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European Macro | A story of resilience – in most cases

IMF forecast revisions show it clearly – 
upgrades elsewhere, but a sizeable 

downgrade in France

France stands out as the clear outlier in recent 
projections with growth at just 0.4% this year

Resilience has been a defining theme, with 
most advanced economies maintaining 

growth despite renewed energy headwinds

France has lagged peers, while UK activity has 
proved comparatively resilient
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UK Economy | Momentum has strengthened into year-end

Recent UK activity data have consistently surprised to the upside. The economy does not appear to 
be repeating the pattern of H2 slowdowns seen in recent years, with Q3 GDP growth tracking at a 

healthy 0.65% Q/Q. Further ahead, we are more optimistic than the IMF. We forecast growth of 1.5% 
in 2026 and 1.4% in 2027, despite energy-related headwinds.
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UK Economy | Is it time to revisit our productivity assumptions?

It is too early to draw firm conclusions, but 
the UK's comparatively rapid adoption of AI 
could help explain recent productivity gains

AI adoption seems to be accelerating faster in the 
UK than elsewhere in Europe

UK growth is somewhat narrow, with 
professional services and knowledge-

intensive activities driving the expansion 

Higher-value service sectors are contributing the 
most to UK GDP growth
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UK Budget | A difficult fiscal backdrop once again
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UK Budget | The government appears willing to reduce its buffers

Higher borrowing costs may have reduced fiscal headroom to around £15bn. The government is 
likely to announce some offsetting tax measures but also introduce temporary/targeted support for 
households facing higher energy costs. The preference seems to be for a low-key fiscal event after 
previous Budgets weighed on confidence. The broader question is whether reducing fiscal buffers is 
prudent at a time when growth is holding up and geopolitical uncertainty remains elevated.
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BoE call | Another inflation uptick leaves little room for complacency

UK headline inflation is set to rise above 4% in coming months as higher energy prices feed through 
to household bills. Energy prices have remained elevated for longer than anticipated and have 

moved higher in recent months. Combined with a stabilising labour market, healthy growth and still-
elevated underlying inflation, the BoE will struggle to look through the shock. We expect a 25bp rate 

hike at the next meeting, followed by another hike in February to a terminal rate of 4.25%. 
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ECB call | Still set to push ahead into restrictive territory 

The bond sell off and French fiscal risks have taken an October rate hike off the table, with ECB 
officials starting to highlight the impact of tighter financial conditions on the outlook. Underlying 
inflation pressures also remain contained. However, resilient activity and higher gas prices since 
September still support a degree of tightening into slightly restrictive territory, on a risk-management 
basis. We expect a 25bp rate hike in December, followed by a further 25bp increase in Q1 2027.
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France | The structural fiscal problem 

A highly fragmented parliament means that successive French governments have repeatedly missed 
fiscal targets, with the deficit remaining close to 6% of GDP despite repeated consolidation plans. The 
government's latest budget proposal marks another attempt to place the public finances on a more 
sustainable footing, but the required adjustment is substantial. With debt already around 120% of 
GDP, France has limited room for further fiscal slippage, and the outlook is highly vulnerable to 
weaker growth or borrowing cost shocks.
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France | The challenge of delivering on consolidation plans 

The government may force through some measures, offering temporary relief, but the bigger 
question is whether upcoming elections can clear the path for sustained fiscal repair. Le Pen, the 
frontrunner, has acknowledged the need for action, but RN's platform remains unclear. Our base 
case is continued drift, leaving deficits high and France vulnerable to the next shock.

Scenario Narrative

Faster 

consolidation

(5%)

RN starts to conclude that it has a strong chance of entering government after the presidential election and does not want to 

inherit a weaker fiscal position. RN pushes for a more ambitious consolidation package than the government proposal and 

elements of the counter budget are implemented. The budget passes through a negotiated parliamentary outcome. While 

investors remain wary of political risk, the 2027 deficit improves to 4.8-5.0% of GDP.

Limited 

consolidation

(35%)

The government and RN disagree on the composition of consolidation but broadly agree that consolidation is necessary. RN 

attacks the government's choices, secures concessions and seeks to differentiate itself politically, while stopping short of bringing 

the government down. Budget legislation relies on Article 49.3, but no-confidence motions fail as parties do not want to assume 

responsibility for a fiscal crisis ahead of the election. The government survives and parts of the package are implemented. GDP 

growth disappoints official forecasts and implementation is mixed, resulting in modest slippage relative to headline targets, but the 

deficit still improves modestly in 2027 to ~5.2%.

Continued drift

(45%)

As the presidential campaigns move into even sharper focus, political incentives dominate fiscal considerations. RN advocates 

ambitious fiscal objectives but is reluctant to be associated with unpopular spending cuts in practice. The government is forced to 

make significant concessions and relies on procedural mechanisms to push through key legislation. Some measures are delayed or 

diluted. The government survives, but only because no opposition group wants to trigger instability so close to the election. 

Markets become increasingly sceptical about actual delivery. The deficit widens to 5.6-6.0%. With investors increasingly questioning 

both political commitment and the capacity for implementation, OAT-Bund 10Y spreads widen following failed votes. These levels 

do not force an immediate policy response from the ECB, but the QT process comes under consideration. 

Deeper credibility 

crisis

(15%)

The government becomes increasingly reliant on exceptional procedures to keep fiscal legislation moving through parliament as 

political support collapses ahead of the presidential election. Fiscal slippage, weak growth and rising debt servicing costs trigger a 

sharp deterioration in market confidence, pushing OAT spreads materially wider. Financing conditions become the central political 

issue, and a successful no-confidence motion/government resignation becomes increasingly likely. Budget legislation is eventually 

forced through, but only after successive revisions and a period of acute political instability. France slips into recession. The deficit is 

on course to rise well above 6% of GDP in 2027. As market pressure intensifies, investors increasingly look to the ECB’s TPI as a 

potential backstop.



|  

Implications for European 

Rates & FX

https://www.mufgresearch.com/

https://www.mufgresearch.com/


|  page 12 

EZ (I) | Higher yields are likely to persist without positive catalyst

Source: Bloomberg, Macrobond & MUFG GMR

Yield spread blow out brings back memories of euro-zone debt crisis 

10-Year yield spread between French & German Govt. bonds, %              
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EZ (II) | French bond sell-off exacerbated by high foreign ownership?

Source: Bloomberg, Macrobond & MUFG GMR

Higher foreign ownership of French Govt. bonds

Foreign ownership of French & Italian Govt. bonds, %
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EZ (III) | Corrective policy action required to restore investor confidence 

Source: Bloomberg, Macrobond & MUFG GMR

Sharply higher yields reflect concerns over long-term debt sustainability 

French government expenditure on debt interest, EUR billions               
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EZ (IV) | Higher borrowing costs dampens need for ECB rate hikes

Source: Bloomberg, Macrobond & MUFG GMR 

Scaling back of ECB rate hike expectations has helped weaken the EUR

EUR/USD vs. Short-term yield spread, %
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EZ (V) | ECB could slow/pause QT to support bond market

Source: ECB & MUFG GMR

ECB is allowing maturing Govt. bond holdings to roll-off

Govt. bond redemptions due from ECB’s asset holdings , EUR millions
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EZ (VI) | TPI is available if monetary policy transmission at risk

Source: Bloomberg, Macrobond & MUFG GMR

Contagion/fragmentation risks remain relatively contained so far

2 & 10-Year yield spreads between Italian & German Govt. bonds, %
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EZ (VII) | Scenarios ahead of French Presidential election

Source: Bloomberg, Macrobond & MUFG GMR 

Scenario Narrative Market implications

Faster 

consolidation

(5%)

RN increasingly views government as a realistic prospect and seeks to avoid inheriting a weaker 

fiscal position. The party supports a more ambitious consolidation package than initially 

proposed, with elements of its counter-budget incorporated into the final legislation. The budget 

passes following negotiation, fiscal credibility improves and the 2027 deficit falls to 4.8-5.0% of 

GDP.

FR-DE 10YR Yield Spread @ 

~90bps

EUR/USD @ 1.1200-1.1800

Limited 

consolidation

(35%)

The government and RN disagree on the composition of consolidation but broadly agree that 

fiscal repair is necessary. RN secures concessions and seeks to differentiate itself politically, while 

stopping short of bringing the government down. Parts of the package are implemented, but 

growth disappoints and delivery is uneven. The deficit improves modestly to around 5.2% of 

GDP in 2027.

FR-DE 10YR Yield Spread @ 

~110bps

EUR/USD @ 1.1000-1.1600

Continued drift

(45%)

As the presidential election approaches, political incentives increasingly outweigh fiscal 

considerations. The government is forced to make concessions and relies on procedural 

mechanisms to advance key legislation, while some measures are diluted or delayed. The 

government survives, but implementation falls short of ambition and markets become 

increasingly sceptical. The deficit remains elevated at 5.6-6.0% of GDP.

FR-DE 10YR Yield Spread @ 

~170bps

EUR/USD @ 1.0800-1.1400

Deeper 

credibility crisis

(15%)

Political support for fiscal consolidation collapses ahead of the election, forcing repeated 

revisions to budget plans. Fiscal slippage, weak growth and rising debt servicing costs trigger a 

sharp deterioration in confidence and a period of acute political instability. Financing conditions 

become a central political issue and recession emerges. The deficit rises well above 6% of GDP in 

2027.

FR-DE 10YR Yield Spread @ 

>200bps

EUR/USD @ 1.0200-1.1000
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UK (I) | Hawkish repricing of BoE bigger driver than UK fiscal concerns 

Source: Bloomberg, Macrobond & MUFG GMR 

UK yields have recently risen by more at the short end of the curve

2 & 10-Year UK Govt. yields & slope of Gilt curve, %
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UK (II) | GBP continues to prove more resilient than expected

Source: Bloomberg, Macrobond & MUFG GMR 

GBP has performed much better during current energy supply shock 

Trade-weighted GBP performance after energy supply shocks
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Forecasts (I) | Yield forecasts assume energy supply risks ease  

Source: Bloomberg, Macrobond & MUFG GMR

MUFG Yield Forecasts  
 

Q4 2026 Q1 2027 Q2 2027 Q3 2027
ECB Policy Rate 2.75% 3.00% 3.00% 2.75%
2-Year Swap Rate 3.50% 3.40% 3.20% 2.80%
5-Year Swap Rate 3.55% 3.50% 3.40% 3.10%
10-Year Swap Rate 3.60% 3.60% 3.50% 3.30%

Q4 2026 Q1 2027 Q2 2027 Q3 2027
BoE Policy Rate 4.00% 4.25% 4.25% 4.00%
2-Year Swap Rate 4.80% 4.70% 4.40% 4.10%
5-Year Swap Rate 4.85% 4.80% 4.60% 4.40%
10-Year Swap Rate 5.05% 5.00% 4.90% 4.70%
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Forecasts (II) | USD to remain stronger for longer

Source: MUFG Monthly FX Outlook Report October 2026 (click here) 

https://www.mufgresearch.com/fx/monthly-foreign-exchange-outlook-october-2026/
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