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Recession in the US and consequences for Europe
Stubbornly high inflation, even higher U.S. key interest rates – we now expect a
recession for the U.S. and show what this could mean for the euro area and the
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U.S. inflation rises to 40-year high
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Data preview from 27 June until 1 July 2022
Economic Data Preview: Contrary to the ECB's expectations, the inflation rate in the euro
area probably rose to a new all-time high of 8.4% in June. Page 7
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At our monthly forecast meeting, we raised our already high inflation forecasts once
again. At the same time, economic risks have increased due to the monetary policy
braking maneuvers, and we now even expect a recession in the US. Hanging over all
our forecasts like a sword of Damocles is the possibility that Putin will permanently and
completely turn off the gas tap.
Anyone who read last Friday's "Week in Focus" will have noticed that we had significantly
tightened our inflation warnings. At our monthly forecast meeting, we have now backed up our
words with deeds. We have once again significantly raised our inflation forecasts for the US
and the euro area.

Inflation peak to be reached only in autumn
For the euro zone and the US, we do not expect inflation to peak until the fall, with inflation rates
of over 9% in the USA and 81/2% in the euro zone. We have raised our inflation forecast for the
euro zone for the coming year sharply from 2.5% to 4% – mainly because gas and electricity
prices are expected to remain high for longer than previously assumed. In addition, food prices
are likely to rise even more strongly in 2023 because the increase in production costs (energy,
fertilizer, etc.) will be passed on to consumers. For the US, we have raised the inflation forecast
for 2023 from 4.5% to 5.0%.

Elevated economic risks
Due to stubbornly high inflation, the Federal Reserve has accelerated the pace of interest rate
hikes and made it clear that it will probably raise its key rate more than generally expected.
These more extensive rate hikes by the central bank of the world's largest economy pose
a significant economic risk, as do reduced Russian gas supplies. Yesterday's slump in the
euro area's purchasing managers' index for manufacturing once again showed how fragile the
economic situation is (Chart 1).
Chart 1 - Euro area: demand for industrial goods has noticeably weakened

Euro area manufacturing Purchasing Managers' Index, new orders sub-component, seasonally adjusted
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Recession in the U.S.
In the US, three out of four rate hike cycles since the early 1950s have ended in recession (chart
2). We already saw the US economy on the brink of recession in 2023. In view of the likely
faster and more extensive interest rate hikes, we now explicitly expect a temporary decline in
US gross domestic product in the first half of next year. As a consequence, economic output in
the US is likely to decline slightly by 0.5% on average in the coming year (previously: +1.7%).
The recession we forecast is thus unlikely to be as deep as the one following the financial crisis
of 2008, because this time there are no significant macroeconomic imbalances – such as the
very high level of household debt prior to the financial crisis.
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Chart 2 - Soft landing: Only 1 in 4 attempts succeeds

Effective fed funds rate, monthly average in %. Grey-shaded areas: recessions as determined by the
NBER. Arrows indicate soft landings.
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Significantly lower growth in Germany and the EMU
The USA is still the world's largest economy and an important trading partner for Germany.
In this respect, a recession there is also a warning signal for Germany and the euro area –
especially as energy prices should continue to rise significantly due to reduced Russian gas
supplies, which will reduce consumers' purchasing power.
We have lowered our growth forecasts significantly, from 2.5% to 1.0% for Germany in 2023.
We have reduced the 2023 forecast for the euro zone from 2.1% to just 0.8%. We are thus
significantly more cautious than the average of economists (2.0%).
The fact that we are not forecasting a recession for Germany and the euro zone, unlike for
the US, is mainly due to the bulging order books in the manufacturing sector, which are
fuller in Germany, for example, than even in the early 1960s when the country was still in a
reconstruction boom (Chart 3). If China gradually relaxes its zero-corona policy from the turn
of the year and the supply bottlenecks ease, German companies could start to work off their
high order backlogs. If they took two years to normalize, this would increase the level of gross
domestic product by 1.5% over this period. This shows how high the pent-up demand is.
Chart 3 - German industry: Record high for orders in hand

Orders on hand in production months, industry excluding food and beverages, seasonally adjusted
quarterly figures
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Central banks – between inflation and growth fears
More inflation, less growth – the Fed and the ECB are likely to behave differently in this area
of tension.

•
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Federal Reserve: Fed chair Jerome Powell has said that the Fed is focusing on fighting
inflation and accepting rising economic risks. It is likely to raise its key interest rate to as
high as 4.0%, rather than just 3.5% as we previously expected, due to the increased inflation
3
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risks. As far as the pace of rate hikes is concerned, the Fed is likely to raise its key rate by a
further 75 basis points at each of the next two meetings. For the November and December
meetings, we expect steps of 50 and 25 basis points; by the end of the year, the key rate
would then stand at 4.0%. After that, the Fed is likely to keep the key rate constant for the
time being due to the rising risks of recession and then cut it again for the first time around
the middle of the year in response to the recession that will then be visible.

•

ECB: We have also discussed intensively whether the ECB, like the Fed, will raise its key
rate more than previously forecast because of the higher inflation risks. But traditionally, the
ECB reacts very sensitively to a deterioration in the economic outlook. We have therefore
decided to confirm our previous ECB forecast despite higher inflation: After a 25 basis point
rate hike announced in July, the ECB is likely to raise its key rates by 50 basis points in
September, as envisaged. After that, we see four further increases of 25 basis points each,
so that the deposit rate would stand at 1.5% in the spring. A majority for these rate hikes will
probably come about because the hawks in the Governing Council are likely to agree to a new
low-threshold aid package for the highly indebted southern states. Under such a so-called
anti-fragmentation instrument, the ECB is likely to tolerate only fairly low risk premiums for
the bonds of the southern countries compared with German government bonds. If spreads
rose above these lowish thresholds, the ECB could sell German government bonds and
invest the proceeds in Italian government bonds, for example, according to agency reports.
Such a swap would have the advantage that the stock of all bonds held by the ECB would
remain unchanged, the money supply would not increase and thus the goal of lower inflation
again would not be thwarted. But of course, such a program would definitively remove the
incentives for countries like Italy to tackle necessary reforms and put their public finances
in order.

Consequences for financial markets
Bond yields: More inflation and higher US key interest rates in themselves suggest that the
rise in bond yields is not quite over yet. On the other hand, there are increasingly clear signs of
a recession in the US, to which the Fed is likely to respond by lowering key rates again in the
end. All in all, we have made little change to our forecasts for the yield on the ten-year German
government bond. We continue to assume that the rise in yields is not quite through yet with a
view to the end of the year (see forecast tables at the end of the document).
EUR-USD: The EUR-USD exchange rate is likely to continue to suffer initially from special
factors such as the Ukraine war and the risk of a halt in Russian gas supplies. But with the U.S.
recession and Fed rate cuts we expect next year, the expected interest rate advantage of the
US dollar should diminish again and EUR-USD should recover.
DAX: For equities, we remain more cautious than ever. According to our new forecasts,
economic risks have increased significantly not only in the USA but also in the euro zone.
Analysts are likely to significantly downgrade their still far too optimistic estimates for the
corporate earnings of DAX companies. All in all, the correction in the DAX is unlikely to be
over yet.

Natural gas supply as major risk
Hanging over all these forecasts like a sword of Damocles is the possibility that Putin will
permanently turn off the gas tap completely. If this were to happen, the German economy
would be plunged into a severe recession; in such a risk scenario, a collapse in GDP like that
seen after the financial crisis (2009: -5.7%) would be realistic. First, all energy prices would
rise massively, so that significantly more purchasing power would flow abroad than in the two
oil price shocks of the 1970s. Second, in such a scenario, gas purchases would be rationed
for numerous energy-intensive sectors, causing production there to collapse. Third, it would
eliminate many inputs for other manufacturing sectors, leading to further production declines.
If such a severe recession were to occur, the ECB would cancel its cycle of interest rate hikes
and not resume them until the crisis was over.
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