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BRIGHTER DAYS 
      AHEAD?

THE LAST DECADE WAS 
DOMINATED BY THE 
OUTPERFORMANCE 
OF US ASSETS – BOTH 
EQUITIES AND BONDS. 
WE NOW SEE BENEFITS 
TO GREATER REGIONAL 
DIVERSIFICATION.

It’s a gloomy time of year in more 
ways than one at the moment. 
Even the excitement of my recent 
move to a new house can’t distract 
from the literal and figurative 
darkness of January 2023. The war 
in Ukraine is dragging on and the 
spectre of recession looms large, 
to name but two dark clouds over 
us all. 

Just as a new house brings a fresh 
start, a fresh calendar year is an 
opportunity for active investors 
to look to the future. And as we 
peer through the present gloom, 
we see some causes for optimism. 
Following the poor performance 
and significant falls in equity and 
bond markets in 2022, we now see 
some attractive valuations. And I’m 
reassured that whatever comes 
next, we have the processes and 
teams to cope.

Recessions are tough for 
everyone, but from an investment 
perspective, this is also when 
we can find fresh opportunities. 
Indeed, as I mentioned in my recent 
2023 outlook, it’s important to 
remember that historically some of 
the best opportunities for equities 
– for example – occur in the midst 
of recessions. Markets always move 
ahead of economic news.

Over the last couple of years we’ve 
talked regularly about disruption 
and regime change, as we move 
into an era where both inflation 
and interest rates nestle into 
higher ranges. With this in mind, 
I’ve previously summarised our 
strategic view as "think about what 
you did over the last decade, and 
do the opposite". This still stands. 
So, what does that mean for 
markets in 2023?

Let's start with the epicentre of 
weakness in 2022 – fixed income. 
As I mentioned, we believe that 
inflation will be structurally 
higher over the next few years 
due to deglobalisation and 
decarbonisation. There will still be 
cycles in inflation, of course but 
we expect that central banks won't 
get back to the zero rate policies 
of the 2010s. This means that we 
can't assume that fixed income 
will be negatively correlated with 
equities over the medium term. 
However, with the repricing of 
yields in 2022 and the risk of 
recession in 2023, we think that 
fixed income offers an attractive 
source of yield and diversification.

We expect geopolitical tension 
to continue to run high but as an 
investor these risks are impossible 
to time or predict given their 
binary nature. Our main defence 
is diversification and identifying 
exposures which might protect us 
from geopolitical news, but which 
we also like for other reasons. 
In this regard, we continue to 
believe that strategic allocations 
to commodities and commodity-
related investments provide some 
protection from geopolitics as well 
as inflation risks.

The last decade was dominated by 
the outperformance of US assets – 
both equities and bonds.  We now 
see benefits to greater regional 
diversification. 

Within fixed income, a number 
of emerging markets are further 
along in the battle against 
inflation and have reasonably solid 
macroeconomic fundamentals. 
Given the high level of yields, 
particularly in local currency-
denominated bonds, and the level 
of underinvestment in this asset 
class due to turbulence over the last 
decade, we see opportunities for 
2023. Our emerging markets debt 
team has highlighted local currency 
bonds in Mexico, Brazil, Indonesia, 
South Africa and a number of 
dollar debt frontier markets such 
as Angola and Ivory Coast as being 
particularly appealing.

We are also starting to differentiate 
more within equities as regions 
outside of the US offer more 
compelling valuations. As Alex 
Tedder, Head of Global Equities 
points out, underlying US margins, 
after a prolonged period of strong 
execution, are at record levels. 
As we've seen with the tech sector, 
cost pressures in the US are now 
making themselves apparent at a 
time when revenue growth is clearly 
starting to slow. Negative operating 
leverage – where fixed costs comprise 
a greater portion of a company’s total 
cost structure while simultaneously 
sales decrease – is beginning to kick 
in. Yet Wall Street still expects 6-7% 
earnings growth for the S&P in 2023, 
which seems optimistic. 
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WITH THE REPRICING 
OF YIELDS IN 2022 AND 
THE RISK OF RECESSION 
IN 2023, WE THINK 
THAT FIXED INCOME 
OFFERS AN ATTRACTIVE 
SOURCE OF YIELD AND 
DIVERSIFICATION.
The rest of the world definitely 
looks more interesting, however, 
especially Asia. China is likely to 
accelerate quite strongly out of its 
extended period of strict Covid-19 
lockdowns. Our Asian equities 
team expects a sharp recovery in 
consumer spending to kick in from 
the second quarter on, supporting 
domestic earnings in many sectors 
of the Chinese economy.

Lastly, a word on overall risk levels. 
While rate expectations are now 
more realistic and we expect 
interest rate volatility to stabilise, 
we expect liquidity to remain 
tight in the next few months. 
Combined with the risk of recession, 
we believe that more pro-cyclical 
positions need to be balanced with 
lower allocations to US equities. 
It will be prudent to keep some dry 
powder for the opportunities likely 
to appear.

Here in the UK the Winter solstice is 
behind us and the days are slowly 
getting lighter. Brighter days for 
investing surely await too.

Watch Johanna’s 
video update  
using this QR code 
or click here

Watch Johanna’s 
video update  
using this QR code 
or click here
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SUSTAINABILITY VIEWS THIS QUARTER

Five sustainability trends  
to watch this year

Andy Howard 
Global Head of 
Sustainable Investment

With the world continuing to emerge from Covid-19 lockdowns, 
cracks in economies, societies and environmental ambitions are 
becoming clearer. 

Looking ahead to 2023 and beyond, 
the debt legacy from that crisis 
is limiting governments’ capacity 
to continue supporting societies 
through difficult times.

We’re likely to see more 
interventions and business will be 
expected to play a greater role in 
tackling critical issues from climate 
challenges and biodiversity threats 
to the cost-of-living crises. 

In short, the future looks like it 
will play out very differently from 
the past. In that context, a fund 
manager’s active management 
and ability to adapt investment 
strategies to the challenges 
and opportunities ahead will be 
more important to investment 
performance than ever. 

1. Climate change and political will
First, climate change is an 
unavoidable question. All investors 
are exposed to the impact,  
not just of global warming and 
environmental damage themselves, 
but of political and economic action 
to tackle their causes.

2. Natural capital
In that context, the role of natural 
capital and wider biodiversity threats 
are central. Climate threats are 
symptomatic of the structural and 
growing tensions between escalating 
demand from a larger, wealthier and 
hungrier global population and the 
world’s finite resources to support 
that population. 

3.  Cost of living and  
other social stresses

Few governments have the fiscal 
capacity to absorb shortfalls 
in household budgets and 
social stresses could intensify. 
Companies are coming under 
pressure to ensure vulnerable 
workers are protected – whether 
through wage increases and 
benefits for their own employees 
or their responsibility to workers 
in supply chains. 

4. Active ownership and impact
As the forces shaping value in 
financial markets multiply, stock-
picking will be only a partial 
solution. Our ability to engage with 
the companies and assets in which 
we have invested will be a critical 
lever and a necessary one to create 
value for our clients. Few companies 
are prepared for the world we are 
heading toward and encouraging 
or pushing them to adapt will be 
important to protect their value. 

5. Regulation
These trends are playing out 
against a backdrop of an industry 
under more intense scrutiny and 
scepticism than ever. Regulation is 
spreading from the EU to other 
parts of the world and demands 
for transparency and clarity in 
product promises are rightly likely 
to increase.

Read Andy Howard’s outlook for 
2023 in full or watch the video here

6

SCHRODERS CIO LENS

https://www.schroders.com/en/insights/economics/outlook-2023-sustainability-five-trends-to-watch/#:~:text=At%20Schroders%2C%20we%20committed%20to,Targets%20initiative%20earlier%20in%202022.


Azad Zangana 
Senior European Economist  
and Strategist

Most read content this quarter

MOST READ CONTENT THIS QUARTER

Outlook 2023, China: will a loosening of zero-Covid 
provide a spark?
“Supply chain safety and self-sufficiency will remain a key priority for 
the government going forward in our view. As such, we expect to see 
an acceleration in investments into areas of strategic importance like 
technology, military, and supply chain independence.”

Read the full article hereLouisa Lo 
Head of Greater China Equities

How do US stocks and earnings usually perform  
during recessions?
“It would be very unusual for the S&P 500 to bottom before the 
recession has even started, which makes us fear that the recovery 
in markets since October could transpire to be another bear 
market rally.”

Read the full article hereTina Fong 
Strategist

Outlook 2023, Global bonds: four reasons for optimism
“Once market participants begin to put less weight on inflation and 
engage with the deteriorating growth backdrop, there will be very 
good return potential realised across global fixed income markets."

Read the full article here
Paul Grainger 
Head of Global Fixed Income  
& Currency

Regime shift: investing into the new era
“One of the great deflationary forces of recent decades, the growth 
of low-cost production in China, is weakening and may have run 
its course. Globalisation can still play a role in lowering costs as 
production moves to new countries, but the easy gains are over  
as firms place increasing weight on security of supply.”

Read the full article here
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Overall asset allocation views

Government bondsEquities

With a global economic 
downturn looming, and 
signs of softening inflation, 
we believe markets will 
take some comfort that 
interest rates may well 
be reaching a peak. As 
such, and mindful of 
December’s pullback, we 
move global equities to 
neutral. However, while the 
US economy continues to 
show remarkable resilience, 
we believe that corporate 
earnings expectations 
continue to look overly 
optimistic and favour other 
regions accordingly.

We believe that interest 
rate expectations are 
now more realistic and, 
with inflation declining, 
we believe that investors’ 
attention will now shift 
towards growth forecasts. 
Most of our cyclical models 
suggest we are entering 
a ‘slowdown’ phase which 
has, in the past, typically 
been supportive on bonds. 
Given current yields have 
moved into fairly valued 
territory, we have moved 
towards a positive stance 
given the economic outlook.

Commodities

While supply dynamics 
have remained tight, global 
demand has started to 
weaken as growth is turning 
negative. The commodities 
score was therefore 
downgraded to neutral. 
Among the commodity 
sectors, we have stayed 
neutral on precious and 
industrial metals and have 
downgraded energy and 
agriculture to neutral.

Credit

We upgraded our overall 
credit score to positive in 
November, as valuations 
had become increasingly 
attractive, and we believed 
there was a strong carry 
opportunity that would 
drive returns. We still 
favour investment grade 
over high yield credit given 
recessionary fears and 
have shifted our preference 
from the US to Europe 
and emerging markets 
on valuation grounds.

31 December 2022

OVERALL ASSET ALLOCATION VIEWS

maximum positiveneutralnegativemaximum negative positive
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REGIONAL EQUITY VIEWS

Regional equity views
Q1 2023

Equities

While we continue to be 
impressed at the resilience of 
the US economy, we believe 
that current valuations 
remain too high and retain 
a negative view on US 
equities. Although the recent 
lower inflation prints have 
given investors hope that 
rates are close to peaking, 
there remains considerable 
strength in the labour market 
that may well feed through 
to ‘sticky’ inflation. After 15 
years of a ‘lower for longer’ 
regime of inflation and 
interest rates, we believe we 
are now entering a ‘higher 
for longer’ era and continue 
to see no reason for a Fed 
pivot anytime soon. Corporate 
earnings estimates for 2023 
still appear too high and with 
equity valuations typically 
bottoming out at 14x earnings 
in previous recessions, we 
believe that current valuations 
are too rich, and we see better 
value elsewhere.

US

UK equities were one 
of the better global 
performers through 
2022. However, we note 
commodity prices have 
rolled over, with Brent 
crude now down 30% from 
its peak. Higher energy 
prices, higher import costs 
and higher mortgage/
rental costs will further 
dent consumer confidence. 
We expect a weaker 
currency to further fuel 
inflationary pressures, but 
have doubts as to how far 
the Bank of England (BoE) 
can raise rates for fear of 
sending the economy into 
a tailspin. However, the 
international nature of 
UK equities may well see 
some respite helped by a 
weaker pound and more 
appealing valuations 
versus competitors.  

UK

As global recession 
fears grow, we feel that 
Japanese equities will be 
challenged by the cyclical 
nature of the market. 
Meanwhile, the Bank 
of Japan’s (BoJ) decision 
in December to change 
its policy on yield curve 
control has strengthened 
the yen, which will be 
another headwind 
for domestic equities. 
That said, Japanese 
equities are trading at 
their cheapest levels 
since early 2020. 

Japan

China

A selective approach 
would be advised within 
the region, and we 
remain neutral overall. 
While China’s reopening 
program should bring a 
boost to the wider region, 
we are mindful that other 
markets – South Korea and 
Taiwan – have a strong 
technology leaning, which 
continues to struggle to 
find its footing. 

Asia ex. Japan

We have upgraded 
European ex UK equities 
to neutral on valuation 
grounds. Rising energy 
prices, the war in 
Ukraine and supply chain 
disruptions pushed 
eurozone inflation up 
to 10.1% in November, 
and have forced the 
European Central Bank 
(ECB) to adopt a far more 
hawkish tone. However, 
a concerted effort 
amongst policymakers 
has lowered the risks 
of a near-term energy 
crisis, and there is a real 
belief that any recession 
will be short and shallow.

Europe ex. UK

We have upgraded emerging 
markets to positive on 
valuation grounds, with the 
region now trading at its 
cheapest level relative to the 
S&P 500 in 20 years. China’s 
reopening will undoubtedly 
boost sentiment, as will 
a weaker US dollar, and 
Latin America still offers 
opportunity. Yet, there 
remain sizeable dark clouds 
regarding a wider global 
slowdown, the war in Ukraine 
and its effect on commodity 
prices. A highly selective 
and nimble approach is 
warranted given the wide 
differences within the region.

Emerging markets

We have upgraded China 
to positive given the speed 
at which its zero-Covid 
strategy is being unwound. 
There is real hope that the 
initial wave of infections 
has now peaked, and high 
frequency data – road 
traffic and domestic flights 
– suggest its populace is 
looking to restart ‘normal’ 
life again. Furthermore, 
there has been a notable 
increase in supportive 
policy, as authorities target 
a return to economic 
growth.
31 December 2022

maximum positiveneutralnegativemaximum negative positive
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FIXED INCOME VIEWS

Fixed income views 
Q1 2023

Bond and credit

As we see real signs that inflation 
is slowing, we believe investors will 
start to shift their focus towards the 
economic slowdown and whether or 
not the US will suffer a soft landing, 
a hard landing or perhaps skirt a 
recession entirely. The Fed appears 
to be nearing the end of its rate 
rising cycle but continuing strong 
labour market data suggests rates 
will remain higher for longer than 
the market expects. We believe the 
US 10-year is now at fair-value and 
move positive for defensive cover.  

Turning to UK government bonds, 
following significant moves in the 
gilt market earlier in the quarter 
due to the mini-budget proposing 
extensive unfunded tax cuts, 
we shifted to a negative view 
while we waited to see how the 
BoE would respond to the high 
level of inflation. We moved to a 
neutral view in December as we 
expected yields to remain range-
bound with a slowing economy, 
falling house prices, and low 
consumer confidence offset by 
the need for further rate rises 
to combat persistent inflation.

We started the fourth quarter 
with a negative view on German 
government bonds, as we believed 
the market was underestimating the 
ECB desire to raise interest rates. 
However, in December the ECB 
turned noticeably hawkish and bund 
yields moved to reflect this, leading 
us to upgrade our view to neutral.

Finally, we have had a negative 
view on Japanese government 
bonds for quite some time, as the 
BoJ’s policy has been to suppress 
yields, leaving them unattractive 
in comparison to other markets. 
In December we moved to a neutral 
stance as the BoJ’s unexpected 
adjustment to its yield curve control 
policy caused yields to rise.

Government Investment grade 
(IG) corporate

Despite having a reasonably positive 
long-term view on US investment 
grade, we maintain a neutral score, 
preferring Europe and emerging 
markets in the near term. In Europe, 
we are positive as investment grade 
spreads are almost at levels last 
seen in the Covid outbreak, 
suggesting the market may have 
priced in too much bad news. 
Similarly in emerging markets, 
fundamentals appear relatively 
strong, and attractive prices in the 
region reflect the recent rise in 
geopolitical tension.

High yield (HY)

We downgraded our view on US high 
yield to negative as a tightening in 
spreads and the relative size of the 
US loans market are likely to make 
the sector vulnerable in the event of 
an economic downturn. In contrast, 
we have upgraded our score in 
European high yield to positive, as 
refinancing risks are low in Europe 
and we have seen a reduction in 
tail risks associated with European 
gas storage. Relative to the US, the 
European market is more attractively 
priced with generally superior 
quality issues.

We remained neutral over the 
quarter. Break-evens have risen 
due to rising commodity prices and 
our view that break-evens will stay 
elevated leads us to believe that 
valuations are fair.

Inflation-linked

maximum positiveneutralnegativemaximum negative positive

Denominated in USD:  
Although emerging markets have 
struggled recently because of 
the strong dollar, valuations are 
starting to look attractive and 
geopolitical tensions appear to 
have already been priced in. As a 
result, we have taken a positive 
view on EMD. We believe the 
fundamentals are relatively strong 
and current yields present a 
compelling opportunity.

EMD

Denominated in local currency:  
We have had a preference for Latin 
America which has been showing 
signs of peaking inflation, helped by 
an early hiking cycle. We upgraded 
to positive in December based on 
valuations. Real yields versus those 
in developed markets, especially 
the US, remain attractive.

31 December 2022
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maximum positiveneutralnegativemaximum negative positive

COMMODITIES VIEWS

Commodities views 
Q1 2023

As we mentioned at the start of 
the Lens, we have downgraded 
our overall commodities score to 
neutral. China’s shift away from the 
country’s zero-Covid policy should 
provide some upside. However, 
the demand for commodities has 
started to show signs of weakness 
given slowing global growth.

Our outlook on agriculture was 
downgraded to neutral over the 
fourth quarter. While supplies 
remain tight and inventories for 
key agricultural stocks remain 
low, input costs (e.g. fertiliser and 
energy) have continued to fall.

Our view on energy was 
downgraded to neutral as 
immediate supply side pressures 
have eased, and reduced demand 
in an economic downturn 
would suggest price decreases. 
However, on a longer-term 
basis, we are more positive on 
energy given China’s reopening 
and fractured supply chains.

Commodities

The neutral view on precious 
and industrial metals has been 
maintained. Gold tends to perform 
well when fears of a recession 
are looming, although its lack of 
carry makes it less attractive in the 
current environment of high 10-
year real yields. Industrial metals 
are the most cyclical commodity 
sector where supply-side factors 
have less of an influence on prices. 
Instead, levels of demand are more 
important, and we remain neutral 
given the risks to economic growth.

31 December 2022
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Private assets views 
Q1 2023

With several parts of the 
world facing recession risks 
in 2023, we would strongly 
reinforce the message that 
private asset allocations are 
long-term in nature, and 
investment decisions should be 
primarily driven by a set of high 
conviction, long-term themes. 

The major trends we expect 
to shape drive private markets 
remain intact. Many have been 
reinforced. The key themes we 
focus on are:

 Ȃ Climate change 

 Ȃ Technological revolution 

 Ȃ Growth in older populations

 Ȃ Economic and population 
growth in emerging and 
frontier economies 

 Ȃ The ongoing evolution of 
private assets, including 
greater democratisation

Even so, the near-term is 
undoubtedly going to present 
some difficulties that cannot 
be ignored. We believe there 
are key things investors can 
focus on to ensure private asset 
allocations are as resilient as 
possible to market challenges. 

The first is maintaining steady 
investment pace. Recession years 
tend to be attractive vintage 
years. Funds raised in recession 
years can target assets at 
depressed values, to be realised 
in the recovery phase when 
valuations are rising.

The second is to identify  
less correlated strategies.  
Private markets are not immune 
to rising nominal and real 
interest rates. Having grown 
and diversified hugely over 
the past couple of decades, 
however, there are specialised 
strategies in each asset class 
that have the potential to be 
more resilient to current and 
future market challenges. 

Finally, while dry powder can 
be a good thing in this market 
environment, we advise caution 
around strategies with significant 
dry powder overhangs. Fund 
raising boomed post Covid-19, 
and where large amounts of 
uninvested capital accrue, entry 
valuations can be inflated. 

Overall, there are numerous 
areas of private assets that  
we see as remaining resilient  
to current headwinds.   
We describe those here.

PRIVATE ASSETS VIEWS

Over the coming quarters, we 
expect small and mid buyouts to 
be more robust than large buyouts, 
partially driven by a healthier dry 
powder situation for smaller buyouts. 
Disruptive early-stage investments 
should also be more resilient than 
late stage/growth investments for  
the same reason. 

By sector, we are particularly drawn to 
opportunities focusing on healthcare. 
Regionally, we continue to see the 
North America, Western Europe, 
China and especially India  
as attractive. 

One interesting trend is that GP-
led transactions are likely to rise 
further in prominence. GP-leds allow 
favoured portfolio companies to be 
retained and developed further by 
the same management team. With 
IPO markets closed, we anticipate a 
reduction in M&A exits, so GP-leds 
should increase.

Private equity
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Private assets views 
Q1 2023

PRIVATE ASSETS VIEWS

Within the varied suite of private 
debt strategies we especially like 
opportunities that deliver the coveted 
characteristics of variable interest 
rates and tangible asset backing. 
Infrastructure and real estate debt 
have explicit asset backing and 
many opportunities offer contractual 
or “pass through” links to inflation. 
Downside protection in both has 
also been historically robust.

Floating-rates are also prevalent in 
the mortgage-backed, asset-backed 
and collateralised loan obligations 
(CLO) sectors. The securities are 
backed by housing debt, real-estate 
debt and consumer debt, and can add 
diversification within a floating rate 
allocation, as well as to different types 
of corporate risk via leveraged loans 
or direct lending. Leverage loans, as 
a floating rate asset class, are also 
increasingly attractive; decorrelated 
to traditional fixed income with yields 
now close to private debt, they benefit 
from conservative loan-to-value 
capital structures and liquidity for 
investors to tactically deploy capital.

Insurance linked securities (ILS) can 
improve diversification in any fixed 
income portfolio given a lack of 
correlation to traditional assets. Yields, 
in addition, have recently reached 
historic levels. As a result of natural 
catastrophe activity, as well as insurance 
market dynamics, risk premiums have 
‘hardened’ materially (spreads are 
increasing), and we expect this trend 
to persist. Finally, microfinance is 
another less correlated strategy where 
floating rate portfolios can provide 
stable and uncorrelated returns.

Private debt

The war in Ukraine has placed energy 
security under intense focus and 
turbo-charged efforts to reduce fossil 
dependency. Infrastructure is essential 
to the transition to renewable energy, 
and wind and solar investments are 
critical to success. UK renewables 
have a particularly high level of linkage 
to inflation and their secure income 
characteristics should help investors 
weather the combination of high 
inflation and tightening interest rates.    

We also see attractive opportunities 
in other infrastructure areas related 
to digitalisation and other essential 
infrastructure.

While many of the most attractive 
infrastructure investment opportunities 
can be found in Europe, we also see 
opportunities to make sustainable 
infrastructure investments in emerging 
markets on a highly selective basis.

Infrastructure

We see better absolute and relative 
value in segments driven by structural 
trends. We also prefer markets that 
provide inflation protection in the short-
term, and where we can actively drive 
long-term sustainable income and value 
through active tenant engagement. 

Examples of sectors that look more 
resilient include (affordable) housing 
(with an element of care) across Europe. 
Big box retail parks have enjoyed 
steady demand from discounters and 
mid-market retailers and are expected 
to continue to do so. Additionally high 
quality, energy efficient, city centre 
offices look comparatively robust. 
Multi-let industrial estates should also 
continue to benefit from the continued 
growth in trade counters (through 
e-commerce) and last-touch industrial/
logistics units from partial reshoring. 

Certain highly specialised sectors are 
also gaining from long-term structural 
changes to make them more defensive. 
These include laboratories, self storage, 
social supported housing, living and 
care combinations and student halls.

Real estate
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ECONOMIC RISK SCENARIOS

The Consumer depression scenario 
remains. The deflationary scenario 
continues to focus on household 
savings rates, which in the baseline, 
are expected to remain low despite 
the collapse in consumer confidence. 
In this scenario, households retrench 
meaningfully in reaction to high 
inflation and rising interest rates.  
As households choose to save more of 
their dwindling incomes, they worsen 
the slump in demand and growth, but 
also help lower inflation faster than in 
the baseline.

We also retain the Supply-side 
recovery scenario. The productivity 
boosting scenario highlights the risk 
that depressed labour participation 
rates could recover if the squeeze on 
households is severe enough.  

The rise in the availability of labour 
helps reduce supply bottlenecks, and 
not only lowers wage inflation, but 
prices in general. Growth is therefore 
stronger, but inflation is lower 
compared to the baseline.

Despite the move of the forecast in 
a stagflationary direction, risks are 
still skewed towards lower growth 
and higher inflation. The Supply-side 
inflation scenario has the highest 
probability at 19%, followed by the  
Geopolitical decoupling scenario 
at 8% (see chart above).

Stagflationary risks continue to dominate
Economic risk scenarios

Scenario probabilities

59%

8%
4%

5%

5%

19%

Baseline

Geopolitical decoupling

Supply-side recovery

China rapid re-opening

Consumer depression

Supply-side inflation

Source: Schroder Economics Group, 31 December 2022. Probabilities are mutually exclusive.  
Please note the forecast warning at the back of the document.

Scenario grid – growth and inflation deviations from baseline
Cumulative 2022 – 2024 inflation vs. baseline forecast

Cumulative 2022 – 2024 growth vs. baseline forecast

Geopolitical
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Source: Schroder Economics Group. 24 November 2022. Please note the forecast warning at the back of the document.

In thinking about risk scenarios,  
there are still considerable 
uncertainties around inflation and 
we have retained the Supply-side 
inflation scenario, despite recent signs 
of bottlenecks in global supply chains 
easing. Concern stems from evidence 
that labour markets remain in rude 
health running the risk of higher-than-
expected wage settlements, driving 
up inflation further through second 
round effects. This requires even more 
aggressive monetary tightening to 
reverse inflation pressures.

Our second highest risk is a new 
scenario: Geopolitical decoupling. 
Although the Russia-Ukraine war may 
be heading toward a period of 
stalemate, the wider consequences 
could still be felt.

The US has already increased restrictions 
on China this year through limiting the 
export of tech goods. In this scenario we 
see the EU join the US and, following 
retaliation from China, this results 
in a contraction in global trade with 
consequences for higher inflation.

The China rolling lockdowns scenario 
has been replaced by a more optimistic 
China rapid re-opening scenario.  
At this stage, Covid case numbers are 
rising again, but should the authorities 
get to grips with the situation it creates 
the scope for a stronger recovery more 
in line with  the rest of the world later 
next year.

UNCERTAINTIES AROUND 
INFLATION DOMINATE 
GIVEN SUPPLY SIDE ISSUES

RISKS ARE STILL 
SKEWED TOWARD 
MORE STAGFLATION
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ECONOMIC RISK SCENARIOS

Source: Schroders Economics Group. 31 December 2022.

Summary Macro impact

Geopolitical 
decoupling

Geopolitical tensions continue to grow as a new 
world order threatens to replace the status quo. 
The US imposes even tougher sanctions on Chinese 
firms with the aim of curtailing their operations 
and future technological progress. Beijing 
responds by restricting the operations of some 
foreign manufacturers based in China, leading to a 
more intense trade tension and global shortages of 
manufactured goods. Other countries are forced to 
choose sides or face sanctions themselves. Western 
allies side with the US and mirror sanctions on 
China, but some large emerging markets, including 
key OPEC+ members, side with China leading to 
major disruption in global commodity markets. 
Rising tensions accelerate the reorganisation of 
global supply chains.

Stagflationary: China suffers a recession as it loses 
access to key export markets and shuts down the 
operations of some foreign-owned firms causing GDP 
growth to slump to about 2% in 2024. Developed 
market economies suffer from renewed supply 
side inflation due to higher commodity prices and 
disruption to global trade. Central banks respond 
to higher inflation by raising interest rates further, 
leading to deeper recessions. The accelerated 
reorganisation of supply chains causes investment 
spending to start increasing towards the end of 2024, 
giving a boost to those economies such as India 
that benefit from onshoring and “friendshoring”.

Supply-side 
recovery

Higher wages and an erosion of living standards 
by high inflation attract people back into the 
labour market, causing depressed participation 
rates to increase. The increase in capacity takes 
the sting out of wage growth, easing concerns 
about second round effects from inflation. Greater 
participation also helps to ease bottlenecks and 
increase supply helps to bring prices down. 

Productivity boost: Economies that have been 
hampered by supply constraints – notably the US, 
Europe and UK – see an increase in growth while 
inflation pressures subside a little. This relieves some of 
the pressure on central banks to tighten policy, meaning 
that policy rates peak at lower levels than in the baseline. 

China rapid 
re-opening 

The authorities in China remove Covid restrictions 
more quickly than expected around the turn of the 
year. Reopening releases some pent-up demand, 
boosts confidence and helps to improve the 
transmission of policy support to the real economy. 
Consumption is stronger in the near term –
particularly of services – while the property sector 
also gets some boost. Growth then eases back in 
2024 as the momentum from reopening fades.

Reflationary: Stronger GDP growth in China of 
6.8% in 2023 mechanistically lifts the pace of global 
expansion. However the reflationary spill overs to 
the rest of the world are limited, given that China 
is not a major source of final demand. Commodity 
producers benefits from some increase in imports 
of materials, however other economies particularly 
in developed markets do not receive much of a 
demand boost. Indeed, higher commodity prices 
cause inflation to remain higher for longer, leaving 
central banks with less room to ease policy in 2024.

Consumer 
depression

Depressed confidence against a backdrop of high 
inflation and rising interest rates sees consumers 
retrench. Consumption slumps as households build 
precautionary savings. Companies realise that they 
have over-produced, and start to lay off workers, 
which re-enforces the negative sentiment building 
amongst households. More aggressive destocking 
leads to retailers offering large discounts.

Deflationary:  A collapse in consumption causes 
developed market economies to suffer even deeper 
recessions, with GDP in the US, Europe and UK around 
1.5 percentage points lower than in the baseline forecast. 
Much weaker demand and significantly lower oil prices 
bring inflation crashing back down to target everywhere 
except the UK, where the energy price cap continues 
to feed through to inflation with a lag, allowing central 
banks to reverse course. The Fed cuts rates back to just 
0.5%, while the ECB reverses most of its tightening.

Supply side 
inflation

Bottlenecks in the industrial sector re-emerge 
and prevent goods inflation from falling back, 
while commodity markets also struggle with 
supply shortages. Meanwhile, wages accelerate 
by more than in the baseline in response to tight 
labour markets. The labour participation rate 
in the US does not improve, whilst mismatch 
between worker skills and jobs in the post 
covid economy means the NAIRU rises and 
available slack is less than in the baseline.

Stagflationary: Supply shortages cause commodity 
prices to climb further, pushing food and energy 
inflation higher. Supply constraints and higher 
commodity prices see goods inflation increase again 
and tight labour markets ensure that price pressures 
endure as wages increase. This results in persistent 
inflation, which does not get back down to target over 
the forecast horizon. This forces the Fed to raise rates 
all the way to 6%. Other central banks also step up 
the pace of tightening. Higher inflation, along with 
tighter monetary policy, chokes off demand leading to 
shallower recoveries from deeper recessions in 2023.

Deviations from Baseline: Summary of risk scenarios
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Market returns
 Total returns Currency December QTD YTD

Equity

US S&P 500 USD -5.8 7.6 -18.1

US Nasdaq 100 USD -9.0 0.0 -32.4

UK FTSE 100 GBP -1.5 8.7 4.7

EURO STOXX 50 EUR -4.3 14.6 -8.8

German DAX EUR -3.3 14.9 -12.3

Spain IBEX EUR -1.3 12.8 -2.0

Italy FTSE MIB EUR -3.7 15.6 -9.3

Japan TOPIX JPY -4.6 3.3 -2.5

Australia S&P/ ASX 200 AUD -3.2 9.4 -1.1

HK HANG SENG HKD 6.4 15.0 -12.5

EM equity

MSCI EM LOCAL -1.9 6.7 -15.2

MSCI China CNY 4.8 12.5 -20.6

MSCI Russia RUB - - -

MSCI India INR -4.0 3.8 3.0

MSCI Brazil BRL -2.5 0.1 8.6

Governments  
(10-year)

US Treasuries USD -0.7 0.3 -17.0

UK Gilts GBP -5.4 2.3 -20.1

German Bunds EUR -5.1 -3.4 -20.7

Japan JGBs JPY -1.5 -1.5 -2.4

Australia bonds AUD -4.0 0.2 -16.8

Canada bonds CAD -2.4 -0.1 -11.9

Commodity

GSCI Commodity USD -1.4 3.4 26.0

GSCI Precious metals USD 4.8 11.0 -0.4

GSCI Industrial metals USD 0.8 13.6 -7.6

GSCI Agriculture USD 1.6 -1.4 12.1

GSCI Energy USD -3.4 2.3 42.3

Oil (Brent) USD -0.6 -3.7 8.3

Gold USD 3.4 8.3 -0.6

Credit
Bank of America/ Merrill Lynch US high yield master USD -0.8 4.0 -11.2

Bank of America/ Merrill Lynch US corporate master USD -0.2 3.5 -15.4

EMD

JP Morgan Global EMBI USD 0.4 7.4 -16.5

JP Morgan EMBI+ USD 0.0 8.7 -24.7

JP Morgan ELMI+ LOCAL 0.4 2.0 -1.0

Spot returns Currency December QTD YTD

Currencies

EUR/USD 3.7 8.9 -6.2

EUR/JPY -2.0 -0.7 7.5

USD/JPY -5.4 -8.8 14.6

GBP/USD 1.0 7.8 -11.2

USD/CNY -2.3 -2.9 8.8

USD/AUD -1.2 -5.2 7.2

USD/CAD -0.1 -1.4 7.3
Source: Refinitiv Datastream, Schroders Economics Group. 31 December 2022. 
Note: Blue to red shading represents highest to lowest performance in each time period.

MARKET RETURNS
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Important information
Marketing material for professional clients only.  
Investment involves risk. This material is for professional 
investors or advisers only. It is not to be provided to retail 
clients. Investment involves risk.

Any reference to sectors/countries/stocks/securities are for 
illustrative purposes only and not a recommendation to buy  
or sell any financial instrument/securities or adopt any 
investment strategy.

The material is not intended to provide, and should not be 
relied on for, accounting, legal or tax advice, or investment 
recommendations. Reliance should not be placed on any 
views or information in the material when taking individual 
investment and/or strategic decisions.

Past Performance is not a guide to future performance and 
may not be repeated.

The value of investments and the income from them may 
go down as well as up and investors may not get back the 
amounts originally invested. Exchange rate changes may cause 
the value of investments to fall as well as rise.

Schroders has expressed its own views and opinions in this 
document and these may change. Information herein is 
believed to be reliable but Schroders does not warrant its 
completeness or accuracy

Insofar as liability under relevant laws cannot be excluded, no 
Schroders entity accepts any liability for any error or omission in 
this material or for any resulting loss or damage (whether direct, 
indirect, consequential or otherwise).

This document may contain “forward-looking” information, 
such as forecasts or projections. Please note that any such 
information is not a guarantee of any future performance 
and there is no assurance that any forecast or projection will 
be realised.

This material has not been reviewed by any regulator.

Not all strategies are available in all jurisdictions.

Schroders may record and monitor telephone calls for security, 
training and compliance purposes.

For readers/viewers in Argentina: Schroder Investment 
Management S.A., Ing. Enrique Butty 220, Piso 12, C1001AFB 
- Buenos Aires, Argentina. Registered/Company Number 
15. Registered as Distributor of Investment Funds with the 
CNV (Comisión Nacional de Valores). Nota para los lectores 
en Argentina: Schroder Investment Management S.A., 
Ing. Enrique. Butty 220, Piso 12, C1001AFB - Buenos Aires, 
Argentina. Inscripto en el Registro de Agentes de Colocación y 
Distribución de PIC de FCI de la Comisión Nacional de Valores 
con el número 15.

For readers/viewers in Brazil: Schroder Investment 
Management Brasil Ltda., Rua Joaquim Floriano, 100 – cj. 142 
Itaim Bibi, São Paulo, 04534-000 Brasil. Registered/Company 
Number 92.886.662/0001-29. Authorised as an asset manager 
by the Securities and Exchange Commission of Brazil/Comissão 
de Valores Mobiliários (“CVM”) according to the Declaratory 
Act number 6816. This document is intended for professional 
investors only as defined by the CVM rules which can be 
accessed from their website www.cvm.gov.br.

For readers/viewers in Switzerland: Marketing material for 
professional clients and qualified investors only. This document 
has been issued by Schroder Investment Management 
(Switzerland) AG, Central 2, CH-8001 Zurich, Switzerland a fund 
management company authorised and supervised by the Swiss 
Financial Market Supervisory Authority FINMA, Laupenstrasse 
27, CH-3003 Bern.

For readers/viewers in the European Union/European 
Economic Area: Schroders will be a data controller in respect 
of your personal data. For information on how Schroders 
might process your personal data, please view our Privacy 
Policy available at www.schroders.com/en/privacy-policy or on 
request should you not have access to this webpage. Issued 
by Schroder Investment Management (Europe) S.A., 5, rue 
Höhenhof, L-1736 Senningerberg, Luxembourg. Registered  
No. B 37.799.
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Note to readers/viewers in Japan: Issued by Schroder Investment 
Management (Japan) Limited 21st Floor, Marunouchi Trust Tower 
Main, 1-8-3 Marunouchi, Chiyoda-Ku, Tokyo 100-0005, Japan 
Registered as a Financial Instruments Business Operator regulated 
by the Financial Services Agency of Japan (“FSA”). Kanto Local Finance 
Bureau (FIBO) No. 90 This material has not been reviewed by the FSA.

Note to readers/viewers in Malaysia: This document has not been 
approved by the Securities Commission Malaysia which takes no 
responsibility for its contents. No offer to the public to purchase any 
fund will be made in Malaysia and this presentation is intended to 
be read for information only and must not be passed to, issued to, 
or shown to the public generally. Schroder Investment Management 
(Singapore) Ltd does not have any intention to solicit you for any 
investment or subscription in any fund and any such solicitation or 
marketing will be made by an entity permitted by applicable laws  
and regulations.

Note to readers/viewers in Singapore: This document is intended to 
be for information purposes only and it is not intended as promotional 
material in any respect. This document is intended for professional 
investors only as defined by Securities and Futures Act to mean for 
Accredited and or Institutional Clients only, where appropriate. Issued 
by Schroder Investment Management (Singapore) Ltd (Co. Reg. No. 
199201080H) 138 Market Street #23-01 CapitaGreen, Singapore 
048946. This document has not been reviewed by the Monetary 
Authority of Singapore.

Note to readers/viewers in South Korea: Issued by Schroders  
Korea Limitedn26th Floor, 136, Sejong-daero, (Taepyeongno 1-ga, 
Seoul Finance Center), Jung-gu, Seoul 100-768, South Korea.  
Registered and regulated by Financial Supervisory Service of Korea 
(“FSS”). This material has not been reviewed by the FSS.

Note to readers/viewers in Taiwan: Issued by Schroder Investment 
Management (Taiwan) Limited 9F., No. 108, Sec. 5, Xinyi Road, 
Xinyi District, Taipei 11047, Taiwan. Tel +886 2 2722-1868 Schroder 
Investment Management (Taiwan) Limited is independently operated. 
This material has not been reviewed by the regulators.

Note to readers/viewers in Thailand: This document has not been 
approved by the Securities and Exchange Commission which takes 
no responsibility for its contents. No offer to the public to purchase 
any fund will be made in Thailand and this presentation is intended to 
be read for information only for professional investors as defined by 
regulations and it is not intended as promotion material in any respect. 
It must not be passed to, issued to, or shown to the public generally. 
Schroder Investment Management (Singapore) Ltd does not have 
any intention to solicit you for any investment or subscription in any 
fund and any such solicitation or marketing will be made by an entity 
permitted by applicable laws and regulations. 607036

For readers/viewers in the People’s Republic of China: Issued by 
Schroder Investment Management (Shanghai) Co., Ltd. Unit 33T52A, 
33F Shanghai World Financial Center, 100 Century Avenue, Pudong 
New Area, Shanghai, China, AMAC registration NO. P1066560. 
Regulated by Asset Management Association of China (“AMAC”).  
This material has not been reviewed by the AMAC.

For readers/viewers in the United Arab Emirates: Schroder 
Investment Management Limited, located in Office 506, Level 5, 
Precinct Building 5, Dubai International Financial Centre, PO Box 
506612 Dubai, United Arab Emirates. Regulated by the Dubai Financial 
Services Authority. This document is not subject to any form of 
approval by the DFSA. Accordingly, the DFSA has not approved any 
associated documents nor taken any steps to verify the information 
and has no responsibility for it. This document is intended to be for 
information purposes only and it is not intended as promotional 
material in any respect. This document is intended for professional 
investors only as defined by the DFSA rules which can be accessed 
from their website www.dfsa.ae.

For readers/viewers in the United Kingdom: Schroders will be a data 
controller in respect of your personal data. For information on how 
Schroders might process your personal data, please view our Privacy 
Policy available at www.schroders.com/en/privacy-policy or on request 
should you not have access to this webpage. Issued by Schroder 
Investment Management Limited, 1 London Wall Place, London EC2Y 
5AU. Registered Number 1893220 England. Authorised and regulated  
by the Financial Conduct Authority.

Note to readers/viewers in Australia: Issued by Schroder Investment 
Management Australia Limited Level 20, Angel Place, 123 Pitt Street, 
Sydney NSW 2000 Australia ABN 22 000 443 274, AFSL 226473. It is 
intended for professional investors and financial advisers only and is 
not suitable for retail clients.

Note to readers/viewers in Hong Kong S.A.R.: This document is 
intended to be for information purposes only and it is not intended 
as promotional material in any respect. This document is intended 
for professional investors only as defined by Securities and Futures 
Ordinance (“SFO”) (and any rules made thereunder) or as otherwise 
permitted under the Hong Kong laws. Issued by Schroder 
Investment Management (Hong Kong) Limited. Level 33, Two 
Pacific Place, 88 Queensway, Hong Kong. This material has not been 
reviewed by the Securities and Futures Commission of Hong Kong.

Note to readers/viewers in Indonesia: This document is intended to 
be for information purposes only and it is not intended as promotional 
material in any respect. This document is intended for professional 
investors only as defined by the Indonesian Financial Services Authority 
(“OJK”). Issued by PT Schroder Investment Management Indonesia 
Indonesia Stock Exchange Building Tower 1, 30th Floor, Jalan Jend. 
Sudirman Kav 52-53 Jakarta 12190 Indonesia PT Schroder Investment 
Management Indonesia is licensed as an Investment Manager and 
regulated by the OJK. This material has not been reviewed by the OJK.

For readers/viewers in Israel: Note regarding the Marketing  material 
for Qualified Clients or Sophisticated Investors only.  
This communication has been prepared by certain personnel of 
Schroder Investment Management (Europe) S.A (Registered  
No. B 37.799) or its subsidiaries or affiliates (collectively, “SIM”).  
Such personnel are not licensed by the Israeli Securities Authority. Such 
personnel may provide investment marketing, to the extent permitted 
and in accordance with the Regulation of Investment Advice, 
Investment Marketing and Investment Portfolio Management Law, 
1995 (the “Investment Advice Law”). This communication is directed 
at persons (i) who are Sophisticated Investors (ii) Qualified Clients 
(“Lakoach Kashir”) as such term is defined in the Investment Advice Law; 
and (iii) other persons to whom it may otherwise lawfully be 
communicated. No other person should act on the contents or access 
the products or transactions discussed in this communication.  
In particular, this communication is not intended for retail clients 
and SIM will not make such products or transactions available to 
retail clients.




