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Where does G10 FX fit into our 2018 Outlook?
In our 2018 markets outlook we identify assets across the macro landscape that, in our
view, will benefit most from a backdrop of solid growth, low but gently rising core
inflation, and easy financial conditions that allows room for policymakers to normalize
policy further in 2018 without accident. We expect the USD to weaken further against
the EUR. What matters for the USD is not the timing of the next hike. It is about how
far the Fed is likely to tighten over the cycle; and the market already expects a fair
amount. The EUR remains cheap. Strong growth should catalyse appreciation. The
USD should strengthen against currencies where central banks are likely to disappoint
expectations (CAD) or allow policy to run loose (JPY). Risk-sensitive Scandies, AUD,
and NZD look cheap, while CHF may weaken.
Strong growth to catalyse EUR appreciation
EUR yields remain too low given solid Eurozone growth momentum, which is likely to
extend. As a result the ECB is likely to have increasing space to normalise monetary
policy, boosting EUR yields higher. A steeper EUR curve vs persistent US curve flatness
is likely to support EUR/USD convergence to its long-term fair value. Additionally,
broader European growth and increased political stability favour further upside in
EUR/CHF as periphery assets recover further and 'safe-haven' inflows reverse course.
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Gauging the Fed 'read-across' to express targeted USD strength
We expect the USD to perform well vs CAD and JPY in 2018. The Canadian inflation
outlook remains soft, as headwinds from recent CAD strength are likely to persist until
H1-2018, and this should lead to further CAD weakness, in our view. PM Abe's supermajority bolsters the chances that the BoJ maintains its accommodative stance. This
suggests higher USD/JPY in 2018. As inflation rises, the yield curve target will likely be
adjusted upwards, stabilizing the yen and ultimately leading it stronger.
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Some risk-sensitive currencies are more attractive than others…
In a solid growth and low but gently rising core inflation global environment, we expect
risk-sensitive AUD, SEK, and NOK to outperform. AUD should continue to find
support amid resilient Chinese activity, supportive global financial conditions, and
positive risk sentiment for carry. We also maintain our constructive Scandie view, as a
solid macro backdrop that benefits further from the European recovery should support
gradual appreciation of SEK and NOK through 2018.
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…as NZD and GBP wrestle political uncertainty
We moderate our bullish NZD view slightly despite kiwi screening as undervalued and
its historically positive exposure to broad global growth. This is because policy
uncertainty following the recent election may linger, and limit some of the NZD upside.
Our bearish GBP view remains intact as a decelerating economy compounds
uncertainty around Brexit negotiations. The BoE's hawkish shift does not change our
sterling views as it is taking place against the backdrop of weaker rather than stronger
macro fundamentals.
EM FX: Selective carry opportunities even as tailwinds wane
Despite an improving macro backdrop, EM currencies failed to appreciate in TWI terms
in 2017. In 2018, a slower trajectory for global trade growth and commodity prices,
and continued pressure from US front yields should drive more differentiation but keep
EM currencies restrained on aggregate. We expect 2-2.5pc EM NEER depreciation and
a flat USD/EM on aggregate even as EUR rises further. Volatility should remain in
check with no major threats from China's slowdown or US duration.
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G10 FX Outlook
UBS Research THESIS MAP

PIVOTAL QUESTIONS

Q: Will the USD enter a new bullish trend as the Fed continues to normalise policy?
We don't think so. We expect the USD to decline vs the EUR next year as the Eurozone and US cycles
re-converge. We expect a more dispersed performance for the dollar against the rest of G10. This year
offers evidence that Fed hikes against a backdrop of low inflation and flatter curves cannot provide a
sustainable boost to the dollar. In contrast, EUR/USD remains cheap on long-term valuation metrics
while ECB normalisation should provide further support. Across the rest of the G10, we remain
selective, trading USD strength against the obvious policy laggards (JPY) and where markets have
priced substantial tightening against weak inflation dynamics (CAD). We also like AUD, as it continues
to benefit from the favourable mix of solid global growth and low rates/inflation.
Q: Which G10 currencies are most exposed to political risk?
Sterling and, more recently, NZD. Brexit negotiations remain inconclusive, with risks to sterling still
skewed to the downside due to the UK's vulnerable external position. We remain bearish the pound. In
New Zealand, proposed policy changes by the new Labour-led government as regards the RBNZ's
mandate and immigration are likely to cap NZD upside until further clarity or other policy offsets
emerge. Lastly, Italian elections (most likely) in Q1 2018 are the last significant risk event in the
Eurozone during the current electoral cycle; nonetheless, the odds for substantial policy disruption
remain fairly low, in our view. A relatively uneventful result should allow a quick convergence of
EUR/CHF closer to fair value owing to 'safe-haven' outflows from Switzerland.
Q: Is FX still an important driver for inflation?
Yes, particularly for small open economies, such as Canada and the Scandies. In an environment of
limited responsiveness of inflation to improvements in activity (flat Philips curves), currency effects have
become significant drivers for inflation trends. We have developed a framework that allows us to
identify key inflection points for currencies on the basis of shifting inflation (and thus policy) dynamics
as a result of past currency effects. Accordingly, our bullish NOK view is predicated on the expectation
that inflation has bottomed as past currency headwinds are gradually fading. Conversely, we are
bearish CAD despite the BoC's hawkish shift given weak inflation dynamics and peak growth
momentum. Sweden has also been dependent on SEK to boost its inflation outlook for a while. More
recently, however, we are beginning to see signs of a Phillips curve revival, which underpins our bullish
SEK view as policy gradually turns less defensive.

UBS VIEW

Dollar dispersion to extend; bullish EUR, Scandies, AUD, less so NZD; bearish JPY, CHF, GBP. In
an environment of solid growth and low inflation, we are bullish carry currencies such as AUD and
bearish the policy laggards (JPY and CHF). A strong European recovery and prospects for central bank
normalisation should benefit EUR and the Scandies. We remain bearish sterling due to Brexit risks and
BoP vulnerabilities, and CAD due to its weak inflation outlook.

EVIDENCE

Persistently strong growth and low inflation regime to extend; valuations reveal
opportunities. An extended period of solid growth and low inflation should continue to benefit carry
currencies. Our current-account based valuation framework screens GBD, CAD and CHF as expensive
and EUR, SEK and the Antipodeans as cheap, thereby anchoring our directional views.

G10 FX FORECASTS

Source: Bloomberg, UBS
*Around time of publication

EURUSD
USDJPY
EURJPY
GBPUSD
EURGBP
EURCHF
USDCHF
EURSEK
EURNOK
AUDUSD
NZDUSD
USDCAD
Dollar (DXY)
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Spot*
1.17
113
132
1.32
0.89
1.17
0.99
9.95
9.73
0.75
0.68
1.28
94.1

End-2018
1.25
122 (118)
153 (148)
1.32 (1.29)
0.95 (0.97)
1.22 (1.20)
0.98 (0.96)
9.20 (8.90)
9.10 (8.8)
0.81 (0.83)
0.73 (0.76)
1.33 (1.34)
91.5 (91.2)

End-2019
1.30
113
147
1.30
1.00
1.28
0.98
8.90
8.80
0.84
0.74
1.36
88.2
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Unlocking value in G10 FX
G10 FX proved tricky in 2017, as the resumption of the Fed's hiking cycle failed to
translate to broad dollar strength. That further Fed hikes would not necessarily
lead to dollar strength, however, has been one of our longest-held views.
What matters for the dollar in the medium term is not the timing of the next Fed
hike, but the overall assessment of the Fed's room to tighten throughout the cycle.
With the long end of the US curve in-line with the Fed's terminal rate, there is less
room for the market to push overall US yields much higher and boost the dollar.

It is not about the timing of Fed
hikes; the overall Fed hiking path
for this cycle is well reflected in
the US curve

With the Fed well-priced, to unlock value in G10 FX we focus on: a) which
currencies tend to perform well in the current global backdrop; b) which central
banks may be mispriced by markets; c) tradeable feedback loops between inflation
and FX, particularly in small open economies; and d) FX valuation frameworks to
identify longer-term anchors of value.

Look at the 'read-across' to other
central banks and valuations as a
means to unlock value in G10 FX

What does long-term valuation tell us?
We employ our recently developed FEER-based model, which is based on the
analysis of G10 current account dynamics, as an anchor with which to gauge
longer-term directionality (Figure 1). On a current account basis, the EUR looks
cheap. The dollar does not look particularly expensive, but such a broad signal
hides significant regional divergences. From an external balance perspective:
1. We believe GBP remains expensive. Rebalancing dynamics ahead of Brexit risks
skew GBP risks largely to the downside, as we will discuss in detail below.

Key signals from our FEER model;
the EUR looks cheap…

…but sterling, CAD and CHF are
expensive

2. Recent CAD strength reflects short-term growth dynamics that are likely to fade
next year, against a background of low inflation and deteriorating competitiveness.
3. Against common wisdom, we think CHF is overvalued, as the true underlying
external position for Switzerland is less solid than headline numbers imply.
4. Risk currencies such as SEK, NOK, AUD and NZD are cheap due to cyclical and
other idiosyncrasies. The broad improvement in growth and sentiment should
continue to help these currencies recover against their anchors (EUR and/or USD).

Risk currencies are cheap (each
for different reasons)…

Note: This piece is an excerpt of the FX sections from our recent Global Outlook reports. See 2018
Markets Outlook: Is there room to grow and normalize? and EM Outlook 2018: Underneath the
'stable' headline.

Figure 1: UBS Long-Term FX Fair Value Framework based
on current account dynamics
Implied over/undervaluation on TWI based on current account
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Figure 2: UBS Short-Term FX Fair Value Framework based
on market variables
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5. We would disregard the signal on JPY valuation for the time being, as it is a
currency driven by Japanese policy design. Until inflation firms significantly, the
policy set up is unlikely to change.

…but the signal for the JPY is
weak

What does short-term fair value tell us?
Empirically, we know that FX markets can diverge materially from fundamental
drivers over the short-term. To help us gauge what the market truly prices and
identify opportunities also on a tactical basis, we recently introduced an error
correction model for G10 currencies that utilizes market variables to help explain
and forecast short-term moves versus fundamental drivers (Figure 2). The model
suggests that the recent correction in the EUR has brought it back to more
actionable levels, following a period of brief stretch in over-optimism.

Key signals from our short-term
model: EUR back to more normal
levels (except vs CHF), risk
currencies attractive

Ahead of the Italian elections (likely in Q1), the short-term signal suggests investors
may need to wait for better levels to action EUR/CHF longs. In contrast, most risk
currencies, NZD in particular, look attractive from a short-term perspective.

Further upside for EUR in 2018
Consistent with our views, the broad rebound in global growth in 2017 left the
dollar weaker against much of the G10. Going forward, as the global recovery
explores its "room to grow", the dollar should continue to depreciate and we
expect EUR/USD to reach 1.25 by end-18.

There is more room for dollar
weakness, particularly vs EUR

First, the US recovery no longer stands out compared to the recovery in the rest of
the world. In fact, our forecasts envision another year of European growth closely
tracking US growth and our earlier analysis identifies Europe as the place where
the room to grow is more ample.

Macro convergence
extend…

Second, we think the hang-over from the "decoupling" years has left the dollar
expensive on a number of metrics:

…the dollar is expensive on a
number of metrics…

1.

On a PPP basis, the dollar is still 10-15% too high (Figure 3);

2.

Foreign holdings of US assets (a liability for the US) have appreciated
disproportionally relative to the depreciating value in (and income from)
US-held assets abroad. This has led to the biggest deterioration in the US
net international asset position vis a vis where it should be based on the
accumulation of current account deficits.

Figure 3: Dollar still looks expensive on a PPP basis
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Figure 4: Dollar strength has led to a wide NIIP-C/A gap
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As Figure 4 shows, the past strength of the dollar is chiefly responsible for this.
And vice versa, the easiest remedy to this brewing disequilibrium is a weaker USD.
Third, upcoming hikes by the Fed, one of the last key anchors to dollar-bullish
narratives, are likely to have diminishing and short-lived implications for the USD.
During 2017, front-end US rates increased significantly. Yet, the curve flattened
and the dollar weakened (Figure 5).

…and Fed hikes have become a
secondary factor

With the long end of the US curve (long-term forward rates) now in-line with the
Fed's terminal rate, the market is already pricing a full cycle over the next 5+ years,
even as it currently underestimates how quickly the Fed can raise rates over the
next two years. Hence earlier hikes only lead to a flatter curve.
Importantly, this is not the case outside of the US and especially in Europe, where
markets have space to further reflect the prospect of policy normalization. Indeed,
European yields remain well below fair value (also see the rates section below), as
ECB policy has prevented them from matching relative improvements in the labour
market vs the US (Figure 6). Further normalisation in EUR yields as monetary policy
normalises should aid the convergence of EUR/USD towards fair value.

The dollar has room to strengthen versus the CAD and JPY
The mirror argument of the above is that the dollar may have room to strengthen
against currencies where the central bank is either too hawkishly priced (CAD) or is
likely to stay put amid rising inflation and growth (JPY).

Gauging the Fed 'read-across'

For JPY, the re-election of PM Abe with a super-majority ensures maximum policy
continuity and should bolster support for the BoJ's current leadership and
accommodative policies. As a result, BoJ policy is unlikely to move the needle for
USD/JPY. Current Board members' stipulated pre-condition for modifying or
abandoning YCC is a meaningful shift in inflation risks to the upside. While this
may happen as core inflation could push back up above 1% around April next
year, the Bank's overall policy stance would likely remain very accommodative
given the pledge for a sustained 2% overshoot in CPI.
The expected pick-up in domestic inflation is predicated on the view that an
increasingly tight economy and labour market will gradually feed through to
domestic price pressures. Our economists expect above-trend growth to extend in
2018, taking the output gap further to positive territory (Figure 7).
Figure 5: Flatter US curves have led to dollar weakness
recently
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Figure 6: Long-term yield realignment between the US
and the Eurozone is lagging relative labour-market trends
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Figure 7: An increasingly positive output gap in Japan
should support the pick-up in inflation
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Figure 8: The compression of Japanese real yields should
support USD/JPY
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A steadily rising inflation rate against a backdrop of very easy monetary policy
should help compress real Japanese yields further and weaken the yen (Figure 8).
We expect USD/JPY to reach 122 by end-18. Further out, however, as Japanese
inflation approaches the BoJ's target, this should reorient market expectations
toward BoJ policy normalisation and drive USD/JPY back down to 113 by end-19.

Easy policy against an improving
macro backdrop should compress
real yields and support USD/JPY

CAD faces the opposite situation: the BoC is too hawkishly priced, as the market is
pricing too much 'read-across' from the Fed. As a result, we think risks to CAD
remain tilted to the downside and we expect USD/CAD to reach 1.33 by end-18.

The market still views the BoC as
a mini-Fed; but the macro does
not support this

The outlook for Canadian inflation remains soft. Our FX-based inflation framework
indicates that recent trade-weighted CAD strength is likely to keep price pressures
in FX-sensitive components of CPI subdued (Figure 9). This is occurring against a
backdrop in which core inflation is already low: 1.6% average across the BoC's
three measures of core inflation.

The outlook for inflation remains
weak

Meanwhile, the gradual eradication of slack in Canada is yet to create meaningful
price pressures. Growth has been supported by fiscal stimulus, with a cumulative
impact on GDP of +1.5pp over the 2016-17 and 2017-18 fiscal years (Figure 10).
Looking ahead, growth is set to slow down as the impact of fiscal stimulus fades.
Figure 9: Recent CAD strength is likely to keep FXsensitive components of inflation subdued
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Figure 10: The impact of fiscal stimulus on activity should
start fading in 2018
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What is more, the limited responsiveness of the non-commodity trade balance to
CAD depreciation since 2014 suggests that Canada's exporting capacity may have
declined (Figure 11). This is not only important as a signal of residual overvaluation—CAD also remains overvalued according to our FEER model despite
substantial depreciation in the last few years—but also generates added risks to
the Canadian growth outlook for next year.

Canada's export competitiveness
may have deteriorated

Against this backdrop, the market is still pricing a relatively optimistic rates path,
albeit less so than a few weeks ago following the recent correction. We compute a
Taylor Rule-implied policy rate for Canada and compare it to the 2Y1Y OIS (Figure
12). We use the 2Y1Y OIS to allow some time for the BoC to normalise policy from
current levels. The results reveal that the market remains priced fairly close to a
Taylor Rule-implied rate path, a relatively hawkish framework for conducting
monetary policy close to the zero-lower bound.

The market continues to price an
optimistic rates path for BoC

Solid growth, low inflation should support AUD
We remain of the view that AUD should continue to be supported by a positive
global backdrop. The combination of solid global growth, low inflation and low
back-end yields has been supportive thus far in 2017. We expect this to continue
in 2018, forecasting AUD/USD at 0.81 at end-2018.

Global growth tailwinds to keep
benefitting AUD

Global tailwinds are enhancing the recovery from the sharp correction in mining
activity during the last few years. In addition, resilient Chinese activity in particular
mitigates risks emanating from Australia's large exposure to China. To be sure, the
gradual rebalancing of the Chinese economy away from investment and towards
consumption could imply smaller benefits to AUD via the commodities channel. At
the same time, however, the softer the landing of the Chinese economy, the more
supportive global financial conditions and risk sentiment for carry currencies such
as the AUD. And at any rate, the rebalancing process is not a one-off event but
rather a slow process that has just begun to pick-up speed, as explained above.

A soft landing in China also helps

The AUD's leverage to global growth and trade is well represented by Australia's
return to a trade surplus towards the end of last year. Notably, the trade balance
has remained in healthy surplus territory despite the moderation in commodity
prices since Q1-17 (Figure 13). This implies that export volumes are on the rise,
part of a multi-year trend that explains why the trade surplus now is larger than in
2011 despite lower commodity prices. Overall, the AUD should still be able to find
support at lower commodity prices, in our view.

Trade balance still in surplus as a
pick-up in export volumes has
offset lower commodity prices

Figure 11: Canada's export capacity may have declined
% of GDP
0%

65

-1%

70

Figure 12: Markets are pricing in a hawkish BoC path
5%

75

-2%

80

3%
2%

-3%

85

-4%

90

1%

95

0%

-5%
-6%
-7%
1990

100
Non-Commodity Trade Balance
Canada REER (ULC-based, rhs, inv)
1994

1998

2003

2007

105
110
2011

Source: Haver, Bloomberg, UBS

Global Macro Strategy 21 November 2017

2016

Canada 2Y1Y
Taylor Rule

4%

-1%
-2%
04

06

08

10

12

14

16

18

Source: Haver, Bloomberg, UBS Calculations. *Taylor rule assumes 2.5% neutral
rate (0.5% ERR + 2% inflation) and uses BoC output gap estimates.

 7

Figure 13: Australia continues to run a trade surplus, even
as commodity prices have come off
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The RBA stands out for its generally upbeat narrative for the economy. Although
inflation will likely remain modest for some time, our economists expect price
pressures to be strong enough to trigger three rate hikes by the end of 2019
(Figure 14). This is more than the market pricing of roughly two hikes and we
expect AUD to be supported by incrementally hawkish RBA rhetoric during the
second half of 2018, similar to the case of other 'second mover' central bank
during this year. Thus we see scope for a correction of the residual undervaluation
in AUD (c. 8% according to our FEER model) as the RBA gradually moves to a
tighter policy stance.

The RBA is conservatively priced,
leaving room for monetary policy
to support AUD

Admittedly, policy rate differentials should continue to move in favour of the US in
2018. We have already shown, however, that a full hiking cycle is broadly priced in
the US. Consequently the higher US growth and rate expectations, the more likely
the 'read-across' should be by markets to the RBA and AUD.

Safe-haven outflows to drive EUR/CHF closer to fair value
The CHF should continue to depreciate in 2018, in our view, and we expect
EUR/CHF to trade up to 1.22 by end-18.

We expect EUR/CHF to reach 1.22
by end-18

From a valuation perspective, we think the franc remains expensive. This is not only
on a PPP-basis but even on a current-account basis despite a seemingly oversized
current-account surplus.

We think the
overvalued…

CHF

remains

This, however, should not be surprising. The Swiss current account is artificially
inflated by such elements as merchanting (c. 4% of GDP since 2008) and income
generated due to FX reserves and Switzerland's role as a global corporate and
financial services centre (Figure 15). Adjusting for these factors yields a far more
modest "underlying" current account balance that alleviates suspicions of gross
undervaluation (see A bumpy path to CHF weakness for further analysis).
From a flow perspective we have already demonstrated that "safe-haven" flows go
a long way towards explaining the CHF's strength in recent years, in particular
during times of very high risk aversion and elevated political risk in the Eurozone
(Figure 16). Equivalently, the crucial link missing for a sustained return of the Swiss
franc to fair value is the reversal of these flows, in our view. On this count,
conditions are as good as they have been since the Global Financial Crisis.

Global Macro Strategy 21 November 2017

…due to 'safe-haven' inflows
since 2008; we expect those to
reverse…
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Figure 15: Merchanting accounts for a large portion of the
Swiss current account surplus
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Services
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Figure 16: 'Safe-haven' flows explain much of the
strength in CHF since the Global Financial Crisis
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in EUR/CHF by estimating an OLS model with five variables: net private capital
flows, 2y rate differentials, VSTOXX as a high-level measure of risk and two
dummies (one for the 1.20 floor period and one to account for non-linearities).

Indeed, the global economy is recovering faster and major central banks, including
the ECB, have embarked on a (long) path to policy normalisation. In addition,
political risk in the Eurozone – a key generator of 'safe-haven' inflows – has
receded significantly since the French elections.

…especially after the
elections early in 2018

Italian

The last significant remaining obstacle on the political front is Italian elections,
likely in Q1 (and at the latest by May). Importantly, the bar for maintaining
perceived political stability in Italy may be lower than feared. Thus, Italian elections
may become an important trigger for further 'safe-haven' outflows and, as such, a
significant inflection point for the return of EUR/CHF closer to fair value.
Lastly, the SNB has shown no intention to move away from its accommodative
policy stance before the ECB generates some policy space first. Swiss fundamentals
are supporting this stance, with Swiss inflation having lagged Eurozone inflation
significantly since the GFC, in no small part due to sharp currency appreciation
during this time (Figure 17 and Figure 18). All told, the outlook for 'safe-haven'
flow reversal and further EUR/CHF upside into 2018 is fairly bright.
Figure 17: Swiss inflation has been lagging Eurozone
inflation significantly since 2008…

Figure 18: …as CHF appreciation has weighed on prices
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GBP and NZD: De-globalisation and political risk in G10
Political risk in developed economies has recently revolved around economic
protectionism and immigration, as policymakers grapple with the side-effects of
globalisation. On this count, most of the focus has been on Eurozone political risk,
due to the systemic significance of a potential break-up of the currency union.

The UK and New Zealand as
instances of the de-globalisation
trend

Remarkably, it was the UK—a non-member of the currency union—where this risk
materialised more obviously via the decision to exit the EU; and more recently, the
newly-formed Labour-led coalition government in New Zealand is promoting
policies that bear striking similarities with Brexit.
Brexit and the UK's external imbalances have been central to our negative view on
sterling for a while. Our FEER model screens sterling as c. 20% over-valued in TWI
terms even after the substantial drop since the Brexit referendum, as the UK
current account has yet to correct to more sustainable levels. In addition,
substantial revisions in the income account included in the Q2 Balance of Payments
release imply a larger gap to more sustainable current account levels than
previously estimated (Figure 19).

We believe sterling remains
overvalued on a current account
basis…

At the same time sterling remains one of the most cyclical currencies in G10 due to
the "risky" composition of the UK's external assets. In a benign environment for
risky assets, improvements in the current account via the income account are likely
to persist, thereby reducing the UK's external imbalance (Figure 20). The
continuation of the Eurozone's solid recovery in particular could benefit sterling
both via the income account (as Europe is the largest destination for UK's FDI) as
well as the trade balance. On balance, a worse starting external imbalance should
be offset to some extent by an increasingly favourable external environment. Our
EUR/GBP forecast for end-18 is only slightly changed to 0.95.

…despite tailwinds
global recovery

Importantly, the BoE's recent hawkish shift does not change our bearish view for
sterling. This is because the reasons behind this shift are shaped by currencyinduced inflation and lower potential growth rather than improving fundamentals,
as highlighted in BoE Governor Mark Carney's speech at the IMF.

The BoE's hawkish shift does not
change our bearish views; not
only is it driven by weaker
fundamentals…

from

the

Figure 19: Substantial data revisions mean that the UK
current account deficit remains at elevated levels…

Figure 20: …despite recent improvements in the income
account due to global asset reflation
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Figure 21: The squeeze on real wages is set to weigh on
household consumption for longer…
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Figure 22: …while an offset from investment may also
not be forthcoming soon
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In that speech Governor Carney delved into the trade-off between high inflation
and a slowing economy the BoE is currently facing from a novel perspective: that
of Brexit as an instance of de-globalisation. His argument was simple: if
globalisation is deflationary, de-globalisation must be inflationary. However, Brexit
has deflationary side-effects too relating to prevailing uncertainty and the hit to
aggregate demand.
The MPC recently judged that the pendulum had shifted towards incremental
policy tightening, which culminated with the November Bank rate hike. The
interplay of the inflationary and deflationary forces, however, does not guarantee
a sustained direction of travel for the MPC.
As a result, the market is only pricing in a very shallow and gradual hiking cycle
(roughly two more hikes by end-20). This is in line with the MPC's latest
expectation in November, but is also insufficient to prop sterling up significantly on
its own.
What is more, even this fairly defensive pricing for the BoE may well be already too
optimistic in light of prevailing uncertainty around Brexit risks and a decelerating
economy. So far negotiations with the EU have been fairly slow. As 2018
progresses and we move closer to the March-2019 deadline, however, time will
inevitably become a more pressing constraint and could weigh further on
sentiment and activity, especially investment.

…but may
lived…

This is particularly important because a key assumption by the MPC is that the
weakness in household spending, which is set to continue for a while as real
earnings are squeezed further (Figure 21), will be offset by other components of
demand (effectively investment). Absent such an offset—and so far there has not
been one, if anything the contribution of both demand components to GDP is
falling (Figure 22)—the BoE may well be forced to fall back to a more dovish
stance. Similarly, post-referendum sterling stabilisation suggests that UK FX-based
inflation is likely to peak soon, thereby further reducing the trade-off the MPC is
trying to balance (Figure 23). Overall, the BoE is unlikely to come to sterling's
rescue any time soon, in our view.

…as demand will likely be
squeezed further and inflation
should peak soon

Global Macro Strategy 21 November 2017
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Figure 23: FX-based inflation is set to peak soon in line
with sterling's post-referendum stabilization

Figure 24: NZD is significantly undervalued from a shortterm perspective
NZD/USD, +/-1SD confidence interval
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A more important risk to our views relates to a scenario in which Brexit-related
risks ease, especially after the recent election result, which was in part a vote
against a definitive break from the EU. To gauge this risk, we are monitoring Brexit
negotiations and British politics more generally for any signs that we are moving
towards that direction. At the moment, however, there is little evidence of an
imminent reversal in the Brexit path or a smooth path to a transitional period of
sufficient length and flexibility to alleviate near-term risks for sterling.

We are monitoring the EU/UK
negotiations and UK politics for
signs Brexit risks may ease

NZD is facing a different set of circumstances from GBP, as it is undervalued both
on our long-term FEER model as well as on our short-term model. Looking at
short-term valuations, it may seem that the recent sell-off is offering an excellent
entry level (Figure 24). In theory, the currencies of commodity exporters with solid
fundamentals and higher interest rates than the rest of the world should perform
well in a solid global growth environment, which is why NZD has featured in our
carry baskets throughout 2017.

NZD is undervalued but political
risk is clouding the outlook

Nonetheless, NZD has been held back by rising political uncertainty following the
formation of the new government after recent general elections. Markets have
focused on two potential sources of risk from the new government. One relates to
changes in the RBNZ's mandate via the introduction of an employment component
and potentially a rate-setting committee. On their own, these changes are not
novel or unprecedented and in fact they may not amount to much in terms of
policy. Markets, however, may continue to worry about the preservation of the
central bank's independence.

Market worries on RBNZ
independence might take time to
fade…

The other key dimension relates to immigration and bears similarities to Brexit. The
new government is planning to decrease net migration by 20,000-30,000 per year,
i.e. between 30-40% of the current annual flow. Following the BoE's framework,
a sharp reduction in net migration would amount to a negative supply shock for
the economy, reducing potential output and trend growth.

…while new immigration policies
add an additional dimension of
uncertainty

Similarly to the UK, the consequences for inflation are not straightforward, as
inflationary forces (e.g. labour shortages) could be offset by the resulting demand
shock from reduced migration flows. Net-net, however, New Zealand's monetary
policy would have to adjust to a new equilibrium likely associated with a lower
neutral rate. Ultimately this amounts to a negative shock for real rates and could
reduce the positive rate gap that has supported NZD during the past decade.
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Figure 25: Net migration and FX are correlated in NZ
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Notably, there already seems to be a fairly tight relationship between migration
and FX trends, possibly owing to the aforementioned supply-side dimension of
migration (Figure 25).
To be sure, a number of developments could mitigate those risks. Fiscal policy
could offset some of the impact from reducing net migration; the policies
ultimately adopted could be softer than currently announced and may take longer
to enact; and changes at the RBNZ could be limited, preserving its independence.
In addition, a lot is arguably already in the price of NZD following the post-election
depreciation, as evidenced by our short-term fair value model (Figure 24).

A number of factors could
mitigate those risks…

We have lowered our end-2018 forecast for NZD/USD to 0.73. This is still
higher than spot but lower than our previous forecast. We think NZD can continue
to benefit from a generally supportive global backdrop but upside may be reduced,
at least as long as political uncertainties linger and cloud the outlook for growth.

…but we expect NZD upside to
stay capped for as long as they
linger

Scandies to outperform in 2018
Our views on SEK and NOK have been guided by the overarching principle that a
flat Philips curve amplifies the importance of currency moves for inflation in small
open economies. This has helped us forecast inflation by using lagged exchangerate movements but it has made trading both currencies tricky. Improved inflation
feeds into currency strength, which then feeds into lower inflation, working
against the original rationale for currency strength. This limits large directional
moves in both currencies. From a micro perspective, the starting points for Sweden
and Norway have some differences.

Scandies are test cases for the
importance of FX for inflation

SEK screens as undervalued in our FEER-metrics and Swedish inflation has
benefitted from past currency weakness for most of 2017. This trend, however,
may lose some support as SEK appreciation from late 2016 is set to weigh on FXbased inflation.

SEK is undervalued, services
inflation is rising but positive
currency effects for CPI are fading

That said, the starting point for SEK is good. At 1.9% y/y, core inflation is the
highest in the G10 (ex. UK) and inflation expectations have moved back above
2%. At the same time, tentative signs of a Philips curve are becoming apparent.
Services inflation, in particular, has picked up significantly, a point noted by the
Riksbank at the October meeting, in an environment of rapid GDP growth amid
very easy financial conditions (Figure 28).
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Figure 27: The tailwinds to FX-based inflation from past
SEK weakness are fading…
y/y % change

Figure 28: …but services inflation has increased rapidly
owing to a fast-growing economy
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Extraordinarily easy policy by the Riksbank has so far been the main factor holding
back substantial appreciation for SEK. From an institutional standpoint, the
reappointment of Governor Stefan Ingves implies maximum policy continuity and
the preservation of a dovish bias. With both realised inflation and inflation
expectations already back to target, however, the Riksbank's willingness to
maintain an overly accommodative stance may change, even if only marginally. As
a result, the path for inflation in coming months will be crucial for Riksbank policy,
especially in light of its decision to wait for more information before it makes its
own decision on QE extension in December and its expectation that inflation is due
to moderate temporarily.

The Riksbank will want to stay
dovish but solid inflation may
move the needle

We remain constructive on SEK through 2018 and expect EUR/SEK to grind
towards 9.20 by end-18. That said, appreciation should be a very gradual process
in light of the Riksbank's expressed aversion to sharp currency appreciation and
the headwinds to FX-based inflation in the coming months (Figure 27).

We stay bullish SEK but expect a
grind

Norway is facing different macro circumstances but the implications for NOK are
similar. While the economic recovery has also picked up speed in 2017, the
country's output gap remains larger than Sweden's (Figure 29).

The Norwegian economy is
recovering from a lower base but
inflation has likely bottomed

Figure 29: Norway's output gap is substantially larger
than that of Sweden's…
OECD Output Gap (% of GDP)
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Figure 30: …but inflation is likely to have bottomed as
past NOK-weakness is turning into a tailwind for prices
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That said, given past NOK weakness, inflation has likely bottomed and headwinds
from FX-based inflation in particular are set to fade and provide some support in
the near term (Figure 30).
Against this backdrop, the Norges Bank has communicated an intention to remain
on a low-policy regime for the foreseeable future, with the first hike pencilled in
for Q3-19. Philips curves dynamics may take longer to reappear but the likely
continuation of the European recovery should benefit Norway via the trade
channel and resilient global growth should continue to support oil prices.

Norges will stay on the back foot
but the market may have
overpriced weak inflation

More importantly, however, the market has likely overpriced weak inflation
dynamics and is now offering good entry levels for expressing a modestly
constructive view on NOK. Indeed, the continuation of the domestic recovery,
stable oil prices and a brighter inflation outlook arguably skew the balance of risks
for Norges towards incremental policy tightening and not easing. All told, we
expect EUR/NOK to reach 9.10 at end-18.
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EM FX: A weak long-term case, but use volatility
spikes to get long carry
Speed read


EM currencies posted respectable (4%) spot gains against the USD this year. Accelerating
Chinese and global trade growth, higher metal prices, a powerful Tech cycle, and
significant downside surprises in US core PCE all helped. In trade-weighted terms though,
after a strong start to the year, currencies actually depreciated.



Our economists see EM inflation, export volumes and growth differentials flattening in
2018, with no central banks seen hiking more than priced in. Tailwinds from US inflation
and commodities will likely wane. We expect EM NEER depreciation to pick up pace
modestly next year, keeping USD/EM flat on aggregate even as EUR/$ rises to 1.25.



Amid modest EM external sector risk and no major China slowdown, increases in EM
volatility should offer opportunities to buy carry through the year.



Top trades: Long CZK and PLN vs. EUR; Long RUB vs. CAD; Long SGD vs. USD and JPY;
Long ARS vs. USD. Long BRL vs. COP.

The curious case of EM's non-appreciating trade-weighted
currencies
On paper, all the ingredients for strong EM FX appreciation were on the table this
year. The strongest global trade rebound in 5 years, benign global rates, stable EM
trade balances and a gravity-defying China ought to have made for a potent
cocktail. And on the surface, they have indeed done well – against the USD a
simple average of the 20 most liquid EM currencies is up 4% in spot terms.
However, against the EUR this group has lost nearly 6%. Thus, in trade-weighted
terms, EM currencies have gone absolutely nowhere (Figure 31).
After a strong start to the year, EM NEER performance started to slip from May
even as other EM asset classes continued to rise, and US back-end yields fell. This
roughly coincided with the peak of the global trade cycle. Looking ahead to 2018,
as tailwinds from falling US back-end yields, accelerating EM growth and
commodity prices likely abate, this year's performance pattern warns us not to
expect strong upside in EM FX next year (Figure 32).

Figure 31: EM NEERs vs. credit spreads: FX has
decoupled/underperformed since 2016
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Figure 32: No, it's not because of higher US yields. Most
of the EM NEER weakness this year came as US yields fell
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Figure 33: EM ex China - DM GDP growth differentials vs.
EM ex China capital account flows

Figure 34: EM 12m FX carry vs USD: MSCI- and GBIweighted
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Why has EM FX delivered such moderate intrinsic returns, starkly underperforming
other EM assets in the process - and what are the prospects for change in 2018?
Three factors explain the underperformance of EM FX since mid-2016, in our view:
1)

FX intervention and divergent monetary policy in EM vs. DM, amid
historically low EM inflation, elevated (local currency) leverage, and limited
gains in EM export competitiveness;

2)

Modest EM-DM growth spreads, which typically map closely with gross
capital account flows into EM (Figure 33);

3)

Declining EM FX carry, now at the 10th and 13th percentiles of their 5y
range on a GBI- and MSCI-weighted basis, respectively (Figure 34).

Looking into 2018, UBS expectations for weaker oil and industrial metals prices,
flat EM inflation and flattening growth differentials to DM suggest little reason for
a fundamental inflection point in these factors. With the Fed likely to hike rates 75
bps between now and end-18 (and 2019 looking particularly under-priced) while
several EM central banks are slated to cut, the pressure on EM FX will likely rise.
Figure 35: EM NEER model: Actual and Fitted
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In 2018, a weaker outlook for
commodities and flattening EMDM growth differentials may
raise the bar for FX higher still.

Figure 36: EM NEER model: Residuals
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Our EM NEER model, based on real EM growth, commodity prices, US rates and
risk premia, projects 2-2.5% trade-weighted depreciation in 20181 (Figure 35 and
Figure 36).

We project a slightly faster pace
of EM NEER depreciation in 2018 –
of around 2-2.5%.

In the context of UBS' forecasts for EURUSD at 1.25 and USDJPY at 122, this
suggests modest spot appreciation vs. the USD for MSCI EM currencies, and
modest depreciation vs. the USD for GBI EM currencies2 in 2018. UBS expectations
for a softer USD should continue to provide opportunities for selected USD/EMFX
trades (more on this below). But as higher Bund yields (UBS sees 0.9% for the 10y
by end-2018) take over from declining US inflation as the key driver of EUR upside,
while other EM tailwinds wane, the impact on broad USD/EM is likely to be less
supportive than was the case this year.
Yet with trade balances and external sector risk more broadly holding up (Figure
37), there remain few triggers for a sustained break out in volatility. We estimate
that external sector risk at a GBI EM level, for instance, is at just the 23rd percentile
of its 10y range current account deficits have narrowed from 2.5%/GDP in mid2013 to about zero as of Q2-17. This implies relatively a higher degree of resilience
to external shocks compared to the past, in general, and that volatility spikes can
be used as an opportunity to get long carry.

But no volatility break-out as EM
external sector risk anchored at
much lower levels.

Aren't currencies cheap?
While EM's stronger external balance sheets are important in that they reduce risks
of sudden stops in EM external financing, they tells us little about the prospects for
outright FX appreciation. We have shown in earlier research that EM FX has
traditionally been much more closely related to export performance and GDP
growth than changes in the trade balance.

For EM FX to enjoy broader
performance,
external
rebalancing will have to start
including
stronger
export
competitiveness.

As such, it's important to understand how well EM has been able to increase
export competitiveness. We examine this across three simple dimensions:

1)

EM export volume growth normalised for growth in global imports
(Figure 38) – if currencies are 'cheap', one would expect local exporters to
be gaining global market share;

2)

Inward FDI flows relative to GDP (Figure 39) – a cheap currency would
likely incentivise greater (gross) FDI to that economy;

3)

Dynamics in the 'core' (ex oil and gas) trade balance vs. fixed asset
investment growth (Figure 40) – a competitive currency should enable
the core trade balance to improve without sacrificing investment demand.
We find that while weaker currencies have helped to reduce import
penetration, sharpened export competitiveness has mostly proved elusive
(outside of CEE and Mexico). This likely helps to explain FX
underperformance relative to other EM asset classes.

1
While EM growth has improved this year, our estimates suggest that (all else equal), the
present growth rate of EM export volumes and industrial production (around 5.5%) is still
well below historical levels that have seen EM NEERs breakeven closer to 10%).
2
This is due to the relative weights on North Asian currencies in the MSCI, which are
typically correlated more closely to the USD than more vulnerable currencies in GBI EM (TRY,
ZAR, COP in particular) that have relatively high weights in GBI EM.

Global Macro Strategy 21 November 2017

 18

Figure 37: Change in External Risk Score since mid-2013
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Amid muted gains in export competitiveness, it is not hard to see why EM policy
makers are likely to resist strong NEER appreciation even if the USD weakens
further in 2018. Policy makers are also likely to experience trade-offs between
supporting domestic demand and experiencing wider external deficits. In this
respect, some of the progress made in improving external sector risk may be more
transitory than structural, though our stable EM growth forecasts imply only
limited external deficit expansion next year.
In other words, reduced EM external sector risk is helpful for the asset class, but
not a sufficient condition for FX appreciation. Stronger export competitiveness is a
key upside risk that we will be monitoring through 2018.
Figure 39: Foreign direct investment inflows into EM – no
revival yet
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Box: Friend or foe? What healthier DM growth means for EM FX
Is stronger DM capex growth in 2018 a threat or an opportunity for EM assets? How does one disentangle the negative impact of
higher DM bond yields against the positive impact of stronger growth?
First, US long-end real rates are already close to our colleagues' estimates of fair value. As such, we think the pressure in the US bond
market will remain concentrated in the front end. This should mean more for EM FX than for other asset classes, particularly in the
context of declining (front end) EM carry. Second the texture of DM growth will be all important. For EM to fully reap the benefits of
improving DM growth, DM capex growth needs to broaden out from the intellectual property products sector, and shale exploration in
the US. A DM investment recovery focussed in these sectors alone is less likely to present a market-friendly configuration for most EM
assets – in that it would create scope for higher DM yields, but with minimal boost to EM exports. Third, the pace of DM rate increases
matters. We find that a 10y UST selloff of 40bps or more over 12-week intervals has tended to evoke a non-linear response from EM
bonds (Figure 41 and Figure 42). EM FX typically experiences trade-weighted depreciation in these periods, and visibly underperforms
other asset classes. Fourth, looking across an array of metrics – historic FX and rate sensitivities to rapidly rising UST yields, external
sector strength, export sensitivity to DM capex growth, and our FX scorecard – we find that the KRW, RUB, CNY, SGD and CEE3 appear
best placed to outperform if DM growth heats up (Figure 43). The COP, ZAR, MYR, IDR, and TRY screen as relatively vulnerable.

Figure 41: Beta of EMBI Global and GBI EM yields in
different regimes of US 10y nominal yield movement
(based on 12-week rolling changes)
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Top FX picks for 2018
We use our FX scorecard (Figure 44) to help identify key winners and losers over
the next 12 months.
Figure 44: FX Scorecard
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•

At the two extreme opposites of our FX scorecard, lie the BRL and
COP. We recommend going long this cross. Our balance of payments
based FEER valuation model shows the BRL around 6% undervalued, the
same magnitude as the overvaluation in the COP using the same model
amid divergent inward FDI dynamics (at 5y lows in Colombia, near 5y
highs in Brazil), while the 12m carry favours the BRL. We believe monetary
policy relative to market expectations is skewed more dovish in Colombia
than in Brazil.

•

The SGD is one of the key picks in the scorecard – we recommend
long positions here vs. USD and JPY. Expected policy normalization by
the MAS (likely October 2018), a resilient (if slightly weaker) Asian export
cycle, and UBS' expectations for strong EUR appreciation/JPY depreciation
are all encapsulated in this trade. We use 75:25 weightings for USD:JPY.

•

PLN screens as the most attractive currency in the CEE3, a region that we
expect to perform well in an environment of resilient Euro area growth,
closed output gaps and generally loose financial conditions. We
recommend going long an equally-weighted basket of the PLN and
CZK vs. the EUR (short EURCZK was one of our top trades for 2017).

Long PLN and CZK vs. EUR

•

The RUB's relative rank in our scorecard has moderated as growth
momentum has moderated after a surprisingly strong Q2 and carry has
moderated, too. However, amid high real rates, (modest) de-dollarisation
of local investor deposits, competitive BEER valuations, and a still-strong
external balance sheet we see value here against the CAD (to reduce
terms of trade risks). With policy makers likely to further resist spot RUB
appreciation, however, we expect carry and duration gains to provide the
bulk of returns here.

Long RUB vs. CAD
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•

Finally, we roll over our exposure to Long ARS vs. USD. A mix of
acceleration in growth, declining inflation, high real rates and
improvement in confidence on President Macri’s reform agenda, makes
the peso one of our top picks for 2018. While high inflation (expected at
28% for 2017) implies that the currency appreciated in real terms against
the USD in 2017, in real effective terms the currency will end the year
mostly unchanged implying that competitiveness concerns will not
exacerbate imbalances. Twin deficits will continue high into 2018 (-6%
and -6.7% as a percent of GDP for fiscal and current account respectively)
underscoring the risks from a selloff in DM rates but the expected stability
in global financial conditions should not disturb sources of financing. The
expected depreciation in nominal terms (close to 8%) is more than offset
by 12m carry of around 24%.

•

The TRY's high rank in our scorecard doesn't compel us to get long
here on a structural basis. Downside risks to growth as the credit and
fiscal impulses slows, deepening structural balance of payments
headwinds amid declining bank external rollover ratios, relatively high
corporate leverage and waning relations with key trade partners, and
locals' limited desire to draw down their FX holding
(despite
expectations of a better 2018 inflation outlook) suggests high
vulnerability to rising DM rates. We would be more inclined to tactically
buy the lira if the central bank is forced to tighten further (as seen in
January 2017).

•

High carry and significant balance of payments adjustments have
pushed the MXN towards the top of our scorecard, but uncertainty
related to NAFTA and the July elections are likely to weigh in the first half
of the year. While we think peso valuation is competitive, we see clearer
scope for gains in local rates. Inflation has sequentially already been
declining in recent months but in year-over-year terms will start falling
back to the target range amid multi-year high real rates. Our economists'
expectations for 100bps of rate cuts next year (vs. circa 5bps priced in)
may impede sizable MXN gains but should most likely support duration.

•

CNY’s stability to extend into 2018. The CNY ranks relatively low on
our scorecard, mainly on a deteriorating trade balance, still-elevated REER,
and below-average MBS score. However we still expect CNY to be broadly
stable on a NEER basis in 2018 (2018 forecast: 6.70). Capital outflows
have stalled (and may remain so amid UBS expectations for broad USD
weakness), and capital account restrictions remain in place. If export
volumes remain stable, we see few reasons for the authorities to weaken
the NEER. In fact, if dollar were to sustain its secular weakness (or even
stay stable), we may find CNY a reasonable candidate for volatilityadjusted carry at tactical points through the year.
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Long ARS vs. USD

TRY carry is eye-wateringly
attractive, but structural risks
remain
elevated.
Look
to
tactically get long if the CBT hikes
further.

Mexico competitively valued, but
more value in rates than FX as
Banxico may cut much more than
markets expect in H2-18.

CNY should be stable as the USD
remains on the backfoot.
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Box: Will the CNY's 2017 resilience sustain?
China's financial account showed a remarkable improvement in 2017; with capital outflows slowing down to almost zero vs.
$400bn/annum outflows in 2015-16 (Figure 45). Capital account restrictions, broad dollar weakening and authorities' implicit
change in FX management all played a significant role. Balance of payments data shows that the largest swing came from
'Other Investments' (mostly external debt and deposits), which improved from an average -3%/GDP in 2014-16 to +1.2% in
2017 (Figure 46). Regular followers of China's financial account would recall that a large part of capital outflows in recent years
was driven by strong USD/CNY appreciation expectations (Figure 47), resulting in an unwind of corporate/retail carry trades
(deposits and external debt). The dynamics turned completely in 2017: the USD weakened sharply, while PBoC kept the CNY
NEER broadly stable with periods of abrupt strength.
Figure 45: Outflows stalled in 2017

Figure 46: China's financial account

Monthly FX intervention (RHS, USD bn)
FX Reserves (USD trn)
50

4.0

8%

3.5

Capital outflows since 2014 (USD bn, RHS)
CNY/USD Change since 2014

Errors
Other investments
Residents (Portfolio flow + FDI)
Non-residents (Portfolio flow + FDI)

Jan-15

Jan-16

-500

-4%

-4%

2.5
Jan-14

-250

0%

0%

-50
3.0

0

4%

4%

0

Figure 47: Outflows and FX moves
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Three questions for 2018:
To assess whether the CNY will remain resilient in 2018, we address three pivotal questions: (1) Will the authorities ease capital
controls? (2) Will there be a change in PBoC's FX policy? (3) If dollar strength resurfaces, could capital outflows pick up again?
•

Capital Account Restrictions: Tighter capital outflow controls are among the most important factors underpinning
recent CNY stability, so it's unlikely they will be significantly eased. Authorities remain wary of outbound flows and have
recently been penalizing large firms for prior overseas investment deals. In short, the answer is not anytime soon. In fact,
the capital controls easing has been the other way round so far, i.e., increased room for debt portfolio inflows.

•

FX Policy: Up, down or flat? How do we assess? We find there is a very loose long term relationship between (lagged)
growth in export volumes and the trade-weighted CNY (Figure 49). In fact, the NEER weakening in 2015 and
stability/modest appreciation in 2017 do not appear completely out of sync with fundamentals. For 2018, we think
barring a 2015-16-like global trade shock, NEER is likely to be range-bound. In Figure 50, we show range of outcomes
for USDCNY depending on different EUR/USD and NEER outcomes. Just for the analysis, this exercise assumes historical
FX sensitivities of the basket currencies to EUR and not our official forecasts. (USDCNY end-2018 forecast is 6.70)

•

What if broad dollar rally resurfaces? While it's not our house view, but it’s a fair tail risk scenario to assess. If
USD/CNY completely reflects any sharp dollar strength in 2018 (risk scenario), capital outflow pressures could certainly resurface. However, authorities' better command on capital account and corporates' better preparedness for such a shock
means the amplitude of outflows would likely be much smaller (vs. 2015-16). Moreover, while it's difficult to establish a
causal relationship, strength of domestic assets and capital flight from China interact with each other strongly. This
implies the impact would be worst if a broad dollar strength and property market correction coincide. However, this is
just a tail risk scenario, and not our base case forecast. We expect steady-to-lower USD/CNY in 2018.

Figure 48: G7 demand and CN exports
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Figure 50: USD/CNY sensitivity to
EUR/NEER*
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Figure 49: NEER and CN Exports
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Valuation Method and Risk Statement
Risks of multi-asset investing include but are not limited to market risk, credit risk,
interest rate risk, and foreign exchange risk. Correlations of returns among
different asset classes may deviate from historical patterns. Geopolitical events and
policy shocks pose risks that can reduce asset returns. Valuations may be adversely
affected during times of high market volatility, thin liquidity, and economic
dislocation.
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United Kingdom and the rest of Europe: Except as otherwise specified herein, this material is distributed by UBS Limited to persons who are eligible counterparties or
professional clients. UBS Limited is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation
Authority. France: Prepared by UBS Limited and distributed by UBS Limited and UBS Securities France S.A. UBS Securities France S.A. is regulated by the ACPR (Autorité
de Contrôle Prudentiel et de Résolution) and the Autorité des Marchés Financiers (AMF). Where an analyst of UBS Securities France S.A. has contributed to this
document, the document is also deemed to have been prepared by UBS Securities France S.A. Germany: Prepared by UBS Limited and distributed by UBS Limited and
UBS Europe SE. UBS Europe SE is regulated by the Bundesanstalt fur Finanzdienstleistungsaufsicht (BaFin). Spain: Prepared by UBS Limited and distributed by UBS
Limited and UBS Securities España SV, SA. UBS Securities España SV, SA is regulated by the Comisión Nacional del Mercado de Valores (CNMV). Turkey: Distributed by
UBS Limited. No information in this document is provided for the purpose of offering, marketing and sale by any means of any capital market instruments and services in
the Republic of Turkey. Therefore, this document may not be considered as an offer made or to be made to residents of the Republic of Turkey. UBS Limited is not
licensed by the Turkish Capital Market Board under the provisions of the Capital Market Law (Law No. 6362). Accordingly, neither this document nor any other offering
material related to the instruments/services may be utilized in connection with providing any capital market services to persons within the Republic of Turkey without the
prior approval of the Capital Market Board. However, according to article 15 (d) (ii) of the Decree No. 32, there is no restriction on the purchase or sale of the securities
abroad by residents of the Republic of Turkey. Poland: Distributed by UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce regulated by the Polish
Financial Supervision Authority. Where an analyst of UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce has contributed to this document, the
document is also deemed to have been prepared by UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce. Russia: Prepared and distributed by UBS
Bank (OOO). Switzerland: Distributed by UBS AG to persons who are institutional investors only. UBS AG is regulated by the Swiss Financial Market Supervisory
Authority (FINMA). Italy: Prepared by UBS Limited and distributed by UBS Limited and UBS Limited, Italy Branch. Where an analyst of UBS Limited, Italy Branch has
contributed to this document, the document is also deemed to have been prepared by UBS Limited, Italy Branch. South Africa: Distributed by UBS South Africa (Pty)
Limited (Registration No. 1995/011140/07), an authorised user of the JSE and an authorised Financial Services Provider (FSP 7328). Israel: This material is distributed by
UBS Limited. UBS Limited is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority.
UBS Securities Israel Ltd is a licensed Investment Marketer that is supervised by the Israel Securities Authority (ISA). UBS Limited and its affiliates incorporated outside
Israel are not licensed under the Israeli Advisory Law. UBS Limited is not covered by insurance as required from a licensee under the Israeli Advisory Law. UBS may
engage among others in issuance of Financial Assets or in distribution of Financial Assets of other issuers for fees or other benefits. UBS Limited and its affiliates may
prefer various Financial Assets to which they have or may have Affiliation (as such term is defined under the Israeli Advisory Law). Nothing in this Material should be
considered as investment advice under the Israeli Advisory Law. This Material is being issued only to and/or is directed only at persons who are Eligible Clients within the
meaning of the Israeli Advisory Law, and this material must not be relied on or acted upon by any other persons. Saudi Arabia: This document has been issued by UBS
AG (and/or any of its subsidiaries, branches or affiliates), a public company limited by shares, incorporated in Switzerland with its registered offices at Aeschenvorstadt 1,
CH-4051 Basel and Bahnhofstrasse 45, CH-8001 Zurich. This publication has been approved by UBS Saudi Arabia (a subsidiary of UBS AG), a Saudi closed joint stock
company incorporated in the Kingdom of Saudi Arabia under commercial register number 1010257812 having its registered office at Tatweer Towers, P.O. Box 75724,
Riyadh 11588, Kingdom of Saudi Arabia. UBS Saudi Arabia is authorized and regulated by the Capital Market Authority to conduct securities business under license
number 08113-37. UAE / Dubai: The information distributed by UBS AG Dubai Branch is only intended for Professional Clients and/or Market Counterparties, as
classified under the DFSA rulebook. No other person should act upon this material/communication. The information is not for further distribution within the United Arab
Emirates. UBS AG Dubai Branch is regulated by the DFSA in the DIFC. UBS is not licensed to provide banking services in the UAE by the Central Bank of the UAE, nor is it
licensed by the UAE Securities and Commodities Authority. United States: Distributed to US persons by either UBS Securities LLC or by UBS Financial Services Inc.,
subsidiaries of UBS AG; or by a group, subsidiary or affiliate of UBS AG that is not registered as a US broker-dealer (a ‘non-US affiliate’) to major US institutional
investors only. UBS Securities LLC or UBS Financial Services Inc. accepts responsibility for the content of a document prepared by another non-US affiliate when
distributed to US persons by UBS Securities LLC or UBS Financial Services Inc. All transactions by a US person in the securities mentioned in this document must be
effected through UBS Securities LLC or UBS Financial Services Inc., and not through a non-US affiliate. UBS Securities LLC is not acting as a municipal advisor to any
municipal entity or obligated person within the meaning of Section 15B of the Securities Exchange Act (the "Municipal Advisor Rule"), and the opinions or views
contained herein are not intended to be, and do not constitute, advice within the meaning of the Municipal Advisor Rule. Canada: Distributed by UBS Securities Canada
Inc., a registered investment dealer in Canada and a Member-Canadian Investor Protection Fund, or by another affiliate of UBS AG that is registered to conduct business
in Canada or is otherwise exempt from registration. Mexico: This report has been distributed and prepared by UBS Casa de Bolsa, S.A. de C.V., UBS Grupo Financiero,
an entity that is part of UBS Grupo Financiero, S.A. de C.V. and is a subsidiary of UBS AG. This document is intended for distribution to institutional or sophisticated
investors only. Research reports only reflect the views of the analysts responsible for the reports. Analysts do not receive any compensation from persons or entities
different from UBS Casa de Bolsa, S.A. de C.V., UBS Grupo Financiero, or different from entities belonging to the same financial group or business group of such. For
Spanish translations of applicable disclosures, please go to www.ubs.com/disclosures. Brazil: Except as otherwise specified herein, this material is prepared by UBS Brasil
CCTVM S.A. to persons who are eligible investors residing in Brazil, which are considered to be: (i) financial institutions, (ii) insurance firms and investment capital
companies, (iii) supplementary pension entities, (iv) entities that hold financial investments higher than R$300,000.00 and that confirm the status of qualified investors in
written, (v) investment funds, (vi) securities portfolio managers and securities consultants duly authorized by Comissão de Valores Mobiliários (CVM), regarding their own
investments, and (vii) social security systems created by the Federal Government, States, and Municipalities. Hong Kong: Distributed by UBS Securities Asia Limited
and/or UBS AG, Hong Kong Branch. Please contact local licensed/registered representatives of UBS Securities Asia Limited and/or UBS AG, Hong Kong Branch in respect
of any matters arising from, or in connection with, the analysis or document. Singapore: Distributed by UBS Securities Pte. Ltd. [MCI (P) 008/09/2017 and Co. Reg. No.:
198500648C] or UBS AG, Singapore Branch. Please contact UBS Securities Pte. Ltd., an exempt financial adviser under the Singapore Financial Advisers Act (Cap. 110);
or UBS AG, Singapore Branch, an exempt financial adviser under the Singapore Financial Advisers Act (Cap. 110) and a wholesale bank licensed under the Singapore
Banking Act (Cap. 19) regulated by the Monetary Authority of Singapore, in respect of any matters arising from, or in connection with, the analysis or document. The
recipients of this document represent and warrant that they are accredited and institutional investors as defined in the Securities and Futures Act (Cap. 289). Japan:
Distributed by UBS Securities Japan Co., Ltd. to professional investors (except as otherwise permitted). Where this document has been prepared by UBS Securities Japan
Co., Ltd., UBS Securities Japan Co., Ltd. is the author, publisher and distributor of the document. Distributed by UBS AG, Tokyo Branch to Professional Investors (except
as otherwise permitted) in relation to foreign exchange and other banking businesses when relevant. Australia: Clients of UBS AG: Distributed by UBS AG (ABN 47 088
129 613 and holder of Australian Financial Services License No. 231087). Clients of UBS Securities Australia Ltd: Distributed by UBS Securities Australia Ltd (ABN 62 008
586 481 and holder of Australian Financial Services License No. 231098). This Document contains general information and/or general advice only and does not
constitute personal financial product advice. As such, the Information in this document has been prepared without taking into account any investor’s objectives, financial
situation or needs, and investors should, before acting on the Information, consider the appropriateness of the Information, having regard to their objectives, financial
situation and needs. If the Information contained in this document relates to the acquisition, or potential acquisition of a particular financial product by a ‘Retail’ client as
defined by section 761G of the Corporations Act 2001 where a Product Disclosure Statement would be required, the retail client should obtain and consider the Product
Disclosure Statement relating to the product before making any decision about whether to acquire the product. The UBS Securities Australia Limited Financial Services
Guide is available at: www.ubs.com/ecs-research-fsg. New Zealand: Distributed by UBS New Zealand Ltd. UBS New Zealand Ltd is not a registered bank in New
Zealand. You are being provided with this UBS publication or material because you have indicated to UBS that you are a “wholesale client” within the meaning of
section 5C of the Financial Advisers Act 2008 of New Zealand (Permitted Client). This publication or material is not intended for clients who are not Permitted Clients
(non-permitted Clients). If you are a non-permitted Client you must not rely on this publication or material. If despite this warning you nevertheless rely on this
publication or material, you hereby (i) acknowledge that you may not rely on the content of this publication or material and that any recommendations or opinions in
such this publication or material are not made or provided to you, and (ii) to the maximum extent permitted by law (a) indemnify UBS and its associates or related
entities (and their respective Directors, officers, agents and Advisors) (each a ‘Relevant Person’) for any loss, damage, liability or claim any of them may incur or suffer as
a result of, or in connection with, your unauthorised reliance on this publication or material and (b) waive any rights or remedies you may have against any Relevant
Person for (or in respect of) any loss, damage, liability or claim you may incur or suffer as a result of, or in connection with, your unauthorised reliance on this publication
or material. Korea: Distributed in Korea by UBS Securities Pte. Ltd., Seoul Branch. This document may have been edited or contributed to from time to time by affiliates
of UBS Securities Pte. Ltd., Seoul Branch. This material is intended for professional/institutional clients only and not for distribution to any retail clients. Malaysia: This
material is authorized to be distributed in Malaysia by UBS Securities Malaysia Sdn. Bhd (Capital Markets Services License No.: CMSL/A0063/2007). This material is
intended for professional/institutional clients only and not for distribution to any retail clients. India: Distributed by UBS Securities India Private Ltd. (Corporate Identity
Number U67120MH1996PTC097299) 2/F, 2 North Avenue, Maker Maxity, Bandra Kurla Complex, Bandra (East), Mumbai (India) 400051. Phone: +912261556000. It
provides brokerage services bearing SEBI Registration Numbers: NSE (Capital Market Segment): INB230951431, NSE (F&O Segment) INF230951431, NSE (Currency
Derivatives Segment) INE230951431, BSE (Capital Market Segment) INB010951437; merchant banking services bearing SEBI Registration Number: INM000010809 and
Research Analyst services bearing SEBI Registration Number: INH000001204. UBS AG, its affiliates or subsidiaries may have debt holdings or positions in the subject
Indian company/companies. Within the past 12 months, UBS AG, its affiliates or subsidiaries may have received compensation for non-investment banking securitiesrelated services and/or non-securities services from the subject Indian company/companies. The subject company/companies may have been a client/clients of UBS AG, its
affiliates or subsidiaries during the 12 months preceding the date of distribution of the research report with respect to investment banking and/or non-investment
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banking securities-related services and/or non-securities services. With regard to information on associates, please refer to the Annual Report at:
http://www.ubs.com/global/en/about_ubs/investor_relations/annualreporting.html
The disclosures contained in research documents produced by UBS Limited shall be governed by and construed in accordance with English law.
UBS specifically prohibits the redistribution of this document in whole or in part without the written permission of UBS and UBS accepts no liability whatsoever for the
actions of third parties in this respect. Images may depict objects or elements that are protected by third party copyright, trademarks and other intellectual property
rights. © UBS 2017. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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