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Most people in the United States and the euro area are convinced that inflation is still very 

high. This is not so. Consumer prices have increased a lot since the beginning of 2021, with 

annualized rates peaking at 10% in the US and almost 12% in Europe. But things have 

improved markedly since the end of 2022, and it doesn’t require much intellectual effort to 

predict with some confidence that European consumer price inflation will have the number 

one in front of the digital point by the end of spring. The ECB will thus be back on target. 

Two weeks ago, I had shown that German inflation rates are presently on a steep decline. In 

the US, where the economy is still doing quite well, the decline is less pronounced. To be 

sure, price levels are still quite high in both economies, but they are rising not so fast 

anymore – this is why inflation rates are coming down. 

 

consumer price inflation 

6 months annualized, %*) 

 euro area US 

Dec 2021 6.2 7.8 

Jun 2022 11.1 10.1 

Oct 2022 11.3 6.6 

Dec 2022 7.4 2.9 

Jun 2023 3.7 3.3 

Dec 2023 2.1 3.3 

*) calculated on the basis of seasonally adjusted data 
source: ECB, Federal Reserve, own calculations ©UR 

 

Bond markets agree. Shortly before Christmas, yields of German 10-year Bunds had fallen to 

just a little over 1.9% (US Treasuries to 3.9%). Investors obviously expected that average 

annual inflation would be close to zero over the coming ten years. Zero!! In the meantime, 

yields have climbed somewhat again, to 2.3% and, in America, to 4.1%, but they remain very 

low. The history of Japan shows that near-zero inflation (and government bond yields) are 

not necessarily accompanied by a long-lasting recession and rising unemployment. 

In retrospect, the price explosion in 2021 and 2022 looks like a one-time event. Most 

importantly, it has not triggered a wage-price spiral because it was almost exclusively caused 

by problems on the supply side, such as the Covid pandemic and Russia’s invasion of Ukraine 

which drove up prices of gas and oil and, because they play such a prominent role in 

consumer spending. Neither in Europe nor in the United States were there any signs of 

excessive demand growth. Both economies were in good shape, but they were by no means 

overheated. 
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So we are now back on a path to normality. Between 1996 and 2019, European consumer 

prices had increased at an average annual rate of 1.7%, without much volatility around that 

trend. Monetary policies were on target. 

 

One reason for the fast decline of inflation rates must have been the strong increase of 

policy rates – since July 2022 the ECB had quickly raised the deposit rate, one of its policy 

rates, from -0.5% to 4%, where it is still today. This was much faster than the change in 

inflation expectations over this period. Another indicator of the de facto pro-cyclical shift in 

monetary policy are the growth rates of money supply M3: on a year-on-year basis, they 

were at 5.3% in July 2019, at 9.5% in July 2020 and by no less than 12% in January 2021. This 

was the turning point – the most recent reading is -1%. Sometime in the third quarter, 

European policy rates will be lowered again in response to excellent inflation rates at the 

time. Even so, real, ie, inflation adjusted ECB rates will still be high. 

The outlook for European inflation is also positive for another reason: the economy 

continues to expand only slowly which means that the output gap will remain large. This 

leads to intense competition which in turn prevents business from raising their prices as 

much as they would like. Between Q4 of 2019 and Q4 2023 the real GDP of the euro area 

expanded by an average annual rate of just 0.8%, which was probably less than the growth 

rate of the productive potential of its economy. 

For financial investors such an environment suggests that nominal bond yields must not 

necessarily rise much more, even though they are low by historical standards. They will fall 

again! 

As to the United States, consumer core and headline inflation have most recently been a 

little less than 4% and 3.4% y/y, while the 6-month annualized rates were at 3¼%. They look 

sticky. Given that the labor market remains in good shape and that GDP growth continues to 

beat expectations, I would not bet on significant near-term progress on the inflation front. 
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The market has a different view, though. According to Fed Funds futures, the Fed will still cut 

its Funds rate six times this year, by a total of 150 basis points. Since August 2023 it has been 

effectively at 5.3%. US monetary policy is thus expected to become expansionary once again. 

Over the three decades to 2019 the average annual consumer price inflation rate had been 

2.2% (and thus 0.5 percentage points higher that European inflation). The Fed’s 2% target 

will not be reached any time soon. 

 

The reason the US central bank will probably cut rates quite aggressively is owed to recent 

leading indicators which suggest that real GDP growth will slow down considerably, to 1.3% 

y/y in 2024, after a strong 2.3% in 2023. At some point, any boom will end. In the past, the 

American economy has usually outperformed the predictions of doomsday sayers. Maybe 

history repeats itself once more. 

From the perspective of financial investors, dollar bonds may be not such a bad choice after 

all. The pros are high nominal yields, the likely decline of money market rates and the 

gradual reduction of inflation, caused by weaker growth. On the basis of fundamental 

determinants I expect them to be outperformed by European bonds, though. 
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