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Summary

1. Keep hiking. Central banks will continue to

aggressively raise rates so that they can claim

victory over inflation. The collateral damage,

namely an increased risk of recession, will be

addressed next year. We expect 175 basis points

of additional rate hikes from the Fed this year

and 150 basis points from the ECB. Following the

fall in inflation expectations, the market has

adjusted its expectations towards ours.

2. Volatility and a slight rise in interest rates

expected. The bulk of the interest rate hike is

probably behind us. We expect interest rates to

rise very moderately over the next 12 months as

central banks continue to tighten their monetary

policies. Our targets have been revised to 3.25%

for the 10-year Treasury yield and 1.75% for the

10-year Bund yield. We are Neutral on US and

German government bonds.

3. Four buzzwords explained, related to the

challenges and next actions of the ECB:

fragmentation, flexible reinvestment, anti-

fragmentation tool and sterilisation. The market

has placed great faith in the ECB. Peripheral bond

prices have already adjusted. We are Neutral on

peripheral bonds.
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Central banks

Fighting inflation at all costs?

European Central Bank (ECB)

Clear guidance: The ECB intends to end the net

purchases on 1 July and raise policy rates thereafter,

starting with a 25bps hike in July.

Our updated ECB scenario: We expect a 25bps rate

hike in July, 50bps at the September and October

meetings due to persistently high inflation, then a

return to 25bps rate hikes. Hence, we see the deposit

rate at 1% by the end of the year and at 2% by

December 2023 (see chart). We assume that the main

refinancing rate will be 25bps higher than the deposit

rate.

Risk sharing: In order to allow such a rate hike

without generating a fragmentation of the euro area,

the ECB will activate the flexibility of the reinvestment

tool (i.e. redirect reinvestments to Italy) and create a

new anti-fragmentation tool. More news at the next

ECB meeting on 21 July.

US Federal Reserve (Fed)

Bold hike: The Fed decided to raise rates by 75 basis

points in June. Powell justified this bold and unusual

decision (see chart) by the rise in consumers' long-

term inflation expectations according to the University

of Michigan survey. It is unusual for the Fed to

explicitly mention a data point and for it to dictate its

decision, especially this survey as it is heavily

influenced by gasoline prices - something the Fed

cannot control.

Our updated Fed scenario: We now expect a 75bps

rate hike at the next meeting, followed by a 50bps

increase. As the neutral rate will be reached and

exceeded and inflation should have started to

decrease, we then envisage a 25bps rate hike at the

next two meetings. Hence, we see a policy rate at 3.5%

at year-end. That would be our terminal rate as well.

The Fed may cut rates in late 2023 as its focus will

shift to avoiding a recession.

ECB POLICY RATES (%)
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FED RATE DECISIONS SINCE 1972

Central banks will continue to aggressively raise rates so that they can claim victory
over inflation. The collateral damage, namely an increased risk of recession, will be
addressed next year. We expect 175 basis points of additional rate hikes from the Fed
this year and 150 basis points from the ECB. Following the fall in inflation expectations,
the market has adjusted its expectations towards ours.
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Bond yields

Massive moves

Long-term bond yields continued to rise in June but

have fallen slightly of late as inflation expectations

have declined (in line with falling commodity prices)

and the market has reassessed the pace of monetary

policy downwards in the light of the increased risk of

recession.

The bulk of the upward move for long term yields is

probably behind us. We expect long-term bond yields

to rise moderately from now on, given the global

monetary tightening, the Fed's quantitative tightening

and the end of ECB quantitative easing

We revised our 12-month bond yield forecasts for the

10-year yield to 3.25% in the US (vs 2.75% previously)

and 1.75% in Germany (vs 1% previously). As for the

2-year yield, our targets are 3.25% in the US (vs 2.75%

previously) and 1.5% in Germany (vs 0.5%

previously).

We stay Neutral on US and German long-term bonds.

FIXED INCOME FOCUS: JULY 2022

The bulk of the rate hike is probably behind us. We expect long-term bond yields to rise
very moderately over the next 12 months as central banks continue to tighten
monetary policy. Our targets have been revised to 3.25% for the 10-year Treasury yield
and 1.75% for the German Bund yield. We are Neutral on US and German government
bonds.

Maturity
(in years)

29/06/2022
12-month 

targets

United 
States

2 3.05 3.25

5 3.15 3.25

10 3.09 3.25

30 3.21 3.25

Germany

2 0.83 1.50

5 1.27 1.50

10 1.51 1.75

30 1.72 1.90

United 
Kingdom

2 2.04 2.35

5 2.07 2.45

10 2.38 2.65

30 2.66 2.95

Source: Refinitiv Datastream, BNP Paribas WM
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Theme in Focus

4 buzzwords explained

The ECB is about to embark on a rate hiking cycle.

While the stronger economies will adjust well,

peripheral countries may suffer from higher

refinancing costs at a time when economic growth is

slowing. Hence, the ECB must find a way to soften the

blow, to offer some protection to weak economies to

avoid fragmentation, so that it can raise rates.

Fragmentation: occurs when the borrowing costs of

one/some countries diverge without any technical (e.g.

access to the central bank’s standing facilities) or

fundamental (e.g. counterparty credit risk)

explanation. The ECB must fight fragmentation to

ensure a smooth transmission of monetary policy to

each country. Two ways to do it: flexible

reinvestments and an anti-fragmentation tool.

Flexible reinvestments: the ECB will stop the net QE

(bond purchases aimed at lowering medium- and long-

term yields) on 1 July, but it will be buying bonds to a

lesser extent as it will reinvest matured bonds. Until

now, reinvestments were made according to the ECB

capital key. In mid-June, the ECB decided to apply

flexible reinvestments (e.g. the proceeds from

maturing German sovereign bonds will be used to buy

Italian government bonds). Reinvestments have their

limits though, hence the need for a new structural

tool.

Anti-fragmentation tool: it should be detailed at the

next ECB meeting on 21 July. It should aim at capping

the yields/spreads of a/some countries. There could be

some similarities with the Securities Market

Programme (SMP) under which the ECB acquired

peripheral bonds in 2010-2012.

Sterilisation: the problem with the anti-fragmentation

tool is that it leads the ECB to buy bonds, i.e. increase

money supply, which in turn creates inflation. To

avoid this undesirable consequence, the ECB must

remove this newly created money supply from the

system (money supply sterilisation). It can do this by

encouraging commercial banks to place their cash with

the central bank, which can be done in different ways,

such as the creation of a term deposit facility with the

central bank (like the SMP) or via certificates of

deposit.

ECB HOLDINGS OF THE TWO QE
PROGRAMMES (IN EUR BN)

FIXED INCOME FOCUS: JULY 2022

PERIPHERAL SPREADS TIGHTENED 
STRONGLY ON THE ECB NEWS

As the ECB embarks on a rate hike cycle against a backdrop of slower economic growth,
it must find a way to avoid fragmentation within eurozone countries. The flexible
reinvestments of the bond buying programmes are a short-term solution. The anti-
fragmentation tool to be unveiled on 21 July is a structural tool. The ECB will ensure
that the money supply is sterilised. The market has put a lot of faith in the ECB.
Peripheral bond prices have already adjusted. We are Neutral on peripheral bonds.
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Our Investment Recommendations

FIXED INCOME FOCUS: JULY 2022

Asset classes Zone Our opinion

Government bonds

Germany = We are Neutral on German sovereign bonds.

Peripheral 
countries

=
Neutral on peripheral debt (Portugal, Italy, Spain,
Greece).

United States
+
=

• Positive on US short-term Governement
bonds for USD-based investors.

• We are Neutral on long-term debt.

Corporate bonds
Investment Grade

Eurozone 

United States
=

• Neutral view on corporate bonds. Focus on
duration below benchmark for EUR bonds (5
years). We increase duration to benchmark in
the US (8 years).

• Prefer short-term quality corporate bonds.
• Neutral on convertible bonds in the eurozone.

Corporate bonds
High Yield

Eurozone and
United States

=
• Neutral on HY bonds.
• Positive on fallen angel and rising stars.

Emerging bonds

In hard currency +
Positive on EM hard currency bonds (sovereign
and corporate).

In local currency + Positive on local currency government bonds.

10-year
rate (%)

Spread 
(bps)

Spread 
change 

1 month
(bps)

United 
States

3.09 ---

Germany 1.51 ---

France 2.05 55 2

Italy 3.49 199 5

Spain 2.59 108 1

Portugal 2.58 107 -5

Greece 3.67 216 -38

29/06/2022
Source: Refinitiv Datastream

Yield (%)
Spread 
(bps)

Spread 
change 

1 month
(bps)

Global 2.97 55 6

Corporate bonds 
IG EUR

3.29 208 41

Corporate bonds 
IG USD

4.75 153 19

Corporate bonds 
HY EUR

7.64 602 112

Corporate bonds 
HY USD

8.80 549 137

Emerging 
government bonds in 
hard currency

7.83 463 58

Emerging corporate 
bonds in hard 
currency

7.68 452 53

Emerging 
government bonds in 
local currency

4.47 132 -22

29/06/2022
Source: Refinitiv Datastream, Bloomberg

Market Data
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THE INVESTMENT STRATEGY TEAM

FRANCE

ASIA

BELGIUM LUXEMBOURG

GERMANYITALY

Returns

OVER ONE MONTH SINCE THE BEGINNING OF THE YEAR
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