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Michael O’Dea, looks at three possible scenarios and their implications for portfolio

construction.

Recent months have a seen a transformation of the outlook for global growth with significant

implications for portfolio construction. There have been several catalysts for improved investor

sentiment and expectations, including:

Europe has averted a severe recession that was widely expected just six months ago,

owing to a warmer-than-average winter and a rapid recalibration of energy supplies.

Growth prospects in China have been revised up on a combination of easing COVID

restrictions, relaxed collateral and equity issuance standards in the property sector, stable

inflation and stimulatory monetary policy.

The US remains on a very narrow path to a soft landing, endorsed by lower inflation and a

strong labour market.

Given the evolution of the global growth outlook, we have identified three scenarios for

investors to consider in 2023:

1. Global Recession

2. US-centric recession and global resilience

3. Global soft landing

 

Global recession

The likelihood of a synchronised global recession has moderated recently, but there remain

significant risk factors that could catalyse a global downturn. Most crucially, central banks may

be forced to over tighten monetary policy by persistent inflation.

In the event of a global recession, we would expect to see monetary policy and liquidity

conditions eventually ease, with the extent depending on how far inflation falls. However, rate

cuts and the end of quantitative tightening would not save equity markets, which would be

marked down on much weaker earnings and a likely fall in the PE rating of the market. It is

important to note that in the two previous major bear markets, most - if not all - of the fall in US

equities occurred after the first rate cut (in December 2000 and September 2007).

There is a precedent for US equities to outperform non-US equities during a global recession.

They would likely be supported by better quality and a more responsive central bank – but this

out-performance may be short-lived as the valuation disparity in favour of non-US equity

markets remains large. We would expect the US dollar to be stronger in the near term, before

entering a longer-term bear market from late 2023 or early 2024. Global bond returns would be

positive − potentially very positive − depending on how far inflation falls and how central banks

respond.
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US-centric recession/global resilience

With the improved outlook for Europe and the reopening in China, the likelihood that the US

enters recession while the global economy remains resilient has increased. Historical

precedent suggests that US-centric recessions are far more common than globally

synchronised recessions.

We would expect to see global liquidity conditions ease as the Fed is central banker to the world

and this scenario would ease the pressure on emerging markets. How much would depend on

the performance of the US Dollar. Narrower interest rate differentials suggest a weaker US

dollar, but capital repatriation and risk aversion could lead to a substantial rise before a bear

market sets in. Under this scenario, the equity bear market could still be very severe. For

example, the bear market in 2000-02 where the US S&P 500 lost half its value in two-and-a-half

years was associated with a very mild US recession (-0.3% over 8 months) and no global

recession. Surprisingly, US equities could out-perform non-US equities in the near term, but this

would likely present a great opportunity in non-US markets.

 

Global soft landing

The window for a global soft-landing scenario has widened somewhat as a result of Chinese

reopening, the resilience of the European economy and falling energy costs. In this scenario, we

would likely see the tightening of financial conditions intensify as central banks focus on

combatting inflation and persist with quantitative tightening. An easing cycle of 75 to 100 bps in

the US is possible plausible in early 2024 if US core inflation reaches the Fed’s 2% target level.

However, there could be a significant risk that the fall in inflation is inadequate (as commodity

prices including oil increase again) causing a prolonged period of ‘tight’ monetary policy and

potentially further tightening later this year or early next year (after a pause). Consequently, this

is still likely to be a challenging scenario for US equities, which is the market most sensitive to

higher interest rates (through pressure on growth stock valuations).

 

Conclusion

Navigating these scenarios will provide a significant challenge for investors for an extended

period. Positioning to defend capital through bear markets while participating in the rallies is a

puzzle complicated by the opaque outlook. In the process of preparing our portfolios for these

scenarios we have consistently looked to current valuations in order to identify where the most

potentially resilient markets are. For example, a consistent theme throughout each scenario is

the more attractive relative starting valuation of ex -US developed market equities. At the same

time, we remain focused on identifying asymmetric opportunities with known or limited
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downside risks. With an uncertain outlook and market sentiment able to shift quickly, risk

management is paramount and remains at the core of what we do.

 

This information has been prepared by Perpetual Investment Management Limited (PIML) ABN 18 000 866

535, AFSL 234426. It is general information only and is not intended to provide you with financial advice or
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