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Recovery of the Swiss franc
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o Interest rate spreads continue to drive EUR/USD
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e The focus has shifted from the US to eurozone
e The Swiss franc is a useful indicator of shifts in market risk sentiment

georgette.boele@nl.abnamro.com

e Eurozone political and fiscal risks are supporting the franc

Interest rate spreads continue to drive EUR/USD

During the summer, financial markets focused mainly on developments in the US. Investors closely monitored domestic
politics, the potential impact of the war on the midterm elections, the economy and the budget deficit. At that stage, higher
US bond yields did not support the dollar because they mainly reflected the additional risk investors associated with holding
US assets. However, since the Federal Reserve meeting on 16 September, higher yields have become an important source
of support for the dollar.

In last week’s FX Weekly, we explained that interest rate spreads were putting pressure on the euro. Several spreads are
important, especially those between the US and Germany. Expectations for both short- and long-term interest rates currently
favour the US dollar over the euro. For example, EUR/USD has fallen in line with the two-year GE-US interest rate spread.
The currency pair shows a similar relationship with ten-year nominal and real yield spreads. Overall, these developments
continue to weaken the euro. The charts below show that both the two-year yield differential and the ten-year real yield
differential have moved in favour of the US dollar.

Lower 2y GE-US spread has weighed on EUR/USD... ... like the 10y real yield spread
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Meanwhile, investors have shifted their attention from US politics and public finances to the eurozone. Large budget deficits
are not only a US problem: the UK and France also face serious challenges. Several eurozone countries will also hold
elections in the coming year. As a result, the growing gap between their government bond yields and German yields has
become another factor weighing on the euro, as the charts below show.
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Swiss franc behaviour is a good risk indicator

From June to October, the Swiss franc weakened against the euro. Low inflation made an interest rate increase by the Swiss
National Bank unlikely. Meanwhile, the ECB had already raised its policy rate, and we expect two more increases in
December and March. The Japanese yen has also become riskier as a funding currency for carry trades. As a result, investors
increasingly prefer the Swiss franc and Swedish krona as alternatives.

However, when financial markets are concerned about political risks and public finances in the eurozone, the Swiss franc
often strengthens against the euro because investors see it as a regional safe-haven currency. Switzerland also has a
balanced budget. Recently, concerns about France’s public finances and election uncertainty in France and Spain have
supported the franc. Investors are becoming less willing to use the franc to fund carry trades, and some may already have
closed short positions in the franc. They prefer not to be short a currency that also has safe-haven qualities. The franc’s
performance therefore gives a useful indication of what is currently driving financial markets.

Overall, we believe that financial markets are too optimistic about future Fed rate hikes and too pessimistic about
developments in France. We therefore expect the euro to recover against both the US dollar and the Swiss franc. We maintain
our year-end forecasts of 1.15 for EUR/USD and 0.95 for EUR/CHF.

Our FX forecasts

13-Oct Q4 2026 Q12027 Q2 2027 Q3 2027 Q4 2027
EUR/USD  1.1193 115 1.15 1.15 117 1.20
USD/JPY 15814 154 154 150 146 142
EUR/JPY  177.01 177 177 173 171 170
GBP/USD  1.3249 1.36 1.36 1.36 1.36 1.38
EUR/GBP  0.8448 0.85 0.85 0.85 0.86 0.87
USD/CHF  0.8321 0.83 0.83 0.83 0.81 0.79
EUR/CHF  0.9313 0.95 0.96 0.96 0.95 095
AUD/USD  0.6978 0.71 0.70 0.70 0.72 0.74
EUR/AUD 1.6040 1.62 1.64 1.64 1.63 1.62
NZD/USD  0.5613 0.58 0.59 0.60 0.61 0.63
EUR/NZD  1.9942 1.98 1.95 1.92 1.92 1.90
USD/CAD  1.4241 1.39 1.39 1.38 1.37 1.36
EUR/CAD  1.5939 1.60 1.60 1.59 1.60 1.63
USD/SEK  9.9783 991 1009  10.00 9.74 9.33
EUR/SEK 11.1686 1140 1160 1150 1140  11.20
EUR/NOK 106685 1050 1030 1040 1050  10.50
USD/NOK  9.5315 913 8.96 9.04 8.97 8.75
EUR/DKK  7.4753 7.45 7.45 7.45 7.45 7.45
USD/CNY  6.6926 6.70 6.70 6.70 6.65 6.60
EUR/CNY 7.4910 7.71 7.71 7.71 7.78 7.92
EUR/PLN 4.3744 4.30 4.25 4.25 4.25 4.25
USD/BRL  5.0205 5.00 5.00 525 5.50 5.50

Source: ABN AMRO Group Economics
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