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Higher rates and stronger economic backdrop
to weigh on CHF
Over the course of Q4 2021, it became clear that
the SNB’s tolerance level in the EURCHF cross
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while in the weeks following, Swiss sight deposit
data failed to show any signs of currency
intervention by the SNB. We highlighted the likelihood of this event early on in Q4, as the
disinflationary impact of an overtly strong CHF is more limited given the higher inflation
rate in the eurozone. After breaking the 1.05 handle in December, the franc’s rally
extended in January with the currency touching its highest level since 2015 against the
euro as concerns over a possible military confrontation in Ukraine coupled with
uncertainty from the Italian presidential election and underlying inflation concerns
weighed on the continent’s risk profile. Around the 1.0350 level, concerns over possible
SNB intervention became visible yet again as the pace of the CHF rally slowed around
these levels, while an intraday drop in EURCHF to the 1.03 level was promptly reversed.
Despite sight deposit data again highlighting inaction by the central bank, market
psychology is key and a strong support level has materialised around the 1.0350 level.
Further downside in the cross beyond those levels is therefore likely to be capped by this
psychological effect, or potentially by efforts from the SNB in order to maintain some
trade competitiveness should it prove to be their new implicit threshold.

Given this evident support barrier, a substantial deterioration in
Europe’s risk profile is likely required for markets to test the
1.035 level on a sustained basis and force the SNB into action.

The magnitude of the deterioration in the region’s risk profile in order to prompt a
renewed run on the 1.0350 handle has arguably decreased over recent weeks, however.
This is largely due to the European Central Bank’s hawkish pivot at February’s meeting.
The more active policy stance outlined by President Lagarde resulted in more moderate
inflation concerns within the region and a narrowing in German-Swiss bond spreads. This
enabled EURCHF to comfortably trade back above the 1.05 level.
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In response to the ECB’s unexpected hawkish shift and the subsequent adjustment in
bond market pricing, we have revised up our near-term EURCHF projections from
February’s submission. Over a longer timeframe, given expectations of a stronger regional
and global economic backdrop, we expect the Swiss Franc has room to depreciate
against the majority of the G10. The recent hawkish repricing for the ECB and the
following spike in EURCHF means our forecasts are now flatter compared to earlier
projections as further CHF weakness is likely to be counteracted by SNB policy measures
in order to limit the inflation pass-through.
EURCHF trades
back above 1.05
handle following
hawkish ECB
repricing

Monex’s forecasts
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Risks to our new forecasts are largely balanced; further action by the ECB in the nearterm may be offset by the central bank providing a pathway for the SNB to follow suit out
of negative interest rates, while a material escalation in Russia-Ukraine tensions is as
likely as a de-escalation in our subjective view. In the near-term, we expect upside risks
for EURCHF related to monetary policy to be more limited as the big shift in ECB pricing
has occurred already and markets would need to see strong and consistent data for
expectations of policy tightening to turn even more aggressive.

The most prominent upside risk over a shorter time horizon is centred
around a material de-escalation in regional geopolitical risks, however,
ongoing negotiations are yet to suggest this is a likely scenario.
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G10 rates to revive as risk-on returns, which is favourable for CHF sellers
The risk-off market sentiment has been a major driver in pushing EURCHF to multi-year
lows recently, but as the market mood stabilises we expect yields to become a more
prominent driver for CHF – especially in the USD pairing. The Swiss National Bank is the
most dovish central bank in the DM space, holding its key policy rate, the interest rate on
sight deposits, at -0.75% since Q1 2015. With the Federal Reserve signalling a more
hawkish rate outlook for 2022 and the ECB set to have joined the hawks, the SNB is yet to
react to the shifting policy consensus thus far as communication have been consistent in
projecting a flat rate at a historic low in 2022. The ECB may have paved the way for the
SNB to move out of its negative interest rate territory though.

With rate differentials set to put pressure on the franc against most
major trading partners, especially against the euro, inflationary
pressures may force the SNB to join their neighbouring central banks
in hiking rates in an attempt to mitigate the inflation pass-through.
Unlike most other DM economies, the SNB has fewer concerns around inflation running
too hot thanks to the franc’s recent appreciation against the euro: the SNB sees consumer
prices rising by just 1% next year and 0.6% in 2023. The US and eurozone’s forecasts, on
the other hand, sit closer to their target levels. The Federal Reserve is expecting inflation
to sit at 2.6% before falling to 2.3% in 2023, while the ECB’s latest projections foresee price
growth falling slightly below 2% by the end of this year and standing at 1.8% in 2023. While
the ECB is also expected to revise its inflation projection upwards in the March monetary
policy report given the latest hawkish shift, Switzerland’s structurally low inflation makes
it more difficult for the SNB to tighten policy, even when the economic recovery has been
solid in the last year. The updated inflation projections towards the end of Q1 will likely
cement the SNB’s position as lagging the ECB.
BTP-Bund
spread rolling
correlation
with EURCHF
shows franc’s
sensitivity to
swings
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Bear flattening in the US yield curve following the signal from the Fed that it is likely to
start hiking rates earlier is likely to continue spilling over into European rates, especially
after the latest ECB decision. The increase in Europe’s risk free rate is likely to result in
capital inflows, not only from abroad but also within the single market and is therefore
likely to deliver a widening in eurozone bond spreads. EURCHF has historically shown
high sensitivity to swings in the BTP-Bund spread, which is a measure of risk in the
eurozone as it indicates how willing investors are to take Italian debt, which is subject to
higher default risk, over German debt. While the spread marginally narrowed after the
results of the Italian presidential elections were announced, they have since blown out
after the ECB meeting as the central bank not only emboldened expectations of higher
risk free rates within the eurozone but also increased expectations of earlier QE
withdrawal. Historically, wider BTP-Bund spread largely depends on how growth
conditions hold up within the eurozone and the role it will have on debt sustainability.

Markets have tested the SNB’s tolerance in Q4, but will the SNB stay this
quiet?
A strong focus has been on EURCHF since November, when the pair was trading around
levels the SNB previously intervened at. In the absence of any signs of intervention and
continued concerns over the European inflation outlook, markets continued to push the
cross lower and lower, until it changed its course and rose back above the 1.05 level.
Weekly sight deposit data didn’t visibly show that the SNB had purchased Swiss francs,
although it remains a possibility. This suggests that the retracement in EURCHF was
largely driven by the rise higher in EURUSD in both the early part of January and postECB meeting. Even in the case of intervention, the FX purchases were likely to be only
mild and serve more as a means of reinforcing the prophecy that the central bank will
intervene, rather than an act of stepping in to weaken the currency staunchly. Compared
to 2015, when the franc was last trading at such strong levels as in January of this year,
the Swiss economy is seeing higher inflation while last year also saw a strong economic
revival.
Geopolitical tensions and the inflationary
backdrop across Europe have already pushed
EURCHF to key support levels this year, and
Swiss GDP growth is expected to lose steam
as the recovery has passed its peak. Markets
will therefore continue to speculate over the
involvement of the SNB around the 1.03 levels.
The prospect of further intervention may
smooth any erratic moves to the downside in
the cross unless generated by a substantial
downturn in the region’s risk profile.

This lessens the economic
necessity to defend the
currency, however, we
don’t expect the SNB to
have thrown the idea of
signalling tolerance levels
to markets in the bin
completely.
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Soon, discussion of SNB intervention may pivot from resisting CHF appreciation to limiting
depreciation as rate differentials start to become unfavourable for the currency. Given
Switzerland’s lower inflation target and the sensitivity of inflation to international trade, the
pace of the franc’s depreciation will be closely monitored as the SNB may seek to
manage it down to avoid an inflation spike.
SNB’s tolerance level
for a stronger Franc
has increased since
2020 as EURCHF has
moved well below
the 1.05 level

Flatter forecasts, but the risks remain plentiful
Risks to the outlook are fairly balanced as the focus has shifted from FX intervention to
monetary policy divergences while developments between Russia-Ukraine make an
escalation as likely as a de-escalation in our view. An escalation in geopolitical tensions to
the point where an invasion occurs and more stringent sanctions are imposed could see
EURCHF test the 1.03 level that markets have been toying with, but the recent rise to the
1.05 handle and the hawkish repricing in the DM space, including the ECB, means a big
event needs to transpire in order for the pair to breach previous lows.

“If pressure on inflation in the eurozone doesn’t ease and the European
Central Bank is forced to hike interest rates earlier than what is currently
being priced in, this could see EURCHF strengthen beyond our forecasts,
especially if the SNB is not yet in a position to hike rates along with them
given their domestic inflation levels.”
At the same time, the widening of the BTP-Bund spread in such a scenario could offset
that impact as withdrawal of stimulus from the ECB leaves sovereign markets vulnerable
– this would depend on eurozone growth conditions and the sustainability of Italy’s debt
profile.
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However, if the SNB’s negative rates amid a global hiking cycle lead to a sustained period
of imported inflation, the SNB may become more tolerant of a stronger franc and offset
market forces by hiking rates in tandem with the broad G10 move or even intervening in
FX markets. While this doesn’t necessarily pose downside risks to our medium-term
EURCHF forecasts, it certainly limits the upside risk to them.
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