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Themes and
Forecast
The pandemic is largely in the past,
but other afflictions are challenging
the global economy. Shocks to the
supplies of labor, energy, and
imports have created
uncomfortable levels of inflation.
High interest rates, designed to
tame the price level, are providing a
shock to the financial system. And
the potential for geopolitical shocks
going into the new year is
significant.
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Going Their Own Way
The desire for more resilient supply chains and
advancing stress between nations are leading to
economic decoupling. The use of commerce as a
weapon when diplomacy fails is becoming more
widespread. The accelerating retreat from
globalization will have consequences for trade,
inflation, and capital.

Bringing production closer to home will not be
easy, and it will be expensive. Some countries may
gain from the global reorientation, but most will
lose.

Price Points
Reaching peak inflation, and moving past it, will be
critical to economic performance. Failure to achieve
containment will invite workers to press for even
higher wages, threatening a damaging spiral.

Recognizing this risk, monetary policy has been
exceptionally aggressive. Rapid increases in interest
rates create another set of risks: to financial stability,
and to ongoing expansion. Friction between central
banks and their governments is rising with bond
yields. Balancing competing objectives and
placating restless stakeholders carries a high
degree of difficulty for policy makers.

Recession Calls
The risk of a downturn is significant in many markets.
Soft landings are rare, and none have been achieved
after inflation has reached its current levels. If a
recession comes, the strength of balance sheets
across the economy should make it a relatively short
and shallow one for developed markets.

The same cannot be said for some emerging
markets. Many have had to raise rates prematurely
to defend their currencies, increasing debt service
burdens. A slow recovery from the pandemic,
along with high fuel and food prices, leaves
populations and their governments vulnerable.

Is growth resilient enough to withstand
these challenges? It will be difficult, but
not impossible. The following themes
will determine whether the post-
pandemic expansion will endure:
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Tail Trouble
International dogma during the past thirty years
has stressed deeper commercial ties as a means of
keeping the peace. But the threat of sanctions and
economic loss have not been enough to prevent
heightened aggression. Some very serious
scenarios are escalating in likelihood.

The mere threat of geopolitical strife hinders
economic and market progress. Should it manifest,
the foundations of economies and markets will be
severely shaken.

Click on the chart to zoom in and explore the data.

Following are discussions of our
outlook for individual markets,
with emphasis on how these four
transitions will affect them.
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Global Economic Forecast – November 2022
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Video: Global Economic Outlook 2022

Watch our economic experts discuss the outlook and risks for major economies in 2023.

Authors

Follow Carl Tannenbaum
Discover the latest economic insights from our
chief economist on social media.
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United States
The year ahead will be a test of
whether inflation can fall without a
rise in unemployment.
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We came into the year 2022 expecting U.S.
growth to stabilize after the wild swings of COVID
lockdowns and reopening. Instead, high inflation
reduced real incomes and output, and higher
interest rates caused a housing recession.
Fortunately, strong employment conditions
supported consumer spending.

Among U.S. audiences, we have frequently
observed a disconnect between data and
sentiment. Expert and casual observers alike would
opine that the nation is struggling. But the
behaviors of consumers and employers belie these
feelings: we would not expect to see strong hiring
and real consumption in a bad economy.

In the year ahead, we see ample reason for
inflation to cool from the elevated rates observed
in 2022. Real-time indicators of prices for
apartment rentals and used vehicles are declining.
The cost of international shipping increased
tenfold at the height of supply chain dislocations
but has now normalized, which will reduce
inflation for imported goods.

But it is important to note that slower inflation does
not mean a retreat. Many prices will settle at their
current levels and hold there, leaving a feeling that
things are still expensive; this can influence
inflation expectations. And we should note that
inflation is likely to persist above the Fed's 2%
target; as reshoring takes the place of globalization
and food and energy markets remain fragile, the
days of persistently low inflation may not return
anytime soon.

U.S. workers have fared incredibly well during the
COVID recovery cycle. Unemployment is low, job

Among the economies we track, the outlook for the U.S. is the closest call.
The nation endured a technical recession in the first half of 2022, using the
informal definition of two consecutive declines in gross domestic product
(GDP). But it certainly didn't feel like a recession: over that same interval,
retail sales grew each month and over 2.6 million jobs were created.

"Among U.S. audiences, we have
frequently observed a disconnect
between data and sentiment."
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openings are ample, and wage gains are strong. A
cooler economy is likely to bring slower hiring and
likely some job losses, especially in sectors coming
off a reopening boom. Part of the reason for low
unemployment is a stall in the recovery of the
workforce; from family obligations to persistent
illness, personal circumstances are keeping too
many potential workers on the sidelines. A
restoration of work-eligible immigration flows will
also help to restore equilibrium.

In response to strong employment and high
inflation, the Federal Reserve has raised its
benchmark rate from the zero lower bound to over 4%. The Fed also pivoted from buying bonds to

running down its balance sheet. In the year ahead,
however, we expect a much less active Fed.

Monetary policy works with long and variable lags,
and markets are still digesting significant
tightening. We expect that the Fed will remain
steadfast in their inflation-fighting commitment and
seek to avoid a policy mistake of cutting too soon.
But the potential for an overcorrection is present.

With so many challenges, setting a growth forecast
for the U.S. is a major challenge. On balance, we see

a year of weak growth. In a normal year, we would
expect the U.S. economy to grow around 2% after
adjusting for inflation; our call of less than 1%
growth may technically not be a recession, but it will
feel like one. Should a recession materialize, the
strength of balance sheets across the economy
should help limit its depth and length.

Absent something sudden that pushes the economy
into contraction, we believe the U.S. economy should
muddle through, but risks are to the downside. It will
be hard for the U.S. to remain in expansion when so
many other world centers are contracting.Click on the chart to zoom in and explore the data.

9 / 25

https://www.northerntrust.com/united-states/insights-research/2022/weekly-economic-commentary/immigration-improving
https://www.northerntrust.com/united-states/insights-research/2022/weekly-economic-commentary/immigration-improving
https://www.northerntrust.com/united-states/insights-research/2022/weekly-economic-commentary/balance-sheets


Click here or press enter for the accessibility optimised version

Eurozone
The pandemic plunged the
eurozone into its worst recession on
record. Its economy rebounded
strongly thanks to a decisive policy
response. However, the good run
has come to an end.
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The EU economy remains vulnerable to
developments in energy markets. Surging natural
gas prices have forced energy-intensive firms to cut
production or idle plants, negatively impacting
major industrial economies like Germany.

These factors are also pushing inflation up
further. Energy and food components have been
the biggest contributors to headline inflation,
which climbed to record highs as 2022
progressed. That said, eurozone price increases

are becoming increasingly broad. Core inflation
has risen from 1.9% last September to 5.0% this
year, led by sustained price increases across non-
energy industrial goods and services.

The tight labor market in the eurozone is
supporting economic activity, and it is also
producing higher wage growth. But as in other
advanced economies, prices are increasing at a
faster rate than wages, eroding the purchasing
power of households.

The risk of a wage-price spiral has triggered a
faster monetary policy response by the European
Central Bank (ECB). The ECB has taken interest
rates firmly out of negative territory, and is poised
to tighten further. We expect the ECB to conclude
its efforts early next year at a terminal rate of
2.50%.

Inflation is poised to descend gradually as
supply/demand imbalances and one-off factors

After a strong performance in the first half of the year, economic weakness is
accumulating in the common currency region. The shocks from the Ukraine
war on both industrial and consumer activities have become more
apparent, setting the economy on a path of lower growth and elevated
inflation. Leading indicators and surveys are pointing towards an economy
already in downturn, but the eurozone continued to expand in the third
quarter against rising expectation of a contraction.

"The path of energy prices will be
critical to the eurozone’s performance
in 2023."
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start to ease. Much, of course, depends on the
path of European energy prices, which remains
substantially uncertain. Despite a weak demand
outlook, we don’t expect the central bank to
resort to easing next year, as inflation will
continue to hover above the 2% target.

Fiscal policy in the euro area will remain
somewhat stimulative. National energy support
measures aimed at cushioning households and
businesses are likely to remain in place well into
2023. Given the suspension of the Stability and
Growth Pact targets until the end of next year,

there will be no real pressure from markets or
fiscally prudent member states to reduce debt or
deficits meaningfully. That said, governments will
have to be mindful of not injecting excessive
stimulus, which would only add fuel to the
inflation fire.

Overall, we expect the eurozone economy to
witness a two quarter recession starting with the
fourth quarter of this year. A resilient labor
market, moderating inflation and disbursements
under the EU Recovery Fund will help the region
emerge from the downturn as 2023 progresses.
But weaker foreign demand coupled with rising
de-globalization currents will weigh on output
and exports. Next year’s recovery will be
gradual, unlike the V-shaped pattern seen
during the pandemic.

"Inflation is poised to descend
gradually as supply/demand
imbalances and one-off factors start
to ease."

Click on the chart to zoom in and explore the data.
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United Kingdom
Starting the year in recession does
not bode well for greater stability in
U.K. markets or the U.K. parliament.
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Under the best of circumstances, the U.K. economy
was facing an uphill climb this year. The wounds of
Brexit had not healed; the nation's involvement in
global trade has been significantly curtailed since
formal separation from the European Union. Delays

of shipments have become the norm, and foreign
investment into the U.K. is holding below its pre-
Brexit rates. The land border between Northern
Ireland and the Republic of Ireland remains a
contentious line.

Brexit has also weighed on the U.K. labor market.
The labor force ended a 25-year run of growth in
2020 as immigrants took the dual uncertainties of
Brexit and pandemic lockdowns as their cue to
return to their home countries. The workers who
remain are enjoying an historically low
unemployment rate, which is positioned to rise
modestly as the economy contracts.

Conditions for the U.K. became even more
complex as the nation dealt with the global shock
of energy prices. While the nation has a diverse
array of energy production and generation
resources, its limited storage capacity for natural
gas makes the economy vulnerable to higher
prices. In addition, nearly half the U.K.'s food supply
is imported, leaving the nation exposed to high
costs in this area.

Prior to the reforms that led to her administration's
downfall, former Prime Minister Liz Truss passed a
package of support measures to help the nation

The past year was one of significant turnover for the United Kingdom. Queen
Elizabeth II passed away after 70 years of leadership; meanwhile, turnover at
10 Downing Street caught many observers and officeholders by surprise. We
hope that the year ahead will bring greater stability of leadership, as it will be
needed to deal with a troubled economy.

"Under the best of circumstances, the
U.K. economy was facing an uphill
climb this year."
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work through its cost of living crisis. The Truss plan
placed a cap on energy bills of £2,500 per year.
With this reform, the risk of a massive inflationary
shock subsided. However, incoming Chancellor
Jeremy Hunt has pledged to review this package in
spring of 2023; the relief may prove short-lived.
Truss also set a plan in place to expand oil and gas
exploration, a necessary bridge as the nation builds
toward greater and more sustainable clean energy
production.

Between food and energy, much of the nation's
inflation has come from higher import costs, which

were exacerbated by the weakness of the pound.
The sterling fell to a record low in September, on
the back of market and political volatility.

The Bank of England was the first major central
bank to start rate hikes in late 2021, moving to
larger increments of 50 basis points in summer
2022. We expect this cycle is near its end. The
economy is undoubtedly cooling, and our forecast
anticipates that a downturn is imminent. That said,
we do not expect the recession will bring about
rapid rate cuts. Policymakers are sensitive to
excessive accommodation and stimulus.

New Prime Minister Rishi Sunak has certainly
learned from his predecessor's missteps. In his past
service as Chancellor and his earlier candidacy for
PM, Sunak showed a preference for austerity and
smaller government. His nomination helped to
calm tense bond markets, and his policies are likely
to give markets greater confidence in the nation's
fiscal stability.

On balance, we expect the U.K. to start this year in
the midst of a recession. However, we view this
interval as a cyclical adjustment to higher costs and
scarce labor. We see no reason to expect a severe
downturn. On the other hand, we see no reason for
optimism about a booming recovery, nor
expectation of easy relief to the nation's challenges.
Britons have often taken pride in their stiff upper
lips, enduring times of burden. Such resiliency will
be needed in the years ahead.

"On balance, we expect the U.K. to
start this year in the midst of a
recession."

Click on the chart to zoom in and explore the data.
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China
China has begun transformations
that will be long-lasting.
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China's recent era of growth was led by a massive
export initiative. With a formula of state
sponsorship and foreign investment, the nation
overtook the productive capacity of the rest of the
world. But that era has come to an end: Tensions
between China and its trading partners have been
rising for a number of years, and the pandemic

showed all nations the risk of concentrating
production in just one region. If the world continues
to decouple, China has the most to lose.

In the year ahead, China must overcome some
significant challenges. As China matured, it needed
to rebalance its economic mix toward more

domestic consumption. Progress had been slow on
this front before COVID-19, and pandemic
lockdowns have taken a toll on consumer
sentiment.

The nation’s manufacturing infrastructure also
continues to labor under stringent COVID-19
protocols. The virus has proven intractable, and
China would do well to learn to live productively
with it.

China must also attempt a soft landing of its real
estate market. As part of the nation's rapid
expansion, developers were eager to build as much
as possible, and savers were ready to offer capital
to get projects started. But the system grew over-
leveraged, with developers unable to finish projects
and funders not receiving finished properties.
There is no painless solution: some investors and
banks will realize losses, and construction can no
longer be an easy source of jobs and quick
investment returns.

The history of China is a long tale of dynasties and strong leaders stretching
back to antiquity. As the year 2023 commences, China will start a new year
moving in a new economic direction.

"In the year ahead, China must
overcome some significant
challenges."
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China will face demographic challenges for a long
time to come. Birth rates are falling fast, and
immigration is not much of an option. If the nation is
going to make major advancements in technology,
now will be the most opportune time to do so.

China enters this critical period of transition with
stable leadership. President Xi Jinping has begun
a third term as President, alongside party
leadership with deep loyalty to his priorities. While
we are not military experts, worries about China
invading Taiwan are in the forefront. In that event,
sanctions would be severe and commercial links

with China would be rapidly severed. But
prospective economic damage may not be a
sufficient deterrent.

We do not expect significant changes from the
People's Bank of China next year. In the course of
the pandemic, the central bank only marginally
lowered its overnight lending rate; as the nation's
prospects slowed in 2022, it went against the global
tide and cut rates by a symbolic 10 basis points.
Monetary policy will continue to support fiscal
policy as needed.

The growth outlook for China's economy in the new
year is slower than its recent norms. After targeting
and achieving growth of at least 6% for nearly three
decades, China will now shift into a slower gear. For
many in the nation accustomed to rapid progress
and a rising standard of living, this may feel
recessionary. Younger Chinese citizens may
experience cyclical economic phenomena like
unemployment and default for the first time.

Chinese leaders are reputed to think beyond
themselves or their lifetimes, focusing instead on
the nation's advancement as a great power over
long time horizons. Xi has an opportunity to steer
China towards a more sustainable future, but he will
have to navigate around a series of potential
hazards to get there.

"The growth outlook for China's
economy in the new year is slower
than its recent norms."

Click on the chart to zoom in and explore the data.

18 / 25



Click here or press enter for the accessibility optimised version

Japan
Japan may outperform next year,
but structural challenges continue
to limit its potential.

19 / 25

https://insights.northerntrust.com/?accessible


The Japanese economy is expected to outperform
in our base case. A recovery in consumption, led by
pent-up demand and savings, will underpin
growth. While demand for goods and services has
grown strongly, there is room for the latter to
recover further; other developed markets have

shown greater increases in spending as they exited
lockdowns. The recently announced ¥29 trillion
($200 billion) stimulus package aimed at buffering
higher commodity prices and the weaker yen will
help to suppress the squeeze on real incomes and
provide a boost to growth.

The outlook for exports, an important source of
revenue for the economy, isn’t particularly bright.
Recession in major western economies coupled
with worsening terms of trade will weigh on
demand for Japanese goods. Increasing friction
with China will pressure Japanese supply chains.
That said, the country’s important auto industry,
accounting for one-fifth of goods exports, should
mitigate the negative shocks from the global
slowdown. After five consecutive years of
contraction, auto production is expected to bounce
back in 2023 as semiconductor shortages recede.

Just when the world is hoping to put inflation in the
rear-view mirror, Japan is starting to see signs of
more durable inflationary pressures. The eye-
watering levels seen in other advanced nations are
unlikely to spread to Japan, not an entirely bad
outcome for an economy that has long struggled
to defeat deflation. While inflation will remain well
above the deflationary zone throughout 2023, it is
unlikely to be sustained around the 2% target.

The Japanese have a reputation for being punctual, especially in their
high-speed train network. Stalled by stagnation, however, the growth train
never really left the station over the past three decades. Even during the
pandemic, while western economies reaped benefits from economic
reopening, Japan played catch up. However, things are starting to change
with the Japanese economy looking better placed than most of its
advanced peers entering 2023.

"The Japanese economy is expected
to outperform in our base case."
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Firms are passing on higher costs to consumers,
but wages are not moving in tandem, despite a
shrinking labor force and persistent worker
shortages. According to the Bank of Japan (BoJ),
wage growth of around 3% or higher (a rate not
seen in three decades) will be required to sustain
inflation at the 2% central bank target. Japanese
employees rarely switch jobs, and its large

employers still provide long-term job security and
set wages based on seniority rather than
performance. Inflation expectations also continue
to fall short of the central bank’s target.

As a result, the BoJ remains the only major central
bank with negative policy rates. With little sign of
sustained underlying inflation or a wage-price
spiral, we expect the BoJ to maintain current policy
rates under the yield curve control framework next
year, even under a new governor. The policy
divergence with the Federal Reserve will keep the

yen under pressure, prompting interventions by
authorities in the near term.

Though positive when compared to likely
recessions in the West, growth will remain
uninspiring owing to Japan’s structural woes.
Abenomics reforms, such as measures designed to
increase women’s labor force participation, are
yielding results, but these are modest offsets to the
country’s demographic deficit. Japan may
outperform in 2023, but its long-term
underperformance will likely be sustained.

"Though positive when compared to
likely recessions in the West, growth
will remain uninspiring owing to
Japan’s structural woes."

Click on the chart to zoom in and explore the data.
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Emerging Markets
Emerging market resilience
is waning rapidly.
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This year has seen much higher government bond
yields and volatility in financial markets. This has led
to capital flight towards the U.S., creating a sharp
appreciation in the value of the dollar. These factors
contributed to a fierce sell-off in emerging market
assets, with the average yield on EM local-currency
bonds rising to the highest level since June 2015.

The pain is not just in financial markets. Inflation is
a bigger headache to EM households than it is to
those in higher-income countries. Consumers in
developing economies, on average, pay a far
bigger chunk of their incomes for essentials like
food and energy, the most disrupted categories
of the past year. Rising costs for these essentials

(a good portion of which are imported) serve as
an impediment on discretionary spending,
hindering growth.

Higher commodity prices have boosted terms of
trade for EMs that are exporters, leading to
stronger current account and fiscal positions. But
not all are benefitting. Countries heavily dependent
on imports of essentials have seen the biggest rise
in inflation and the largest deterioration in external
and fiscal positions.

The slowdown in western demand centers is only
adding to the stress. The cost-of-living crisis
coupled with withdrawal of easy money is pushing
major economies into a slowdown or downturn.
With many developed nations likely to be in mild
recession early next year, trade and tourism won’t
be of much help in to emerging markets in 2023.
China’s slowdown is another area of concern,
especially for Asian economies like Taiwan,
Singapore, and Vietnam. Slower production will

When America sneezes, emerging markets (EMs) catch a cold. This depiction
proved true in 1993 and 2013, and it continues to hold today. As the Federal
Reserve and other major central banks tighten their monetary policy stances
to combat inflation, emerging economies are being placed under pressure.

"The pandemic has slowed the pace
of economic convergence between
the advanced and emerging worlds."
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ripple through to resource-rich nations such as
Brazil and Chile as their trade flows to China
diminish.

EMs were more resilient before the pandemic, with
increased reserves and smaller trade deficits, but
those buffers look increasingly stretched. Many had
already exhausted their financial resources in
dealing with the pandemic. Several nations are
burning through large amounts of foreign
exchange reserves to prop up their currencies amid
capital outflows. The stronger greenback is raising
the cost of their debt, which is increasingly

becoming dollar-denominated and of shorter
duration. Trade deficits are widening, owing to
higher import prices and softening exports. As a
result, many low-income countries are already in or
close to financial distress. A widening debt crisis in
emerging economies could easily precipitate a
global recession.

While most EMs are simply caught in the global
tide, others are suffering due to their own mistakes.
Turkey’s unorthodox and misguided policies have
sent inflation soaring and their currency into a free
fall. Pakistan, which has knocked at the

International Monetary Fund’s door 20 times, has
long avoided essential fiscal and energy reforms.
Argentina is a serial debt defaulter, refusing to
learn from its mistakes.

The dollar is expected to remain strong well into
2023, causing a sustained threat to economies and
financial conditions. EMs are facing another year of
difficult choices, balancing their efforts to support
growth with restoring price and fiscal stability.
Some will continue to grow while others will falter;
but all will likely perform below potential.

Click on the chart to zoom in and explore the data.
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