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Fed and ECB in lockstep

While the ECB and the Fed are unlikely to respond to the high inflation risks with interest

rate hikes as early as next week, they are likely to do so in December—provided French

government bonds do not suffer a complete collapse. Factors pointing against further

interest rate hikes in the new year include the decline in oil prices we anticipate, the

dampening effect of higher bond yields, and the assessment by many central bankers

that key interest rates will already be having a restrictive effect by then.
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The “job” isn't done yet

Next week, both the ECB and the Fed will hold their interest rate meetings. At these meetings, both central banks will have to acknowledge

that inflationary risks on both sides of the Atlantic have not yet been averted and that one or more additional interest rate hikes are

necessary. For example, the Federal Reserve’s preferred measure of inflation, the deflator of personal consumption expenditures (PCE),

was 3.4% higher in August than a year earlier (Chart 1). The core rate, which excludes the often-volatile energy and food prices, stood

at 3.0%. This means the inflation rate has been above the Fed’s 2% target for more than five and a half years, and this year the gap to

that target has actually widened somewhat.

Chart 1 - US inflation: above target for 5 1/2 years

PCE deflator, total and excluding food/energy, annual rates of change in %, monthly data. Dotted lines: Commerzbank forecasts
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Although the inflation rate in the euro area has only recently risen significantly above the ECB’s target this year, it was actually slightly

higher at 3.8% most recently (Chart 2). The core rate rose slightly to 2.5%, and there are strong indications that it will continue to rise

in the coming months.

Chart 2 - Eurozone headline inflation on a downward trend in 2027

Harmonized consumer price index in the euro area, year-over-year rates in %, from October 2026 Commerzbank forecasts
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Since inflation is unlikely to ease quickly in the short term, this calls for a monetary policy response. This is all the more true given that

the economy is growing quite robustly in both the U.S. and the euro area—a development that was not necessarily expected following

the energy price shock that hit the global economy in the spring. The data on third-quarter economic growth due out next week is likely

to confirm this picture (see data preview). For the U.S., we expect real GDP growth of 3.5% (quarter-over-quarter, annualized); in the

eurozone, real GDP is likely to rise by 0.3% (which corresponds to 1.1% using the U.S. calculation method). Such growth rates are unlikely

to have an inflation-dampening effect.

Nevertheless, the ECB and the Fed are holding off on rate hikes in October, ...

Even though there is a need for action, neither the Fed nor the ECB will change interest rates next week. This is supported, among other

things, by statements from officials at both central banks. Most recently, ECB representatives assured that they take inflation seriously

and are closely monitoring developments. However, according to its statement, the central bank wishes to act with a “steady hand,” which

is why it is unlikely to raise interest rates again next week, having already done so at its previous meeting in September.

Fed Chair Warsh, however, remained true to his line and gave no indication of the decisions to be made at the upcoming meeting. Several

other prominent Fed members, including Vice Chair Jefferson and New York Fed President John Williams, have, on the other hand,

signaled a pause. Fed Governor Waller noted that interest rate hikes do not necessarily have to occur in consecutive meetings; the Fed

had also raised its key interest rates at its last meeting in September.

... a view also supported by political factors at the ECB ...

In addition to these signals from representatives of the two central banks, political considerations also argue against an interest rate hike

as early as next week. In France, for example, a dangerous mix of uncontrolled government debt and political protests has been brewing.

There are no political majorities in sight for the necessary—and painful—budget consolidation, especially as next year’s presidential

election is increasingly coming into focus.As a result, the yield spread between 10-year French and German government bonds has

recently widened significantly again—to almost 175 basis points; this is the highest level since the 2011 sovereign debt crisis. Although

ECB President Lagarde recently emphasized that this is a problem for France and that the solution lies there as well, the ECB is unlikely

to have any interest in adding fuel to the fire by rapidly tightening monetary policy further, which could drive yields even higher and

put the French national budget under even greater pressure. After all, in the event of a full-blown crisis, the ECB would likely have little

choice but to intervene—something it certainly wants to avoid.

... and at the Fed, ...

In the U.S., too, political considerations argue against an interest rate hike next week. The monetary policy meeting is taking place just

a few days before the U.S. midterm elections. A rate hike during this sensitive phase would expose the Fed to accusations of political

interference and lead to fierce criticism from the White House. In any case, President Trump has resumed his campaign to remove Fed

Governor Lisa Cook from office. He recently appointed a committee to investigate allegations of mortgage fraud against Cook.

At least the Fed’s independence has been reinforced by a Supreme Court ruling. Should the Republicans lose their majority in the Senate,

Trump would also be unable to push his own controversial candidates through the confirmation process for any vacant seats on the Fed

Board. As a result, Trump’s influence over the Fed is likely to diminish in the medium term. The Fed will hope that this will take it out

of the political crosshairs again. Given that this development is favorable for the Fed from an institutional perspective, it is unlikely to

jeopardize it by slamming on the monetary policy brakes too hard in the short term.

... but in December, the ECB and the Fed will act

The Fed and the ECB thus have good reasons to pause in October, not least to gain more clarity on the economic and geopolitical

conditions. In December, however, both central banks are likely to respond to persistently high inflation and raise interest rates—as priced

in by the futures markets—by 25 basis points. However, the forecast for the ECB is contingent on the situation in the French government

bond market not escalating.

Weaker inflation in 2027 argues against further action, ...

Whether further interest rate hikes will follow next year depends largely on future price trends, which in turn will depend to a considerable

extent on the trend in energy prices and, consequently, on the further course of the war in the Middle East. We expect oil shipments

from the region—which have already increased significantly in recent months via so-called “dark transits”—to normalize despite the latest

setbacks. In the medium term, oil prices, and thus energy prices, are therefore likely to fall again.

The gradual easing of tensions in the energy markets should be reflected in a gradually declining inflation rate in both regions. Due to

the expected decline in oil prices, our forecast indicates that the ECB’s and the Fed’s inflation targets should come within reach again

toward the end of 2027 (Charts 1 and 2). In the U.S., core inflation is also expected to decline steadily. In the eurozone, this will likely
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not be the case until mid-2027, but the significant decline in headline inflation should convince the ECB that this is merely a temporary

phenomenon that does not warrant further interest rate hikes.

... especially since key interest rates are already slightly restrictive, ...

Another factor likely influencing both central banks’ decision to temporarily halt interest rate hikes is their view that key interest rates are

already in restrictive territory—that is, they are slowing the economy somewhat. According to some ECB Governing Council members,

this is already the case at the current key interest rate of 2.5%. Based on the comments regarding the neutral interest rate that we have

gathered over the past few months, a deposit rate of 2.75% would likely be considered slightly restrictive by the majority of Governing

Council members as well (Chart 3). In the U.S., the median estimate among Fed members for the long-term equilibrium interest rate is 3¼

%. Even considering the range, which extends from 2¾% to 3¾%, the 4.25% policy rate reached in December would be slightly restrictive.

Chart 3 - Most ECB council members put neutral rate between 2% and 2.5%

Statements by ECB council members on the neutral interest rate since 2024
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... are also putting the brakes on the economy, ...

In addition, central bank officials repeatedly point out that long-term yields—some of which have risen significantly—are already slowing

the economy and thus helping to curb inflation. Looking ahead, long-term yields on government bonds are likely to remain high—and

thus tend to dampen growth and inflation. This is because governments are unlikely to succeed in the foreseeable future in consolidating

their budgets to the extent that debt-to-GDP ratios fall and investors regain confidence in these countries.

... and central banks take public finances into account

In the U.S., Treasury Secretary Bessent has already attempted to bring the Fed on board in his efforts to limit the rise in long-term interest

rates. In Europe, too, there is discussion—so far primarily among more radical forces such as French presidential candidates Jean-Luc

Mélenchon and Marine Le Pen—about how the ECB can ease the debt burden on member states. The backdrop to this is the dramatic rise

in government debt, the servicing of which is eating up an ever-larger portion of national budgets. Whether the Fed and the ECB like it or

not, governments’ debt burdens also limit their room to maneuver. We continue to assume that, due to these constraints, the central banks

will pursue a monetary policy that is on the loose side. The decline in inflation next year could therefore be only a temporary phenomenon.
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