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Introduction: Strong Consumers Meet Even Stronger Inflation 

Inflation is fast outpacing wage growth in Europe and the U.S. Households are losing purchasing power and 

becoming poorer. Answering precisely when inflation might tip an economy into recession depends on 

many factors, but we have attempted answers under two very different scenarios that can develop from 

here:  

a) Credible central banks scenario: Inflation continues to outpace wage growth, and real income and

consumption suffer, eventually bringing about a growth and inflation slowdown. Central banks may

hasten the path to this outcome with rate hikes. By our estimates, the euro area would fall into recession

if inflation averages 6% in the next 12 months, while the U.S. economy would flirt with recession if

inflation averages 9%. 

b) Wages-prices spiral scenario: Wage growth picks up as workers demand their purchasing power 

be protected and, in a context of tight labor markets, they succeed. Real income and consumption are

protected, inflation does not come under control unless, or even if, central banks embark on a very

aggressive tightening cycle. Under this scenario, inflation would have to rise to 9% in Europe and 12% in

the U.S. before a recession is likely. 

Simulating Consumption Growth in the Two Scenarios 

Employing the most commonly used models of private consumption and its drivers, we estimate the 

inflation rate that would cause consumption growth to turn negative under different assumptions of wage, 

employment, and fiscal transfers’ growth, as well as financial and housing market returns. Consumption 

representing between 50% and 70% of GDP in Europe and the U.S., we consider these as the conditions 

needed for a recession to unfold. Please see the Appendix for details on the modeling techniques followed. 

Scenario 1: Credible central banks scenario  

In this scenario, central bank credibility and labor market rigidities keep wage growth anchored:  

 Wage growth: accelerates, but mildly (from the current 5% to 6% in the U.S. and from 1.8% to 2.5% in

euro area) 

 Employment grows to pre-pandemic levels 

 Unemployment rates remain broadly unchanged at 3.8% in U.S. and 7.1% Europe

 Transfer income grows as it did in strong fiscal support years (e.g. on the back of fuel subsidies in and

other spending in Europe)

 Equity and bond returns are assumed average and house prices grow at the rate seen in the last four

quarters (18% in U.S. and 8% in the euro area) 



FOR INTERNAL USE ONLY INSIDE.BARINGS.COM/SITES/BII  |  2

3 May 2022 |  Research Note  

Under these assumptions, the relationship between inflation and real consumption growth is estimated 

as follows: 

Source: Barings calculations and Haver. As of April 22, 2022. 

The vertical axis of the chart shows the estimated consumption growth at different levels of inflation in the 

next 12 months (horizontal axis). In the euro area (green line), a CPI inflation rate averaging 6% in the next 

12 months reduces real incomes enough to bring consumption, and thus most likely GDP growth, into 

negative territory in the same time span. In the U.S., given the stronger dynamics in consumption drivers 

(wages, employment, and property income are growing faster), a much higher inflation rate is needed for 

real incomes and consumption to be hurt; for this to turn negative, CPI should average 9% in the next 12 

months. In other words, a recession driven by high inflation seems an unlikely scenario in the U.S., but not 

so in Europe. That is, unless one expects inflation to average a number close to double-digit rates in the next 

12 months.  

Scenario 2: Wages-prices spiral scenario 

Things are different if labor strength and/or unanchoring inflation expectations trigger a further strong 

acceleration in wages. To model this scenario, we hold the same assumptions behind the previous one, 

except for two changes:  

 Wages accelerate strongly (from the current 5% to 9% in the U.S. and from 1.8% to 6% in euro area) 

 Employment grows faster (by 3% in the U.S. and 2% in the euro area)

As expected, under these assumptions labor income growth is strong enough to compensate for inflation. 

This has to reach 9% to cause a recession in the euro area, and 11% to cause one in the U.S. This is a 1970s 

scenario, where central banks have lost control and, to regain it, need to engineer a sharp demand slowdown 

by hurting employment and wages. A very aggressive tightening becomes necessary. 
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Source: Barings calculations and Haver. As of April 22, 2022. 

A Word of Caution: Long- vs. Short-term Determinants of Consumption 

Notice that these simulations focus on the long-run determinants of consumption (income and wealth). No 

effect from indebtedness levels, interest rates, nor consumer confidence on consumption decisions is 

assumed. However, these play an important role in short-term dynamics. Qualitatively, one could argue that 

confidence is likely to be further hurt by the tightening cycles and the war, hindering consumption. On the 

other hand, large piles of extra savings, particularly in the U.S., should increase propensity to consume.  

Should the post-COVID reopening make consumers confident and deploy their savings, consumption could 

prove stronger than we estimate, under all levels of inflation. On the other hand, should the war, energy 

shocks, and further inflation acceleration sap consumer confidence, the slowdown could be even more 

marked than we estimate. The impact of the latest consumer confidence drops on discretionary spending 

(e.g. durable goods, big-ticket items) will be crucial to understand which way this is going.  

While the joint impact of savings and confidence is hard to gauge, as both look stronger and less impacted by 

the war in the U.S. than in Europe, the differences between consumption growth across the two sides of the 

Atlantic could be even more pronounced that in these simulations. 

Conclusions: A Slowdown, Possibly a Recession in the Making 

Unless central banks lose control of wage-price dynamics, the rate of inflation currently expected to prevail in 

Europe and the U.S. in the coming year (6%) will act as a substantial drag to private consumption, likely 

causing a sharp slowdown in U.S. growth and a recession in the euro area.  

For central banks, the room for error is small. On one hand, they need to tighten policy in order to safeguard 

their credibility, thereby keeping peoples’ beliefs that they will tame inflation. On the other, they must avoid 

exacerbating a slowdown that may be already in the making, as inflation is currently outpacing wage growth 

in both Europe and the U.S.  
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As monetary policy decisions taken today affect the economy in one or two years, central banks must strike 

this fine balance now, with huge uncertainty surrounding the inherent strength of the economy, the effect of 

multiple shocks ranging from the Russian invasion to lockdowns in China, and the degree to which the global 

economy has been changed structurally.  

A soft landing to a new world of stable growth and inflation is possible, but it requires almost everything to 

turn out well. 

Appendix – Private Consumption Modeling 

For the euro area, we follow the “thick modeling” approach pursued in the ECB paper: “Private 

consumption and its drivers in the current economic expansion”, ECB Economic Bulleting (5) 2018. Thick 

modeling is appealing because, instead of following one estimation technique, it averages the results of all the 

most commonly used techniques to get an estimate of the marginal propensity to consume out of income and 

wealth for the euro area consumer.  

The models averaged in this thick modeling exercise use data from 1999 to 2018 to estimate the MPC out of 

the main income and wealth components separately: labor, property, rental and social transfer income, 

financial and non-financial (housing) wealth. Data on the relative shares of income and wealth sources in the 

euro area come from Eurostat, the EU Commission statistical office. 

The yearly growth of real (net of inflation) consumption is estimated by the following equation: 

𝐶 𝐼 ∗ 𝑀𝑃𝐶  𝑊 ∗𝑀𝑃𝐶  

Where I and W are the yearly growth in real income and wealth and 𝑀𝑃𝐶  and 𝑀𝑃𝐶  their marginal 

propensity to consume out of income and wealth, respectively. 

 Income and wealth growth are obtained assuming yearly growth in their main drivers, and then netting out 

inflation to obtain real income and wealth growth rates. Euro area income and wealth growth drivers and 

their assumed values under the credible central banks scenario are shown in this table: 

MPC Driver 1 Driver 2 
Driver 1 
Growth 

Driver 2 
Growth 

Labor Income 28% Wages Employment 2.5% 1%

Non-Labor (Property) Income 40% Investment & Rental Income Transfer Income 2% 6% 

Financial Wealth 0.5% Equity Returns Bond Returns 6% 3% 

Non-Financial (Housing) Wealth 0.4% House Prices 8% 
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While these values are assumed for the wages – prices spiral scenario for the EA: 

MPC Driver 1 Driver 2 Driver 1 
Growth 

Driver 2 
Growth 

Labor Income 28% Wages Employment 6% 2%

Non-Labor (Property) Income 40% Investment & Rental Income Transfer Income 2% 6% 

Financial Wealth 0.5% Equity Returns Bond Returns 6% 3% 

Non-Financial (Housing) Wealth 0.4% House Prices 8% 

For the U.S., we use the same equation used for the euro area. As for the MPC, we use the estimates 

appearing in “The Distribution of Wealth and the Marginal Propensity to Consume,” QJE 2017, the most-

quoted paper on U.S. MPC estimation. We compare them with the estimates of the widely used Penn 

Wharton Budget model and, reassuringly, the two sets of estimates are remarkably similar, even if the 

modeling techniques are completely different. For information on the Penn Wharton Budget model please 

visit: https://budgetmodel.wharton.upenn.edu/ 

All other data comes from the BEA personal income and its disposition tables. In the credible central 

banks scenario, U.S. income and wealth drivers are assumed as follows: 

MPC Driver 1 Driver 2 Driver 1 
Growth 

Driver 2 
Growth 

Labor Income 22.4% Wages Employment 6% 2%

Non-Labor (Property) Income 22.4% Investment & Rental Income Transfer Income 4% 5% 

Financial Wealth 0.4% Equity Returns Bond Returns 7% 3% 

Non-Financial (Housing) Wealth 0.4% House Prices 18% 

While in the wages – prices scenario, they are assumed as shown in this table: 

MPC Driver 1 Driver 2 Driver 1 
Growth 

Driver 2 
Growth 

Labor Income 22.4% Wages Employment 9% 3%

Non-Labor (Property) Income 22.4% Investment & Rental Income Transfer Income 4% 5% 

Financial Wealth 0.4% Equity Returns Bond Returns 7% 3% 

Non-Financial (Housing) Wealth 0.4% House Prices 18% 

For both the U.S. and the EA, the two scenarios differ only for the assumed wage and employment growth. 

https://budgetmodel.wharton.upenn.edu/
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IMPORTANT INFORMATION 
 
Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are subject to change without 
notice, dependent upon many factors. Any prediction, projection or forecast is not necessarily indicative of the future or likely 
performance. Investment involves risk. The value of any investments and any income generated may go down as well as up and is not 
guaranteed. Past performance is no indication of current or future performance. PAST PERFORMANCE IS NOT NECESSARILY 
INDICATIVE OF FUTURE RESULTS. Any investment results, portfolio compositions and or examples set forth in this document are 
provided for illustrative purposes only and are not indicative of any future investment results, future portfolio composition or investments. 
The composition, size of, and risks associated with an investment may differ substantially from any examples set forth in this document. 
No representation is made that an investment will be profitable or will not incur losses. Where appropriate, changes in the currency 
exchange rates may affect the value of investments. Prospective investors should read the offering documents, if applicable, for the details 
and specific risk factors of any Fund/Strategy discussed in this document. 
For Professional Investors/Institutional Investors only. This document should not be distributed to or relied on by Retail/Individual 
Investors.  
Barings LLC, Barings Securities LLC, Barings (U.K.) Limited, Barings Global Advisers Limited, Barings Australia Pty Ltd, Barings Japan 
Limited, Baring Asset Management Limited, Baring International Investment Limited, Baring Fund Managers Limited, Baring 
International Fund Managers (Ireland) Limited, Baring Asset Management (Asia) Limited, Baring SICE (Taiwan) Limited, Baring Asset 
Management Switzerland Sàrl, Baring Asset Management Korea Limited, and Barings Singapore Pte. Ltd. each are affiliated financial 
service companies owned by Barings LLC (each, individually, an "Affiliate"), together known as "Barings." Some Affiliates may act as an 
introducer or distributor of the products and services of some others and may be paid a fee for doing so. 
NO OFFER:  
The document is for informational purposes only and is not an offer or solicitation for the purchase or sale of any financial instrument or 
service in any jurisdiction. The material herein was prepared without any consideration of the investment objectives, financial situation or 
particular needs of anyone who may receive it. This document is not, and must not be treated as, investment advice, an investment 
recommendation, investment research, or a recommendation about the suitability or appropriateness of any security, commodity, 
investment, or particular investment strategy, and must not be construed as a projection or prediction. 
 
In making an investment decision, prospective investors must rely on their own examination of the merits and risks involved and before 
making any investment decision, it is recommended that prospective investors seek independent investment, legal, tax, accounting or other 
professional advice as appropriate.  
Unless otherwise mentioned, the views contained in this document are those of Barings. These views are made in good faith in relation to 
the facts known at the time of preparation and are subject to change without notice. Individual portfolio management teams may hold 
different views than the views expressed herein and may make different investment decisions for different clients. Parts of this document 
may be based on information received from sources we believe to be reliable. Although every effort is taken to ensure that the information 
contained in this document is accurate, Barings makes no representation or warranty, express or implied, regarding the accuracy, 
completeness or adequacy of the information.  
These materials are being provided on the express basis that they and any related communications (whether written or oral) will not cause 
Barings to become an investment advice fiduciary under ERISA or the Internal Revenue Code with respect to any retirement plan, IRA 
investor, individual retirement account or individual retirement annuity as the recipients are fully aware that Barings (i) is not undertaking 
to provide impartial investment advice, make a recommendation regarding the acquisition, holding or disposal of an investment, act as an 
impartial adviser, or give advice in a fiduciary capacity, and (ii) has a financial interest in the offering and sale of one or more products and 
services, which may depend on a number of factors relating to Barings’ business objectives, and which has been disclosed to the recipient. 
OTHER RESTRICTIONS:  
The distribution of this document is restricted by law. No action has been or will be taken by Barings to permit the possession or 
distribution of the document in any jurisdiction, where action for that purpose may be required. Accordingly, the document may not be 
used in any jurisdiction except under circumstances that will result in compliance with all applicable laws and regulations.  
 
Any service, security, investment or product outlined in this document may not be suitable for a prospective investor or available in their 
jurisdiction.  
Any information with respect to UCITS Funds is not intended for U.S. Persons, as defined in Regulation S under the U.S. Securities Act of 
1933, or persons in any other jurisdictions where such use or distribution would be contrary to law or local regulation. 
Copyright and Trademark: 
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