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If financial investors accept, for the next ten years, a yield of just 2.2% on their holdings of 

German government bonds, while ECB policy rates – which determine money market rates – 

are above 4%, they must obviously expect a large decline of inflation rates and a change of 

direction of monetary policies, perhaps a refinancing rate of less than 1%, as in the decade 

before Covid and the Ukraine war. At this point, they accept that long interest rates are 

almost 200 basis points lower than short-term rates. 

The situation is similar in the US, if less extreme. The yield of 10-year Treasuries is 4.0% – 

while the Federal Funds rate, which determines interest rates at the short end of the yield 

curve – is at 5.3%. Expectations are that inflation will come down further and that the Fed 

will cut the policy rate later this year, but deflation will not be a risk once again. As in past 

decades, both inflation and policy rates will be almost structurally higher than in the euro 

area. American policy makers are less dogmatic than their European, especially German 

colleagues, about reaching an inflation target. Austerity is not their thing – full employment 

is more important. This may be the reason why labor productivity, as an indicator for the 

improvement of general welfare, has, for a long time, been rising much faster than in 

Europe. 

 

 inflation, productivity and bond yields since 1993 

 
consumer 

prices 
producer 

prices 
import 
prices 

unit labor 
costs1) 

labor 
productivity1) 

10y 
government 
bond yields 

 % y/y % 

  1993-2019 

Germany 1.6 1.2 0.8 1.2 1.2 
3.5 

euro area2) 1.7 1.4 1.03) 1.2 0.9 

US 2.3 2.1 1.2 1.2 1.9 4.1 

 highest since January 2020 

Germany 8.8 45.8 32.7 7.8 4.9 
2.8 

euro area 10.6 43.4 37.5 6.7 3.7 

US 9.1 22.7 11.8 6.5 6.8 4.8 

 most recent 

Germany 3.7 -7.9 -9.0 7.8 -0.8 
2.2 

euro area 2.9 -8.8 -11.5 6.7 -1.0 

US 3.1 -3.6 -1.4 1.6   2.4 4.0 

1) based on hours worked; Germany, euro area = total economy; US = nonfarm business sector 

2)  1996-2019   –   3)  2006-2019    
sources: Bundesbank, Eurostat, Federal Reserve, own calculations ©UR 
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Another reason for those relatively low long-term interest rates could be investors’ fear that 

prices of equities, real estate or raw materials are presently dangerously high. They may 

want to hedge against crashes in those asset classes. Both German Bunds and US Treasuries 

will remain liquid in turbulent times – government debtors will meet their obligations when 

other capital market participants are unable to. Not to forget, bonds will do well in case of a 

long and deep recession when prices of other assets collapse. Seen from this perspective, 

relatively low long-term interest rates are like an insurance premium. Bonds protect against 

some negative effects of a deep recession. Investors who want to diversify their risks cannot 

bypass German and American government bonds. 

Whether inflation rates will indeed come down significantly, as implied by the implicit 

forecast of capital markets is another matter. Even though brokers, bankers and asset 

managers have strong incentives to get things right, their track record is at best mediocre. In 

the euro area, very weak overall demand and steeply declining producer and import prices 

suggest that consumer price inflation will fall to something between 1 and 2% year-on-year 

in a few months. On the downside, unit labor costs, the most important cost component, 

have recently increased strongly. European labor markets continue to be robust, and 

workers have finally decided to do some catching-up, after several years of wage restraint. 

Since firms find it difficult to pass on those rising labor costs to their clients the chances of a 

new wage-price spiral remain low. Overall, Europe can look forward to lower inflation rates. 

An example: over the six months to December 2023 German consumer prices have 

increased at an annualized rate of just 1.1% – the underlying inflation rate is very low 

already. 

The ECB will therefore begin to cut policy rates in the second or third quarter of this year – 

the yield curve will gradually flatten, and long rates will exceed short rates sometime next 

year. This will boost bonds. Since yields are already so low their prices will rise only 

moderately though. Markets have already raced ahead in anticipation of the coming 

monetary policy reversal. 

The likely scenario of dollar money and bond markets will be similar. Because of the brisk 

growth of demand and output, core inflation is still rather high – at about 4% it is far above 

the Fed target of 2%. “Higher for longer” is today’s narrative of the central bank. Even so, 

weakening overall demand makes it likely that US policy rates will also be reduced over the 

course of the year. Given that levels are so much higher than Germany’s, bond yields will fall 

more. In other words, dollar bond markets look like a better bet than euro government bond 

markets. 

# # # 

 


