
The US inflation problem and its consequences

Due to the increased US inflation risks, we revised our forecast for the fed funds

target rate at our monthly forecast meeting. We now expect only three rate cuts, the

first one in December. In contrast, we continue to expect the ECB to deliver four rate

cuts from June. Due to the significant change in interest rate differentials, we now

expect the EUR-USD exchange rate to fall towards parity. We also have raised our

forecasts for German government bond yields.
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Why US consumer prices have recently risen unexpectedly sharply
At our monthly forecast meeting, the focus was on US inflation. This was mainly due to the inflation data for March, which was

published last week. According to the data, US consumer prices excluding energy and food ("core rate") rose unexpectedly sharply

by 0.4% compared to February. Over the last three months, prices have risen by a strong 6.8% on an annualized basis (Chart 1). The

central bank's 2% target is receding into the distance after inflation fell significantly in the second half of last year and many observers

– not us – had proclaimed victory over inflation.

Chart 1 - US inflation is on the rise again
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The renewed rise in US inflation is not due to goods. Despite the recent rise in gasoline prices, goods are hardly any more expensive

than a year ago. In contrast, the price increase for mostly labor-intensive services (excluding housing) has accelerated in recent

months by around one percentage point year-on-year to 4.8% (Chart 2). This category accounts for around a third of the overall core

rate.
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Chart 2 - Inflation in labor-intensive services is rising again

Employment cost index for private business, prices for services excl. shelter/energy ("super core"), annual rates of change in %
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But wage increases are past their peak, ...
However, wage growth, which is important for service inflation, is already slowing. According to calculations by the Atlanta Fed, the

median wage (a statistically better measure than average hourly earnings published as part of the employment report) was only 4.7%

higher in March than a year earlier (Chart 3). Wages measured in this way have therefore not risen more strongly than service prices

(excluding housing) over the past twelve months. This means that wages are unlikely to push up service inflation for much longer. In

the medium term, price pressure in services should even fall if wage growth continues to weaken.
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Chart 3 - Wage increases are slowing

Median wages, annual rate of change in %
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... which has to do with high immigration
At first glance, the slowdown in wage growth does not match the extraordinarily robust employment trend. A good 250 thousand

new jobs were created on a monthly average in 2023. Conventional estimates assume that the US labor market needs around 100

thousand new jobs per month to put the growing population to work. Job creation that significantly exceeds this threshold for an

extended period of time would drain the pool of available workers and lead to an overheating labor market.

However, these calculations do not take into account the enormously high level of immigration since the end of coronavirus, which

has significantly exceeded all previous forecasts. An annual average of 3 million people entered the country in 2022 and 2023 – three

times as many as before coronavirus. Immigration is also expected to be well above average in 2024 and 2025. The Congressional

Budget Office had to drastically increase its population projections within a year.

According to a calculation by Brookings, employment can now rise by around 200 thousand per month due to faster population

growth without the unemployment rate falling. Increased immigration is likely to explain to a large extent why the recent high growth

in employment has not led to an overheating of the labor market.
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Chart 4 - Massive immigration increases labor supply

Net immigration, actual data and CBO projections, in million persons

0.0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026

Net immigration Average 2000-20

Source: CBO, Commerzbank Research

We raised the inflation forecast for 2024, but left the 2025 outlook unchanged
Due to the high inflation at the beginning of 2024, we have revised our inflation forecast based on the consumer price index for

2024 upwards by half a percentage point to 3.5%. For 2025, however, we were able to confirm our previous forecast of 3.0%. We

therefore remain significantly more cautious than the majority of economists (consensus 2025: 2.2%). This also applies to the deflator

for consumer spending (Commerzbank forecast 2025: 2.5%), to which the Fed's 2% target refers. The inflation problem will not simply

disappear into thin air.

Fed: We now expect three instead of five rate cuts
Due to the recent unexpectedly high inflation data, it will take longer before the Fed is confident enough that inflation will move

sustainably towards 2%. We now assume that the Fed will not make its first cut of 25 basis points until December. It will not want to

take such a decision immediately before the presidential election.

In 2025, it will probably make two more cuts and then continue straight ahead. These three cuts in total should not be seen as the

start of a classic interest rate reduction process. Rather, it is only a gradual adjustment of monetary policy. The Fed is lowering the

degree of policy restriction somewhat so as not to slow down the economy too much.

ECB to decouple from the Fed, ...
On the other hand, we have not changed our forecast for the ECB's key interest rates. After President Christine Lagarde effectively

announced a rate cut for June at last week's press conference, we are of course sticking to this long-held forecast. This means that the

ECB will initiate the interest rate turnaround almost six months before the Fed, although it started the rate hike cycle a quarter of a

year later than the Fed in July 2022. We are also sticking to our forecast that the ECB will cut its deposit rate four times by 25 basis

points each time and then leave it at 3.0% from the first quarter of 2025.

... also because ECB sees inflation differently
The fact that the ECB is lowering its interest rates earlier and more sharply than the Federal Reserve is initially due to its view of

inflation. It is true that consumer prices excluding energy and food have risen somewhat more sharply than is compatible with the

2% target in the eurozone since the beginning of the year. However, the ECB interprets this primarily as a normal fluctuation in the

inflation process and continues to assume that inflationary pressure will gradually ease. It also justifies this with a recent decline in

wage pressure with the new wage agreements.
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The second argument for the ECB decoupling from the Fed is certainly economic growth. While economists have massively raised

their US growth forecast for 2024 from 1.3% to 2.2% on average since the start of the year due to the absence of a recession, they

have slightly lowered their forecast for the eurozone.

Significantly lower forecast for EUR-USD ...
The EUR-USD exchange rate fell following the publication of the surprisingly strong US inflation data for March last week. The ECB's

decoupling from the Fed increases the euro's expected interest rate disadvantage and argues for a further depreciation of the euro.

We now expect the euro to end the year just above parity (1.04; previously: 1.10). We are deliberately not going below parity because

the euro is already very cheap in terms of purchasing power parity.

... and modestly higher expectations for Bund yields
As the US Federal Reserve is lowering interest rates less than previously expected, we have raised our forecasts for bond yields

slightly. However, the profile remains similar. Only when it becomes clearer towards the end of the year that the ECB is unlikely to find

a sustainable solution to the inflation problem are bond yields likely to start rising again on a more sustained basis (see forecast table

at the end of the document).
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