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Reading the Markets USD

French debt concerns keep EUR/USD under pressure

After the Fed delivered a rate hike at the September meeting, expectations of
another hike as early as October quickly emerged but have since faded. We
continue to expect the Fed to hike rates again in December and March. We
think monetary policy tightening will proceed gradually, as the FOMC takes
time to evaluate the data before deciding to hike rates again.

In the latest meeting, most FOMC members saw only one further rate hike in
2026. The Fed’'s Williams and Jefferson both said last week that the Fed could
take time to review additional data before deciding whether another hike is
necessary. Jefferson and Williams, together with Chair Warsh, form part of
the informal FOMC leadership known as the troika, so their views carry more
weight than those of individual FOMC members. The combination of recent
tightening in financial conditions and last week’s data releases supports their
case for less urgency. PCE inflation was revised down more than expected,
wage growth was low, employment growth declined and the unemployment
rate ticked slightly higher. Unless we see a big upside surprise in September
inflation, we think the FOMC will stay on hold in October.

Despite the soft jobs report and downward inflation revisions, the US growth
outlook still looks strong. We think this will lead to further inflationary
pressures that the Fed will eventually be forced to address. Businesses
report input costs near their highest levels since 2022 (Chart 2). Demand for
products related to Al capex shows no signs of slowing. The US is heavily
dependent on imports from South Korea and Taiwan for the Al buildout, and
businesses there and in the US report increased order flow (Chart 1).

Chart 1. No signs of cooling in the Al boom
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Key views

e Macro: Cyclical outlook remains
healthy, even if stagnant labour supply
growth weighs on real growth. GDP
+2.1% in 2026, in line with consensus.

e The Fed: 25bp hikes in December and
March. Rates held at 4.25-4.50% for the
rest of 2027 (below market pricing).

e EUR/USD: Relative macro and monetary
policy outlook push EUR/USD lower
towards 1.12 on a 12M horizon. Below

consensus (1.18) and forward (1.14).

e 10Y UST:5.20% in 12M (below forward
at 5.50%).

Chart 2: Businesses report high input
prices
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High demand for Al inputs is not just a growth driver, but also an inflation
driver. US import price inflation stood at 7.0% y/y in August, the highest level
since 2022. Import prices for computers, peripherals and semiconductors
rose to 19.1% y/y in August, the highest level on record.

Furthermore, the consumption outlook now looks better after the savings rate
was revised up to 4.1% from 3.0% (see Chart 3). Consumers have more room
in their budgets for further consumption growth before they eventually need
to cut back. Given the strong growth outlook, we think further tightening of
monetary policy will be nhecessary down the road.

EUR/USD at 1.12 - what now?

EUR/USD hit our 12M target of 1.12 ahead of schedule, but we think the
downward trend will persist towards 2027.

The past week’s drop in EUR/USD has been fundamentally different from what
we saw through most of September. The UST curve steepened as markets
pulled back their most aggressive rate hike plays and long-end term premium
turned higher (Chart 4). At the same time, euro area terms-of-trade improved
modestly. Crude oil prices have traded relatively steady, but diesel crack
spreads and natural gas prices have come off recent highs. On the macro
front, the latest US Jobs Report was clearly weaker than we (or markets)
expected, and EA flash HICP data was broadly hotter than expected. Under
normal market conditions, this would have been a EUR/USD-positive cocktail.

But last week was far from normal. The widening of the OAT-Bund spread
drove EUR weakening not only against USD but also against all other G10
currencies. EUR/USD risk reversals continued declining as demand for
hedging downside risks grew. The 3M RR is trading down at the most negative
level since summer 2024 - long before the US elections and Liberation Day.

The EURUSD XCCY basis widened on Friday as the cost of USD funding rose in
the FX swap market (Chart 5). Basis could well widen further if risk sentiment
continues to deteriorate (as it did back in March) and the 3M tenor looks
particularly exposed if the cost of hedging over year-end starts to rise. The FX
forward curve also steepened last week as USD rates rose.

Hence, from a risk-management perspective, EUR-denominated investors
hedging USD FX exposure may consider extending hedges over year-end to
hedge the risk of further widening of the basis. But at the same time, the
steeper curve and higher outright level make it less attractive to term out
hedges, in our view. Option hedges appear increasingly attractive relative to
forwards, as the more negative skew can help offset the rising hedging cost
due to a widening interest rate differential.

Ultimately, we are not very optimistic that the French will be able to solve their
budget issues soon, but even a temporary relief in concerns could lead to a
rebound in EUR/USD, given that positioning appears to have swung very short
EUR. Naturally, if the OAT-Bund spread widens further and markets begin to
speculate with ECB intervention, the decline could easily extend as well.

Looking further ahead, the relative macro picture is still unchanged. PMIs and
Asian export data show no signs of Al capex boom cooling, but rather the
opposite. We believe the Fed will likely pause in October, but the case for
hiking later remains intact. Europe continues to struggle with high energy
prices, and the ECB finds itself in a difficult situation balancing fiscal stability
with inflation risks. We have long argued that the ECB is more likely to
underdeliver on markets’ rate hike expectations, and in the big picture, the
current debt concerns reflect the weak macro fundamentals. In the 3-12M
horizon, we think the declining trend in EUR/USD is likely to persist.
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Chart 3: Household savings rate was
revised up, driven by stronger capital
gains
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Chart 4: EUR/USD falls even when the
UST curve steepens
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Chart 5: Premiums for USD liquidity and
downside EUR/USD protection grow
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The Communication is provided for informational purposes only and should not be considered investment, legal or tax advice. It does not constitute or form part of, and
shall under no circumstances be considered as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial instruments. Danske Bank A/S is not
acting as an advisor, fiduciary or agent. Recipients of the Communication should obtain advice based on their own individual circumstances from their own tax, financial,
legal and other advisors about the risks and merits of any transaction before making an investment decision, and only make such decisions on the basis of the investor's
own objectives, experience and resources. All investments carry risks. The value of any investment may fluctuate, and investors may get back less than they invested.
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A/S has notindependently verified the contents hereof. While reasonable care has been taken to ensure that its contents are not untrue or misleading, no representation
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information, opinions and projections contained in the Communication and Danske Bank A/S, its affiliates and subsidiaries accept no liability whatsoever for any direct
or consequential loss, including without limitation any loss of profits, arising from reliance on the Communication.

For current disclosures of Danske Bank A/S’ interests and potential conflicts of interest regarding issuers and financial instruments subject of investment
recommendations please refer to the Danske Bank's Disclosure and disclaimer webpage: https://danskeci.com/ci/research/disclosures-and-disclaimers.

Please note that while information on the great majority of relevant issuers and financial instruments are contained on this website, it may not contain information on
all relevant issuers and financial instruments. The absence of information on any relevant issuer or financial instrument should not be seen as an indication that Danske
Bank A/S does not have any interests or potential conflicts of interest on the issuer or financial instrument. Please contact your Danske Bank A/S re presentative for
information regarding any issuer subject of investment recommendation that is not mentioned on https://danskeci.com/ci/research/disclosures-and-disclaimers.

Danske Bank A/Sis authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject to the rules and regulation of the relevant regulators
in all other jurisdictions where it conducts business. Danske Bank A/S is subject to limited regulation by the Financial Conduct Authority and the Prudential Regulation
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Disclaimer related to distribution in the United Kingdom

In the United Kingdom, the Communication is for distribution only to () persons who have professional experience in matters relating to investments falling within article
19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (the ‘Order’); (1) high net worth entities falling within article 49(2)(a) to (d] of the
Order; or (Ill) persons who are an elective professional client or a per se professional client under Chapter 3 of the FCA Conduct of Business Sourcebook (all such persons
together being referred to as ‘Relevant Persons’). In the United Kingdom, this document is directed only at Relevant Persons, and other persons should not act or rely on
this document or any of its contents.

Disclaimer related to distribution in the European Economic Area

The Communication is being distributed to and is directed only at persons in member states of the European Economic Area (‘EEA’) who are ‘Qualified Investors’ within
the meaning of Article 2(e) of the Prospectus Regulation (Regulation (EU) 2017/1129) (‘Qualified Investors’). Any person in the EEA who receives this document will be
deemed to have represented and agreed that it is a Qualified Investor. Any such recipient will also be deemed to have represented and agreed that it has not received
this document on behalf of persons in the EEA other than Qualified Investors or persons in the UK and member states (where equivalent legislation exists) for whom the
investor has authority to make decisions on a wholly discretionary basis. Danske Bank A/S will rely on the truth and accuracy of the foregoing representations and
agreements. Any person in the EEA who is not a Qualified Investor should not act or rely on this document or any of its contents.

Disclaimer related to distribution in the United States

The Communication was created by Danske Bank A/S and is distributed in the United States by Danske Markets Inc., a U.S. registered broker-dealer and subsidiary of
Danske Bank A/S, pursuant to SEC Rule 15a-6 and related interpretations issued by the U.S. Securities and Exchange Commission. The communication is intended for
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The Communication is for the general information of our clients and is a ‘solicitation’ only as that term is used within CFTC Rule 23.605 promulgated under the U.S.

Commodity Exchange Act. Unless otherwise expressly indicated, the Communication does not take into account the investment objectives or financial situation of any
particular person.
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