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Rate increase, with more to come   

A 25bp hike this week appears to be a done deal. We expect a final rate increase in September, bringing the 
deposit rate to 2.50%, which we view as the upper end of the neutral range. In our baseline scenario, the 
eurozone economy does not need restrictive monetary policy. 

A rate hike is priced in and is unlikely to impress markets 

The ECB’s message is unlikely to surprise on the hawkish side and could even result in a moderate relief rally. 
EGB yields have recently been driven mostly by monetary policy expectations, which are highly sensitive to 
developments in the Middle East and therefore difficult to predict. The ECB rate hike is already largely priced 
in and is therefore unlikely to provide meaningful support for EUR-USD after its plunge to the edge of 1.15 on 
Friday following the strong US jobs report. EUR-USD may thus remain sluggish below 1.16, with persistent 
uncertainty in the Middle East not helping the common currency either. 

The ECB will almost certainly raise interest rates by 25bp on Thursday. Several influential members of the Governing 
Council (GC) – both hawks and doves – have already flagged the move, and the new macroeconomic forecasts will 
provide the background for the decision. The June round of forecasts has been led by national central banks (NCBs), 
while the ECB staff has taken the lead in updating the scenario analysis published in March.  

The technical assumptions for energy prices underlying the projections will likely lie between the baseline and 
adverse scenarios that the ECB published in March. Consistent with this assumption, the central bank’s inflation 
projection will probably move to around 3% for this year (from 2.6% in March) and towards 2.5% for next year (from 
2.0%), with core inflation likely to be raised throughout the forecasting horizon. Given the size and duration of the 
inflation overshoot, the ECB’s reaction function very clearly points to tighter monetary policy. 

The GDP growth forecast will be materially weaker than in March, but a big caveat applies here. The large downward 
revision we expect for this year (to around 0.3% from 0.9%) would mainly reflect the outsized drop in Irish GDP in 
1Q26 (-12.1% qoq), which dragged eurozone activity into outright contraction in the first quarter. Excluding the 
Ireland effect, eurozone GDP has continued to expand at a moderate and broadly stable pace. Surveys available until 
May point to a deterioration, not a downturn, and we think that activity might grow slightly or stagnate in 2Q26.  
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A full-blown recession remains unlikely, in our view. Importantly, the balance of risks would likely remain tilted to 
the upside for inflation and to the downside for growth. 

For markets, the key question is what happens to interest rates beyond June, and whether ECB President Christine 
Lagarde provides any hints that the central bank might hike again as early as July. The answers to these questions 
mainly depend on developments in the war, shipping through the Strait of Hormuz and energy prices, which remain 
highly uncertain. Therefore, the GC will almost certainly stick to its non-committal, meeting-by-meeting approach. 
In this context, we would regard upside risks to the inflation outlook as the most important signal suggesting that 
the ECB is likely to have to tighten more. As for the timing of the next hike, we suspect that the GC is in no rush. 

If we are correct in our assumption that energy prices start easing by the summer, the ECB will probably need only 
limited additional tightening, for three reasons. First, inflation expectations remain well-anchored. Second, financial 
conditions have already tightened due to higher long-term yields, reducing pressure on the ECB to act aggressively. 
Third, while it is still early to gauge the effect of the energy shock on wage formation, survey evidence collected by 
the ECB after the beginning of the war suggests that firms do not expect wage growth to be meaningfully affected. 
This reduces the risk of broader spillover from higher energy prices to non-energy goods and services.  

Therefore, we remain comfortable with our forecast of a final rate increase in September, bringing the deposit rate 
to 2.50%, the upper end of a plausible neutral range. In our baseline scenario, the eurozone economy does not need 
restrictive monetary policy. 

Market reaction 

RATES 

A rate hike at this week’s meeting is a given, according to money market forwards. Markets are assigning a roughly 
30% probability to an additional hike in July. Overall, forwards are pricing in a total of three hikes within a year, which 
would take the depo rate to 2.75%. Since the last ECB meeting in April, however, the Brent price has moderated, 
dropping around 15%, and this has brought breakeven (BE)inflation down from its recent peaks. This argues against 
back-to-back hikes and does not offer Lagarde many reasons to depart from her data-dependent mantra. 

Considering the eurozone economy’s exposure to energy prices and the related downside risks to growth, the case 
for delivering even more tightening than is already priced in is not clear-cut. Even more importantly, such action 
would unlikely transmit to the long end, where growth concerns would prevail. 

Against this backdrop, we think the ECB’s message is unlikely to surprise on the hawkish side and could even result 
in a moderate relief rally. In any case, as we discussed recently, EGB yields have been driven mostly by monetary 
policy expectations recently. These are, in turn, highly sensitive to developments in the Middle East, which remain 
highly unpredictable. Potential spillovers from the US further complicate the picture. The 10Y Bund yield has reacted 
only moderately to Friday’s strong US jobs data, but if the rise in UST yields gathers momentum, it is difficult to see 
EGB yields remaining unaffected.  
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CHART 1: MARKET CHANGES SINCE LAST ECB MEETING 

CHANGES SINCE THE LAST ECB MEETING (BP FOR FIXED INCOME AND % FOR EQUITIES, FX AND COMMODITIES) 

 
Source: Bloomberg, The Investment Institute by UniCredit  

FX 

We do not expect the ECB rate hike to provide the euro with significant support now that it has come under renewed 
pressure following the strong US jobs report for May. Re-escalation in the Middle East is keeping global risk aversion 
high and favouring the greenback given its role as the world’s preferred safe-haven currency.  

In addition, forwards are now almost fully pricing in a 25bp rate hike by the Fed in December, with a distinct likelihood 
that the move may be delivered as early as October and with the Fed tightening continuing in 2027. This shift helped 
drive EUR-USD below 1.16 on Friday, increasing the risk of a break below 1.15 and a retest of the YTD low of 1.1412 
hit on 13 March. The chart below suggests that interest rate differentials, alongside swings in global risk aversion, 
have re-emerged as key drivers of EUR-USD.   

The ECB rate hike is also widely expected, and we do not think that Lagarde will signal further policy moves at this 
stage, given ongoing economic and inflation uncertainty. Forward rates are already pricing in 68bp of additional 
tightening in the eurozone by December, including the 25bp expected this week, and nearly 80bp by July 2027.  

Consequently, EUR-USD is likely to remain sluggish for now. A rebound above 1.1550 and a recovery back above 1.16 
may stem ongoing selling pressure. However, manly a full break above the 1.1685 threshold, which looks very 
challenging following Friday’s drop, might start attracting fresh buying interest. 
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CHART 2: RATE DIFFERENTIALS AGAIN WEIGH ON EUR-USD AS US-IRAN NEGOTIATIONS STALL  

EUR-USD AND THE 10Y BUND-UST YIELD SPREAD   

 

Source: LSEG, the Investment Institute by UniCredit 
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Legal Notices 

Glossary 
Terms used in the report are available on our website: Our glossary. 

Marketing Communication 
This publication/video constitutes a marketing communication of UniCredit S.p.A., UniCredit Bank Austria AG, Schoellerbank AG and 
UniCredit Bank GmbH (hereinafter jointly referred to as the “UniCredit Group”) is addressed to the general public and is provided free of 
charge for information only. It does not constitute investment recommendation or consultancy activity by the UniCredit Group or, even 
less, an offer to the public of any kind nor an invitation to buy or sell securities. The information contained herein does not constitute an 
investment research or financial analysis since, in addition to the lack of content, it has not been prepared in accordance with legal 
requirements designed to promote the independence of investment research, and it is not subject to any prohibition on dealing ahead 
of the dissemination of investment research. 

UniCredit Group, including all its group companies may have a specific interest in relation to the issuers, financial instruments or 
transactions detailed herein. Relevant disclosures of interests and positions held by UniCredit Group are available at: Conflicts of interest. 
Any estimates and/or assessments contained in this publication represent the independent opinion of the UniCredit Group and, like all 
the information contained therein, are given in good faith on the basis of the data available at the date of publication, taken from reliable 
sources, but having a purely indicative value and subject to change at any time after publication, on the completeness, correctness and 
truthfulness of which the UniCredit Group makes no guarantees and assumes no responsibility. Interested parties must therefore carry 
out their own investment assessments in a completely autonomous and independent manner, relying exclusively on their own 
considerations of the market conditions and the information available overall, also in line with their risk profile and economic situation. 
Investment involves risk. Before any transaction in financial instruments please refer to the relevant offering documents. It should also 
be noted that:   

1. Information relating to the past performance of a financial instrument, index or investment service is not indicative of future results. 

2. If the investment is denominated in a currency other than the investor’s currency, the value of the investment can fluctuate strongly 
according to changes in exchange rates and have an undesirable effect on the profitability of the investment. 

3. Investments that offer high returns can undergo significant price fluctuations following any downgrading of creditworthiness. In the 
event of bankruptcy of the issuer, the investor may lose the entire capital. 

4. High volatility investments can be subject to sudden and significant decreases in value, being able to generate significant losses at 
the time of sale up to the entire capital invested. 

5. In the presence of extraordinary events, it may be difficult for the investor to sell or liquidate certain investments or obtain reliable 
information on their value. 

6. If the information refers to a specific tax treatment, it should be noted that the tax treatment depends on the individual situation of 
the customer and may be subject to change in the future. 

7. If the information refers to future results, it should be noted that they do not constitute a reliable indicator of these results. 

8. Diversification does not guarantee a profit or protect against a loss.  

The UniCredit Group cannot in any way be held responsible for facts and/or damages that may arise to anyone from the use of this 
document, including, but not limited to, damages due to losses, lost earnings or unrealised savings. The contents of the publication – 

including data, news, information, images, graphics, drawings, brands, and domain names – are owned by the UniCredit Group unless 

otherwise indicated, covered by copyright and by the industrial property law. No license or right of use is granted and therefore it is not 
allowed to reproduce its contents, in whole or in part, on any medium, copy them, publish them and use them for commercial purposes 
without prior written authorisation from UniCredit Group unless if purposes of personal use only.   E 25/1 
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