
  

  

The highly volatile market environment that characterized most of 2022 continued into the first quarter of the new 
year, with economic data sending often contradictory messages. Thus, after a strong month of January that led to 
significant gains for both stocks and bonds, the rally faltered in the following weeks as investor sentiment 
deteriorated. 

Initially, the market's enthusiasm was based on a scenario of rapidly slowing inflation that would allow central 
banks – which had already adopted a more conciliatory tone at the beginning of the year – to stop their cycle of 
rate hikes imminently. In addition, the resilience of the labour market, the substantial drop in energy prices in 
Europe and the reopening of China represented favourable developments for global economic growth. 

However, the picture quickly became more complex as the quarter went on. Indeed, several inflation measures 
proved to be more persistent than expected – particularly in the U.S. and Europe – in the face of economic 
activity that continued to surprise to the upside, rekindling fears of even more monetary tightening than initially 
anticipated by the markets. These expectations proved to be short-lived, however, as the emergence of fragility in 
the banking sector called into question the Federal Reserve's (Fed) willingness to continue raising rates now that 
its financial stability mandate was also in play. In the end, after quickly setting up a credit facility to help troubled 
banks, the Fed raised its policy rate once again in late March. Nonetheless, the upcoming tightening of credit 
conditions in response to the financial turmoil should cause banks to be more cautious in extending new loans, 
which should be a significant headwind to both growth and inflation and thus suggests an end to the rate hike 
cycle in the near future. 

In the end, the current economic climate remains highly uncertain, and investors should expect market volatility to 
continue for some time. In the ideal scenario, a more balanced labour market would lead to a deceleration in both 
wage growth and core inflation, thus opening the door to less restrictive monetary policies from central banks. 
While not impossible, this scenario seems unlikely at this point, as the cautionary signals continue to mount. 

Under these circumstances, we have reduced the weight of equities within our tactical asset allocation for a fourth 
consecutive quarter at the end of February. True to our previously stated intentions, this change was made in 
favour of f ixed income, as the rise in bond yields suggests increasingly attractive risk/return properties for the 
asset class, especially in the event of a recession. Thus, our defensive positioning is underweight equities, 
slightly overweight bonds, and overweight cash. In terms of geography, we have lowered the weight of U.S. 
equities in favor of EAFE, bringing both regions to a neutral allocation relative to the benchmark. Finally, we are 
maintaining our overweight in Canadian equities, which benefit from attractive valuations, in contrast to emerging 
markets, which seem more expensive on a relative basis and are more exposed to rising geopolitical tensions 
between the West and China. 
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Previous Current Key elements and investment implications

Bull case
Sub-trend 

growth
(10%)

→
Sub-trend 

growth
(5%)

• Inflation decelerates much faster than anticipated; central banks set the stage for rate cuts in 2023.
• Labour markets cool down, but without a sharp increase in layoffs: job openings drop, wage pressures ease.
• Russia and Ukraine resume talks toward a potential conflict resolution.
• Beijing's retreat from zero-COVID and additional stimulus measures support China's economic recovery.
• Household consumption proves resilient, supported by solid balance sheets and improving purchasing power.

Economic implications: Below-potential but positive real GDP growth.
Market implications: ↑Equities ↓Bond yields  ↓↓USD  ; U.S. & EM > Canada & EAFE

Base case Stagnation
(50%)

→ Stagnation
(50%)

• Inflation is gradually slowing but remains highly volatile and above target.
• Central banks are keep their policies in restrictive territory, but tensions in the financial system are leading them to end their 
tightening cycle in the first half of the year.
• Corporate earnings are under pressure from rising wages, higher borrowing costs and weakening consumer demand.
• Strong household balance sheets limit the extent of the economic slowdown.

Economic implications: Stagnation; zero GDP growth and moderate increase in unemployment.
Market implications: ↓Equities ↕Bond yields ↕USD ; Canada & U.S. > EM & EAFE

Bear case Recession
(40%)

→ Recession
(45%)

• Inflation and wage growth remain stubbornly high. The credibility of central banks is at stake.
• The turmoil in the banking sector is mounting. Other financial fragilities are revealed, prompting the Fed to cut rates sooner than it 
had envisaged in its latest projections.
• The cumulative impact of past rate hikes and the significant tightening of credit conditions tip the economy into recession later this 
year.
• The relationship between China and the United States continues to deteriorate; trade sanctions start taking shape.

Economic implications: Recession; GDP contraction, job losses, sharp increase in unemployment.
Market implications: ↓↓Equities ↓Bond yields  ↑USD  ; Canada & U.S. > EM & EAFE

CIO Office. Last update: March 28, 2023 (updated quarterly). Probabilities are subjective and can change without notice.
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The present document was prepared by National Bank Investments Inc. (NBI), a wholly owned subsidiary of National Bank of Canada. National Bank of Canada is 
a public company listed on the Toronto Stock Exchange (NA: TSX).  
 
The information and the data supplied in the present document, including those supplied by third parties, are considered accurate at the time of their printing and 
were obtained from sources which we considered reliable. We reserve the right to modify them without advance notice. This information and data are supplied as 
informative content only. No representation or guarantee, explicit or implicit, is made as for the exactness, the quality and the complete character of this information 
and these data. The opinions expressed are not to be construed as a solicitation or as an offer to buy or sell the securities mentioned herein and should not be 
considered as recommendations. This communication creates no legal or contractual obligation on the part of NBI. 
 
This document is not considered a research product under Canadian law and regulation, and consequently is not governed by Canadian rules applicable to the 
publication and distribution of research reports, including relevant restrictions or disclosures required to be included in research reports.  
 
NBI or its affiliates often act as financial advisor, agent or underwriter for certain issuers mentioned herein and may receive remuneration for its services. As well 
NBI and its affiliates and/or their officers, directors, representatives, associates, may have a position in the securities mentioned herein and may make purchases 
and/or sales of these securities from time to time in the open market or otherwise. This document is for distribution only under such circumstances in Canada and to 
residents of Canada as may be permitted by applicable law.  
 
This document is not directed at you if NBI or any affiliate distributing this document is prohibited or restricted by any legislation or regulation in any jurisdiction from 
making it available to you. You should satisfy yourself before reading it that NBI is permitted to provide this document to you under relevant legislation and regulations.  
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