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Regimes, rates and recessions 
– Interest rates are rising at a rapid pace, as central banks admit that inflation is 

no longer just a series of transient shocks, but there is a risk that it becomes 
more ingrained. For many, this feels like a new regime in monetary policy and 
financial markets.  

– The US Federal Reserve’s (Fed) funds rate has risen again and is currently five 
times higher than three months ago. Meanwhile, the European Central Bank 
(ECB) has just raised its rates for the first time in 11 years and ended eight years 
of negative interest rates. Even the Bank of England (BoE) stepped up its pace of 
hikes at its last meeting. 

– Yet, markets appear to have bought into the idea that the Fed is close to a ‘pivot’, 
after recent guidance from chair Powell. However, our analysis on how far the 
economy has slowed during past cycles to lower inflation suggests that the US 
economy must enter a recession in order to defeat inflation pressures.  

– With monetary policy actively working to lower demand, fiscal policy is likely to 
be more active to support households. We discuss recent measures announced, 
but ultimately, the global fiscal impulse has turned negative – a further 
headwind for global growth. 

– We now expect global growth of 2.6% for this year, slowing to just 1.5% growth 
for 2023. Apart from the Covid-19 pandemic, this will be the weakest year for 
global growth since 2009. Heavy downgrades have been applied to the US, 
eurozone and UK forecasts.  

– Global inflation is forecast to rise from 3.4% in 2021 to 7.2% this year, before 
moderating to 4.3% in 2023. This is helped by a fall in year-on-year energy 
inflation, but also higher interest rates which work to lower domestic pressures.  

– China is likely to continue its recovery from the impact of Covid-related 
lockdowns, aided by policy support which is just starting to have an impact. But 
the rebound is likely to be short-lived as problems in the housing market appear 
to be worsening, while the external outlook is set to deteriorate. The People’s 
Bank has already cut two of its key policy rates, meaning there is a chance that 
rates could fall further. 

Chart: Global growth forecast 

 
Source: Schroders Economics Group. 12 August 2022. 
Please note the forecast warning at the back of the document. 
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Regimes, rates and recessions 
This is very new for younger investors. Interest rates are rising at an alarming pace, 
as central banks admit that inflation is no longer just a series of transient shocks, but 
there is a risk that it becomes more ingrained. For many, this feels like a new regime 
in monetary policy and financial markets.  

At its meeting in July, the Federal Open Market Committee (FOMC) raised the Fed 
funds rate by 75 basis points (bps) to take the range to 2.25–2.50%. This means that 
the most important interest rate for the world economy has risen five-fold in just 
three months, having a very negative impact on both government bonds worldwide 
(yield rising, prices falling), but also risk assets.  

In Europe, the ECB surprised the consensus by raising all of its main interest rates by 
50 bps and ending eight years of negative interest rates in the process. Even the BoE 
found itself accelerating tightening.  

The era of zero or even negative interest rates is over. A definitive regime shift has 
occurred, although more seasoned investors may see this as a return to more normal 
times, akin to the period before the global financial crisis. That is yet to be seen. It 
could be that the stagflationary era of the late 1970s and early 1980s may be the 
more appropriate comparison. 

The regime shift in interest rates means recessions are now the base case for our 
updated forecast. The US, eurozone and UK all experience significant declines in GDP 
over the course of the next year. There are regional nuances, which will be discussed, 
but the outlook for the global economy is grim, with risks skewed to the downside. 

Broader inflation prompts accelerated response 

Central banks no longer refer to transient inflation shocks. Its clear that inflation is 
becoming more persistent and has broadened out beyond the initial energy and food 
price shocks. Although these remain important, the bigger concern now is how 
wages respond to higher inflation, and whether they add to domestic inflationary 
pressures.  

We highlighted our concerns over UK inflation recently (“A timid BoE will mean higher 
for longer UK inflation”), and we are seeing a very similar picture in the US. The latest 
CPI figures from the US show that 45% of the 8.5% annual inflation rate recorded in 
July came from food and energy inflation. Therefore, the majority of US inflation is 
being generated with non-volatile core areas, most of which are domestically driven. 
Owners equivalent rents (OER – a measure of housing costs) makes up another 16%, 
with 17% coming from core goods, and 21% coming from core services. The latter of 
which being of particular concern, as wage costs tend to be the biggest cost for those 
companies.  

One way to examine the broadening out of inflation is to look at the breadth of 
current inflation, by measuring the share of the CPI basket that is reporting elevated 
rates. Excluding food, energy and OER, the share of the remaining inflation basket 
that is reporting inflation above 4% has risen to 62.6% on average in the three months 
to July, compared to a long-run pre-pandemic average of 21.3% (chart 1).  

  

A regime shift in 
interest rates has 
begun… 

…as major central 
banks have 
accelerated their 
monetary 
tightening 

Inflation has 
broadened out 
from the initial 
food and energy 
shocks 

https://www.schroders.com/en/uk/tp/economics2/economics/a-timid-boe-will-mean-higher-for-longer-uk-inflation/
https://www.schroders.com/en/uk/tp/economics2/economics/a-timid-boe-will-mean-higher-for-longer-uk-inflation/
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Chart 1: US inflation is broadening out 

 
Source: Refinitiv, Bureau of Labor Statistics, Schroders Economics Group. 12 August 2022. 

Raising the threshold to above 6%, and the share falls to 42%, but that is more than 
five times the average pre-pandemic share. Shockingly, the share indices showing 
double digit inflation has jumped to 19.5%, compared to normal levels of 1%. 

Unfortunately, the limitation of this analysis is the relatively short history of CPI 
basket weights that are available (from 1998). The weights enable the various 
subcomponents to be given the appropriate share in the above chart. Otherwise, 
using the less than ideal equally weighted approach allows for the look-back period 
to be extended to 1970.  

Chart 2 shows that the unweighted share of the CPI basket with 4% annual inflation 
or higher has risen to just over 70% – the broadest spread of inflation since 
January 1982. 

Chart 2: Share of US CPI categories with 4% of more inflation 

 
Source: Refinitiv, Bureau of Labor Statistics, Schroders Economics Group. 12 August 2022. 

Time for a pivot? 

During the last FOMC press conference (27 July), chair Jerome Powell stated that the 
Fed funds rate was “…at 2.25 to 2.5 [percent], and that’s right in the range of what we 
think is neutral” – suggesting that the policy interest rate was no longer considered to 
be loose for the US economy. He went on to add in response to a question that “…as 
the process goes on, at some point, it will be appropriate to, [sic] to slow down…We’ve been 
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front-end-loading these very large rate increases, and now we’re getting closer to where 
we need to be.”  

Many investors took these comments as the green light for a ‘Fed pivot’ – a term 
commonly used to describe the change in sentiment expected, where the Fed begins 
to put more emphasis on supporting growth rather than reducing inflation. Afterall, 
US GDP growth contracted in the second quarter by 0.9% annualised, after also 
contracting by 1.6% annualised in the first quarter. By international standards, this 
would be considered a technical recession.  

In rection to Powell’s comments, equity markets rallied, and US Treasury yields fell 
(prices rose), as investors tempered their expectations of future rate rises, and began 
to look forward to potential rate cuts as early as spring 2023. 

To us, this seems premature. Since the FOMC meeting, new data showed that CPI 
inflation fell from a 40-year high in June of 9.1% to 8.5% y/y, surprising the consensus 
to the downside, helped by falling petrol and diesel prices. This is helpful for the Fed 
pivot view, but the labour market report was incredibly strong. Unemployment fell 
unexpectedly to 3.5% as nonfarm payrolls increased by 528,000 – more than double 
economists’ expectations for July.  

The US labour market remains very robust, as a shortage of workers, evident by the 
10.7 million unfilled job vacancies, continue to support rising wage inflation. While 
headline inflation may peak and fall back in the near-future, wage inflation should 
become the main concern for the Fed, as it feeds back into the cost base for the 
economy, potentially causing a wage-price inflation spiral. 

A major recession is required 

Our recent analysis published in the note: “Forget soft landings – how much of a 
recession is needed to tame inflation?” examines past economic cycles and the 
slowdowns (and recessions) experienced in order to lower inflation. It concludes that 
given the late nature of the current cycle (the economy overheating), unemployment 
needs to rise sufficiently to create slack and lower wage inflation. In our view, this 
would point to a fall in GDP of around 2% from peak to trough, less than in the Great 
Recession, or Volker era, but still significant and more than current the consensus 
amongst economists and markets. 

Indeed, in a recent interview with Bloomberg television, when asked about the Fed’s 
comments on neutral rates, former US Secretary of the Treasury Larry Summers said: 
“…I think Jay Powell said things that to be blunt were analytically indefensible. He claimed 
twice in his press conference that the Fed was now at the neutral interest rate…There is no 
conceivable way that a 2.5% interest rate in an economy inflating like this is anywhere 
near neutral. And if you think it is neutral, you are misjudging the posture of policy in a 
fundamental way…To me, it is the same kind of to be blunt wishful thinking that got us 
into the problems we have now with the use of the term transitory.”  

Summers makes some valid points, but interest rates work with a lag on the real 
economy, and policy makers are watching inflation and the labour market, two 
categories of indicators that further lag economic growth.  

In our view, it would be helpful if the Fed didn’t limit its options by talking about a soft 
landing, and instead took a leaf out of the BoE’s book – in being open about 
discussing the possibility of recession. A look back at history shows that such 
forecasts only give false hope and create a further misallocation of resources. 
Politically this is difficult, but the earlier households and firms can start to make the 
inevitable adjustments the better. 

 

 

Despite comments 
from Fed chair 
Powell, it may be 
too early to call for 
the ‘Fed pivot’ 

Past inflation 
episodes show 
that a large decline 
in GDP growth is 
required to bring 
US inflation back 
to target 

https://www.schroders.com/en/uk/tp/economics2/economics/forget-soft-landings--how-much-of-a-recession-is-needed-to-tame-inflation/
https://www.schroders.com/en/uk/tp/economics2/economics/forget-soft-landings--how-much-of-a-recession-is-needed-to-tame-inflation/
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Fiscal policy to ease the pain 

Inflation is now one of the biggest concern for households when considering their 
own financial situations. Politicians are discovering that they are not immune from 
blame, as voters, who have become used to government help during difficult periods 
in recent years, expect governments to act with support once again. With central 
banks targeting the reduction of high inflation, monetary policy is constrained, 
leaving fiscal policy to ease the pain of higher inflation where possible.  

In the UK, rising inflation has been dubbed the “cost of living crisis”, as home energy 
bills are set to triple in as little as a two-year period. Europe is facing an even more 
acute crisis, with energy supplies from Russia being threatened against the 
background of the war in Ukraine. Governments across the region are scrambling to 
find policy initiatives to help households, especially those on low incomes.  

The resignation of UK prime minister Boris Johnson means that no further major 
policies will be introduced until a new leader of the ruling Conservative Party is 
elected in early September. The odds-on favourite candidate Liz Truss favours 
employment tax cuts which will mostly help middle and upper earners, along with 
some reductions in duties on fuel and taxes on home energy. Her rival the former 
chancellor Rishi Sunak said that he favours providing targeted temporary subsidies 
for households rather than wider tax cuts, as the latter could prove to be more 
inflationary. Of course, he did the exact opposite as chancellor just before he 
resigned in protest about the prime minister. He delivered a significant rise in tax 
thresholds (effectively reducing tax paid) and had doubled a subsidy for every home 
in the country to help with energy bills. Measures to help with the cost-of-living crisis 
have so far totalled £37 billion (1.5% of GDP). 

Governments in Europe have introduced a range of measures including energy price 
caps, subsidies for households and businesses, liquidity measures for some firms, 
and even measures to restrict energy usage. The large four EU member states have 
announced direct and indirect measures totalling €135 billion so far, or 
approximately 1.5% of GDP. Relative to the size of their economies, Italy and Spain 
have announced the most (2.3% and 2.2% of GDP respectively), while France is slightly 
behind (2%), but Germany has announced very little (just €17 billion, or 0.5% of GDP). 
Germany is one of the most reliant on Russian energy, and so may be thinking ahead 
to what might be needed for this winter. Its approach has been to reduce demand 
and raise inventories to as high as possible for later in the year.   

In the US, the Senate has just passed the Inflation Reduction (IR) Act, a bill focused 
on lower healthcare costs and promoting clean energy. Democrats who wrote and 
were the sole supporters of the bill, led by President Joe Biden, have touted the 
impact it could have on costs for many Americans, who have been hit this year with 
the highest inflation in 40 years.  

The bill includes measures to reduce healthcare costs by extending subsidies on 
Affordable Care act premiums and by capping and reducing drug costs. Energy 
measures include credits for buying electric vehicles (EVs), solar panels and heat 
pumps. However, the bill also contains measures to increase taxes on companies 
(introducing a 15% minimum rate) and a 1% tax on share buybacks.  

Overall, the bill is forecast to have a modest impact, reducing borrowing by $302 
billion spread over the next 10 years. However, most of the net fiscal tightening does 
not begin until 2027 (chart 3). 

 

  

Politicians are 
under pressure to 
ease the “cost of 
living crisis” 

Governments in 
Europe are 
offering various 
stimulus packages 
to help with rising 
energy costs 

In the US, the 
Inflation Reduction 
Act aims to lower 
healthcare costs 
and promote clean 
energy, but is 
contractionary 
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Chart 3: Fiscal impact of US IR Act Chart 4: Global Fiscal Impulse 

   
Source: Left: RCT, CBO, Penn-Wharton, BofA. 12 August 2022. Right: IMF Fiscal Monitor (April 2022). 
Schroders Economics Group. 

The scale and content of the Inflation Reduction Act will likely disappoint most. The 
act is unlikely to have much impact in the near-term to alleviate the pressure 
households are facing. The US administration’s approach to implement net fiscal 
tightening will at least not exacerbate the inflation problem like in Europe, as support 
policies being offered there are working against the tightening of monetary policy.  

Taking a step back and considering the overall stance of fiscal policy, and we find 
significant tightening already in place. Schroders analysis based on the IMF Fiscal 
Monitor’s projections show that the world economy had seen an enormous swing in 
fiscal policy in recent years. Due mostly to the Covid pandemic, the world’s fiscal 
impulse had risen to 4.1% of GDP (chart 4). But as the emergency ebbed, so did the 
associated spending, leading to the fiscal impulse turning negative in 2021 (-2% 
of GDP).  

The IMF’s data showed another negative impulse of -0.5% in 2022 and -1.1% in 2023, 
before returning to more neutral policy. However, many governments, especially in 
Europe, have announced further stimulus packages (see above) since the release of 
the Fiscal Monitor (April), and so 2022 may turn out to be more neutral than currently 
shown.  

However, 2023 is likely to be a fiscally contractionary year, and without the tailwind 
of economies re-opening as there was in 2021, the world economy is likely to struggle 
as a result.  

Forecasting recessions 

For those with a nervous disposition, look away now. GDP growth in the new 
Schroders baseline forecast has been downgraded markedly as recessions are now 
built in for the US, the eurozone and UK, while most emerging markets will also see 
slower growth.  

Global growth is forecast slow from 5.9% to 2.6% this year (revised down from 2.7%) 
and slowing to 1.5% in 2023 (previously 2.7%). This is very negative compared to the 
consensus of 2.1%, and apart from the Covid pandemic, would be worst year for the 
global economy since 2009. 

US GDP growth has been downgraded from 2.6% in May to 1.7% for 2022, 
significantly lower than consensus estimates of 2.1% growth. This is mostly driven by 
a higher inflation forecast (8% for the year vs. 6.9% previously) and also a more 
aggressive path for the Fed funds rate.  
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The forecast has the Fed tempering the pace of hikes, but for rates to reach 4% by 
the start of 2023, vs. market expectations of 3.65%. Higher interest rates, less 
generous fiscal policy and higher inflation all work to reduce the spending power of 
households, which are expected to eventually cut spending in a meaningful way. 
Companies are likely to respond to weaker demand by slowing production, and as 
such, also reducing demand for labour. Policy tightening is expected to be severe 
enough to drive the unemployment rate higher, which is required to see not only 
household demand to fall, but also inflation pressures to ease.  

The forecast has the US economy slipping into recession over the first three quarters 
of 2023, with GDP forecast to contract by 1.9%, before returning to growth. To 
highlight how negative this forecast is, the fall in output means GDP contracts by 1.1% 
for all of 2023, compared to consensus estimates of positive growth of 1%.  

As the recession becomes evident, the Fed is finally expected to ‘pivot’, and is forecast 
to cut the Fed funds rate by half a percentage point over the second half of the year, 
but quantitative tightening is assumed to continue through the forecast period.  

The eurozone GDP growth forecast for this year has been revised up from 2.5% to 3% 
(consensus 2.7%) thanks to better outturns than expected so far this year, especially 
for Italy and Ireland. However, the forecast has a two-quarter recession, causing GDP 
for 2023 to fall to 0.4% (consensus is 1.4%).  

The German economy, being more reliant on Russian energy and having a greater 
contribution coming from energy intensive manufacturing, sees a bigger hit in the 
forecast. GDP growth is forecast to slow to 1.3% for 2022 (consensus 1.6%), before 
falling to -0.1% for 2023 (consensus 1.6%). 

Differing causes of recession 

Unlike the US, domestically generated inflation and rising interest rates are not the 
cause of the recession in Europe. Instead, spiralling energy costs related to the war 
in Ukraine are now considered severe enough to cause a dip in output.  

The price for the December 2022 forward contract for national balancing point (NPB) 
natural gas market has risen to 537 pence (GBP) per therm. When converted into 
euros, this works out to €6.35 p/therm, more than double the price from just three 
months ago, or an 18 times increase compared to the spot price in December 2019 
(chart 5). 

Chart 5: European gas prices rising sharply 

 
Source: Refinitiv, Schroders Economics Group. 12 August 2022. 
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natural gas (LNG), some additional supply can be sent to Europe, but to put the 
current disparity into context, the December 2022 contract for the north American 
Henry Hub market is currently priced at 8.4 US dollars per million British thermal units 
(MBtu). This converts to about 82 cents (€) p/therm, or just 13% of the price in Europe.  

Lately, investors have been concerned that Russia may cut off its European 
neighbours from its exports of oil and natural gas as a protest for the financial and 
military support given to Ukraine. The recent reopening of the Nord Stream 1 pipeline 
with reduced flows has raised anxiety, after the pipeline was closed briefly for 
maintenance work. This is likely to be the cause for the spike in prices for this winter. 
The baseline forecast does not assume a total cut-off, but one of the risk scenarios 
presented later explores the risk.  

In response to higher energy prices, leading indicators such as the PMIs have fallen 
precipitously. All of the manufacturing PMIs for the big EU four have fallen below the 
neutral 50 mark – signalling falling output, and services PMIs are following suit. 
Overall, the macro composite PMIs for Germany and Italy have dipped below 50, 
suggesting that a recession may be close, while the Spanish and French indices are 
positive for now, but are likely to track lower in the coming months. 

Chart 6: European Macro Composite PMIs 

 
Source: Refinitiv, S&P Global, Schroders Economics Group. 12 August 2022. 

In comparison to the US and eurozone, the UK seems to sit somewhere between the 
two. Growth has been more resilient of late, and there is more evidence of inflation 
pressures broadening out. Yet, the UK is also forced to endure high European energy 
prices, which are going to hit households with a lag due to the government’s energy 
price cap.  
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likely to have one of the highest inflation rates in the advanced world next year, as 
the CPI forecast has been raised from 6% to 8.7%, significantly higher than consensus 
estimates of just 5.6%. 

As mentioned, the energy price cap is mainly to blame for the delay in energy costs 
being passed on to households. But the higher forecast compared to the consensus 
is driven by our view that inflation is more engrained in the UK economy than many 
expect, and a conclusion that the BoE will make a policy error by not raising interest 
rates far enough. As discussed in the note cited earlier, we estimate that only 15% of 
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years. Therefore, interest rates need to rise by more too cool off demand, and the 
very tight labour market. 

China’s post covid bounce is likely to be short-lived 

China’s economy has already contracted after output declined by a seasonally 
adjusted 2.6% q/q in the second quarter as severe lockdowns to contain Covid were 
imposed. But while output shrank by more than expected, the weak headline figures 
mask the fact that activity has already rebounded strongly over the course of the 
second quarter due to the easing of restrictions, and the release of pent-up demand. 
That strong rebound is unlikely to last long as activity data from July has already 
started to unexpectedly ease back.  

Looking ahead, leading indicators such as the credit impulse and the growth in real 
narrow money supply (M1) have been signalling for some time that the economy will 
stage a more sustained cyclical recovery from late the end of the third quarter 
onwards. However, predicting turning points is never an exact science, and several 
factors suggest that the recovery will be relatively short lived.  

Problems in the real estate market remain a major obstacle. Owners of pre-sold 
(unbuilt/unfinished) properties have taken to protesting by boycotting payments on 
mortgages where developers have either collapsed, or are struggling to complete 
projects. This has predominantly been caused by excessive developments in some 
rural areas where demand had been overestimated, but exacerbated by the 
government’s crack down on leverage and speculation in the housing market. Real 
estate developers have been crippled with a cash crunch, leaving many on the brink 
of bankruptcy. That has seen construction activity plummet. With the sector’s activity 
contributing to a fifth of the economy’s output, there has understandably been a 
serious hit to overall GDP growth. Moreover, the crisis has hit the confidence of 
households, which coupled with concerns over Covid, has pushed consumers to 
retrench.  

Policymakers have indicated that support for the housing sector is forthcoming and 
have encouraged local governments to ensure the delivery of outstanding projects. 
Additional stimulus measures may eventually follow, but developers are likely to 
restructure their debt, particularly on debt owed to foreign creditors. But as things 
stand, Beijing remains reluctant to fully bail-out the sector. 

Meanwhile, China is likely to feel the pinch as most of the advanced world tips into 
recession in the months ahead. Manufactured exports, which have been the key 
driver of growth over the past two years, are set to slow dramatically as demand 
conditions soften and consumers reorientate spending to services (chart 7). 

Chart 7: Weaker demand from developed markets will hit China’s exports 

 
Source: Refinitiv, Schroders Economics Group. 15 August 2022. 
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The problems outlined above have led us to downgrade GDP from 3.5% to 3.3% for 
this year (consensus of 4.2%) and from 5.5% to 5% for 2023 (consensus of 5.4%). 
Inflation is likely to trend higher on the back of higher food costs and a continued 
unwinding of the pork price shock. However, the key point is that, in contrast to the 
rest of the world, excess supply of goods means that core inflation remains extremely 
low at around 1%. 

Elsewhere in the emerging markets, Russia is still forecast to have a significant 
recession due to the war in Ukraine, while Brazil has seen a small upgrade due to a 
better-than-expected outturn from recent data and increased fiscal giveaways ahead 
of the October general election.  

Regime shift in monetary policy 

As discussed earlier, our view is that we are seeing a regime shift in global interest 
rates. Whereas in the past investors could rely on the “Fed put” to support demand 
and risk assets, now the Fed is actively seeking to reduce demand to ease inflation 
pressures.  

The forecast has the Fed funds rate rising to 4%, by the start of 2023, before the Fed 
finally ‘pivots’ and cuts rates in the second half of the year (chart 8). This is a more 
hawkish view than currently being traded in markets (using forward overnight 
indexed swaps – OIS), which is consistent with the more negative view on growth 
than the consensus. 

Chart 8: Schroders' interest rate forecasts vs. markets 

 
Source: Refinitiv, Goldman Sachs (OIS data). Schroders Economics Group. 12 August 2022. 

The ECB is forecast to lift rates by another 50 bps in September, before slowing its 
pace of tightening, reaching 1.5% on the main refinancing rate, and 1% on the deposit 
rate. Due to excess liquidity, it is tricky to judge what the market has priced, but it 
appears that the ECB rates forecast is broadly in line with the market.  

In the UK, the BoE main interest rate is forecast to rise steadily to 3% by March next 
year, before remaining at this level. Money markets more concerned, currently 
pricing a peak of around 3.25% for the start of 2023, but with a cut to 3% by the end 
of the year. A reduction in rates next year has been hinted at by at least one voting 
committee member, but our view of higher and more sticky inflation, coupled with 
the conclusion that interest rates are not as effective as in the past, should mean the 
BoE is forced to keep rates higher for longer. 

As for China, monetary policy is heading in the opposite direction to the rest of the 
world. The forecast assumes one further 10 bps cut in the one-year loan prime rate, 
to 3.6%. However, following the People’s Bank’s unexpected decision at the time of 
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writing to lower two of its key policy rates by 10 bps leaving the medium-term lending 
and seven-day reverse repo rates at 2.75% and 2.0% respectively, there is a risk that 
rates will ultimately fall by more than is forecast. 

Scenarios analysis: Stagflationary risks continue to dominate 

In thinking about risk scenarios, the war in Ukraine continues to be a major source of 
uncertainty. However, given how long it has lasted and the heroic resistance 
Ukrainian forces have shown, we feel that the risk of a wider conflict has diminished. 
We also think that a swift end to fighting is unlikely, as again, the strong Ukrainian 
resistance makes a surrender doubtful. For this reason, we have dropped both upside 
and downside scenarios. 

We have instead introduced a new scenario to capture concerns over European 
energy supplies from Russia being cut-off completely – the European energy crisis 
scenario. Note, the baseline assumes disruption and higher prices, but no further 
significant restrictions.  

The scenario simulation assumes that Europe cannot replace lost supplies this winter, 
forcing governments to impose rationing, especially in Italy, Germany, Austria, along 
with the Baltic and Balkan countries. Energy intensive industrials (especially the 
chemicals sector) are mandated to cut production by at least 50% through the winter 
months to guarantee supplies for domestic home heating. 

This is the most stagflationary scenario in the new set, as Europe suffers a major 
recession through the winter (chart 9). The pattern is similar to that of Covid 
lockdowns, as when temperatures rise in the Spring, we assume restrictions will be 
lifted, allowing output to rebound. By winter 2023, the impact becomes less severe, 
as better integration with global energy supplies allows for greater imports, partly at 
the cost of other regions though. 

Chart 9: Scenarios grid – growth and inflation deviations from baseline 

 
Source: Schroders Economics Group. 12 August 2022. Please note the forecast warning at the back 
of the document.  

We have retained the supply-side inflation scenario, despite recent signs of 
bottlenecks in global supply chains easing. Concern stems from recent data which 
show what labour markets remain in rude health. Tight labour markets could lead to 
higher-than-expected wage settlements, driving up inflation further through second 
round effects. This requires even more aggressive monetary tightening to reverse 
inflation pressures. 
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The China rolling lockdowns scenario has also been retained, as Covid case 
numbers appear to be rising again. While authorities continue to implement the “zero 
Covid” policy, they appear to be casting their net of restrictions over smaller areas, 
potentially having a smaller impact than earlier this year. 

The previous consumer recession scenario has been updated and renamed the 
consumer depression scenario. The deflationary scenario continues to focus on 
household savings rates, which in the baseline, are expected to remain low despite 
the collapse in consumer confidence. In this scenario, households retrench 
meaningfully in reaction to high inflation and rising interest rates. As households 
choose to save more of their dwindling incomes, they worsen the slump in demand 
and growth, but also help lower inflation faster than in the baseline.  

Finally, a new supply-side recovery scenario has been introduced. The productivity 
boosting scenario highlights the risk that depressed labour participation rates could 
recover if the squeeze on households is severe enough. The rise in the availability of 
labour helps reduce supply bottlenecks, and not only lowers wage inflation, but 
prices in general. Growth is therefore stronger, but inflation is lower compared to the 
baseline. 

Despite the move of the forecast in a Stagflationary direction, risks are still skewed 
towards lower growth and higher inflation. The EU energy crisis receives the highest 
probability at 15%, followed by the supply-side inflation scenario at 11% (chart 10). 

Chart 10: Scenario probabilities Chart 11: Growth and inflation skews 

  
Source: Schroders Economics Group. 12 August 2022. Probabilities are mutually exclusive. Please 
note the forecast warning at the back of the document.  

Checking the history of the risk scenario probabilities, and we see that the negative 
skew for GDP growth has only slightly risen compared to last quarter and is the joint 
second most negative reading in the past decade (chart 11). Meanwhile, the skew of 
inflation risks has risen further over the past quarter, with the high net probability 
only second to the spike in 2018. 
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Schroders Economics Group: Views at a glance 
Macro summary – Q3 2022 
Key points 
Baseline 

– US: We expect the US economy to fall into recession in the first three quarters of 2023, causing GDP to contract by 1.1% following 
a downgraded expansion of 1.7% in 2022. The downgrade is mostly driven by a higher inflation forecast as well as a more 
aggressive increases in the Fed funds rate, which we expect to reach 4.00% by Q1 2023. As the recession becomes evident, the 
FOMC is expected to ‘pivot’ by cutting the Fed funds rate by 50 bps to 3.5% by end-2023, but quantitative tightening is assumed 
to continue throughout the forecast period. 

– Eurozone: Whilst firmer outturns have mechanically raised our 2022 growth forecast to 3.0%, we expect a two quarter recession 
to cause a slowdown to 0.4% growth in 2023. Unlike the US, domestically generated inflation and rising interest rates are not 
the cause of the recession, but rather spiralling energy costs related to the war in Ukraine. Even so, the ECB’s Governing Council 
is forecast to lift rates by another 50 bps in September. It should then slow the pace of tightening, reaching 1.50% on the main 
refinancing rate, and 1% on the deposit rate.  

– UK: Our forecast for GDP growth has been revised down slightly to 3.4% for 2022, whereas we now look for a decline of 0.6% in 
2023. The UK is likely to experience one of the highest inflation rates in the advanced world next year, with our CPI forecast 
having been raised from 6.0% to 8.7%. Against this backdrop, the Bank of England’s MPC is expected to raise Bank rate to 3.00% 
by March next year. 

– Emerging Markets: China is likely to feel the pinch as most of the advanced world tips into recession. Problems in the real 
estate also present a major obstacle, with construction activity contributing to a fifth of economic output. These headwinds have 
led us to downgrade GDP growth to 3.3% for 2022 and to 5.0% for 2023. In other emerging markets, Russia is still forecast to 
have a significant recession due to the war in Ukraine, while Brazil has seen a small upgrade thanks to a better-than-expected 
outturn from recent data and increased fiscal giveaways ahead of the October general election. 

Risks 
We still see the balance of risks as being tilted towards stagflation. Once again, four of our five risk scenarios are predicated on 
weaker output and three assume inflation will be higher. We now see the greatest risk as being an EU energy crisis, followed by 
supply-side inflation. We also continue to see a material risk of China rolling lockdowns, as well as a marginally lower but equal 
probability of either a consumer depression or supply-side recovery. 

Chart: World GDP forecast 

 
Source: Schroders Economics Group. 12 August 2022. Please note the forecast warning at the back of the document. 
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Schroders Baseline Forecast 

 
 

  

Real GDP
y/y% Wt (%) 2021 2022 Prev. Consensus 2023 Prev. Consensus
World 100 5.9 2.6  (2.7) 2.7 1.5  (2.7) 2.1

Advanced* 61.1 5.2 2.3  (2.7) 2.4 0.0  (1.7) 1.3
US 27.0 5.7 1.7  (2.6) 2.1 -1.1  (1.5) 1.0
Eurozone 16.8 5.4 3.0  (2.5) 2.7 0.4  (1.9) 1.4

Germany 5.0 2.9 1.3  (1.7) 1.6 -0.1  (2.1) 1.6
UK 3.6 7.4 3.4  (3.5) 3.3 -0.6  (0.9) 0.5

Total Emerging** 38.9 7.1 3.1  (2.8) 3.2 3.9  (4.3) 3.3
BRICs 26.2 7.7 3.2  (3.0) 3.4 4.4  (4.7) 3.5

China 19.0 8.1 3.3  (3.5) 4.2 5.0  (5.5) 5.4

Inflation CPI 
y/y% Wt (%) 2021 2022 Prev. Consensus 2023 Prev. Consensus
World 100 3.4 7.2  (6.4) 7.2 4.3  (3.6) 4.1

Advanced* 61.1 3.2 6.9  (6.1) 7.0 3.7  (2.7) 3.5
US 27.0 4.7 8.0  (6.9) 7.9 4.2  (2.8) 3.7
Eurozone 16.8 2.6 7.3  (6.6) 7.5 3.1  (2.4) 3.7

Germany 5.0 3.2 7.6  (6.5) 7.2 3.5  (2.7) 3.6
UK 3.6 2.6 8.6  (8.4) 8.6 8.7  (6.0) 5.6

Total Emerging** 38.9 3.7 7.5  (6.8) 7.6 5.2  (5.0) 5.1
BRICs 26.2 2.4 4.1  (3.9) 4.2 3.3  (3.8) 3.1

China 19.0 0.9 2.0  (1.9) 2.2 2.3 (2.3) 2.3

Interest rates 
% (Month of Dec) Current 2021 2022 Prev. Market 2023 Prev. Market

US 2.50 0.25 3.75  (3.00) 3.53 3.50  (2.50) 3.20
UK 1.75 0.25 2.50  (2.00) 2.90 3.00  (2.25) 3.00
Eurozone (Refi) 0.50 0.00 1.25  (1.00) 1.50  (1.00)
Eurozone (Depo) 0.00 -0.50 0.75  (0.50) 1.00  (0.50)
China 3.70 3.80 3.60  (3.50) - 3.60  (3.50) -

Other monetary policy
(Over year or by Dec) Current 2021 2022 Prev. Y/Y(%) 2023 Prev. Y/Y(%)

US QE ($Tn) 8.9 8.8 8.4 (8.4) -4.5% 7.4 (7.4) -11.9%
EZ QE (€Tn) 2.9 2.8 2.9 (2.9) 3.6% 2.8  (2.9) -3.4%
UK QE (£Bn) 847 875 827  (838) -5.5% 757  (718) -8.5%
China RRR (%) 11.50 11.50 11.00 11.00 - 11.00 11.00 -

Key variables
FX (Month of Dec) Current 2021 2022 Prev. Y/Y(%) 2023 Prev. Y/Y(%)

GBP/USD 1.21 1.35 1.22  (1.24) -9.9 1.29  (1.30) 5.7
EUR/USD 1.02 1.14 1.00  (1.05) -12.1 1.05  (1.11) 5.0
USD/JPY 133.7 115.0 140  (130) 21.7 130  (124) -7.1
EUR/GBP 0.85 0.84 0.82  (0.85) -2.4 0.81  (0.85) -0.7
USD/RMB 6.73 6.37 7.00 (7.00) 9.8 6.80 (6.80) -2.9

Commodities (over year)
Brent Crude 110.1 70.8 104.7  (101.5) 47.8 93.2  (90.6) -11.0

Consensus inflation numbers for Emerging Markets is for end of period, and is not directly comparable.

Previous forecast refers to May 2022

** Emerging markets: Argentina, Brazil, Chile, Colombia, Mexico, Peru, China, India, Indonesia, Malaysia, Philippines, South Korea,
Taiwan SAR, Thailand, South Africa, Russia, Czech Rep., Hungary, Poland, Romania, Turkey, Ukraine, Bulgaria, Croatia, Latvia, Lithuania.

1.01 1.38

Source: Schroders (12/08/2022), Refinitiv, Consensus Economics (July 2022)

*  Advanced markets:  Australia, Canada, Denmark, Euro area, Israel, Japan, New Zealand, Singapore, Sweden, Switzerland,
United Kingdom, United States.

Market data as at 12/08/2022, Brent crude as of 01/08/2022
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Schroders Forecast Scenarios 

 
*Scenario probabilities are based on mutually exclusive scenarios. Please note the forecast warning at the back of the document.  

Scenario Summary Macro impact Probability* Growth Inflation
Baseline We forecast that global GDP growth will slow from an expected 2.6% in 2022 to just 1.5% in 2023. Within that,

we expect the US, Eurozone and UK economies to fall into outright recession. Inflation is expected to peak at
higher rates in most major economies and to persist for longer remaining above target throughout the
forecast horizon in most countries. This, combined with rising interest rates, is expected to further choke off
demand. China’s economy should stage some recovery as we head into 2023. But the economy faces several
headwinds that are likely to hold back the pace of recovery. The authorities are reluctant to deliver major
stimulus, the zero covid policy remains in place while the external and geopolitical environment is
deteriorating. Overall, the downward revisions to growth and upward adjustments to inflation again take our
global forecast in a more stagflationary direction.

Despite evidence that the US economy is slowing, a buoyant labour market means that the risk of a wage-price
spiral is elevated. As a result, the Fed needs to move monetary policy into restrictive territory in order to
engineer a recession and rebalance supply and demand. Forecasts of a soft landing seems wildly optimistic.
We expect the upper bound of the fed funds target rate to be raised to 4% by early 2023, with a “pivot” in the
second half of the year as the economy slides into recession lower rates to 3.5% by year-end. The pace of
quantitative tightening is likely to slow as the Fed shifts its focus back to growth. Interest rates are also set to
rise further in the UK and Eurozone in order to get on top of inflation, even as the economies head into
recession around the turn of the year. We expect the BoE to lift rates to 3% by early 2023, with the ECB getting
the refinancing and deposit rates further into the positive territory at 1.5% and 1% respectively. The outlook for
monetary policy in the emerging markets is more divergent. While the window for major easing closing, the
People’s Bank of China is likely to deliver one further cut and retain a supportive bias. With inflation in Brazil
rolling over, the Selic policy rate is likely to peak at 14% while aggressive rate may start to be reversed in 2023
at the economy slows. However, in India, having been one of the last central banks to start raising rates, the
RBI still has further work to do.

61% - -

1. EU energy crisis Tensions between Russia and the west escalate substantially, leading to energy exports from Russia to Europe
to be cut off completely. While Europe has been accumulating reserves through the summer, they are
insufficient to meet demand this winter. Europe also has limited ability to substitute away from Russian gas in
the near-term. This forces the most exposed governments (the Baltics, Balkans, German, Austria and Italy) to
implement rationing. Energy intensive industrials (especially the chemicals sector) are mandated to cut
production by at least 50% through the winter months to guarantee supplies for domestic home heating. As
temperatures rise in spring and demand falls from households, restrictions on production are lifted. By winter
2023, Europe is better prepared and is able to purchase and import LNG supplies from around the world.

Stagflationary: For Europe, a major recession through the winter ensues similar to the pattern seen during
Covid lockdowns. Companies are supported with loans and grants through the period, while furlough schemes
are used to support household incomes. Households receive the energy supply required, but at a higher price,
leading to high inflation. Demand destruction is evident both for energy, but also other non-essential goods
and services. Energy prices however fall back by summer 2023, before rising again for the winter period,
causing more weakness. The rest of the world is less impacted, but still face higher energy costs and lower
demand. Asia suffers more in the second half of 2023 as Europe is more able to import and compete for LNG
supply, driving up international prices. Monetary policy is less tight under this scenario around the world.

15% -1.1% +1.5%

2. Supply-side 
recovery

Higher wages and an erosion of living standards by high inflation attract people back into the labour market,
causing depressed participation rates to increase. The increase in capacity takes the sting out of wage growth,
easing concerns about second round effects from inflation. Greater participation also helps to ease bottlenecks
and increase supply helps to bring prices down. 

Productivity boost: Economies that have been hampered by supply constraints – notably the US, Europe and
UK – see an increase in growth while inflation pressures subside a little. This relieves some of the pressure on
central banks to tighten policy, meaning that policy rates peak at lower levels than in the baseline. 4% +0.9% -0.4%

3. China rolling 
lockdowns

China’s government continues to pursue its strict zero-covid policy which effectively causes rolling lockdowns
through the forecast. As officials identify new outbreaks of the highly infections omicron variant, periodic
restrictions are re-introduced, causing a hit to domestic demand, and disruption to global supply chains. 

Stagflationary: Lower growth in China presents a demand shock for the rest of the world who take a hit to
their exports with commodity producers being particularly affected. However, supply chain disruptions stop
prices returning to more normal lower levels as in the baseline. Central banks worldwide continue to tighten
monetary policy, albeit at a slower pace.

5% -1.0% +0.3%

4. Consumer 
depression

Depressed confidence against a backdrop of high inflation and rising interest rates sees consumers retrench.
Consumption slumps as households build precautionary savings. Companies realise that they have over-
produced, and start to lay off workers, which re-enforces the negative sentiment building amongst
households. More aggressive destocking leads to retailers offering large discounts.

Deflationary: A collapse in consumption causes developed market economies to suffer even deeper
recessions, with GDP in the US, Europe and UK around 1.5 percentage points lower than in the baseline
forecast. Much weaker demand and significantly lower oil prices bring inflation crashing back down to target
everywhere except the UK, where the energy price cap continues to feed through to inflation with a lag,
allowing central banks to reverse course. The Fed cuts rates back to just 1%, while the ECB reverses most of its
tightening.

4% -1.4% -1.2%

5. Supply-side 
inflation 

The current bottlenecks in the industrial sector last for longer than expected and have knock on impacts
through global supply chains. Commodity markets also struggle with supply shortages. Meanwhile, wages
accelerate by more than in the baseline in response to tight labour markets. The labour participation rate in the
US does not improve, whilst mismatch between worker skills and jobs in the post covid economy means the
NAIRU rises and available slack is less than in the baseline.

Stagflationary: Supply shortages cause commodity prices to climb further, pushing food and energy inflation
higher. Supply constraints and higher commodity prices see goods inflation increase again and tight labour
markets ensure that price pressures endure as wages increase. This results in persistent inflation, averaging
8.5% in the US in 2022 and 6% in 2023. This forces the Fed to tighten policy significantly more than in the
baseline, with the fed funds rate reaching 5% in 2023. Other central banks also step up the pace of tightening.
Higher inflation, along with tighter monetary policy, chokes off growth.

11% -0.8% +1.2%

6. Other 0% - -

Cumulative 2022/23 global vs. baseline
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Updated forecast charts – Consensus Economics  

For the EM, EM Asia and Pacific ex Japan, growth and inflation forecasts are GDP weighted and calculated using 
Consensus Economics forecasts of individual countries. 

Chart A: GDP consensus forecasts 

2022  2023 

 

 

 

 
 

Chart B: Inflation consensus forecasts 
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Source: Consensus Economics (July 2022), Schroders. 
Pacific ex. Japan: Australia, Hong Kong, New Zealand, Singapore. 
Emerging Asia: China, India, Indonesia, Malaysia, Philippines, South Korea, Taiwan, Thailand. 
Emerging markets: China, India, Indonesia, Malaysia, Philippines, South Korea, Taiwan, Thailand, Argentina, Brazil, Colombia, Chile, Mexico, 
Peru, South Africa, Czech Republic, Hungary, Poland, Romania, Russia, Turkey, Ukraine, Bulgaria, Croatia, Estonia, Latvia, Lithuania. 
 
The forecasts included should not be relied upon, are not guaranteed and are provided only as at the date of issue. Our forecasts 
are based on our own assumptions which may change. We accept no responsibility for any errors of fact or opinion and assume no 
obligation to provide you with any changes to our assumptions or forecasts. Forecasts and assumptions may be affected by 
external economic or other factors. The views and opinions contained herein are those of Schroder Investments Management’s 
Economics team, and may not necessarily represent views expressed or reflected in other Schroders communications, strategies or 
funds. This document does not constitute an offer to sell or any solicitation of any offer to buy securities or any other instrument 
described in this document. The information and opinions contained in this document have been obtained from sources we 
consider to be reliable. No responsibility can be accepted for errors of fact or opinion. This does not exclude or restrict any duty or 
liability that Schroders has to its customers under the Financial Services and Markets Act 2000 (as amended from time to time) or 
any other regulatory system. Reliance should not be placed on the views and information in the document when taking individual 
investment and/or strategic decisions. For your security, communications may be taped or monitored. 
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