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A midterms GOP loss to trigger a USD mid(life) crisis?

B Ahead of the US midterm elections on 3 November, the market betting
odds suggest that investors are expecting a Democratic sweep of US
Congress. We agree that there is a strong chance of the House changing
hands and that the risk of the GOP losing the Senate has increased
considerably of late as well.
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B Our US economist expects a return of legislative gridlock in DC after the
midterms, with fiscal support for the economy giving way to more policy
uncertainty and potential government shutdowns. Democratic control
over the Senate could lead to more intense legislative oversight over the

executive and frustrate President Donald Trump’s foreign policy as well. Click below to experience our new
interactive data website:

B Political gridlock and a continuation of Trump’s foreign policy could A
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possible outcomes of the midterms could have very different FX impact:

® In cases of a Democratic Congress coupled with a GOP president,
the USD weakened in the months after the vote. The results reflect
the impact of the 1985 Plaza Accord but also the USD’s weakness at
the start of both George H W Bush’s presidency and George W
Bush’s second term. The two episodes also featured a slowing
economy, Fed rate cuts and a Middle Eastern conflict.

® During periods with a GOP President and Senate coupled with a
Democrat House, the USD rallied across the board. The last such
episode was during Trump’s first presidential term, after the 2018
midterms. It coincided with a recovering US economy and a hawkish
Fed. Earlier episodes from the 1980s were less USD-positive,
however, partly due to weak economy and Fed easing.

B When drawing conclusions about the impact of the US midterms, we thus
consider a broader range of factors than just the impact of the midterms.
We expect that, in addition to legislative gridlock in DC, a slowing US
economy and Fed rate cuts could add to the USD headwinds in 2027. We
further expect that a slowing Al investment boom could erode the appeal
of USD-denominated assets while de-dollarisation flows could intensify.

B We use the ‘USD-smile’ as a template for our FX outlook but assume that
it would start resembling a ‘smirk’ — to reflect the reduced appeal of the
USD during risk aversion spikes due to growing reliance on risk-
correlated foreign capital inflows into the US. We expect the USD to slide
towards the bottom of the eponymous smile/smirk, dragged down by a
loss of rate advantage and portfolio diversification flows in 2027.

Midterms — change on the horizon

Ahead of the US midterm elections on 3 November, the market betting odds
suggest that investors are expecting a Democratic sweep of US Congress.
According to Polymarket, market participants attach a greater than 90% chance to
the Democrats taking over the House and a more than 60% chance of the
Democrats gaining control over the Senate as well (Figure 1). We agree that there
is a strong chance of the House changing hands and that the risk of the GOP losing
the Senate has increased considerably of late as well.

Our US economist expects a return of legislative gridlock in DC after the midterms,
with fiscal support for the economy giving way to more policy uncertainty and even
potential government shutdowns (Figure 2). Democratic control over the Senate

(% CREDIT AGRICOLE

CORPORATE & INVESTMENT BANK



https://research.ca-cib.com/redmount-analytics

FX Focus

15 October 2026 (07:49 CET)

could lead to more intense legislative oversight over the executive that could
frustrate Trump’s foreign policy as well. Political gridlock and a continuation of
Trump’s foreign policy could pose downside risks to the US economic outlook and
thus the USD outlook. That said, the experience since 1976 suggests that the two
possible outcomes of the midterms could have different FX market impact.

Fig 2. Performance vs the USD around US government

Fig 1. Market betting odds ahead of the midterms:
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Historic FX impact of US elections

Source: Crédit Agricole CIB, Bloomberg

We measure the USD performance three, six and twelve months after all midterm
and presidential elections since 1976. We then calculate the average currency
return under different outcomes. For the purposes of our analysis, we focus on
three possible scenarios: (1) GOP control of the legislature and the executive; (2) a
GOP president and Senate coupled with a Democrat House; and (3) a Democratic
Congress coupled with a GOP president. The results from our analysis are shown

in Figure 3.

Fig 3. USD performance after US elections since 1976

Fig 4. CA-CIB Fed rate hike expectations vs US OIS
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In the following, we focus on (2) and (3) given that they seem to be the most likely

outcomes:

1. Democratic Congress coupled with a GOP president: in these situations,
the USD weakened’ in the months after the vote. The results reflect the
lingering impact of the 1985 Plaza Accord that continued throughout 1986 and
into early 1987 but also the USD’s underperformance at the start of George H
W Bush’s presidency in 1991 and at the start of George W Bush’s second term
in 2007. The last two episodes also featured a slowing US economy, Fed

easing and a conflict in the Middle East.

2. GOP President and Senate coupled with a Democrat House: in these
cases, the USD rallied across the board. The last such episode was during
Trump’s first presidential term, after the 2018 midterms. It coincided with a
recovering US economy and a hawkish Fed. Earlier episodes that featured a
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weakening US economy and Fed easing were less positive for the USD,
however, as was the case in 1983.

USD outlook: the midterms and beyond
Gauging the FX impact of legislative gridlock in DC

Based on the above, when drawing conclusions about the impact of the midterms,
we consider a broader range of factors rather than just the impact of the midterms.
We expect that, in addition to political gridlock in DC, a slowing US economy and
Fed easing would add to the headwinds for the USD in 2027.

To start with, we gauge the impact of legislative gridlock by looking at the average
USD performance before and after government shutdowns in the last more than
thirty years. The results are shown in Figure 2 and highlight that the USD could be
particularly vulnerable vs XAU and the CHF.

Slower US growth and inflation => Fed rate cuts

Our US economist expects US growth to cool down and inflation to slow down
notably in 2027. The softening economic outlook is partly due to a loss of
momentum of the Al-investment boom and renewed slackening of the labour
market that could result in softening of US domestic demand. Because of that, we
expect the Fed to reverse some of its earlier tightening and to cut rates twice before
the end of next year. This is a more dovish outlook than is currently priced in by
the rates markets (Figure 4).

From USD smile to USD smirk

Turning to the USD outlook, for our analysis we use the USD smile — the framework
that links the currency performance to the prospects for higher US rates and/or risk
aversion spikes. In Figure 5, we show two paths for the USD smile using a green
and a green dashed line respectively. Our goal is to illustrate the impact from the
increase of risk-correlated capital inflows into the US that we observed in the last
three years.

We discussed that topic on several occasions and most recently as part of our FX
market outlook. Our conclusion is that the growing importance of foreign buying of
US risk-correlated assets has rendered the USD a less-attractive safe-haven
during bouts of escalating risk aversion. This is why the ‘new USD-smile’ is starting
to resemble a ‘smirk’ that points at less pronounced USD gains in response to risk
aversion spikes (eg, the dashed green line in Figure 5).

Fig 5. The USD smile/smirk and our USD outlook

US growth Risk scenario:
outperformance; Al boom/bust;
Al boom; ToT shock;
« Inflation and Global/lUS
\l—|awkish Fed recession &
) N stagflation ,
=
© Main scenario:
> .
a Cyclical
3 convergence

between the US

A
Poly. (USD smile old)

= e = Poly. (USD smile new)

<---- Higher US rates Risk aversion spike --->

Source: Crédit Agricole CIB

CDZ CREDIT AGRICOLE CIB


https://research.ca-cib.com/article/details/0969e395-2b36-4d59-aa79-f08521089190
https://research.ca-cib.com/article/details/0969e395-2b36-4d59-aa79-f08521089190

FX Focus

USD outlook: two scenarios

Also shown in Figure 5 are the two main scenarios that we consider for the next
six to twelve months.

1.

Main scenario: under our central scenario, we expect a slowing growth and
inflation outlook to reduce the relative rate appeal of the USD and thus push it
towards the bottom of the USD-smile/smirk (Figure 5). Another important
assumption we make is that the slowing Al-investment boom and its negative
impact on US domestic demand would erode the international appeal of USD-
denominated assets. Concerns about fiscal dominance over the Fed and thus
lower US rates and yields could abound while de-dollarisation flows could
intensify. In all, we expect portfolio diversification out of the USD to go up a
notch next year.

Risk scenario: under our risk scenario, we assume that the Al boom turns
into bust and triggers a negative demand shock to the US economy. Another
risk we consider is persistently high energy prices that fuel US (and global)
stagflationary headwinds. We see market risk aversion surging and thus giving
the USD a boost, under the risk scenario. As highlighted above, the USD may
struggle to benefit fully due to its growing exposure to risk-correlated foreign
capital inflows (eg, the dashed green line in Figure 5).
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FX Research advanced tools

With Red Mount Analytics, we are setting a new standard for market intelligence
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Certification

The views expressed in this report accurately reflect the personal views of the undersigned analyst(s). In addition, the undersigned analyst(s) has not and will not receive
any compensation for providing a specific recommendation or view in this report.
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Important. Please note that in the United States, this fixed income research report is considered to be fixed income commentary and not fixed income research.
Notwithstanding this, the Crédit Agricole CIB Research Disclaimer that can be found at the end of this report applies to this report in the United States as if references to
research report were to fixed income commentary. Products and services are provided in the United States through Crédit Agricole Securities (USA), Inc.
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Additional recommendation obligations — available from analyst(s) upon request:
[ A list of all the recommendation changes on any financial instrument or issuer disseminated within the last 12 months.

[ Where Crédit Agricole CIB is a market-maker or liquidity provider in the financial instruments of the issuer.

Valuation and methodology

Based on their expertise, each analyst defines the information that is relevant to produce their recommendations. This information may change over time. All
recommendations focus on FX instruments, either G10 FX spot or G10 FX derivative markets. Crédit Agricole CIB is currently disclosing investment recommendations
either at the issuer level, at the financial instrument level or at the country level. Credit Agricole CIB investment recommendations are based on a risk and reward analysis:

(] Risk analysis may be conducted at the financial instruments level. Among the information normally used to define the risks, are (1) publications produced by other
research teams within Crédit Agricole CIB (Economics, FX, Credit Research, Emerging Markets), (2) country analysis, (3) regulatory filings; (4) regular discussions
with relevant stakeholders such as experts or regulatory bodies or (5) any other publicly available sources.

) Reward analysis is usually based on valuation models. Valuation may be based on proprietary models or external models provided by sources considered as reliable
(eg, Bloomberg). Among other factors, valuation models may be based on relative value models, quantitative models, cross-asset models.

[ Investment recommendations may also be based on other technical aspects, including positioning flows and observing the market and underlying movements in
particular instruments or issuers. This analysis will take into account key criteria such as market liquidity of the financial instrument at the time of production of the
recommendation.

Any change in recommendation is disclosed via specific documents indicating both the new and the previous recommendation and the rationale backing the change.

Credit Agricole CIB expressly disclaims any responsibility for: (i) the accuracy of the models or estimates used in deriving the recommendations; (ii) any errors or omissions
in computing or disseminating the valuations: and (iii) any uses to which the recommendations are put. Any valuation provided may be different from the valuation of the
same product that Credit Agricole CIB may use for its own purposes, including those prepared in its own financial records.
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