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Rate spreads drive the euro

Georgette Boele
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¢ More negative German-US yield spreads continue to weigh on the euro
versus the dollar.

georgette.boele@nl.abnamro.com

e Markets are pricing in more Fed and ECB rate increases than we expect.

¢ Fiscal and political uncertainty in France is adding pressure on the euro.

e We expect limited further EUR/USD weakness and maintain our end-
2026 forecast at 1.15.

Interest rate spreads continue to drive EUR/USD...

Since last week, expectations for interest rate increases by both the Fed and the ECB have fallen. This followed lower-than-
expected US inflation numbers and lower prices for oil products. Oil product prices declined after the G7 decided to release
100 million barrels of crude oil and diesel from emergency reserves on October 2. However, the interest rate spread
between Germany and the US became more negative, which provided support to US dollar against the euro. This trend was
visible in the two-year and ten-year nominal yield spreads, as well as in the ten-year real yield spread between Germany
and the US. EUR/USD moved in line with these increasingly negative spreads, as shown in the two graphs below. We continue
to believe that financial markets are pricing in too many rate increases by the Fed and the ECB. Markets expect more than
three additional Fed increases by 2027, compared with our forecast of only one. They also expect slightly fewer than three
ECB increases by September next year, compared with our forecast of two. If market expectations move closer to our
forecasts, the adjustment should put more downward pressure on the dollar than on the euro, helping to limit further
declines in EUR/USD.

EUR/USD and 2yr US-GE rate spread move in tandem... ...like 10yr GE-US nominal spread
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...while fiscal and political risks add further pressure

Changes in interest rate spreads have encouraged speculative investors to take short euro and long dollar positions. The
graph on the next page on the left shows net speculative positions in the euro. However, other factors have also affected
the currency. Since last week, financial markets have become more concerned about fiscal and political developments in
France (see here and here). In bond markets, the yield spread between French and German government bonds has widened
considerably. The euro tends to weaken when government bond yields in a major eurozone country, or in several countries,
rise sharply because of political and/or fiscal concerns. There was to some fear of contagion, and this impacts the currency
as well. In addition, Spanish Prime Minister Pedro Sanchez called a snap election on 5 October, with voting scheduled for
29 November 2026. Similar episodes occurred during the eurozone crisis in 2011-2012, from May 2018 to June 2019 and
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from January to October 2022 (ltaly), and from September 2026 to the present (France). In each period, the euro weakened
considerably against the US dollar. These episodes are marked by red circles in the speculative positioning graph. This
suggests that periods of fiscal and political uncertainty in the eurozone often coincide with speculators holding net short
euro positions and a lower EUR/USD. The graph below on the right shows the recent relationship between the ten-year
French-German government bond spread and the euro.

In last week’s FX Weekly, we said that political uncertainty would weigh on the euro towards the end of this year and in the
first quarter of next year. This pressure has emerged sooner than we expected. Looking ahead, our rates strategists think
that rate markets already price in considerable fiscal and political uncertainty in France and that the current rate spread
already reflects this. If the situation is not as negative as currently expected, sentiment towards France could improve
somewhat and the spread could narrow (see here). For EUR/USD, sentiment may remain negative in the near term, but we
do not expect the sell-off to continue. We therefore keep our end-2026 forecast unchanged at 1.15.

Net speculative positioning euro Higher FR-GE spread also weighs on euro
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Our FX forecasts
06-Oct Q4 2026 Q12027 Q2 2027 Q3 2027 Q4 2027
15 115 115 1

EUR/USD 1.1277 11 17 1.20
USD/JPY 158.15 154 154 150 146 142
EUR/JPY 178.33 177 177 173 171 170

GBP/USD 1.3279 136 136 1.36 136 1.38
EUR/GBP 0.8492 0.85 0.85 0.85 0.86 0.87
USD/CHF 0.8302 0.83 0.83 0.83 0.81 0.79
EUR/CHF 0.9362 0.95 0.96 0.96 0.95 0.95
AUD/USD 0.6984 0.71 0.70 0.70 0.72 0.74
EUR/AUD 1.6145 1.62 164 1.64 163 162
NZD/USD 0.5619 0.58 0.59 0.60 0.61 0.63
EUR/NZD 2.0070 198 195 192 192 1.90
USD/CAD 1.4245 1.9 1.39 1.38 137 1.36
EUR/CAD 1.6062 1.60 1.60 1.59 1.60 163
USD/SEK 9.9675 991 10.09 10.00 9.74 9.33
EUR/SEK  11.2401 11.40 11.60 11.50 11.40 11.20
EUR/NOK 10.7781 10.50 10.30 10.40 10.50 10.50
USD/NOK  9.5580 9.13 8.96 9.04 8.97 8.75
EUR/DKK 7.4747 7.45 7.45 7.45 7.45 7.45
USD/CNY 6.7064 6.70 6.70 6.70 6.65 6.60
EUR/CNY 7.5628 771 7.71 771 7.78 7.92
EUR/PLN 4.3641 4.30 4.25 4.25 4.25 4.25
USD/BRL 4.9641 5.00 5.00 5.25 5.50 5.50

Source: ABN AMRO Group Economics
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