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A central bank’s key and in many cases sole objective is to ensure price
stability. When it took up office in 1998, the European Central Bank (ECB)
defined price stability as a rate of price increase below, but close to,
2%. The US Federal Reserve, too, is guided by an inflation rate of 2%
- formerly defined as a benchmark, this became the official inflation
target as of 2012. And it was basically a success story for many years.
Between 2012 and 2020, the relevant core inflation in the US - which
excludes volatile food and energy prices - was always between 1.2%
and 2.4%, on average 1.9%. A precision landing! A similar picture emerges
at a somewhat lower level for the euro zone. The range was between
0.2% and 1.7%, on average 1%. This is below the target of almost 2%, but
in view of such a stable inflation trend, why would anyone complain that
the ECB missed its inflation target most of the time?

The answer is: the ECB itself found a reason. In the aftermath of the financial and euro crisis, former ECB
President Mario Draghi repeatedly conjured up the spectre of deflation. Deflation, i.e. a general, significant
and sustained decline in price levels, is indeed not to be trifled with. It can bring about some severe con-
sequences for an economy. However, the euro zone never came anywhere near deflation, and yet the ECB
acted as if it had. With interest rate cuts, bond buying programmes and other measures that soon became
part of many a central bank’s standard repertoire under the term “unconventional monetary policy”. This
was also the case in the US, where Janet Yellen, then Fed Chair and now Secretary of the Treasury, com-
mented on inflation as being too low - nota bene, when it stood at 1.7%.

This policy of adamantly preventing any crisis or recession, and the constant focus on raising inflation to
the 2% target ultimately led to the former success story turning into its opposite. Monetary watchdogs
responded to each ever so slight sneezle by injecting even more liquidity. Sometimes rightly so, for
instance at the outbreak of the Corona crisis, but often needlessly - such as the 2019 interest rate cuts
in the US - and more often than not quite generously.

The spirits they called are now here. Since the beginning of 2021, inflation has been soaring, abetted
among other things by a dash of bad luck. With the pandemic, which initially had a dampening effect on
prices but subsequently helped push them up, and with the Ukraine conflict, which fuelled inflation and
extended the cycle. But the foundation for this was laid by the central banks with their liquidity glut in
the years before. They are now laboriously struggling to put the genie back in the bottle - albeit, not
exactly with any resounding success. Although inflation has been declining overall for some months, it
will probably take until well into the next year before it hits the 2% target. The only way to speed up the
process would be if central banks were to tighten their policy more significantly, even if accepting the
possibility of a recession were the price. However, that does not (yet) look likely.
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As expected, the ECB and the Fed raised their key
interest rates at the beginning of February. How-
ever, interest in the monetary guardians’ outlook
and how their decisions were reached outstripped
the interest rate steps as such. Accordingly, the
minutes of the last Fed meeting, which were
published last week, were eagerly awaited. In the
end, they contained little that was surprising. The
decision to raise the key interest rate by 25 basis
points on 1st February was taken by a large
majority. A minority, however, had voted for an
increase of 50 basis points in view of the persist-
ently high inflation. As far as the future key
interest rate path in the US is concerned, three
further interest rate steps of 25 basis points each
until the summer are already priced in and so is a
first cut at the beginning of 2024. Just a few weeks
ago, the market had reckoned with fewer hikes
and more significant cuts (see chart).

Having been off to a strong start into the year,
equity markets slowed to a more leisurely pace in
February. Overall, euro zone markets performed
better than the US. The month's events were
dominated by the corporate reporting season. The
figures reported by the defensive heavyweights
in the SMI turned out to be less than impressive.
In the US, fourth-quarter 2022 earnings dropped
4.8%, the first decline since the third quarter of
2020. In the euro zone, the overall picture was
more encouraging, with earnings growth of 6.5%,
although by this point only about half of the com-
panies had released their reports. Based on the
good figures from EU companies, earnings expec-
tations were revised upward for the next 12
months, whereas in the US they were revised once
again downwards (see chart).

Following the surprisingly upbeat performance
since the beginning of the year, there are no trig-
gers in sight that might help the rally go on.
Notably in the US, we believe that much of the

At the long end of the yield curve, there was a not
entirely surprising countermovement after the
marked decline in January. Due to fresh concerns
about inflation, capital market yields have risen
significantly across the entire yield curve. For the
time being, we expect a consolidation at current
levels. The next inflation figures and the central
banks' interest rate decisions, which are due in
mid-March, should bring some movement into the
interest rate structure.
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upside potential has already been priced in, such
as a soft landing for the economy or a less
restrictive monetary policy. Along with declining
earnings estimates, the risk of a setback cannot
be dismissed. We are more confident about the
euro zone - the imminent economic recovery and
lower valuations should bolster share prices.

Diverging earnings expectations trends
US vs. euro zone (indexed as of 01.01.2022 = 100)
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In February, the economic outlook for the euro zone
continued to brighten. Driven by tourism and
financial services, purchasing managers in the
services sector expect growth to pick up, while
production and new orders are rising in manufac-
turing. Inflation was 8.6% in January, well below
the peak of 10.6% last October. Falling gas prices
suggest that this trend might continue. Against this
background, it is hardly surprising that consumers
are also feeling more optimistic about the future.

In the US, higher interest rates are leaving their
skid marks on the real estate market. Existing home
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sales fell to their lowest level since October 2012,
and banks have adopted tighter lending standards,
which could have a negative impact on future cor-
porate investments. Private consumption remains
solid as a rock, surprising positively with a robust
increase of 1.8% in January, driven by low unem-
ployment as well as the remaining savings accumu-
lated during the pandemic. However, the strong
propensity to consume could mean that inflation
will tail off less quickly than anticipated. Core
inflation in personal consumption expenditure,
which rose significantly sharper than expected in
January, also points in this direction.

Commentary

The recent rise in capital market yields is
now likely to be followed by a consolida-
tion at current levels. Central banks will
continue to raise key interest rates until the
middle of the year.

Many positive factors are already priced
into current share prices, which makes
equity markets prone to a setback. Unlike
the US, in the euro zone, earnings expecta-
tions are brightening up.

Valuations of real estate investments are
still attractive by historical comparison.
However, interest rate concerns are casting
a gloom over any upward price moves.

A stronger US dollar and higher interest ra-
tes are weighing on the gold price and there
is little to suggest a significant recovery is
imminent. The oil price could rise, if Russia
lives up to its threats and cuts production.
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Disclaimer

The information and opinions expressed in this publication are for general purposes only and do not constitute a solicitation by Belvédére Asset Management or an offer or
recommendation to buy or sell any financial instruments or to engage in any other transactions. The aforementioned information and opinions are based on sources that we
deem reliable. However, we cannot provide any warranty or representation as to the reliability, completeness or accuracy of these sources. To the extent permitted by law, we
exclude any liability for direct, indirect or consequential damages, including loss of profit, that may arise from the information published. Interested investors are strongly
advised to consult their personal client manager before taking any decisions based on this document so as to ensure that their specific financial circumstances, needs and
investment objectives can be duly taken into account as part of comprehensive and detailed advice.



