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Euro weighed down by near-term factors, medium
term outlook rosier
In September, the euro underperformed against peers
as a combination of supply-chain disruptions, rising
energy prices and climbing bond yields spiralled into an
inflationary shock and downgrades in eurozone growth
outlooks. This weighed on the single currency, along
with German election uncertainty and lower real rate
differentials, while broader market sentiment also
deteriorated as these developments weighed on global
growth expectations too.
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Chart 1: EURUSD shaves off 
another +2% in September as 
investors take refuge in USD

The US dollar meanwhile grew stronger amid this inflationary backdrop as investors took
refuge in safe havens excluding JPY – due to the Bank of Japan’s monetary policy
regime, the Japanese yen was weighed down by widening rate differentials along with
the euro. While September’s losses were significant at over 2%, we expect the pressure
on the euro to ease over the coming months as supply pressures mitigate, which should
help to cool inflation and aid growth conditions. We expect the combination of these
developments to be supportive for EURUSD, however we have downgraded our
forecasts throughout the entire forecast horizon to show a more contained rally and
account for the recent developments in markets.

Monex’s October forecasts

1-month
31st Oct 2021

3-month
31st Dec 2021

6-month
31st Mar 2022

12-month
30th Sept 2022

EURUSD 1.165 1.17 1.18 1.20

GBPEUR 1.172 1.171 1.186 1.183

EURGBP 0.857 0.854 0.843 0.845
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Growth set to slow down after reopening bump amid supply
disruptions
The lifting of restrictions in Q2 and Q3 resulted in a rebound in activity at the start of the
summer, and consensus forecasts from sell-side analysts always reflected a slowdown in
activity after this reopening bump. The data confirmed this view, with September’s
purchasing managers’ index figures printing both below expectations and August’s
reading. While this partly related to an unwind of the reopening optimism, firms also
reported that supply-side shortages were leading to cost increases across all sectors,
from fuel to labour to utilities and transportation, which in turn constrained economic
growth. August’s 1.6% MoM decline in industrial output confirmed this, which was largely
driven by Germany’s industrial production which fell back to 10% below pre-pandemic
levels. Car production is down 40% vs February 2020, explaining over half of the shortfall
in German industrial production as the semiconductor shortage shows no sign of easing.
At the same time, energy prices continue to bite, raising challenges faced by the
industrial sector. Meanwhile, on the consumers’ side, higher gas prices may dent growth
in real disposable income. All of these developments are likely to lead to slower
eurozone growth in Q4 as demand cools and supply-side constraints continue to weigh
on output. Once this near-term growth headwind clears, however, refuge in safe haven
currencies is set to ease while the pro-cyclical euro should recover as well.

German elections were a point of uncertainty going into September, and while the vote
count concluded within a day, this didn’t eliminate the political uncertainties. After a tight
election, the winning social democrat party SPD have met with the Greens and the
business-pro FDP to commence coalition talks. Negotiations are still in their infancy at the
moment, and if history is any guide, it could take months before the new government
forms. Betting markets continue to see SPD leader Scholz as the next Chancellor, but a
political vacuum with Merkel leading a caretaker government is still seen as the main
alternative as these coalition talks are set to be difficult and lengthy.

Over the 12-month horizon, finalised coalition talks in Germany should 
give EURUSD room to gradually climb back up to the 1.20 level.

ECB’s “favourable financing conditions” tested as economy 
progresses
As the economic recovery progresses, the ECB’s definition of “favourable financing
conditions'' will be key for EURUSD as the central bank’s tolerance for rising bond yields
and widening spreads will be put to the test.
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Previous periods of rising bond yields were countered by increasing asset purchases
through the Pandemic Emergency Purchase Programme (PEPP). While yields have been
rising since the start of September, as supply chain disruptions and inflation fears
dominated market pricing, the ECB’s tolerance towards higher yields likely has changed
compared to the previous yield spike in Q2 (chart 2). Previously, higher borrowing costs
were an indication of unwarranted tightening of financial conditions, but as the economic
recovery has now matured with much of the eurozone vaccinated, higher yields this time
around may in part simply reflect optimism around the recovery.

Chart 2: PEPP purchases slowed down in October despite rise in German and Italian
bond yields as economic conditions have improved

ECB President Christine Lagarde
stated at this year’s ECB Forum that
the central bank’s new forward
guidance on rates is “well-suited” to
deal with supply-side pressure on
inflation by allowing the governing
council to allow inflation to move
above target for a transitory period
before tightening policy, hinting at
Average Inflation Targeting (AIT) even
though this is not explicit in the ECB’s
strategy. Still, markets expect the ECB
to upgrade its inflation forecasts
further in the next six month, which is
visible by the steepening of implied
interest rates in September (chart 3).

While risks around inflation 
remain significant, the 

progress in the recovery 
can justify the current 

reduction in weekly PEPP 
purchases as announced 

during the ECB’s 
September meeting. 

At the start of October, the steepening reached a top where markets priced in the first
rate hike to occur by Dec 2022. This re-pricing in no way is a 1:1 indication of the ECB’s
reaction function, but rather a way of markets betting on inflationary pressures.
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Gas prices have moderated somewhat since, in both spot and futures levels, causing the
U-turn in the implied rates. Looking ahead, European elevated energy prices and
heightened inflation expectations globally will continue to be a significant driver for
EURUSD, especially given the euro’s sensitivity to fixed income moves. Beyond this, new
Covid-19 waves and following restrictive measures would be an unlikelier but severe risk
for our euro outlook.

Chart 3: 1Y1D forward 
cash rate euro area as a 
proxy for implied rates 
indicates markets expect 
upgraded inflation 
forecasts by the ECB
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This information has been prepared by Monex Canada Inc., an execution-only service provider. The material is
for general information purposes only, and does not take into account your personal circumstances or
objectives. Nothing in this material is, or should be considered to be, financial, investment or other advice on
which reliance should be placed. No representation or warranty is given as to the accuracy or completeness
of this information. No opinion given in the material constitutes a recommendation by Monex Canada Inc., or
the author that any particular transaction or investment strategy is suitable for any specific person. The
material has not been prepared in accordance with legal requirements designed to promote the
independence of investment research, it is not subject to any prohibition on dealing ahead of the
dissemination of investment research and as such is considered to be a marketing communication.
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