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Foreign Exchange   

    

• We think three key themes will characterize FX market developments 
over the next 3-6M: elevated energy prices, the Fed’s rate hikes and peak 
in global manufacturing momentum.  

• In our view, key macro risks surrounding the baseline outlook are related 
to further rise in energy prices and another positive real rate shock. We 
study G10 currencies’ sensitivities to these risks to understand how FX 
exposure can help diversify portfolios for the winter.  

• Tactically, we remain bullish on USD vis-à-vis AUD, NOK and SEK. Over the 
medium-term, we also see a good chance of EUR/USD testing 1.10 over 
the winter period.   

 

When looking through the French fiscal stress weighing on EUR markets, we 
see three key market themes ahead for the winter: 1) Energy prices are likely 
to remain elevated, 2) the Federal Reserve will maintain a tightening bias and 
consequently, 3) global manufacturing momentum will eventually plateau.  

This does not mean we are turning negative on the growth outlook. But as the 
global economy shifts from acceleration phase towards late-cycle growth, we 
believe that the relative FX winners will be found from the defensive, rather 
than cyclical currencies.  

In the very near-term, the outlook for EUR-crosses remains highly sensitive to 
developments in the OAT-Bund spread. This means that if the fiscal concerns 
ease further, we could well see a temporary rebound in EUR/USD, even though 
we maintain a bearish view on the cross over the medium term.  

While the fiscal concerns have lifted long-end rates across markets, cooling 
macro momentum has the opposite effect – flatter curves. Financial 
conditions have already tightened noticeably, which means that central 
banks might be inclined to take a more cautious stance to tightening, if macro 
data suddenly shows unexpected cooling. In our view, especially Norway and 
Australia – both of which have an elevated policy rate level to begin with – are 
prone to a correction towards lower rates (and a weaker currency as a result).  

Finally, we consider the most pressing risks surrounding the baseline market 
views, and implications for positioning. 1) Despite the equity market jitters, 
the latest PMI and export data from South Korea and Taiwan shows no signs 
of cooling of the AI capex boom. This means we might underestimate how far 
the current cycle can accelerate. Upside growth surprises could force global 
central banks to tighten financial conditions even more aggressively than we 
expect. 2) We also cannot rule out an even sharper energy shock if, for 
example, winter weather turns out to be colder than usual and/or the US 
restarts military strikes against Iran after the Midterm elections.   
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Chart 1: Flatter yield curves would 
support the USD 

 

Sources: Macrobond, Bloomberg, Danske Bank 

Note: Past performance is not a reliable indicator of 
current or future results. 

 

Chart 2: Markets expect no easing in 
USD real rates 

 

Sources: Macrobond, Bloomberg, Danske Bank 

Note: Past performance is not a reliable indicator of 
current or future results. 
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USD exposure remains a strong portfolio diversifier 

We studied G10 currencies’ sensitivity to both energy and real rate shocks 
since 2021. The shocks were defined as top 5% daily increases in Brent & TTF 
prices, and US 2y TIPS yield. Table 1 illustrates the realized average spot 
returns during shock days. Table 2 illustrates the estimated likelihood that a 
large upside shock in energy prices / real rates coincides with a large negative 
FX shock when controlling for sentiment effects. See appendix on p. 3 for a 
summary of the methodology.  

On a high level, USD has been a strong portfolio diversifier against real rate 
shocks vis-à-vis all G10 currencies. The effect is clearly visible in both raw 
spot returns, but also in the conditional downside probabilities. This suggests 
the effect is stronger in tails, or that USD is more likely to react positively 
during large shocks. Even though the estimates do not imply causality, this is 
important for portfolio diversification, as large real rate shocks often coincide 
with both equity and fixed income markets weakening simultaneously.  

NOK appears the most vulnerable against positive real rate shocks on all 
metrics, followed by AUD and NZD.  

NOK, AUD and CAD have correlated positively with oil prices even vis-à-vis 
USD, while JPY has had the most negative reaction. Both EUR and SEK are 
vulnerable against higher natural gas prices, while other currencies’ 
sensitivity is near zero. This suggests that higher natural gas prices affect 
EUR/USD primarily via the EUR-leg, rather than through USD strength.  

More generally, the correlation between EUR/USD and energy prices looks 
surprisingly uneven. While the relationship with natural gas seems linear, the 
correlation to oil prices is concentrated on tails. In other words, oil price has a 
limited impact on EUR/USD on most days, but a very large shock could still 
pose a downside risk for the cross even beyond sentiment effects. 

We speculate that this could reflect ECB’s higher likelihood to react to energy-
driven inflation vs. the Fed, which means that relative rates mitigate the EUR-
negative terms-of-trade effect, unless the latter is very large. These 
estimates reflect a static picture since 2021, but when studying how the 
relationships have evolved over the past 15 years, the tail-dependency 
between EUR/USD and oil only appears after 2022.  

How to trade 

EUR/USD risk reversal skews have declined towards the fall, as demand for 
downside protection has increased. We think this is well justified, as barring 
last year’s temporary episode of politically induced weakness, USD’s 
diversifying capabilities remain intact. If anything, we find evidence that 
they might have even strengthened over the past few years. 

In our baseline forecasts, we maintain a bearish view on EUR/USD spot and 
positive view on both EUR/SEK and EUR/NOK. We see a good chance EUR/USD 
could test 1.10 over the winter period, but tactically, we prefer ideas that are 
less exposed to the fiscal EUR stress.  

Ideally, we look for trades that align with our baseline views but also provide 
protection against the aforementioned risk scenarios. If energy prices are 
soon near their peak, but underlying inflation forces the Fed to keep hiking, 
we think going short NOK/SEK looks attractive. Short AUD/USD is another 
way to reflect a similar global environment, while also being a play on overly 
hawkish RBA pricing and weak domestic growth in China. Going long USD/SEK 
combines positive carry with attractive portfolio diversifying qualities against 
both real rate and energy shocks, but we prefer to wait for a better entry level.  

Table 1: NOK has been the most 
vulnerable G10 currency against real 
rate shocks 

 

Sources: Bloomberg, Danske Bank. Data since 
2021. Negative value signals FX depreciation 
against USD.  

Note: Past performance is not a reliable indicator of 
current or future results. 

 

Table 2: Model estimate suggests 
USD’s positive correlation to real rate 
shocks is even stronger in tails. EUR 
could be exposed to large positive 
shocks in oil prices, even if correlation 
is near zero during most days 

 

Sources: Bloomberg, Danske Bank. Data since 
2021. Probability benchmark under independence 
is 5%. A value higher than this indicates possibility 
of tail-dependence.   

Note: Past performance is not a reliable indicator of 
current or future results. 
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Appendix 

The conditional probabilities were estimated with daily FX and energy log-
returns, and daily basis point changes in the real rate. The estimation was 
done using standardized residuals from a fitted AR(1)-GARCH(1,1) time-series 
model. The AR(1) mean equations include daily changes of the VIX index as a 
proxy variable for risk sentiment. Standardized residuals were ranked to an 
interval of (0, 1) and fitted with a Student’s t-copula. This was then used to 
estimate the likelihood that a daily FX innovation lands below its 5% percentile 
on a condition that energy or rates innovation lands above its 95% percentile.  

Note that this is different from empirical conditional frequency. For example, 
the sample included 71 TTF observations above the 95% percentile. 9 of these 
coincided with an EUR innovation below the 5% percentile, meaning the 
empirical conditional probability was 12.7% - above the model estimate of 
8.9%. The former describes the realized relationship within the sample but is 
based on a relatively small number of extreme observations. The copula 
provides a smoothed estimate of the dependency structure utilizing the 
entire sample of 1439 daily observations. Note that even if the model 
indicates the possibility of tail-dependence, it does not imply causality.  
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General disclaimer and disclosure 
The following disclaimer and disclosure apply to all communication as such, including communication to which it is attached, linked to or otherwise referenced (the 
“Communication”). For the parts that refer to the term “investment recommendation”, the disclaimer and disclosure are only applicable as far as the Communication 
falls under the definition in Regulation (EU) No 596/2014. The Communication has been prepared by personnel in the LC&I’s Sales & Trading departments or non-
independent Research departments of Danske Bank A/S. The views set forward in the Communication may differ from views or opinions in other departments of Danske 
Bank A/S. It constitutes a short-term view and is subject to change and Danske Bank A/S does not undertake to notify any recipient of the Communication of any such 
change. A list of all previous investment recommendations on any financial instrument made in the past 12 months, including all previous investment recommendations 
made by the producer is available upon request, free of charge. 

The LC&I’s Sales & Trading departments’ or non-independent Research departments' personnel are not independent research analysts, and the Communication is not 
intended to constitute “investment research” as that term is defined by applicable regulations. The Communication has as such not been prepared in accordance with 
the legal requirements designed to promote the independence of investment research and is not subject to any prohibition on dealing ahead of the dissemination of the 
communication. The personnel in the LC&I’s Sales & Trading departments or non-independent Research departments may be remunerated based on investment banking 
revenues, and may receive bonuses or other remuneration linked to specific investment banking transactions. Danske Bank A/S or its personnel may hold a position in 
any financial instrument discussed herein. Personnel is subject to a Personal Account Dealing policies. Further, Danske Bank A/S may act as market maker or have 
performed other services for the entities mentioned, which could include investment banking or other services, leading to payments or promises of payments. Prices 
and availability are indicative and may change without notice. 

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. 
Past performance is not indicative of future results. 

The Communication has been prepared independently and solely on the basis of available information that Danske Bank A/S considers to be reliable, but Danske Bank 
A/S has not independently verified the contents hereof. While reasonable care has been taken to ensure that its contents are not untrue or misleading, no representation 
or warranty, ex press or implied, is made as to and no reliance should be placed on the fairness, accuracy, completeness, currentness or reasonableness of the 
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 representative 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/S is 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 
Authority (UK). Details on the extent of the regulation by the Financial Conduct Authority and the Prudential Regulation Authority are available from Danske Bank A/S on 
request. 

The Communication is protected by copyright and is intended solely for the designated addressee. It may not be reproduced or distr ibuted, in whole or in part, by any 
recipient for any purpose without Danske Bank A/S’ prior written consent. 

Disclaimer related to distribution in the United Kingdom 
In the United Kingdom, the Communication is for distribution only to (I) 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’); (II) high net worth ent ities falling within article 49(2)(a) to (d) of the 
Order; or (III) 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 ‘Quali fied 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 
distribution in the United States solely to ‘U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske Markets Inc. accepts responsibility for this investment 
recommendation in connection with distribution in the United States solely to ‘U.S. institutional investors’. Any U.S. investor recipient of the Communication who wishes 
to purchase or sell any Relevant Financial Instrument may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-U.S. financial 
instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be registered with the U.S. Securities and Exchange Commission and may not be 
subject to the reporting and auditing standards of the U.S. Securities and Exchange Commission. 
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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 promu lgated 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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