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What US investors think and how we differ

e US investors expect the Fed to hike and the ECB to enact aggressive easing in
December. We expect the ECB to very aggressive in December by cutting rates,
expanding QE and providing strong forward guidance.

o US investors expect EUR/USD to fall sharply near-term. We believe that it will
be ‘sell the rumour, buy the fact’ when the Fed hikes/the ECB eases. Moreover,
we expect EUR/USD to rise sharply in 2016 on valuations and a closing
European output gap.

o US investors are bullish on short-duration euro FI periphery, particularly Italy
and Spain, but more cautious on Portugal. We remain bullish on 10Y Portugal
despite current political jitters.

o US investors think that Swedish inflation will rise and that the SEK is cheap. We
are of the view that the Riksbank is still too positive on CPIF and that the
currency is not that cheap. We like the 5Y SGB while EUR/SEK remains stuck
in a 9.30-9.60 range.

e US investors are bearish on Norway but think the currency is looking
increasingly cheap. We expect a spike in EUR/NOK into year-end but see
significant potential in long-dated bearish EUR/NOK structures if it spikes to
9.60-9.80.

What US investors think

During the week of 26-30 October, FICC research was on the road in the US, talking with
around 20 leverage and real money clients. Below, we outline US investors’ key market
views and where we differ.

The Fed. US investors think that the Fed will hike rates in December. They think that a Chart 1: Fed's trade-weighted USD
stabilisation in China and ECB easing will convince the Fed to hike as long as equities leeseralisispeal s
and US job creation do not collapse. In addition, US investors are bullish on the US
economy where recent negative factors from net exports and inventories will fade, in their

view. At the September meeting, the FOMC did not raise interest rates. We believe this China 21.29
was because of (1) China concerns and (2) the USD. The Chinese economy is stabilising

Euro area 16.38
as recent monetary and fiscal stimuli feed through to the economy. Moreover, while the
USD is strengthening versus the EUR, it has recently been stable versus CNY, CAD and Canada 1266
MXN, which together account for nearly three times the size of the EUR in the Fed’s Mexico 11.87
trade-weighted USD index (see Chart 1). Hence, so far the USD is not a hindrance to Fed Japan 6.90
hikes. Our current call is that the Fed will hike in January, when it will be more certain Source: Federal Reserve Board, Danske Bank
Markets

about the pick-up in growth. However, it is a close call whether it will be December or
January. Still, for markets it may not matter much — we elaborate further on this below.
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The ECB. All investors me met believe that the ECB will be aggressive in December by,
at the very least, cutting the deposit rate by 10bp and expanding the QE program. We Chart 2: Markets increasingly pricing
expect the ECB to cut the deposit rate by 10bp, extend QE purchases by three months to in Fed hike for December

December 2016 and expand the monthly purchases to EUR75bn (see Chart 3). In
addition, we believe the ECB will signal that rates could still go even lower. (See ECB
Research — ECB cutting through the lower bound — Danish experiences, 4 November 1.5%
2015). Our view is that Draghi will be forced to surprise as he is keen to drive the EUR
lower. On balance, our expectations for the ECB are still slightly above market
expectations but it is a moving target.
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Chart 3: The ECB considers a whole menu of easing measures Octl5  Octl6  Octl7  Octl8  OctlS

""" Next policy move A 27-Oct-15
""" Current policy rate . Current live
Instrument Change Market reaction S Beansa Bamk Maiers

Extend QE purchases by  The open-endedness of the QE program
three months implies this would not be a big surprise

Expand QE purchases to  Signals the ECB is committed to fighting low

QE

program EUR75bn p/m inflation and supports inflation expectations
Expand eligible assets to  The market is already pricing in a high chance
include corporate bonds  of the ECB buying corporate bonds
Cut the deposit rate by The October meeting strengthened the
10bp aggressive pricing of further rate cuts

Policy rates

Strengthen forward No signal of a new lower bound would imply

guidance on policy rates  continued pricing in of further rate cuts

Source: Eurostat, Danske Bank Markets

The euro. US investors we met think that EUR/USD will fall sharply into Fed hike/ECB
easing on relative interest rates. Targets range from 0.95-1.05 over 1-3M. We agree that
the USD will strengthen into ECB easing and the first Fed hike, with EUR/USD likely to
undershoot our 3M forecasts at 1.08, possibly testing the multi-year low from March at
1.0458. However, it would be ‘sell the rumour, buy the fact’, in our view, as it has been
over the recent Fed hiking cycles. The longer-term trajectory for EUR/USD is higher as
the ‘natural’ flow in EUR/USD is the buying of EUR given the euro zone’s large trade
surplus and the likely closing of the eurozone’s output gap in 2017. Our MEVA estimate
for EUR/USD is 1.28 and our 12M forecast is 1.20 (see Chart 4). This is clearly very non-
consensus and contrasts sharply with US investors’ view that the EUR will ‘fall forever’.

Euro Fixed Income. US investors are positive on selective periphery bond markets, in
particular Italy and Spain in the shorter tenors but are more cautious on Portugal given the
politics. They expect the periphery FI to have less room to rally than in Q4 14/Q1 15
given lower yield levels and the lesson from Q2, where it was key to ‘getting out’ at the
right time. Some investors think that break-even inflation in Europe has room to rise as
well in Sweden — more on this below. We continue to recommend being long 10Y
Portugal given the support from the ECB for periphery bonds despite the possibility that
political uncertainty could well continue ahead of the 9 November and 10 November
parliamentary discussions. We also stick to our long 15Y Spain versus Italy.



http://danskeanalyse.danskebank.dk/abo/ResearchECB041115/$file/Research_ECB_041115.pdf
http://danskeanalyse.danskebank.dk/abo/ResearchECB041115/$file/Research_ECB_041115.pdf
http://danskeanalyse.danskebank.dk/abo/ResearchECB041115/$file/Research_ECB_041115.pdf
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Sweden. US investors think that inflation will rise faster in coming months and are
bullish on SEK. In addition, they think that there are troubles ahead for the Swedish
economy as the housing market is on fire while rates are negative. In our view, inflation
will rise in Sweden over the coming months but the Riksbank remains too optimistic on
the upcoming wage negotiations and thereby on CPIF later in 2016 (see Chart 5 and see
our recent piece Research — Waging war: Riksbank fighting on two fronts: Inflation and
competiveness). We continue to believe that the Riksbank will cut interest rates by 10bp
in December, which is neither priced in by the market nor is it the viewpoint of US
investors. US investors think that the SEK is very cheap. We agree that the SEK is a little
cheap but much less so than many believe. Our MEVA estimate for EUR/SEK is 9.15.
We continue to believe that EUR/SEK is stuck in a 9.30-9.60 range where the central
bank is likely to cut rates by 10bp in December.

Norway. US investors are bearish on Norway as they think there will be a hit to domestic
demand and property prices from the hit to the oil industry and jobs. Many US investors
do not understand Norges Bank’s (NB) focus on weakening the exchange rate given that a
large proportion of Norway’s exports are oil-related goods and fish products where they
believe a weaker exchange rate does not help much (see Chart 6). We disagree here given
that a weaker exchange rate is an important part of transforming the economy. Unit
labour costs in Norway have risen dramatically over the past 20 years, up roughly 35%
compared with its major trading partners measured in common currency. A weaker
exchange rate would improve Norway’s competiveness despite the fact that a large
proportion of its exports are settled in USD.

Near term, we expect EUR/NOK to spike higher as markets are likely to price in a 50%
probability of a December rate cut, and as the NOK is normally vulnerable at year-end
when liquidity tends to worsen. Medium term, we believe there is a lot of value in being
short EUR/NOK if we get a spike up to 9.60-9.80 towards year-end, which is also the
view of US investors.

Chart 4: Mind the gap - our MEVA points to EUR/USD at 1.28
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Chart 5: Riksbank remains too positive
on CPIFin 2016
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Disclosures
This research report has been prepared by Danske Bank Markets, a division of Danske Bank A/S (‘Danske
Bank’). The author of the research report is Thomas Harr, Global Head of FICC Research.

Analyst certification

Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.

Regulation

Danske Bank is authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject
to the rules and regulation of the relevant regulators in all other jurisdictions where it conducts business. Danske
Bank is subject to limited regulation by the Financial Conduct Authority and the Prudential Regulation Authority
(UK). Details on the extent of the regulation by the Financial Conduct Authority and the Prudential Regulation
Authority are available from Danske Bank on request.

The research reports of Danske Bank are prepared in accordance with the Danish Society of Financial Analysts’
rules of ethics and the recommendations of the Danish Securities Dealers Association.

Conflicts of interest

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high-
quality research based on research objectivity and independence. These procedures are documented in Danske
Bank’s research policies. Employees within Danske Bank’s Research Departments have been instructed that any
request that might impair the objectivity and independence of research shall be referred to Research Management
and the Compliance Department. Danske Bank’s Research Departments are organised independently from and do
not report to other business areas within Danske Bank.

Research analysts are remunerated in part based on the overall profitability of Danske Bank, which includes
investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate
finance or debt capital transactions.

Financial models and/or methodology used in this research report

Calculations and presentations in this research report are based on standard econometric tools and methodology
as well as publicly available statistics for each individual security, issuer and/or country. Documentation can be
obtained from the authors on request.

Risk warning
Major risks connected with recommendations or opinions in this research report, including a sensitivity analysis
of relevant assumptions, are stated throughout the text.

Expected updates
This publication is updated on a weekly basis.

Date of first publication
See the front page of this research report for the date of first publication.

General disclaimer

This research has been prepared by Danske Bank Markets (a division of Danske Bank A/S). It is provided for
informational purposes only. It does not constitute or form part of, and shall under no circumstances be
considered as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial instruments
(i.e. financial instruments mentioned herein or other financial instruments of any issuer mentioned herein and/or
options, warrants, rights or other interests with respect to any such financial instruments) (‘Relevant Financial

Instruments”).

The research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank considers to be reliable. While reasonable care has been taken to ensure that its contents are not
untrue or misleading, no representation is made as to its accuracy or completeness and Danske Bank, its affiliates
and subsidiaries accept no liability whatsoever for any direct or consequential loss, including without limitation
any loss of profits, arising from reliance on this research report.
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The opinions expressed herein are the opinions of the research analysts responsible for the research report and
reflect their judgement as of the date hereof. These opinions are subject to change, and Danske Bank does not
undertake to notify any recipient of this research report of any such change nor of any other changes related to the
information provided in this research report.

This research report is not intended for retail customers in the United Kingdom or the United States.

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank’s prior

written consent.

Disclaimer related to distribution in the United States

This research report is distributed in the United States by Danske Markets Inc., a U.S. registered broker-dealer
and subsidiary of Danske Bank, pursuant to SEC Rule 15a-6 and related interpretations issued by the U.S.
Securities and Exchange Commission. The research report is intended for distribution in the United States solely
to “U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske Markets Inc. accepts responsibility for this

research report in connection with distribution in the United States solely to “U.S. institutional investors’.

Danske Bank is not subject to U.S. rules with regard to the preparation of research reports and the independence
of research analysts. In addition, the research analysts of Danske Bank who have prepared this research report are
not registered or qualified as research analysts with the NYSE or FINRA but satisfy the applicable requirements
of a non-U.S. jurisdiction.

Any U.S. investor recipient of this research report who wishes to purchase or sell any Relevant Financial
Instrument may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-
U.S. financial instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be
registered with the U.S. Securities and Exchange Commission and may not be subject to the reporting and
auditing standards of the U.S. Securities and Exchange Commission.
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