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Executive Summary
MFS® is pleased to present the 2023 edition of MFS Long-Term Capital Market Expectations. These proprietary expectations represent a forward  

look for return and risk across a variety of asset classes and regions as of January 2023. Below are the highlights of this release, details of our market 

expectations and our view of current economic and capital market conditions. Our long-term, nominal total return expectation for global equities is 

5.0%, higher than our July outlook of 4.2%. Our long-term return expectations became more favorable as valuations compressed from multi-decade 

highs in 2022 after trading well above long-term average valuations throughout 2021. US growth equities, which have generally outpaced US value 

 and international equities over the past several years, were among the hardest hit, as higher rates and shifts in demand weighed on the sector.  

The technology-rich Nasdaq Index was off 33% in 2022, its worst performance since the global financial crisis more than a decade ago. Energy and 

utilities were the only S&P 500 sectors to end in positive territory for the year as disruptions in European energy markets shifted logistics and a 

recovering global economy boosted demand. Other equity markets, such as the United Kingdom and Japan, held up far better in local currency terms 

but were still in negative territory for the year. However, their valuations were far lower than US equities coming into the year in part due to their lower 

weightings to the technology and consumer discretionary sectors, which had been the richest segments of the market. Over the next 10 years, we 

continue to expect modest real sales growth and dividend payouts to be the primary contributors to global equity returns. Throughout 2022, 

valuations compressed considerably across both US and non-US equity markets. While profit margins have remained more resilient than expected, 

they have begun to recede from all-time highs, a trend that we expect to continue through the next year. Even though the headwinds from lockdowns 

are substantially behind us, aggressive central bank tightening, persistent and volatile inflation and higher wage demands are all a threat to corporate 

profit margins. 

UK Edition - Pound Sterling

MFS Long-Term Capital Market Expectations

Global balanced portfolio is 60% global equity, 40% global fixed income. Expected Risk-Volatility is represented by standard deviation.

A global balanced portfolio is expected to provide a nominal total return of 4.8% with a volatility of 8.8%.
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Investor sentiment has shifted from the exuberance of 2021 to a more 

cautious approach today as the macroeconomic and market environment 

unfolded far differently in 2022 than expectations at the start of the year. 

Global equities now trade near 15x next-12-months’ estimates, in line with 

the 15-year average and well below the valuation of 18x at the beginning 

of the year. Global equity profit margins, at around 11%, remain near all-

time highs and meaningfully above their 15-year average of 8%. In the 

United States, net margins have also begun to crack, off their highs, but 

remain well above historical averages. 

A brave new world
It has become increasingly clear over the past year that investors are now 

facing a brave new world, one unlike any that most have experienced in 

their investing careers. There was no place to hide in 2022 as higher 

inflation rates sparked central banks to aggressively hike rates and reverse 

quantitative easing programs. The wave of liquidity that was the hallmark 

of markets in 2020 and 2021 rapidly receded, leaving investors with few 

palatable alternatives. A stoic US Federal Reserve remained true to its 

word and followed a well-telegraphed path of policy tightening, silencing 

those who expected a dovish pivot. 

The Fed has made clear that subduing inflation, not supporting asset 

prices, is their primary goal, even if the necessary policy adjustments 

result in recession or market declines. In fact, loosening the tight labor 

markets appears to be one of their key mechanisms to slow demand and, 

ultimately, inflation even if that means recession. After the most 

aggressive policy action since the days of Paul Volcker, the US policy rate 

now stands at an 4.5% upper bound, up from .25% at the start of last year. 

Not since the late 1970’s and early 1980’s has the Fed moved with such 

uncompromised focus to stamp out inflation. Most investors did not 

believe that the Fed would pull off anything of that magnitude. For 

example, the December 2021 fed funds futures priced in a policy rate of 

less than 1% for year-end 2022. However, inflation proved to be more 

pervasive than either the Fed or the market expected as prices moved 

higher around the globe and spread through the core components of CPI. 

Indeed, inflation hit double digits in Europe as the US exported its 

inflationary problems and energy prices soared after Russia’s invasion of 

Ukraine in February. Even Japan, which had been battling deflation for 

decades, saw inflation rise above 2% late in 2022, prompting a widening 

of the Bank of Japan’s yield curve targets. 

While recent data suggest inflation may have peaked, there is little 

evidence that the danger has been fully extinguished. Inflation spikes  

in the US during the 1970s had three waves, with each wave worse than 

the one prior as the Fed waffled between restrictive and loose policy. 

Today, central banks fear if they back off their current restrictive path, they 

could end up with similar results to the 1970s. The euro zone may be very 

near or already in a recession now as higher energy prices, sizable wage 

demands and an economy still adjusting to a post-Brexit world, struggles 

to retain its footing. Expectations for a US recession, either in 2023 or 

2024, have risen substantially in recent months as higher rates 

reverberate through the economy and pent-up demand from cash-rich 

consumers fades. Already, the housing and auto markets have rolled over 

as higher rates increase the costs of these heavily financed categories. 

Despite a more restrictive monetary policy and a higher inflation 

environment, corporate earnings, at least on the surface, have proven 

more resilient than many anticipated. The energy sector did most of the 

heavy lifting throughout 2022 as disruptions from Russia’s invasion of 

Ukraine, an increase in demand from a broader economic reopening and 

logistical challenges kept energy prices elevated. The communication 

services, financials and consumer discretionary sectors took the hardest 

hits to earnings with all three expected to close the year with double digit 

earnings declines on a year over year basis. A broader earnings recession 

remains a top worry for global equity markets in 2023, especially if a 

recession sets in and inflation remains elevated. So far, many companies 

have been able to pass on higher price to cash-rich consumers, but as 

stimulus savings wane, and if job market wavers, companies will struggle 

to continue to pass on rising costs. 

Credit markets have taken tighter financial conditions in relative stride 

with spreads wider on the year and few signs of panic. Issuance has 

dwindled in some segments of the high yield market as waning investor 

appetite for risk assets collided with higher borrowing costs for 

companies. Higher rates and wider spreads have increased all-in yields in 

bond markets to levels not seen in years, increasing the appeal of shorter 

duration and investment grade bonds. Investors, who have been starved 

for yield in an ultra-low interest rate environment, finally have viable 

options from which to earn carry in fixed income. Our long-term nominal 

total return expectation for global aggregate bonds is 4.2%, up 

meaningfully from 3.2% in July as both rates and spreads moved higher. 

Relative to January 2022, sovereign yield curves across all major countries 

shifted higher, though many curves have inverted with short-term rates 

above long-term ones. In the US, the yields on 3-month and 10-year 

Treasury bonds are at record inversion levels, a dynamic that has 

foreshadowed the past three recessions. While this creates opportunity at 

the short end of the curve to earn greater carry, should the global 

economy tip into recession, a rally at the long end of the curve could 

provide price appreciation. It seems likely that 2023 will bring disparities 

in central bank policies and sovereign rates as economies digest rate 

hikes and calibrate policies. One clear advantage from higher rates is that 

the questionable experiment of negative interest rates appears to be over. 

Negative yielding debt globally, valued at around $18 trillion in 2020, has 
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fallen to near zero, eliminating a perverse market phenomenon that 

started in 2014. 

Emerging market countries were the first movers in tightening monetary 

policy this cycle, and they may be the first to cut as signs of a slowing 

global economy emerge. The European Central Bank and the Bank of 

England have additional hikes priced in as they battle inflation, which had 

been accelerated by an energy shortage. The US Federal Reserve has 

now downshifted the magnitude of hikes, raising rates by 0.50% in 

December relative to the past four hikes of 0.75%. Barring a significant US 

recession, it seems likely the Fed will pause rather than cut in 2023 to 

ensure that inflation is under control. The 2022 hikes and anticipation of 

further hikes has resulted in fixed income asset classes experiencing 

double-digit negative total returns on the year, a rarity for fixed income 

investors who have enjoyed decades of strong returns. However, 

sovereign yields are as attractive as they have been since the period 

preceding the financial crisis, creating real competition for other asset 

classes. For years, fixed income investors have been pushed further out 

along the risk spectrum in search for yield, but they can now find 

adequate returns in a bevy of sovereign, corporate and municipal bonds 

with meaningful yields. After starting the year at 1.5%, the yield on the 10-

year US Treasury was up more than two and a half times, ending the year 

at 3.9%. Credit spreads also widened, but in orderly fashion, with US 

investment grade and US high yield bonds ending the year at near 5% 

and 9% yields respectively. If there is a significant economic slowdown, 

spreads will likely widen with high yield spreads being the most 

vulnerable, particularly those on the lower end of the credit spectrum. But 

corporate balance sheets are in far better condition than in other 

slowdowns and the higher carry implicit in credit due to higher all-in yields 

offers more cushion to investors in the case of a spread widening event. 

There is opportunity in both investment grade and municipal bonds 

which are supported by solid underlying fundamental, technical and 

valuation dynamics. Considering the strong relationship between 

starting yield and subsequent returns and the likelihood for a 2023 Fed 

pause, overall, fixed income is an attractive asset class for multi-asset 

portfolios and may warrant an overweight. High yield will continue to 

require selectivity as higher rates increase refinancing costs in this 

shorter-duration asset class. High yield issuers, as a group, were able to 

borrow at around 4% just a year ago and now face rates more than double 

that. In the event of a downturn, deterioration in company fundamentals 

or the inability to refinance at reasonable rates could result in a sharp 

widening of spreads, suggesting caution in the near term. 

PORTFOLIO CONSIDERATIONS FOR 2023 
One common behavioral mistake in investing is falling victim to recency 

bias, the idea that the future will look very similar to the recent past. After 

more than a decade of ultra-easy monetary policy, double digit equity 

returns, and a Fed willing to run to the market’s rescue during price 

declines, an entire new vocabulary around financial markets emerged. 

Buy the dip, FOMO (fear of missing out), the Fed put — these are all 

predicated on the persistence of a set of conditions which helped 

underpin risk assets for more than a decade. They fed into the speculative 

chased everything from digital “currencies” to SPACs (shell companies 

looking for a business to buy), to electric vehicle automakers trading at 

technology level valuations. While it’s easy to cast doubt on this behavior 

in hindsight, the persistence of the price momentum and well-formulated 

narratives of the era created a wave of momentum that was difficult for 

many investors to avoid being swept up in. The great unwind of these 

follies remains underway and likely has a way to go. So, as investors revisit 

their portfolio allocations, we believe the same forces that deflated these 

recent bubbles — higher inflation, higher interest rates, higher risk 

aversion — will benefit those companies with high free cash flow, strong 

balance sheets and skilled management. Many of these companies 

struggled to compete performance wise as the speculative narratives 

devoured investor interest, but we believe we’re entering an era where 

fundamentals will once again drive markets and investors will be far more 

responsive to results than to narratives. 

In 2022, the 60/40 portfolio faced one of the worst annual performances 

on record, as stock and bond correlations flipped positive and both asset 

classes declined by double digits. Over the past two decades, stock and 

bond correlations have been largely negative as rising bond prices have 

balanced out falling stock prices, and vice versa. The lower, steadier 

return and lower volatility from bonds tend to balance out the higher but 

less steady returns and higher volatility of stocks over time. Typically, 

stocks and bonds trade on their own merits and provide strong 

diversification benefits. But a sharp rise in inflation tends to impact both 

asset classes negatively as the real value of a bond’s fixed coupon is 

eroded, leading investors to demand a higher yield. At the same time, 

high inflation increases input costs, wages and the cost of capital for 

companies, which can weigh on their profit margins and earnings power. 

This is further exacerbated as higher policy rates, which typically 

accompany periods of high inflation, impacting the valuations investors 

will tolerate. Many investors may be tempted to give up on the 60/40 

portfolio after such as difficult year, but we think that would be a mistake. 

While it is impossible to know what’s going to happen in the future, the 
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mechanics of higher yields in fixed income and the likelihood of a Fed 

pause at mid-year, suggest a repeat of 2022 across both asset classes is 

unlikely. We expect that equities will continue to experience higher 

volatility throughout the year, particularly if earnings decline after a multi-

year explosion upward, but much of the pain from rate increases has 

already been absorbed. While some of the frothiest sectors of the market 

such as technology, communication services and consumer discretionary 

have experienced massive corrections (with some highfliers back to pre-

pandemic levels), this creates opportunity for active security selection. 

After several years of underperformance, value once again looks 

appealing relative to growth. Higher sunk fixed costs and lower variable 

costs should shield many industrial and materials companies for the worst 

inflationary pressures. In addition, nearer-term cash flows and dividend 

payments make the style appealing, if we remain in a low growth, high 

inflation environment. As suggested in our July writeup, the recent 

retrenchment in equity performance suggests the past few years may 

have been a continuation of the bull market cycle, which began in 2009. 

While there have been price drawdowns, such as in 2018 and 2020, they 

were short and cushioned by central bank supporting actions. However, 

with the Fed now hiking, rather than cutting rates, a massive support 

beam for the markets has been removed. We also noted in July that we 

believe we’re in the early stages of transitioning from what had been a 

liquidity-driven market in which fundamentals were often not given 

proper attention, to a market driven by fundamentals in which earnings 

quality, valuation and sound business practices will attract investors. 

There may also be significant opportunity in non-US developed market 

equities, an asset class that many investors have underweighted or given 

up on entirely. There may be a shift in leadership from US equities to 

non-US developed equities as the larger value sector allocations and 

higher dividend yields of non-US developed equities increase in appeal. 

Valuations relative to both its own history and US equites are appealing 

with the year end PE of 12.3x for the MSCI EAFE Index compared to nearly 

17x for US equities. 
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1 Geometric return.
2 As of January 2022, the methodology for US private equity risk has changed from using a fund of funds proxy to using listed private equity companies.

Region Asset class Long-term return expectation1 Long-term risk expectation

Inflation 2.8% 1.5%

Equities (Unhedged nominal total return)

US US equities 3.4% 14.6%

US large-cap equities 3.2% 14.1%

US small-cap equities 4.4% 18.9%

NON-US REGIONAL Asia ex Japan equities 10.0% 18.1%

EAFE equities 7.4% 14.5%

Emerging market equities 10.5% 18.3%

Europe ex UK equities 6.9% 17.3%

Global equities 5.0% 13.9%

COUNTRY Australian equities 6.6% 20.8%

Canadian equities 7.0% 17.2%

Japanese equities 5.9% 13.8%

UK equities 10.3% 14.0%

Fixed Income (Hedged nominal total return)

UK UK cash 3.6% 0.5%

UK gilts 7-10 year bonds 3.4% 7.4%

US aggregate bonds 3.5% 4.1%

US US high-yield bonds 5.0% 10.4%

US inv-grade corporate bonds 3.9% 6.8%

US Muni Bonds 3.1% 4.8%

US Taxable Muni Bonds 4.3% 7.3%

Emerging market debt 5.3% 9.7%

GLOBAL Global aggregate bonds 4.2% 3.4%

Global high-yield bonds 7.0% 10.6%

Global investment-grade bonds 4.9% 5.6%

NON-US REGIONAL European aggregate bonds 4.0% 4.3%

European high-yield bonds 6.6% 11.0%

European investment-grade bonds 4.9% 4.7%

Alternatives (Unhedged nominal return)

NON-LIQUID US private equity2 5.9% 20.9%

US direct real estate 5.0% 11.9%

Diversified hedge funds 5.0% 8.3%

US private debt 7.7% 13.5%

LIQUID Global REITs 6.9% 18.0%

Global infrastructure 5.8% 12.4%

Commodities 6.4% 14.9%
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Appendix

The MFS Long-Term Capital Markets Expectations (LTCME) for 2023 

includes return and risk expectations for equity, fixed income and 

alternative asset classes across country, regional and global markets.  

The focus of these expectations is to provide a strategic, long-term, 

forward-looking view of various global markets. We use a proprietary top-

down approach by employing quantitative, country-based models as the 

foundation for our expectations. Elements of these models are influenced 

by views from our fundamental equity and fixed income teams. 

Our expectations are developed across 26 countries comprising 18 

developed countries and 8 emerging market countries. 

Equity expectations

MFS equity market expectations are displayed in unhedged, nominal total 

return and are developed using a building-blocks approach. 

Elements of market history and mean reversion are incorporated into our 

models. Reversion speed and target levels are calibrated based on our 

analysis of historical data and forward looking expectations. Any return 

figure should be viewed as the mid-point in that range of outcomes.

Fixed income expectations

MFS fixed income market expectations are displayed in nominal total 

return, hedged to the investor’s home currency. As with our equity 

model, our fixed income model employs a building-blocks approach. 

And, again like the equity model, the fixed income model derives its 

reversion speed and target level parameters from careful historical 

research as well as forward looking expectations. 

In our forecast, we focus on the returns from carry, yield change,  

roll-down and credit loss (where appropriate). Using this framework,  

we develop expectations across a range of sovereign, global  

credit and regional credit markets, while being careful to tune  

our models in accordance with the unique attributes of the  

various fixed income markets. 

Alternative expectations

Due to the unique characteristics and varying drivers of return in 

alternatives, we vary our approach for each category. Our equity and 

fixed income capital market expectations serve as key variables in our 

alternatives models.

Currency expectations

We use a mean reversion approach to calculate currency expectations. 

Currency expectations represent the nominal excess returns which are 

nominal total return less domestic carry. Nominal total return is calculated 

as nominal prices change plus foreign currency carry. Domestic and 

foreign currency carry comes from the MFS Long-Term Capital 

Expectations cash forecasting model. Nominal price change is real price 

change plus inflation differential between currencies.
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GLOSSARY

Equity Expectations Building Blocks

Our equity building blocks are measured at the index level for each country. 

Price/Earnings (P/E) ratio Price to earnings ratio is the trailing 12-month 
P/E ratio as measured by the index level divided by the trailing 12-month 
earnings for the constituent members of that index. We use P/E ratio as a 
measure of valuation. Our very-long-term reversion target for P/E ratios is 18.

Profit margins Profit margins are a measure of profitability and are 
measured in percentage terms. Our margin expectations are assumed to 

revert toward a target based on long term history. 

Sales growth Sales growth is a measure of increase or decrease in real sales 
per share. To estimate this, we incorporate elements of economic theory and 
examine current levels relative to trends. 

Dividends Dividends are measured in percentage terms, and we assume that 
a country’s dividend payout ratio, over our forecast horizon, will be equal to its 
trailing 5-year average. 

Fixed Income Expectations Building Blocks

Our fixed income building blocks are measured at the index level for each country. 

Nominal yield Nominal yield is the observed yield at the index level. Nominal yields 
consist of both a real yield component and an inflation expectation component. 

Real yield Real current yield is a nominal yield less the trailing 5-year 
annualized change in the Consumer Price Index.

Carry The carry return is calculated as the average of the current nominal 
yield and the expected nominal yield. 

Yield change return The yield change return is calculated as the expected 
yield change multiplied by the current duration and then annualized. 

Inflation Inflation is measured as a 5-year trailing change in the US Consumer 
Price Index. We then assume that inflation reverts towards a global equilibrium value.

Roll down The roll down return expectations are based on index duration as 
well as localized curve steepness for the maturity being forecast.

Regional credit markets For regional credit markets, we take a building-
blocks approach incorporating duration-matched risk-free return, spread 
return and loss return.

Duration-matched risk-free return This represents the estimated return 
of a sovereign bond portfolio with the same duration and nationality as the 
regional credit in question. 

Spread return The spread return is measured by the differential between the 
yield in the index and the yield of the sovereign bonds for that country. This is 
the return that can be earned for taking on credit risk.

Credit losses Credit losses are determined based on historical rates of default 
losses and credit quality migration that are reflective of the index being forecast.

Global credit Because of the complexities of multiple durations and multiple 
loss provisions across several countries, we take the current yield of the index, 
assume a constant roll down and subtract any loss return expectations based 
on expected default rates.

US Treasury Inflation-Protected Securities For TIPS, we forecast a future real 
yield based on the same mean reverting assumptions we use for other sovereign 
indices. We then calculate a real carry return, a real yield change return, and a real 
roll-down return in the same manner with which we calculated nominal versions 
of these returns for sovereign indices. We then add back inflation expectations to 
produce a nominal return.

US cash Our estimate of future cash returns reflects the sum of expected real cash 
rates and expected inflation, both of which are based on mean reversion. 

Alternatives Expectations Building Blocks

Real estate For global real estate investment trusts (REITs), we rely upon current 
dividend yield based on the fact that REITs pay out a considerable percentage of 
their funds from operations in the form of dividends.

For US direct real estate (RE), we capture the historical relationship between REITs 
and direct RE by unsmoothing direct RE returns and then estimating beta. 

Private equity Our private equity approach starts with our capital markets 
expectations for global developed markets and then makes adjustments based on 
the higher levels of risk associated with private equity. 

Global infrastructure Our global infrastructure expectations are calculated  
based off of the relationship between listed global infrastructure and real estate. 

Hedge funds We would note that hedge fund investments are pools of capital 
invested at the discretion of the manager, and as such, risk and return are highly 
dependent on skill and timing. In addition, within the hedge fund universe, there is 
a divergent range of asset classes, strategies and implementation approaches. We 
take a diversified hedge fund portfolio approach where we assume an investment 
across multiple hedge fund types. To calculate hedge fund expectations, we use 
a regression based approach to estimate relationships between certain hedge 
fund styles and public markets. For hedge fund styles that do not appear to hold 
relationships to public markets, we use steady state expectations plus cash. 
Expectations for each hedge fund style are allocated to create a diversified hedge 
fund portfolio.

Commodities We develop our commodities expectations to represent broad 
exposure to the commodities market through a fully collateralized commodity 
position. Three primary building blocks — collateral return, spot return and roll 
return — are estimated and then added to determine our long-term commodities 
expectation. 

Risk and correlations Our risk and correlation expectations are derived 
largely from historical observed risk and correlation patterns. Risk, as measured 
by standard deviation, and correlations across broad asset classes tend to be 
relatively stable over long periods of time. However, over shorter periods of time or 
during periods of market disruption, this stability can quickly break down. We use 
the 15-year historical standard deviation and correlations of proxy indices where 
available. Where a 15-year history is not available, we use the longest available 
history and make adjustments based on historical patterns and relationships to 
other asset classes.
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