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Introduction

The Ortec Finance Economic Scenario Generator integrates short-, medium- 
and long-term investment horizons consistently across all asset classes and 
economies [1: Ortec Finance Economic Scenario Generator]. Investment and risk 
management applications like ALM, SAA, ORSA, and ECAP can now be served 
with a single model. It provides realistic stochastic risk and return scenarios 
for all relevant time horizons and balance-sheet-level applications in a single 
calibration, bringing consistency and efficiency to enterprise-wide investment 
decision-making and risk management. The frequency domain methodology 
isolates long (“trend” or 10-year horizon), medium (“business cycle” or annual 
horizon), and short-term (“momentum” or intra-year) return dynamics for better 
understanding and reflection of financial risk and return characteristics over 
time. This document describes the Ortec Finance economic outlook with the 
information available at the end of September 2022.

https://www.ortecfinance.com/solutions/economic-scenario-generator
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The (central bank) inflation battle is far from over

Although US and UK headline inflation somewhat declined during the third 
quarter, core inflation remained elevated and the labor market remained 
tight which could give rise to a wage-price spiral. In Europe, inflation reached  
record high levels due to rising energy prices as Russia completely halted its 
gas supply to Europe stoking fears of an energy crisis. 

Against this background, governments in both the EU as in the UK made  
concrete plans to partly offset increased energy prices for households and 
businesses. This suggests that fiscal policy will likely serve as a buffer for  
potential further energy price increases, thereby partly mitigating  
further short-term upward pressure on inflation and downward pressure on  
economic activity¹.  At the same time, ill-targeted fiscal stimulus could prove 
counterproductive and fuel inflationary dynamics from the demand side 
in the medium term. From the monetary policy front, major central banks  
rapidly tightened their monetary policy stance during the third quarter and 
re-emphasized their commitment to regain price stability despite signs of 
slowing growth.

While acknowledging the lagged impact of monetary and fiscal policy, so far 
there are little signs that inflation will decline towards central bank targets 
in the short term. Nevertheless, tightening financial conditions and high  
realized inflation suggest that inflation is expected to fall below recent  
figures, yet remain above central bank targets over the coming two years for 
most countries. At the same time, inflation risks are elevated as the impact of 
rapidly tightening conditions on aggregate demand, the persistence of labor 
market tightness, and the energy outlook remain uncertain.

1 Note that the US is more self-sufficient in terms of their energy needs and consequently is less susceptible to an increase in energy prices when 
compared to the UK and the EU. 
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Equity momentum expected to deteriorate due to  
rising interest rates
In July, capital markets rallied as markets still had hopes of interest rate cuts in 2023 and a soft landing for the economy. Nevertheless, 
sentiment soon turned when major central banks reiterated their commitment to regain price stability even it if entails sacrificing 
growth in the process. Towards the end of the third quarter central banks lived up to their promises by sharply raising interest rates 
and signalling further tightening to come. Additionally, with winter drawing closer and Russia completely halting its gas supply to  
Europe, fears of an energy crisis started to emerge. The combination of hawkish monetary policy guidance and fears of an energy crisis 
triggered elevated market volatility, a fall in equity prices, and a strong increase in bond yields.

Increasingly hawkish monetary policy guidance, increased interest rate uncertainty, and negative equity returns resulted in negative 
realized momentum. Going forward, short-term equity returns are expected to remain negative as the rapid increase in interest rates 
puts downward pressures on equity momentum. More specifically, the momentum outlook is expected to detract about 3.5% from  
equity returns over the next twelve months. Market volatility and downside risk are expected to remain elevated in the short run due 
to increased inflation risks, tightening financial conditions, and elevated geopolitical uncertainty.
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The business cycle declined further in response to weak investor sentiment and rising interest rates. During 
the third quarter, policy rate hikes totaled 1.5% from the US Federal Reserve, 1.25% from the European  
Central Bank and 1% from the Bank of England. In line with hawkish guidance, short-term interest rates 
are expected to increase further reflecting continued monetary tightening. Yet, long-term interest rates 
are expected to decline in line with lower expected inflation and moderate growth prospects over the 
medium-term.

The Ortec Finance Business Cycle Indicator continues to point at a contractionary phase mainly owing 
to high inflation, which translates to below-trend equity returns and above-trend credit spreads on a 
one-year horizon. Business cycle risks are strongly tilted to the downside. Rapidly tightening financial 
conditions suggest that hidden risks are on the rise as corporates and governments with a large financ-
ing requirement become increasingly fragile and default risks increase. Additionally, Russia’s invasion 
of Ukraine has significantly raised geopolitical uncertainty and could lead to an energy crisis in Europe 
and the UK. Moreover, recent developments such as the mobilization in Russia, the rupturing of the 
Nord Stream 1 pipeline, and the annexation of four Ukrainian regions, as well as toughening rhetoric 
could indicate further escalation going forward. In the face of slowing economic activity, sustained 
high inflation, and hawkish policy guidance, there is limited upward potential for the economic  
outlook translating to a cautious outlook for risky assets.

Business cycle outlook remains weak 
and points to a contractionary 
phase
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Ortec Finance Business Cycle Indicator (Medium-term growth, equities and credits)

* For an interactive and historical perspective on the Ortec Finance Business Cycle Indicator visit: Business Cycle Outlook | Ortec Finance 

https://www.ortecfinance.com/en/solutions/economic-scenario-generator/business-cycle-outlook
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Have financial markets bottomed?

Equity markets² have increasingly come to grips with tight monetary policy as 
reflected in the recent sell-off. Nevertheless, the momentum as well as the 
business cycle outlook suggests that equities haven’t bottomed yet mainly 
owing to high inflation and rising interest rates. Accordingly, global equities 
are expected to decline by another few percent over the next year, further 
down from their 25% year-to-date loss.

From the end of September, the equity scenario outlook indicates severe 
downside risk attaching a 25% probability of a further 15% or more drawdown 
and a 5% probability of a 35% or more drawdown over the next year. This 
broadly reflects rising known unknown risks as the sharp shift in monetary 
conditions could very well reveal hidden fragilities that have been built up in 
the system after a decade of unprecedented policy stimulus. 

This was also recently signified by the bond market turmoil in the UK and 
the associated liquidity risks. The future materialization of events like these 
could potentially trigger non-linearities that underline the elevated down-
side risks on capital markets. All in all, the above combined suggests that we 
haven’t seen the bottom of the market yet.

2 Since equity markets are regarded as a leading indicator of other financial markets, equity market developments and expectations are used as a 
proxy for the broader financial market developments and expectations.
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Beyond the cycle: faster normalization of inflation and 
interest rates to historical trend levels
Beyond short-term and medium-term cyclicality, the Ortec Finance Scenario 
Set covers the long-term outlook many decades into the future. This outlook is 
driven by structural global economic developments and accounts for regional 
differences. In response to persistent inflationary pressures, central banks are 
shifting their monetary policy stance, which has been very loose over the past 
decade, to an increasingly tight stance. 

The rise in interest rates suggests that the pre-existing trend of declining  
interest rates since 1980 is reverting upwards reflected by a higher initial level 
of the Ortec Finance Trend Indicator for inflation and interest rates. Looking  
forward, inflation and interest rates are anticipated to normalize faster to  
historical trend levels where expected inflation and interest rates on a 10 year 
horizon have increased by 10bps and 20bps respectively compared to the end 
of June outlook.
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Ortec Finance Economic Scenario Generator

At Ortec Finance, we are committed to helping our clients manage the complex-
ity of investment decision-making. Models in general – and scenario models in 
particular – are believed to be the most helpful tools to improve investment de-
cisions, because of the consistency, objectivity, transparency, and efficiency that 
working with proper models in a proper way can bring [2: Relevance of scenario 
models].

The Ortec Finance Economic Scenario Generator integrates short and long  
investment horizons consistently across all asset classes and economies. This 
enables our clients to apply one consistent risk management framework for 
long, medium, and short-term investment decision-making. To ensure that the  
scenarios are as realistic as possible, the data and model-driven approach is 
augmented with views and expert opinion [3: Ortec Finance scenario approach].

The frequency domain methodology, combined with dynamic factor models, has 
been developed specifically to capture the complex realities of financial and  
economic markets for all horizons and asset classes at any point in time. 

Our clients benefit from efficient, consistent, realistic, and independent  
scenarios, powered by the frequency domain approach of our Economic Scenario 
Generator. Scenarios are available for the end of every month or for horizons 
from one month to many decades. All scenarios are delivered via the software or 
scenario file service.

Contact Hens.Steehouwer@ortec-finance.com for more information.

More information

[3] Read more in whitepaper Ortec Finance scenario approach

[1] Find out more our Economic Scenario Generator 

[2] Read more in whitepaper Relevance of scenario models

https://www.ortecfinance.com/en/insights/whitepaper-and-report/whitepaper-relevance-of-scenario-models
https://www.ortecfinance.com/en/insights/whitepaper-and-report/whitepaper-relevance-of-scenario-models
https://www.ortecfinance.com/en/insights/whitepaper-and-report/ortec-finance-scenario-approach
mailto:Hens.Steehouwer%40Ortec-finance.com?subject=Quarterly%20Outlook%20September%202022
https://www.ortecfinance.com/en/insights/whitepaper-and-report/ortec-finance-scenario-approach
https://www.ortecfinance.com/en/insights/whitepaper-and-report/ortec-finance-scenario-approach
https://www.ortecfinance.com/en/insights/blog/a-true-out-of-sample-back-test-of-the-ortec-finance-scenarios
https://www.ortecfinance.com/solutions/economic-scenario-generator
https://www.ortecfinance.com/en/insights/whitepaper-and-report/whitepaper-relevance-of-scenario-models
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Disclaimer

Please note that this report has been prepared with care using the best  
available data. This report may contain information provided by third parties or 
derived from third party data and/or data that may have been categorized or  
otherwise reported based upon client direction. This report is not intended as 
an investment advice. Ortec Finance assumes no responsibility for the accuracy, 
timeliness, or completeness of any such information. Ortec Finance accepts no 
liability for the consequences of investment decisions made in relation on in-
formation in this report. 

All our services and activities are governed by our general terms and  
conditions which may be consulted on https://www.ortecfinance.com and 
shall be forwarded free of charge upon request. Any analysis provided herein is  
derived from your use of Ortec Finance’s software and does not constitute  
advice as to the value of securities or the advisability of investing in, purchasing, 
or selling securities. All results and analyses in connection with Ortec Finance’s 
software are based on the inputs provided by you, the client. Ortec Finance is 
not registered as an investment adviser under the Investment Advisers Act of 
1940.

https://www.ortecfinance.com


Rotterdam Amsterdam London Zurich Toronto Melbourne New York

contact@ortecfinance.com | www.ortecfinance.com 
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