An exceptional year

One for the ages, 2022 was a whirlwind year that shook
up economies and markets. What's in store for 2023?

At least once in every generation there is a year so
surprising that it humbles any human confidence in
predicting the future. Twenty Twenty-Two was ours.

Russia invaded Ukraine. The UK had a revolving door of
prime ministers. Energy and food prices soared.
Sino-American relations became frostier than ever.
Iranians rose up against their theocracy. Inflation roared
higher with interest rates climbing in pursuit.
Climate-fuelled floods, severe weather and wildfires
proliferated. The former Japanese Prime Minister was
assassinated with a hand-made gun. Elon Musk bought
Twitter. Monkeypox.

The last similarly crazy year to toll through time was
probably 1986. It also featured dramatic developments in
Ukraine: the meltdown of the Chernobyl reactor at Pripyat.
There was also the Challenger space shuttle tragedy.
Hampton Court burned. The London financial industry
was deregulated in the 'Big Bang'. America admitted it had
been selling weapons to Iran. South Africa was made a
pariah because of Apartheid. And the inner circle of hell,
the M25, was finished.

Nineteen Eighty-Six was much easier on investors,
however. American and UK stock markets both gained
about 20%. Last year, US stocks slumped 20% while British
stocks just broke even.

While the external forces working on markets were
remarkable, the market's reaction to them was not. For
example, ‘cyclical' companies underperformed ‘defensive’
ones as leading indicators of the global economy headed
south - just as they almost always do. As interest rates and
bond yields rose sharply, companies that historically do
relatively better in such a scenario, such as banks, did well.
Companies with long-term payoffs - what we call ‘growth’
companies - did much worse than so-called ‘value’
companies, whose cash flows tend to come rather sooner
and are therefore less sensitive to changes in interest rates.
As we start 2023, it's important to remember this lesson
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from 2022: the consequences of the unpredictable can be
quite predictable, so a focus on fundamental analysis can
still go a long way.

Back in the mid-1980s, interest rates were falling gradually;
last year, rates were sprinting higher. Interest rates rose
much, much more than anyone was expecting at the start
of 2022. A year ago, it was the prevailing belief that the
global economy couldn't cope with rates above 2% or so.
The US rate should be 5% by early next month and yet the
wheels haven't fallen off the real economy.

This is one of the most important questions for how
markets will fare in 2023: will the world’s major
economies fall into recession?

The UK s likely already in the midst of a downturn, along
with the Eurozone, because they are at the epicentre

of the energy crisis caused by the Ukraine war. While

the European recession shouldn't be very deep, it is
expected to be prolonged - especially in the UK, where

it may even last all year. The US is still holding up, but it
seems destined to slow over the coming 18 months as the
economic handbrake that is all those rate increases starts
to be felt. It takes anywhere between one and two years for
a rate movement to be felt by households and businesses.
That means only the first 25-basis-point increase of March
2022 has so far been meaningfully felt. There's a whole lot
more to come.

We think the US will slip into recession, albeit a reasonably
shallow one, but exactly when is too impossible to say.
There's a whole lot of economic data flashing warning
signs of recession, and the US Federal Reserve's hike fest
was the sharpest one-year increase in the benchmark US
interest rate since the early 1980s. Suffice to say, we are
keeping a close watch on economic developments across
the Atlantic.

Another crucial question for 2023: how long will central
banks continue to tighten their monetary policies?

The huge and aggressive jump in borrowing costs
upended market dynamics that reigned for more than
a decade: ultra-low interest rates pumped up the value
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of stocks and bonds to the point where they became
highly correlated. Because of this, they both slumped in
unison when rates rose, delivering the worst year for the
traditional 60% stocks/40% bonds diversified portfolio
since the 1930s. This was incredibly painful for many
investors, yet it does now mean that markets are much
closer to a more normal situation where the returns from
bonds and stocks are less alike.

That said, if rates continue to rise rapidly, bond prices

will fall further, stocks will sag and investors will endure
another turbulent year. We think there are more hikes

to come, but we could be approaching the point where
central bankers feel confident enough to pause and gauge
their effect. For this to happen though, they must believe
that they truly have inflation licked.

There's strong evidence that soaring goods prices,
especially food and energy, are now rapidly decelerating.
That's good news. But investors are, understandably, very
eager to see the back of sky-high inflation. Perhaps too
eager - many expect inflation to fall within reach of central
banks' 2% targets by the first half of this year. An awful lot
has to go right for that to come to pass. In the US, inflation
is still above 7%; in the UK, it's almost 11%; in Europe, it's
more than 9%. Meanwhile, salary expectations have lifted
considerably, which could put a floor under inflation at

a higher level than many hope. Added to that, China has
dumped its COVID-zero policy and reopened swiftly,
which will increase global demand significantly. A similar
increase in the production of Chinese goods is unlikely,
however, because exports continued despite the nation's
strict lockdowns. This rise in demand could also spur
inflation.

On the other hand, post-COVID bounces focus on the
consumer demand for services rather than goods, so
haircuts, cinema tickets and such, rather than new TVs.
Services are much less import-intensive and may not add
to global inflation pressures that much. China's economy

is also likely to be weighed down to some extent by a
protracted collapse in construction and a huge overhang of
unsold homes. Put simply, China adds to the uncertainty
and therefore the risk of more bumps along the way for the
global cost of living.

As 2023 dawns, most people expect another extremely
tough year. While falling, inflation is still very high,
squeezing everyone's living standards. The war between
Russia and Ukraine grinds on, complicating the supply of
everything from oil and gas to food and metals. While the
outlook is grim, we should remember the lesson of 2022
and 1986: no one knows what tomorrow will bring. And
when everyone is expecting the worst, there's a greater
chance that things won't be as bad as they feared.

Playing the percentages

The first half of this year is likely to be erratic for markets.
It's possible that stock markets could reach new lows.
However, if more clarity forms around the paths of
inflation and monetary policy, the stage could be set for a
resurgence in equities.

On balance, we believe it's more probable that stocks have
a shaky start to 2023 than an ebullient beginning. Because
of this, we remain invested in equities and risk assets, but
with a bias to assets whose profits are less susceptible

to the wider economy. These companies are the ones

that don't make lots more money when the economy is
booming, but they tend to keep making steady sales even
when businesses and households are hurting. They sell
the products and services that people can't do without.

If we think markets are set for a poor six months, why
don't we sell everything and buy them up in a few months'’
time? Because as we noted before, the future is not ours

to know. Timing when to be entirely in or entirely out of
markets is a fool's game, in our opinion. Instead, we try

to minimise your downside while retaining long-term
exposure to the market. Otherwise you risk missing out
on gains, and sometimes end up never reinvesting as the
market runs away from you. Investing is a long-term game.
Volatility is scary, yet holding through it and reinvesting
steadily regardless of it are what deliver long-term
investors the returns that get them to their savings goals.

Of course, there's a risk that markets could rally before the
point our fundamental analysis suggests they will. This is
another reason why we discourage timing wholesale entry
into and exit from markets. Yet historically, it's been better
to stay defensively positioned for too long than to take too
much risk too early. A simple example of this can be seen
in the returns from US equities around market troughs
since the 1950s: the median return over two years from
investing six months before a market trough has been
13%; the median return over one year from investing six
months after the trough has been 20%.

If you have any questions or comments, or if there's anything
you would like to see covered, please get in touch by emailing
review@rathbones.com. Wed love to hear from you.
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Important information

This document is published by Rathbone Investment Management Limited

and does not constitute a solicitation, nor a personal recommendation for the
purchase or sale of any investment; investments or investment services referred
to may not be suitable for all investors. No consideration has been given to the
particular investment objectives, financial situations or particular needs of any
recipient and you should take appropriate professional advice before acting

The price or value of investments, and the income derived from them, can go
down as well as up and an investor may get back less than the amount invested
Rathbone Investment Management Limited will not, by virtue of distribution of
this document, be responsible to any other person for providing the protections
afforded to customers or for advising on any investment. Rathbone Investment
Management International is the registered business name of Rathbone
Investment Management International Limited which is regulated by the Jersey
Financial Services Commission. Registered office: 26 Esplanade, St Helier,

Jersey JE12RB. Company Registration No. 50503

Rathbones Group Plc is independently owned, is the sole shareholder in each of
its subsidiary businesses and is listed on the London Stock Exchange. Rathbones
is the trading name of Rathbone Investment Management Limited, which is
authorised by the Prudential Regulation Authority and regulated by the Financial
Regulation Authority and the Prudential Regulation Authority. Registered office
Port of Liverpool Building, Pier Head, Liverpool L3 INW. The information and
opinions expressed herein are considered valid at publication, but are subject

to change without notice and their accuracy and completeness cannot be
guaranteed. No part of this document may be reproduced in any manner
without prior permission

Any views and opinions are those of the author, and coverage of any assets in no way reflects an investment
recommendation. Past performance should not be seen as an indication of future performance. The value of
investments and the income from them may go down as well as up and you may not get back your original
investment. Fluctuations in exchange rates may increase or decrease the return on investments denominated

in a foreign currency.
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