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Macro outlookς The clouds around the inflation peak 

 

Gilles Moec 
AXA Group Chief Economist  
and Head of AXA IM Core Investments Research 

 

 

The immediate cost of future disinflation 
 
The inflation shock has defined 2022. Not primarily because as 
usual, by eroding purchasing power and corporate margins it 
has hampered consumption and investment ς private spending 
has been remarkably resilient actually in the developed world 
given the circumstances ς but because it has marked the end of 
an era for monetary policy. 
 
Having missed the signs that what was initially widely seen as a 
transitory price reset after the post-pandemic reopening was 
turning into persistent inflation, the key central banks engaged 
in swift tightening without equivalent since the 1990s. The 
catch-up took the Federal Reserve (Fed) from what was still a 
very accommodative stance to properly restrictive territory in 
about half a year. Combined with Quantitative Tightening, this 
has produced the steepest tightening in broad financial 
conditions since the Great Financial Crisis of 2008-2009. 
 
In principle, not all central banks should have followed the Fed. 
The US had a clear case of overheating to address, after the 
excessive fiscal stimulus of the late Trump and early Biden 
administrations, with an extremely tight labour market plagued 
by a lower participation rate. The Euro area had been more 
prudent with its fiscal stance during the pandemic and 
participation is rising there, now exceeding the US level in the 
15- to 64-year-old bracket. Yet, the European Central Bank 
(ECB) has sometimes mirrored the Fed approach ς for instance 

when delivering 75bp hikes. True, the Euro area will likely only 
Ƙƛǘ ǘƘŜ ǳǇǇŜǊ ŜƴŘ ƻŦ ǘƘŜ άƴŜǳǘǊŀƭ ǊŀƴƎŜέ όм ǘƻ н҈ύ ŦƻǊ ƛǘǎ ǇƻƭƛŎȅ 
rate in December 2022, but the starting point was lower than in 
the US, and we expect the neutral threshold to be exceeded in 
vм нлно όŀǘ нΦр҈ύΦ /ƻƳōƛƴŜŘ ǿƛǘƘ ŀ ǘƛƎƘǘŜƴƛƴƎ ƛƴ ōŀƴƪǎΩ ƭŜƴŘƛƴƎ 
standards, the ECB stance has in our view already taken broad 
financial conditions into restrictƛǾŜ ǘŜǊǊƛǘƻǊȅΦ ¢ƘŜ 9/.Ωǎ ŀǇǇǊƻŀŎƘΣ 
while inflation in the Euro area remains driven by supply-side 
developments (in particular gas prices) which can hardly be 
affected by monetary policy, is explicitly focusing on anchoring 
inflation expectations, but we suspect a significant share of their 
new-found hawkishness is fuelled by the depreciation of the euro. 
 
Indeed, the world economy ς once again in a configuration 
eerily resemblant to episodes from the 1990s ς is adjusting to a 
stronger dollar fuelled by ǘƘŜ CŜŘΩǎ ǇƻƭƛŎȅΦ ¢ƘŜ 9/. ƛǎ ŀŎǘǳŀƭƭȅ 
one of the least affected central banks. Its counterparts in 
emerging markets have much more to do and we have seen 
cumulative hikes in excess of 1,000 basis points in some 
countries (Brazil, Hungary). We are not overly concerned by 
systemic risks in the emerging world ς their intrinsic financial 
position is much better than in the 1990s, a key difference with 
that period ς but the extreme tightness of monetary policy will 
seriously dampen domestic demand, especially when fiscal 
policy will have to adjust to the rise in sovereign refinancing 
costs (Brazil again). Those who have chosen not to defend their 
currency and bucked the trend by cutting rates are facing 
painful hyper-inflation, such as Turkey. 
 
China is the one big exception to this rule. Even if the exchange 
rate has been softening as a result, Beijing has been able to 
loosen monetary policy against a backdrop of muted inflation. 
Yet, the Chinese authorities continue to be reluctant to make 
full use of their still wide policy space for fear of rekindling 
ŦƛƴŀƴŎƛŀƭ ǎǘŀōƛƭƛǘȅ ǊƛǎƪǎΣ ǿƘƛƭŜ ǘƘŜ ǎƘƛŦǘ ŀǿŀȅ ŦǊƻƳ ǘƘŜ άȊŜǊƻ 
/ƻǾƛŘέ ǇƻƭƛŎȅ ƛǎ ǘŜƴǘŀǘƛǾŜ ŀǘ ōŜǎǘΣ ǿƘƛŎƘ ƛǎ ƭƛƪŜƭȅ ǘƻ ǘǊƛƎƎŜǊ ƳƻǊŜ 
pandemic-ǊŜƭŀǘŜŘ ŘƛǎǊǳǇǘƛƻƴǎ ƛƴ нлноΦ /ƘƛƴŀΩǎ ŎƻƴǘǊƛōǳǘƛƻƴ ǘƻ 
world growth will remain subdued in our view. 
 
We are thus in a configuration we have not seen for decades: a 
policy-engineered slowdown in the world economy. The 
intensity and duration of this tightening phase depends of 
course on the speed of disinflation at the epicentre of the 
problem: the US economy. In the autumn of 2022, some 
tentative signs were finally appearing that the labour market is 
softening, which would herald the deceleration in wages into 
нлно ǿƘƛŎƘ ǘƘŜ CŜŘ ǿŀƴǘǎ ǘƻ ǎŜŜΦ ¢ƘŜ άƛƴŦƭŀǘƛƻƴ ǇŜŀƪέ Ƙŀǎ 
probably been hit, which should allow a less rapid pace of rate 
hikes, but the distance from target, and the risks of further 
ǎƭƛǇǇŀƎŜ ŀǊŜ ǎƻ ƘƛƎƘ ǘƘŀǘ ǘƘŜ άǘŜǊƳƛƴŀƭ ǊŀǘŜέ Ƙŀǎ ƴƻǘ ōŜŜƴ 
reached (we think it will hit 5%). This means that, given 
transmission lags, the monetary stance throughout 2023 is 

Key points 
 

¶ 2022 ushered in a new monetary policy era. A 
policy-induced recession looks like the price to pay 
to get inflation back under control after a peak in 
late 2022. 

¶ Higher interest rates will gradually impair the 
capacity of fiscal policy to remain accommodative. 
Lƴ ǘƘŜ ¦{Σ άǇƻƭƛŎȅ ǇŀǊŀƭȅǎƛǎέ ƛǎ ƻƴ ǘƘŜ ŎŀǊŘǎ ŀŦǘŜǊ ǘƘŜ 
mid-terms, while in Europe fiscal policy will still 
deliver more stimulus in the first half of 2023 to 
deal with the external inflation shock, but we think 
ǘƘƛǎ ǿƛƭƭ ōŜ ǘƘŜ άƭŀǎǘ ƎŀǎǇέ ƻŦ ŦƛǎŎŀƭ ŀŎǘƛǾƛǎƳΦ 

¶ Supportive fiscal and monetary policy have 
dissimulated the underlying slowdown in potential 
growth for two decades. A new growth model is 
needed, but elusive. 
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likely to remain more restrictive than in the second half of 
нлннΦ ¢Ƙƛǎ ƛǎ ǇǊŜŘƛŎŀǘŜŘ ƻƴ ƻǳǊ ōŜƭƛŜŦ ǘƘŀǘ ǘƘŜ CŜŘ ǿƻƴΩǘ ǿŀƴǘ 
to cut rates as quickly as the market is currently pricing (second 
half of 2023) since they will want to be satisfied that they have 
properly broken the back of inflation. The price to pay for this 
will be a recession in the first three quarters of 2023 in the US 
which will trigger the usual adverse ripple effects over the 
entirety of the world economy next year. 
 
Memories of past mistakes often inform policy-makers action. 
Just like the premature monetary tightening of the 1930s was 
the mistake Ben Bernanke wanted to avoid at all costs in his 
management of the aftermath of the Great Financial Crisis of 
2ллуκнллфΣ ǘƘƛǎ ǘƛƳŜ ƛǘΩǎ ǘƘŜ мфтп ŜǊǊƻǊ ǿƘƛŎƘ ƛǎ ǇǊƻōŀōƭȅ 
haunting Jay Powell. Indeed, contrary to popular belief, the Fed 
initially responded to the first oil shock of 1973 by rapidly hiking 
rates. Its fateful decision came at the end of 1974 when, 
worried by the significant rise in unemployment, the Fed 
reversed course although inflation was still in double-digit 
territory. This laid the ground for rampant inflation throughout 
the second half of the 1970s, ultimately forcing the Fed into a 
massive tightening in 1980. 
 
In a way, what lies ahead of us is the mirror image of monetary 
ǇƻƭƛŎȅ άƻǾŜǊ-ŀŎǘƛǾƛǎƳέ ƻŦ ǘƘŜ ƭŀǎǘ two decades. Central banks 
had come to the conclusion that it was only by driving the 
ŜŎƻƴƻƳȅ άǊŜŘ Ƙƻǘέ ς well above potential ς that they would 
manage to bring inflation back to target from their stubborn, 
near zero new trend. Today, the conclusion they have reached 
ƛǎ ǘƘŀǘ ƛǘΩǎ ƻƴƭȅ ōȅ ŘǊƛǾƛƴƎ ŘŜƳŀƴŘ ōŜƭƻǿ ŀƴ ŀƭǊŜŀŘȅ ƭƻǿ ǎǳǇǇƭȅ 
pace that they will be able to bring inflation back to 2%. No 
pain, no gain. 
 

CƛǎŎŀƭ ŀŎǘƛǾƛǎƳΩǎ ƭŀǎǘ ƎŀǎǇ  
 
While the monetary tightening is synchronized across the 
Atlantic, the fiscal stance has started to diverge. In the US, the 
Inflation Reduction Act ς which in reality is a Green Transition 
Act ς will probably be the ƭŀǎǘ ōƛƎ ǇǊƻƎǊŀƳ ƻŦ .ƛŘŜƴΩǎ ƳŀƴŘŀǘŜ 
ŀǎ ǘƘŜ wŜǇǳōƭƛŎŀƴΩǎ ƳƛŘǘŜǊƳ Ǝŀƛƴ ƻŦ ǘƘŜ IƻǳǎŜ ƳŀƧƻǊƛǘȅ ǿƛƭƭ 
probably usher in at least two years of policy paralysis. But this 
ƛǎ ǇǊƻōŀōƭȅ άǿƘŀǘ ǘƘŜ ŘƻŎǘƻǊ ƻǊŘŜǊǎέ ŀǘ ǘƘŜ ƳƻƳŜƴǘ ƛƴ ǘƘŜ ¦{Υ 
there is little point in fiscal policy attempting to offset the Fed 
ǎǘŀƴŎŜ ƎƛǾŜƴ ǘƘŜ ƴŜŜŘ ǘƻ ŀŘŘǊŜǎǎ ǘƘŜ ŜŎƻƴƻƳȅΩǎ ŘƻƳŜǎǘƛŎŀƭƭȅ-
focused overheating. The situation is very different in the Euro 
area where governments have engaged in a new series of fiscal 
stimulus to mitigate the impact of elevated energy prices on 
ƘƻǳǎŜƘƻƭŘǎΩ ƛƴŎƻƳŜ ŀƴŘ ŎƻǊǇƻǊŀǘŜ ƳŀǊƎƛƴǎ ƛƴ ǘƘŜ ŎƻƴǘŜȄǘ ƻŦ 
the Ukraine war. 
 
There is still probably some degree of complementarity 
between fiscal and monetary policy in Europe. Households 
receiving temporary income support from governments may 
reduce pressure on more persistent wages, thus limiting the 

risks of the region settling on a wage/price loop which would 
force the ECB into even more tightening. A conflict is however 
likely to emerge towards the second half of 2023 as significant 
ƎƻǾŜǊƴƳŜƴǘ ƛǎǎǳŀƴŎŜ ǿƻǳƭŘ ŎƭŀǎƘ ǿƛǘƘ ǘƘŜ 9/.Ωǎ ƭƛƪŜƭȅ ŘŜŎƛǎƛƻƴ 
to gradually reduce the reinvestment of the bonds it purchased 
during Quantitative Easing. Even if the European fiscal 
surveillance system were to allow for another prolongation of 
the exemption from the deficit reduction rules, we expect the 
budget bills for 2024, which will start to be discussed in the 
summer of 2023, will mark the end of fiscal profligacy. 
 

Looking for a growth model 
 
Over the last two decades, monetary and fiscal support has 
often dissimulated the underlying lack of dynamism of the 
developed economies, faced with slowdown in productivity 
ŀŘŘƛƴƎ ǘƻ ǘƘŜ ŘŜƳƻƎǊŀǇƘƛŎ ǿƻŜǎΦ Lƴ ǎƻƳŜ ŎƻǳƴǘǊƛŜǎΣ ŀƴŘ ǘƘŀǘΩǎ 
certainly the case in the US, the decline in labour market 
participation is another source of weakness for potential GDP 
growth. Now that policy support is past its peak, those 
structural flaws will take centre stage. 
 
The recent experience in the UK is interesting from this point of 
view. While the content of the plan was deeply flawed ς 
upfront, unfunded tax cuts combined with vague promises 
about structural reforms ς ŀǘ ƭŜŀǎǘ [ƛȊ ¢ǊǳǎǎΩ ŀŘƳƛƴƛǎǘǊŀǘƛƻƴ 
tried to address the deterioration in potential growth in the UK. 
The U-turn on the fiscal stance by the Sunak administration is 
of course welcome from a financial stability point of view, but 
what is missing is a plan to re-start the economy. 
 
On the list of macro challenges, we need to add the likely 
άƎǊŜŜƴŦƭŀǘƛƻƴέ ƭƻƻƳƛƴƎ ς the necessary fight against climate 
change is forcing the adoption of cleaner, but usually more 
expensive technologies, while we expect more regions beyond 
ǘƘŜ 9¦ ǘƻ ŀŘƻǇǘ ŦƻǊƳǎ ƻŦ ŎŀǊōƻƴ ǇǊƛŎƛƴƎΦ ά5Ŝ-ƎƭƻōŀƭƛȊŀǘƛƻƴέ ƛǎ 
also a risk, especially for countries which have made the choice 
of extroverted growth ς such as Germany. The US is probably in 
a more comfortable position than Europe. Its demographic 
position, although deteriorating, is less problematic, and the 
country can at least count on cheap, domestically produced 
energy. The European Union at the time of the pandemic had 
managed to give substance to its long-term growth strategy by 
ōǊŜŀƪƛƴƎ ǘƘŜ ǘŀōƻƻ ƻŦ ŘŜōǘ Ƴǳǘǳŀƭƛǎŀǘƛƻƴ ǘƻ ŦǳƴŘ ǘƘŜ άbŜȄǘ 
DŜƴŜǊŀǘƛƻƴέ ǇǊƻƎǊŀƳǎΦ ²Ŝ ŦƛƴŘ ƛǘ ŎƻƴŎŜǊƴƛƴƎ ǘƘŀǘ ǘƘŜ ƳŜƳōŜǊ 
states have not found the same capacity to respond to the fallout 
of the Ukraine war with another concerted investment effort. 
 
While we are confident that by the middle of 2023 the world 
economy will start improving again, we would warn against any 
excessive enthusiasm. Beyond the cyclical recovery, many 
structural questions will remain unanswered. 
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Investment Outlook ς Positive but tempered return expectations 

 

Chris Iggo 
Chair of the AXA IM Investment Institute 
and CIO of AXA IM Core 

 

 

Contrasting returns  
 
There were few places to hide in 2022. Inflation, monetary 
policy tightening and geopolitical risks marked a stark contrast 
to the drivers of returns in 2020 and 2021; the backdrop 
ultimately forced a revaluation of fixed income and equity 
assets. From low to high inflation, and from low to high interest 
rates, returns suffered as markets adjusted to the new 
paradigm.  
 
However, as 2022 came to a close, markets found a more 
stable footing. Fourth quarter (Q4) returns were significantly 
better than what had gone before, even if the outlook was 
clouded ς as it still is. Inflation is high and is only just showing 
signs of moderating. Central banks are not likely to stop raising 
rates until well into the new year. More importantly, we expect 
recession on both sides of the Atlantic. 
 
The modest recovery in asset prices towards the end of 2022 
should not, in our view, be seen as a step towards revisiting the 
valuation peaks of recent years. Equity price-earnings ratios are 
likely to remain below their highs and bond yields are not going 
back to close to zero. The kind of capital returns that investors 
enjoyed in the quantitative easing era are unlikely to be 
repeated any time soon. The current environment requires 
more thoughtful investment strategies than just chasing 
earnings growth and higher yield, irrespective of valuations or 
credit risk. 
 

The inflation advantage 
 
In a recession, cash flow from corporate assets to investors 
becomes challenged. Earnings growth slows as costs rise and 
revenues come under pressure. In credit markets, scarcer cash 
flows mean understanding how borrowers manage their debt 

liabilities is key. It seems in the early part of 2023, with 
macroeconomic uncertainty still running relatively high, 
investors are likely to retain a level of defensiveness. Volatility 
and ongoing periods of losses should not be ruled out. 
 

Improved trade-off 
 
Fixed income investors, however, stand to benefit most from 
the peak in inflation and policy rates. For bond markets, the 
trade-off between return and risk has improved. Yields are 
higher ς compared to the situation in recent years ς and this 
ǇǊƻǾƛŘŜǎ ƳƻǊŜ ΨŎŀǊǊȅΩ ŦƻǊ ōƻƴŘ ƘƻƭŘŜǊǎ ŀƴŘ ōŜǘǘŜǊ ƛƴŎƻƳŜ 
opportunities for new fixed income investments. At the same 
time, with higher yields, fixed income has the potential to play 
a more significant role in multi-asset portfolios. In 2022, very 
unusually, both bond and equity returns were very negative. 
¢ƘŀƴƪŦǳƭƭȅΣ ŎŜƴǘǊŀƭ ōŀƴƪǎ ŘƻƴΩǘ ǊŀƛǎŜ ǊŀǘŜǎ ōȅ олл-500 basis 
Ǉƻƛƴǘǎ ŜǾŜǊȅ ȅŜŀǊΦ !ǎ ǎǳŎƘΣ ǿŜ ŘƻƴΩǘ ŜȄǇŜŎǘ ŀ ǊŜǇŜŀǘ ƛƴ 2023. If 
equities struggle with the growth environment, bonds can 
provide a hedge and an alternative to those investors putting a 
premium on income. 
 

Supporting duration 
 
Higher rates dominated 2022 and their impact on valuations 
has been clear. When and if growth slows, central banks will 
stop raising rates, as long as inflation is easing back. This is 
already priced in to yield curves with markets anticipating peak 
rates in the US in Q2 and in the Eurozone in Q3. For now, it is 
an environment that supports exposure to the shorter maturity 
part of bond markets. Such strategies currently provide the 
highest yields seen for years. Extending duration along the 
curve also locks in better yield and provides optionality to 
recognise capital gains once markets start to anticipate central 
banks easing. Our base case is that this is unlikely until late 
2023 or 2024, but markets tend to look forward to these 
events. 
 

Income vs. total returns 
 
The new regime for fixed income markets and related 
strategies is a more balanced one. In recent years, returns were 
dominated by capital gains as central banks pushed down 
yields. Income should now be a more significant contributor to 
total returns (Exhibit 1). This has portfolio construction 
implications with bonds now more suited to income-focused 
strategies as well as allowing institutional investors more 
flexibility in meeting liabilities without taking unnecessary 
credit or liquidity risks to achieve yield targets. 
 
This focus on income, with more modest capital gain potential, 
supports corporate bond markets. However, borrowers will be 

Key points 
 

¶ Peak interest rates support fixed income 

¶ Capital gains hard to come by 

¶ Bonds provide improved income returns 

¶ Equities at risk from recession 

¶ Earnings forecasts are likely to be cut further 

¶ Some scope for sector rotation 

¶ Much depends on energy prices. 
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challenged and this could impact on the level of credit spreads. 
Rates have done a lot of the work in pushing up corporate 
borrowing costs. Spreads have also widened but remain below 
the highs seen in previous periods of stress. This means that for 
ǎƛƳƛƭŀǊ ŎǊŜŘƛǘ ǊŀǘƛƴƎǎΣ ǘƻŘŀȅΩǎ ȅƛŜƭŘǎ ŀǊŜ ǎƛƎƴƛŦƛŎŀƴǘƭȅ ƘƛƎƘŜǊ ǘƘŀƴ 
in recent years. This provides attractive return potential as 
corporates have generally managed balance sheets well, 
terming out debt, containing leverage levels and ensuring 
ƘŜŀƭǘƘȅ ƛƴǘŜǊŜǎǘ ŎƻǾŜǊŀƎŜΦ hǾŜǊ ǘƘŜ ƳŜŘƛǳƳ ǘŜǊƳΣ ǘƻŘŀȅΩǎ 
spreads will allow investors to benefit from capital gains when 
corporate fundamentals do improve. 
 
Exhibit 1: Income to dominate bond returns 

 
 

High time for high yield? 
 
Core credit investment strategies can achieve higher yields with 
less credit risk. Subsequently investors need not chase returns 
in more economically-sensitive sectors when more defensive 
credit sectors offer attractive yields. However, we also see a 
role for high yield credit. Yields have been at levels in 2022 that 
historically have been associated with subsequent positive 
returns. High yield markets are of better credit quality in 
general than in the past and have seen similar improvements in 
credit metrics as the investment grade market. Of course, 
defaults will rise a little but we have little concern about a large 
wave of refinancing-related defaults. Given the close 
relationship between the excess returns of high yield bonds 
(relative to government bonds) and equity returns, we see high 
yield as a relatively lower risk option on an eventual recovery in 
equity returns. 
 

Chasing income  
 
Higher yields can be achieved with less duration and credit risk 
than in recent years. That is useful in this kind of economic 
environment. A significant improvement in risk-adjusted 
performance for more challenged parts of the fixed income 
market, like emerging market debt, may have to wait until the 
overall outlook and risk sentiment is significantly improved. An 
end to the Ukraine war and a recovery in the Chinese property 

market would be welcome developments for emerging market 
debt. 
 
The Q4 equity market rally was chiefly driven by expectations 
of peak inflation and rates but it needs to be judged against a 
deteriorating earnings outlook and in an environment where 
interest rates are going to be higher than they have been for 
years. These will remain headwinds for stocks for some time. 
Even after the significant de-rating already seen, stock markets 
are still vulnerable to the expected earnings recession. 
 

A balanced outlook 
 
There is the potential for some sector and style rotation going 
forward. Energy stocks have outperformed on the back of high 
oil and gas prices. Historically, however, energy sector earnings 
are more cyclical and with lower long-term growth potential 
than the more dynamic new economy sectors which have been 
most impacted by the market de-rating. 
 
The long-term outlook for traditional energy companies is 
challenged by the momentum of the energy transition. Sure, 
prices may remain high but this is not guaranteed if growth 
undercuts energy demand or if there are new developments on 
the supply side (an end to the war in Ukraine; a return of Iran 
to global oil markets). At the same time, a new corporate 
investment cycle will eventually benefit technology and 
automation while government policies are more focused on 
energy efficiency and healthcare. 
 
It is not unheard of to have consecutive years of negative 
equity returns. However, I believe the outlook is more 
balanced; earnings are under pressure but valuations more 
attractive. Outside of the US, markets have seen significant 
declines in price-earnings multiples. European markets, for 
example, would be well placed to rally should there be positive 
developments in Ukraine. Asia will benefit from a post-Ψ½ŜǊƻ-
/h±L5Ω ǊŜŎƻǾŜǊȅ ƛƴ China. Long term, however, the US 
valuation premium is not likely to be challenged given the 
dominance of US technology, a greater level of energy security 
and more positive demographics. In the near term though, 
some highly-priced parts of the US market remain vulnerable. 
 
Global tightening forced a revaluation across asset classes. Cash 
flow expectations have been challenged and investors should 
be less confident about capital growth strategies as we enter 
2023. Bond returns should improve relative to volatility and 
parts of the equity market are becoming cheap. As 2023 
unfolds, there should be more clarity on the macro outlook. 
This should support positive, albeit prudent, portfolio return 
expectations. 
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Summary ς Recessions likely amidst global realignment 

 

David Page 
Head of Macro Research 
Macro Research ς Core Investments 

 

 

Previous shocks continue to pose threats 
 
Our outlook and expectation for 2023 and 2024 is to finally see 
inflation retreat towards central bank targets against a 
backdrop of soft global growth, with recessions in Europe and 
the US, alongside a lacklustre recovery in China, before a slow 
recovery emerges in 2024. We recall that two of our last three 
Outlooks were rewritten within months of the new year. The 
first after COVID-19, which had not even been identified as we 
ǿŜƴǘ ǘƻ ǇǊƛƴǘΤ ǘƘŜ ǎŜŎƻƴŘ ŀŦǘŜǊ wǳǎǎƛŀΩǎ ƛƴǾŀǎƛƻƴ ƻŦ ¦kraine, 
which added further impetus to inflation from disrupted energy 
and food markets (Exhibit 2). Chastened by both experiences, 
we cautiously consider the risks aǊƻǳƴŘ ǘƘƛǎ ȅŜŀǊΩǎ hǳǘƭƻƻƪΦ 
 
The pandemic led to the wildest swings in GDP on record. The 
most obvious present threat from COVID-мф ƛǎ ƛƴ /ƘƛƴŀΦ /ƘƛƴŀΩǎ 
initial success in containing the virus has been followed by slow 
preparation towards living with it. It recently announced 
measures to tackle this by accelerating vaccination rates and 
increasing medical capacities. But it is doing so against a 
renewed outbreak, which still threatens interim restrictions. 
The trade-off between loosening restrictions and increased 
vulnerability will persist and likely weigh on Chinese activity 
across 2023. However, COVID-19 remains a global risk as the 
threat of immunity evading mutations still exists ς this is 
difficult to quantify risk, but we assume it is easing. 
 
The war in Ukraine continues but recent Ukrainian successes in 
the East and South highlight the unpredictable nature of the 
conflict which some had thought Russia would quickly win. As 
Russia conscripts hundreds of thousands to the region, an end 
does not appear in sight. Moreover, there are risks that it could 

even escalate, either accidently or with Russia threatening the 
use of nuclear or chemical weapons. 
 
Geopolitical risks are not restricted to Europe. Tensions 
between the US and China have worsened in recent years. 
Recent talks between Presidents Joe Biden and Xi Jinping offer 
hopes of arresting a further deterioration. Taiwan remains a 
key source of tension. The US has also imposed significant 
restrictions on the export of high-end technology to Chinese 
companies perceived as colluding with the military. In practice, 
this casts the net widely and with the US pushing for third-party 
enforcement, this could materially restrict Chinese access to 
ǎŜƳƛŎƻƴŘǳŎǘƻǊ ǘŜŎƘƴƻƭƻƎȅΦ ¢Ƙƛǎ Ǌƛǎƪǎ ƛƳǇŀŎǘƛƴƎ /ƘƛƴŀΩǎ 
potential growth and it could also have a broader impact on 
global trade. Yet combined with a post-pandemic realignment 
of global supply chains, including a mix of on-shoring, near-
shoring or friend-shoring, there is a marked uncertainty over 
the scale and impact of any deglobalisation. 
 
Exhibit 2: Russia invasion boosted inflation  

   
 
A global realignment of energy supply is already underway, 
along the lines of broad geopolitical contours. Europe faces the 
end of cheap and plentiful natural gas supply, a constraint likely 
to drive it into sharp recession this winter. Without the swift 
installation of additional liquefied natural gas (LNG) import 
capacity, this will also impact next winter. LNG terminals are 
also being pushed to their limits, with US and European 
facilities run at materially higher load factors than before, with 
associated risks e.g., the explosion at the US Freeport terminal. 
Europe is also about to impose a ban on Russian oil, with the US 
to implement a price cap. Both risk uncertain reactions. 
 
The outlook for energy markets also depends on the weather. A 
mild start to the Northern Hemisphere winter should help 
Europe. This is consistent with a La Niña weather system over 
the South-Eastern Pacific, which is entering its third year and 
often sees milder European winters. This will, however, also 
drive torrid weather conditions elsewhere. Moreover, climate 
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Russian invasion

Key points 
 

¶ We expect inflation to fall back towards target over 
the coming two years as global growth slows, with 
recessions forecast in both Europe and the US 

¶ The Ukraine war and wider geopolitical tensions are 
causing a realignment of energy and wider supply 
chains tracking broad geopolitical contours 

¶ Inflation looks set to fall but pressures on 
government finances have created social strains 

¶ Structural changes from an ageing workforce and 
post-pandemic effects add to the uncertainties 
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change is driving trend temperatures higher but also increasing 
weather extremes. This will affect energy but will also have a 
profound impact on food production.  
 

Inflation, government pressures and elections 
 
Inflation has been the most obvious consequence of additional 
supply shocks. We expect inflation to ease from the start of 
2023. Disinflation will vary from country to country, reflecting 
different economic conditions and local norms in terms of 
expectations and pass-through. Meanwhile, persistently high 
levels of inflation are having material societal impacts. In 
developed economies inflation is draining government 
finances, requiring public belt tightening, which can lead to 
social unrest. For emerging markets (EM), food and energy 
inflation have a more direct impact on overall price levels and 
historic periods of EM social turbulence have occurred during 
times of high inflation. 
 
Governments face increasing strain over the coming years. EMs 
are impacted by tight global financial conditions, particularly an 
elevated ŘƻƭƭŀǊΦ {ƻƳŜ ΨŦǊƻƴǘƛŜǊΩ ŜŎƻƴƻƳƛŜǎ ƘŀǾŜ ŀƭǊŜŀŘȅ ŦŀƭƭŜƴ 
into financial crisis, with several appealing to the IMF. This will 
likely continue in 2023. Larger EM economies face the same 
risk, but we but do not see a systemic EM crisis evolving. Risks 
are not confined to EMs. The UK saw its fiscal sustainability 
questioned in 2022 and requires severe austerity over several 
years to restore fiscal rectitude. Many European states have a 
worse starting point and markets will monitor developments 
closely as the European Commission negotiates medium-term 
debt strategies with these countries. 
 
The electoral timetable does not suggest significant political 
change over the coming years. We think Turkish elections in 
June 2023 could present further financial stability challenges. In 
developed markets, after Northern Ireland Assembly Elections 
expected in 2023, the UK faces a General Election in 2024. 
Current polls suggest a change of government, but with both 
parties having recently moved towards the political centre, this 
election promises to be the least economically damaging in 
over a decade. US Presidential Elections will be held in 
November 2024. Midterm elections further damaged former 
tǊŜǎƛŘŜƴǘ 5ƻƴŀƭŘ ¢ǊǳƳǇΩǎ ǎǘŀƴŘƛƴƎΣ ōǳǘ ƘŜ Ƙŀǎ ǎǘƛƭƭ ŀƴƴƻǳƴŎŜŘ 
that he will stand for re-ŜƭŜŎǘƛƻƴΦ tǊŜǎƛŘŜƴǘ .ƛŘŜƴΩǎ ōŜǘǘŜǊ 
midterm performance would help his cause, but it is not 
obvious that he will seek a second term. Uncertainty thus 
ǎǳǊǊƻǳƴŘǎ ōƻǘƘ ǇŀǊǘƛŜǎΩ ƴƻƳƛƴŜŜǎ ŦƻǊ ǘƘŜ нлнп ŜƭŜŎǘƛƻƴǎΦ 
 

Forecasting uncertain amidst structural change 
 
Most importantly, these developments take place amid 
ongoing structural changes, including shifting demographics ς 
ageing in key economies ς and post-pandemic reorganisation 
(Exhibit 3). We predict unemployment will rise across Europe 

and the US in 2023 but not as sharply as previous downturns. In 
part this reflects the particular tightness in the labour market 
and an expectation that falling vacancies, rather than job losses 
may do more to loosen the market. In part it reflects the 
withdrawal of labour supply as a result of both the pandemic 
and ageing. The combination has been a long-term headwind 
to potential growth which we expect to persist into 2023. 
 
Exhibit 3: Labour supply reacts differently across regions 

  
 
²Ŝ ŜȄǇŜŎǘ ǊŜŎŜǎǎƛƻƴǎ ƛƴ 9ǳǊƻǇŜΩǎ ŜŎƻƴƻƳƛŜǎΣ ŘǊƛǾŜƴ ōȅ ǘƘŜ 
energy shock. We also forecast a mild recession in the US ς
more a consequence of tighter financial conditions in response 
ǘƻ ŜȄŎŜǎǎ ƛƴŦƭŀǘƛƻƴ ǇǊŜǎǎǳǊŜǎΦ ²Ŝ ŜȄǇŜŎǘ /ƘƛƴŀΩǎ ƎǊƻǿǘƘ ƻǳǘƭƻƻƪ 
to remain relatively subdued, forecasting another contraction 
in Q1 GDP as COVID-19 restrictions make an impact again. We 
forecast global growth of 2.3% in 2023, compared to IMF 
forecasts of 2.7%, and only expect 2.8% in 2024. 
 
Central banks quickly tightened policy as inflation rose in 2022, 
but this poses risks for 2023. Forward-acting monetary policy 
tools employed using backward-looking data are a recipe for 
over-shooting. Some central banks appear to be shifting to a 
more forward-looking approach, led by the Bank of England 
(BoE), but with a noteworthy shift from the Federal Reserve. 
The onset of recession in many economies should soon mark 
the peak in interest rates although persistently resilient labour 
markets are an upside risk. Across Europe, we forecast peaks at 
lower rates than markets expect.  
 
We are also cautious that inflation may take longer to 
moderate than markets consider, likely deferring future easing 
in the monetary stance to 2024 for most. In EM, Latin American 
countries quicker to tighten could begin easing later in 2023, 
including Brazil, Peru and Chile. In developed markets, the BoE 
may be among the first to ease, perhaps joined by the Bank of 
Canada if the housing market reverses more sharply than we 
expect. Rate policy may also be affected by balance sheet 
policy, all but relegated to background noise by many central 
banks, but we think it is likely to have more visible impact 
across the course of 2023. 
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US ς Mild recession to see inflation fall 

 

David Page 
Head of Macro Research 
Macro Research ς Core Investments 

 

 

Recession or not? 
 
The question facing the US is whether or not the economy will 
tip into recession. Our view since the summer has been that it 
will, and we now expect a recession starting in early 2023. 
Pinpointing dates is difficult, as recessions typically reflect the 
concerted reactions of consumer spending, hiring, investment 
and inventory ς often influenced by external events. Recession 
in Europe, prompted by the energy shock as a result of the 
Ukraine crisis, will be a headwind to domestic activity ς though 
we believe domestic dynamics will drive the US contraction. 
 
Exhibit 4: Recession over next 12 months seen as likely 

 
 
Our recession probability model suggests recession over the 
coming 12 months (Exhibit 4). As usual, this has preceded 
declines in survey evidence, for now simply suggesting 
deceleration. Two factors add to our conviction: First, inventory 
has risen sharply since the pandemic. The nature of GDP 
accounting ς measuring the change in change of inventory ς 

means that if inventory grows at a slower pace, as it is now 
doing, it weighs on activity. Recessions are typically driven by 
reversals in inventory. Second, downward revisions to the 
saving rate in the latest GDP release add to our view. These 
suggest households drew more heavily on savings to finance 
spending in 2022. This illustrates the strain on real incomes and 
suggests household buffers against future pressure are smaller. 
 
For now, unemployment remains a subdued 3.7%, indicating 
the economy is not yet in recession. The Sahm rule ς that 
observes that a 0.5 percentage point rise in unemployment 
over 12 months is a good indicator of recession ς has not been 
met, though we forecast this for next year. We also see 
recession as consistent with the tightening in financial 
conditions, which has been sharper than the Federal Reserve 
(Fed) usually delivers in tightening phases ς indeed, the 
sharpest since the 2001 and 2008 recessions. 
 

A mild recession but growth below consensus 
 
We forecast a mild recession, with a combination of weaker 
consumer spending, business investment and inventory adjustment 
resulting in GDP falling in Q1 to Q3 2023. Thereafter, we anticipate 
a return to growth but the expected sluggish fiscal and monetary 
policy responses are likely to drive only a modest pick-up, 
reflecting the end of the inventory adjustment, a recovery in 
real disposable income and firmer business investment. 
 
The investment outlook will likely be critical. Corporate profit 
growth is likely to decelerate and fall outright throughout 2023 
as energy, unit labour and finance costs rise and firms reduce 
profit margins. This is likely to lead to a fall in investment. 
However, energy investment should rise gradually ς part of a 
global realignment of energy supply ς which will help raise 
business investment by end-2023 and into 2024. Residential 
investment will also be important. This interest rate-sensitive 
category has reversed quickly from pandemic highs and is 
expected to still fall across 2023, though not as quickly. 
 
We forecast GDP to fall from 1.9% in 2022 to -0.2% in 2023, 
including a mild recession, before rising to 0.9% for 2024. This 
is below the current consensus outlook of 1.8%, 0.4% and 1.4%. 
 
We consider a number of upside risks. Energy could boost 
growth further, exceeding our cautious energy investment 
outlook, or contributing more through liquified natural gas 
exports. The labour market could continue to surprise in its 
resilience. We expect a small rise in unemployment to 4.5% by 
end-2023 but back to 4.2% by end-2024; more loosening may 
occur from falling vacancies than actual job losses. We assume 
a somewhat slower fall in inflation but if this occurs more in 

0

1

0%

20%

40%

60%

80%

100%

1973 1978 1983 1988 1993 1998 2003 2008 2013 2018 2023

US - 12-month recession probability
Recession YC YC & EBP

YC

YC & EBP

Source: FRB, NBER and AXA IM Research, 18 November 2022

Key points 
 

¶ The US economy appears to be heading for recession 
ς we expect it to contract in the first half of 2023. 

¶ Any recession looks set to be mild, though our GDP 
outlook of -0.2% and 0.9% for 2023 and 2024 is lower 
than consensus. 

¶ The fall in output should loosen the labour market 
and alleviate inflation pressures. We forecast inflation 
to fall sharply albeit a little slower than consensus. 

¶ Interest rates appear close to a peak ς we estimate 
5% ς and are likely to remain at that level until 2024. 
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line with consensus, the boost to disposable income may be 
greater. The boost from pandemic savings may also be larger. 
 
But there are also downside risks. We anticipate a relatively 
mild inventory correction compared to previous recessions, 
assuming recent supply chain issues create a higher demand for 
inventory, but a downturn may still force firms to scale back. 
Delayed policy stimulus could weigh more on the outlook, 
alongside the risk of a further tightening in financial conditions. 
We still envisage a modest rise in labour force participation, 
despite Congressional Budget Office projections to the contrary 
ς overall, we consider the risks to be evenly balanced. 
 

Inflation to fall but slower than markets forecast 
 
Inflation has been the biggest surprise this year. We forecast an 
average 8.2% for 2022 ς double the rate we forecast a year 
ago. The Russian invasion of Ukraine accounted for much of 
that. However, unexpected labour market resilience has led to 
ongoing pressure in shelter and services inflation. With our 
outlook for a modest labour market correction, we forecast a 
slower fall in these components in the coming quarters. 
 
We expect a sharp drop in inflation in 2023 and 2024, to 
average 5.1% in 2023 (4.2% in Q4 2023) and 3.4% in 2024 (3% 
by year-end) (Exhibit 5). However, consensus expectations are 
for inflation to average 4.2% next year and 2.4% in 2024. 
 
Exhibit 5: Inflation to fall, but more slowly than consensus 

 
 

Fed close to peak but far from cut 
 
With higher inflation and a resilient labour market the Fed 
tightened aggressively this year. The Fed Funds Rate (FFR) 
stands at 3.75-4.00% at the time of writing, and as we had 
expected for some time, Fed Chair Jerome Powell has 
suggested it could moderate the pace of hikes from as soon as 
December. We also expect the Fed to tighten more slowly ς by 
25bps ς in February and March next year. We forecast 4.75-
5.00% as the peak but contend that labour market 
developments, rather than inflation, are likely to be critical. If 

the labour market remains tight, the Fed could tighten further, 
while a loosening could see a lower peak. 
 
Our expectation of a slower fall in inflation makes us cautious 
of how soon the Fed will reverse policy. With core inflation 
expected well above target and a controlled labour market 
loosening, we expect the Fed to keep rates on hold at 5% 
throughout next year, against market expectations for a cut. 
We expect the Fed to begin cutting rates in 2024 and forecast 
an end of year rate of 3.75% (markets predict 3.50%). This 
would fall short of the 5% cuts seen during previous recessions 
(other than the pandemic). However, a mild recession, where 
unemployment looks set to remain relatively low and inflation 
still high, should warrant a more cautious easing in policy. 
 
Caution also applies to the impact of the balance sheet. The 
Fed is conducting quantitative tightening (QT) at a far faster 
pace than before, but Powell suggested a minor impact ς 
perhaps equivalent to a 25bp FFR hike per year. While highly 
uncertain, we think the QT impact has been exacerbated by the 
parallel large build-ǳǇ ƻŦ ǊŜǾŜǊǎŜ ǊŜǇƻ ƘƻƭŘƛƴƎǎ ƻƴ ǘƘŜ CŜŘΩǎ 
balance sheet. The combination has squeezed excess reserves 
far faster than could have been anticipated. This may unwind 
neȄǘ ȅŜŀǊΦ LŦ ƛǘ ŘƻŜǎƴΩǘΣ ǿŜ ŜȄǇŜŎǘ ǘƘŜ CŜŘ ǘƻ Ƙŀƭǘ v¢ ŀǊƻǳƴŘ 
mid-year, earlier than expected. If it does, a fast unwind could 
boost excess reserves and ease financial conditions further. 
Either could impact the outlook for rates. 
 

Political outlook: From midterm to long term 
 
As we write, the final midterm election results are still 
unknown. As expected, Republicans look likely to regain a 
majority in the House but by a small margin. As we suggested 
the Senate was tougher and Democrats have held the majority 
even before the last race in Georgia is decided on 6 December. 
 
A divided government will mean policy gridlock, with no major 
bills likely to pass over the next two years. This could have an 
additional impact on a recession because, unlike Europe, the US 
relies on discretionary fiscal relief, rather than automatic fiscal 
stabilisers, to mitigate a slowdown. A divided government risks 
a slower and smaller stimulus. Tensions may also arise around 
spending bills and the extension of the debt ceiling. 
 
The bigger impact may be on the 2024 Presidential Election. 
Donald Trump has announced he will stand for re-election but 
Trump-backed candidates did not fare well in the midterms, 
weakening his standing. President Joe Biden did better than his 
approval ratings suggested. As inflation falls with 
unemployment forecast around 4% by end-2024, the economy 
may work in his favour. But it is not obvious to us that the 
President will stand for a second term, which could mean two 
new candidates for 2024. 
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Eurozone ς Difficult roads ahead 

 

François Cabau, 
Senior Economist (Euro Area) 
Macro Research ς Core Investments 

 

Hugo Le Damany, 
Economist (Euro Area) 
Macro Research ς Core Investments 

 

DǊƻǿǘƘΩǎ ǎǿŀƴ ǎƻƴƎ  
 
Eurozone GDP grew by 0.2% quarter-on-quarter in Q3 2022, 
remaining resilient despite increasingly alarming forward-
looking surveys. We think this resilience is mainly due to three 
factors: ongoing positive impetus from COVID-19 reopening, 
resulting in a swifter-than-expected convergence to more 
normal savings behaviour and strength of gross disposable 
income underpinned by a strong labour market. 
 
Amid a highly uncertain macro environment, we think a grim 
outlook lies ahead. Constrained energy supply and faltering 
demand are likely to push the Eurozone into a marked 
recession this winter while a changing economic structure and 
tight monetary policy will lead to a sub-par recovery. Monetary 
policy dominance will generate increasing worries about public 
debt sustainability, while the future of European Union (EU) 
fiscal rules and the Next GenerationEU (NGEU) package are 
likely to bring additional political and policy challenges. 
 

An inevitable recession 
 
We have revised up our GDP forecasts slightly, though continue 
to project the Eurozone economy will contract led by energy 
(gas) supply constraints (and/or elevated prices) and weakening 
demand from a historic terms-of-trade shock. However, higher 
levels of gas storage during a warmer autumn mean severe 
output disruptions are less likely. We now expect Eurozone 

 
1 Page, D., Le Damany, H., Cabau, F., Topa-Serry I. and Adegbembo, M.Σ άThe 

economic impact of a Russian gas cut-offέΣ AXA IM Macro Research, 30 Sept 2022 

GDP to contract by 1% (from -1.4% previously) between Q4 and 
Q1 2023 where both domestic demand and net trade are likely 
to contribute in tandem (Exhibit 6). 
 
Although Germany is making good progress shifting its energy 
mix away from Russia, the latest data confirms our initial 
assessment that it is likely to be the most affected of the large 
Eurozone countries1. But indirect (trade) effects imply other 
countries are unlikely to escape contraction. 

 
A weak recovery  
 
We think the recovery will feature three key characteristics. 
First, the seasonal nature of the supply disruption implies that 
when capacity comes back online, it will swiftly translate into a 
bounce in economic activity ς whether to fulfil demand or for 
stock building purposes. This is likely sooner rather than later in 
Germany, thanks to the implementation of energy price caps 
from March and an expected China pick-up, as shown by a 
positive net trade contribution to growth (Exhibit 6). 
 
Exhibit 6: A grim growth outlook  

  
 
Second, the seasonal nature of the shock coupled with supportive 
fiscal policy should avoid a full economic cycle adjustment. In 
other words, we expect only a limited 0.7 percentage point 
(ppt) unemployment rate rise to 7.2% in late 2023 enabling 
demand to recover modestly, especially when inflation softens 
while wage growth accelerates. Our models suggest that 
negotiated pay growth (excluding bonuses) will reach around 
4.5% year-on-year from Q2 2023 and surpass inflation which 
will recede to 2.5% in Q4 23, mainly owing to negative base 
effects from energy (more below). Furthermore, the NGEU 
should is likely to support investment despite tight monetary 
policy, which will keep the recovery pace below potential. 
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Key points 
 

¶ We expect Eurozone GDP to contract by 1% between 
Q4 2022 and Q1 2023, followed by a weak recovery 

¶ Limited labour market ramifications imply persistent 
(core) inflationary pressures 

¶ We forecast ECB deposit facility rate (DFR) to peak at 
2.5% next March and an initial gradual partial APP 
unwind from next April 

¶ Markets have yet to fully grasp public debt 
sustainability issues 

https://www.axa-im.com/news-and-experts-insights/investment-institute/macroeconomics/macroeconomic-research/economic-impact-russian-gas-cut
https://www.axa-im.com/news-and-experts-insights/investment-institute/macroeconomics/macroeconomic-research/economic-impact-russian-gas-cut
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Third, mending the supply side of the economy ς changing the 
energy mix (especially for Germany) and securing supply chains 
ς is a process that will likely take years. While uncertainty runs 
high, we think the quantum and/or price adjustment will result 
in a permanent supply shock. The European Commission has 
estimated Eurozone real potential growth between 1.1% and 
1.2% since 2015 on average, consistent with a 0.3% quarterly 
growth rate. Reflecting the persistent constraints the economy 
will face, we have pencilled in 0.22% quarter-on-quarter on a 
sequential basis through 2024. We do not expect the Q3 2022 
GDP level to be recouped until Q2 2024. 
 

bƻ ǎǿƛŦǘ ŜƴŘ ƛƴ ǎƛƎƘǘ ŦƻǊ 9/.Ωǎ ƘŀǿƪƛǎƘ ōƛŀǎ  
 
We continue to project headline and core inflation to peak in 
Q4 2022 at 10.8% and 5% (annual) respectively. The former is 
poised to recede swiftly owing to negative energy base effects, 
fiscal measures and an increased inability to pass through input 
costs as demand falters this winter. We project headline 
inflation to drop by around 2ppt year-on-year each quarter, 
ending 2023 at 2.5%, consistent with a 5.6% annual average 
next year (8.6% this year). In 2024, an unwind of fiscal 
measures and likely persistent issues with supply will push 
energy prices moderately higher, to a 2.4% headline average. 
 
We project a more moderate core inflation retracement of c. 
0.6ppt on average for each quarter of next year, mainly coming 
from non-energy industrial goods, while services are likely to 
prove much more sticky owing to the staggered nature of wage 
negotiations and the expected resilience of the labour market. 
All in, we project euro area core inflation to average 3.8% next 
year, only 0.1ppt lower than this year, and stabilising above the 
ECB medium term inflation target at 2.3% in 2024 (Exhibit 7). 
 
The ECB raised its DFR by 200 basis points (bps) in just three 
meetings this year, to 1.5%. We, and the market, expect an 
additional 50bp rate hike in December. With inflation expected 
to fall and policy moving towards restrictive territory, 
frontloading is likely behind us, but it does not mean an end to 
hawkishness altogether. We think the ECB is likely to shift to 
25bp increases in February and in March to reach 2.5%, which 
would be some way below the peak rate the market is pricing 
of 2.9% in mid-2023 ς yet still in restrictive territory. 
 
¢ƘŜ 9/.Ωǎ ǇƻƭƛŎȅ ŦƻŎǳǎ ƛǎ ƭƛƪŜƭȅ ǘƻ ǎǿƛǘŎƘ ǘƻ !ǎǎŜǘ tǳǊŎƘŀǎŜ 
Programme (APP) unwind next year. Prior to high level 
guidelines to be communicated at the December meeting, we 
think the ECB is unlikely to make a concrete decision on a path 
before its March 2023 meeting at the earliest. We expect 
gradual, partial reinvestment, before picking up the pace 
towards year-end, mindful of already high sovereign funding 
rates, high public indebtedness and record expected net 
issuance next year. Although peripheral bond spreads have 
behaved well so far, we caution against complacency. 

Exhibit 7Υ /ƘŀƭƭŜƴƎƛƴƎ ƭŀƴŘƛƴƎ ŀǘ 9/.Ωǎ ƛƴŦƭŀǘƛƻƴ ǘŀǊƎŜǘ  

 
 

Crunch times for Eurozone ahead  
 
The past decade of falling interest rates has allowed the Italian 
debt management office to lower the implicit interest rate on 
public debt to 2.4% in 2021, maintaining debt maturity to seven 
years while Italian public debt jumped to 151% of GDP in 2021. 
Thus, there are some strong firewalls against public debt 
trajectory rising uncontrollably within the next couple of years, 
including the fiscally conservative first steps of the new 
government. A continuously decreasing share of non-resident 
bond holders (under 30%) has likely also helped limit market 
pressure so far. 
 
However, we think there is likely increased market stress 
ahead. First, there is a clear risk of public deficits overshooting 
next year owing to optimistic government growth forecasts and 
the possible need to extend energy measures. Second, the 
Italian government has yet to implement any of its electoral 
pledges (worth 2%-4% of GDP). Third, our baseline forecasts 
are consistent with a primary surplus worth 2.1% of GDP to 
stabilise the public debt-to-GDP ratio in 2024 ς a high bar. 
FouǊǘƘΣ ŀƭǘƘƻǳƎƘ ƎǊŀŘǳŀƭΣ ǘƘŜ 9/.Ωǎ ǳƴǿƛƴŘ ƻŦ ǘƘŜ !tt ǿƻǳƭŘ 
reduce its high share of holdings (26%). Finally, there are 
significant challenges to reaching an agreement on future fiscal 
rules after the EC issued initial guidelines, which could be 
detrimental to fiscal credibility. 
 
After general elections in Greece, Finland and Spain next year, 
the European Parliament will be up for renewal in spring 2024. 
By then, we will have more experience of enhanced mutualised 
debt in Europe with NGEU in the last third of its expected life. 
Alongside heightened market pressure from challenging public 
debt trajectories, EU institutions will likely face a renewed 
crunch time amid ever-polarised voters. 
 

-1
0
1
2
3
4
5
6
7
8
9

10
11

M
a

r-
2

0
1

8
J
u
n

-2
0

1
8

S
e
p
-2

0
1

8
D

e
c
-2

0
1
8

M
a

r-
2

0
1

9
J
u
n

-2
0

1
9

S
e
p
-2

0
1

9
D

e
c
-2

0
1
9

M
a

r-
2

0
2

0
J
u
n

-2
0

2
0

S
e
p
-2

0
2

0
D

e
c
-2

0
2
0

M
a

r-
2

0
2

1
J
u
n

-2
0

2
1

S
e
p
-2

0
2

1
D

e
c
-2

0
2
1

M
a

r-
2

0
2

2
J
u
n

-2
0

2
2

S
e
p
-2

0
2

2
D

e
c
-2

0
2
2

M
a

r-
2

0
2

3
J
u
n

-2
0

2
3

S
e
p
-2

0
2

3
D

e
c
-2

0
2
3

M
a

r-
2

0
2

4
J
u
n

-2
0

2
4

S
e
p
-2

0
2

4
D

e
c
-2

0
2
4

%yoy 

Source: Eurostat and AXA IM Research, 25 November 2022

Eurozone inflation outlook

Euro area headline inflation
Euro area core inflation



    
 

 

13 

 

UK ς Navigating troubled waters 

 

Modupe Adegbembo 
Junior Economist (G7) 
Macro Research ς Core Investments 

 

 

Recession to give way to sluggish recovery  
 
The UK economy has been flashing red for months and the 
recent decline in Q3 GDP, exacerbated by an additional Bank 
Holiday, likely marks the beginning of a recession driven by 
falling consumption, and declines in business and residential 
investment. We expect this to last around four quarters with a 
peak-to-trough decline of 1%. Following this, we expect 
inflation to retrace and alleviate real incomes pressures and for 
consumption to slowly recover. The slowdown is apparent in 
levels terms (Exhibit 8) with GDP remaining around its pre-
pandemic level. We forecast growth of 4.3% in 2022, -0.7% in 
2023 and 0.8% in 2024 (consensus 4.2%, -0.5% and 0.8%). 
 
Labour demand now appears to have turned, lagging declines 
in economic activity. But a reduction in labour supply has seen 
unemployment remain low and kept the labour market tight. 
We see unemployment rising steadily over 2023 and 2024 to 
peak at 5% towards the end of 2024. We see unemployment 
averaging 3.6% in 2022, 4.5% in 2023 and 4.9% in 2024. 
 

Energy effects to fade slowly as fiscal stance tightens 
 
Inflation has risen sharply and now stands at 11.1%. We expect 
a slow decline in the headline rate, with upside contributions 
from food inflation likely to keep the headline above double 
digits into 2023. ¢ƘŜ DƻǾŜǊƴƳŜƴǘΩǎ ŘŜŎƛǎƛƻƴ ǘƻ ŜȄǘŜƴŘ ǘƘŜ 
energy price cap beyond March next year will help reduce 
inflation over 2023 as a whole. We forecast Consumer Price 
Index inflation to average 9.1% in 2022, 7.6% in 2023 and 2.8% 
in 2024 (consensus 9%, 6.3% and 2.5%). 

Exhibit 8: No more catch-up 

 
 
The Government outlined plans for a sharp fiscal consolidation 
over the next six years, announcing measures totalling a net 
£62bn in tightening, despite the impact of energy price caps 
and recession. This reduces the deficit by £55bn through cuts in 
spending and increases in taxes. However, energy caps and 
other cost-of-living top-ups sees the fiscal stance loosen this 
year, compared to a planned tightening in March. It will now 
tighten less sharply next year, and the bulk of the tightening 
now takes place in 2024-2025 and beyond. 
 

BoE first in, first out  
 
The Bank of England (BoE) has increased interest rates by 300 
basis points (bps) but the end appears in view. We expect it will 
increase rates by 50bps in December and February, and 25bps 
in March to 4.25%. The outlook thereafter, with a growing 
negative output gap and inflation expected to fall below target 
towards the end of the forecast horizon, should see the BoE 
consider loosening policy. We anticipate 25bp cuts in each 
quarter starting in Q4 2023 bringing rates to 3% by Q4 2024. 
The precise timing is likely to depend on the scale of labour 
market adjustment. 
 

/ƻǳƴǘƛƴƎ Řƻǿƴ ǘƻ нлнпΩǎ DŜƴŜǊŀƭ 9ƭŜŎǘƛƻƴ 
 
Negotiations between the European Union and UK on the 
Northern Ireland (NI) Protocol have resumed as the 
Government tries to avoid another election in NI. We think 
second NI Assembly elections by April are likely as the 
Government seems unlikely to resolve the deadlock. Local 
elections will also be held in May 2023 but a General Election 
should be held in 2024. Opinion polls currently suggest a 
Labour win. However, in contrast to recent elections, both main 
parties have been forced back to the political centre ground 
and economic orthodoxy, meaning the next election should be 
the least economically damaging for a decade. 
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Key points 
 

¶ We expect the UK economy to enter recession this 
year and forecast GDP growth to average 4.3% in 
2022, -0.7% in 2023 and 0.8% in 2024 

¶ Inflation should begin to gradually retrace in 2023, 
ŦŀƭƭƛƴƎ ǘƻǿŀǊŘǎ ǘƘŜ .ƻ9Ωǎ н҈ ǘŀǊƎŜǘ ƛƴ нлнп 

¶ Interest rates are likely to peak at 4.25% in Q1 2023, 
but we expect to see the BoE begin to cut from Q4 
and across 2024 to end the year at 3% 

¶ Political developments remain important, in 
particular the Northern Ireland Protocol negotiations 
remain a risk. 
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Canada ς Slower activity but avoiding recession 

 

David Page 
Head of Macro Research 
Macro Research ς Core Investments 

 

 

Marked slowdown, but recession should be avoided 
 
Canada looks to be on track to post solid growth in 2022 - we 
estimate 3.3%. Yet the bulk of this reflected a re-opening from 
lockdown restrictions in early 2022 and growth has been more 
subdued since. We expect it to get tougher still. Our forecasts 
suggest Canada should avoid recession, instead forecasting 
stagnation from end-2022 to mid-2023 (Exhibit 9), with growth 
gradually rising later in 2023 and into 2024. Our 2023 and 2024 
forecasts are for 0.3% and 1.1%, below consensus forecasts of 
0.6% and 1.7% respectively. 
 
Exhibit 9: Canada faces stagnation rather than recession  

 
 
The slowdown is likely to be driven by three main factors: 
exports, destocking and tighter financial conditions. Export 
growth is likely to weaken as the global economy is forecast to 
slow to just 2.2%, with key export markets (the US and Europe) 
expected to be in recession or suffering subdued growth 
(China). Some of this should be ƳƛǘƛƎŀǘŜŘ ōȅ /ŀƴŀŘŀΩǎ ǊŜǎƻǳǊŎŜ 

exports but we see a fall in 2023. Inventory has also risen 
sharply, particularly in Q2, and threatens a marked reversal. 
 
Tighter financial conditions will also impact. Consumer 
spending, dampened by weak real incomes, will come under 
further pressure as mortgage costs rise. The impact on 
residential investment should also be marked with home sales 
falling sharply across 2022 and house prices facing a sharp 
correction next year. We also expect investment to fall as 
corporate profits slow. In total, we see growth around flat from 
Q4 2022 to Q2 2023 with housing a downside risk. 
 

Inflation to fall  
 
Inflation fell to 6.9% in October, from an 8.1% peak in June. We 
expect a more material easing over the next two years, due to a 
fall in energy price inflation and a supply chain recovery easing 
goods price inflation. The speed of the fall will also reflect the 
house price adjustment - expected to be material next year. We 
forecast inflation averaging 4.3% in 2023 (from an expected 
6.8% in 2022) and 2.4% in 2024. This is a slightly slower drop 
than market forecasts of 3.5% and 2.1%. 
 
Labour market developments will have a key bearing on 
inflation. The labour market is still tight, with unemployment at 
5.2% in October. Employment declined successively until 
September but surged by 108k in October. We expect 
employment to fall over the coming months with a rise in 
unemployment to 6.7% by end-2023 and above 7% in 2024. 
This is consistent with some recovery in productivity growth. 
Absent this, high unit labour costs may keep inflation firmer. 
 

BoC sooner to peak, sooner to cut? 
 
The Bank of Canada (BoC) slowed its tightening, hiking by 50bps 
at its latest meeting. The labour market outlook, more than the 
inflation outlook, is critical. If employment falls as we expect, 
the BoC is likely to hike by 0.25% in December and 0.25% in 
January, taking the overnight lending rate to 4.25%. We expect 
this to be the peak, a little below market expectations, but 
further labour market resilience could require a higher rate. 
 
Weak growth, a rising output gap and falling inflation would all 
be consistent with the BoC having to cut beyond this point. 
Given efforts to curb inflation, we expect the BoC will keep 
policy tighter for longer to ensure a return to target in 2024. As 
such, we expect the BoC to remain on hold through 2023, 
cutting in 2024 by 0.25% per quarter to 3.25% by year-end. A 
sharper contraction in the housing market might see the BoC 
ease rates sooner. 
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Key points 
 

¶ /ŀƴŀŘŀΩǎ D5t ƎǊƻǿǘƘ ƭƻƻƪǎ ǎŜǘ ǘƻ ǎƭƻǿ ǘƻ ŀ ōŜƭƻǿ- 
consensus 0.3% in 2023 and 1.1% in 2024 (from 
3.3%). We expect the economy to avoid recession, 
but see stagnation from end 2022 to mid-2023 

¶ Inflation should fall to average 4.3% next year and 
2.4% in 2024 (from 6.8% this year) 

¶ The Bank of Canada appears close to a peak which we 
forecast at 4.25% in January, a little sooner than 
markets. We expect policy to be kept on hold through 
2023 before rate cuts to 3.25% by end-2024. 
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Japan ς Recovery appears set to continue 

 

Modupe Adegbembo 
Junior Economist (G7) 
Macro Research ς Core Investments 

 

 

Recovery set to continue 
 
The recovery of the Japanese economy looks set to continue. 
Growth should be supported by the delayed reopening of the 
economy from COVID-19 and a recovery in tourism, with the 
borders of the country now fully open to overseas visitors. The 
positive growth momentum will be tempered by slowing external 
demand ς we expect recession in Europe and the US and 
below-trend growth in China in 2023. In 2024 we expect Japan 
to continue catching up to its pre-pandemic trend (Exhibit 10). 
We forecast GDP growth of 1.6%, 1.7% and 1.3% in 2022, 2023 
and 2024 respectively (consensus 1.5%, 1.3% and 1.1%). 
 
Exhibit 10: Growth continues to recover 

 
 

Inflation spike to fade, but price pressures growing  
 
LƴŦƭŀǘƛƻƴ ƛǎ ǎŜǘ ǘƻ ǊŜƳŀƛƴ ŀōƻǾŜ ǘƘŜ .ŀƴƪ ƻŦ WŀǇŀƴΩǎ ό.ƻWύ ǘŀǊƎŜǘ 
in the near term with a weak yen adding to inflationary 
pressures. Core Consumer Price Index (CPI) inflation (which 

excludes only fresh food) is on the rise and likely to peak this 
quarter. Government intervention is set to cap the increase in 
inflation in 2023 through additional subsidies on energy. 
Following this, we expect to see inflation fall in 2024, though 
companies becoming more willing to pass on price increases to 
their customers provides some upside risks. We expect CPI 
inflation to average 2.4% in 2022, 2.1% in 2023 and 1.3% in 
2024 (consensus 2.3%, 1.6% and 1.0%). That said, the outlook is 
for inflation to fall back below the .ƻWΩǎ ǘŀǊƎŜǘΣ ǿƛǘƘ ƘŀǾƛƴƎ Ƨǳǎǘ 
risen above target due to extreme external pressure, and far 
short of elevated inflation across the globe. 
 
Wage dynamics in Japan appear to be improving but do not yet 
ǎǳƎƎŜǎǘ ŀ ǎƛƎƴƛŦƛŎŀƴǘ ǎƘƛŦǘ ƛƴ WŀǇŀƴΩǎ ǇǊƛŎƛƴƎ ƴƻǊƳǎ ŀƴŘ spring wage 
ƴŜƎƻǘƛŀǘƛƻƴǎ ǿƛƭƭ ōŜ ƪŜȅΦ wŜƴƎƻΣ WŀǇŀƴΩǎ ƭŀǊƎŜǎǘ ¢ǊŀŘŜ ¦ƴƛƻƴ 
confederation, confirmed it will request a total pay increase of 5% 
ōǳǘ Ŧƛƴŀƭ ǊŜǎǳƭǘǎ ǘŜƴŘ ǘƻ ŎƻƳŜ ƛƴ ōŜƭƻǿ wŜƴƎƻΩǎ ǘŀǊƎŜǘ ς in 2022 
Rengo aimed for total pay increase of 4% and achieved 2.2%. 
 

BoJ: The last dove standing  
 
The BoJ continues to emphasise wage growth as a necessary 
condition to changing its ultra-accommodative policy stance. 
¢Ƙƛǎ Ƙŀǎ ǊŜƳŀƛƴŜŘ ǘƘŜ ǇƘƛƭƻǎƻǇƘȅ ǳƴŘŜǊ IŀǊǳƘƛƪƻ YǳǊƻŘŀΩǎ 
governorship, but things may change following the 
appointment of a new Governor in April 2023. Deputy 
Governor Masayoshi Amamiya and ex-Deputy Governor Hiroshi 
Nakaso are seen as frontrunners. Nakaso is widely seen as 
more in favour of reducing monetary stimulus and his 
appointment would raise the risk of a change in policy from Q3 
2023 after the spring wage negotiations. We currently still do 
not expect the 2% inflation target to be achieved in a 
sustainable manner during our forecast horizon, but we expect 
the post-Kuroda BoJ to adjust the ultra-accommodative yield 
curve control (YCC) policy after taking into account recent 
inflation, shifts in expectations and a gradual rise in wages. 
 
In terms of timing, we believe a decision to change BoJ policy is 
unlikely before the spring 2023 wage negotiations. But weaker 
global economic conditions could see the BoJ proceed 
cautiously and only tweak policy early in the following year 
when external conditions improve. In addition, we expect the 
BoJ to wait for clearer evidence that underlying inflationary 
pressures are growing and to see if core inflation remains 
above previous levels once the energy shock dissipates. We 
expect the BoJ to shift the YCC target of around 0% plus or 
minus 25 basis points (bps) on 10-year Japanese government 
bond yields to +/-40bps and to make this move in early 2024. 
Yet this is a finely balanced call and we see risks skewed to the 
BoJ remaining on hold throughout 2024. 
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Key points 
 

¶ WŀǇŀƴΩǎ ŜŎƻƴƻƳȅ ƭƻƻƪǎ ǎŜǘ ǘƻ ǊŜƳŀƛƴ Ǌƻōǳǎǘ ς we 
forecast GDP growth of 1.6%, 1.7% and 1.3% in 2022, 
2023 and 2024 respectively 

¶ Wage pressures are rising and evidence of firms 
passing on cost increases are growing 

¶ We expect the BoJ to remain on hold in 2023, but 
positive shifts in pricing norms could see yield curve 
control adjusted in 2024 

¶ The next BoJ Governor expected in April 2023 could 
signal a shift in approach.  



    
 

 

16 

 

China ς A bumpy path to reopening 

 

Aidan Yao 
Senior Economist (China) 
Macro Research ς Core Investments 

 

 

COVID-19 response fails to keep up with virus  
 
Three years into the COVID-19 pandemic, while most countries 
have exited emergency responses, China remains wedded to a 
rigid containment strategy. 2022 was a particularly difficult year 
for the Chinese economy, with the impact of rolling lockdowns 
exacerbated by a collapsing housing market and stiffening 
external headwinds ς manifested in rising food and energy 
prices, escalating geopolitical tensions, and tightening global 
financial conditions. Beijing has tried to mitigate these shocks 
by easing counter-cyclical policies and finetuning its COVID-19 
response after the Shanghai debacle. But those moves have 
failed to prevent a steep decline of economic growth. With 
annual GDP gains expected to more than halve to about 3% 
from 8.1% in 2021, Beijing is set to miss its growth target for 
the second time in three years. 
 
The outlook for the economy will continue to hinge on the 
ŜǾƻƭǳǘƛƻƴ ƻŦ ǘƘŜ ǇŀƴŘŜƳƛŎ ŀƴŘ .ŜƛƧƛƴƎΩǎ ǊŜǎǇƻƴǎŜΦ /ƻƴǘƛƴǳƛƴƎ 
with draconian controls against repeated COVID-19 flare-ups will 
likely prolong the economic stress, creating permanent scarring 
in the economy and society. The housing market remains a wild 
card, as it struggles to find a bottom against depleting home-
ōǳȅŜǊǎΩ ŎƻƴŦƛŘŜƴŎŜ ŀƴŘ ŀŎǳǘŜ financial stress among property 
developers. Exports ς once a strong engine of growth ς have also 
started to sputter and will likely lose further steam as developed 
economies fall into recession. These challenges will complicate 
.ŜƛƧƛƴƎΩǎ ŎƻǳƴǘŜǊ-cyclical pƻƭƛŎƛŜǎ ŀƴŘ ƳŀƪŜ ƴŜȄǘ ȅŜŀǊΩǎ ƻǳǘƭƻƻƪ 
more uncertain than usual. Below, we explain in detail these 
four drivers of the economy and the risks to our assessment. 
 

Changing tack to reprioritise the economy  
 
Starting with the pandemic, developments over the past year 
have likely brought two revelations to Beijing. First, the virus is 
unlikely to disappear any time soon, and could continue to 

mutate turning the pandemic to endemic, which may already 
be the case outside China. Second, and related, the medical 
response has to adapt for a long fight against a constantly 
changing enemy. The brutal lockdown in Shanghai, which 
ōǊƻǳƎƘǘ /ƘƛƴŀΩǎ ƭŀǊƎŜǎǘ Ŏƛǘȅ ǘƻ ŀ ǎǘŀƴŘǎǘƛƭƭΣ ǿŀǎ ŀ ǇŀƛƴŦǳƭ ƭŜǎǎƻƴ 
that achieving zero infections against a highly transmissible virus 
will inflict tremendous economic and social costs (Exhibit 11). 
Calls for an exit from the Zero COVID Policy (ZCP) have since 
grown as China becomes isolated from the rest of the world. 
 
Exhibit 11: Economy at the mercy of the pandemic 

 
 
.ŜƛƧƛƴƎΩǎ ǊŜƭǳŎǘŀƴŎŜ ǘƻ ŎƘŀƴƎŜ ƛǎ ƭƛƪŜƭȅ ŀ ǊŜǎǳƭǘ ƻŦ ǘƘǊŜŜ 
considerations. Medically, China is not ready to exit the ZCP 
with a low immunity rate among its vast population and limited 
medical resources, which could prove insufficient to deal with 
increased severe cases upon reopening. Economically, the ZCP 
had been seen as a success not long ago for contributing to 
/ƘƛƴŀΩǎ ƎǊƻǿǘƘ ƻǳǘǇŜǊŦƻǊƳŀƴŎŜ ŀƴŘ Ǝŀƛƴǎ ƻŦ ŜȄǇƻǊǘ Ƴarket 
share before this year. Finally, altering a policy, extolled as an 
ŜƳōƭŜƳ ƻŦ /ƘƛƴŀΩǎ ǎǳǇŜǊƛƻǊ ƎƻǾŜǊƴƛƴƎ ǎȅǎǘŜƳ ŀƘŜŀŘ ƻŦ ŀ ƻƴŎŜ-
in-a-decade leadership reshuffle, was seen as unwise politically. 
 
These arguments, however, have been weakened by recent 
events. The economic calculation has clearly shifted, reflected 
by the higher costs of tackling Omicron compared to the Alpha 
or Delta variants. Meanwhile, the conclusion of the 20th Party 
Congress has helped remove a major political uncertainty and 
ǊŜŦƻŎǳǎ ǘƘŜ ǇŀǊǘȅΩǎ ŀǘǘŜƴǘƛƻƴ ƻƴ ƛǘǎ ŎƻǊŜ ƻōƧŜŎǘƛǾŜ ƻŦ ŘŜƭƛǾŜǊƛƴƎ 
growth and prosperity. The remaining hurdle is weak medical 
defences. Hence, moves to build such a defence should be seen 
as preparation for an exit from the ZCP. 
 
Our baseline view for 2023 rests crucially on the assumption 
that the ZCP will be adjusted for an eventual reopening of the 
economy. We see this proceeding in three phases. Phase one 
focuses on getting the public medically and mentally ready for a 
change. This involves raising the vaccination rate (particularly 
for the elderly), introducing antiviral drugs, constructing more 

-35

-30

-25

-20

-15

-10

-5

0

0

10

20

30

40

50

60

70

80

90

Jan-2020 Jul-2020 Jan-2021 Jul-2021 Jan-2022 Jul-2022

% of GDPIndex

China - Covid lockdown index and impact on activity

Lockdown index [Lhs]

Impact on growth [Rhs]

Source: CEIC, Goldman Sachs and AXA IM Research, 16November 2022

-8.6%

-1.7%
-4.8%

Annual average impact

Key points 
 

¶ /ƘƛƴŀΩǎ ŜŎƻƴƻƳƛŎ ƻǳǘƭƻƻƪ ŎƻƴǘƛƴǳŜǎ ǘƻ ƘƛƴƎŜ ƻƴ the 
ǇŀǘƘ ƻŦ ǘƘŜ ǇŀƴŘŜƳƛŎ ŀƴŘ .ŜƛƧƛƴƎΩǎ ǊŜǎǇƻƴǎŜ 

¶ We expect the authorities to pave the way for a 
reopening, but that path will be bumpy and uncertain 

¶ Falling exports ς partially offset by a less bad property 
market ς call for continued policy accommodation 
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ŦƛŜƭŘ ƘƻǎǇƛǘŀƭǎΣ ŀƴŘ ǊŜǎƘŀǇƛƴƎ ǇǳōƭƛŎ ŎƻƴǎŜƴǎǳǎ ǘƻ ŜŀǎŜ ǇŜƻǇƭŜΩǎ 
fears of the virus. These changes are already underway and the 
latest announcement from Beijing of 20 measures to fine-tune 
the COVID-19 strategy suggests more is to come. Phase two 
puts the emphasis on reopening the domestic economy by 
easing social and mobility restrictions, reducing mass testing, 
ŀƴŘ ŀōŀƴŘƻƴƛƴƎ ǘƘŜ ŦǊŜǉǳŜƴǘ ǳǎŜ ƻŦ ΨǎǘŀǘƛŎ ƳŀƴŀƎŜƳŜƴǘΩΦ ! 
broad liberalisation within China is assumed to be reached by 
the middle of next year. The final step is to open the border 
with the rest of the world through successive reductions of 
quarantine restrictions for visitors. 
 
It is important to reiterate our long-held view that no official 
announcement on ending the ZCP will be given until, perhaps, 
full liberalisation is achieved. But under the ZCP banner, we see 
the emphasis shifting from achieving zero infections at all costs 
ǘƻ ΨŘȅƴŀƳƛŎŀƭƭȅ ŀŘƧǳǎǘƛƴƎΩ ǘƘŜ ǎǘǊŀǘŜƎȅ ǘƻ ǊŜǇǊƛƻǊƛǘƛǎŜ ŜŎƻƴƻƳƛŎ 
normalisation. Investors therefore need to pay more attention 
to what Beijing does than what it says. 
 
There is however considerable uncertainty around this baseline 
view. It is entirely possible that the fear of ŜȄǇƻǎƛƴƎ /ƘƛƴŀΩǎ Ǿŀǎǘ 
unvaccinated population to a virulent virus continues to hold 
Beijing back from reopening. And even if the ZCP is adjusted, 
the path could be bumpier than hoped. Too slow a change will 
do little to save the economy, while too fast an exit could lead 
to surging infections and hospitalisations that overwhelm the 
public health system. The ensuing social backlash could set back 
the reopening and economic recovery. We have built a cautious 
forecast ς including a negative quarter of growth followed by 
only a partial recovery ς to account for potential hiccups in this 
transition, but the actual path ahead could be bumpier still. 
 

Property and exports switch sides 
 
Besides the pandemic, the ongoing property market turmoil 
has also rattled the economy and financial markets. Fears of 
contagion to the household sector and banking system ς 
following the mortgage boycott instance ς prompted the 
authorities to ease property policies. But this was barely 
enough to slow the deterioration of conditions. The good news 
is that the policy wind has shifted further with Beijing now 
ǘŀƪƛƴƎ ƳƻǊŜ ǎǳōǎǘŀƴǘƛŀƭ ǎǘŜǇǎ ǘƻ ŜŀǎŜ ŘŜǾŜƭƻǇŜǊǎΩ ŦǳƴŘƛƴƎ 
stress. The bad news is that there are no easy fixes to the 
structural imbalances, with an overhang of housing supply in 
lower-tier cities and excess leverage at many private-sector 
developers. After abruptly pricking the bubble, Beijing now 
must manage its fallout. We expect further policy support to 
stabilise the market next year, helped by easing COVID-19 
controls. But there will unlikely be a vigorous rebound of 
activities until structural challenges are tackled. 
 
The external sector is set to become less supportive of the 
economy next year. After acting as a solid engine of growth 

since 2020, export activity has faltered lately and is expected to 
contract as developed economies slide into recession. In 
addition, rising geopolitical tensions between China and the US 
ς notably in the area of advanced technology ς could further 
impact an already soured trade relationship. The loss of this 
export growth contribution could add to the urgency for Beijing 
to ease COVID-19 controls to revive domestic demand. 
 

Better transmission improves policy efficacy 
 
The multitude of economic headwinds call for continued 
accommodation from ChinaΩǎ ŎƻǳƴǘŜǊ-cyclical policies. 
Compared to this year, policy efficacy may improve in 2023 if 
easing COVID-19 controls and stabilising property market can 
help to unclog policy transmission channels. On the monetary 
side, the room for aggressive easing is limited by concerns 
about currency depreciation and capital outflows, while 
tightening is unlikely given the uncertain path of the economy. 
Incremental policy exit is possible later in the year only if 
economic reopening proceeds smoothly. Fiscal policy will likely 
stay supportive too, but Beijing may struggle to repeat some 
ad-hoc, frontloaded, stimulus implemented this year given the 
already stretched fiscal balance sheets of local governments. 
With reduced potential for conventional stimulus, there are 
few options left to bolster growth other than freeing the 
economy from the grip of the pandemic. 
 
Exhibit 12: Dissecting our growth forecast for 2023-2024 

 
 
Exhibit 12 shows how our above-consensus 5% growth forecast 
for 2023 is derived. This is followed by a slight moderation to 
4.8% in 2024 as the economy reverts to trend. The biggest 
swing factor in our forecast is the ZCP, which offers a two-sided 
risk. However, we consider the chances of inaction, or delayed 
action, from the authorities as greater than proactive action. In 
an adverse scenario of China continuing its current pandemic 
response for another year, we think the economy would suffer 
from deeper economic scarring and further reduced space for 
counter-cyclical policy. Annual growth could fall to 3.5% or 
lower in that scenario even with the help of a low base. 
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Emerging Markets ς Darkest before dawn 

 

Irina Topa-Serry, 
Senior Economist (Emerging Markets), 
Macro Research ς Core Investments 

 

 

Growth headwinds in EM abound 
 
Economic activity in emerging markets (EM) again proved more 
resilient than expected through most of 2022, prompting 
upward adjustments to GDP growth forecasts for the full year. 
But as we head into 2023, economic activity will be affected by 
the sharp tightening of financial conditions, while external 
demand will weaken as advanced economies are expected to 
slow. China is the brightest part of the EM story, but its COVID-
19 re-opening path is fraught and likely to prove less of a driver 
for EM commodity demand than during past economic 
recoveries, as it is now more services-oriented.  
 
Policy mixes will be increasingly less supportive, with central 
banks likely inclined to keep rates higher for longer, similar to 
expectations from major developed market central banks, 
while price indexation mechanisms may be an obstacle to 
disinflation. Brazilian and Hungarian central banks are likely to 
be the first to pivot by end-2023. Fiscal policy space has been 
reduced by the exceptional COVID-19 efforts. Additional 
measures taken to limit the inflation effect on household 
balance sheets will gradually be removed across 2023-24. All in 
all, we expect EM (excluding China) GDP growth to decelerate 
sharply on a sequential basis in Q4 2022 and Q1 2023, and then 
slowly improve into the second half of 2023 and more so in 
2024 as external and domestic conditions normalise. 
 

Rising vulnerabilities for low-income countries  
 
The external backdrop has remained a headwind for EM 
countries overall, but lower-income countries, usually referred 
to as frontier markets, have been significantly impacted by 
tighter global financial conditions, reduced liquidity and a much 

higher reliance on external financing. In recent months, Sri 
Lanka suspended its foreign debt payments, Ghana is expected 
to restructure its debt to qualify for assistance from the 
International Monetary Fund, El Salvador experienced high 
solvency risks, Egypt is striving to cover its balance of payment 
gap and currency devaluations are looming in Kenya and 
Nigeria. More broadly, many frontier market governments are 
forced to rely heavily on external debt which, along with an 
increase in debt service costs, makes them vulnerable to 
currency moves which could ignite sovereign crises. Rising 
inflation, falling currencies and higher food import bills mean 
the odds of balance of payment crises are rising as the level of 
foreign exchange reserves become inadequate. Social unrest ς 
linked to food insecurity ς is a clear risk, that new multilateral 
emergency financing lines are trying to avoid. 
 

Central and Eastern Europe in recession 
 
High inflation is weighing on household purchasing power while 
tighter credit conditions will hurt fixed investment in Central 
and Eastern Europe, at a time when a winter energy supply 
crisis will be pushing Europe into recession. The timely 
disbursement of European funds will be critical to the growth 
profile. Poland and Hungary are yet to achieve the milestones 
imposed by the EU Commission ς which could delay Poland 
receiving the funds until 2024 while Hungary could potentially 
ƭƻǎŜ тл҈ ƻŦ ǘƘŜ ǊŜǎƻǳǊŎŜǎΦ IƻǿŜǾŜǊΣ ŘŜǎǇƛǘŜ ǘƘŜ ǊŜƎƛƻƴΩǎ 
forecast recession, central banks need to maintain a tight policy 
stance in order to anchor inflation expectations and limit 
currency depreciation given widening current account deficits. 
With fiscal tightening in sight post-2022 elections, high policy 
rates and severe recession ahead, Hungary is the only central 
bank in the region that we expect to ease policy in 2023. 
 

Turkey likely to pivot, willingly or not  
 
At odds with global synchronous monetary policy tightening ς 
and all the more worrying given its high inflation, rising external 
financing needs and declining currency reserves ς Turkey has 
been cutting policy rates. The currency has been supported by 
ǘƘŜ ŎŜƴǘǊŀƭ ōŀƴƪΩǎ ΨƭƛǊŀƛȊŀǘƛƻƴ ǎǘǊŀǘŜƎȅΩ ǿƘƛŎƘ ǊŜǎǘǊƛŎǘǎ ŎŀǇƛǘŀƭ 
mobility and forces banks to buy government bonds. Without a 
much lower energy bill or much weaker currency helping to 
curb the non-oil deficit, the overall current account deficit is 
likely to widen beyond 5% of GDP. Two-thirds of capital 
ŀŎŎƻǳƴǘ ŦƛƴŀƴŎƛƴƎ ǊŜƭƛŜǎ ƻƴ ǳƴƛŘŜƴǘƛŦƛŜŘ ΨƴŜǘ ŜǊǊƻǊǎ ŀƴŘ 
ƻƳƛǎǎƛƻƴǎΩ ōǳǘ ƛǎ ƴŜŜŘŜŘ ǘƻ avoid an outright currency crisis 
before mid-2023 elections. At that point, we believe the central 
bank will pivot to monetary orthodoxy, with policy rates likely 
raised to around 15%-20%, which should trigger a contraction 
in growth but also a gradual reabsorption of imbalances.

Key points 
 

¶ Domestic and external headwinds will trigger a 
marked slowdown in emerging markets, with Chile 
and Central European countries in recession. 
Recovery should start in the second half of 2023 

¶ External liquidity conditions for frontier markets have 
materially worsened. High inflation raises the odds of 
food insecurity and social unrest 

¶ Turkey is walking a tightrope, hoping to avoid a 
currency crisis before the next elections. 
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Emerging Asia ς A soft landing despite growing external headwinds 

 

Shirley Shen, 
Economist (Emerging Asia)  
Macro Research ς Core Investments  

 

 
A weakening growth outlook 
 
Slowdown in developed market (DM) economies and China, 
coupled with tightening global monetary conditions, have 
created headwinds for the economic recovery in Asia in 2022. 
Meanwhile, domestic consumption and services recovered 
strongly throughout the year following the easing of COVID-19-
related restrictions and border reopening (Exhibit 13). Export 
momentum is set to weaken further in 2023 as reduced DM 
demand is expected to be only partially offset by a modest 
recovery from China. This will pressure the export-dependent 
economies of the region, including South Korea, Taiwan and 
Singapore. However, commodity exporters such as Indonesia 
and Malaysia should still benefit from elevated energy and raw 
material prices. In contrast, domestic-oriented economies may 
prove more resilient, thanks to a further recovery in 
consumption and services activity. Overall, we forecast 
economic growth for Asia ex. China to moderate to 4.5% from 
5.2% this year before edging up to 4.8% in 2024. 
 
Exhibit 13: Growth anchor has shifted away from exports 

 
 

²Ŝ ŜȄǇŜŎǘ ŘƻƳŜǎǘƛŎ ŀŎǘƛǾƛǘȅ ǘƻ ŘǊƛǾŜ ǘƘŜ ǊŜƎƛƻƴΩǎ ƎǊƻǿǘƘ ƛƴ нлноΦ 
Recent data has pointed to a strong growth rebound in private 
consumption, which we think will continue, albeit more gradually. 
Unemployment rates have fallen from the peak and border 
reopening has brought tourists back to the region. Despite the 
continued absence of Chinese visitors, exports of services should 
provide a growing tailwind for economies that rely on tourism.  
 
Goods exports have softened this year, but by less than feared, 
thanks to strong demand for lower-end chips and commodity 
exports from a few resource-producing nations. However, export 
growth will come under further pressure as developed 
economies enter recession. In addition, external positions have 
deteriorated for some, with a widening of current account 
deficits in India, Philippines and Thailand. Currencies have also 
depreciated sharply against the dollar, prompting central banks 
to intervene to defend their exchange rates, which ends up 
eroding currency reserve buffers. These external vulnerabilities, 
if prolonged, could affect the operation of domestic policies, 
complicating the growth and inflation outlook. 
 

Monetary tightening approaching an end 
 
Price pressures have risen significantly across the region since 
the onset of the Russia-Ukraine conflict. In many instances, 
inflation has risen to multi-decade highs. Recent outturns, 
however, show that price pressure has started to ease and will 
likely fall further in 2023 on slowing economic growth, easing 
supply chain bottlenecks and monetary tightening. However, 
risks still remain. Core inflation could stay sticky in countries 
like India, the Philippines and Indonesia, with upside risks to 
food prices from adverse weather events. Moreover, currency 
depreciation could add imported inflation to some economies. 
 
From a policy standpoint, a gradual easing of inflation and 
slowing economic growth should limit the extent of further 
monetary policy tightening. In our base-case scenario, most 
Asian central banks are expected to press pause from March 
2023, barring a major surprise from the Federal Reserve (Fed). 
Meanwhile, fiscal consolidation is expected to proceed 
cautiously, as authorities exit from the generous policy support 
provided during the pandemic. Such gradualism is warranted as 
economies slow and growth risks bias to the downside. 
 
Thailand and India face general and state elections respectively 
in 2023. In general, we expect policy continuity with the 
governments continuing to pursue economic re-opening to 
recoup the losses from the pandemic. However, a further 
escalation of geopolitical tensions globally could lead to higher 
ŎƻƳƳƻŘƛǘȅ ǇǊƛŎŜǎ ŀƴŘ Ǌƛǎƪ ŀǾŜǊǎƛƻƴΣ ǇƻǎƛƴƎ ŀ Ǌƛǎƪ ǘƻ !ǎƛŀΩǎ 
already fraying external position.
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Key points 
 

¶ Growth expected to soften on weakening exports and 
heightened external headwinds 

¶ Most central banks to pause tightening from March 
next year due to falling inflation and weaker growth  

¶ Escalation of geopolitical tensions remains a risk, 
exacerbating already vulnerable external positions 
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Latin America ς Rude awakening 

 

Luis Lopez-Vivas,  
Economist (Latin America), 
Macro Research ς Core Investments 

 

 

Clouds on the horizon 
 
Despite significant monetary and fiscal tightening, most major 
Latin American countries saw better-than-expected economic 
growth this year. Diverse factors such as high commodity 
prices, strong US import growth and a vigorous recovery in the 
service sectors should allow the region to outpace global 
growth in 2022 (3.5% vs. 3.2%). However, Latin America is in for 
a rude awakening as a more unfavourable external 
ŜƴǾƛǊƻƴƳŜƴǘ ƛǎ ƭƛƪŜƭȅ ǘƻ ŎŀǳǎŜ ǘƘŜ ǊŜƎƛƻƴΩǎ ƎǊƻǿǘƘ ǘƻ ǎƭƻǿ 
ōŜƭƻǿ ǘǊŜƴŘ ƴŜȄǘ ȅŜŀǊΦ [ŀǘƛƴ !ƳŜǊƛŎŀΩǎ ǘǿƻ Ƴŀƛƴ ǘǊŀŘƛƴƎ 
partners, the US and China, should both see weak growth next 
year, which will have a negative impact on commodity prices 
and remittances, important growth engines for the region. 
Similarly, tighter global financial conditions will further weaken 
capital flows into Latin America and increase financing costs for 
sovereigns and corporates. Domestically, monetary and fiscal 
stances will remain tight. In addition, private consumption 
should lose momentum, impacted by high inflation, and policy 
uncertainty should keep a lid on investment. In this context, 
growth in the region is poised to decelerate to 1.7% in 2023 
and bounce back to trend growth in 2024, reaching 2.4%. 
 

Cautious monetary policy ahead 
 
Thanks to an early and aggressive hiking cycle, inflation has 
peaked in most countries in the region and is starting to 
decline. However, we expect inflation to remain above target 
for most of next year due to the lagged effects of monetary 
tightening and second-round effects as higher energy and food 
prices are passed through into core prices. Considering the 
ǇŜǊǎƛǎǘŜƴŎŜ ƛƴ ƛƴŦƭŀǘƛƻƴ ŀƴŘ ǘƘŜ CŜŘΩǎ ƻƴƎƻƛƴƎ ǘƛƎƘǘŜƴƛƴƎ ŎȅŎƭŜΣ 
central banks will have to be extremely careful in any loosening 
of monetary policy. We expect Chile and Brazil to be the first 
countries to cut policy rates by the start of the second half of 
next year. Brazil was the first to start hiking in March 2021 and 

inflation there is firmly on its way towards target. In Chile, there 
is a high probability that the economy will fall into recession, 
which would prompt the central bank to ease policy. Mexico 
and Colombia will likely be the laggards in this regard and will 
have to wait until Q4 2023 to start cutting rates. Inflation is still 
running hot in Colombia, reflecting its booming economy, while 
Mexico will have to wait until the Fed adopts a more dovish 
stance before cutting, to avoid capital outflows. 
 

Policy uncertainty to hurt investment 
 
While the election season is finally over, we still expect policy 
uncertainty to remain elevated across the region. Both 
Colombia and Brazil recently elected left-wing presidents with 
plans to address issues such as climate change and social 
inequality. However, they have yet to provide blueprints to 
make these plans viable for their countries, which is weighing 
on investor sentiment. In Colombia, President Gustavo Petro 
has promised to put an end to the vital oil industry, but has 
proposed no alternative to replace the revenues the sector 
generates. In Brazil, President-Elect Luiz Inácio Lula da Silva 
plans to tackle inequality by removing the fiscal rule and 
boosting government spending at time when the debt ratio is 
already close to 90% of GDP. Meanwhile in Chile the debate on 
constitutional reform will continue after citizens rejected a new 
draft in September. This creates a degree of uncertainty over 
how and when the new constitution process will conclude and 
what it will mean for key policies towards the mining industry 
and the overall fiscal policy of Chile. Finally in Peru, the 
embattled President Pedro Castillo has already survived two 
impeachment attempts but it is unclear if his administration 
will manage to hold on to power next year. 
 

Risks to the outlook 
 
Looking ahead, the balance of risks to our outlook is tilted to 
the downside. A deeper recession in the US or slower growth in 
China, reflecting COVID-19 lockdowns, would significantly 
weaken commodity prices and lower remittances. Moreover, a 
more hawkish Fed could severely push up bond yields and 
worsen the already-fragile fiscal situation in Latin America. On 
the domestic front, entrenched inflation would dent private 
ŎƻƴǎǳƳǇǘƛƻƴ ŀƴŘ ŘŜƭŀȅ ǘƘŜ ŎŜƴǘǊŀƭ ōŀƴƪǎΩ ŀōƛƭƛǘȅ ǘƻ ŜŀǎŜ 
monetary policy. Similarly, high inflation amid an economic 
slowdown could spark social unrest in the region. In terms of 
ǳǇǎƛŘŜ ǊƛǎƪǎΣ [ŀǘƛƴ !ƳŜǊƛŎŀ ŎƻǳƭŘ ōŜƴŜŦƛǘ ŦǊƻƳ ΨƴŜŀǊ-ǎƘƻǊƛƴƎΩ 
efforts, particularly if the war continues and tensions with 
China remain high. In addition, there is the possibility of higher-
than-expected productivity growth as a result of increased 
digitalisation during the pandemic. 

Key points 
 

¶ Growth is expected to slow next year amid an 
unfavourable external environment before picking up 
again in 2024 

¶ Central banks could start easing monetary policy 
towards the second half of next year 

¶ Policy uncertainty will dampen investor sentiment. 



    
 

 

21 

 

Currencies ς US dollar a fading star 

 

Romain Cabasson, 
Head of Solution Portfolio Management, 
Multi-Assets ς Core Investments 

 

 

All eyes on the Fed 
 
The US dollar has dominated 2022. Rising inflation pressures 
following post COVID-19 re-openings, supply bottlenecks and 
ǘƘŜ ¦ƪǊŀƛƴŜ ǿŀǊΩǎ ŎƻƴǎŜǉǳŜƴŎŜǎ ƘŀǾŜ ŦƻǊŎŜŘ ŀƭƭ ƳŀƧƻǊ ŎŜƴǘǊŀƭ 
banks to tighten monetary policy. But the US economy has 
been in a much better cyclical position and the Federal Reserve 
(Fed) has tightened by more, facing sharper domestic inflation 
pressures and less damage from external energy costs. The 
simultaneous withdrawal of easy global monetary policy fuelled 
concerns on global growth and valuations, triggering safe-
haven flows. Those two factors have supported the dollar and 
left little room for differentiation between other currencies. 
 
Exhibit 14Υ ²ƘŀǘΩǎ ŘǊƛǾƛƴƎ ǘƘŜ ¦{ ŘƻƭƭŀǊΣ ǊŜŀƭ ǊŀǘŜǎ ƻǊ ǾƻƭŀǘƛƭƛǘȅΚ 

 
 
All eyes are now anxiously looking for any signs of softening in 
inflation pressures in the US that could lead to a pivot in the 
CŜŘΩǎ ǎǘŀƴŎŜΦ !ƭǘƘƻǳƎƘ ŘƛŦŦƛŎǳƭǘ ǘƻ ŎŀƭƭΣ ǘƘŀǘ ƳƻƳŜƴǘ ƛǎ ǇǊƻōŀōƭȅ 
getting closer. But this is unlikely to translate to a collapse of US 
real rates. Expectations of other central banks will also adjust 
accordingly, reflecting global inflationary pressures. But at the 

same time, better risk sentiment and lower uncertainty on 
rates will pose a challenge to the US dollar (Exhibit 14). 
 

¢ƘŜ ȅŜƴΩǎ ƳƻƳŜƴǘ ǘƻ ǎƘƛƴŜ 
 
hŎǘƻōŜǊΩǎ ¦{ /ƻƴǎǳƳŜǊ tǊƛŎŜ LƴŘŜȄ ό/tLύ ƛƴŦƭŀǘƛƻƴ ǊŜǇƻǊǘ ƎŀǾŜ ŀ 
taste of what to expect. Risk sentiment rebounded, and high-
beta currencies benefited. The Japanese yen outperformed ς 
not only was it largely undervalued to start with, but 
expectations of the Bank of Japan (BoJ) are suppressed, so the 
real rate differential could only move in its favour (Exhibit 15). 
 
Exhibit 15: Euro expensive vs PPI, yen cheap by all measures 

 
 
Nonetheless, for the very short term, market reaction looks 
slightly excessive. More data is needed to confirm an inflation 
softening and we expect the Fed to push back in between. But 
beyond any short-term dollar rebound we expect the yen to 
strengthen in 2023. BoJ Governor Haruhiko Kuroda is leaving 
office in April, leaving some room for hawkish market 
speculation. Domestically, a demand boost from reopening 
should emerge and additional fiscal support is being deployed. 
 

Trapped in the energy prices gravity field 
 
The geopolitical consequences of the Ukraine war have created 
durable pressure on energy costs, pushing the EU and UK to 
reposition their energy dependencies (Exhibit 16). 
 
Exhibit 16: Fading trade balances of large energy importers 
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Key points 
 

¶ A Fed pivot is certainly getting closer and will mark an 
inflection in US dollar trajectory, though not a 
collapse. The yen should be the main beneficiary 

¶ If a hard landing is avoided along the way, high beta 
currencies should also manage to rebound 

¶ The euro and sterling are facing new structural 
challenges that may not disappear any time soon 

¶ ¢ƘŜ ǊŜƴƳƛƴōƛ ǎƘƻǳƭŘ ŀƭǎƻ ƭŀƎΣ ƎƛǾŜƴ /ƘƛƴŀΩǎ ŘƛŦŦƛŎǳƭǘ 
exit from COVID-19 and softer global demand. 
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¢ƘŜ 9¦ ƳŀƴǳŦŀŎǘǳǊƛƴƎ ǎŜŎǘƻǊΩǎ ŎƻƳǇŜǘƛǘƛǾŜƴŜǎǎ ƛǎ ǇŀǊǘƛŎǳƭŀǊƭȅ 
challenged, as seen in the sharper rise of Producer Price Index 
(PPI) inflation that has brough the euro into overvalued 
territory, while the trade surplus has faded as higher energy 
import costs and lower exports weigh. UK twin deficits proved 
problematic in September in a tighter liquidity environment, 
constraining the UK government into fiscal austerity in a 
recession. With such structural weaknesses, the euro and 
sterling should only marginally benefit from the dollar cooling 
in 2023. The Swiss franc should hold up better, given 
{ǿƛǘȊŜǊƭŀƴŘΩǎ ƭƻǿŜǊ ŜƴŜǊƎȅ ŘŜǇŜƴŘŜƴŎȅΦ 
 

Black hole scenario 
 
High-beta currencies should benefit from the better risk 
sentiment that a Fed pivot would trigger. Australia, Canada and 
Norway exports are also benefitting from higher energy prices, 
with Australia reaching a current account surplus. But those 
countries also have much higher leveraged households, and the 
risk of a hard landing from rising mortgage rates is greater. In 
comparison, the EU and US have most mortgages fixed until 
maturity. Australia and Sweden are particularly exposed with 
high debt levels and a very high proportion of variable rates. 
Australian demand seems to be solid so far, absorbing the 
shock. But Swedish households do not appear in good shape 
and house prices are already adjusting sharply (Exhibit 17). As 
such, the krona should lag other high-beta currencies. 
 
Exhibit 17: Rising mortgages: Higher pain for Swedish households 

 
 

Zero-COVID-19 policy through the vacuum hatch 
 
¢ƘŜ ŘƛǾŜǊƎŜƴŎŜ ōŜǘǿŜŜƴ ǘƘŜ CŜŘ ŀƴŘ ǘƘŜ tŜƻǇƭŜΩǎ .ŀƴƪ ƻŦ 
China (PBOC) weakened the yuan in 2022. This should hold as 
real estate deleveraging is ongoing and prevents financial 
ƛƴŦƭƻǿǎ ŦǊƻƳ ǊŜǘǳǊƴƛƴƎΦ /Ƙƛƴŀ ƛǎ ƴƻǿ ƭƻƻƪƛƴƎ ŀǘ ŜȄƛǘƛƴƎ ƛǘǎ ΨȊŜǊƻ-
ŎƻǾƛŘΩ ǎǘǊŀǘŜƎȅ ōǳǘ ǊŜƻǇŜƴƛƴƎ ǿƛǘƘƻǳǘ ǇǊƻǇŜǊ ǾŀŎŎƛƴŀǘƛƻƴ ƻǊ 
immunity is challenging. Also, the trade balance will come 
under more pressure from global demand softening and from 
higher imports upon domestic reopening. And although it 
depreciated against the dollar, the yuan is still strong against 
the currencies in the China Foreign Exchange Trade System 
basket and the PBoC might tolerate some weakness. 

Cross assets ς The year of the bond 

 

Greg Venizelos, 
Macro & Credit Strategist, 
Macro Research ς Core Investments 

 

 

A twice-in-a-generation portfolio outcome 
 
Monetary policy can often be more art than science. While the 
accepted wisdom is higher rates undermine growth and help 
bring inflation down, the precise mechanisms and timings are 
still not self-evident. In the US, the Fed will have raised rates 
more in a year than at almost any time since the early 1980s. 
That should prove enough to tame inflation and lead to a 
positive outcome for fixed income in 2023 given yields are at 
their highest in 15 years. Investors can get higher yields for less 
risk than was the case in recent years and returns in bond 
markets are very unlikely to be negative for a third consecutive 
year. Despite all the concerns about market liquidity, central 
bank balance sheet reduction and risks of defaults and 
downgrades, 2023 should the year of the bond. 
 
Exhibit 18: The proverbial 60:40 portfolio has had its second-
worst year in 45 years 

 
 
The proverbial 60:40 portfolio of 60% equities-40% bonds has 
had its second-worst year in 45 years (Exhibit 18). Historically, 
ƳŀƧƻǊ ΨŘƻǿƴΩ ȅŜŀǊǎ ƭƛƪŜ нллу ƻǊ нллн ƘŀǾŜ ōŜŜƴ ŦƻƭƭƻǿŜŘ ōȅ ŀ 
ǎǘǊƛƴƎ ƻŦ ΨǳǇΩ ȅŜŀǊǎΣ ƛƳǇƭȅƛƴƎ ŀ ǇƻǎƛǘƛǾŜ outcome in 2023 unless 
equities drop by high double digits. 
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Key points 
 

¶ Investors can get higher yields for less risk as interest 
rates are at their highest in 15 years. This should lead 
to a positive outcome for fixed income in 2023 

¶ The proverbial 60:40 portfolio has had its second-
worst year in 45 years. Previously, major negative 
years have been followed by a string of positive years. 
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Rates ς Shadows and Lights 

 

Alessandro Tentori, 
AXA IM Southern Europe CIO and Rates Strategist, 
Macro Research ς Core Investments 

 

 

Every transition creates stress 
 
Fixed income, and especially interest rate markets, have been 
subject to significant stress during 2022 (Exhibit 19). Investors 
have been exposed to a period of transition between two 
distinct environments. Previously investors had been enjoying a 
backdrop of low interest rates, low volatility, almost absent 
inflation and unprecedented support from monetary policy. But 
now they are contending with the complete opposite ς inflation 
levels not seen for decades, aggressive interest rate hikes by 
central banks and large swings in volatility. As in any transition, 
the level of stress and uncertainty has been extensive, often 
affecting market liquidity and sometimes even market 
functioning. But just how long will this transition continue? 
 
Exhibit 19: A challenging year for rates 

 
 

Are inflation expectations too optimistic? 
 
Market participants and central bankers have underestimated 
inflation risks for a few quarters. Extra-large rate hikes and high 

market volatility are a testament to this assumption. Only 
recently has the perception of inflation changed, as our 
collective understanding about the origins of this episode has 
improved. Nonetheless, market-based inflation expectations 
ƘŀǾŜ ōŜŜƴ ŦƻǊƳǳƭŀǘŜŘ ǘƻ ǊŜŦƭŜŎǘ ǘƘŜ ΨŎǊŜŘƛōƭŜ ŘƛǎƛƴŦƭŀǘƛƻƴΩ 
hypothesis. They still are. Most likely, this is a direct result of 
ŎŜƴǘǊŀƭ ōŀƴƪŜǊǎΩ ŘŜŘƛŎŀǘƛƻƴ ǘƻ ǇǊŜǾŜƴǘƛƴƎ ƛƴŦƭŀǘƛƻƴ ŜȄǇŜŎǘŀǘƛƻƴǎ 
from becoming unanchored. The speed at which market-based 
US inflation expectations converge to 2% (Exhibit 20) goes 
beyond what can be reasonably predicted on the basis of oil 
price futures. The picture is a bit different in Europe and in the 
¦YΦ Lƴ ǇŀǊǘƛŎǳƭŀǊΣ ƛǘΩǎ ǘƘŜ ǉǳŀƭƛǘȅ ƻŦ ƛƴŦƭŀǘƛƻƴ ǘƘŀǘ ƛǎ ŘƛŦŦŜǊŜƴǘΥ 
Eurozone inflation seems to be less sensitive to monetary 
policy than US inflation, thus providing the Federal Reserve 
with an edge over the European Central Bank (ECB). Hence, 
European inflation is at risk of drifting even higher as producer 
price pressures pass through the inflation pipeline. 
 
Exhibit 20: All good on the inflation front, says the market 

 
 

Assessing rate expectations: Where is neutral? 
 
!ǎǎŜǎǎƛƴƎ ƳƻƴŜǘŀǊȅ ǇƻƭƛŎȅΩǎ ǎǘŀƴŎŜ ƛǎ ōȅ ƴƻ ƳŜŀƴǎ ŀƴ Ŝŀǎȅ ǘŀǎƪΣ 
especially coming out of a prolonged period of ultra-
low/negative interest rates and quantitative easing (QE). 
Several models of the equilibrium real interest rates have been 
proposed in the past, each with their own shortcomings. In 
addition, analysts are left with the choice of an average 
ƛƴŦƭŀǘƛƻƴ ǊŀǘŜΣ ǿƘƛŎƘ Ƴŀȅ ƴƻǘ ƴŜŎŜǎǎŀǊƛƭȅ ǊŜŦƭŜŎǘ ŀ ŎŜƴǘǊŀƭ ōŀƴƪΩǎ 
target. For example, the annual variation of euro Harmonised 
Index of Consumer Prices (HICP) has averaged only 1.3% 
between 2009 and 2020. A naïve market-based approach is 
certainly not devoid of criticism but it offers a readily 
observable monetary policy stance nonetheless. In Exhibit 21, 
we show the difference between the overnight interest rate 
and one-month interest rate 5 years forward, which we chose 
ŀǎ ŀ ǊŜǇǊŜǎŜƴǘŀǘƛƻƴ ƻŦ ǘƘŜ ΨƴŜǳǘǊŀƭΩ ƴƻƳƛƴŀƭ ǊŀǘŜ ƻǾŜǊ ǘƘŜ 
business cycle. The QE/negative rates period does not beg 
further discussion, while the more recent past tells us a story of 
two central banks: The Fed initiated its tightening cycle a few 
months ahead of the ECB and has already driven monetary 
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Market-based inflation expectations

Key points 
 

¶ Fixed income markets have been in a state of 
transition between two distinct environments 

¶ This transition from low to high inflation has been a 
stressful period for investors 

¶ To tackle the high-inflationary backdrop, central 
bankers have switched to an aggressive policy stance 

¶ [ƻƻƪƛƴƎ ŀƘŜŀŘΣ ŎŜƴǘǊŀƭ ōŀƴƪǎΩ ōŀƭŀƴŎŜ ǎƘŜŜǘ 
transition is a major source of risk for bond investors 

¶ Positively, investors will be constructing portfolios 
with a short-term risk-free rate around 4.5%. 
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policy in excess of a neutral interest rate level. Of course, this 
ŘƻŜǎ ƴƻǘ ƳŜŀƴ ǘƘŀǘ ǘƘŜ CŜŘ ǿƛƭƭ ǎǘƻǇ ƘŜǊŜΣ ōǳǘ ǊŀǘƘŜǊ ǘƘŜ ΨƘƛƪŜ 
ŀǘ ŀƴȅ Ŏƻǎǘ ǘƻ ǇǊŜǾŜƴǘ ŦŀƭƭƛƴƎ ǘƻƻ ŦŀǊ ōŜƘƛƴŘΩ ƳŜƴǘŀƭƛǘȅ ƳƛƎƘǘ 
now be replaced by a more traditional, data- and forecast-
based approach. On the other hand, the ECB looks to be still 
short of reaching a neutral stance and might have to keep the 
pressure on inflation breakevens ς the difference between 
yields on a nominal bond and an inflation-linked bond ς 
irrespective of the business cycle, if inflation were to stay at 
unpleasantly elevated levels. 
 
Exhibit 21: Monetary policy stance 

 
 

/ŜƴǘǊŀƭ ōŀƴƪǎΩ ōŀƭŀƴŎŜ ǎƘŜŜǘǎ ŀƴŘ ǘƘŜ ǘŜǊƳ ǇǊŜƳƛǳƳ 
 
All else equal, the next 12 to 24 months are likely to challenge 
the demand/supply balance established during the QE period. 
/ŜƴǘǊŀƭ ōŀƴƪǎΩ ŀƭƳƻǎǘ ŘƻƳƛƴŀƴǘ ǊƻƭŜ ƛƴ ǘƘŜƛǊ ǊŜǎǇŜŎǘƛǾŜ 
sovereign markets (Exhibit 22) is likely to fade in time, albeit 
gradually, thus putting pressure on the existing investor base. 
However, as net supply flips from very negative to very positive, 
the key questions will be ς who is going to buy? How much are 
they going to buy? And at what price? 
 
Exhibit 22: Looking for a new demand/supply balance 

 
 
Liquidity issues and brief episodes of dysfunction have already 
been observed in some market segments, while collateral 
scarcity has affected the relative pricing between European 
government bonds and swaps, i.e. agreements between two 
counterparties to exchange assets or cashflows. As the ECB 
steps back and releases quality bonds back to the market, 

collateral availability will improve almost mechanically. Liquidity 
conditions in global government bond markets might need 
more time to improve, though, also because we do not 
anticipate a change in bank regulation anytime soon. 
 
¢ƘŜ ŘȅƴŀƳƛŎǎ ƻŦ ŎŜƴǘǊŀƭ ōŀƴƪǎΩ ōŀƭŀƴŎŜ ǎƘŜŜǘǎ ǇǊƻōŀōƭȅ 
explains part of ǘƘŜ ΨǘŜǊƳ ǇǊŜƳƛǳƳ ǇǳȊȊƭŜΩΣ ƛΦŜΦ ǘƘŜ ŀǇǇŀǊent 
ƛƴǎŜƴǎƛǘƛǾƛǘȅ ƻŦ ¢ǊŜŀǎǳǊƛŜǎΩ ǘŜǊƳ ǇǊŜƳƛǳƳ ǘƻ ŜƛǘƘŜǊ ƘƛƎƘŜǊ 
interest rates or higher volatility. Theoretically, investors should 
require a higher compensation for their duration risk in an 
environment of higher and faster moving rates/yields. While 
this seems to be the case for European government bonds, our 
ŎŀƭŎǳƭŀǘƛƻƴǎ ǎƘƻǿ ǘƘŀǘΩǎ ƴƻǘ ȅŜǘ ǘƘŜ ŎŀǎŜ ŦƻǊ ǘƘŜ ¦{ ¢ǊŜŀǎǳǊȅ 
market (Exhibit 23). One explanation could be linked to the 
CŜŘΩǎ ŘǳǊŀǘƛƻƴ ŜȄǘǊŀŎǘƛƻƴ ƛƴ ŀ ƘƻƳƻƎŜƴŜƻǳǎ ōƻƴŘ ƳŀǊƪŜǘΣ 
ǿƘƛŎƘ ƛǎ ǊŀǘƘŜǊ ŘƛŦŦŜǊŜƴǘ ŦǊƻƳ 9/.Ωǎ ŘǳǊŀǘƛƻƴ ŜȄǘǊŀŎǘƛƻƴ ƛƴ ŀ 
heterogeneous bond market. 
 
Exhibit 23: The term premium puzzle 

 
 

Looking into 2023 
 
If anything, 2023 should starts with a certainty ς income will 
Ǉƭŀȅ ŀ ǊƻƭŜ ƛƴ ƛƴǾŜǎǘƻǊǎΩ ŀƭƭƻŎŀǘƛƻƴΦ ¢ƘŜ ƳŀǊƪŜǘ ǾŀƭǳŜ ƻŦ ƴŜƎŀǘƛǾŜ 
yielding debt has collapsed to a mere 3% of the global 
aggregate index, coming from almost 27% at the end of 2020. 
In other words, constructing investment portfolios with short-
term risk-free yields around 4.5% is a totally different 
proposition compared to starting with only 0.15%, as was the 
case at the end of 2020. 
 
Unfortunately, 2023 also carries several unknowns, from 
inflation to the buǎƛƴŜǎǎ ŎȅŎƭŜΣ ŦǊƻƳ ŎŜƴǘǊŀƭ ōŀƴƪǎΩ ǊŜŀŎǘƛƻƴ 
function to the speed of balance sheet reduction. Luckily, these 
ŀǊŜ ΨƪƴƻǿƴΩ ǳƴƪƴƻǿƴǎΣ ƛƴ ǘƘŜ ǎŜƴǎŜ ǘƘŀǘ ǿŜ ŀƭǊŜŀŘȅ ƘŀǾŜ ǘƘŜƳ 
on the radar screen, albeit perhaps still unable to properly 
ǉǳŀƴǘƛŦȅ ǘƘŜƳΦ [ŜŀǾƛƴƎ ΨǳƴƪƴƻǿƴΩ ǳƴƪƴƻǿƴǎ ŀǎƛŘŜΣ ŀƴ 
asymmetric policy mix might be yet another source of risk for 
ōƻƴŘ ƳŀǊƪŜǘǎΦ ²ŜΩǾŜ ǿƛǘƴŜǎǎŜŘ ǘƘŜ ŎƘŀƭƭŜƴƎŜǎ ƻŦ ŀƴ 
expansionary fiscal and a restrictive monetary policy not only in 
the UK this year, but also on the US market towards the end of 
tǊŜǎƛŘŜƴǘ WƛƳƳȅ /ŀǊǘŜǊΩǎ ŀŘƳƛƴƛǎǘǊŀǘƛƻƴΦ 
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Credit ς A film noir for optimists 

 

Gregory Venizelos 
Macro & Credit Strategist, 
Macro Research ς Core Investments 

 

 

Deep drawdowns bring attractive entry points 
 
The inexorable rise in interest rates which has accompanied, if 
not caused, the fall in risk assets in 2022 has made for some 
eye-watering losses in credit returns. This has been very 
pronounced in investment grade (IG) due to its higher duration 
sensitivity compared to high yield (HY). Global IG was down by 
around 25% in late October (Exhibit 24), a drawdown nearly 1.5 
times worse than that during the global financial crisis. In 
contrast, high yƛŜƭŘΩǎ ŘǊƻǇ Ƙŀǎ ōŜŜƴ ƘŀƭŦ ǘƘŀǘ ǎŜŜƴ ƛƴ ǘƘŀǘ ŎǊƛǎƛǎΦ 
 
Exhibit 24: Return drawdowns in 2022 have been hefty; record-
breaking for investment grade 

 
 
Historically, steep drawdowns have tended to be followed by a 
significant rebound over the subsequent 12 months ς though 
past performance does not guarantee future results. In Global IG, 
for example, the spread has widened by 60% to mid November 
2022, from 100 basis points (bps) to 161bps. The yield, however, 
has nearly trebled from 1.85% to 5.2% over the same period. 

Historically, a yield of 5.2% in Global IG is consistent with a 
return of 6% per annum (pa) over the subsequent five-year 
period (Exhibit 25). This compares to an average of 4% pa over 
the history of the Global IG index. 
 
Exhibit 25: At current levels of credit yields returns have been 
historically very attractive 

 
 

Global spreads not pricing recession 
 
Credit spreads have inevitably widened in 2022 but have remained 
resilient in comparison to the extraordinary rise in interest rates, 
the inflation shock and the rising Ǌƛǎƪǎ ƻŦ ǊŜŎŜǎǎƛƻƴΦ LǘΩǎ ŀ ǘǳƎ ƻŦ 
war between resilient corporate balance sheet fundamentals 
(contained spreads) and significant macro and policy headwinds 
(elevated refinancing costs, tight bank lending). The quarterly 
average spread in Global IG is currently 160bps, half the level that is 
historically associated with zero growth in global GDP (Exhibit 26). 
This implies year-on-year GDP growth of 3% over the next quarter. 
The one exception is euro IG, whose quarterly average spread 
of 205bps implies a negative GDP of -0.4% at the start of 2023, 
consistent with the stronger macro headwinds facing Europe.  
 
Exhibit 26: Global spreads have widened but not to levels that 
suggest significant recession risks 
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Key points 
 

¶ Credit markets, especially investment-grade, have 
seen eye-watering drawdowns in 2022. Typically, 
what tends to follow is a decent rebound in returns. 

¶ Spreads have been resilient despite an extraordinary 
rise in interest rates, an inflation shock, and rising 
recession risks ς reflecting healthy balance sheets. 

¶ Default expectations have risen, putting high yield 
valuations under pressure. In excess spread terms, 
European credit screens cheaper than US credit. 
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Default outlook weaker but manageable 
 
Default expectations for HY have evolved through 2022, from 
quite benign at the beginning, to somewhat worse than the 
historical average currently. Most of the deterioration came 
through the summer, as yields and cross-asset risk premia rose 
notably. Key default predictors have deteriorated, such as bank 
lending standards (green line, Exhibit 27). The same is true for 
predictors that comprise interest rate risk ς the refinancing 
gap, the difference between average yield and average coupon 
of an index and price-based bond distress ratios (orange line, 
Exhibit 27). By contrast, spread-based bond distress ratios have 
remained reasonably well contained (blue line, Exhibit 27). 
 
Exhibit 27: Default predictors have deteriorated, particularly 
those with interest rate risk like the price-based distress ratio 

 
 
The deterioration of default predictors has pushed model-
forecast default rates higher, to levels that are above spread-
implied defaults at current spread levels. This has made default 
valuations no longer cheap, across most HY credit cohorts. This 
ƛǎ ǘƘŜ ŎŀǎŜ ŦƻǊ ǘƘŜ aƻƻŘȅΩǎ I¸ ŎƻƘƻǊǘǎ ŦƻǊ ¦{ ŀƴŘ 9ǳǊƻǇŜ 
(Exhibit 28) as well as the ICE benchmark for US dollar HY. The 
one exception is the ICE euro HY benchmark that still looks 
cheap, in our view, by around 100bps. 
 
Exhibit 28: Default forecasts have risen, making valuations no 
longer cheap, across most high yield credit cohorts 

 

Relative value favours European credit 
 
¢ƘŜ ǎŜǾŜǊŜ ŜƴŜǊƎȅ ǎƘƻŎƪ ƛƴ 9ǳǊƻǇŜ ƻƴ ǘƘŜ ōŀŎƪ ƻŦ wǳǎǎƛŀΩǎ 
invasion of Ukraine has brought about recession risks which have 
been promptly reflected in the relative pricing of European credit 
premia compared to other geographies. Once we normalise yields 
for duration mismatch (the US benchmark is much longer than 
the European one) and deduct currency hedging costs, euro credit 
shows a significant yield pickup over dollar credit (Exhibit 29) ς 
near its historic highs in IG, at just under 2%, and at its highest 
level since the Eurozone debt crisis in HY, at circa 3.5%. 
 
Exhibit 29: Adjusted for duration and currency hedging costs, 
euro credit offers historically high yield pickup over dollar credit 

 
 
To establish relative value in terms of credit risk in isolation 
(spreads rather than yields) and across markets, we can compare 
excess spreads, namely nominal spreads minus credit losses. 
/ǊŜŘƛǘ ƭƻǎǎŜǎ ŀǊŜ ŘǳŜ ǘƻ ŘŜŦŀǳƭǘǎ ƛƴ I¸ ŀƴŘ ΨŦŀƭƭŜƴ ŀƴƎŜƭǎΩ ς 
companies downgraded from IG to HY. Default predictors inform 
us about default expectations over the next 12 months, while 
the directƛƻƴ ƛƴ tǳǊŎƘŀǎƛƴƎ aŀƴŀƎŜǊǎΩ LƴŘƛŎŜǎ ƛƴŘƛŎŀǘŜ ŦŀƭƭŜƴ 
angel expectations. Normalising excess spreads as a deviation 
ŦǊƻƳ ǘƘŜƛǊ ƘƛǎǘƻǊƛŎ ƳŜŀƴ ƎƛǾŜǎ ǘƘŜ ǊŜƭŀǘƛǾŜ ǾŀƭǳŜ ΨǇŜŎƪƛƴƎ ƻǊŘŜǊΩ 
(Exhibit 30). US dollar HY appears rich while euro IG look 
cheapest, followed by sterling IG, euro HY and dollar IG. 
 
Exhibit 30: Excess spread across investment grade and high 
yield flags the relative value in European over US credit 
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Unexpected events rushed the process 
 
There is no doubt 2022 was a one-of-a-kind year ς it marked 
the end of three consecutive years of positive returns for stock 
markets. At the time of writing, we are witnessing the worst 
year-to-date performance (-13.8%) since the 2008 global 
financial crisis. This downturn can be explained by several 
issues but two have captured our attention. First, the start of 
the monetary tightening cycle, which fed the negative trend on 
the growth outlook. Second, the Russia-Ukraine war which had 
two major repercussions ς one on sentiment, where the 
uncertainty brought by the war led investors to turn from risky 
assets to safe havens, the other on inflation as Russia and 
Ukraine are two major global suppliers of commodities. This 
high inflation regime coupled with the cost of monetary 
tightening on economic growth has been harmful for stocks.  
 
The only sector that has performed positively this year was 
energy (+47.4%). Volatility in commodities helped inflate the 
earnings of the industry's companies, which have been 
consistently revised upwards this year (+99.8%), keeping the 
sector at attractive valuations throughout 2022. This 
outperformance fuelled the rotation towards Value (-3.1%) 
from Growth (-23.6%). The latter suffered from the rise in 
interest rates due to its long duration bias. Finally, the 
Defensives strategy (+3.2%) proved resilient, supported by 
sustained revenues of healthcare and consumer staples. 
 
Inflation has clearly been the major market mover this year 
(Exhibit 31). The (negative) beta versus inflation surprises has 
risen consistently through the year and now stands at its 
historically lowest level. This shows how equities have reacted 

more to inflation news than in the past, with large swings in the 
market following inflation data releases this year. 
 
Exhibit 31Υ LƴŦƭŀǘƛƻƴ ƛƴ ǘƘŜ ŘǊƛǾŜǊΩǎ ǎŜŀǘ 

 
 
The uncertainty around inflation prompted more hawkish 
policy from central bankers, which led to a sell-off in bond 
markets. As a result, discount rates increased and led to a 
mechanical decline in the value of equities. Thus, the de-rating 
(-19.5%) has been the main reason for this year's market 
correction, while earnings have held up rather well at +5.7% 
(Exhibit 32ύΦ IƻǿŜǾŜǊΣ ǿŜ Řƻ ƴƻǘ ŜȄǇŜŎǘ ǘƘƛǎ ŜŀǊƴƛƴƎǎΩ 
resistance to continue next year. The consensus earnings-per-
share growth expectations seem too optimistic given our 
outlook for next year's economic growth in developed markets 
is at circa 0%, with recessions across Europe and the US. 
Therefore, we believe the market correction is not yet 
complete, and the onset of further macroeconomic decline 
could be the trigger for a deeper stock market decline.  
 
Exhibit 32: Resilient earnings helps to mitigate the fall 

 
 

Limited support in the financial condition outlook 
 
In a classic liquidity cycle, fund allocations move from cash to 
assets and vice versa. We are currently in a phase where asset 
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Key points 
 

¶ Runaway inflation amplified by exogenous factors 
together with a dimming economic outlook have 
been challenging for equity markets.  

¶ The tightening of monetary conditions should 
continue to affect equity markets both in level and 
direction terms.  

¶ While equities tend to anticipate macroeconomic 
recovery in recessions, the potential for rebound 
may be weaker in the lagged-stimulus environment 
we expect in 2023.  

¶  
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prices are falling, and risk premia are rising (Exhibit 33). Yet we 
have doubts on the way we will reach the next stage, namely 
central bank easing. If the consensus is on rates reaching 
terminal levels by the first half of 2023, we think the risk is 
policy being eased more slowly. Moreover, more attention 
should be paid to central bank balance sheet management. 
Indeed, the liquidity provided by the plethora of 
unconventional tools used by central banks post the 2008 crisis 
is being reversed in increasing jurisdictions. Thus, quantitative 
tightening will bring an additional layer to the already de facto 
negative liquidity tightening for equities, thereby adding weight 
ǘƻ ƻǳǊ ΨŦǳǊǘƘŜǊ ŘƻǿƴǎƛŘŜΩ ƴŀǊǊŀǘƛǾŜΦ 
 
Exhibit 33: Not the best spot for assets 

 
 
The pace of tightening in monetary conditions has had a 
significant impact on sentiment, while the level of monetary 
conditions is also important. In our baseline scenario where 
inflation does not fall back to its target in 2023, we find it 
difficult to imagine central bankers reversing their hawkish 
stance. Under tight monetary conditions, next 12-month price-
to-earnings ratios tend to correct by -5.3% over three months 
on average (Exhibit 34). 
 
Exhibit 34: Do not overlook the level of policy restriction 

 

Things may soon improve, but by less than usual 

 
²ƛǘƘ ǘƘŜ ƛŘŜŀ ǘƘŀǘ ƳƻƴŜǘŀǊȅ ŎƻƴŘƛǘƛƻƴǎ ǿƛƭƭ ǊŜƳŀƛƴ ΨǘƛƎƘǘŜǊ ŦƻǊ 
ƭƻƴƎŜǊΩΣ ǘƘŜ ōŜƘŀǾƛƻǳǊ ƻŦ ǘƘŜ Ŝǉǳƛǘȅ Ǌƛǎƪ ǇǊŜƳƛǳƳ ό9wtύ ǎƘƻǳƭŘ 
be considered. Post the 2008 crisis, the lower interest rate 
environment has resulted in a structurally higher ERP (+2.4% vs. 
pre-2008) and it currently hovers around 4% (Exhibit 35). These 
levels imply two things looking forward. The ERP has little 
upside potential as interest rates are expected to remain high, 
so if one looks for a more appealing entry level, prospects for 
getting there are slim. Finally, the forward performance of 
equities is most likely to be below the post-2008 period.  
 
Exhibit 35: Post financial crisis bonanza coming to an end 

 
 
Equity markets have tended to rebound at the bottom of a 
recession, often aided by early signals of an upcoming improvement 
in liquidity (Exhibit 36). When this is priced in, the rebound 
could be decent but milder than after the 2008 crisis. Thus, 
given our macro scenario, a barbell positioning between 
Defensives and Quality in the first half of 2023 and Cyclicals and 
Growth for the expected rebound in the second half appears 
sensible.  
 
Exhibit 36: Stock markets tend to rebound ahead of the 
recession trough 
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Forecast summary 

 
 

 
 






