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KEY TAKEAWAYS

• With U.S. economic growth peaking, the maturing U.S. mid-cycle offers both a 
constructive expansion and a more volatile backdrop for markets that have already 
priced in a lot of good news.

• Inflation rates are nearing peak levels and should moderate in the year ahead, but 
inflation pressures may still prove more persistent than expected.

• The peaking global industrial cycle should help alleviate some of the extreme 
supply-side pressures, with the trajectory of the pandemic and the Chinese 
economy the biggest wild cards.

• With the Fed shifting monetary policy in the direction of normalization, liquidity 
growth is likely to switch from a tailwind to a headwind in 2022.

• A relatively constructive cyclical backdrop should prevail in 2022, but a 
potentially bumpier landscape for financial markets warrants a high level 
of portfolio diversification.

The U.S. mid-cycle backdrop should prevail in 2022. The economy has likely passed 
its peak rate of growth, but a sustained expansion is the most likely scenario.

• The U.S. consumer is bolstered by record-high net worth, pent-up savings, and 
strong employment markets.

• However, high inflation is weighing on consumer sentiment. The percentage 
of consumers viewing the current backdrop as a good time to purchase large 
household goods hit its lowest point in five decades (Exhibit 1, page 2).

• After massive stimulus and record-level peacetime government-budget deficits 
in 2020 and 2021, fiscal outlays in 2022 will be much lower and represent a drag 
on growth.

• Mid-cycle environments have historically favored riskier assets such as stocks, but 
they also tend to experience the highest incidence of stock-market corrections 
(10% to 20% sell offs).
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EXHIBIT 1: While the U.S. consumer is largely well-positioned, higher inflation has weighed on sentiment.
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Consumer sentiment reflects current conditions for buying large household goods (percentage reporting it is a good time to buy). Grey bars represent U.S. 
recessions as defined by the National Bureau of Economic Research (NBER). Source: University of Michigan, Federal Reserve Board, Haver Analytics, 
Fidelity Investments (AART), as of Nov. 30, 2021.

Inflation rates are likely peaking and should moderate 
over the coming year, but inflation pressures may still 
prove to be more persistent than anticipated.

• Base-year effects will help to mechanically reduce 
inflation rates from current 30-year highs, and there 
are initial signs that some of the most extreme 
supply-related pressures are easing.

• However, longer-term deglobalization trends imply 
goods inflation is likely to settle at a higher level 
than during recent decades.

• While supply-related inflation tends to dissipate 
over a period of many months, price increases in 
categories that tend to be more persistent—such 
as housing and food—are now accounting for a 
larger portion of inflationary pressures (Exhibit 2). 

• Worker shortages should abate as more employees 
re-enter the labor force. However, labor markets will 
likely remain tight enough to support solid wage 
growth, putting a floor under how far inflation rates 
may fall.

EXHIBIT 2: Inflation rates should wane over the next year, 
but price pressures have increased in categories that tend 
to be more persistent.
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More persistent categories include areas that historically take longer for 
inflation to dissipate, including Housing and Food & Beverages. Source: 
Bureau of Labor Statistics, Haver Analytics, Fidelity Investments (AART), 
as of Nov. 30, 2021.
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After a dramatic rebound in corporate earnings during 
2021, slower economic growth and persistent cost 
pressures will likely challenge profits in 2022.

• Large companies were generally able to pass higher 
costs along to customers in 2021, resulting in a 
dramatic rise in profit margins and a nearly 50% 
rebound in earnings.

• With profit margins back at all-time highs and having 
already outpaced typical mid-cycle gains, it will be 
more challenging to increase them going forward 
(Exhibit 3).

• Many companies, particularly small businesses, 
will likely continue to face intense wage and cost 
pressures and struggle with finding workers to fill 
open positions.

• Investors are expecting solid but much slower high 
single-digit profit growth in 2022, which seems 
reasonable given the more mixed economic and 
inflation conditions that are likely ahead.

EXHIBIT 3: Wage growth has already far surpassed mid-cycle 
averages, which could hamper profit margins moving forward.

Wage Growth and Profit Margins, 1950–2021
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Wage growth: Average hourly earnings for production and non-supervisory 
employees since 1965. Profit margins for all non-financial corporations in U.S. 
GDP calculations. Ppts: Percentage points. Profit margin change: The average 
percentage-point change of non-financial corporations’ after-tax profit margins 
for historical mid- and late-cycle periods. Profits sourced from National 
Income and Product Accounts (NIPA). Source: Bureau of Economic Analysis, 
Bureau of Labor Statistics, NIPA, Haver Analytics, Fidelity Investments 
(AART), as of Nov. 30, 2021. Quarterly profit margin data as of Sep. 30, 2021.

Monetary policy is shifting toward normalization, and 
liquidity growth is likely to switch from a tailwind to 
a headwind in 2022.

EXHIBIT 4: While the Fed may have little control over supply-
related inflation pressures, demand-side dynamics now 
contributing more to higher inflation are within its influence.

Inflationary Pressures by Degree of Fed Sway
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Based on the categorization of key inflation drivers in AART’s proprietary 
inflation models, evaluated by whether monetary policy has direct control, 
some influence, or neither over the inflation drivers. Source: Fidelity 
Investments (AART), as of Nov. 30, 2021.

• The Federal Reserve (Fed) likely has little ability to 
affect supply-side disruptions and bottlenecks that 
have contributed significantly to rising inflation. 
However, it can no longer ignore higher and more 
persistent current inflation nor the fact that demand-
side factors—over which it has some influence—are 
contributing to the pressures (Exhibit 4).
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• The trillions of dollars of quantitative easing (QE) by global central banks over the past two years 
resulted in a large liquidity tailwind that contributed to the broad-based rise in asset prices (Exhibit 5). 

• With the Fed likely to end QE during the first part of 2022 and move to hike interest rates 
thereafter, slower liquidity growth may contribute to more volatile financial markets.

EXHIBIT 5: The shift to reduce quantitative easing by central banks is likely to provide less of a liquidity 
tailwind for asset price gains in 2022.

Central Bank Balance Sheets
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Global growth is likely to face challenges during 2022, but ultimately the global 
expansion should persist and stabilize over the course of the year.

• China’s industrial cycle appears to be bottoming after entering a growth 
recession in 2021. Monetary and fiscal policies are gradually shifting to a more 
accommodative stance, although the troubled property sector remains a key 
source of risk (Exhibit 6).

EXHIBIT 6: Most global economies remain firmly in the mid-cycle phase; the U.S. expansion is maturing, while China’s 
growth recession may be bottoming.

Business Cycle Framework

• Activity rebounds (GDP, IP, 
employment, incomes)

• Credit begins to grow
• Profits grow rapidly
• Policy still stimulative
• Inventories low; sales improve

• Growth peaking
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The diagram above is a hypothetical illustration of the business cycle, the pattern of cyclical fluctuations in an economy over a few years that can influence asset 
returns over an intermediate-term horizon. There is not always a chronological, linear progression among the phases of the business cycle, and there have been 
cycles when the economy has skipped a phase or retraced an earlier one.

* A growth recession is a significant decline in activity relative to a country’s long-term economic potential. We use the “growth cycle” definition for most developing 
economies, such as China, because they tend to exhibit strong trend performance driven by rapid factor accumulation and increases in productivity, and the 
deviation from the trend tends to matter most for asset returns. We use the classic definition of recession, involving an outright contraction in economic activity, for 
developed economies. 

Source: Fidelity Investments (AART), as of Nov. 30, 2021.
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• The peak in global industrial activity is likely behind us, and the lagged impact of China’s 
slowdown implies developed-country manufacturing may decelerate in 2022 (Exhibit 7). 

• Manufacturing inventories have been rising relative to sales, which is likely to represent a mid-
cycle headwind for developed-market economies such as Europe and Japan. 

• Improved supply and slower demand should take some pressure off the severe supply-chain 
pressures experienced this year.

• The trajectory of the pandemic and particularly the new Omicron variant will be crucial to the 
global outlook, with emerging-market economies generally more susceptible to health setbacks.  

We believe the mid-cycle environment should be generally constructive for asset markets in 2022, 
but markets will likely be more volatile.

• Monetary-policy risk will be front and center, with the Fed facing a difficult balance of trying 
to address rising inflation expectations without overly tightening financial conditions.

• Earnings growth outpaced stock price appreciation during 2021, but equity valuations still remain 
well above-long term averages. In fact, the valuations of almost all asset categories are expensive 
on a historical basis, implying less attractive return expectations over the medium term.

• The possibility of greater economic reopening over the course of 2022 offers hope for prolonging 
the global business cycle.

• From an asset allocation standpoint, we believe this complicated environment warrants a 
thoroughly diversified global portfolio that balances risks to growth, inflation, and policy outcomes. 

EXHIBIT 7: Industrial activity appears to have peaked, and rising inventory-to-sales (I/S) ratios suggest 
a potential headwind for manufacturing in developed economies in the first half of 2022.
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Purchasing Managers’ Index (PMI) is a monthly survey of private sector companies that serves as an indicator of economic activity. Source: 
Institute for Supply Management, Markit, Haver Analytics, Fidelity Investments (AART), as of Nov. 30, 2021.
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