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WATCHING WAGES
As inflation continues to moderate, attention has shifted to 
a narrower aspect of the price story – non-shelter services 
inflation. This component represents the aspect of inflation 
most closely tied to wage growth, and is proving the most 
resistant to central bank (particularly the Federal Reserve) 
taming. The labor market remains tight, with the most 
recent employment report in the U.S. displaying continued 
strength in hiring and a lower unemployment rate. 
Importantly, wage growth slowed and the prior month was 
revised lower – but remains elevated. We believe inflation 
will continue to decline over the course of 2023, but that 
labor market dynamics could prevent inflation from falling 
to levels that represent a declaration of victory for the Fed, 
representing a risk to financial market expectations. In the 
meantime, it should be expected that the Fed will continue 
to lean hawkishly to maintain credibility and keep long-
term inflation expectations in check.

Internationally, the economic outlook appears 
incrementally better than the recent trajectory, reflecting a 
warmer winter bringing down energy costs in Europe and 
China ending its zero-Covid policy. We still see a 
recession as likely in Europe and higher than 50/50 odds 
in the U.S. as economies feel the full weight of central 
bank tightening to date. The forward-looking nature of the 
market suggests weakening 

economies in developed markets will be weighed against 
the sentiment benefits of declining inflation and pauses in 
monetary tightening likely in the first half of 2023. We 
agree with the market’s pricing of a roughly 5% terminal 
rate for the Fed, while we see the European Central Bank 
(ECB) raising rates somewhat less than suggested in their 
surprisingly hawkish statement last month. China’s 
economic reopening will very likely experience 
unevenness and setbacks, and secular headwinds remain 
considerable, but a 2023 recovery could move some long-
term investor concerns to the back burner this year.  

We reduced the size of our underweight to emerging 
market equities this month to reflect the upside economic 
opportunity associated with the winding down of China’s 
zero-Covid policy. With our expectation that the weaker 
economic picture in the developed world will be balanced 
against improving sentiment, we are neutral developed 
market equities.

A NARROWED FOCUS
With many inflationary elements calming, the Fed and investors are now focused on core services.

Source: Northern Trust Asset Management, Bloomberg. Core excludes food and energy. Consumer Price Index (CPI) data from 12/31/2018
through 12/31/2022.
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BASE CASE EXPECTATIONS   

Fundamental Downside, Sentiment Upside Watching Inflation 

Developed markets will see weaker economic growth 
in 2023 from cumulative central bank tightening, but 
sentiment should start to shift more favorably on a 
“plateau” in policy rates and lower inflation. Outside of 
the U.S., China reopening and less elevated energy 
prices help the balance of risks. 

 

Central banks have communicated a slowing in rate 
increases to a plateau in 1H23, preferring to hold a 
sufficiently tight policy rate as opposed to continuing 
to hike. This reduces the risk of a policy mistake, and 
recenters attention more specifically on the path of 
inflation to determine the duration of restrictive policy. 

RISK CASE SCENARIOS 

Labor Market Durability  Eastern Threats 

More persistent tightness in the labor market leads to 
more stubborn core inflation, necessitating an 
unexpected monetary policy response that is negative 
for financial markets. 

Ukraine war produces knock-on effects 
(food/energy shortages) that disrupt the global 
economy; China struggles to deal with (in order of 
importance) pandemic pressures, bad debt 
contagion and Taiwan tensions. 

GLOBAL POLICY MODEL

Source: Northern Trust Capital Market Assumptions Working Group, Investment Policy Committee. Strategic allocation is based on capital
market return, risk and correlation assumptions developed annually; most recent model released 8/10/2022.The model cannot account for
the impact that economic, market and other factors may have on the implementation and ongoing management of an actual investment
strategy. Asset allocation does not guarantee a profit or protection against a loss in declining markets.

Cash
Inv.

Grade
Infl.

Linked
High 
Yield U.S.

Dev.
Ex-U.S.

Emerg.
Markets GLI GRE NR Gold

Strategic Asset Allocation 2 34 5 5 27 13 6 2 2 4 0
Tactical Asset Allocation 4 28 5 9 27 13 4 2 2 6 0
Over/Underweight 2 -6 0 4 0 0 -2 0 0 2 0

Strategic 
Allocation 
and Tactical
Over/Underweights

RISK CONTROL
FIXED INCOME

RISK ASSETS
REAL ASSETSEQUITIES

Northern Trust Global Asset Allocation Investment Perspective / January 2023 | 4

INVESTMENT PERSPECTIVE

BASE CASE EXPECTATIONS

Fundamental Downside, Sentiment Upside Watching Inflation 

Developed markets will see weaker economic growth 
in 2023 from cumulative central bank tightening, but 
sentiment should start to shift more favorably on a 
“plateau” in policy rates and lower inflation. Outside of 
the U.S., China reopening and less elevated energy 
prices help the balance of risks. 

 

Central banks have communicated a slowing in rate 
increases to a plateau in 1H23, preferring to hold a 
sufficiently tight policy rate as opposed to continuing 
to hike. This reduces the risk of a policy mistake, and 
recenters attention more specifically on the path of 
inflation to determine the duration of restrictive policy. 

RISK CASE SCENARIOS 

Labor Market Durability   Eastern Threats 

More persistent tightness in the labor market leads to 
more stubborn core inflation, necessitating an 
unexpected monetary policy response that is negative 
for financial markets. 

Ukraine war produces knock-on effects 
(food/energy shortages) that disrupt the global 
economy; China struggles to deal with (in order of 
importance) pandemic pressures, bad debt 
contagion and Taiwan tensions. 

 

GLOBAL POLICY MODEL

Source: Northern Trust Capital Market Assumptions Working Group, Investment Policy Committee. Strategic allocation is based on capital
market return, risk and correlation assumptions developed annually; most recent model released 8/10/2022.The model cannot account for
the impact that economic, market and other factors may have on the implementation and ongoing management of an actual investment
strategy. Asset allocation does not guarantee a profit or protection against a loss in declining markets.

Cash
Inv.

Grade
Infl.

Linked
High 
Yield U.S.

Dev.
Ex-U.S.

Emerg.
Markets GLI GRE NR Gold

Strategic Asset Allocation 2 34 5 5 27 13 6 2 2 4 0
Tactical Asset Allocation 4 28 5 9 27 13 4 2 2 6 0
Over/Underweight 2 -6 0 4 0 0 -2 0 0 2 0

Strategic 
Allocation 
and Tactical
Over/Underweights

RISK CONTROL
FIXED INCOME

RISK ASSETS
REAL ASSETSEQUITIES

IMPORTANT INFORMATION. This material is provided for informational 
purposes only. Current or prospective clients should under no 
circumstances rely upon this information as a substitute for obtaining 
specific legal or tax advice from their own professional legal or tax advisors. 
All material has been obtained from sources believed to be reliable, 
including Northern Trust Asset Management, Dimensional Fund Advisors, 
J.P. Morgan Asset Management, Blackrock, and Vanguard, but the 
accuracy, completeness and interpretation cannot be guaranteed. 
Information contained herein is current as of the date appearing in this 
material only and is subject to change without notice. Past performance is 
no guarantee of future results. Forward looking statements and 
assumptions are Investment Trust Company's current estimates or 
expectations of future events based upon research and should not be 
construed as an estimate or promise of results that a portfolio may achieve. 
Actual results and account activities could differ materially from the results 
indicated by this information.
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