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CIO’s year-end forecast for the S&P 500 is 5,100, implying about an 8.5% total return in 2022. (UBS)

Markets

Now what for markets?
04 February 2022, 2:07 pm CET, written by UBS Editorial Team

Omicron may have dampened holiday and travel plans the past few weeks, but at least investors got a decent
Santa Claus rally—the S&P 500 was up 4.3% from 20 December to year-end. This capped its total return for the
year at 28.7%, which follows 18.4% in 2020 and 31.5% in 2019. That sets a high bar for 2022, though expecting
20%-plus returns for a calendar year is almost always the bull case.

A reasonable expectation for 2022 performance across asset classes is mean reversion from their 2021 total returns. We
don’t expect US large-cap equities to produce mid-20% returns again, US small-caps' relative performance should hold
up better, and Japan and EM/China equities are likely to have higher absolute returns. While we expect US Treasury yields
to rise, they’ll do so from higher starting yields than a year ago, reducing the negative price return on longer maturity
bonds. Still, returns should be low and with real yields likely to rise, TIPS are poised to be relative underperformers. Returns
for commodities and real-asset equities (MLPs and REITs) will almost certainly be lower. But above trend global economic
growth and the demand for inflation-hedging assets support another year of solid returns.

Beyond these general expectations for asset class returns, a number of factors should be relevant for market performance.

Performance will depend foremost on macro developments
The outlook hinges on a number of questions about the US economy: How much will inflation moderate? How soon will
the labor market reach full employment? Can the Federal Reserve tighten policy to cool the economy without slowing
growth too much? Where in the cycle is the economy / how long can the expansion last? We expect inflation to fall
enough on its own such that the Fed can hike rates gradually, allowing the expansion to continue for potentially a long
time. This relatively benign outlook should support risk assets, but it’s unlikely to be a smooth path higher as investors
interpret data and policy signals.

A market pricing inconsistency needs resolution
The bond and equity markets pricing for growth, inflation, and Fed policy appears inconsistent. Market-implied
expectations have inflation moderating to about 2.5% within five years following only six rate hikes. At first glance, this is
a positive outcome, one that equities would welcome as financial conditions should stay relatively accommodative. But it
also entails a pessimistic view on long-term growth that falls below pre-pandemic levels. It’s harder to justify an S&P 500



For UBS marketing purposes

forward P/E multiple near 22 in that scenario. But the pessimism is at odds with strong household and corporate balance
sheets, which should keep growth above trend for at least the next two years. This equity-bond pricing inconsistency is
likely to be resolved with Treasury yields moving higher on a more optimistic growth outlook.

Prepare for more volatility, often policy-related
Realized volatility for the S&P 500 in 2021 was 13%, which is right at the median for the past 60 years. But this understates
the resilience of US equities because the largest peak-to-trough drawdown was 5.2% in September, the smallest largest
drawdown in 25 years, except for 2017. Volatility and drawdowns are likely to be larger in 2022 because of the
macro uncertainty, and in part because of the change in Fed policy. It’s not just that the Fed will stop buying bonds and
start hiking rates, it’s that high inflation constrains the Fed “put” that has existed for at least the past decade in response to
rising growth risks. This change, coupled with less liquidity, means markets have less of a cushion and thus should be more
volatile.

History says 2022 will be either quite good or bad for equities
CIO’s year-end forecast for the S&P 500 is 5,100, implying about an 8.5% total return in 2022. This is below the long-
term average annual return of roughly 10%, but history also tells us to not expect the average. Since 1990, the S&P 500
total return was over 10% 19 times and often close to or above 20%. It was negative six times and in six years was single
digits, usually not much above zero. This pattern holds over a longer history. Thus, the market outlook at the start of any
year can be distilled to essentially two return scenarios: either down or above 10%. This is apropos for 2022 because
of the dichotomous views between pessimists worried about sticky inflation, Fed tightening, and high valuations, and
optimists pointing to above-trend growth, moderating inflation, and the TINA argument for stocks. We favor the latter.

Two things to keep in mind to start the year
Investors should keep two things in mind when evaluating the markets in the opening weeks of the year. First, economic
data is likely to get worse before it gets better. Omicron's negative effects on growth are not yet evident in the data,
but soon will be. Meanwhile, inflation is likely to keep rising the next two months, giving the impression of deteriorating
macro conditions. But growth will likely accelerate after the omicron wave passes, which should coincide with inflation
beginning to moderate. The market may not look through this economic noise, but that’s what it is. Second, after reducing
positioning in early December, investors collectively will likely add to risk assets to start the year, which is typical of fund
flow and positioning patterns. This is incrementally positive for equities, though the effect may be modest and short-lived.
The net effect of these two factors is likely more volatility.

The bottom line: We expect 2022 to be another positive year for risk assets, but investors should be prepared for lower
returns than the past few years and more volatility than the past 20 months. Investors will also need to be nimble in
response to the evolving economic environment. There are multiple plausible paths that the economy could take over
the next 12 months, and the right investment playbook can vary quite extensively between them. If nothing else, 2022
will be another interesting year.
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