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If 2022 was the year of global central bank tightening, 2023 will be the year of differentiation for the world’s major economies. Last year, 
every major central bank, and most emerging market central banks, increased interest rates to stem higher inflation. In the coming year,  
it is highly likely that we will see some central banks continue to hike rates, others hold steady, and some even start easing policy. 

There are three main factors that will drive the different monetary policy responses: 1) the extent of tightening already done and the 
current level of real rates, 2) growth, and 3) fiscal policy.

Let’s use these three factors to examine where the major economies stand at the start of 2023, and the implications for their interest 
rates and currencies:

United States

Investors are grappling with three distinct scenarios—a recession induced by U.S. Federal Reserve (Fed) tightening, a regime of sticky 
inflation and tight policy, or a rapid ebbing of inflation pressure resulting in a soft landing. Our own view is that the single greatest driver of 
the inflation outlook is labor supply. A combination of worker shortages and high wages, driven in part by stubbornly low labor force 
participation, may propagate sticky inflation and high expectations for future prices, forcing the Fed to maintain tight monetary policy. 

Two other major components of inflation—goods and rents—have shown improvement. Official inflation data on rents incorporates the 
effect of new lease pricing only with a lag. Some alternative data sources, like Zillow, show a very rapid deceleration in rents. The 
consensus view widely expects rent normalization on this basis. Supply-chain conditions are far improved, and goods inventories are 
correcting. But we remain skeptical that goods inflation will return to outright deflation, given changes in global trade arrangements and 
consumer demand. 

But a major issue with respect to inflation is the extent to which it is being driven by aggregate supply deficiencies in the medium term. 
Fixing these deficiencies may require a period of higher inflation before the Fed’s preferred measure transitions back down to its 2% 
target. More specifically, the United States needs a larger stock of housing to ameliorate rent inflation. Additionally, real wages may need 
to remain high to induce people to return to the labor force and reverse the shortfall in participation. Lastly, it is hard to anticipate how 
global trade disagreements will impact goods supply in the future.
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  Key Points

• In the United States, major factors to watch in 2023 will be the behavior of key inflation inputs, especially labor costs, and 
how the Federal Reserve shapes its policy response.

• While Europe has managed to avoid a sharp economic downturn, it still must contend with the ongoing Russia-Ukraine 
conflict, continued uncertainty around energy prices, and the aftereffects of a massive economic stimulus effort.

• In China, economic growth looks set to reaccelerate after the lifting of “Zero-COVID” policies. A cyclical recovery in China 
will be a tailwind for select emerging market economies.

• Japan’s central bank is expected to step up the pace of monetary tightening in 2023.
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Figure 1. Fed and Market Rate Expectations are Far Apart

The implication is that if underlying inflation pressure is too high to allow central banks to ease but high enough to force them to tighten 
as growth accelerates, then we face a prolonged late-cycle environment. This suggests low returns and an orientation in favor of 
higher-quality carry. Investors also face risks associated with unanticipated financial shocks arising from asset classes that became too 
dependent on persistent ultra-low policy rates.

A bigger quandary faces the Fed in the medium term. It would not be unusual for a central bank to see high inflation expectations and 
tighten policy to create a recession strong enough to bring those inflation expectations down. But by doing so, the Fed faces social and 
political implications of a central-bank-induced deep downturn that comes on the heels of the two worst recessions since the Great 
Depression (2008 and 2020).

Amid the uncertainty of this wide range of outcomes, and the various pressures facing the Fed, the divergence between market and Fed 
expectations for Fed actions continue to grow. Every Fed governor expects the fed funds rate to be at least 50 bps higher at year-end 
than it was to begin the year—with a median expectation of 100 bps higher—yet the market is pricing in only 10 bps higher. 

Source: Bloomberg. FOMC = Federal Open Market Committee. Data as of 12/14/2022. The “dot plot” shows projections for the federal funds rate; each dot represents the view 
of a Fed policy maker for the rate’s target range at the end of each year shown. The federal funds market consists of domestic unsecured borrowings in U.S. dollars by depository 
institutions from other depository institutions and certain other entities, primarily government-sponsored enterprises. The forward rate is a fixed/float interest rate swap where the 
floating leg is computed using a published overnight index rate. The index rate is typically the rate for overnight unsecured lending between banks, for example, the federal funds 
rate for U.S. dollars. The historical data shown in the chart above are for illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett or any 
particular investment. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

Our own expectation is more in line with the Fed—we believe the U.S. central bank will hike a few more times (75-100 bps in total) in the 
first five months of the year, followed by an extended pause. After an aggressive 425 bps of hikes in 2022, real interest rates are positive 
and close to being in restrictive territory—if not there already. Inflation has likely peaked, and economic growth is slowing, providing room 
for the Fed to slow down the pace of hikes and eventually pause. However, growth has been much more resilient against higher rates 
than in previous cycles; labor markets remain very tight; and inflation is likely to be persistently higher than target (even as it declines), 
which does not leave much room for interest rate cuts this year. 

With U.S. yields remaining “higher for longer,” the U.S. dollar should not weaken too much. But the United States is no longer the only 
place in the developed world to earn positive yields, and with growth slowing, other currencies will have a chance to appreciate. 
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Europe

The European Central Bank (ECB) started hiking later than the Fed and has not yet started reducing its balance sheet. Growth, which 
was expected to slow sharply in the fourth quarter of 2022, has held up remarkably well. Consensus is catching up to the idea that the 
widely anticipated recession may be a mild one, and the warmer winter weather is helping to alleviate near-term energy concerns. That 
said, Europe still faces challenges. As 2023 begins, Europe contends with the largest military conflict in decades, an energy shock akin 
to the Arab oil embargo of the 1970s, and implementation of massive fiscal stimulus. For many months, European consumers have 
suffered a cost-of-living crisis from high energy prices. European industry is retooling, given a sea change in baseline input costs. The 
international trade environment is changing as the United States and China pursue more import substitution—solar energy production in 
the case of the U.S. and “dual circulation” in the case of China.

European governments have moved aggressively down the path of establishing measures to confront the multiple shocks battering the 
continent. Contrary to the monetary tightening of the ECB, euro-area governments have implemented fiscal stimulus to subsidize higher 
energy costs and support consumption. 

Although there are certainly many factors that can tip Europe into a worse recession, the major open concern for investors, as we see it, 
is that inflation may not fall as much as consensus expects by 2023. The asymmetrical impact of ECB policy will also become more 
apparent as the ECB heads into further restrictive territory for policy rates. The ECB will likely hike at least an additional 100-150 bps in 
2023 and will start quantitative tightening in March.

While in the United States, investor focus has shifted to recession risks and an anticipated Fed policy pivot, with inflation now expected 
to rapidly decline to pre-pandemic levels, markets in Europe will fixate on the evolution of inflation, which in Europe has recently been 
dominated by energy prices. A notable problem for Europe is that government policies will strongly impact the official measurement of 
inflation, making prognostication more difficult than usual. For example, France’s “energy shield” policies to mitigate energy price shocks 
for consumers and businesses may have reduced reported inflation by two percentage points or more.

In the most recent ECB meeting, central bankers surprised markets somewhat by guiding policy expectations toward higher interest 
rates. Markets currently expect a 3.5% terminal rate for the ECB. We think the ECB’s program of bond reinvestments will halt in the third 
quarter, and Germany’s yield curve will remain inverted. Wage pressures are increasing in Europe and represent another reason for 
concerted action from policymakers.

As a result of the above, a continuing theme for the ECB will be managing term-premium effects and the asymmetrical impact of its 
policy rates. Reducing the central bank’s balance sheet will somewhat alleviate collateral shortages, but there remains the threat of 
unwanted jumps in long-term interest rates. The ECB has designed, but never used, a facility to combat such movements if needed. 
Complicating matters for the ECB is that short-term rates do not affect all European countries in the same way. Each country starts with 
differing fiscal, financial, and housing conditions. The more the ECB heads into restrictive territory, the more these asymmetrical effects 
will rear their ugly head. 

Ultimately, this all means that the ECB is likely to remain hawkish on inflation risks. It is likely that the ECB will be tightening more than the 
Fed this year, which should support its currency. On the other hand, euro appreciation may be capped by concerns over the debt 
sustainability in the periphery countries, especially Italy, and by the continuation of war in Ukraine. Investors have feared the worst, and 
while the likelihood of some worst-case scenarios appears to be greatly reduced, Europe is likely to remain a source of uncertainty and 
volatility for the foreseeable future.

Meanwhile, the UK economy is perhaps the most challenging in developed markets. The inflation rate is already at a percentage well in 
the teens, driven not only by energy and food as in Europe, but also by wages, given the tight labor market. Growth has been weak, and 
it is probable that the economy is already in a recession. Following the political crisis in September and October, the new government will 
have to be fiscally conservative and will not be able to provide the same level of support as the European governments. In contrast to the 
continent, since fiscal policy will be tighter, monetary policy will need to be easier. While more hikes are priced in for the first quarter, some 
members from the Bank of England are already calling for a pause in hikes. With stagflation the most likely outcome for the UK, the 
pound is likely to struggle this year versus both the U.S. dollar and the euro.
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China

Policy changes in China are providing global investors with some level of economic counter-cyclicality, as growth in China should 
accelerate even as global GDP slows, but we think there are limits in the medium term.

Over the past year, China experienced slow growth and inflation due to strict “Zero-COVID” policy and a real estate slump. But now 
China’s leaders are revising policy in these areas, raising prospects for a cyclical upturn and a recovery in consumption back toward 
pre-COVID trends. Dismantling “Zero-COVID” policy will involve fits and starts due to the broad health impacts, but the end of pandemic-
era restrictions will ultimately improve consumption growth. Fostering consumption is essential given a continuing slump in real estate—a 
sector that will limp along even with recent renewed policy initiatives to reorganize construction activity and finance. 

A cyclical recovery in China will benefit selected emerging market countries, increase commodity prices and global inflation, and boost 
international trade. Consensus expectations for China are for roughly 5% GDP growth in 2023. However, we are concerned that several 
medium-term structural factors are less appreciated by consensus and will continue to keep China from posting truly stellar growth. 

Fostering healthy long-term growth in China requires focus on three areas. First, China faces a shrinking labor force due to demographic 
change, which requires increasing productivity or retirement-age reforms. Second, financial sector and fiscal reforms could foster better 
allocation of capital and avoid over-investment in certain areas of the economy, for example, infrastructure. Well-allocated investments 
will also increase productivity. Third, a key challenge is a stabilization of China’s relationship with the United States, evidenced most 
recently by new U.S. export controls on semiconductor manufacturing equipment. The Biden Administration’s new policy toward 
technology explicitly attempts to contain China’s technological development, risking the chance of retrenchment in China’s domestic 
policies and lower productivity growth.

We will be closely watching China’s economic policy developments as they tackle these three important drivers of their long-term growth.

Japan

Policy rates in Japan are still negative, and there was only a very small tightening of policy in the last two weeks of 2022, as the Bank of 
Japan (BOJ) widened its Yield Curve Control band around the 10-year government-bond yield by 25 bps. However, we think this was a 
step in the right direction, as inflation has finally risen above the central bank’s target. When the BOJ gets a new Governor in April, more 
tightening is expected, which could provide more lasting support to the yen. In addition, a slowdown in global growth and a stabilization 
in U.S. yields have historically been catalysts for appreciation of the yen versus the U.S. dollar. 
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Unless otherwise noted, all discussions are based on U.S. markets and U.S. 
monetary and fiscal policies.

References to fund yields are for informational purposes only and are not 
meant to represent any specific Lord Abbett bond fund or portfolio.

Asset allocation or diversification does not guarantee a profit or protect against 
loss in declining markets.

No investing strategy can overcome all market volatility or guarantee future results.

The value of investments and any income from them is not guaranteed and 
may fall as well as rise, and an investor may not get back the amount originally 
invested. Investment decisions should always be made based on an investor’s 
specific financial needs, objectives, goals, time horizon, and risk tolerance.

Market forecasts and projections are based on current market conditions and 
are subject to change without notice.

Projections should not be considered a guarantee.

Equity Investing Risks

The value of investments in equity securities will fluctuate in response to 
general economic conditions and to changes in the prospects of particular 
companies and/or sectors in the economy. While growth stocks are subject to 
the daily ups and downs of the stock market, their long-term potential as well 
as their volatility can be substantial. Value investing involves the risk that the 
market may not recognize that securities are undervalued, and they may not 
appreciate as anticipated. Smaller companies tend to be more volatile and 
less liquid than larger companies. Small cap companies may also have more 
limited product lines, markets, or financial resources and typically experience 
a higher risk of failure than large cap companies.

Fixed-Income Investing Risks

The value of investments in fixed-income securities will change as interest 
rates fluctuate and in response to market movements. Generally, when 
interest rates rise, the prices of debt securities fall, and when interest rates fall, 
prices generally rise. High yield securities, sometimes called junk bonds, carry 
increased risks of price volatility, illiquidity, and the possibility of default in the 
timely payment of interest and principal. Bonds may also be subject to other 
types of risk, such as call, credit, liquidity, and general market risks. Longer-
term debt securities are usually more sensitive to interest-rate changes; the 
longer the maturity of a security, the greater the effect a change in interest 
rates is likely to have on its price. 

The credit quality of fixed-income securities in a portfolio is assigned by a 
nationally recognized statistical rating organization (NRSRO), such as 
Standard & Poor’s, Moody’s, or Fitch, as an indication of an issuer’s 
creditworthiness. Ratings range from ‘AAA’ (highest) to ‘D’ (lowest). Bonds 
rated ‘BBB’ or above are considered investment grade. Credit ratings ‘BB’ 
and below are lower-rated securities (junk bonds). High-yielding, non-
investment-grade bonds (junk bonds) involve higher risks than investment-
grade bonds. Adverse conditions may affect the issuer’s ability to pay interest 
and principal on these securities.

Glossary & Index Definitions

The Bank of England (BoE) is the central bank of the United Kingdom. The 
BoE oversees monetary policy and issues currency. It also regulates banks, 
financial firms, and payment systems.

The Bank of Japan (BOJ) is the Japanese central bank responsible for 
issuing currency and implementing monetary policy.

A basis point (bp) is one one-hundredth of a percentage point.

The carry of an asset is the return obtained from holding it (if positive), or the 
cost of holding it (if negative).

The European Central Bank (ECB) is the central bank in charge of monetary 
policy for the 19 European Union members using the euro common currency.

The U.S. Federal Reserve (Fed) is the central bank of the United States. The 
federal funds (fed funds) rate is the target interest rate set by the Fed at 
which commercial banks borrow and lend their excess reserves to each other 
overnight.

Yield is the income returned on an investment, such as the interest received 
from holding a security. The yield is usually expressed as an annual percentage 
rate based on the investment’s cost, current market value, or face value. Yield 
to worst refers to the lesser of a bond’s (a) yield-to-maturity or (b) the lowest 
yield-to-call calculated on each scheduled call date.

This material may contain assumptions that are “forward-looking statements,” 
which are based on certain assumptions of future events. Actual events are 
difficult to predict and may differ from those assumed. There can be no 
assurance that forward-looking statements will materialize or that actual 
returns or results will not be materially different from those described here.

The views and opinions expressed are as of the date of publication, and do 
not necessarily represent the views of the firm as a whole. Any such views are 
subject to change at any time based upon market or other conditions, and 
Lord Abbett disclaims any responsibility to update such views. Lord Abbett 
cannot be responsible for any direct or incidental loss incurred by applying any 
of the information offered.

This material is provided for general and educational purposes only. It is not 
intended as an offer or solicitation for the purchase or sale of any financial 
instrument, or any Lord Abbett product or strategy. References to specific 
asset classes and financial markets are for illustrative purposes only and are 
not intended to be, and should not be interpreted as, recommendations or 
investment advice.

Please consult your investment professional for additional information 
concerning your specific situation.

This material is the copyright © 2023 of Lord, Abbett & Co. LLC. All Rights 
Reserved. 

Important Information for U.S. Investors

Lord Abbett mutual funds are distributed by Lord Abbett Distributor LLC.

FOR MORE INFORMATION ON ANY LORD ABBETT FUNDS, CONTACT 
YOUR INVESTMENT PROFESSIONAL OR LORD ABBETT DISTRIBUTOR 
LLC AT 888-522-2388, OR VISIT US AT LORDABBETT.COM FOR A 
PROSPECTUS, WHICH CONTAINS IMPORTANT INFORMATION ABOUT 
A FUND’S INVESTMENT GOALS, SALES CHARGES, EXPENSES AND 
RISKS THAT AN INVESTOR SHOULD CONSIDER AND READ CAREFULLY 
BEFORE INVESTING.

The municipal bond market may be impacted by unfavorable legislative or 
political developments and adverse changes in the financial conditions of 
state and municipal issuers or the federal government in case it provides 
financial support to the municipality. Income from the municipal bonds held 
could be declared taxable because of changes in tax laws. Certain sectors of 
the municipal bond market have special risks that can affect them more 
significantly than the market as a whole. Because many municipal instruments 
are issued to finance similar projects, conditions in these industries can 
significantly affect an investment. Income from municipal bonds may be 
subject to the alternative minimum tax. Federal, state, and local taxes may 
apply. Investments in Puerto Rico and other U.S. territories, commonwealths, 
and possessions may be affected by local, state, and regional factors. These 
may include, for example, economic or political developments, erosion of the 
tax base, and the possibility of credit problems.

The information provided is not directed at any investor or category of 
investors and is provided solely as general information about Lord Abbett’s 
products and services and to otherwise provide general investment education. 
None of the information provided should be regarded as a suggestion to 
engage in or refrain from any investment-related course of action as neither 
Lord Abbett nor its affiliates are undertaking to provide impartial investment 
advice, act as an impartial adviser, or give advice in a fiduciary capacity. If you 
are an individual retirement investor, contact your financial advisor or other 
fiduciary about whether any given investment idea, strategy, product or 
service may be appropriate for your circumstances.
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Important Information for non-U.S. Investors

Note to Switzerland Investors: In Switzerland, the Representative is ACOLIN 
Fund Services AG, Leutschenbachstrasse 50, CH-8050 Zurich, whilst the 
Paying Agent is Bank Vontobel Ltd., Gotthardstrasse 43, CH- 8022 Zurich. 
The prospectus, the key information documents or the key investor information 
documents, the instrument of incorporation, as well as the annual and semi-
annual reports may be obtained free of charge from the representative. In 
respect of the units offered in Switzerland, the place of performance is at the 
registered office of the representative. The place of jurisdiction shall be at the 
registered office of the representative or at the registered office or domicile of 
the investor.

Note to European Investors: This communication is issued in the United 
Kingdom and distributed throughout Europe by Lord Abbett UK Ltd., a Private 
Limited Company registered in England and Wales under company number 
10804287 with its registered office at Tallis House, 2 Tallis Street, Temple, 
London, United Kingdom, EC4Y 0AB. Lord Abbett UK Ltd (FRN 783356) is an 
Appointed Representative of Kroll Securities Limited (FRN 466588), which is 
authorised and regulated by the Financial Conduct Authority.

Lord Abbett (Middle East) Limited is authorised and regulated by the Dubai 
Financial Services Authority (“DFSA”). The entire content of this document is 
subject to copyright with all rights reserved. This research and the information 
contained herein may not be reproduced, distributed or transmitted in any 
jurisdiction or to any other person or incorporated in any way into another 
document or other material without our prior written consent. This document 
is directed at Professional Clients and not Retail Clients. Any other persons in 
receipt of this document must not rely upon or otherwise act upon it. This 
document is provided for informational purposes only. Nothing in this 
document should be construed as a solicitation or offer, or recommendation, 
to acquire or dispose of any investment or to engage in any other transaction. 
Nothing contained in this document constitutes an investment, an offer to 
invest, legal, tax or other advice or guidance and should be disregarded when 
considering or making investment decisions.


