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Summer 2021

Road to recovery 

The rapid pace of vaccinations and the availability of ample federal and monetary 
stimulus have led to a swift recovery in the U.S. economy, as employment trends 
improve. After spiking last year at 14.7%, the unemployment rate has been steadily 
declining and stands at 5.9% as of June. The U.S. has added over 3.2 million jobs since 
the start of the year, as COVID-19 vaccinations reached more of the adult population, 
allowing states to ease some pandemic restrictions. It is reassuring that the pace 
of U.S. job creation is gaining strength. New filings for unemployment benefits, 
which are a proxy for layoffs, have been falling since the start of the year, adding to 
evidence of renewed labour-market growth. Jobless claims are currently hovering 
around a seasonally adjusted 400,000, down significantly from early January, and are 
below the pre-coronavirus pandemic record of 695,000, which was previously set in 
1982. While hurdles remain to rehiring, we are seeing real improvement in the labour 
market nevertheless. 

We believe the 
release of pent-up 
consumer demand and 
government support 
will help drive spending 
after disruptions related 
to COVID-19 have eased, 
and this should lead 
to a snapback in gross 
domestic product (GDP) 
growth to about 6.4% 
(Figure 1) this year, 
according to RBC Capital 
Markets’ expectations, 
which would be a 
reversal of the 3.5% 

Page 2 of 4

History lessons
Another way to plot the path 
ahead is suggested by Eric Savoie, 
investment strategist at RBC Global 
Asset Management. He points out 
that in the U.S. there have been 17 
Federal Reserve tightening cycles 
since 1954. Eight of these produced 
enough credit tightening to bring on a 
recession; nine others did not. 

Looking at market performance over 
the 12 months leading up to the first 
Fed rate hike in each cycle, Savoie 
notes that the median return for the 
S&P 500 over that stretch was 16.8%. 
Switching to look at what the market 
does after the first rate hike reveals 
the median return to be an above-
average 9%. 

So, the year before the first rate hike 
and the year after are both generally 
pretty good for the stock market. If 
the Fed tightening cycle is going to 
cause trouble for the stock market, 
then that trouble usually arrives a 
fair ways down the road from the first 
rate hike, if it arrives at all, keeping 
in mind that nine Fed tightening 
cycles produced no recession or bear 
market. 

The Fed, while always reserving the 
right to change its mind, has told us 
there will be no rate hike before early 
2023. Counting backward one year, 
the historical probabilities would 
suggest the stock market will deliver 

positive, probably above-average 
returns for two consecutive years 
starting early in 2022. 

Correction always possible, 
but not a given
Of course, even years that feature 
above-average stock market 
returns can contain within them 
rocky periods of correction and 
consolidation. It’s always possible 
that one lies just around the corner. 
As usual, there is a long list of 
things that investors are worried 
about – inflation, the pandemic, 
geopolitics, severe weather. In one 
sense investors are right to expect a 
correction – they are not uncommon. 
But they rarely announce their arrival 
(or conclusion) in a timely enough 
fashion to allow even a nimble 
investor to wring much advantage out 
of that knowledge.

There are also plenty of factors that 
would argue against a correction 
occurring:

• Most economies are reopening as 
the vaccine rollout diminishes the 
impact of the pandemic;

• Earnings are very strong (GDP-
based U.S. corporate profits are 
already above their pre-pandemic 
peak) and earnings estimates have 
been revised sharply higher over 
the past six months (S&P 500 by 
15% and TSX by 13%;

• CEO confidence as measured by The 
Conference Board is near 18-year highs;

• Corporate bond yields remain very 
low and access to credit plentiful;

• Capital spending is booming, which 
is good news for productivity and 
inflation.

It’s worth remembering that should a 
market correction occur without an 
accompanying downturn in economic 
activity and corporate profits, then 
even though share prices are falling 
for a few months, the intrinsic, 
underlying value of most businesses 
goes on compounding at a rate driven 
by earnings growth.

Global equities likely to 
advance
We are left with a constructive 
outlook for global equities for the 
coming 12 months. We expect the 
impact of the pandemic will continue 
to subside over the remainder of this 
year and through 2022. The forecast 
rising tide of GDP and earnings 
should permit broad market indexes 
to advance further from today’s 
levels.

For a more detailed discussion of 
our outlook for financial markets 
ask for a copy of our current issue of 
Global Insight.

Jim Allworth is co-chair of the RBC Global 
Portfolio Advisory Committee.
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contraction in 2020. Economic activity 
is going up and we expect it to be fairly 
strong, with additional stimulus likely to 
make it even stronger.

Consumer fundamentals are strong, 
with households saving about $2 
trillion more than they would have 
been without the pandemic, and 
the federal relief efforts in response 
to it. As immunity progresses via 
vaccinations and employment trends 
improve, we are beginning to see a 
deployment of extra savings, which 
should drive consumption growth and 
boost corporate earnings. Markets are 
forecasting the recovery this year to 
exceed the 2019 pre-COVID earnings, 
as investors look past near-term 
speed bumps on the road to the post-
pandemic recovery. Further supporting 
the markets has been a generally strong 
set of second-quarter earnings reports, 
which has provided fundamental 
reasons for stocks to move higher.

Corrections – par for the Course 

Of course, even years that feature 
above-average stock market returns 
can contain within them rocky periods 
of correction and consolidation. It’s 
always possible that one lies just 
around the corner. As usual, there is 
a long list of things that investors are 
worried about – inflation, the pandemic, 
geopolitics, severe weather. In one 
sense, investors are right to expect a 
correction – they are not uncommon. 
But they rarely announce their arrival 
(or conclusion) in a timely enough 
fashion to allow even a nimble investor 
to take advantage.

There are also plenty of factors that 
would argue against a correction 
occurring, such as: 

•   Most economies are reopening as the 
vaccine rollout diminishes the impact 
of the pandemic; 

•   Earnings are very strong (GDP-based 
U.S. corporate profits are already 
above their pre-pandemic peak) and 
earnings estimates have been revised 
sharply higher over the past six 
months (S&P 500 by 15% and TSX by 
13%) 

•   CEO confidence as measured by The 
Conference Board is near 18-year 
highs; 

•   Corporate bond yields remain very low 
and access to credit plentiful; 

•   Capital spending is increasing, which 
is good news for productivity and 
inflation. 

It’s worth remembering that should a 
market correction occur without an 
accompanying downturn in economic 
activity and corporate profits, then 
even though share prices fall for a 
few months, the intrinsic, underlying 
value of most businesses goes on 
compounding at a rate driven by 
earnings growth.

Our thoughts 

In our view, nothing that has 
transpired in the past six months has 
fundamentally changed our outlook for 
the remainder of the year or for 2022. 
All of the developed economies, led by 
the U.S., will likely post above-average 
GDP growth compared to last year’s 
slump. Absent a vigorous return of the 
pandemic, the momentum provided by 
repeated applications of fiscal stimulus 
by governments – supported by 
entrenched accommodative monetary 
policies – should keep most economies 
powering on through next year and 
probably beyond. Robust growth 
this year followed by slower, but still 
above-average growth is what we are 
currently forecasting. We still continue 
to maintain an overweight equities 
stance vs. our long-term averages. We 
continue to position our portfolios with 
a healthy balance of cyclicals, dividend 
growers and growth equities that look 
to take advantage of the continued 
economic expansion. Amidst continual 
discussions of rising inflation or the 
eventual increasing of rates by central 
banks, we still remain underweight 
fixed income with very short duration. 
With negative real rates on most fixed 
income instruments, we believe the risk-
return of either extending duration or 
increasing our fixed income exposure is 
not worth it at this time. 
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