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FX Market US Rates Move Higher

While some are claiming to fully understand why US yield were blowout Financial conditions are tightening 26000
yesterday, we are still scratching our head. 10-year treasuries surged to +2.5000
3.225%, adding 0.12% overnight. USD bulls charged, bidding up the (2097
greenback versus developed and developing currencies alike. Worries of e

a slowdown trade tensions were nowhere to be found. Markets now

F2.3000
expect a steeper rate curve in 2019 with additional rate hikes. Federal .

Reserve Chairman Jerome Powell boosted the sell-off, saying he is “very F2.2000
happy” with the “remarkably positive” economy, adding that the I
expansion might “continue for quite some time”. Analyst are attributing I
the move to strong US data, hawkish Powell comments, technical factors L5 0000
or even possible demand for return premia. Yes, significant corporate

F2.1000

issuance, higher dollar funding basis and even mortgage convexity 18 USD Inflation Swap Forward Sy5y [19000
hedging issues could all have provide reasons to push up the curve. All N

factors have a bit of truth, so your guess is as good as ours. However, by De°| Har T De°| Her o >eP

given the expected heavy US issuances between sovereign and corporate

we suspect that markets are getting crowded and solid US data just

provided a push. Importantly for midterm, rates markets are driving real Vi?ghhigher but flattening [+
yields higher, indicating tighter financial and indirect monetary policy W_".:{l W 'L M L350
tightening. Interestingly the neutral rate (r*) jumped out of its range as ("N N M |

the markets are pricing in an increase (US 5yby real yields). The Fed has "'1‘} Y l A H‘WJ %
soften their own language around estimates of neutral rate, which has | ' oo
given the market room to re-forecast key levels. It's important to realized L
that the rise in rates is not just a US phenomenon. European yields have F2.00
general kept pace limited spread widening. The correlation between US [
yield and USD and equities will eventually to turn negative. Right now [0
higher yield represent firmer expectations for US growth. However, higher b 100
interest rate (US 10-year yields around 3.50%) also pressure financial -
conditions, which should weigh on stock valuations. Historically, equities B US 2 your yicld [0
do not raise in harmonization with rates. We hate getting caught watching L 0.00

the short-term but perhaps this is why we are seeing S&P 500 falling.....
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Economics US Inflation Puzzle Persists

Over the past few months, the US job report has taken the back seat as In September, wage growth eased to 2.8%y/y, down from 2.9% in the
investors’ attention was inevitably drawn towards the trade conflict previous month, which roughly matches the 2.7%y/y rise in headline
between the US and its main trading partners, mainly China. It has been inflation over the same period. Real wages are still stagnating and we
months now that all indicators have been on green in the job market. The don't see any reasons for this fact to change.

unemployment rate has reached 3.7% in September, the lowest level
since 1969. On the inflationary side, even if developments have been
more sluggish than expected, inflation has been moving in the right
direction with the core PCE getting closer to the 2%y/y threshold — PCE
core hit 2%y/y last August. This goldilocks scenario allowed the Federal
Reserve to hike interest rates eight times over the last three years.
According to the latest projections from the FOMC, this cycle would most
likely stop in 2020. By then the Fed funds rate would have reached around
3.4%.

The market has now accepted the fact that the Fed funds rate will stay
above the 3% mark in the longer-run - the level that is seen as neutral by
the Fed. So what will drive exchange rates in the coming months/years?

Real wage growth is anemic F40

F3.0

The US dollar has had a nice ride since the beginning of the year but has

been unable to extend gains lately despite widening interest rate Loo
differential against most of its peers. One can argue that the Fed balance

sheet unwinding will become the main driver for the buck but we believe b1o
it would mostly affect EM currencies, as DM countries are also (slowly) M m (o5~
moving towards tighter monetary policy conditions. In fact, we believe ' .,“' ‘ r L oo

that developments in the job market and in inflation will remain key

drivers. Indeed, the tighter job market has failed to push real wage higher L 10
so far, which could act as a drag on inflation in the longer-term. Therefore,
the Fed will remain sensitive to inflation developments. L oo
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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.

WEEKLY MARKET OUTLOOK
8 - 14 October 2018

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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