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It’s too early to predict that a recession is the most likely outcome 
for the U.S. economy during 2023, but the probability is rising.
Andrew Pease, Global Head of Investment Strategy

Central banks haven’t finished tightening and the U.S. yield curve remains inverted. 
Slowing core inflation should allow the U.S. Federal Reserve (Fed) to go on hold in 
early 2023 and oversold equity market sentiment means a lot of bad news is already 
priced in.

Powell pivot postponed
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Markets stabilized somewhat over the past three months, but 2022 remains an annus 
horribilis1 for investors with both equities and government bonds posting negative 
returns so far this year. Investors remain worried about high inflation, slowing 
growth and the potential for an aggressive Fed to cause a recession.

Introduction

It’s hard to find much good news, but one source of comfort 
is that investor sentiment is very negative, providing some 
reassurance that markets have already accounted for the bad 
news. Our composite sentiment index, which measures investor 
sentiment for the S&P 500® Index via a range of technical, 
positioning and survey indicators, is near two standard-
deviations oversold.

Are the chances for a U.S. recession increasing?

It’s too early to predict that a recession is the most likely 
outcome for the U.S. economy during 2023, but the probability 
is rising. The main warning comes from the inverted yield curve, 
where the spread between the yields on the 10-year and 2-year 
Treasury bonds is the most negative in 40 years. Some of the 
leading indicators for the U.S. economy, such as the Institute 
for Supply Management’s index for new orders, have softened. 
The indicators that the Fed is focused on, such as payrolls and 
wages, remain overheated. These labor-market trends tend to 
lag the broader economy. This creates the risk that the Fed will 
continue to tighten even as the economy weakens. It also means 
Fed Chair Jerome Powell is unlikely to navigate a pivot to a less 
hawkish stance before early in 2023.

Recession, however, seems unavoidable for the eurozone and 
UK, where surging prices for natural gas are hitting hard. 
China’s economy remains weak, but stimulus is happening, 
albeit gradually. The end of China’s resurgent COVID-19 
lockdowns, hopefully by early next year, should allow growth to 
recover.

What type of recession could the U.S. see?

We’re still in the soft/softish landing camp for the U.S. and 
expect that strong household and corporate finances can limit 
the downturn to, at worst, a mild recession.

The arguments against a deep U.S. recession are that household 
and business balance sheets are in good shape, and moderating 
inflation could drive a recovery in real spending power. This 
outcome, however, relies on the Fed slowing the pace of 
tightening and pausing at only a moderately restrictive level.

We expect inflation to trend lower over coming months, 
which along with signs of softer growth, should allow the Fed 
to pause once the target rate is between 4.0%-4.5%. Fed 
tightening phases, however, are usually anxious times for 
markets. Investors are likely to worry about excessive monetary 
tightening and the risk of a more severe recession. It’s possible 
that the mid-June lows for equity markets will be re-tested, and 
markets are likely to remain volatile until inflation is clearly 
trending lower.

1  This Latin phrase, meaning ‘horrible year’, was brought to modern prominence by Queen Elizabeth II in a 1992 speech marking her Ruby Jubilee 
on the British throne.
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Global inflation rates

Source: Refinitiv® 
Datastream®, as of August 
22, 2022. YY means the 
year-over-year difference.UK: 9.9%yy Japan: 2.6%yyEuroland: 9.1%yyUS: 8.3%yy

Source: Refinitiv® DataStream®, as of August 22, 2022. YY means the year-over-year difference. 
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Inflation likely to moderate
Inflation has remained stubbornly high during 2022. This has been partly due to 
high energy costs caused by the Russia-Ukraine war. It has also been the result 
of cost pressures generated by pent-up demand as economies re-opened from 
lockdowns and firms scrambled to hire staff to meet this demand.
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Inflation should be on a downward trend across developed 
economies over the next few months. For headline inflation, 
this requires that oil and natural gas prices at least stabilize at 
current levels. Oil prices have already fallen around 30% from 
their post-invasion peak in March. Natural gas prices have 
also fallen and should remain contained now that Europe has 
managed to fill gas storage to almost 90% of capacity ahead of 
the northern winter.

Has core inflation peaked?

Core inflation, which excludes food and energy costs, is close to 
peaking in most regions. Measures of supply chain bottlenecks 
have eased, and industrial commodity prices have trended lower 
over the past few months. Prices for durable goods, such as 
automobiles, home appliances and computers, have been the 

biggest cause of rising core inflation. Demand for these goods 
shot up during the pandemic while supply-chain blockages 
restricted supply. Durable goods tended to fall in price before 
the pandemic and are likely to resume declining as supply 
chains normalize and demand rotates from goods toward 
services. These disinflationary forces should allow core inflation 
in the United States to fall from over 6% currently to 3.5%-4% 
over the next several months.

The issue for central banks, however, is whether inflation can 
return close to 2%. This will require a slowdown in employment 
creation and for wage growth to cool from the almost 7% 
current annual rate of increase in the United States. The 
monetary tightening so far should ease labor demand over the 
coming months, but central banks will want evidence that the 
jobs market is slowing before backing off from rate hikes.

Disinflationary forces should allow core inflation in the United 
States to fall from over 6% currently to 3.5-4% over the next 
several months.
Andrew Pease

Global core inflation rates

Source: Refinitiv® 
Datastream®, as of August 
22, 2022. Core inflation is 
calculated minus the food 
and energy components, 
which tend to be more 
volatile and prone to 
inflationary spikes. YY 
indicates year-over-year.UK: 6.3%yy Japan: 1.2%yyEuroland: 4.3%yyUS: 6.3%yy

Source: Refinitiv® Datastream®, as of August 22, 2022. Core inflation is calculated minus the food and energy 
components, which tend to be more volatile and prone to inflationary spikes. YY indicates year-over-year.
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Natural gas accounts for about a quarter of Europe’s energy supply. Before 
the war, around 40% of that gas came from Russia. The natural gas price was 
averaging around €16/megawatt hour (mwh) in the five years to 2020 before 
surging to around €200/mwh currently. This is the equivalent of oil prices rising 
to $600 per barrel. This magnitude of energy-price shock makes a recession 
almost inevitable.

Europe’s energy shock

European governments have tried to offset the shock by filling 
gas storage, securing new sources of supply (Europe is now the 
United States’ biggest market for liquid natural gas), postponing 
the shutdown of nuclear power plants and restarting coal-fired 
power plants.

How are European governments responding to the 
energy crisis?

Nearly €400 billion in government support measures have been 
announced and more packages seem likely before households 
are hit by surging winter heating costs. The additional headwind, 
however, is that monetary policy is heading in the other direction. 
The European Central Bank (ECB) has lifted rates twice since 
July to 1.25%. Financial markets expect the policy rate to peak at 
2.5% in early 2023. This is around one percentage point above 
our estimate for the neutral policy rate in Europe.

What type of recession is the UK facing? What about 
continental Europe?

The outlook is more precarious for the United Kingdom, where 
natural gas accounts for 40% of energy use. Inflation pressures 
are stronger in the UK due to labor supply shortages. The Bank 
of England (BOE) has already lifted the policy rate to 2.25% 
and markets expect the rate to peak at 4.5% in mid-2023. The 
new prime minister, Liz Truss, is planning a support package of 
energy price caps and tax cuts that could amount to nearly 8% 
of gross domestic product (GDP). This should prevent a deep 
recession and soften the inflation impact.

The policy support in the UK and the energy transition from 
Russian gas in Europe suggest the winter recession should be 
relatively shallow. For Europe, this creates the potential for a 
spring rebound as inflation declines and the ECB pivots to a less 
hawkish stance. The post-winter outlook is less clear-cut for the 
UK. The massive Truss stimulus combined with post-Brexit labor 
supply shortages will have the BOE concerned about inflation 
becoming entrenched. The UK’s recession may not be deep, but 
the recovery could be disappointingly slow.

The U.S. dollar has been on an upward trend for over a decade but 
2023 might be the year that it starts to reverse.
Andrew Pease
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The post COVID-19 recovery, inflation surge and energy price shock have 
triggered large currency extremes. The U.S. dollar has benefited from Fed 
hawkishness and its safe-haven appeal during times of market volatility. In real 
trade-weighted terms, the U.S. dollar is the strongest since the Plaza Accord2 era 
of the mid-1980s.

Currencies move to extremes

2  The Plaza Accord was an agreement signed on September 22, 1985 at the Plaza Hotel in New York between France, West Germany, Japan, the 
UK, and U.S. to depreciate the U.S dollar in relation to the other countries’ currencies by intervening in currency markets.

U.S. real trade-weighted dollar reaches highest level in decades

Source: Refinitiv® 
Datastream®, as of July 22, 
2022.

This index measures the 
value of the U.S. dollar 
relative to other world 
currencies.Real Trade-Weighted Dollar Average

Source: Refinitiv® Datastream®, as of July 22, 2022.  
This index measures the value of the U.S. dollar relative to other world currencies.
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The euro, Japanese yen and British sterling are now significantly 
undervalued on a longer-term basis. The euro is 30% below 
its purchasing power parity value and sterling is 20% 
undervalued on this measure. The outlier is the yen which is 35% 
undervalued.

Could the U.S. dollar weaken next year?

The U.S. dollar (USD) has been on an upward trend for over a 
decade but 2023 might be the year that it starts to reverse. This 
scenario requires that inflation pressures subside, and the Fed 
becomes less hawkish. This same scenario should allow the 
euro to rebound, particularly if natural gas prices fall further. 
The European economy has a strong link to Chinese growth. A 
rebound in Chinese activity as zero-tolerance lockdowns end and 
more stimulus is implemented will also support the euro.

Japan’s inflation trends have lagged the rest of the world, and the 
Bank of Japan (BOJ)’s strong defense of its 25-basis-point limit 
for 10-year Japanese government bond yields has pushed the yen 
lower. BOJ Governor Haruhiko Kuroda’s term expires next April, 
and his successor may favor a shift away from aggressive yield-
curve control.

The risk to this view of a peak in the U.S. dollar is that inflation 
pressures continue to build, and the Fed becomes more hawkish. 
Dollar weakness, however, will support the performance of non-
U.S. equity markets, particularly emerging markets.

Measures of eurozone industrial production are beginning to 
decline in response to energy prices and it’s difficult to see the 
region avoiding at least a mild recession.
Andrew Pease
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Canada’s housing market has finally been shaken. Both home sales and prices 
have fallen since the start of the year due to rapidly rising interest rates. Still, 
the country’s central bank has signaled it is willing to sacrifice economic growth 
to tame inflation and inflation expectations. Therefore, we believe the bank will 
continue to tighten monetary conditions from already restrictive levels, making a 
recession almost unavoidable.

Canada market perspective

How High

Unlike the Fed, the Bank of Canada (BoC) does not have a dual 
mandate to balance prices and employment. The BoC's primary 
objective is to foster stable prices, targeting an annual inflation 
rate of 2% within a 1% to 3% control range. It's not that full 
employment is less critical; instead, the BoC framework stipulates 
that price stability and well-anchored inflation expectations are 
the prerequisite conditions for full employment. This provides 
essential context on why the BoC has raised its policy interest 
rate to 3.25%, above the 3% upper end of its estimated neutral 
range and why it has indicated more hikes are likely. In her 
speech after the September policy meeting, Sr. Deputy Governor 
Carolyn Rogers justified additional rate hikes, saying that inflation 
is "broadening," and there is the risk of inflation expectations 
becoming "entrenched". We see no reason to doubt the BoC's 
intention. We believe the policy rate will rise to between 3.5% to 
4.0%, roughly in line with market pricing, and pushing it firmly 
above its estimated neutral range. 

We are concerned that cracks in the economy have already begun 
to appear. For example, a well-known indicator of a prospective 
recession is the yield curve, or the spread, between the long and 
short Government of Canada bond yields. A prominent segment 
of the yield curve often used as a recession proxy is the difference 
between the 10- and 2-year bond yield. Typically, that spread is 
positive as investors demand greater compensation for investing 
in longer maturities; historically, that additional compensation 
averages around 80 bps (basis points). Therefore, if the yield 
curve is inverted, meaning the 2-year bond is yielding more than 
the 10-year bond, it's a sign that something is amiss. Chart 1 
shows that an inversion typically precedes a recession or an 
economic slowdown. This time around, the magnitude of the 
inversion is a whopping -67 bps as of September 16, the widest 
since the 1990s.
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Chart 1 – Yield curve: 10-yr yield less 2-yr yield

Source: Refinitiv® 
Datastream®, Russell 
Investments. As of 
September 15, 2022. Yield 
Curve based on difference 
between respective 
Government of Canada 
(GoC) benchmark bond 
yields. LT Avg. = Long Term 
Average. Yield Curve: 10Y-2Y LT Avg.Recession

Source: Refinitiv DataStream, Russell Investments. As of September 15, 2022.Yield Curve based on difference 
between respective Government of Canada (GoC) benchmark bond yields. LT Avg. = Long Term Average. 
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Moreover, recent economic data is suggestive of a broad slowing 
underway. The sharp rise in yields has raised mortgages rates 
to worrying levels. Canadian mortgages typically reset every five 
years, so the actual yield change of the 5-year fixed mortgage 
rate over five years is an important indicator. The 5-year fixed 
mortgage rate has risen by 130 bps over the past five years. 
As Chart 2 shows, it's rare for the five-year change to get that 
extreme, and historically, a significant change in these yields 
has coincided with housing corrections, such as in the early 
1990s and during the global financial crisis in 2008. The concern 
now versus the past is that the average Canadian household is 
much more leveraged and that poses a substantial economic risk 
the BoC cannot ignore. To that end, the Canadian Real Estate 
Association (CREA) August report suggests the housing market 
is trending lower. Home resales have declined by 30% since the 
start of the year, and home prices have tumbled about 7%. The 
labor market has also been surprisingly weak, with employment 
contracting for three consecutive months. Eventually, how high 
interest rates get will depend on inflation and the economy. 
Although the economic and inflation pressures are easing, 
inflation remains far above the BoC's targeted range. Therefore 
we believe the BoC will tolerate a mild recession since demand 
destruction may be a necessary precondition to bringing down 
inflation.

 The uncertainty around inflation and the central bank outlook 
have rocked financial markets. Bonds, in particular, haven't 
experienced this level of volatility in decades. In fact, the FTSE 
Canada Universe Bond Index experienced its worst six-month 
start in the first half of 2022 since the benchmark's inception in 
the 1980s. The sharp acceleration in inflation and the market's 
repricing outlook for central banks forced yields to recalibrate 
significantly higher. While we don't doubt the ability of central 
banks to remain hawkish, the difference now is that the global 
economy is slowing, and recession risks are rising. Therefore, 
as the source of the panic shifts from inflation fears to a 
recession, we believe bonds will be well positioned to provide the 
diversification to equity volatility that has been elusive so far this 
year. Chart 3 shows that the yield of the FTSE Canada Universe 
Bond Index and its government and corporate counterparts have 
improved markedly since the start of the year. Core bonds offer 
a yield of 4.0%, versus Canadian equities yielding about 3.0%, 
making it the first time since 2008 that bonds have had a higher 
yield than equities. Moreover, a higher starting yield means more 
room for it to fall in a recessionary risk-off environment, allowing 
bonds to reassert their role as the portfolio ballast.
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Chart 2 – Actual change in 5-year chartered bank mortgage rate over 5 years

Source: Refinitiv® 
Datastream®, Russell 
Investments. As of August 
31, 2022.Change in 5-Year Mortgage Rate 5-Year Change as of Aug. 2022

Source: Refinitiv DataStream, Russell Investments. As of August 31, 2022.
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Chart 3 – Fixed income sector yields: December 2021 vs August 2022

Source: Refinitiv® 
Datastream®, Russell 
Investments. Indexes are 
unmanaged and cannot 
be invested in directly. 
Past performance is not 
indicative of future results.

Source: Refinitiv DataStream, Russell Investments. Indexes are unmanaged and cannot be invested in directly. 
Past performance is not indicative of future results.
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Canadian equity outlook: Taking a breather, not out of 
breath

Strong commodity prices are a key reason Canadian equities 
have outperformed their global peers so far in 2022. Although we 
prefer Canadian equities relative to U.S. and International, we are 
concerned that recession-induced selling could disproportionately 
impact cyclically sensitive Canadian shares. That shouldn't take 
away from the potential structural tailwind. Chart 4 shows that 
commodities and Canadian equities' outperformance relative to 
the U.S. peaked in 2008, and both asset classes have significantly 
underperformed the U.S. until recently. The preference for 
growth equities may shift. The search for secure and reliable 
sources of energy could benefit Canada's natural resources 
sector. Moreover, the broader theme of re-shoring/friend-shoring 
could be powerful tailwinds for commodities and industrials. 
Both trends would be supportive of Canadian equities. However, 
for a more comprehensive tactical assessment, we look to our 
investment decision-making building blocks of cycle, valuation, 
and sentiment:

Cycle: The business cycle outlook is negative over the next twelve 
months as the BoC hikes rates further into restrictive territory and 
the housing market shows signs of weakening.

Value: Based on Refinitiv DataStream data as of September 
16, the S&P/TSX Composite Index is trading at an 11.6 Price-
to-Earnings (P/E) ratio on a forward basis, a discount to the 
10-year average of 15.1. Valuations have improved, but higher 
government bond yields coupled with our view that profit margins 
are likely to decline from cycle highs lead us to rate value as 
broadly neutral.

Sentiment: Since its peak in March, the S&P/TSX Composite 
Index is down roughly 12% as of September 16, a significant 
drop but slightly better than year-to-date lows, nor as substantive 
as the pullback of U.S. equities. Therefore, our contrarian 
indicators point to conditions only modestly oversold and rate 
sentiment as neutral.

Conclusion: Valuations have improved, and sentiment is broadly 
neutral. However, the business cycle keeps us cautious about 
equity risk. Further, rising recession risks could mean Canadian 
equities' outperformance could take a breather. Therefore, we are 
slightly negative on the outlook for Canadian equities.

Chart 4 – Measuring performance relative to U.S. equities

Source: Refinitiv® 
Datastream®, Russell 
Investments, as of August 
31, 2022. Commodities = 
Goldman Sachs Commodity 
Index, US Equities = S&P 
500 Index, Canadian 
Equities = S&P/TSX 
Composite Index. Indexes 
are unmanaged and cannot 
be invested in directly. 
Past performance is not 
indicative of future results.

Source: Refinitiv DataStream, Russell Investments, as of August 31, 2022. Commodities = Goldman Sachs Commodity 
Index, US Equities = S&P 500 Index, Canadian Equities = S&P/TSX Composite Index. 
Indexes are unmanaged and cannot be invested in directly. Past performance is not indicative of future results.
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Regional snapshots
United States
Inflation remains the dominant macroeconomic 
issue for U.S. markets. Inflation dynamics were 
mixed over the quarter. Encouragingly, retail 
gasoline prices fell by more than 20% from 
mid-June, supply chains are tentatively healing, 
and some of the most volatile drivers of U.S. 
inflation, such as durable goods prices, are 
moderating.

The labor market, however, is still red-hot 
with two available job openings for every 
unemployed worker. High-quality measures 
of wage inflation were running at a blistering 
7% clip through August. Wages are a sticky 
driver of inflation and put pressure on the Fed 
to move decisively into a restrictive monetary 
policy setting. Lowering inflation requires the 
Fed to engineer an economic slowdown through 

higher rates and/or lower asset prices. It’s an 
unfavorable macro backdrop for investors. The 
good news is that these concerns are, at least 
partially, already reflected in the markets. The 
S&P 500 is down 17% on the year to Sept. 14. 
Industry consensus earnings estimates for 2022 
and 2023 are in a downgrade cycle—even if 
we think they have further to fall. U.S. 10-year 
Treasury yields have risen almost 200 basis 
points this year and at 3.4% offer a decent 
yield (in excess of expected inflation and our 
estimate of fair value). We are not bullish 
on the economic outlook, particularly given 
the heightened uncertainty around the path 
forward, but with a degree of pessimism already 
in the price, we believe that maintaining overall 
positioning near strategic targets is warranted.

Eurozone
The region has a challenging winter ahead. 
High energy costs are expected to depress 
consumer spending and industrial production. 
Persistently high inflation should see the 
European Central Bank (ECB) continue to 
tighten monetary policy. The Russia-Ukraine 
war is no closer to being resolved and Italian 
political uncertainty continues to place upward 
pressure on Italian bond yields.

Nearly €400 billion in government support 
measures have been announced in response 
to the energy crisis, and more packages seem 
likely. The European Union (EU) has announced 
a plan for 10% in energy saving and an EU-
wide price cap that will be at least partly funded 
by a windfall tax on energy producers.

Measures of industrial production are beginning 
to decline in response to energy prices, and 
it’s difficult to see the region avoiding at least a 
mild recession. The severity of this year’s winter 
will be important since a colder than usual 
season will generate a deeper recession.

European growth, however, should rebound in 
the spring. Inflation should be on a downward 
trend, and this should limit the amount of ECB 
tightening.
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United Kingdom
The UK economic downturn is already 
underway. GDP growth was negative in Q2 and 
it’s likely that the economy contracted again in 
Q3. Inflation hit 9.9% in August and the BOE’s 
strict 2% inflation target means more rate hikes 
are on the way despite the slowing economy.

The upcoming fiscal support package from 
the new prime minister, Liz Truss, could be as 
large as 8% of GDP. It will be a combination of 
energy price caps and a reversal of the tax hikes 
implemented by the former chancellor, Rishi 
Sunak.

The unemployment rate at 3.6% is the lowest 
since 1973 and this is providing support to 
household incomes ahead of the wintertime 
energy price surge. The Truss stimulus, 
however, creates the risk of further BOE 
tightening. The UK’s recession may not be 
deep, but the recovery could be disappointingly 
sluggish.

Japan
Japan is unique among the major advanced 
economies with its benign inflation backdrop 
and accommodative monetary policy stance. 
The yen has been a casualty of that policy 
divergence, depreciating nearly 20% against 
the U.S. dollar in the year to mid-September.

Some investors are now challenging the Bank of 
Japan’s commitment to policy accommodation. 
However, we believe the Bank of Japan will 
maintain its yield-curve control for now. 

Importantly, most measures of underlying 
inflation are still running well below the Bank 
of Japan’s 2% target, the yen’s boost to import 
prices is likely to be a transitory phenomenon, 
and wage growth remains tepid. It would take 
a significant change in domestic demand for a 
policy pivot to occur before Governor Kuroda’s 
term expires in April 2023.
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China
The Chinese economy has weakened 
significantly in 2022 on the back of rolling 
COVID-19 lockdowns and the property sector 
slump. While policymakers have started to 
stimulate the economy with rate cuts and 
infrastructure spending, these measures have 
thus far proven inadequate to reinvigorate 
growth.

We expect China to grow at a meager 2-3% 
pace in 2022 with the potential for these risks to 
bleed into 2023 as a slowing developed market 
consumer may also begin to weigh on the 
tradeable goods sector. The Politburo meeting 

in late October will be an important watch point 
for investors. Expectations are that President Xi 
Jinping will consolidate power for a third five-
year term. From a macroeconomic perspective, 
any plans to relax COVID-19 restrictions or to 
relax the focus on high quality growth in favor 
of shorter-term performance will be closely 
scrutinized. Given elevated economic and 
policy uncertainty in China, our exposures 
have primarily been targeting the market as an 
alpha opportunity, with our underlying active 
managers looking to add value by differentiating 
winners and losers at the security level.

Canada
Home resales are down 24% since the start 
of the year, and home prices are starting to 
tumble, particularly in the major cities. Rapidly 
rising interest rates are finally shaking the 
seemingly unshakeable housing market. Even 
so, the BOC remains focused on uncomfortably 
high inflation. The bank seems willing to 
sacrifice economic growth to combat inflation 
and stop inflation expectations from becoming 
unanchored.

We believe financial conditions will continue to 
tighten from already restrictive levels, making a 
recession nearly unavoidable. Canadian equities 
haven't been immune to the global drawdown in 
equities, but have held up well relative to global 
shares and may continue to do so. However, 
downside risks remain due to the cyclicality of 
Canadian shares, making them more vulnerable 
to a recessionary selloff.
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Our cycle, value, and sentiment (CVS) investment decision-making 
process has a neutral view on the outlook for the fourth quarter of 
2022.
Andrew Pease

Australia/New Zealand
Housing markets are the key source of concern 
in both economies. House prices rose rapidly 
during the pandemic and both countries have 
high levels of housing debt. In Australia, 
household debt as a share of disposable income 
is close to 200%.

The high share of variable-rate mortgages 
means there is a direct link from central bank 
rate hikes to the housing market. Market pricing 
has the Reserve Bank of Australia’s (RBA) cash 
rate peaking near 4% in mid-2023. The Reserve 
Bank of New Zealand’s (RBNZ) cash rate is 
priced to peak at 4.5%.

Already, there are signs that housing activity 
is slowing in both countries and house prices 
have begun to decline. Both economies are 
poised to slow over the next year, but we expect 
that recession will be avoided. The RBA has 
demonstrated in the past that it will pull back 
from aggressive action if the housing market 
weakens sharply.

We are more cautious on the New Zealand 
outlook since core and headline inflation are 
notably higher than in Australia. Market pricing 
appears too aggressive for the peak in the RBA 
rate, but the RBNZ seems likely to tighten in 
line with market expectations.
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There was some relief for investors over the past three months with global equities 
posting moderately positive returns. Markets, however, were under pressure in late 
September as central banks continued to tighten policy and inflation remained high.

Asset-class preferences

Where is the business cycle headed?

Our cycle, value, and sentiment (CVS) investment decision-
making process has a neutral view on the outlook for the fourth 
quarter of 2022. Equity sentiment is oversold but is not at the 
extremes recorded in June, prior to the market rebound. In 
June our sentiment index reached oversold levels last recorded 
during the COVID-19 market panic of March 2020.

The cycle outlook has deteriorated further and is a headwind for 
equity markets. We’re not yet ready to predict that a recession 
is the most likely outcome for the U.S. economy in 2023, but 
the probability is rising. Chairman Powell’s address at the 
Jackson Hole Symposium in late August made it clear the 
Fed will continue to tighten monetary policy until inflation is 
trending lower. He was explicit that monetary policy will remain 
restrictive for some time.

Are equity valuations improving? 

The 1-year forward price-to-earnings (P/E) multiple for the 
S&P 500 has fallen from 21 times at the start of the year to 
16.5 times in late September. Our valuation methodology is not 

scoring U.S. equities as cheap, but value has improved. This 
methodology, however, suggests that non-U.S. equities are now 
showing value.

What’s the outlook for government bonds?

The 10-year U.S. Treasury at a yield of 3.5% is screening as 
good value on our valuation framework. Sentiment is also 
positive for Treasuries with positioning indicators showing that 
investors are crowded into short duration positions. The cycle, 
however, will not be supportive of a rally until there is a good 
case that market expectations for Fed tightening have peaked.

The U.S. dollar (USD) has made strong gains this year. It has 
benefited from Fed hawkishness and its safe-haven appeal 
during times of market volatility. The euro, yen and sterling 
are now significantly undervalued on a longer-term basis. The 
argument for USD weakness over the next 12 months is similar 
to the rationale for becoming bullish on equities and bonds: 
inflation pressures subside, and the Fed becomes less hawkish. 
Dollar weakness would support the performance of non-U.S. 
markets, particularly emerging markets.

Composite contrarian indicator

Russell Investments. Last 
observation was 2.19 as 
of September 15, 2022. 
Contrarian indicators for 
investor sentiment give a 
numeric measure of variability 
to indicate how pessimistic or 
optimistic market actors are 
through time.
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Russell Investments. Last observation was 2.19 as of September 15, 2022. Contrarian indicators for investor sentiment 
give a numeric measure of variability to indicate how pessimistic or optimistic market actors are through time.
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We have a small preference for non-U.S. developed equities to U.S. equities. They are relatively cheaper 
and will benefit from U.S. dollar weakness should the Fed become less hawkish.

Emerging market equities could recover if there is significant China stimulus, the Fed slows the pace of 
tightening, energy prices subside and the U.S. dollar weakens. For now, a neutral stance is warranted.

High yield and investment grade credit spreads are near their long-term averages, although the overall 
yield on U.S. high yield at about 8.5% is attractive. Spreads will remain under upward pressure if U.S. 
recession probabilities increase. We have a neutral outlook on credit markets but will become more 
positive if a U.S. recession becomes less likely.

Government bond valuations have improved. U.S., UK and German bonds offer good value. Japanese 
bonds are still expensive with the Bank of Japan aggressively defending the 25-basis point yield limit. Our 
methodology has fair value for Japanese government bond yields at around 50 basis points. Yields have 
risen sharply in most markets in recent months. The risk of a further significant selloff seems limited given 
inflation is close to peaking and markets have priced hawkish outlooks for most central banks.

Real assets: Global Listed Infrastructure (GLI) has been one of the better-performing asset classes so 
far this year, while real estate investment trusts (REITS) have lost more than 20%. GLI is expensive on 
several measures, including dividend yields and price-to-earnings ratios. REITS, by contrast, show good 
value on these measures. REITS stand to benefit if a recession is avoided and post-pandemic normalization 
continues. GLI has benefited from energy price gains this year and will be at risk if oil and gas prices 
decline. Commodities gave up some of their returns over the past three months but are still the best- 
performing asset class so far this year. Energy and agricultural prices have surged on the Russia-Ukraine 
conflict. Global recession is a risk for commodities, but one potential upside is a recovery in Chinese 
demand in 2023 as lockdowns ease and more stimulus measures are adopted.

The U.S. dollar has made gains this year on Fed hawkishness and safe-haven appeal during the Russia-
Ukraine conflict. It could weaken if inflation begins to decline and the Fed pivots to a less hawkish stance 
in early 2023. The main beneficiaries are likely to be the euro and the yen.

Here is a summary of our asset-class views as Q4 2022 begins:

18  /  2022 Global Market Outlook – Q4 update / Russell Investments



Year-to-date returns through September 16, 2022

Source: Refinitiv® 
Datastream®, as of 
September 16, 2022. (L) 
implies local currency.

Source: Refinitiv® Datastream®, as of September 16, 2022. (L) implies local currency.

% -30 -20 -10 0 10 20 30

NASDAQ ($)
MSCI China ($)

MSCI World Growth (L)
Global REITS ($)

MSCI Emerging Equities ($)
MSCI All Country World ($)

Russell 2000 ($) - U.S. small cap
Global Corporate Bonds ($)
S&P 500 ($) - U.S. large cap

MSCI EMU (€)
Global High Yield Bonds ($)
U.S. 10-year Govt Bond ($)

Bloomberg Global Treasury hedged ($)
Gold ($)

MSCI World Value (L)
S&P/TSX (C$)
ASX 200 (A$)

Japan Topix (¥)
Global Listed Infrastructure ($)

FTSE 100 (£)
U.S. Dollar Index DXY ($)

Bloomberg Commodities Index ($)

1.0

-17.2

-1.3

-17.8

-5.9

-17.8

-6.8

-19.2

-7.9

-19.5

-8.1

-21.3

-9.4

-21.7

-14.8

-24.1

-15.6

-25.0

14.4

-26.4

18.8

0.2

Russell Investments / 2022 Global Market Outlook – Q4 update /  19  



IMPORTANT INFORMATION

The views in this Global Market Outlook report are subject to change at 
any time based upon market or other conditions and are current as of 
September 27, 2022. While all material is deemed to be reliable, accuracy 
and completeness cannot be guaranteed. 
Nothing in this publication is intended to constitute legal, tax, securities or 
investment advice, nor an opinion regarding the appropriateness of any 
investment, nor a solicitation of any type. This information is made available 
on an “as is” basis. Russell Investments Canada Limited does not make any 
warranty or representation regarding the information.
Please remember that all investments carry some level of risk, including the 
potential loss of principal invested. They do not typically grow at an even 
rate of return and may experience negative growth. As with any type of 
portfolio structuring, attempting to reduce risk and increase return could, at 
certain times, unintentionally reduce returns. 
Keep in mind that, like all investing, multi-asset investing does not assure a 
profit or protect against loss. 
No model or group of models can offer a precise estimate of future returns 
available from capital markets. We remain cautious that rational analytical 
techniques cannot predict extremes in financial behavior, such as periods 
of financial euphoria or investor panic. Our models rest on the assumptions 
of normal and rational financial behavior. Forecasting models are inherently 
uncertain, subject to change at any time based on a variety of factors 
and can be inaccurate. Russell Investments believes that the utility of this 
information is highest in evaluating the relative relationships of various 
components of a globally diversified portfolio. As such, the models may offer 
insights into the prudence of over or under weighting those components 
from time to time or under periods of extreme dislocation. The models are 
explicitly not intended as market timing signals. 
Forecasting represents predictions of market prices and/or volume patterns 
utilizing varying analytical data. It is not representative of a projection of the 
stock market, or of any specific investment. 
This publication may contain forward-looking statements. Forward-looking 
statements are statements that are predictive in nature, that depend upon or 
refer to future events or conditions, or that include words such as or similar 
to, "expects", "anticipates", "believes" or negative versions thereof.  Any 
statement that may be made concerning future performance, strategies 
or prospects, and possible future fund action, is also a forward-looking 
statement.  Forward looking statements are based on current expectations 
and projections about future events and are inherently subject to, among 
other things, risk, uncertainties and assumptions about economic factors 
that could cause actual results and events to differ materially from what 
is contemplated.  We encourage you to consider these and other factors 
carefully before making any investment decisions and we urge you to avoid 
placing undue reliance on forward-looking statements.  Russell Investments 
has no specific intention of updating any forward looking statements 
whether as a result of new information, future events or otherwise.
Investment in global, international or emerging markets may be significantly 
affected by political or economic conditions and regulatory requirements in a 
particular country. Investments in non-domestic markets can involve risks of 
currency fluctuation, political and economic instability, different accounting 
standards and foreign taxation. Such securities may be less liquid and more 
volatile. Investments in emerging or developing markets involve exposure to 
economic structures that are generally less diverse and mature, and political 
systems with less stability than in more developed countries. 
Currency investing involves risks including fluctuations in currency values, 
whether the home currency or the foreign currency. They can either 
enhance or reduce the returns associated with foreign investments. 

Bond investors should carefully consider risks such as interest rate, credit, 
default and duration risks. Greater risk, such as increased volatility, limited 
liquidity, prepayment, non-payment and increased default risk, is inherent 
in portfolios that invest in high yield (“junk”) bonds or mortgage-backed 
securities, especially mortgage-backed securities with exposure to sub-
prime mortgages. Generally, when interest rates rise, prices of fixed income 
securities fall.
Performance quoted represents past performance and should not be 
viewed as a guarantee of future results. 
The FTSE 100 Index is a market-capitalization weighted index of UK-listed 
blue chip companies.
The S&P 500® Index, or the Standard & Poor’s 500, is a stock market index 
based on the market capitalizations of 500 large companies having common 
stock listed on the NYSE or NASDAQ.
The Bloomberg Global Treasury Index tracks fixed-rate, local currency 
government debt of investment grade countries, including both developed 
and emerging markets. The index represents the treasury sector of the 
Global Aggregate Index. The index was created in 1992, with history 
available from January 1, 1987.
The MSCI EMU Index (European Economic and Monetary Union) captures 
large and mid cap representation across the 10 developed markets 
countries in the EMU. With 246 constituents, the index covers approximately 
85% of the free float-adjusted market capitalization of the EMU.
S&P/TSX Composite Index: The benchmark Canadian index, representing 
roughly 70% of the total market capitalization on the Toronto Stock 
Exchange.
FTSE Canada Universe Bond Index measures the performance of 
marketable government and corporate bonds outstanding in the Canadian 
market.
Goldman Sachs Commodity Index or S&P GSCI® is a composite index 
of commodity sector returns representing an unleveraged, long-only 
investment in commodity futures that is broadly diversified across the 
spectrum of commodities.
Indexes are unmanaged and cannot be invested in directly. 
Copyright © Russell Investments Canada Limited 2022. All rights reserved. 
Russell Investments is the operating name of a group of companies under 
common management, including Russell Investments Canada Limited.
Russell Investments’ ownership is composed of a majority stake held by 
funds managed by TA Associates, with a significant minority stake held 
by funds managed by Reverence Capital Partners. Russell Investments’ 
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permitted to use under license from Frank Russell Company. The members 
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manner with Frank Russell Company or any entity operating under the 
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