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Markets had stabilised somewhat over the past three months, but it remains an annus horribilis for investors, with 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.
It's hard to find much good news at present, but one source of comfort is that investor sentiment is very negative. Russell’s 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. Russell believes this provides some reassurance that markets have accounted for the bad news so far.
While it’s too early to predict that a recession is the most likely outcome for the U.S. economy during 2023, it is believed that the probability is rising. The main warning comes from the inverted Treasury yield curve, where the spread between the 10-year yield and the 2-year yield 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 labour-market trends tend to lag the broader economy. This creates the risk that the Fed will continue to tighten while the economy weakens. It is expected that strong household and corporate finances can limit the downturn to, at worst, a mild recession.
In Europe, a challenging winter lies ahead. High energy costs will depress consumer spending and industrial production, while persistently high inflation will likely lead to continued tightening from the European Central Bank (ECB). The Russia-Ukraine war is no closer to being resolved, and with measures of industrial production beginning to decline in response to high energy prices, it’s difficult to see the region avoiding at least a mild recession.
In the UK, the economic downturn is already underway. Gross domestic product (GDP) growth was negative in the second quarter, and it’s likely that the economy contracted again in the third quarter. Inflation hit 9.9% in August, and the Bank of England’s strict 2% inflation target means more rate hikes are on the way despite the slowing economy.
In China, the 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.
In Japan, some investors are now challenging the Bank of Japan (BOJ)’s commitment to policy accommodation. However, it is believed that the bank will maintain its yield-curve control for now. Importantly, most measures of underlying inflation are still running well below the BOJ’s 2% target, the yen’s boost to import prices is likely to be a transitory phenomenon and wage growth remains tepid.
In Australia, 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 cash rate peaking near 4% in mid-2023.
In Canada, Russell believes that the 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. 
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