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Have Omicron and the U.S. Federal
Reserve changed our 2022 outlook?
Just days into the new year, Omicron continues to spread and the U.S. Federal Reserve has turned hawkish. So
does this change our 2022 outlook? Not dramatically, but we offer a few notable updates.

At Invesco, constructing our annual outlook is an important endeavour. We begin the process in early September,
bringing together some of our most experienced investment professionals and thought leaders, representing
different regions and asset classes, to undergo a multi-step process.
We first develop gross domestic product projections and inflation projections based on a variety of inputs. We also
factor in fiscal and monetary policy in various countries and regions to help form our view. We then determine
where in the economic cycle we are, which informs our asset class preferences. To address the breadth of
possibilities that lie ahead in the environment, we not only provide a base case scenario that we believe is highly
probable, but we also provide two additional tail risk scenarios and contemplate the investment implications of
each.
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When we released the 2022 outlook (https://www.invesco.com/can/en/insights/investment-outlook.html) in early
December, we gave the caveat that we had formed these views largely prior to the emergence of the Omicron
variant and the possibility of an accelerated taper timeline from the U.S. Federal Reserve (Fed). We recognized
that there may be a need to revisit the outlook if we were to experience an event significant enough to potentially
alter the macroeconomic landscape and investment implications. And so we recently reconvened to assess the
impacts of the spread of the Omicron variant and the Fed’s hawkish pivot.

Has the outlook changed?
The result is that our outlook remains largely intact, with a few notable exceptions:
We believe growth will be negatively impacted in the first quarter due to Omicron, but that it would then be
made up for later in the year, likely as soon as the second quarter given how fast-moving Omicron is.
We also believe more policy tightening is likely given the Fed’s hawkish pivot
(https://blog.invesco.ca/markets-react-to-the-u-s-federal-reserves-hawkish-turn/). However, we do not
believe it will be so excessive as to end the economic cycle; rather, we continue to expect a measured
deceleration in growth for the U.S. and other developed countries where fiscal and monetary stimulus is
being removed. There is always the risk of a policy error, but it is not our base case.
Also due to Omicron, we expect further supply chain stress as China pursues targeted lockdowns in line
with its zero-COVID strategy. This may negatively impact Chinese growth, but not derail it. It’s also likely to
exacerbate inflationary pressures, and so higher inflation may last slightly longer than the mid-year peak
that we anticipated in our outlook.
Omicron has also increased the possibility of the “persistent inflation” tail risk scenario we shared when we
released the outlook, given its potential to exacerbate inflation. However, it is not our base case scenario.

Does this impact our asset class view?
The two asset preferences in our base case scenario that we thought might be altered by the Omicron spread and
a more hawkish Fed were emerging markets and longer duration. However, we continue to support both of those
preferences:
Emerging markets. Given that our growth expectations for 2022 have only been slightly altered by
Omicron, we continue to favour this asset class. Our view is that the re-acceleration in growth for emerging
markets could be slightly delayed due to Omicron, but it could actually be more robust as a result of the
immunization benefits Omicron could bring. We continue to believe the U.S. dollar will be relatively neutral,
which also supports our preference for emerging markets. I also provide the caveat that many idiosyncratic
factors drove the performance of EM in 2021 and may well continue to do so in 2022. We will follow up
with more specific views on different areas within emerging markets.
Longer duration. In the outlook, we shared our expectation for long rates to remain stable or somewhat
down. After robust debate, we re-affirm that view. We expect ongoing pressure for rates to rise in short
and intermediate maturities, but we anticipate rates to remain anchored or possibly even lower in the long
end, which would likely favour duration. Our rationale for this view is that the overall growth outlook is
largely unchanged, besides a shift in growth contributions between the first quarter and the second
quarter. We recognize there is the potential for an alternate scenario in which rates rise on the long end, a
view held by the Invesco Fixed Income team, which would cause us to change our view on duration. And so
we do provide the caveat that our views may change when we re-convene to deliberate on our mid-year
outlook. If we determine there could be a re-acceleration in growth (as we saw in 2005 and 2010), our
view on the direction of rates, and therefore our view on duration, would likely change.
Conclusion
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Even with the impacts of the Omicron variant, our key hypothesis remains: We expect a convergence of returns
across asset classes as economic growth approaches trend growth rates. As we wrote in December
(https://www.invesco.com/can/en/insights/investment-outlook.html), we view 2022 as a year of transition.
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Some references are U.S. centric and may not apply to Canada.
Commissions, trailing commissions, management fees and expenses may all be associated with mutual fund investments. Mutual funds are not
guaranteed, their values change frequently and past performance may not be repeated. Please read the simplified prospectus before investing.
Copies are available from your advisor or from Invesco Canada Ltd.
This does not constitute a recommendation of any investment strategy or product for a particular investor. Investors should consult a financial
professional before making any investment decisions.
All investing involves risk, including the risk of loss.
The risks of investing in securities of foreign issuers, including emerging market issuers, can include fluctuations in foreign currencies, political
and economic instability, and foreign taxation issues.
Fixed-income investments are subject to credit risk of the issuer and the effects of changing interest rates. Interest rate risk refers to the risk
that bond prices generally fall as interest rates rise and vice versa. An issuer may be unable to meet interest and/or principal payments,
thereby causing its instruments to decrease in value and lowering the issuer’s credit rating.
Gross domestic product is a broad indicator of a region’s economic activity, measuring the monetary value of all the finished goods and
services produced in that region over a specified period of time.
Tapering is the gradual winding down of central bank activities that aimed to reverse poor economic conditions.
Duration is a measure of the sensitivity of the price (the value of principal) of a fixed income investment to a change in interest rates. Duration
is expressed as a number of years.
The opinions referenced above are those of the author as of Jan. 18, 2022. These comments should not be construed as recommendations,
but as an illustration of broader themes. Forward-looking statements are not guarantees of future results. They involve risks, uncertainties and
assumptions; there can be no assurance that actual results will not differ materially from expectations.
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