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Key Messages

1. Due to resilient economic growth, sustained high energy
prices and high-interest rate volatility, we are adding one
25bp hike to our US Fed and ECB forecasts. We now see a
BoE hike in November (previously December).

2. The recent surge in government bond yields has been
driven by real yields via Al-related investment capital and
upward revisions in the natural rate of interest, suggesting
a “"higher for longer” environment. Accordingly, we have
raised our 12-month yield targets by 25bp for the US,
Germany, and the UK. The new targets are 4.75%, 3% and
4.65%.

3. Given the renewed attractiveness of UK yields, we upgrade
UK government bonds to Positive.

Pressure continues to build

The current economic environment is characterised by
significant inflation uncertainty and interest rate
volatility, driven by robust economic data, growth
tailwinds from Al, and rising energy prices. This
landscape has pushed central banks towards a more
hawkish stance. Consequently, we are revising our
outlook to include an additional 25bp rate hike for both
the Fed and the ECB. We do, however, anticipate fewer
hikes than currently priced in by the markets.

Federal Reserve Bank

During the September meeting, Kevin Warsh
acknowledged that policy was too loose, and inflation
remained too high. This was probably intended to
signal to the markets that the concerns driving the rise
in long-term Treasury yields had been noted. As oil
prices and bond yields have continued to climb in
recent days, we have decided to add one rate hike to
our forecast. We now expect the FOMC to raise rates in
December and January, thereby unwinding the 2025
“insurance cuts” and returning the real policy stance to
a roughly neutral level. In our base-case scenario, the
FOMC would hike just enough to maintain a stable
unemployment rate before pausing. We believe the
markets’ expectation of nearly four additional hikes
over the next year is exaggerated.

European Central Bank

The underlying tone of the ECB's September
communication reinforces our view that the
tightening cycle is not yet over. We now forecast an
additional hike in December, followed by an
extended hold in mildly restrictive territory
throughout 2027. While the economy continues to be
resilient, both headline CPI and core CPI inflation
remain above target (at 3.2% and 2.4% respectively).
Although there are no clear signs of the second-
round effects suggested by ECB wage data, continued
pressure on oil and gas prices, partially due to
refinery issues, indicates a shift toward the ECB's
adverse scenario. Market expectations mirror those
for the US and appear even more aggressive.

Previous 12- Market 12-
Central Banks ! month
month target S
expectations
Fed 4.25 4.50 4.80
ECB 2.50 2.75 3.37
BoE 3.75 3.75 4.78
Bank of Japan 1.75 1.75 3.05

* Source: Bloomberg
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Bank of England and Bank of
Japan

We do not anticipate any material relief in energy
prices before the November meeting. The Bank of
England’'s September meeting reinforced our
conviction that the MPC will deliver a single 25bp
“insurance” hike to 4.00% on 5 November. The
Monetary Policy Committee revised its projections
upward for GDP growth (Q3 2026 to 0.4% from
0.1%) and inflation (Q1 2027 to slightly above 4%).
Furthermore, it toned down the pessimistic
language regarding the UK economy and labour
market that characterised previous decisions.

Regarding the BoJ, we maintain our view that it will
raise its policy rate at a quarterly pace over the
forecast horizon, with expected hikes to 1.5% in
December 2026 and 1.75% in March 2027. However,
should inflation risks escalate due to Middle East
tensions, Al-driven demand, or FX shifts, we see
further upside potential. We forecast a terminal rate
of 2.5% in 2028.

Higher bond yield targets

US yields have sold off aggressively across the curve
since mid-summer, with the 10-year yield rising by
nearly 80bp. This trend has accelerated particularly
over the last few weeks. The resilience of growth
was further confirmed by a stronger-than-expected
preliminary September Composite PMI index.
Meanwhile, oil and gas prices have risen again,
accompanied by reports that the US administration
is considering a 90-day diesel export ban. The
primary driver of US yields remains the real yield,
likely reflecting expectations of increased capital
demand in the coming years. A higher term
premium, growing deficits and debt have likely also
contributed. Breakeven inflation remains stable,
hovering at around 2.25%.
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The term premium has retraced from its late-
August peak. While we maintain that US yields are
overshooting their fair value, we have increased our
12-month target from 4.50% to 4.75%. Given the
Fed's hiking cycle and no imminent cuts expected,
investors should remain cautious and patient. A
further market push towards 5.50% would offer a
more attractive entry point. Indeed, we have some
doubts about the latest revisions of the natural rate
of interest linked to Al In the eurozone, the 10-year
German government bond yield has also risen
significantly, with a move which is similar in
magnitude to that of the US since early July. This
trend is driven by the same fundamental factors as
in the US, namely debt and deficit dynamics.
Consequently, we are raising our 12-month target
from 2.75% to 3%, though we see limited further
upside from current levels. We remain Positive on
core eurozone government bonds. A similar pattern
has emerged in the UK, where we are raising our
12-month target from 4.4% to 4.65%. Although
current levels are above our long-term fair value
estimates, we are increasingly confident that the
government will take the necessary steps to
stabilise debt dynamics. Accordingly, we upgrade
UK Gilts to Positive.

BOND YIELDS
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Our Investment Recommendations

Government bonds

Corporate bonds
Investment Grade

(16)

Corporate bonds

Germany and core
eurozone

Non-core Peripheral

countries

United Kingdom +
United States =
Eurozone i
UK/United States =

Eurozone and

We are Positive on core Eurozone govies. Yields rose again well
above our targets, and the expected return remains attractive.
We favour maturities of 7-10 years.

Neutral on non-core peripheral debt (Portugal, Italy, Spain,
Greece).

Positive on UK government bonds.

We are Neutral and prefer 2-5 years maturities.
Neutral on TIPS.

+ Positive on the eurozone. We are Neutral on US and UK
corporate bonds.

« We prefer maturities up to 7 years in the eurozone and up
to 5 years in the US.

+ Neutral on convertible bonds.

+ Neutral on corporate HY bonds.

High Yield (HY) United States + Neutral on fallen angels and rising stars.
In hard currency = Neutral on EM hard currency bonds (sovereign and corporate).
Emerging bonds
In local currency = Neutral on EM local currency government bonds to Neutral.
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DISCLAIMER

This marketing document is communicated by the Wealth
Management Métier of BNP Paribas, a French Société
Anonyme, Head Office 16 boulevard des Italiens, 75009 Paris,
France, registered under number €62 042 449 RCS Paris,
registered in France as a bank with the French Autorité de
Controle Prudentiel et de résolution (ACPR) and regulated by
the French Autorité des Marchés Financiers (AMF). As
marketing material, it has not been prepared in accordance
with legal and regulatory requirements aimed at ensuring the
independence of investment research and is not subject to any
prohibition on dealing ahead of its dissemination. It has not
been submitted to the AMF or any other market authority.

This document is confidential and intended solely for the use
of BNP Paribas SA, BNP Paribas Wealth Management SA or
their affiliates ("BNP Paribas”) and the persons to whom this
document has been delivered. It may not be distributed,
published, reproduced or disclosed by any recipient to any
other person, nor may it be quoted or referred to in any
document, without the prior consent of BNP Paribas.

This document is provided solely for information and shall not
constitute an offer or solicitation in any state or jurisdiction in
which such an offer or solicitation is not authorized, or to any
person to whom it is unlawful to make such offer, solicitation
or sale. It is not, and under no circumstances is it to be
construed as, a prospectus.

Although the information provided herein may have been
obtained from published or unpublished sources considered to
be reliable and while all reasonable care has been taken in
the preparation of this document, BNP Paribas does not make
any representation or warranty, express or implied, as to its
accuracy or completeness and does not accept responsibility
for any inaccuracy, error or omission. BNP Paribas gives no
warranty, guarantee or representation as to the expected or
projected success, profitability, return, performance, result,
effect, consequence or benefit (either legal, regulatory, tax,
financial, accounting or otherwise) of any product or
transaction. Investors should not place undue reliance on any
theoretical historical information regarding such theoretical
historical performance. This document may contain or refer to
past performance; past performance is no guarantee for future
performance.
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The information contained in this document has been drafted
without prior knowledge of your personal circumstances,
including your financial position, risk profile and investment
objectives.

Prior to entering into a transaction each investor should fully
understand the financial risks, including any market risk
associated with the issuer, the merits and the suitability of
investing in any product and consult with his or her own legal,
tax, financial and accounting advisors before making his or her
investment. Investors should be in a position to fully
understand the features of the transaction and, in the absence
of any provision to the contrary, be financially able to bear a
loss of their investment and willing to accept such risk.
Investors should always keep in mind that the value of
investments and any income from them may go down as well
as up and that past performance should not be seen as an
indication of future performance. Any investment in a product
described herein is subject to the prior reading and
understanding of the legal documentation concerning the
product, and in particular the one which describes in details
the rights and obligations of investors as well as the risks
inherent to an investment in the product. Save as otherwise
expressly agreed in writing, BNP Paribas is not acting as
financial adviser or fiduciary of the investor in any transaction.
The information, opinions and projections expressed herein
reflect the opinion of their author at the time of writing they
are not to be relied upon as authoritative or taken in
substitution for the exercise of judgment by anyone, and are
subject to change without notice. Neither BNP Paribas nor any
BNP Paribas Group entity accepts any liability whatsoever for
any consequences that may arise from the use of information,
opinions or projections contained herein.

As distributor of the products described herein, BNP Paribas
may receive distribution fees on which you can obtain more
information upon specific request. BNP Paribas, their
employees or administrators may hold positions in these
products or have dealings with their issuers.

By accepting this document, you agree to be bound by the
foregoing limitations.
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