Sterling struggles against the euro as geopolitical tensions and UK fiscal uncertainty cloud outlook
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The Pound to Euro exchange rate has experienced notable volatility in recent weeks, with the Pound briefly slipping to a two-and-a-half-year low before making a modest recovery. On Tuesday evening, GBP/EUR dipped to around €1.1348, reflecting underlying concerns about the UK economy despite positive data releases. The subsequent rebound on Wednesday was triggered by stronger-than-expected UK services PMI data, which was revised up to 52.3 from an earlier estimate of 50.8, surpassing forecasts and suggesting a quicker rebound in the crucial UK services sector. This gave Sterling a temporary boost, trading modestly higher at the time of writing, though it remained close to its weakest levels since mid-2023.
Despite this improvement, the Pound remains under considerable pressure. Investors are cautious ahead of the forthcoming autumn UK budget, with worries that potential tax increases might suppress growth and compel the Bank of England (BoE) to implement interest rate cuts earlier than the market had anticipated. Market consensus generally expects the BoE to hold rates steady in its upcoming policy decision, but the tone of forward guidance is being closely scrutinised. Any dovish signals hinting at more aggressive rate cuts in 2026 could see Sterling come under renewed selling pressure. There remains a remote but significant risk that the BoE might surprise with an immediate rate reduction, which would likely further weaken the Pound.
Meanwhile, the Euro faced a mixed backdrop. Eurozone services PMI data also improved, being revised up to 53 from 51.3 and beating expectations. Germany contributed positive news with a 1.1% rebound in factory orders for September, following a decline the previous month. Yet, these favourable economic signals were overshadowed by escalating geopolitical tensions. Notably, reports of drone sightings over civilian airports and military installations in Belgium heightened fears over Russian incursions near NATO airspace, sustaining caution among investors and keeping the Euro subdued.
Looking forward, the Euro's trajectory could hinge on forthcoming German industrial production figures, which are forecast to show a 3% rebound for September—a sign of potential stabilisation in Europe’s largest economy. Still, the persistent geopolitical risks add an element of uncertainty to the Eurozone outlook.
Reflecting on recent months, the current positioning of the Pound echoes earlier periods of vulnerability tied to geopolitical tensions and economic fragility. Back in late September, Sterling hovered near two-month lows amid weak UK data and rising anxiety over Russia-related risk factors. Analysts at the time suggested the Pound might face continued downside risks if geopolitical tensions increased further, even as the Eurozone's growth prospects showed signs of sluggishness.
At the start of 2025, the Pound had reached a robust 33-month high against the Euro, spurred by yield shifts and optimistic forecasts, such as Goldman Sachs’ projection of a rise to 1.2660 by year-end. However, those early-year gains have since been tempered by interim softness in UK economic data and rising fiscal concerns. Earlier in 2025, the Pound did show resilience relative to the Euro amid underwhelming Eurozone PMI releases, with Britain’s services sector showing pockets of strength, though growth was modest and inconsistent.
In summary, the Pound’s recent recovery momentum, fueled by stronger UK services data, faces headwinds from fiscal uncertainties and looming BoE decisions, while the Euro’s modest gains are tempered by geopolitical anxieties despite solid economic indicators. Markets will likely remain sensitive to both economic releases and geopolitical developments in the near term, as investors weigh growth prospects against risk factors on both sides of the Channel.
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