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First-half outlook

· We expect a tough first half of 2023, with recessionary episodes in 
major economies including the US and Europe, and unemployment 
rising, before the process of recovery begins 

· In the US, we are more confident now that a monetary policy mistake 
can be avoided, with the prospect that 5% will represent a ceiling 
rather than a floor for interest rates in early 2023

· For now, mild weather in Europe continues to support hopes that the 
continent can weather the coming winter without widespread 
blackouts and energy rationing, amid healthy gas storage levels. We 
still expect the euro area economy to expand well below 1% in 2023 

· China’s 2023 outlook depends heavily on its reopening prospects. 
Permanent reductions in Covid restrictions are likely in the second 
half; in this scenario we expect 4% full-year growth

· Turning to asset allocation, we expect 2023 to divide into two distinct 
phases - the first defined by tighter monetary policy and slowing 
growth, the second by a peak in real rates that creates better 
opportunities for risk assets

· An upcoming pause in monetary tightening should see sovereign 
yields peak soon, offering an improved risk reward profile for high 
quality fixed income. We see opportunities for riskier credit improving 
once recession risks are priced in

· Equity valuations are not yet cheap in the broader sense, as earnings 
downgrades unfold, but we see better prospects ahead

· In currencies, we may be approaching the end of dollar strengthening, 
though a strong depreciation trend is far from a done deal. As 
recessionary fears rise, trade-sensitive currencies, e.g. the Chinese 
yuan and sterling, could suffer.
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Note: Unless otherwise stated, all data mentioned in this publication is based on the following 
sources: Datastream, Bloomberg, Lombard Odier calculations.

Macro insights

Turning points: from inflation, to rates and 
recovery

resilient to date, with unemployment 
near historic lows and wage pressures 
uncomfortably high. Yet both wage 
growth and monthly job openings are 
slowing. The latter will likely see a 
stronger loss of momentum in 2023, if 
history is a guide. If unemployment rises 
closer to 5% in the upcoming recession, 
the Fed may switch to worrying more 
about the ‘maximum employment’ part 
of its mandate than about price stability. 
A slower pace of rate hikes in coming 
months will in any case allow it more 
time to assess their impact. In our view, 
these factors materially lower the 
chances of policy being overtightened 
– still the biggest risk hanging over the 
global economy. 

Central banks hit pause in 2023

Reinforcing this view, markets seized on 
signs of inflation slowing in October, 
after a few false starts (see chart 1, 
page 04). Supply chain shocks and prices 
of many goods continued to recede; 
‘core’ inflation – stripping out food and 
energy costs – finally rose less than 
expected. Rents should also start to fall 
in the months ahead. Inflation will take 
time to normalise, especially with 
services still running hot and the desire 
of many oil-producing countries to keep 
oil above USD 90 a barrel. Yet we expect 
to see clearer signs of price pressures 
receding by the second quarter of 2023, 
and the headline rate falling to 2-3% by 
year-end (see chart 2, page 04). As 
inflation gradually slows in 2023, we 
expect rates to remain on hold for much 
of the year. The Fed has repeatedly 

The global economy is staring recession 
in the face. Private investment trends 
and consumer confidence levels across 
much of the world are depressed. Core 
domestic demand in the US barely grew 
in the third quarter after slowing down 
in the previous six months. Consumer 
spending and business investment have 
decelerated sharply. Manufacturing and 
services activity is already shrinking in 
the euro area and China, purchasing 
manager surveys indicate. We expect a 
difficult first half of 2023, with 
recessionary episodes in major 
economies including the US and Europe, 
and unemployment rising.

The Fed leads the inflation fight

The cause is of course persistently high 
inflation and the necessarily aggressive 
policy response. To date, the Federal 
Reserve (Fed) has been the most 
restrictive among major central banks, 
which have been frontloading rate hikes 
across the board to bring down demand. 
It has now delivered four straight 
75 basis point rate rises in successive 
meetings, its fastest tightening in four 
decades. In November, the Fed 
indicated a possible slowing ahead in 
this blistering pace. October inflation 
data then showed some encouraging 
signs of price pressures cooling, 
reinforcing the argument. We expect 
50 bps and then 25 bps increments 
going forward, with policy rates peaking 
around 5% in the first quarter of 2023. 

Of course, the trajectory of rates will 
depend heavily on the strength of the US 
labour market, which has proved very 

We expect 2023 to be a year  
of two distinct phases – a 

recession across major  
developed economies, followed 

by a pivot in the cycle that  
should presage a recovery

Samy Chaar, Chief Economist
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1. US inflation has started its descent
 US core Consumer Price Index (CPI): goods versus services

Source: Bloomberg

3. Countries’ external balances in better shape
 Current account – latest available versus global financial crisis/EU sovereign crisis level

Sources: National statistics agencies, Lombard Odier

2. Inflation will take time to normalise
 US inflation trajectory with oil at USD 90/bbl – Lombard Odier (LO) and consensus expectations

Sources: Bloomberg, Lombard Odier 
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warned of lessons learnt from previous premature cuts, most 
notably in the 1970s.

Of course, inflationary and economic drivers differ elsewhere 
in the world. Europe is braced for a tough winter as it battles 
to diversify energy supplies from Russia, and tackle high 
inflation largely driven by energy and food costs and the 
effects of a tragic war on its doorstep. With gas reserves now 
largely full, we think a worst-case scenario – severe energy 
rationing, blackouts, fierce protection of national supplies – 
can be avoided this winter if mild weather continues, but 
securing alternative energy sources could pose more of a 
problem in 2023. We expect weaker demand to see interest 
rates in Europe peak lower than in the US, at around 2.25% 
in early 2023, and growth to reach just 0.4% for the full year, 
supported by a growing fiscal response to the energy crisis. At 
the same time, Europe’s energy resilience – and transition to 
greener supplies – is increasing.

China – a gradual reopening 

Meanwhile in China, the hit to growth has fallen largely in 
2022, when we expect the economy to expand at its slowest 
rate since the 1980s (stripping out 2020’s Covid pace) given 
tough ‘zero Covid’ restrictions. After early signs of these 
restrictions lifting in mid-November, we expect a gradual 
reopening to continue in 2023 (see chart 4, page 06), 
providing a material fillip not just domestically, but to the 
broader global economy and trade. Central banks in China 
and Japan are also going against the global tightening flow, 
helping the world avoid a deeper recession. We expect 
ongoing Chinese monetary and fiscal stimulus in 2023 to 
continue supporting both the transition to fewer Covid 
restrictions, and the ailing property sector, which has badly 
damaged consumption and local government revenues to 
date. 

Emerging markets face additional headwinds in 2023, from 
rates that started rising much earlier than in the developed 
world – and are now cumulatively much higher – and a 
stronger dollar. High food and energy costs, tightening global 
liquidity, exported US inflation and higher dollar-
denominated debt burdens – not to mention the ever-
mounting costs from climate change – are inflicting pain on 
some of the world’s most vulnerable populations. The 
International Monetary Fund (IMF) estimates that over half 
of low-income countries are either in or at high risk of debt 
distress. The story is brighter in bigger middle-income 
countries such as Thailand, India and Indonesia, where 2023 
growth looks set to outpace more developed world 
counterparts. Large foreign currency reserves, deeper local 
financial markets and stronger current account dynamics 
have also made many such economies more resilient than in 
past downturns.

This is not 2008

It is also worth noting that we do not expect this recession to 
spark another global financial crisis-type event. The current 
downturn is being driven by a fall in private investment – e.g. 
housing and construction – more than a collapse in 
consumption, which is the more frequent recessionary driver. 
The ultimate source of risk would be financial risk emerging 
from the household sector, as it did in 2008-2009. Yet 
consumer spending, particularly in the US, is holding up 
better than expected. Pandemic-era savings – while fast 
being eroded – are still providing a form of buffer in much of 
the developed world. Companies have excess cash and banks 
have cleaner balance sheets – a pattern replicated in large at a 
country level (see chart 3, page 04). A cyclical recession that 
follows rate rises looks easier to recover from than one 
caused by structural imbalances that take years to repair. 
Once tighter financial conditions have reduced demand, we 
expect the economy and labour markets to begin to recover 
in the second half.

Of course, there are significant caveats. Other sources of risk 
abound. Geopolitics, including an escalation of the Russia/
Ukraine war, or of US-China tensions, is a major concern and 
potent source of market volatility. Property markets look set 
for a marked downturn across developed economies, 
although persistent housing shortages will put a floor under 
prices in many places. Strained liquidity could expose market 
vulnerabilities or hidden leverage in financial systems, such 
as the problems seen at UK pension funds as gilt yields 
spiked in September. We are monitoring key indicators 
closely, from corporate sector debt servicing to leveraged 
loans and capital adequacy metrics. But in the absence of 
such ‘Black Swan’ events, or a more severe downturn caused 
by Fed overtightening, we expect the process of economic 
recovery to begin in the second half of 2023, and the 
potential for a US rate cut in the final months of the year. 
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Q4 2022 – Q2/Q3 2023 Q2/Q3 2023 (before another flu season)

Change in the official narrative
• Official rhetoric change on the severity of Covid threat 
• National People’s Congress (March 2023) likely to provide a decisive shift
• Steady adjustments at local levels and social media campaigns

Accelerating the reopening
• End of mass-testing regime
• Minimally invasive testing/tracing/isolation protocols
• End of area-based lockdown measures
• End of domestic mobility restrictions
• End of quarantine requirements for in-bound travellers
• Significant Covid deaths (like other reopening cases)

Vaccine and treatment approvals and administration
• Possible emergency use approval for domestic & foreign vaccines/drugs
• Production launch/cold chain logistics preparations/stock building efforts
• Booster shot campaigns raise elderly population vaccination rate

Healthcare system preparations
• New protocols for Covid treatment, training of doctors and nurses
• Expansion of intensive care unit beds, treatment facilities
• Avoidance of northern hemisphere flu season (November ~ March)

Macroeconomic policy offsets before accelerated reopening
• Fiscal & monetary support, macroprudential easing (especially real estate sector)

4. Easing of China’s Covid restrictions – projected timeline
 

Source: Lombard Odier
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5. Labour market still too tight, but clearly cooling off
 Monthly new payrolls (in thousands)

Sources: US Bureau of Labor Statistics,  
Lombard Odier calculations

6. Wage growth has started to decelerate
 Average hourly earnings growth (in %)
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The October consumer price index (CPI) gave fairly broad 
evidence of decelerating price pressures. After substantial 
tightening by the Federal Reserve (Fed), the critical question 
for investors now is how long it will take for inflation to 
normalise. 

The primary driver of inflation remains excess demand in the 
economy and a tight labour market. With clear signs of 
overheating, and wage growth far above levels consistent 
with the Fed’s 2% inflation target, most indicators are still 
flashing red. Still, they are heading in the right direction. 
Unemployment rose slightly in October, from near-historic 
lows. The pace of job creation, while still above that needed 
to keep pace with population growth, has decelerated 
significantly (see chart 5). Crucially, a similar trend is evident 
in wage growth, with a notable deceleration from the 
beginning of the year (see chart 6).

United States
How high will the Fed go?

Key takeaways
· With signs that price pressures may finally be easing, 

the strength of the labour market will be key for the 
Fed’s inflation fight

· An expected slower pace of rate hikes from December 
onwards reduces the chances of a policy mistake

· Alongside peak rates of around 5% in early 2023 we 
expect a recession, but with a likely second-half 
rebound, given an absence of major structural 
imbalances in the economy. 

For most of 2022, market participants had to revise their rate 
hike expectations up, both in pace and scale. Under pressure 
from persistently high inflation and having started its 
tightening process late, the Fed was compelled to raise rates 
in chunky 75 bp increments. Investors’ key concern was that 
inflation would take time to slow, and policy could get overly 
tight very quickly. Yet at its November meeting, the Fed 
signalled a change in its approach, suggesting a slower pace 
going forward. October inflation data also reinforced the 
argument for a slower pace of hikes from December. With 
more time and data to better assess their impact, we are 
more confident now that a policy mistake can be avoided.

Even with a slower pace, a policy rate likely to hit 5% in early 
2023 is still a material tightening of financial conditions. It 
will most likely result in a first half recession, with 
unemployment rising to around 5%. Yet despite the hardship 
inflicted, we see this as an adjustment with limited long-term 
impact. Unlike a financial crisis, necessitating a protracted 
period of balance sheet repair, the scarring effects of such a 
‘cyclical’ recession are likely to be few. Once excess demand 
has been curbed, the economy can start growing again, 
supported by healthy balance sheets, a strong labour market, 
falling inflation and a more neutral policy stance. This points 
to a limited second-half rebound, helping growth reach 0.7% 
for the full year.

Bill Papadakis, Macro Strategist
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7. Shielding households from the energy shock
 Government support measures per country, in % of GDP

8. Electricity prices falling from their recent peaks
 Baseload electricity prices, 1-year forward (EUR/Megawatt hour)

Sources: Bloomberg, Lombard OdierSources: Bruegel, IMF, Lombard Odier
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The cut-off of Russian gas supplies has resulted in extremely 
sharp increases for European gas and electricity prices, giving 
rise to concerns about a full-blown energy crisis this winter. 
As a large energy importer, Europe has suffered a severe loss 
of real purchasing power that has hit consumers and 
businesses hard, and may result in a current account deficit in 
the coming quarters, after years of strong surpluses. The scale 
of the shock is hard to understate.

So far, governments have announced measures amounting to 
several percentage points’ worth of GDP to shield households 
and companies (see chart 7). Most importantly, they have 
taken action to ensure sufficient gas supplies and avert the 
risk of large outages and rationing, bringing gas and 
electricity prices down significantly (see chart 8). A 
combination of quicker-than-expected build-up of gas 
storage, mild autumn weather, infrastructure improvements, 
and reduced consumption have meaningfully reduced the 
risk of worst-case scenarios materialising. 

Europe
Dark winter likely avoided; recession not

Key takeaways
· Europe is confronting an energy shock from drastic 

cuts to Russian supplies and sharp increases in gas 
prices

· With demand suffering and few signs of labour market 
overheating, the need for interest rate hikes is 
significantly smaller than in the US or UK

· A combination of higher rates and the energy crisis will 
still have a material impact on demand.

Still, here has been a significant cost, and risks remain: 
further supply cuts/disruptions, sabotage, or a winter cold 
snap. Recession looks unavoidable, and we expect little 
growth in 2023. Winter 2023/2024 may prove even more 
difficult, as the re-building of gas storage will have to start 
without any Russian gas inflows. But ongoing energy 
diversification efforts, infrastructure improvements, e.g. for 
liquefied natural gas storage, and consumption cuts have all 
enhanced the outlook. 

Perhaps the biggest difference between our forecasts and the 
market consensus is the extent of policy tightening the 
European Central Bank (ECB) is likely to deliver. Damage to 
demand, no signs of labour market overheating – wage 
growth is less than half that in the US or UK – all point to a 
lower peak for rates, despite higher inflation than in the US, 
amid higher food and energy costs.  

Still, the ECB has the difficult task of managing expectations, 
given fears that the longer inflation persists (and the higher it 
gets), the more likely they are to drift up. Policymakers also 
seem to have shifted their thinking on the level of interest 
rates that is neutral for growth, to 1-2%. We think 2% is 
probably slightly restrictive: pre-pandemic, rates were 
at -0.50% for years and inflation failed to rise towards the 
ECB’s 2% target. We expect rates to rise from the current 
1.5% to 2.25% in early 2023, and note that the risk of a 
policy mistake should not be underestimated.

Bill Papadakis, Macro Strategist
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The Swiss economy is still showing solid fundamentals. We 
forecast GDP growth of around 2% in 2022, falling to 1.0% 
in 2023. Switzerland is much less dependent on imported 
energy than many European countries, which has in turn kept 
inflation lower. It also benefits from very robust balance of 
payment dynamics. 

However, the small, open economy is not immune to high 
energy prices and weakening global (and particularly 
eurozone) demand. Some households might have to 
compensate for high energy prices and/or rising mortgage 
costs by cutting some other spending. Though the tight 
labour market should prevent an outright recession, and 
some Covid-era savings remain, the risks of a deceleration in 
private consumption remain high. 

The headline inflation rate declined to 3% in October, or 
1.8% stripping out food and energy. Upward pressure on the 
Swiss franc has helped contain price pressures, and we 
believe the Swiss National Bank (SNB) will be willing to keep 
the franc strong in 2023. A more favourable inflation outlook 

Switzerland
Watching for weakness
Samy Chaar, Chief Economist

will allow it to raise interest rates less than many other 
developed-market central banks. We expect two more 50 bps 
rate hikes to take the key rate to 1.5% in the first quarter. The 
hiking cycle is likely to pause thereafter and be followed by a 
dovish shift in policy stance (less aggressive on controlling 
inflation) in the second half.

While many Swiss businesses are weathering a strong franc 
and rising interest rates, risks could surface elsewhere. A 
quarter of Swiss mortgages are being rolled over in the 
coming quarters; approaching half in total over the coming 
eighteen months (see chart 9). The hit to households could be 
meaningful, given sizeable levels of mortgage debt and the 
fact that rates have been low or negative for over a decade.

Meanwhile, the SNB stands to book its largest annual loss on 
record in 2022, following falls in the value of its foreign asset 
holdings (see chart 10). The bank traditionally distributes 
profits to the Confederation and the cantons; a failure to do so 
now could have potentially damaging fiscal and political 
consequences. 

Elsewhere, however, risks have potentially improved: 
Switzerland and the EU have been at odds over an accord to 
simplify relations since Switzerland abandoned talks in May 
2021. In November, however, the chief Swiss negotiator said 
the pair were now willing to open discussions on a new series 
of bilateral treaties instead.

Key takeaways
· The Swiss economy will slow significantly in 2023, but 

we do not expect outright recession
· A more favourable inflation outlook will allow the 

Swiss National Bank (SNB) to raise interest rates less 
than other advanced-economy central banks

· Risks could nevertheless surface in the mortgage 
market, or as a result of a rare loss booked by the SNB.
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11. Inflation shows signs both of a European energy shock and American overheating
 Headline inflation in euro area, UK, and US by category (YoY in %)

Headline inflation US CPI headlineOther goodsEnergyFoodServices

UK US Euro area

CPI inflation PCE inflation

The UK economy contracted in the third quarter, and we 
think this is likely to continue in the quarters ahead. The 
squeeze in real incomes, combined with increasingly tighter 
monetary policy and sharply deteriorating consumer 
confidence, suggests a recession is already underway and is 
likely to be protracted.

The Bank of England (BoE) is faced with complicated 
questions. The energy shock is a critical part of the UK 
inflation story (as in continental Europe, and in contrast to 
the US). The Energy Price Guarantee will help limit the hit to 
households, at least until April 2023 when support becomes 
less generous. But the inflationary shock is broader than this: 
domestically-driven price pressures are also elevated, and 
have shown few signs of abating (see chart 11). Private sector 
pay growth currently exceeds 6% and given signs of tightness 
in the labour market – unemployment of 3.6% is near a 
record low, vacancies are near record highs and economic 
inactivity has risen – it may well accelerate further near term. 

United Kingdom
The worst of both worlds?

Key takeaways
· The UK economy is suffering from a large energy 

shock, as well as significant domestically-driven 
inflationary pressures

· An extremely tight labour market is forcing the Bank of 
England to tighten policy into a likely recession

· After reversing most of the recent tax cuts, the 
Chancellor has announced a huge fiscal consolidation, 
worsening the outlook for growth.

We think that the combination of higher energy prices and 
strong wage growth that has pushed inflation above 10% will 
force the BoE to raise interest rates above 4%. Given the 
relative prevalence of variable-rate mortgages (and those on 
a fixed rate coming up for renewal), the impact on household 
incomes, and of course on housing activity, will be material. 
The UK economy will thus face a challenging economic 
environment for most of 2023, and the recession is only 
likely to accelerate as the full impact of monetary policy 
tightening and higher energy bills is felt by consumers. 

An additional challenge for the economy has been the 
volatility caused by large fiscal policy surprises. After 
October’s change of first Chancellor and then Prime 
Minister, most tax-cutting measures announced by the 
previous government have now been reversed and new 
Chancellor Jeremy Hunt has responded to the sizeable fiscal 
hole with a range of tightening measures. The largest 
tax-raising effort in 30 years, barring the pandemic, will be 
an additional strain on the UK’s medium-term growth 
prospects. However, many measures are scheduled to take 
effect in 2024 and beyond, curbing their short-term impact.

Bill Papadakis, Macro Strategist
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13. Finance Ministry has room to defend the yen for a while
 Japan’s foreign currency reserves, USD billion

Sources: Bloomberg, Lombard Odier

12. Inflation to hover above 2% despite energy subsidies
 Headline inflation, % YoY

Sources: Bloomberg, Lombard Odier
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Japan’s economy has a chance to outperform almost all of its 
developed market peers in 2023. The reopening boom that 
lifted private sector consumption in Q3 2022 should 
generate two or three more quarters of high growth. The 
resumption of tourist visits over the winter holidays should 
also help at the margin. Growth in business investment will 
likely remain solid, as manufacturers’ high profit margins, an 
extremely competitive currency, and supply chain 
diversification away from China spur more long-term 
capacity building. We expect 1.6% growth for 2023, even 
after factoring in the drag from US and European downturns.

The newly approved supplementary budget supports our 
benign outlook, with fresh household energy price subsidies, 
industry support, and other pro-growth measures. Some 
commitments will either be disbursed over many years or 
carried forward without being spent, but energy and fuel 
subsidies will start in January. We believe these will boost 
2023 growth by one percentage point and lower inflation by 
the same amount. Although they arguably increase energy 

Japan
Unexpected outperformer in 2023

Key takeaways
· We believe Japan’s economy will outperform its 

developed market peers in 2023, due to ongoing 
reopening momentum and fiscal support

· New household energy subsidies will lower headline 
inflation temporarily, but we expect it to hover above the 
Bank of Japan’s 2% target for much of the year

· The bank is still likely to shift its policy to a more neutral 
setting. Yen defence will also continue in the near term.

import demand, a multi-year plan to restart seven idled 
nuclear reactors should alleviate pressures somewhat. 

We expect inflation to hover above the Bank of Japan’s (BoJ) 
2% target for much of 2023, even with the temporary 
relief from new energy subsidies (see chart 12), which will 
merely offset anticipated retail price hikes. A healthy 
labour market will nudge wages higher and keep upward 
pressure on the broader services sector. Many businesses 
are opportunistically raising prices. 

Markets have relied on BoJ Governor Haruhiko Kuroda’s 
insistence on waiting for inflation overshooting and 3% wage 
growth before any meaningful hawkish shift, but his 
April 2023 retirement paves the way for less policy 
accommodation. The bank’s defence of 0.25% yields on 
10-year Japanese government bonds tends to be pro-cyclical 
and inconsistent with government interventions to support 
the yen. We thus suspect that the BoJ will eventually widen 
the yield target or change the target tenor (e.g. to 5-year 
bonds). Meanwhile, the Ministry of Finance will continue to 
spend its currency reserves – with more than USD 1 trillion of 
deposits and securities at its disposal (see chart 13) – to 
defend the yen and address voters’ discontent with its 
dramatic decline.

Homin Lee, Macro Strategist
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15. PBoC bringing out a potent direct lending tool
 Pledged PSL, monthly net change in billion yuan

Sources: CEIC, Lombard Odier

14. Gradualism motivated by other reopening cases in Asia
 Year-to-date 2022 Covid deaths per million

Sources: Our World in Data, Lombard Odier
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Despite some recent easing of restrictions, China continues 
to pay significant economic costs for its ‘zero Covid’ policies, 
which include high frequency testing, local lockdowns and 
quarantines for travellers. Foreign business investment into 
China is weakening due to worries about perennial 
disruptions for workers and logistics. Fiscal resources are 
diverted to virus containment efforts instead of investments 
in key strategic sectors. A darkening export outlook will also 
require stronger domestic demand. In light of all this, we 
think China’s leadership will soon amend its course.

We still see gradualism guiding the reopening process, with 
the second half of 2023 the likelier window for meaningful 
reversals of various Covid restrictions. President Xi Jinping’s 
rhetoric during the Chinese Communist Party’s October 
Congress did not signal a clear change from the official 
narrative. Such a shift will be necessary for public health 
policy adjustments that will likely lead to around 730,000 to 
two million excess Covid deaths if the reopening experiences 

China
Gradual but inevitable reopening

Key takeaways
· China’s 2023 outlook depends heavily on its reopening 

prospects
· Gradualism will continue to guide the reopening process. 

Permanent reductions in Covid restrictions are likely in 
the second half of 2023; in this scenario we expect 4% 
full-year growth 

· Macroeconomic policy will remain accommodative as 
long as this major – and potentially volatile – transition is 
in progress.

of Hong Kong or Taiwan are any guide (see chart 14). The 
authorities could tread carefully until a new booster shot 
campaign ensures a degree of protection for the country’s 
older population. We expect more reopening guidance 
around the National People’s Congress in March 2023 and 
permanent reversals in testing and quarantine requirements 
three to six months thereafter. Restrictions could even 
become more stringent if Covid cases jump this winter. 

Consequently, we are pencilling in 4% growth and low 2% 
inflation for China in 2023. This will be a much better 
outcome than other key economies’ expected growth, but it 
represents a downgrade from our earlier forecast. We note 
that Beijing retains complete discretion to quicken its 
reopening through vaccine approvals (especially foreign 
vaccines) or boost business sector activities by reversing 
some of its regulatory crackdowns. Macroeconomic policies 
will remain accommodative during this transition. We see 
continued fiscal stimulus worth around 2-3% of GDP in 
2023. 

The People’s Bank of China (PBoC) will remain one of the 
few doves among key central banks, and may lower onshore 
benchmark rates further. It has recently resumed a potent 
direct lending scheme called pledged supplementary lending 
(PSL) that proved highly effective for housing market 
stabilisation between 2016 and 2017 (see chart 15). If the 
reopening path proves rocky, we believe the authorities will 
not hesitate to strengthen such easing measures to limit 
downside risks.

Homin Lee, Macro Strategist 
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16. Growth deceleration likely in all key regions
 Forecast real GDP growth, MSCI EM constituents, %, PPP* 

weighted

17. Policy rates will peak in 2023
 Policy rate by key regions, PPP weighted averages, %

Sources: Bloomberg, Lombard OdierSources: Bloomberg, Lombard Odier

Note: Gulf states and Egypt are omitted as they have currency 
driven frameworks
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Emerging markets (EM) will see growth decelerate in 2023, 
due to softening global trade and rising interest rates. 
Although China’s reopening will provide an offsetting boost 
over the year, we expect global trade to struggle in early 
2023, as consumers in North America and Europe tighten 
their purse strings amid sharp falls in net wealth and real 
wages. Recent rate hikes will also pressure EM consumers 
and businesses, constraining domestic demand. Individual 
economies’ performance will vary substantially. China, 
Thailand and Indonesia should be able to buck this trend, 
while Latin America as well as Europe, Middle East, and 
Africa (EMEA) will suffer a marked slowdown (see chart 16). 

The silver lining of softening demand will be stabilising 
inflation. Barring unexpected commodity market 
disruptions, most EMs will see headline inflation moderate 
significantly from 2022’s very high levels. Although inflation 
might not fall to targeted levels for most regions, except 

Emerging markets ex-China
Decelerating growth, calming policy outlook

Key takeaways
· Emerging markets will experience growth deceleration 

in 2023. Emerging Asia will outperform other regions 
substantially thanks to South Asia’s resilience

· The policy outlook will stabilise as softening inflation 
leads to the end of rate hikes for key economies in the 
first half. Rate cuts will accelerate in Latin America

· Imbalances between emerging markets will narrow, with 
energy related shocks subsiding and chronic deficit 
countries undergoing slowdowns.

some pockets of emerging Asia, a weaker outlook will 
eventually see EM central banks either pause or reverse rate 
hikes after mid-2023, in rough synchrony with the Federal 
Reserve (see chart 17). This will likely help EMs maintain 
positive full year growth, despite well-known headwinds.  

Their prospects will depend heavily on three key factors: 
China’s reopening speed, a dovish Fed ‘pivot’, and energy 
and food price developments. Our current base case assumes 
a relatively gradual change in China’s public health policy, a 
degree of uncertainty on Fed policy in the next few months, 
and more range-bound movements in energy and food 
prices. A blue sky scenario of substantially stronger EM 
growth would require a much faster Chinese reopening, an 
imminent dovish Fed pivot (and reversal in dollar strength), 
or a thawing of geopolitical risks that leads to sharply lower 
energy and food prices.

While the expected EM slowdown will damage prospects for 
individuals and businesses, we expect key economies to 
continue to avoid disruptive financial accidents. External 
economic imbalances will likely narrow somewhat in 2023, 
and intermittent episodes of capital outflows and currency 
market volatility have not unsettled banking systems as they 
did in the past. While relatively fragile economies with high 
deficits will face pressures, we believe that economic 
adjustment in 2023 will prove manageable if not painless for 
many key emerging markets. 

Homin Lee, Macro Strategist 
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Asset allocation

We went into 2022 with the expectation 
that growth would slow somewhat from 
exceptionally high levels and that 
inflation was being led by mostly 
temporary post-pandemic supply 
constraints in the context of very strong 
demand. These elements were 
consistent with the start of gradual 
monetary policy normalisation, with 
market consensus at the beginning of 
the year pricing in three interest rate 
hikes by the Federal Reserve in 2022. 
Corporate earnings were strong and 
margins solid despite the hiccups to 
production. 

This view was challenged as the year 
progressed. Russia’s invasion of Ukraine 
and China’s commitment to its zero-
Covid policy contributed to the souring 
of sentiment, feeding concerns about 
slower global growth and stickier 
inflation. With inflation surprising on 
the upside, central banks made reining it 
in their top priority, even at the expense 
of growth, responding with the sharpest 
monetary tightening cycle since the 
1980s.

The elusive monetary policy pivot has 
kept nominal and real interest rates on a 
steep upward path, with implications 
across a range of assets. Both equity and 
fixed income markets suffered in 
tandem in 2022 – something seen only 
in three instances since the 1920s (see 
charts 18 and 19, page 20). As 
macroeconomic conditions deteriorated 
throughout the year, we gradually 
lowered portfolio risk to defensive levels 
(see chart 20, page 20). The negative 
feedback loop between persistent 
inflation, higher interest rates, slowing 

growth and geopolitical risk has kept risk 
assets under pressure and market 
volatility elevated, leading us to 
maintain a prudent investment strategy.

Looking for a turning point

In the short term, synchronised 
monetary policy tightening amidst a 
global downturn translates into an 
unfavourable set-up for risk assets, and 
helps explain the self-limiting relief 
rallies we have seen so far. Looking 
further ahead, the first phase of 2023 
should see the final leg in the upside to 
rates and in the downside to growth. 
Stabilisation, and eventually, a recovery 
to a new bull market should follow. 

For now, major equity markets have 
seen double digit falls, sentiment is 
weak and valuations have improved to 
more compelling levels, albeit only 
slightly below long-term averages (see 
charts 21 and 22, pages 20 and 22). The 
fall in multiples mostly reflects the sharp 
increase in the cost of capital, and we 
believe this negative influence should 
recede from here. However, while 
earnings growth has remained robust 
this year even amid macroeconomic 
headwinds, it has come under heavy 
pressure in recent months, and this 
remains a bigger concern for us (see 
chart 23, page 22).

Economic recessions typically see 
earnings per share (EPS) estimates fall 
by 15-20%. Equity analysts’ consensus 
forecast is still for 4% earnings growth 
for the S&P 500 in 2023, whereas we 
believe a 6% fall is a more likely 
outcome. Adjustments to forward 
earnings are underway, with 2023 EPS 

Asset allocation – The point of new returns

We think 2023 will see  
the next stage of asset class 

repricing, following a peak in 
inflation that allows central  

banks to slow, then pause rate 
hikes; we do not foresee rate  

cuts before late 2023. 

An upcoming pause in monetary 
tightening should see sovereign 
bond yields peak soon, offering 
an  improved risk reward profile 

for high quality fixed income,  
and later for high yield, once 

recession risks are priced  
into spreads. 

Valuations for riskier assets, 
notably equities, have become 
more attractive, but are not yet 
cheap in the broader sense, as 
earnings downgrades unfold.  

We see better prospects  
ahead in 2023.

Christian Abuide, Head of Asset Allocation
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18. Total returns by asset class
 H1 and H2 to date

H2 2022

H1 2022

Sources: Bloomberg, Lombard Odier

Global Listed 
Infrastructure

Swiss Real 
Estate

GoldCommoditiesEmerging 
Equities

EM 
Aggregate 

(USD)

Global 
Corporate 
Bonds - 

 Hedged in 
USD

Cash Bloomberg  
Dollar Index

Hedge 
Funds

Global 
Equities

Global High 
Yield

Global 
Sovereign 
Bonds - 

 Hedged in 
USD

21. Sentiment towards equities remains depressed
 A good medium term contrarian indicator outside of recessions

Sources: Bloomberg, American Assocation of Individual Investors, Lombard Odier calculations

19. Concurrent losses in fixed income and equities
 A rare event, suggesting more balanced markets in 2023

Source: Bloomberg

AAII US investor sentiment, net bullish, 
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20. Marked deterioration in the developed market (DM) 
growth-inflation mix

 This accelerated after Russia's invasion of Ukraine in late February
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Sources: Morningstar Direct, Ibbotson
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estimates cut by 5% since June, and likely have further to go. 
We thus remain cautious on equities for now, favouring value 
and quality stocks and the healthcare and energy sectors. 

An improvement in the outlook for inflation, rates and 
growth becomes more likely as we progress in 2023, and 
would lead us to adopt a more positive stance. As inflation 
and the threat of higher rates fade, so will their impact on 
stock valuations. Easing financial conditions will help 
improve investor sentiment and in turn, expand price-to-
earnings ratios. By mid-2023, earnings and sales 
expectations will have been cut, and markets will start to 
focus on recovery prospects. That will present opportunities 
to add exposure to cyclical and growth names.

Finally, we believe the trend of Chinese equities 
underperforming their emerging market peers could reverse 
if – as we expect – Chinese authorities gradually relax Covid 
restrictions in 2023, or unleash more forceful policy 
stimulus. We also note that China is among only a handful of 
countries to be easing rather than tightening financial 
conditions. At current levels, risks around Chinese equities 
may be skewed to the upside.

Bonds becoming more attractive

Fixed income dynamics are tricky in that inflation has 
driven base rates higher and risk assets lower, a departure 
from trends in recent cycles. As a result, while by this point 
we would normally expect to see 10-year yields falling, 
perhaps even aggressively, we have seen over 100 bps of rate 
increases in the last six months. We now think this repricing 
is well advanced, and that bonds are becoming more 
attractive (see chart 24, page 22).

In this context, US Treasuries, investment grade (IG) 
corporate bonds, floating rate notes and even cash can all 
play an important role in building an allocation that earns 
attractive risk-adjusted returns without unduly elevated 
interest rate duration risks (longer-term bonds are typically 
more sensitive to interest rate moves). 

In credit, our current defensive stance favours global IG over 
high yield (HY) at this point, as we believe spreads for the 
latter are not yet consistent with a recession scenario. That 
said, as we move into 2023, and these risks are priced in, 
rates stabilise and risk appetite increases, this segment will 
increasingly become more attractive than IG and sovereign 
bonds (see chart 25, page 22).

For their part, emerging market (EM) central banks started 
raising rates aggressively well ahead of their peers in 
developed markets (DM). Yet, EM bonds have suffered as 
much, if not more, than their DM counterparts. We keep a 
broadly neutral stance for now, along with a selectively 
positive view on Chinese currency-hedged bonds, as the 
positive arguments for rates are, in our opinion, negative for 
the yuan. Looking further ahead in 2023, emerging assets 

should rebound and emerging local currency debt look 
increasingly attractive. 

In currencies, the US dollar has been the unambiguous 
beneficiary of 2022 macroeconomic dynamics, from rising 
US interest rates to growing risk aversion. Some structural 
developments have contributed too. We think these trends 
can continue into 2023 before an eventual peak and turn in 
the dollar (see chart 26, page 23). At this point, we expect to 
add to positions in some cyclical G10 currencies as well as in 
selected EMs (e.g. the Japanese yen, euro, Australian dollar 
and Brazilian real). Until then, we remain overweight in both 
the dollar and the Swiss franc, both of which exhibit 
defensive characteristics and strong fundamentals. 

Commodities have been a standout performer in 2022 and 
an area of activity in portfolios, yet gold has seen mixed 
impulses from increased inflation and market uncertainty on 
the one hand, versus rising real interest rates and a strong 
dollar on the other. However, as we progress towards lower 
rates, a reopening China in 2023 and a weaker US dollar, we 
expect gold prices to rise and see us closing our current 
underweight position.

Meanwhile, real estate is perhaps the most obvious example 
of the financial pain inflicted by higher interest rates, but we 
think the asset class offers attractive return prospects and 
diversification benefits to investors with a long-term horizon. 
The increased volatility and dispersion of returns we are 
seeing in markets also offer opportunities for macro and 
trend-following hedge fund strategies. We continue to 
advise a higher-than-neutral allocation to these strategies 
both tactically and going into 2023.
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22. Global equity valuations have corrected to long term average levels
 And are still attractive versus bonds

Sources: Refinitiv, Lombard Odier calculations

24. Central banks’ inflation fight has kept yields under upward 
pressure

 We see this process as well advanced (all figures in %)

23. Slowing activity keeps corporate earnings under pressure
 Earnings downgrades could have further to go

Sources: Bloomberg, Citigroup, Lombard Odier calculations
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25. Risk-reward for global investment grade credit has 
improved sharply

 We prefer investment grade to high yield (all figures in %)

Global investment grade (l.h.s.*)

Global high yield (r.h.s.**)

Yield to worst - or the lowest 
possible yield that can be received 
without the bond defaulting
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26. Dollar driven higher by tighter global liquidity
 

Source: Bloomberg

Dollar index (% gap vs trend) 
(l.h.s.)

Global money supply YoY, 3-month lead 
(r.h.s. inverted)

Mid 2023

Commodities in focus

The past year has been very volatile for commodities, as is often the case at the end of a business cycle. On top of a 
post-Covid demand surge, volatility sources such as the Ukraine war, US rate rises and China’s zero Covid policy have 
played out against the background of the environmental transition, reshaping commodity markets short and long 
term.

Natural gas took centre stage after the Ukraine invasion, and as an increasingly crucial commodity in the energy 
transition. Its weight in the Bloomberg Commodity Index has doubled from 8% to 15% since February 2022 and is 
now the same as that of crude oil. Being twice as volatile as oil, it will likely keep commodities’ volatility structurally 
higher going forward. 

The recent fall in natural gas prices has been mitigated by a simultaneous rally in oil prices, after the Organization of 
the Petroleum Exporting Countries plus key non members (OPEC+) cut production meaningfully. We foresee Brent 
crude prices stabilising at USD 90-100/barrel in the first half of 2023, as Chinese demand partially offsets a 
slowdown in European and US consumption. If China continues to reopen as we expect in 2023, copper prices could 
also rise quite rapidly.  

For much of 2022, gold prices were caught between geopolitical and recession risks, which provided support, and real 
rates and a strong dollar, which argued for them being much lower. We expect prices to rise in 2023, amid lower rates, 
a weaker dollar, and a reopening China, and forecast an average of USD 1,900/oz in the first half. 
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27. A very difficult 2022
 Bloomberg US Treasury Total Return Index

Source: BloombergSource: Bloomberg

28. Spreads not yet consistent with recession risks
 Bloomberg Global HY Corporate Option Adjusted Spread Index
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We will remember 2022 as the worst year over the last 50 for 
the fixed income market1 (see chart 27). Central banks’ 
policies remain extremely hawkish, amid persistent 
inflationary pressures. However, tightening monetary 
conditions will lower demand, increase unemployment and 
finally weigh on economic growth; eventually this will bring 
inflation back down to a level where central banks will start 
to slow or even reverse rate hiking cycles. 

In sovereign bonds, our base case scenario assumes lower 
yields in 12 months (3.50% for 10-year US Treasuries and 
2.0% for 10-year German Bunds), despite room for an 
overshoot of current levels in the near term. Given better 
valuations and well-flagged recession risks, bonds are 
becoming more attractive in a portfolio context. We have 
therefore reduced our underweight, and plan to add to 
positions in future.

In credit, our defensive stance favours global investment 
grade (IG) over high yield (HY). We believe spreads for the 

1 as measured by the Bloomberg US Treasury Index.

Fixed income
Repricing continues – awaiting a pivot

Key takeaways
· We expect US and German 10-year yields to reverse 

course in 2023 as central banks respond to inflation 
coming under control

· In light of the expected upcoming recession, we favour 
investment grade credit at the expense of high yield

· We stay neutral on emerging markets but increase 
Chinese sovereign debt as we expect more stable rates.

latter are not yet consistent with a recession scenario: 
historically, HY spreads over Treasuries tend to overshoot by 
an average of around 800 basis points (bps) during periods of 
economic contraction2 (see chart 28). A further tightening of 
financial conditions will not be supportive for corporate 
credit profiles, as cash flows are likely to be challenged not 
only by higher funding costs, but also by lower margins from 
higher input costs and falling demand. In this context, we 
believe that HY bonds will be more vulnerable than IG in the 
coming months.

In China, the economy is experiencing its worst performance 
in decades, amid the authorities’ zero Covid policies and a 
global slowdown reducing demand for Chinese exports. We 
therefore believe that China’s central bank will keep an 
accommodative stance, in contrast to major central banks 
elsewhere in the world, which should in turn benefit Chinese 
government bonds. We recently increased our allocation to 
Chinese bonds on a currency-hedged basis, as the positive 
arguments for rates are, in our opinion, negative for the yuan.

In emerging markets, a deteriorating macro landscape, 
coupled with a strengthening US dollar, provide little 
support. That said, despite tighter external financing 
conditions, recession risks and geopolitical tensions, we 
believe that valuations already reflect fundamental 
weaknesses. We therefore maintain our neutral positioning 
and believe selectivity will be key to navigating this 
challenging environment.

2 as measured by the Bloomberg Global High Yield Corporate 
Option Adjusted Spread Index.

Cyril Caillault, Senior Portfolio Manager
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29. Equities have seen sharp falls in 2022
 Consistent with a further deterioration in activity

Source: Bloomberg

30. Higher real yields have triggered a decline in valuations
 Current real rates are a cap on equity valuations

US 10-year yield 
(inverted r.h.s. )

MSCI World forward P/E 
(l.h.s.)

MSCI World, YoY % 
change (r.h.s.)

ISM Manufacturing PMI 
(l.h.s.)

Paul Besanger, Portfolio Manager, and Christian Abuide, Head of Asset Allocation

Equity investors are having a painful 2022. Major markets 
have fallen 10-25% year to date. Rising recessionary fears 
are compounding high inflation, a prolonged war in Ukraine 
and investor deleveraging. This cycle is also unusual in that 
growth concerns and higher rates are weighing on markets 
simultaneously.

In this context, equity valuations have fallen, with forward 
price to earnings ratios down to 14.8x for global equities 
(MSCI World). This is only slightly below long-term averages, 
and reflects the powerful rise in nominal and real yields. Any 
substantive improvement from here would likely require 
confirmation of a peak in both inflation and rates.

While we expect this headwind to recede in the coming 
months, we are more concerned about an earnings recession. 
In the 15 instances since 1960 when the S&P 500 fell by 
more than 15%, it dropped by a median of 35% in the eight 
episodes that were accompanied by a recession, and by 19% 

Equities
Patience required

Key takeaways
· An improvement in equity valuations would likely 

require more clarity on where inflation and rates will 
peak

· Our base case scenario assumes lower earnings growth 
expectations for 2023, and lower expected multiples. 
We see this as consistent with S&P 500 levels of 
around 3,500 points in 12 months’ time

· In our current exposure, we favour quality and value 
stocks, as well as the energy and healthcare sectors. 

in the seven non-recessionary episodes. Viewed this way, this 
year’s maximum 25% peak-to-trough drawdown for the 
index looks more consistent with market expectations of a 
slowdown than a severe downturn.

Similarly, in economic recessions, earnings per share (EPS) 
estimates typically fall by 15-20%. Equity analysts’ 
consensus forecast is still for 4% earnings growth for the 
S&P 500 in 2023, whereas we believe a 6% fall is a more 
likely outcome. Adjustments to forward earnings 
expectations are underway (2023 EPS estimates have been 
cut by 5% since June), and we believe they have further to go. 

Our central scenario builds on this dual projection of lower 
2023 earnings and capped price multiples, leading to our 
expectation that the S&P 500 will be trading at around 3,500 
in 12 months’ time. We thus remain cautious on equities for 
now, and await an improvement in the growth/inflation/rates 
outlook before adopting a more positive stance. This will 
become more likely as 2023 advances. 
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31. Global liquidity trends suggest further euro decline 
against dollar

 

Sources: Bloomberg, Lombard OdierSources: Bloomberg, Lombard Odier

32. Slower global trade could see many currencies 
underperform the euro
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Our bearish stance on EURUSD worked well in 2022. Many 
of the drivers that led to the decline1 in the pair remain in 
place. The eurozone will continue to face a negative terms of 
trade shock, given its large dependence on Russian energy. 
While alternative supplies, ample gas storage and ongoing 
mild weather could see better sentiment towards the end of 
2022, the same problems will recur when rebuilding storage 
in 2023, this time with even lower Russian supply. Our global 
liquidity framework suggests that EURUSD can decline 
another 5% before the pair reaches a bottom (see chart 31). 
Sentiment indicators also suggest that we have not yet 
reached peak pessimism. Accordingly, we expect a bottom to 
be reached by mid-2023.

As market concerns shift from global inflation in 2022 to 
global recession in 2023, we believe many trade-sensitive 
currencies will fall even more than the euro. So far, in 2022, 
growth in global trade volumes has decelerated to a still 
decent 4.5% year-on-year (YoY), in line with historical 

1 EURUSD decline: euro weakens versus the US dollar

Currencies
Peak dollar more likely around mid-2023

Key takeaways
· Our call for a stronger US dollar has performed well 

and we may be approaching the end of the trend
· We believe dollar strength will peak in the second 

quarter of 2023 
· As concerns shift from inflation to recession, global 

trade-sensitive currencies, including the Chinese yuan 
and sterling, could underperform even the euro.

averages. However, further slowing is likely in 2023. 
Historically, this has resulted in currencies of smaller, more 
open economies depreciating (see chart 32). This includes 
the ‘higher risk’ developed market currencies, such as the 
pound sterling, Swedish krona and New Zealand dollar, but 
also several Asian currencies, including the Chinese yuan. 
Our new forecasts therefore reflect both sterling and yuan 
underperforming the euro. 

We expect both the Swiss franc and the Japanese yen to 
remain relatively unchanged against the US dollar. EURCHF 
has fallen below 1.0, in line with our long-standing view, but 
the decline has lost momentum in recent months. We think 
EURCHF will trail EURUSD. While USDCHF has rallied 
strongly recently, we believe it is unlikely to break higher, 
and more likely to remain in a 0.95 to 1.0 range. We assume 
that the Swiss National Bank will use currency interventions 
to support the franc, so as to contain imported inflationary 
pressures. As for USDJPY, while higher US yields could 
support the pair over Q1, we see a gradual decline over the 
second half of 2023. 

Kiran Kowshik, Global Currency Strategist
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