% 
outperformance relative to the S&P 500 Index. On 
valuation, Health Care is trading at a 4% premium to the 
S&P 500 Index exiting 2022, compared with a discount 
of about 20% at the beginning of the year. Large-cap 
biopharmaceuticals were up 5.77%, managed care 
organizations were up 6.27%, and distributors were up 
15.0%. In contrast, SPDR S&P Biotech ETF (NASDAQ:XBI), 
which is composed largely of small and mid-capitalized 
(SMID) companies, was down 25.9%, but since September 
has traded sideways in a tight range around $80.

Performance in Health Care this year was largely 
decoupled from fundamentals, with macro factors (supply 
chain constraints, including a shortage of components, 
semiconductor chips and resin, inflationary pressures, 
logistical challenges regarding raw materials such as 
oil, freight, transportation, interest rates and geopolitical 
themes) dominating, and their impact difficult to predict.

Some challenges associated with anticipating how 
macro factors will affect sector performance and 
portfolio construction are expected to continue into 
2023, particularly in the first half of the year. Defensive 
subsectors (large-cap biopharmaceuticals, managed 
care organizations and distributors) are expected to 
perform well in the near term. As the negative impact of 
some of the macro factors abates, subsectors (such as 
medical technology, dental, life sciences and tools, and 
services) that underperformed in 2022 are expected to 
be poised to outperform. The timing of this is difficult 
to predict, but it is anticipated to begin sometime 
around mid-year. Another challenge that will need to be 
navigated in 2023 is the risk of rotation out of Health 
Care into other sectors that may be better positioned for 
growth. In addition, if the economy and inflation improve 
faster than anticipated, there is likely to be an intra-
sector rotation out of defensives to growth stocks.

Large-cap biopharmaceuticals outperformed in 2022 (up 
12.8%, compared with the S&P 500 Index, down 19.4%), 
predominantly due to price/earnings multiple expansion, 
as well as defensive rotation. Despite multiple expansion, 
biopharma continues to trade at about a 15% discount 
to the S&P 500 Index, although this gap has narrowed 
from a discount of about 40% at the start of 2022. The 
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subsector is highly defensive, as it has little exposure 
to macroeconomics and supply chain uncertainty. 
Performance was strong for many of the companies 
in the group, with some exceptions. Outperformers 
included Merck and Co., Inc. (NYSE:MRK), up 44.8%; 
Eli Lilly and Company (NYSE:LLY), up 32.4%; Bristol-
Myers Squibb Company (NYSE:BMY), up 15.4%; and 
Biogen Inc. (NYSE:BIIB), up 15.4%. Pfizer Inc. (NYSE:PFE) 
underperformed, down 13.2%, giving back much of its 
2021 COVID gains.

Key themes for 2023 include product cycles/pipeline 
catalysts, mergers and acquisitions (M&A), and policy. 
Broadly speaking, pipelines throughout the group have 
improved over the past few years, and there is potential 
upside from pipeline de-risking and emerging new 
categories (obesity, Alzheimer’s, renewed cardiovascular 
innovation, biospecifics in a range of oncology indications, 
etc.). There were a handful of deals in 2022, and given 
the magnitude of upcoming patent expiries (2026–2028 
timeframe), the strength of balance sheets across the 
industry and the choppiness in small-mid cap-biotech, 
conditions are favourable for M&A. Larger M&As are less 
likely due to Federal Trade Commission (FTC) pushback 
against larger deals. On the policy front, a process for 
identifying and implementing the Medicare drug price 
negotiation provision of the Inflation Reduction Act (IRA) 
will be published by Center for Medicaid and Medicare 
(CMS) on October 1, 2023. The process will be slow, and 
is a manageable headwind for the industry, as many 
of the drugs affected will largely be near their patent 
expiration.

The SMID-cap biotech subsector had another challenging 
year (the XBI was down 25.9%, and has been flat since 
September), driven by tightening financial markets, 
high interest rates, a risk-off environment, the potential 
negative impact of IRA, the cash flow needs of many 
companies and a number of failed clinical trials or poor 
launches of approved drugs. M&A activity, a driver of 
outperformance, was also soft in 2022. Historically, 
however, there have never been three consecutive years 
of negative returns, so if historical trends prevail, there 
should be a positive inflection in subsector performance. 
The JPM Healthcare Conference in January 2023 will 
likely provide an early gauge of the overall sector for the 
year ahead. Themes to focus on include capital market 
and flow of funds, 2023 guidance, clinical/regulatory 
pipeline updates, key catalysts and, importantly, M&A. 

The managed care organization group outperformed (up 
6.27%) in 2022, because this vertical is focused on domestic 
markets, benefits from low medical service utilization, is 
positively leveraged to the strengthening U.S. dollar and 
increasing inflation and/or rates and enjoys strong cash-
flow profiles. Investors have been “hiding” in the group 
as part of a broader defensive rotation. In 2023, specific 
headwinds could hamper group outperformance. There 
is uncertainty about the timing and speed of normalizing 
utilization, provider price increases, recession-related 
increased unemployment affecting the commercial 
book of business, Medicaid redetermination/Medicare 
Advantage risk adjustment data validation (RADV), and 
high valuations relative to history. There is also a risk of 
rotation.

It has been a difficult two years for the medical technology 
group after continual headwinds, including COVID-driven 
hospital procedure disruptions, persistent staffing 
shortages, the downstream effects of supply chain 
shortages and higher input costs, and a difficult macro 
environment (strong U.S. dollar, high interest rates). This 
all led to stock underperformance in 2022, with IHI ETF 
(NYSE:IHI) down 20.2% relative to the S&P Index (down 
19.9%), and the S&P Health Care sector (down 4.69%). 
Large-cap medical technology companies generally 
reported top-line growth, but earnings were pressured 
by supply chain shortages and higher input costs. In 2023, 
the impact of staffing shortages and surgical backlogs will 
linger, but the situation is expected to normalize over the 
balance of the year, supporting healthy volume growth. 
Innovation has been healthy, and several new products 
are being launched by a number of large-cap and mid-
cap companies. Margin expansion is also possible as the 
negative effects of some of the macro headwinds ease. 
Supply disruption and inflation are beginning to ease; 
currency headwinds are now expected to be better than 
previously anticipated; cost management is improving; 
and stock repurchases paint a favourable bottom-line 
outlook, although better performance is more likely 
toward the second half of the year.
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CONSUMER DISCRETIONARY

Following a brief rally early in the third quarter, 
recessionary fears quickly returned and put pressure on 
Consumer Discretionary stocks. The health of the U.S. 
consumer remains under heavy scrutiny, with consumer 
confidence indicators at multi-year lows. Low-income 
household spending has already started to show signs 
of deterioration throughout the year, and we expect this 
to continue, with weakness potentially creeping into 
the middle-income cohort as excess savings built up 
through COVID are meaningfully depleted. In Canada, the 
Consumer Discretionary sector actually outperformed 
the S&P/TSX Composite Index in the fourth quarter, 
owing to some positive company-specific news from 
companies such as Restaurant Brands International, Inc. 
(TSX:QSR) and BRP Inc. (TSX:DOO). However, slowing 
consumer trends were evident in results from companies 
such as Canadian Tire Corporation, Limited (TSX:CTC/A), 
Sleep Country Canada Holdings Inc. (TSX:ZZZ) and 
Gildan Activewear Inc. (TSX:GIL).

Looking ahead to 2023, we see a tale of two halves. 
Consumer spending may continue to slow to start the 
year as the global economy dips into a recession, and 
as household savings rates return to more normalized 
levels, inflation remains elevated, and house prices 
roll over. Against this backdrop, it remains difficult 
to be positive about many Consumer Discretionary 
verticals. We remain focused on owning positive-change 
stories in more defensive/less cyclical categories 
that also exhibit some of the following characteristics: 
company-specific pricing strategies/drivers, structural 
growth, clean inventory levels, limited commodity cost 
exposure, strong balance sheets and free cash-flow 
generation, alongside reasonable valuations. These 
include stocks such as Thomson Reuters Corporation 
(TSX:TRI), Pet Valu Holdings Ltd. (TSX:PET), Restaurant 
Brands International Inc. (TSX:QSR) and Uni-Select Inc. 
(TSX:UNS). As negative earnings revisions start to ease 
and recessionary concerns are increasingly priced in 
later this year, the broader Consumer Discretionary 
sector may start to outperform, led by early-cycle 
industries such as homebuilders and retail. 

CONSUMER STAPLES

Consumer Staples in both Canada and the U.S. have 
outperformed the broad market by approximately 16% and 
17%, respectively, year-to-date. The sector has provided 
investors with both defensiveness and predictable 
fundamentals as macro uncertainties mount and other 
sectors face downward earnings revisions. Food retailers 
and consumer packaged goods (CPG) manufacturers 
have been passing through significant inflation to 
consumers with less elasticity than they have seen 
historically. As inflation ratchets higher, low- and middle-
income consumers are being forced to spend their money 
on necessities, providing staples companies with more 
pricing power than they had in the past. Interestingly, we 
are starting to see costs peak for CPGs as they continue 
to pass through price increases. The market is starting 
to view a possible gross margin inflection for the group 
in 2023 as cost inflation peaks. The potential upside to 
street estimates marks a stark contrast to the broad 
market as we enter a potential recession. The key debate 
on Consumer Staples centres on how well the current 
pricing power will hold up as consumers face increasing 
pressure, which may ultimately lead to increased 
competition within the sector.

In Canada, we are positive on Alimentation Couche-Tard 
Inc. (TSX:ATD). While gas prices have been falling, they 
have been falling at a slower rate than oil prices. The 
lagging decrease in gas prices is allowing ATD, and the 
industry generally, to generate substantial fuel margins. 
In addition, falling gas prices are allowing consumers to 
drive more, while also generating better in-store sales. 
ATD’s in-store sales are also being supported by a high-
margin fresh food rollout. ATD’s best-in-class balance 
sheet, with over $16 billion in dry powder, sets it up very 
well heading into a recession, and will likely allow it to 
consolidate the highly fragmented convenience store 
industry (or, at worst, buy back shares). 

In the U.S., we remain positive on Bellring Brands 
Inc. (NYSE:BRBR), a company that has grown too fast 
relative to its own expectations. BRBR produces protein 
shakes and is exposed to the secular-growth health and 
wellness category. BRBR provides unique double-digit 
growth in a low-growth sector, but has seen severe 
capacity constraint during 2022. As we move into 2023, 
BRBR has significant capacity growth coming online, 
which will accelerate sales growth, in contrast to CPG 
peers that face decelerating growth.
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FINANCIALS

Financials finished the year down about 12-13% in 
Canada and the U.S., underperforming the S&P/
TSX Composite index by 400 basis points (bps), but 
outperforming the Technology heavy S&P 500 Index by 
700 bps. Throughout the year, the markets continued 
to price in increased odds that central banks will not 
be able to manufacture a soft landing in their attempt 
to curb inflationary pressures. Credit-sensitive 
financial stocks felt the brunt of this, validating our 
more defensive positioning in the sector. We continue 
to remain cautious on the bank group, as yield curves 
remain deeply inverted, net interest margins are nearing 
peak levels, loan growth is moderating, deposit outflows 
are accelerating, credit losses are at trough levels and 
migrating higher, and capital levels remain relatively 
thin, something with which regulators on both sides of 
the border increasingly seem to be taking issue. 

We favour less credit-sensitive companies with good 
idiosyncratic growth tailwinds, irrespective of the 
macroeconomic backdrop. Element Fleet Management 
Corp. (TSX:EFN) and Trisura Group Ltd. (TSX:TSU) are 
two such companies. Element Financial is a successful 
restructuring story that is now in the early innings of its 
pivot to growth strategy, generating significant free cash 
flow, and Trisura Group is a fast-growing North American 
specialty lines insurance business that is benefiting 
from market share gains and strong profitability in both 
Canada and the U.S., with a well-constructed growth 
plan to double its book value over the coming five years.  

 

COMMUNICATION SERVICES

At the aggregate level, it was a good quarter for the 
sector: the equal-weight average return of about 11% 
topped the broader S&P/TSX Composite Index by about 
500 bps. As is often the case, there were significant 
dispersions within the sector with Rogers (TSX:RCI/B) 
delivering +20% and Telus (TSX:T) returning -3%. The 
biggest news of the quarter was the Tribunal’s decision 
to dismiss the Competition Bureau’s Commissioner’s 
application in opposing the merger on the grounds that 
the Tribunal does not believe the merger materially 
lowers competition. We have been saying there was a 
high likelihood of the Tribunal coming down in favour of 
the merger and the decision vindicates our stance. 

Looking ahead, the Competition Bureau has decided 
to appeal the decision – we believe the odds of a 
successful appeal for the Bureau are lower than the 
odds of a successful decision at the Tribunal. We believe, 
given that Rogers has already locked up the terms of 
the financing, it will decide to wait for the appeal to play 
out before closing the transaction. Besides the appeal, 
Rogers will now seek the approval of Innovation, Science 
and Economic Development Canada (ISED). 

From an operations standpoint, the third quarter was 
another solid quarter for Rogers, notwithstanding 
the outage, as evidenced by stronger-than-expected 
postpaid net adds and better-than-expected margins. 
We expect the fourth quarter will also be solid and in 
line with that performance. Notwithstanding the move 
this quarter, we maintain our conviction on Rogers given 
the high odds of a successful close (post the favourable 
decision from the Tribunal) and the attractive value of 
synergies (which we believe is likely to get moved higher 
from the current consensus figure of $1B).

UTILITIES

For a second straight quarter, Utilities struggled both 
in absolute terms (down 8%) and relative terms (~1,350 
bps below the S&P/TSX Composite Index). We think the 
narrative has shifted for Utilities from one about safety 
to one about valuations looking less attractive versus 
bond yields. We have noted in the past that we were 
less sanguine about the return prospects for regulated 
utilities when growth prospects are placed alongside 
valuations, and our concerns were borne out in the 
fourth quarter. 

While we were right in our call on the broader sector, 
the fourth quarter was not kind to us: our top holdings 
had a tough quarter, with AltaGas Ltd. (TSX:ALA) and 
Brookfield Infrastructure (TSX:BIP.UN)  down about 
11% and 14.5%, respectively. Nevertheless, we maintain 
conviction in both names. 

Even though third-quarter results for AltaGas were 
below consensus, management held its guidance intact. 
Markets – and we too – were unhappy with the big 
miss in the midstream segment. However, management 
clarified that it has hedged 79% of its ocean freight, 
which was a major headwind in the third quarter, for 
2023. Second, management acknowledged that the 
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decision not to hedge its butane exposure (a key factor 
behind the miss) was a mistake, and the company will 
return to its historical hedging framework beginning in 
the fourth quarter. Third, AltaGas does not need equity 
capital in 2023 to fund its capex. And finally, based on its 
2023 guidance, AltaGas is the cheapest utility (11.6x P/E 
2023E, using the midpoint of its 2023 guidance). 

Brookfield Infrastructure had a third quarter in line 
with expectations. Also, there have been no material 
revisions (upwards or downwards) to forward estimates. 
So why the weakness? We believe it is likely a result of 
a misunderstanding of Notice of 2022-23 issued by the 
IRS, related to withholding tax. While the company has 
issued a notice clarifying its position, we believe markets 
have yet to fully digest this response. We expect that 
when that happens, a good portion of the weakness 
should be recouped.

REAL ESTATE

Following two straight quarters of underperformance, 
the Real Estate sector finally logged a good quarter in 
both absolute terms (total return of 8.9%) and relative 
terms (up about 290 bps against the S&P/TSX Composite 
Index). Looking ahead, we believe the impact of rising 
rates has been, to a good extent, factored into sector 
valuations. However, we remain cautious, as we believe 
the full impact of the dual headwinds – the refinancing 
impact of higher interest rates and the impact of a 
potential recession on occupancy and rent growth – have 
yet to flow fully through earnings estimates. 

We have previously mentioned an “air pocket” in 
transaction activity as markets went through a period 
of price discovery. This was reflected in modestly 
weaker-than-expected results for our top pick, Colliers 
International Group Inc. (TSX:CIGI). We don’t think pricing 
has fully adjusted to the new rate environment, and that 
it is going to take another three to six months for that to 
happen. While we acknowledge the near-term softness, 
there is no change to our top pick: we believe nothing 
has changed from a long-term outlook that includes 
the institutionalization of real estate, favouring global 
players; the continuing accretive capital deployment; and 
the stabilizing effect of businesses that are recurring 
in nature. And looking at 2023 estimates, we believe 
the street is not fully appreciating the impact of recent 
acquisitions, and that there is potential upside in the 2023 
street estimates.

ENERGY

Energy commodity prices were lower during the period, 
with hawkish central bank tightening elevating concerns 
about slowing economic growth and energy demand. 
Discounts on Canadian heavy crude also widened on 
temporary egress constraints and additional supply from 
the release of U.S. strategic reserves. Canadian heavy 
crude discounts should narrow in 2023, returning to 
historic averages; additional global heavy crude refining 
capacity is expected to come on line during the first half 
of the year, and the summer maintenance schedule for 
oil sands production will likely tighten the market. Also, 
the 2023 production guidance released by the majority 
of Canadian energy producers signalled expectations of 
low single-digit oil growth.

Natural gas prices remained volatile, with massive 
pricing variance between regions. For example, while 
Henry Hub natural gas price gyrated around $6/mcf 
over the period, California gas prices spiked to over $40/
mcf gas price in December. Our holding Tourmaline Oil 
Corp. (TSX:TOU) continues to differentiate itself from 
its peers, using strategic gas off-takes and contracted 
egress to take advantage of higher regional pricing. In 
the fourth quarter, 16% of its volumes will likely benefit 
from higher California pricing, which is in addition to 
volumes that will go south to the Cheniere LNG facility to 
receive higher global gas pricing.
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