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Economics SNB Could Be In A Corner

m0.8M

The ECB slightly hawkish policy meeting removed the selling pressure on Were is the SNBs pain threshold?
the EURCHF in the near term. Yet with political risk in Europe increase the

respite might not last. As everyone knows, the SNB has been intervening - 0.6M
to protect the CHF from further “overvaluation". Today, the SNB released I
data indicating foreign exchange reserves surged 3.8% to 668.2bn CHF
(Total balance sheet is over 115% of GDP). While the SNB does not
generally comment on intervention, the size of the balance sheet
expansion indicates that the SNB has been very active in FX markets
(protecting 1.06 soft floor).

=0.5M
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H0.2M
The problem is that the pace of purchases is unsustainable (printing i

unlimited CHF could lead to hyperinflation and credibility issues), yet |‘““|“ Fo-
demand for CHF is likely to increase (1. Rising political risk in Europe 2. “|""""I"""l""“"l"l

EU-CH yield spread stable/narrowing 3. Swiss economic conditions are = "~ " [ 777 7T 0T
improving). The language of SNB around FX policy has softened
(supported by a positive inflation outlook) adding to speculation of
greater flexibility yet clearly demand for CHF has outstripped the SNB's
view of smoothing. EURCHF has become the “go to” trade to hedge
European political risk, so selling pressure should increase as we head
into the Dutch and French elections. Now I'm sure | don't have to remind
anyone that arguably the two biggest FX moves in the last few years have
been created by the SNB (hence the concern), and their proactively
addressing events/situation in Europe.

1998-1999 2000-2004 2005-2009 2010-2014 2015-2019

The problem is that, once again, the SNB is now “trapped” by their own
policy. My concern is that the SNB's “soft” FX policy has become "hard”
in the market's mind. When the SNB is forced to remove the verbiage/
physical intervention (not sure which comes first), we should see EURCHF
move sharply lower. The longer the situation remains, the greater
likelihood of an extreme event.
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Economics

Last Thursday, the European Central Bank had its meeting and without no
surprise, rates will remain unchanged. Plus, ECB President Mario Draghi
did not mention anything regarding the monetary policy for next year
after the end of the current QE program.

It is nonetheless clear that the ECB is rather positive on the outlook.
Recent fundamental data has indicated some improvement. Industrial
production growth is positive (+2% in December) and inflation has surged
since the start of the year. Eurozone HCPI is now above the target of 2%
according to Eurostat. It is the first time in four years that the central
bank's target has been reached even though core inflation is stalling
around 0.9%.

We believe that ECB-Fed monetary policy divergence is becoming a
reality while a US rate hike next week is now certain. The ECB for the time
being remains largely all-in. We recall that from April the ECB will start
buying €60bn bonds instead of €80bn until the end of the year. This
should not last forever, because of bonds scarcity and the better data.

The statement is showing the ECB's hawkishness

We consider that the ECB is now slightly hawkish as the statement did not
mention that the central bank would use all available tools as it is normally
the case.

We may now expect that the economic data, lower unemployment rate
and greater inflation should push policymakers to envisage tightening in
the medium-term. At the meeting, political uncertainties remained at the
centre of attention, in particular the French and Dutch elections
represents a risk for the Eurozone as nationalism is on the rise. Draghi
replied that he does not see the Euro bloc breaking apart.

WEEKLY MARKET OUTLOOK

Out of the ECB meeting, the soft German's data appeared concerning.
Indeed the country is clearly the locomotive of the European economy.
In particular its industry is the strongest of the Eurozone. Earlier this
week, factory orders data have been released and have shown a sharp
decline to -7.4% which is the worst month decline since 2009. The read
was well below the consensus as decline of -2.5% was expected.

The low interest rates era has helped the German economy but this does
not seem sufficient as the demand is clearly weakening. Fundamental
data must be compared with survey such as the IFO business climate or
expectations which are showing some positiveness.

The euro barely moved last week and is still trading around $1.06.
Optimism still seems to prevail on the market. The German DAX index is
trading at all-time high and there is no reason for this move to stop in
the short-term as economic expectations are strong for the time being.
The ECB monetary policy is set to remain the same at least until year-
end and we believe that the euro should stay weak and stocks markets
overvalued.

The ECB Is Showing Some Hawkishness
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Crude Oil Oil Caps Worst Week Since November 2016

- -

Rig count rose as WTI recovered L anooo
The West Texas Intermediate is about to post its largest weekly decline -1800|

since the first week of November when it dropped 9.50% to below $45 a 2 L 1600 F 15000
barrel. This week, the WTI slid almost 7% as it dipped below $50 a barrel i
for the first time since the November OPEC "“supply cut” deal. The move

100 ;1400'10000
was initiated on Wednesday after the EIA reported that US stockpiles had I

1200
surged by 8.2 million barrels in the previous week, more than four times beo | [
what the market was expecting, pushing US inventories (excluding 10004
strategic reserve) to an all-time high of 528 million barrels. Lo bgoo [

The market has begun to consider the possibility that OPEC and certain (49,58 "C1-0)
non-OPEC members such as Russia, who initially agreed to curb bag  [-looco
production back in November, may now be backtracking on their =Tc'tal US inventory (R2) a0 T

. . . = . WTI (R1) F-15000
promise. Indeed, the US shale industry was the primary beneficiary of this H Total chnage in inventory (R3) Ly F200 |
“supply cut” as shown by the massive rise in rig count (+38% or 168 new ‘ ‘
wells since November last year). In this fight, the US has been o 208 014 0B 2016
continuously increasing their market share on the back of those who
agreed to cut production. Market was highly bullish oil
On the top of this, the market positioning on the NYMEX had reached [ 0-35M
extreme levels recently as the total net position hit 387k contracts. Even ro-31
back in June 2014, the market wasn't that bullish (348k net long). r0.25M
Therefore, we believe that there is room for further downside move in Fo-m
crude oil prices. Investors were betting that the recovery in prices would oM

F0.1M

be proven sustainable as the main oil producers seemed to have found an
B NYMEX net 0.387M [~50000

agreement. We would not be surprised to see OPEC and Russia back-
pedalling on the “supply cut” deal as it is clearly to the advantage of the I NYMEX short -48768 L0435

. . B NYMEX long  0.435M L
US right now. We expect further weakness of crude prices as traders |||“|| | || | |||“||||““m”|||“““““H“H“ “‘H oo
A ‘

unwind their long positions, with $45 a barrel as the next target. |||||||||||||| | | ||"|
E—0.2M

‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013 ‘ 2014 | 2015 | 2016
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FX Markets

The SNB is not the only central bank whose FX policy is on a collision
course with reality. The Czech Republic central bank (CNB) created a SNB
style EURCZK minimum exchange rate in 2013. The CNB's objective was
to prevent the euro from depreciating, derailing the small export drive
economy growth outlook and triggering broad deflationary pressure. With
mostly verbal interventions, the CNB has been able to accomplish its goal
and there is little doubt that members are committed to scraping the
floor. There are two primary issues for FX traders the process for exit and
timing.

The CNB has highlighted that a Swiss style abandonment will not occur.
The central bank will continue to intervene to smooth out excessive euro
weakness and the CZK Strength. While the CNB FX reserves have
significantly increased since the start of the floor, reserves are not
excessive like in Israel, Norway and Switzerland. Should demand for CZK
become extreme the CNB will have a difficult managing it.

Accelerating inflation, quicker than expected reserve accumulation to
defend the floor and the need to protect credibility have pulled in
forecasts from eliminating the minimum exchange rate. Interestingly, the
element of surprise no longer seems to a primary consideration for the
central banks. Headline inflation has risen to 2.5% y/y from 2.2% in
February, driven by volatile food and energy but pressure on core
supports sustained price pressure

WEEKLY MARKET OUTLOOK

However, inflation is expected to return to the central bank's target of
2.0% by early 2018. The highest probability trade, barring an extreme
shock, is for exiting the floor at the scheduled monetary policy meeting
on May 4th. By exiting the floor with clear guidance, the CNB will be
projecting the greatest control over policy rather than being perceived
as sneaking around and punishing markets. However, due primarily to
currency accumulations, which is clearly making the CNB uncomfortable,
an additional unscheduled meeting could also be called. This is an
outside probability, yet should Dutch and French elections head in an
anti EU direction, this option will become more likely.

Pressure to exit EURCZK "Floor" ] F3.500000 m
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EUR/CZK Exit Date Debate Increases
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FX Markets

RBA stayed sidelined as expected

As broadly expected, the Reserve Bank of Australia kept its cash rate
target unchanged at a record low of 1.5%. The RBA reiterated its well-
known view that the Aussie is overvalued and stated that an appreciating
exchange rate would complicate the economic transition that followed
the mining investment boost. However, the institution acknowledged the
positive development in commodity prices that provided “a significant
boost to Australia’s national income”.

Despite the RBA's positive assessment of the economy, Governor Lowe
maintained a cautious stance about Australia’s outlook, recalling that the
“medium-term risks to Chinese growth remains”. Indeed, China is
Australia's biggest trade partner as it absorbs around 35% of Aussie total
exports. From our standpoint, we suspect that the surge in commodity
prices - more specifically iron ore prices - is coming to an end and that a
reversal is looming as Chinese stockpiles went through roof while crude
steel production remain subdued.

For all these reasons, we believe that the RBA is definitely not on its path
to tighten its monetary policy as the inflation gauge is still well below the
2%-3% target band. The year-ended trimmed mean inflation reached
1.6% in December 2016, while the headline gauge hit 1.5%. There RBA is
therefore in no hurry to tighten; however should commodity prices
consolidate the recent gains, inflation will quickly start to pick-up. The
latter scenario is seen as highly probable, meaning that the central bank
will not be able to stand idle for an extended period of time. But this is a
medium-term story.

WEEKLY MARKET OUTLOOK

AUD: Time To Reload Short Position ?

AUD/USD under pressure ahead of FOMC meeting

In the short-term, this is a complete different story as investors await the
first rate hike from the Fed as soon as Wednesday and continue to bet
on an aggressive rate path. However, February NFP report acted as a
reminder that the Fed may have to take a more balance approach for the
rest of the year amid lacklustre wage growth. Average hourly earnings
rose 0.2%m/m in the second month of the year and missed estimates of
0.3%m/m. In the short-term, we maintain our bearish view on AUD/USD
with 0.75 as next target. On the technical side, the support area that lies
at around 0.7530-40 (200dma and 50dma) and 0.7519 (Fibonacci 38.2%
on December-February rally) held up well last Friday. Further Aussie
weakness cannot be ruled out, especially if the Fed release and hawkish
statement, together with aggressive forecast.

Swissquote Bank SA Ch. de la Crétaux 33, CP 319 | CH-1196 Gland Switzerland
Tel +41 229999411 | Fax +41 2299994 12

forex.analysis@swissquote.ch | www.swissquote.com/fx

Page 7|8



{m SWISSQUOTE

DISCLAIMER

While every effort has been made to ensure that the data quoted and used for the research behind
this document is reliable, there is no guarantee that it is correct, and Swissquote Bank and its
subsidiaries can accept no liability whatsoever in respect of any errors or omissions, or regarding the
accuracy, completeness or reliability of the information contained herein. This document does not
constitute a recommendation to sell and/or buy any financial products and is not to be considered as a
solicitation and/or an offer to enter into any transaction. This document is a piece of economic
research and is not intended to constitute investment advice, nor to solicit dealing in securities or in
any other kind of investments.

Although every investment involves some degree of risk, the risk of loss trading off-exchange forex
contracts can be substantial. Therefore if you are considering trading in this market, you should be
aware of the risks associated with this product so you can make an informed decision prior to
investing. The material presented here is not to be construed as trading advice or strategy. Swissquote
Bank makes a strong effort to use reliable, expansive information, but we make no representation that
it is accurate or complete. In addition, we have no obligation to notify you when opinions or data in
this material change. Any prices stated in this report are for information purposes only and do not
represent valuations for individual securities or other instruments.
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This report is for distribution only under such circumstances as may be permitted by applicable law.
Nothing in this report constitutes a representation that any investment strategy or recommendation
contained herein is suitable or appropriate to a recipient’s individual circumstances or otherwise
constitutes a personal recommendation. It is published solely for information purposes, it does not
constitute an advertisement and is not to be construed as a solicitation or an offer to buy or sell any
securities or related financial instruments in any jurisdiction. No representation or warranty, either
express or implied, is provided in relation to the accuracy, completeness or reliability of the
information contained herein, except with respect to information concerning Swissquote Bank, its
subsidiaries and affiliates, nor is it intended to be a complete statement or summary of the securities,
markets or developments referred to in the report. Swissquote Bank does not undertake that investors
will obtain profits, nor will it share with investors any investment profits nor accept any liability for any
investment losses. Investments involve risks and investors should exercise prudence in making their
investment decisions. The report should not be regarded by recipients as a substitute for the exercise
of their own judgment. Any opinions expressed in this report are for information purpose only and are
subject to change without notice and may differ or be contrary to opinions expressed by other
business areas or groups of Swissquote Bank as a result of using different assumptions and criteria.
Swissquote Bank shall not be bound or liable for any transaction, result, gain or loss, based on this
report, in whole or in part.

Research will initiate, update and cease coverage solely at the discretion of Swissquote Bank Strategy
Desk. The analysis contained herein is based on numerous assumptions. Different assumptions could
result in materially different results. The analyst(s) responsible for the preparation of this report may
interact with trading desk personnel, sales personnel and other constituencies for the purpose of
gathering, synthesizing and interpreting market information. Swissquote Bank is under no obligation to
update or keep current the information contained herein and not liable for any result, gain or loss,
based on this information, in whole or in part.

Swissquote Bank specifically prohibits the redistribution of this material in whole or in part without the
written permission of Swissquote Bank and Swissquote Bank accepts no liability whatsoever for the
actions of third parties in this respect. © Swissquote Bank 2014. All rights reserved.
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