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Give them a fulcrum, and markets will shake FX

22 July 2026

The FX market is desperately seeking a catalyst to lift implied volatility from
current lows and break the stalemate across majors. While the Middle East
crisis may now be perceived as background noise unless the conflict escalates
significantly or a lasting resolution is reached, renewed debt concerns in Japan
and the UK could prove to be the unexpected hook for investors.

1. The context: The FX market appears to be becoming less sensitive to the Middle East crisis, with the USD
reacting less to developments that would normally have reinforced its role as the world’s preferred safe-
haven currency. Investors may increasingly believe that a resolution is drawing closer or, more subtly, are
beginning to regard the Gulf crisis as background noise. US vyields are also rising sharply, but the
simultaneous increase in long-term yields outside the US is probably reducing the support the USD would
normally receive in such an environment. Meanwhile, forward curves already price in a sufficiently
hawkish path for major G10 central banks through to December.

2. Our view: The catalyst capable of lifting implied volatility from current lows and breaking the impasse
across most major currency pairs may come from an unexpected source. Renewed sovereign debt
concerns in Japan and the UK, which resurfaced on Tuesday, have already pushed the JPY to fresh multi-
year lows and reversed last week’s dgains in sterling against both the USD and the EUR. In the near term,
the common currency could become another casualty of a broader USD rebound, driven not by the dollar’s
own strength but by mounting concerns over the other two units.
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Desperately seeking a fulcrum

The ancient Greek mathematician and philosopher Archimedes famously said, in effect, that if given a fulcrum, he
could move the world. Something similar is occurring at present in the FX market too. Many major currency pairs are
still struggling within familiar and relatively narrow trading ranges. Clear-cut trends, which investors could be
interested in riding, are therefore difficult to identify.

This is also reflected in the current low levels of market volatility shown in Chart 1 below, in which we plot 3M implied
volatility for EUR-USD, USD-JPY and GBP-USD, the three exchange rates we focus on in this note.

Current values of implied volatility look extraordinarily low, especially compared with the levels prevailing during
many other critical geopolitical events that have unfolded since the start of the Russia-Ukraine conflict in February
2022.

Particularly, 3M GBP-USD implied volatility jumped to over 17% in autumn 2022, when markets reacted with panic
after the UK Truss government announced massive, unfunded tax cuts and borrowing plans without independent
fiscal forecasts.

CHART 1: GLOBAL RISK AVERSION IS CURRENTLY THE MAIN DRIVER OF THE GREENBACK ACROSS THE BOARD
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Source: LSEG, The Investment Institute by UniCredit. Note: all data are expressed in percentage points.

Investors should have plenty of reasons to worry today: the Middle East crisis has escalated and widened further,
with exchandes of attacks between the US and Iran continuing for an 11% consecutive day, involving most Gulf
countries and Jordan.

The Houthi rebels in Yemen have threatened to close the Bab El-Mandeb Strait and Saudi Arabian ports in the region,
which would disrupt shipping through the Red Sea, where traffic has never returned to pre-2023 levels.

As result, the Brent oil price has jumped to nearly USD 95/bbl. Adainst this backdrop, however, the FX market
reaction has been less intense, particularly to events that could reinforce the role of the greenback as the world’s
favoured safe-haven currency, than in the early stages of the Iran conflict, which started on 28 February.

As we analysed in a Market Spotlight earlier this week “Has the Iran war become background noise for FX” (20 July),
this lack of reaction may indicate either that investors still believe a resolution is drawing closer, even though the
current geopolitical scenario increasingly suggests the opposite.

This is because both the US and Iran have said that the memorandum of understanding (MOU) they signed on 17
June is over, and US President Donald Trump made it clear that he is not sure about a deal anymore and that the
US would rather “finish the job”.
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On the other hand, more subtly, investors may begin to regard the Gulf crisis as background noise rather than the
key driver it has been in the past, given how difficult it would be for the US, Israel and Iran to reach a solution that
each party could portray as a victory.

That said, like Archimedes, investors desperately need a fulcrum, or turning point, capable of lifting the world, i.e.
of breaking the ongoing impasse across most FX majors. Such a fulcrum, however, is not easy to find.

Why interest rate hike expectations may not represent the real fulcrum...

Economic growth and inflation remain the two most likely candidates, especially now that oil prices are climbing
further. However, Chart 2 shows that forward curves already price in a sufficiently hawkish scenario for additional
monetary tightening by G10 central banks over the remainder of the year.

The RBNZ is still perceived as the most aggressive central bank on the rate-hike front, especially after New Zealand
inflation rose to 4.1% in 2Q26 from 3.1% 1Q26, above the central bank’s target range of 1-3%.

Aside from this, nearly two 25bp rate hikes by the ECB and the BoE are almost fully priced in, while at least one
25bp move is fully priced in in the US and Japan, with a meaningful probability of further tightening in both
countries. Adainst this backdrop, a significant repricing of market rate-hike expectations would be required to
meaningfully impact the FX market.

CHART 2: THE USD OUTPACED THE OTHER SAFE-HAVEN CURRENCIES SUCH AS THE JPY AND THE CHF
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Source: LSEG, The Investment Institute by UniCredit

..and why renewed fiscal worries for Japan and the UK may represent it

Another potential fulcrum relates to rising long-term yields worldwide, mostly reflecting increasing inflation
concerns in major countries.

The USD tends to be primarily sensitive to the dynamics of UST yields, as indicated by the strict relationship between
the 10Y UST yield and the US Dollar Index (DXY), a basket made up of a weighted averade of the USD’s exchange
rates against six major currencies, the EUR, the JPY, the GBP, the CHF, the CAD and the SEK, which is plotted in Chart
3. The correlation between the two series is over 65% so far this year.
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CHART 3: THE RELATIONSHIP BETWEEN THE US DOLLAR INDEX (DXY) AND 10Y UST REMAINS CLOSE
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Source: LSEG, The Investment Institute by UniCredit

Long-term yields are not only rising in the US, where the UST 10Y yield now even exceeds 4.60%, whereas a rally to
4.50% was viewed as challenging just months ago. The German 10Y Bund yield is now close to 3.20%, the 10Y JGB
yield is almost at 2.75% and the 10V gilt yield is now trading above the 5.00% handle.

The implications are obvious: if the rise in long-term vyields is broad-based, yield spreads are unlikely to move
significantly in favour of one currency over another. For long-term yields to become the new fulcrum for the FX
market, they would have to rise much more sharply in one country than the others.

However, this raises another, even more critical question that could help to solve the stalemate and identify the
real fulcrum for the FX market in the near term. Would a further rise in long-term yields signal a country’s
strendth - thereby making its currency more attractive — or would it indicate dreater fradility in its public
finances, potentially having a nedgative impact on the currency?

Chart 4 plots the YTD rise in 10Y yields in the US, Germany, the UK, and Japan, with the latter showing the biggest
increase since January.

Notably, while the rise in German Bund and UST yields can be mostly ascribed to inflation concerns and real rate
considerations, especially in the US, the rise in the JGB and gilt can be mostly ascribed to concerns over fiscal policy
and the trajectory of the respective debt burden that have abruptly resurfaced this week.

CHART 4: THE YTD RISE IN 10Y YIELDS HAS BEEN MORE PRONOUNCED IN THE UK AND JAPAN
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On Tuesday, the Japanese Diet approved the government’s annual economic policy blueprint. The plan tardets a
fiscal expansion of JPY 370tn (approximately USD 2.28tn) through to the 2040 fiscal year, an increase in public
spending that will inevitably need to be financed through new debt with very long maturities. This is why JGB yields
have risen further and why Prime Minister Sanae Takaichi’s government has stepped up pressure on the Government
Pension Investment Fund (GPIF), to shift its asset allocation towards domestic bonds and away from foreign bonds.
In theory, such a reallocation should support the JPY over the longer term (see our Coffee Break — Japanese Pension
funds to help reverse JPY weakness, 13 July, for more details). The final version of the plan adjusts its stance by
reaffirming the BolJ’s independence and its focus on price stability, although concerns persist that the Japanese
central bank may be forced to slow the pace of monetary policy normalisation.

At the same time, markets have become more worried that the new British Prime Minister Andy Burnham will prove
less committed to keeping UK borrowing needs on track than he initially appears, compared to the previous prime
minister, Keir Starmer. Market sentiment was not helped by the choice of John Healey, the former secretary of state
for defence, as the new chancellor of the exchequer, the decision to keep Shabana Mahmood, who was viewed as
more fiscally conservative, at the Home Office, and Burnham’s first decision to scrap the 5% VAT on domestic
household electricity bills, effective 1 October.

The impact on the FX market has been immediate, as shown in the chart below, which plots the DXY, EUR-USD,
GBP-USD and USD-JPY, with each value indexed to 100 on 5 January 2026. The JPY plunged to its lowest level since
1986, with the USD-JPY rising to a new YTD high of 163.23, exceeding the previous 162.84, again in the absence of
BoJ intervention. GBP-USD dropped back below 1.34 and EUR-GBP redained the 0.85 handle, fully reversing the gain
sterling made just a week earlier, amid press reports that Shabana Mahmood would become chancellor.

The net result is that EUR-USD has been dragged down again, although barely below 1.14 until now — with a weekly
low of 1.1398 — also because a rise in German bond yields is probably offering the common currency a cushion to
the downside. However, if concerns about Japanese and British finances continue to exert pressure on the JPY and
sterling, thus lifting the DXY even further, a full break of 1.14 may easily push investors to retest the EUR-USD YTD
low of 1.1325, if not lower.

To sum up, if the JPY and sterling weaken further against the greenback in the near term, the euro could become
another casualty of a USD comeback driven not from the dollar’'s own merits, but by the shortcomings of the other
two currencies.

CHART 5: USD HIGHER AGAIN, NOT ON ITS OWN MERITS BUT DUE TO A WEAKER JPY AND GBP
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Ledal Notices

Glossary

Terms used in the report are available on our website: Our glossary.

Marketing Communication

This publication/video constitutes a marketing communication of UniCredit S.p.A., UniCredit Bank Austria AG, Schoellerbank AG and
UniCredit Bank GmbH (hereinafter jointly referred to as the “UniCredit Group”) is addressed to the general public and is provided free of
charge for information only. It does not constitute investment recommendations or consultancy activity by the UniCredit Group or, even
less, an offer to the public of any kind nor an invitation to buy or sell securities. The information contained herein does not constitute an
investment research or financial analysis since, in addition to the lack of content, it has not been prepared in accordance with ledal
requirements designed to promote the independence of investment research, and it is not subject to any prohibition on dealing ahead
of the dissemination of investment research.

UniCredit Group, including all its group companies, may have a specific interest in relation to the issuers, financial instruments or
transactions detailed herein. Relevant disclosures of interests and positions held by UniCredit Group are available at: Conflicts of interest.
Any estimates and/or assessments contained in this publication represent the independent opinion of the UniCredit Group and, like all
the information contained therein, are given in good faith on the basis of the data available at the date of publication, taken from reliable
sources, but having a purely indicative value and subject to change at any time after publication, on the completeness, correctness and
truthfulness of which the UniCredit Group makes no guarantees and assumes no responsibility. Interested parties must therefore conduct
their own investment assessments in a completely autonomous and independent manner, relying exclusively on their own
considerations of the market conditions and the information available overall, also in line with their risk profile and economic situation.
Investment involves risk. Before any transaction in financial instruments please refer to the relevant offering documents. It should also
be noted that:

1. Information relating to the past performance of a financial instrument, index or investment service is not indicative of future
results.

2. Ifthe investment is denominated in a currency other than the investor’s currency, the value of the investment can fluctuate
strongly according to changes in exchande rates and have an undesirable effect on the profitability of the investment.

3. Investments that offer high returns can underdo significant price fluctuations following any downdrading of creditworthiness. In
the event of bankruptcy of the issuer, the investor may lose the entire capital.

4. High volatility investments can be subject to sudden and significant decreases in value, being able to generate significant losses at
the time of sales up to the entire capital invested.

5. In the presence of extraordinary events, it may be difficult for the investor to sell or liquidate certain investments or obtain reliable
information on their value.

6. If the information refers to a specific tax treatment, it should be noted that the tax treatment depends on the individual situation
of the customer and may be subject to change in the future.

7. If the information refers to future results, it should be noted that they do not constitute a reliable indicator of these results.
8. Diversification does not guarantee a profit or protect adainst a loss.

The UniCredit Group cannot in any way be held responsible for facts and/or damage that may arise from anyone from the use of this
document, including, but not limited to, damade due to losses, lost earnings, or unrealized savings. The contents of the publication —
including data, news, information, imagdes, graphics, drawings, brands, and domain names — are owned by the UniCredit Group unless
otherwise indicated, covered by copyright and by the industrial property law. No license or right of use is granted and therefore it is not
allowed to reproduce its contents, in whole or in part, on any medium, copy them, publish them, and use them for commercial purposes
without prior written authorization from UniCredit Group unless if purposes of personal use only.
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