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FX Spot Returns
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FX Forecasts

G10 FX Forecasts
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G10 FX: Main Themes

Currency 3Mview 12M view Main Themes

throughout 2019, in our view. The Fed'’s hiking cycle may be coming to an

usbD e The USD has been strong in 2018; this may spill over, but will not last
\ end as the economy faces ‘headwinds’ in 2019.

EUR e Low risk appetite has weighed on the EUR. However, Eurozone
fundamentals remain solid and, with inflation above target, does the

economy still need a deposit rate at -0.4%?

GBP e Sterling remains vulnerable, given subdued growth, political/Brexit
uncertainty and general USD strength, as well as less chance of near-term

rate hikes.

JPY

e Low risk appetite has boosted demand for the yen. However, when/if the
uncertainties fade, the market will be faced with a yen-negative scenario
of a BoJ likely to keep policy very loose for a long time.

CNY

e US-China trade tensions and slower Chinese growth remain a risk, as might a
loosening of fiscal and monetary policy, but scope for big losses may have
diminished as policymakers appear keen to prevent further CNY weakness.

CHF e The CHF has been influenced by risk appetite. The SNB still views the

CHF as ‘highly valued’ and, despite firmer economic data, should
maintain a very loose policy into 2019 and remain willing to intervene.

CAD
to hike rates. The economic outlook remains robust, as US-Canada trade
tensions have lessened, and inflation is above target

AUD

e Australian monetary policy is likely to continue taking a back seat, leaving
the USD’s moves and global trade concerns to guide the AUD. Interest
rate differentials point to limited upside for AUD/USD in the months ahead.

NZD

e A dovish RBNZ and global trade concerns are likely to constrain the
NZD in the coming months. Further weakness should be limited, though,
as speculators already hold a large net-short NZD position.

SEK

e The prospect of a rate hike in the coming months is positive for the SEK.
However, global trade concerns are negative for the currency, and it may
struggle to achieve significant gains until a new government is formed.

NOK e Weaker oil prices have weighed on the NOK in Q4-18, but an upbeat

economy, elevated inflation, and a central bank that expects to hike
rates again in Q1-19 should all support the NOK in 2019.

S 1 0 Il &~ e 1 e 0 10 1

’ e The CAD should appreciate amid expectations that the BoC will continue

I Bullish ’ Mildly Bullish —> Neutral \ Mildly Bearish l Bearish

Source: Santander
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We favour a softer USD in 2019. The currency has gained
across the board in 2018 and whilst a still strong economy should
support sentiment, slowing momentum going into 2020 and the
expected end of the Fed rate hike cycle as other central banks
start to tighten policy should make the USD less popular.

Consequently we think the EUR will strengthen next year. The
Eurozone economy is expected to underperform the US,
although this gap should narrow as the year advances. 2019
should see a switch-over in the relative direction of ECB-Fed
policies, with the former adopting a more hawkish stance and the
latter drawing its rate hike cycle to an end.

Sterling remains vulnerable to Brexit uncertainty over the
coming weeks/months. In addition, we expect the UK economy
to underperform its peers and the BoE to keep rates on hold in
2019, both factors that should cap the pound’s upside potential.

We still expect the yen to weaken in 2019. Global risk appetite
could pick up if US-Chinese trade tensions ease. Meanwhile,
Japan’s growth and inflation outlook continues to point to the BoJ
running a looser monetary policy than its peers.

The renminbi is likely to remain vulnerable in 2019; however, we
do not expect another major CNY depreciation of . Whereas
the direction of USD/CNY in 2018 was largely determined by the
US dollar, its 2019 direction may rest more on domestic factors
and how policymakers deal with slower Chinese growth.

We expect the Swiss franc to weaken gradually, but
persistently, against the EUR in 2019. In our opinion, the Swiss
National Bank will maintain its loose monetary policy throughout
the year, and will not consider altering its stance before the ECB
hikes rates.

Conversely, our view on the SEK is positive. Solid macro data,
together with the prospect of the beginning of a tightening cycle
should underpin the SEK in 2019.

We also hold an upbeat view on the NOK in 2019. A relatively
firm economy, elevated inflation, and a central bank planning to
hike rates again in Q1-19 should all support the NOK in 2019.
However, lower oil prices remain a risk.

The oil price also poses a downside risk to the CAD. However,
we are still bullish the currency in 2019. As with other currencies,
the combination of a robust economy, less trade uncertainty and
probable Bank of Canada rate hikes should favour a stronger
loonie.

However, we are neutral on the AUD in the H1-19, turning
more bullish in H2-19. The domestic economy is improving, but
inflation is still too low to prompt the RBA to hike rates.

We are also neutral the NZD. Domestic data have picked up,
but below-target CPl is putting no pressure on the RBNZ to hike
rates. Indeed, the Bank does not expect to raise rates until 2020.
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USD — What goes up
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Chart 1: USD index since 2016
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Chart 2: US GDP growth to remain firm, but facing
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We favour a softer USD in 2019. The currency has gained
across the board in 2018 and whilst a still strong economy
should support sentiment, slowing momentum going into 2020
and the expected end of the Fed rate hike cycle as other central
banks start to tighten policy should make the USD less popular.

The USD has had a strong 2018, and a soft patch in Q1-18 was
quickly reversed. Year-to-date, the currency has posted gains
against all of its developed market peers. However, this advance
merely reversed the losses that the dollar posted in 2017.
Indeed, the USD index is currently trading at the levels shown at
the end of 2016. So will the dollar forge further ahead in 2019 or,
as with 2018, merely reverse the previous year's move? Whilst
recent USD strength could spill over into Q1-19, overall, next
year we favour a softer dollar.

Admittedly, the US economy continues to outperform its peers.
We expect the US to grow by 2.9% in 2018 and 2.7% in 2019,
notably above the expected Eurozone growth of 1.9% in both
years. Such a growth dividend should prevent significant USD
weakness, but should be priced in. However, we also expect that
growth gap to narrow in 2020, with US growth at 2.1% and the
Eurozone at 2%, a dynamic that should weigh on the dollar.

Furthermore, the boost given to the USD by US monetary policy
could start to peter out. We expect the Fed to hike rates in
December 2018 and twice in H1-19. This will take the Fed funds
target to the 3% level that many consider a ‘neutral’ rate.
However, recent Fed rhetoric, including from Chair Powell, has
hinted at a more cautious stance, which, even if it does not
prevent rate hikes, may hamper the USD’s ability to appreciate
as a result.

The Fed Chair, and other members of the FOMC, have
highlighted headwinds that the US economic advance may face
in 2019: 1) slower global demand; 2) the lagged effect of past
rate hikes; 3) fading fiscal stimulus; and 4) rising debt.

These issues do appear to be real threats. The IMF recently cut
its forecast for world trade growth in 2019 to 4%, from 4.5%. The
US budget deficit is currently around 3.8%, with the Trump tax
cuts for consumers expected to fade in 2019. Further, the budget
deficit is keeping upside pressure on US debt. The US debt-to-
GDP ratio is, at 82%, below the Eurozone’s 86%, but the US rate
has been rising in recent years, as the Eurozone’s has declined.

The risk for USD bears from these factors is that, at least in the
early part of 2019, the market decides to spin them primarily as
global threats, undermining risk appetite and fuelling safe-haven
demand for the USD. For example, the trade tensions between
the US and China, as well as Mexico and Canada, were viewed
as USD-positive.

In a similar way, if the Fed rhetoric does become increasingly
concerned about the ‘headwinds’ the economy faces, a USD-
loving market may merely assume that these fears will
encompass other G10 economies and prevent their central
banks from tightening policy, keeping the USD elevated, if only

by default.
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EUR — My turn

Stuart Bennett We favour a firmer EUR in 2019. Admittedly, near-term downside
stuart.bennett@santanderCIB.co.uk risks will remain. The Eurozone economy is expected to
(+44) 33114 80134 underperform the US, although this gap should narrow as the year

advances. Low oil prices could also keep European CPI below
target and European political risks never seem that far away.
However, 2019 should see a switch-over in the relative direction of
ECB-Fed policies, with the former adopting a more hawkish stance
and the latter drawing its rate hike cycle to an end.

Chart 3: A less accommodative ECB policy We highlighted in the USD section that 2018 has been a good year
should imply a firmer EUR for the US currency, reversing the losses made in 2017. For the
EUR it has been the opposite. The Single Currency has, overall,
struggled in 2018, only posting gains against the SEK, compared
to the across-the-board gains that it recorded in 2017.

This simple analysis suggests that big moves in big currencies,
whether over a month, quarter or year, might reflect over-
buying/selling and could be subject to reversal. Second, it is
difficult for the market to be bullish both the EUR and the USD for
any extended period of time. If one falters, the other should gain.

In broad fundamental terms, the EUR may remain vulnerable in
06 08 10 12 14 16 18 early 2019. Business surveys are slipping and German Q3-18
—EUR 1Y interest rate 1Y fwd (%) GDP contra}cted 0.2% QoQ.'However, the decline in sentiment has
—EUR/USD, rhs been seen in many economies. The IMF recently cut its fqr.ecast
’ for world output growth in 2019, by 0.2pp, to 3.7%. In addition, the
Source: Bloomberg, Santander drop in German GDP can be partly explained by one-off events.

Hence, whilst the US economy should continue to outperform the
Eurozone in 2019, that growth differential should ease as 2020
looms. We expect US growth of 2.1% in 2020, just above the
Eurozone’s 2%. This is compared to the 2.9% US growth that is

Chart 4: Eurozone’s economic forecast for this year, against 1.9% in the Eurozone.

ﬁg?rirvfl’erformance versus the US is set to As the US-Eurozone growth gap narrows, so should the policy
gap. The Fed is expected to hike rates in December 2019 and then
twice more in H1-19, but then stop. Meanwhile, the ECB has

0.5% confirmed that it will finish its asset purchase programme at the

0.0% - end of 2018, with the bank expected to start a rate tightening cycle

0.5% - from H2-19 onwards, just after the Fed end theirs. We also note
I that President Draghi will leave his post as head of the ECB in
-1.0% - November. Whilst his replacement is currently unknown, many
1.5% commentators expect it to be a Northern European hawk, a move

> 0% that should increase pressure on rates and the EUR.
=£. (1]

5 59 The big unknown factor in 2019 is risk, and where it might lead the
4270 FX market. In 2018 the mix of global (trade tensions between the
-3.0% - US and China) and Eurozone risks (politics and worries over Italian
-3.5% B Eurozone minus US GDP fiscal plans) has tended to be viewed as unambiguously positive

SN MY o W W oW for the USD and JPY, and negative for the EUR.
R R R R R K § § § In this regard, any sniff of low risk appetite in H1-19 should also

weigh on the EUR. Brexit uncertainty should be EUR/USD

Source: Bloomberg, Santander negative, but EUR/GBP positive. However, globally, in line with the
US-Mexico-Canada agreement on trade, a similar ‘market-friendly’
deal may be struck by China and the US. Further, the FX market
might, once again, view US fiscal policy and rising debt as a US
risk, weighing on the USD and parking its concerns about
Eurozone politics as its focus drifts towards the attractions of a
more hawkish ECB.
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Chart 5: UK growth should continue to
underperform the US and the Eurozone, but by
less
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Chart 6: Brexit remains the pounds headline
focus, but a softer USD in 2019 could help
GBP/USD, if EUR/USD edges higher too
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Sterling remains vulnerable to Brexit uncertainty over the coming
weeks/months. In addition, we expect the UK economy to
underperform its peers and the BoE to keep rates on hold in 2019,
both factors that should cap the pound’s upside potential.

The Brexit situation remains very unclear, and, as a result, the
near-term outlook for the pound is also still very uncertain. The UK
parliament will vote on the UK-EU withdrawal agreement (WA) on
11 December. The first scenario is that the agreement is accepted
by parliament, implying that the UK will leave the EU on 30 March
2019 and enter a transition period, where not much will change.
We still expect this to be viewed positively, in the short term, by
the FX market, with the pound rising and sterling volatility falling.

The potentially ‘smooth’ Brexit that this might imply would probably
boost expectations that the BoE will be able to hike rates in 2019.
Further, business investment, which has been weak in 2019, may
improve, implying a better near-term outlook for both GDP and the
GBP. We still believe that this scenario could allow for a 3-4%
jump in GBP/USD.

However, medium-term uncertainty regarding UK-EU relations will
persist. Plus, whatever new trade deal is agreed between the UK
and EU, it is unlikely to involve the same level of market access
that the UK currently has. Hence, to account for this, the GBP may
have to be permanently weaker than it was pre-referendum to
provide the UK economy with competitive help. Further, domestic
political uncertainty will not disappear, with the prime minister
vulnerable if she has had to rely on opposition support to pass the
deal, and these factors should cap any upside move in sterling.

The second scenario is that parliament rejects the ‘WA'’. It is very
unclear what this might imply, although it should mean a weaker
GBP. We recall that GBP/USD lost around 15% in the two weeks
after the EU referendum in June 2016. We do not believe that the
reaction to a ‘WA’ rejection will be quite as large, and focus on a
7% drop. However, as always, the knee-jerk reaction would
probably see GBP/USD overshooting, before stabilising.

The UK government has indicated that it has no plan B if the ‘WA’
is rejected. However, lawmakers have suggested that there is no
majority in parliament for a ‘no-deal’ Brexit, which should imply
some support for the pound. Some parliamentarians are
apparently discussing EFTA membership as a compromise
(‘Norway +’), while others want a second referendum, a general
election, or to try and renegotiate the ‘WA’ with the EU.

Either way, the outlook for the pound in 2019 appears to be split
between some political/economic uncertainty in scenario one and
a lot of uncertainty in scenario two. Hence, despite the fact that
sterling is very weak, beyond a knee-jerk rebound if the ‘WA’ is
agreed, the pound may still struggle in 2019.

Further, even assuming a ‘smooth’ Brexit, economists only
forecast growth of around 1.5% over the next couple of years,
slower than both Eurozone and US growth. Hence, again, even
under a ‘smooth’ Brexit, we think that slower growth and lower
inflation will encourage the BoE to keep rates on hold until 2020.
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Chart 7: Yen looks cheap given
risk/equities, or is it the USD that is too

expensive?
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Chart 8: Consumption tax hike coming in
October, but will higher inflation follow?
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We still expect the yen to weaken in 2019. Global risk appetite
could pick up if US-Chinese trade tensions ease, reducing demand
for the yen as a safe-haven currency. Meanwhile, Japan’s growth
and inflation outlook continues to point to the BoJ running a looser
monetary policy than its peers, although expectations that the Fed
may call time on its hiking cycle in 2019 may contain USD/JPY
gains.

The big picture facing the yen in 2018, which should continue into
2019, was that of an economy underperforming in GDP terms, with
low inflation and an ultra-loose monetary policy, which targeted ten-
year yields around 0%. Such mood music should have been yen-
negative, but it wasn’t. So far in 2018, the yen has been the second
best performing developed market currency, beaten by the US
dollar, but posting gains against its other peers.

The reason for the surprisingly strong yen, in our opinion, has been
global risk appetite, or rather the lack thereof. Global trade tensions,
political uncertainties and faltering equity markets have encouraged
investors to seek sanctuary in the JPY and USD.

If low risk appetite remains a feature in 2019, the yen may be
stronger than we expect. However, signs that a possibly ‘successful’
outcome to US-China trade tensions may come in Q1-19 should
limit the yen’s strength. In addition, we note that, given the drop in
equities (a proxy for risk) since early October, USD/JPY looks on
the expensive side.

This apparent divergence between risk and the yen could be
viewed as pointing to upside pressure on the currency, but may
also be attributed to Japan’s loose monetary policy keeping the yen
under pressure. Hence, we reiterate our view that as long as
Japan’s monetary policy stays loose, the JPY should remain soft in
2019. However, if the Fed does adopt a more dovish approach in
H1-19, that weakness may play out as much through the non-USD
G10 currencies as through the US dollar.

In H2-18 the market has, intermittently, become fixated on the BoJ
exiting its loose policy. However, the fundamental backdrop implies
little need for policymakers to rush toward ‘normalisation’. The bank
remains cautious on growth and expects GDP to rise by 1.4% in
fiscal year 2018-19, slipping to 0.8% in FY19 and FY20. In addition,
inflation is not expected to hit its 2% target until 2020.

BoJ Governor Kuroda still sees the risks skewed to the downside
for both the economy and prices and indicates that extremely low
rates will be kept for an extended period. He has signalled that the
next move will be up, tweaking policy, such as allowing 10Y yields
to move as high as 0.2% and altering the timing and size of asset
purchases should not be interpreted as a form of hiking/tapering.

The government looks set to go ahead with an increase in
consumption tax in October, to 10% from 8%. Past tax hikes in
1997 and 2014 have risked weighing on growth. Thus, even as the
government offers fiscal support, the BoJ may be reluctant to alter
policy before seeing the consequences of the tax change for activity
and CPI. Indeed, following past increases in the consumption tax,
headline CPI has spiked higher, only to tumble back during the
following months.
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Chart 9: CNY has depreciated against the USD
in 2018...
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Chart 10: ...but that depreciation has been
less than most developed market currencies
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The renminbi is likely to remain vulnerable in 2019; however, we
do not expect another major appreciation of USD/CNY. Whereas
the direction of USD/CNY in 2018 was largely determined by the
US dollar, its 2019 direction may rest more on domestic factors
and how policymakers deal with slower Chinese growth.

The CNY’s weakness against the USD attracted much attention in
2018. The market’s focus on risk and trade tensions kept the
spotlight on the CNY. However, year-to-date the Chinese currency
has weakened 4.3% against the USD. This implies a lower rate of
depreciation than most G10 currencies, bar the NZD and JPY.

Hence, whether or not USD/CNY will continue to strengthen in
2019 will depend to a large extent on whether the USD continues
to appreciate across the board. We suspect that it will not. The US
economy will remain robust in 2019, but we expect growth to slow
in 2020. Further, recent Fed rhetoric has hinted that its rate hike
cycle could end sooner than many had expected. We expect the
Fed to hike in December, March’19 and June’19, and then stop.

So, if a stronger USD cannot be relied upon to pull USD/CNY
higher, might a weaker CNY do that job instead? Concerns over
trade tensions between the US and China may fade if the two
countries can reach some type of agreement, as the US did with
Mexico and Canada, but the risk is that Chinese growth will slow
anyway in 2019, and threaten to take the CNY with it.

The Chinese economy grew 6.9% in 2017 and is expected to grow
6.6% in 2018, slipping to 6.2% in 2019 and 6% in 2020. Recent
data has been on the soft side, with October PMIs down, showing
an unsurprising drop in export sentiment. Plus, manufacturing
growth is at its lowest for two years.

How policymakers choose to respond to slower growth is likely to
determine the direction of travel for the CNY in 2019. First, in terms
of fiscal policy, Chinese leaders have already signalled that further
stimulus measures are likely. Already in 2018, there have been
changes to personal taxation and import tariffs, to help
consumption, as well as planned increased in infrastructure.

Further, 2018 has also seen changes to monetary policy, including
four reductions in banks’ reserve requirement ratios and support.
The expectation of more support has dragged 10-year yields lower
and in early November, China’s one-year yield slipped below the
US’s for the first time, removing the CNY’s carry advantage and
implying downside pressure on the CNY. More RRR cuts are
possible, but policymakers remain wary as regards too much
easing, amid fears that it will increase the ‘wrong type’ of debt and
boost financial risks. The one-year lending rate has stood at 4.35%
since October 2015. That said, the focus on deleveraging may be
usurped by growth fears. Plus, the broadest measure of new credit
slumped in October, suggesting that a lack of available funds may
also now be a threat to the economy.

However, we still do not believe that China will directly use a
weaker CNY to counter either trade problems or slow growth. In its
Q3-18 Monetary Policy Report, the PBoC highlighted a tougher
management stance on the CNY, indicating that FX stability may
be desired, but a stable CNY as the USD softens would still imply
downward pressure on USD/CNY.
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CHF - Stay loose

Stuart Bennett We expect the Swiss franc to weaken gradually, but persistently,
stuart.bennett@santanderCIB.co.uk against the EUR in 2019. In our opinion, the Swiss National Bank
(+44) 33114 80134 will maintain its loose monetary policy throughout the year, and will

not consider altering its stance before the ECB hikes rates. The

economy has fared very well in 2018, but growth is expected to

slow in 2019, and inflation remains low. Furthermore, Eurozone

risks that may have supported a safe-haven bid for the CHF may
Chart 11: Annual Eurozone GDP growth diminish in 2019.

versus Switzerland GDP growth (%
9 ) The SNB’s monetary policy should remain loose and CHF-

negative. The deposit rate is -0.75%, the lowest benchmark rate

3.5 among developed markets. We think the SNB will keep it at this
3 W Eurozone M Switzerland level throughout the year.
As other central banks adopt a less dovish stance, the FX market
2.5 1 is likely to view the SNB’s policy as vulnerable to change.
However, we suspect that the bank will prefer to hold the policy
2 1 line, for fear that even a hint that Swiss policy could become less
15 accommodative could result in a disproportionate rise in the Swiss
franc.
11 Moreover, we do not expect the SNB to make any changes to
05 - interest rates before the ECB does. We look for a stronger EUR in
2019, helped by the prospect of ECB rate hikes, which in turn
0 - should help keep EUR/CHF elevated and provide the SNB with a

2015 2016 2017 2018E 2019E 2020¢ little more room for manoeuvre on policy in early 2020.
Consequently, we expect SNB rhetoric to continue labelling the
Source: Bloomberg, Santander CHF as highly valued, with the bank reserving the right to
intervene, and the policy risk focussing more on the EUR side if
the ECB maintains its dovish rhetoric, even as Eurozone growth
and inflation perk up.

Given that the bank still views the CHF as strong, some market

participants have questioned the success of the policy. However,
Chart 12: Swiss inflation is heading higher, but note that when the SNB abandoned its 1.20 EUR/CHF floor in
the pace is expected to be slow January 2015 and cut the depo rate to -0.75%, the cross dropped
below parity. Even allowing for its decline from around 1.20 levels
in April, the CHF has lost around 15% against the EUR since
January 2015.

y However, whilst policy has remained CHF-negative, the economy
had been positive for the currency in 2018. However, Q3-18 GDP
1 - data surprised to the downside, the economy contracted 0.2%
QoQ! That said, the SNB expects the economy to grow above
Nf potential in 2018, at 2.5-3%, although the consensus expects
activity to slow in 2019 and 2020, with economic growth at 1.7%
and 1.6%, respectively. Further, the outlook for inflation remains

-1 subdued, with the bank expecting CPI at 0.9% this year, 0.8% in
——Swiss CPI YoY % 2019 and 1.2% in 2020. Indeed, headline inflation is not expected
2 to reach 2% until half-way through 2021.
Jan-00 Jan-06 Jan-12 Jan-18  Eurozone risks will remain a threat to EUR/CHF in 2019. These

include political risk, like the recent focus on the Italian budget, or
the future relationship between Switzerland and the EU, and
whether the bilateral agreements between the two can be replaced
with a framework agreement, as the EU wants. However, the CHF
should be less vulnerable to global risks, boosting the currency via
a safe-haven bid. Those flows, helped by the unattractiveness of
low Swiss interest rates, have tended to head towards the yen.

Source: Bloomberg, Santander
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CAD - A potential outperformer

Stuart Bennett
stuart.bennett@santanderCIB.co.uk
(+44) 33114 80134

Chart 13: Solid Canadian fundamentals and
above-target inflation signal that more CAD-
friendly rate hikes are on the cards for 2019
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Chart 14: USD/CAD versus oil: the long-term
relationship (five years) suggests that the CAD
is still too cheap
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As we head towards 2019, we retain a bullish view on the CAD.
The combination of a robust Canadian economy, less trade
uncertainty and probable Bank of Canada rate hikes should favour
a stronger loonie.

The Bank of Canada’s monetary policy should be a positive factor
for the CAD in 2019. The BoC has hiked rates three times in 2018,
pulling the overnight rate to 1.75%. At its October meeting, it
adopted a more hawkish approach, signalling that rates would
need to move back to a neutral level. The neutral level for the
Canadian benchmark rate is assumed to be 2.5-3.5%.

The BoC also dropped the reference to gradual changes, so whilst
the pace of hikes is not pre-ordained, we suspect that at least
three rate hikes are possible in 2019, with the first in January to
correspond with the BoC’s next monetary policy report and
possible revisions to its economic forecasts.

The pace of rate hikes will also be data-dependent, but we
currently see little in the Canadian economic outlook to prevent the
BoC from running a less accommodative policy. The USMCA trade
deal, the NAFTA replacement, has eliminated much of the
uncertainty that has dogged Canada for most of 2018. Indeed,
recent surveys have indicated that firms intend to increase
investment.

Consequently, the economy is still expected to post solid growth
over the next couple of years, growing by 2.1% in 2018 and 2019,
before slowing to 1.7% in 2020. However, US growth is also
expected to dip in 2020, which implies that the CAD may still be
able to hold up against the USD even if it fades against other G10
currencies. Such growth rates, increasing capacity constraints and
low unemployment should keep inflation firm. The headline CPI
rate in October was above the 2% target and unchanged at 2.2%.
The core measures are also hovering around 2%. Headline
inflation is expected to be at or above 2% through to 2020.

The main risks, in our opinion, currently facing the CAD focus on
the US dollar and oil. First, there is a risk that the USD remains
strong. If the US economy continues to accelerate and the Fed
adopts a more hawkish stance, USD/CAD would probably
appreciate even if the BoC also hikes. However, in this scenario,
the CAD might still appreciate against other currencies. The
second risk, paradoxically, is that the USD weakens. If the USD
dips because the US economy softens, given the strong economic
links with Canada, it could pull the CAD down with it. However, in
this scenario we would still expect the CAD to outperform the USD.

The third risk is the oil price. Since the beginning of October, the
WTI oil price has fallen almost 30%. The correlation between
USD/CAD and WTI has been inconsistent over the last year, but
since the start of last month has reasserted itself, with the pair
back to moving in line with oil. This suggests that, at least in the
short term, the CAD is unlikely to post a recovery without a further
pick-up in oil. However, if we widen the CAD-oil analysis out
towards five years (see chart), it can be seen that whilst the
correlation remains strong, the CAD still looks a little oversold
given the current WTI level.
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Chart 15: Weaker Chinese growth would be a
negative for Australian trade and the AUD
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Chart 16: Unemployment dropped to the RBA’s

estimated “full employment” rate in October
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We hold a neutral stance on the AUD in the coming months,
but are upbeat on the currency in H2-19. The domestic
economy is improving, but inflation is still too low to prompt
the RBA to hike rates. Internationally, things are less certain,
with US-China trade fears weighing on risk sentiment, and
thus also on the AUD. We see global trade as a key risk for
the AUD in 2019. We forecast AUD/USD holding close to 0.73
heading into Q1-19, before rising gradually to 0.76 in Q4-19.

The Australian economy is performing well. Annual GDP rose
by 3.4% in Q2-18, its highest level in over five years. The RBA
now expects growth to average 3.5% in 2019. Meanwhile, the
unemployment rate fell to 5% in October, six months earlier
than the RBA had expected. This is now in line with the RBA’s
full employment estimate, with any further decline likely to pull
wages higher. The latest hourly wage growth, for Q3-18, while
still relatively low, is now at a three-year high of 2.4% YoY.

Australia’s CPI still lingers at the very bottom end of the RBA’s
2-3% target range. Until inflation pressures rise, there is little
need for the Bank to abandon its neutral stance. In November,
the Bank kept rates unchanged, at 1.5%, for a record 25"
consecutive meeting. While mortgage rates remain low, the
RBA already considers credit conditions to be tighter than
they have been for some time. Hence, we believe that the
Bank is unlikely to hike rates until at least late 2019.

Australian monetary policy will therefore probably continue to
take a back seat in H1-19, meaning that the USD, and global
trade concerns, are most likely to guide the AUD in early
2019. We still expect the FOMC to hike rates by 25bp at its
December, March and June meetings. With no change from the
RBA on the cards, interest rate differentials still point to limited
scope for significant AUD/USD gains in the months ahead.

The largest risks to the AUD, in our view, stem from China,
global trade and risk sentiment. China’s 2018 GDP growth is
expected to slip to 6.6% (Bloomberg consensus). This would
be its slowest full-year growth since 1990 (Chart 15), likely
negatively impacting iron ore prices, and the AUD.

Trade fears, particularly given the US-China tariffs, have
partially been responsible for the AUD’s underperformance for
much of 2018. Over the next few days (30 Nov and 1 Dec),
the G20 meeting takes place in Argentina. The AUD, in
particular, is likely to be alert to this event, and specifically to
any comments from presidents Donald Trump and Xi Jinping,
as they are scheduled to discuss the future US-China trade
relationship.

One recent positive for global trade stems from New Zealand,
Canada and Australia joining Mexico, Japan and Singapore in
ratifying the 11-nation Trans-Pacific Partnership (TPP11) free
trade agreement in October. This deal is due to come into
force on 30 December 2018. Upon confirmation of the deal,
Australia’s prime minister, Scott Morrison, said that "The TPP-
11 is one of the most comprehensive and ambitious trade
agreements in Australia's recent history. It will help support
Australian businesses to grow and see annual benefits of up
to AUD15.6bn to our national economy by 2030”.
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Chart 17: New Zealand is the only developed
market country to see short-term yields fall over
the past year
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Chart 18: With the RBNZ expecting headline CPI
to barely break above 2% for at least a couple of
years, it is also forecasting no rate hike until 2020
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We are neutral the NZD over the coming months. Global trade
concerns are likely to remain a drag on the NZD in the short
term, but with speculators already holding a large net-short
NZD position, there should be little scope for them to sell the
currency much further. Domestic data have picked up, but
below-target CPI is putting no pressure on the RBNZ to hike
rates. Indeed, the Bank does not expect to raise rates until
2020. This should leave interest rate differentials limiting the
NZD as other banks continue to hike. We see NZD/USD
holding close to 0.68 in Q1-19, before recording limited gains
over the coming year, reaching 0.70 in Q4-19.

NZD/USD has had a difficult 2018, with USD strength over the
summer months dragging the pair lower, from a 0.72-74 range
back in Q1-18, to below 0.65 in October. The pair has since
rebounded to a high of 0.6884 in mid-November, but this
move was largely USD-driven. Further gains in NZD/USD are
likely to be dependent on additional USD weakness as we see
little reason to be too positive on the NZD just yet.

The domestic economy has been improving, in our view.
Certainly, employment data comfortably beat both the
market’'s and central bank’s forecasts in Q3-18, with the
unemployment rate falling to 3.9%, a 10-year low, and below
the government’s 4% “full employment” target.

However, while annual GDP growth rose to 2.8% in Q2-18,
this is still well below the 3-5% range of 2014-2016. Likewise,
although headline CPI rose sharply to 1.9% YoY in Q3-18,
only once during the past seven years has it touched above
the 2% midpoint of its 1-3% target range.

Consequently, it should perhaps not be a huge surprise that
the RBNZ repeated at its November meeting that “we expect
to keep the overnight cash rate at its current level through
2019 and into 2020.” While this statement is very clear, it is by
no means a commitment to the future, as the Bank also says
that “there are both upside and downside risks to our growth
and inflation projections” and that “as always, the timing and
direction of any future rate move remains data dependent”.

As well as being data dependent, future rate decisions are also
likely to be influenced by other members of the RBNZ. Until
now, the RBNZ rate decision has been made solely by the
RBNZ'’s governor. However, the government plans to amend
the Reserve Bank Act, which would see the RBNZ monetary
policy decisions being made by a committee of internal and
external members in 2019.

Given these expected changes, RBNZ Governor Orr invited
the Secretary to the Treasury, Gabriel Makhlouf, to attend the
Bank’s monetary policy decision meeting as an observer in
November, to help ensure a smooth transition to a new
monetary policy framework, when this change happens.

Meanwhile, with the market set to have a long wait for the
RBNZ to change the cash rate, any further decline in short-
term rates in New Zealand (Chart 17), when yields elsewhere
are on the rise, is likely to cap the NZD going into 2019.
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SEK —= Calm, but uncharted waters

Michael Flisher We are positive on the SEK over the coming year. Solid
michael flisher@santanderCIB.co.uk macro data, together with the prospect of the beginning of a
(+44) 33114 80232 tightening cycle should underpin the SEK in 2019. However,

for the remainder of 2018, and perhaps the start of 2019,

there are key risks for the SEK, primarily owing to the current

political uncertainty, with a new government still not formed
Chart 19: Headline and core inflation continueto  Since the 9 September election, but also due to the fact that

move higher, with CPIF excluding energy even we do not expect the Riksbank to hike rates in December,
ticking up to 1.5% YoY in October despite the Bank reiterating that this is an option. We continue
25 - - 25  toforecast EUR/SEK at 10.2 in Q1-19 and 9.6 in Q4-19.
h ,\J The SEK is the weakest developed market currency so far in
2.0 A : ' - 20 2018, having weakened almost 13% against the USD and 5%
j V against the EUR. Most of this decline came at the start of the
15 4 . 15 Yyearthough, with the SEK moving mostly sideways in H2-18.
The Swedish economy contracted 0.2% QoQ in Q3-18, this
10 - L 10 may have been due to temporary factors. So , Q3’s slowdown
Sweden CPI could prove temporary, further, inflation continues to rise, with
szdZ: i both the headline and core rates sitting comfortably above the
051 Sweden CPIF excluding energy [0 Riksba_nk’s 2% targgt in_recent months, and even CPIF
Riksbank Inflation Target excluding energy rising in October (Chart 19).
o0 16 17 18 *® The Riksbank continues to suggest that it could raise rates in

either December or February but we still believe that a 2018
hike is very unlikely. We are not even fully convinced that the
Bank will lift rates in February, although we certainly consider
the latter date as the more likely of the two.

Source: Bloomberg, Santander

An unchanged rate decision from the Riksbank on 20
December has the potential to limit the SEK in late 2018, but
domestic politics could also constrain the currency. As we
have highlighted before, Sweden has strong and stable

, finances, with both a fiscal and current account surplus (Chart

Chart 20: Political uncertainty remains, but any
SEK fears should be limited by Sweden’s dual
fiscal and current account surplus

5
T 4 . N’O 20). As such, the political uncertainty has not caused as much
8 3 ] disturbance as it might in another country.
0\3 2 . @ However, the current impasse has already taken the country
75 bz i ¢ sz into uncharted waters. It is already Sweden’s longest post-
& 0 U | * election period without a government, and snap elections are
& 1 cA |G % looking increasingly likely. Indeed, the Centre Party leader,
g 2 Uk Annie L66f, abandoned her attempts to form a government
T 3 o | * last week. This follows similar failures to form a government
-4 5 US’O JNS 10 15 from the leaders of the Moderate and Social Democrat parties.
Current Account Balance (% of GDP) Only the former went to a vote in parliament, but Kristersson’s
proposal to form a minority government with the Christian
Source: Bloomberg, Santander Democrats, supported by Sweden Democrats, was voted down

(195-154), as the Centre and Liberals refused to accept a
government that relied on the Sweden Democrats. This was the
first time a candidate for prime minister was rejected by the
Riskdag since the abolition of the bicameral legislature in 1971.

After four failed votes, snap elections must be held. Hence,
the speaker of parliament, Andreas Norlen, is trying to force
the next vote, and says that he will formally nominate the
Social Democrats’ leader (and ex-prime minister), Stefan
Lofven, on 3 December, for a potential vote in the following
days.
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NOK = It all comes down to oil

Michael Flisher We are positive on the NOK in 2019. A relatively solid
michael.flisher@santanderCIB.co.uk economy, elevated inflation, and a central bank planning to
(+44) 33114 80232 hike rates again in Q1-19 should all support the NOK in 2019.

However, a sharp decline in the oil price in Q4-18 (-30% from

peak to trough) has weighed heavily on the NOK, pushing

EUR/NOK briefly above 9.75. The NOK is now too weak, in
Chart 21: EUR/NOK has risen quickly on the back ~ OUr view, but this move has nevertheless forced us to revise

of a sharp oil price decline in Q4-18... our 2019 forecasts higher. We now see EUR/NOK dropping to

80 - ~ 920 Just9.5in Q1-19 and 9.1 in Q4-19.

75 | - 930  The NOK is the weakest developed market currency so far in
| 940  Q4-18, depreciating by almost 5% against the USD. The

70 1 second worst performer is the CAD, which is down by around

1 950 39 against the USD over the same period. Most of the

65 | : ) )
L 060 Weakness in both these currencies comes down to oil.
801 - 9.70  The petroleum sector accounts for around half of Norway’s
55 | 9go  ©xports. As such, it is unsurprising that the ¢.30% drop in WTI
oil prices over the quarter (from USD75bbl to USD50bbl this

50 ; ; ; ; —L 9.90 ; i i
Jan18 Mari8 May18 Jull8 Sepl8 Novis week) has weighed quite heavily on the NOK (Chart 21).

WTI Crude Oil (1st future, USD/bbl) Qil is likely to continue being an important driver of the NOK,

——EURINOK, ths, rev both in the coming weeks and throughout 2019. However,

even if the oil price were to stay at around USD50/bbl, when
we regress the oil price with EUR/NOK using weekly data over
the past ten years, our model suggests that EUR/NOK is too
high, and should instead be closer to 9.1.

Source: Bloomberg, Santander

However, the worst may now be over for the oil price decline.
Indeed, the market is now turning its attention to the 6 December
OPEC meeting, which could be crucial for oil price direction in
11 - \C/lvlglf?rtulggtg”ElrJizNgg?u%-;:) - USDEL/bD) 2019 as some OPEC members, including the UAE’s OPEC

P N Governor Ahmed al-Kaabi, have hinted at lower oil production.
Russia’s resistance to a cut may mean that this position could
prove to be more ‘forward guidance’ than official policy, but
even this could help support the oil price at its current level.

Chart 22: ...although historical data still suggest
the cross is too high given the current oil price

Domestic data have been mixed in recent months. GDP
growth rose to 0.6% in Q3-18, but the mainland rate fell to
7 4 o 0.3%, hurt by low production in the power and agricultural
Y > 0027 xWTlollprice + 105 sectors after the summer drought. The unemployment rate
6 — T T T ‘ has been rising, but so too have wage pressures. Confidence
20 40 60 80 100 120 data have been falling but Norway’s trade balance reached its
WTI crude oil USD/bbl highest surplus in over four years in October (on a non-
seasonally adjusted basis). Even inflation numbers have been
a little mixed recently, disappointing in October, but with both
the annual headline and core rates remaining relatively
upbeat, at 3.1% and 1.6%, respectively.

EUR/NOK

Source: Bloomberg, Santander.
Note: Data as at 26-Nov

Above-target inflation allowed Norway’s central bank to raise
rates for the first time in seven years in September, with the
Bank signalling another rate hike to come in Q1-19. We do not
expect the Norges Bank to lift rates until March and while the
Bank has not explicitly ruled out a December hike, the recent
oil price drop suggests that the Bank is more likely to be
patient. As such, while we now see EUR/NOK as overbought,
the market may need to wait until late Q1-19 for more explicit
justification to buy the NOK.
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LatAm FX: Main Themes

Currency 3Mview 12M view Main Themes
e The likelihood of the approval of the pension reform will be the main driver
\ for Brazilian assets going into 2019, in our view.
BRL :> In the short term, with the summer holidays approaching in Brazil,
domestic news flow should take a backseat to global market
developments as the key driver of currency movements.

e Low inflation should allow for loose monetary policy throughout 2019,
contributing to low potential carry gains.

e The Mexican peso has caught up with its EM peers and remained stable
’ due to Banxico’'s 25bp hike on 15 November.

e The market seems to be starting to price in the possibility of a further
deterioration in the federal government’s and/or Pemex’s finances.

MXN :

e The incoming administration’s economic team has set a target of a primary
surplus of 1.0% for 2019, yet questions about its feasibility persist. Further
MXN depreciation, on the back of fiscal concerns, could prompt a Banxico
response at the 20 December meeting.

e The CLP will remain dependent on the external environment, particularly
trade tensions and copper prices.

CLP \ ::> e The risk scenario is a permanent decline in copper, with effects on

business confidence, investment, and eventually growth.

e In the medium term, if copper prices normalise, the CLP should remain
weak vs. the USD but relatively strong vs. EM peers, given Chile’s lack of
fundamental imbalances in the economy.

e The impact of the slump in oil prices on the COP has been somewhat
contained, but its risk profile has deteriorated, with lower oil prices putting
' pressure on fiscal accounts, growth and the current account balance.

e We have increased our COP forecasts to reflect the new oil scenario and
now expect the currency to return to 3400 vs. the USD in 2019.

cop \

o 6 December will be a key market mover for the COP. If the members of
OPEC agree to cut back production to counter the current supply glut, it
could alleviate some of the pressures on the COP and the Colombian
economy.

e The new foreign exchange policy has proved very successful in curbing
FX trends that seemed to be spinning out of control at the end of 3Q18.

11% vs. the USD. But the greenback unexpectedly jumped 6.7% in two

ARS e Between 1 October and 23 November the local currency appreciated
\ sessions following Thanksgiving on Thursday 22 November.

e We believe that the dollar spike of the last few days is unlikely to be
sustained looking forward and foresee USDARS at around 38 by eoy.

e Year-to-date, the Peruvian sol has been the best performer in the region
\ and one of the best performers among EMs.

e The PEN'’s better performance than its regional peers, such as the CLP,
PEN ::> can be partly attributed to the increase in Peru’s mining production,
particularly copper, in the past couple of years.

e We believe that the Peruvian sol’s orderly depreciation will continue,
reaching 3.4 vs. the USD in the short term as external risks continue to
build, with the potential escalation of the trade war between the US and
China being the main risk.

' Bullish ’ Mildly Bullish —> Neutral \ Mildly Bearish l Bearish

Source: Santander.
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BRL — Waiting for the flows (don’t hold your breath)

Luciano Sobral Following a strong run in October, the BRL has been among
lusobral@santander.com.br the worst performers in the EM currency universe since Jair
(+55) 11 3553 3753 Bolsonaro’s triumph in the 27 October election run-off

(notably, other high yield currencies such as the TRY, ZAR,
IDR, and INR strengthened against the USD in that period).
Apparently, the appointment of a market-friendly economic
team was not enough to convince foreign portfolio investors
to add to BRL-denominated assets, which also decreases
the risk appetite of local investors that added risk ahead of
the elections. There is little recent data on fixed income
Chart 23: Currency spot returns vs. USD, % (29 flows, but on the equity side, according to _data from thg Séo
Oct. — 28 Nov.) Paulo stock exchange (Bovespa), net foreign outflpws in
November already add up to more than USD 1 billion.

6 We highlighted in October’s FX Compass that the BRL'’s

4 move during that month was too fast, too strong: with the

2 currency close to its fair value and record-low short-term

0 w interest rates leading to low potential carry gains relative to
-2 r other EM currencies, we adopted a relatively bearish view on
-4 the currency in the medium term. Nevertheless, we were

6 surprised by how fast the relief rally related to the results of

>rarroazezozaoldo the presidential election evaporated. The first leg of the
ry2zpoz & E o 8 § Zo % ‘honeymoon’ phase (see our report Brazil Post Elections:

Honeymoon and Marriage, 25 October 2018) seems to be

Source: Santander, Bloomberg already over, and a new wave of optimism will now depend,
in our view, on concrete advances in the fiscal consolidation
agenda, especially pension reform.

The next few months should bring little news on that front:

Bolsonaro’s proposal may be made public (in our view, it

would be preferable for the incoming government to use
Chart 24: Net YTD flows to Brazil’s stock exchange 1emer’'s reform as a starting point, as this would save them

(USD billion) precious months of discussion in the Lower House and allow
for a faster decisive floor vote in 2019), but the newly elected
4 Congress only starts its activities in February and little can
2 be done before the long Carnival holiday in early March.
A Therefore, the BRL’s performance in the short term should
f - - - - - - be more dependent on global market gyrations.
-2 \‘\\ Another development worth watching will be the stance of
the newly appointed central bank governor, Roberto Campos
-4 , . . . . .
P N Neto, on the bank’s FX intervention policy and international
¥ @ R QO W B O reserves. His confirmation hearing in the Senate is still not
NTE N T oS X R

scheduled, although it should happen before year-end. The
central bank still holds a considerable amount of FX swaps
auctioned mostly in May/June, and a change in the rollover
policy has the potential to change the short-term dynamics of
the currency. Campos Neto will probably soon be invited by
the press to share his opinion on the level of international
reserves, which incoming finance minister Paulo Guedes has
already claimed to be excessive. STUART

Source: Santander, Bloomberg

On the monetary policy side, we still think that the Selic rate
will stay at 6.5% throughout 2019 and 2020, so relative carry
gains should continue to be defined by the rates of funding
currencies and other competitors for this kind of flow.
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Chart 26: MXN vs. JPMorgan Emerging Market
Currency Index Sep, 2017=100.
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The Mexican peso has caught up with its EM peers and
remained steady for some weeks now. A few weeks before
the presidential elections, the MXN started to appreciate,
diverging from the depreciating EM currencies, mainly in
response to a stronger USD. At the time, AMLO was
enjoying his political honeymoon with a market pleased by
his conciliatory speech after winning the elections, his
moderate stance on energy reform and private sector
investments, his commitment to central bank autonomy (as
he appointed the highly qualified and independent Jonathan
Heath to the board), and his pledge of fiscal prudence.

This honeymoon was also sweetened by progress in the
trade negotiations with the US, as uncertainty surrounding a
potential US withdrawal from NAFTA diminished with the
agreement on the USMCA, thereby further strengthening the
MXN. However, the honeymoon began to come to an end as
the market grew uneasy when the administration put the fate
of the Mexico City Airport in the hands of a public
referendum and then cancelled the Texcoco project (the
latter action prompted Fitch to put Mexico on negative
watch). As a result, the MXN’s performance came back into
line with its EM peers (see chart 26), with the currency now
moving in the opposite direction to the USD. Nevertheless,
the MXN has remained stable due to Banxico’s 25bp hike on
15 November.

Thus, we could argue that the market is starting to price in
the possibility of a further deterioration in the federal
government’s and/or Pemex’s finances. The nominal yield
curve spread between 2y and 10y now stands at 50bp,
whereas on 16 October it was only 18bp. In the same period,
the Pemex ‘47 bond yield in USD jumped from 7.16% to
8.34%. Mexico’s 5-year CDS is now trading like a BBB- at
162, slightly higher than Russia at 159 and Colombia at 147,
both countries rated BBB- by S&P.

Given the perception of fiscal deterioration, we expect further
MXN depreciation to prompt a Banxico response at the 20
December meeting. We do not yet believe that a hike is
likely—especially considering the hawkish tone of the last
communiqué, Banxico’s warnings about a prudent fiscal
budget, and the fact that the November decision to hike the
policy rate by 25bp was not unanimous (indeed, one member
voted for a hike of +50bp.)

The incoming administration’s economic team has set a
target of a primary surplus of 1.0% for 2019. Nevertheless,
proposals for new social programmes and new infrastructure
projects have raised doubts about the likelihood of finding
savings to accommodate such plans. In addition, credit rating
agencies have warned of a credit downgrade for Pemex if it
changes its business model to refining gasoline and

reporting in MXN, instead of exporting more oil and reporting
in USD, when 87% of its USD100bn worth of debt is mostly
denominated in USD. According to the incoming government,
the next budget may include MXN2100bn to start building a
new refinery and revamping the current six refineries.
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CLP — More turns ahead on the roller coaster

qUan Pablo Cabrera In the last few weeks, the USDCLP rate has been on a roller
jcabrera@santander.cl coaster ride, crossing the 690 threshold twice, but easing
(+56) 22 320 3778 significantly in following sessions, hitting lows below 670. This

replicated the volatile, but range-bound, performance of copper
prices (between US$2.67/lb and US$2.81/Ib), and dollar
indexes (vs. DM and EM). In general, we continue to detect
signs of a “funding currency” effect in the CLP, as the peso has
tended to react more intensely to negative news.

On the local growth front, September's IMACEC came in at
2.3% yly, a weak reading vs. previous months. This was due to

Chart 28: CLP vs. selected benchmarks a decline in mining output, a negative calendar effect, and a
112 R S pertain slowdown compared with 2Q18, although it is (_Jlifficult to
110 ' ‘ isolate these effects. October data should provide clarity on the
108 vs DXY

o state of the real economy, as the calendar effect should be
—y reverted — we expect IMACEC to come out above 4% yly, thus
102 | W mitigating growth concerns. In any case, global risks continue
100 N/ \J to drive growth sentiment lower: projected 2019 GDP growth
%8 v, has fallen 30bp to 3.5%, as per the BCCH survey.

o : Regarding inflation, October's CPI came out slightly on the
% upside, at +0.4% m/m, +2.9% y/y. The breakdown was mixed,
90

with gasoline and food prices exerting upward pressures, while
electricity tariffs worked in the opposite direction. That said,

Nov-16 Feb-17 May-17 Aug-17 Dec-17 Mar-18 Jun-18 Oct-18

gasse ig(t’lz’r\]“;‘;g%}feC‘;grg:fgﬁtirise”;ggr%; core inflation remains low (at 2.1% yly), and the FX pass-
o ndor ' ' g through to local prices continues to be mild, at least vs.

historical standards. For the coming months, the abrupt decline
of global oil prices will translate into lower gasoline prices in
Chile, up to 10% vs. October, which is likely to produce low
headline inflation prints in November and December, and keep
yly measures below 3% in 1Q19.

Local rates, in turn, moved lower, reflecting recent global
trends. Now the market discounts a 3.75% BCCh rate for end-
4.25% - 2019, vs. 4.10% one month ago, while 10yr Camara swaps
have rallied 30bp to 4.25%, a three-month low. Next week will
be key for monetary policy, given the 4 December rate meeting
and the IPoM release the following day. The market discounts a
60% chance of no move, but we would not be surprised to see
a 25bp hike to 3% and a general dovish tone, suggesting that a
pause is coming in the next few meetings. The BCCh would
thus put real rates back into zero territory, while maintaining
them well in expansionary zone (neutral is estimated at around
4.25%) and guaranteeing a gradual path thereafter.

Chart 29: BCCh rates — Market implied path
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All'in all, we maintain our call that the key CLP drivers in the
Source: Santander coming months will be external: the USD and copper prices.
We expect a volatile context: the USD may lose some ground if
Fed messages turn more dovish, but concerns about global
growth may easily drag copper prices lower, with ambiguous
effects on the peso. Mild rate hikes in Chile should not change
the general CLP direction, in our view. Net net, we maintain the
idea of an upward drift in the USDCLP, unless the scenario of
soft landing in the US and a resilient China becomes more
likely. Extrapolating the trend in fair values since early this year,
we obtain 680-685 for end-December.
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Chart 30: COP catching up with peers*
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Since our last FX Compass (published 25 October), the
COP’s outlook has deteriorated, with oil prices plunging to
their lowest levels since October 2017. The price of Brent
has fallen 22% in the past month, from a high of $77/bbl to
levels below $60/bbl. Despite the sharp correction in oil
prices, the COP has mainly fluctuated within a tight range of
3150-3200, but started to evidence pressures recently, with
the currency again depreciating and moving towards the
USDCOP 3300 level, which we estimate to be its current fair
value. While the impact of oil prices seems to have been
moderate so far, in retrospect, the COP has been slowly
catching up to its EM and LatAm peers throughout the year,
prior to the decline in oil prices, with this last move aligning
the COP with these peers.

In general, however, the currency’s risk profile has
deteriorated and we do not rule out further depreciation. In
the short term we are entering a month of low liquidity, while
lower oil prices have clouded the optimistic macroeconomic
outlook, putting pressure on fiscal accounts, growth and the
current account balance. In terms of fiscal accounts, the
budget for 2019 estimates oil at a price of $65/bbl, above the
current level. This, in addition to the lack of political
coordination to pass the financing law are again raising
concerns regarding the government’s ability to continue with
fiscal consolidation in the medium term. In tandem, country
risk is starting to increase, with 5-year CDS rising by 21bp in
the past month, albeit still below the 326 peak reported back
in 2016 when the Brent oil price plummeted below $30/bbl.
Needless to say, the OPEC meeting on 6 December will be a
key market mover for the COP. If the members of OPEC
agree to cut back production to counter the current supply
glut, it could alleviate some of the pressures on the COP and
the Colombian economy, with oil prices possibly recovering
in the second half of next year.

Previously, we had expected a slow decline in the COP in
2019, but given the recent slump in oil prices, we have
revised our COP forecasts upwards. In addition to lower oil
prices, external risks are building as a result of tighter
financial conditions and trade war tensions, and we thus
consider that the COP will return to 3400 vs. the USD in
2019, a record high not seen since 2016.

In terms of monetary policy, we consider that the
government’s decision to continue to exempt basic basket
items from VAT has notably decreased inflationary risks.
However, other important risks to the upside remain,
including the possible effects of El Nifio, a significant
increase in the minimum wage and further FX depreciation.
Given this, we stick to our forecast that the central bank will
start its hiking cycle in March 2019. Nevertheless, BanRep
remains highly vigilant with respect to inflation expectations,
and if there are important revisions in January, we would not
rule out the possibility of a first hike in that month, as the
market is pricing in.
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The new foreign exchange policy launched in early October
has proved very successful in curbing FX trends that seemed
to be spinning out of control at the end of 3Q18. After
depreciating 33% between August and September, the
peso’s free fall has apparently been checked.

From 1October to 23 November the local currency
appreciated 11%, letting market players relax their peso bets
while they started to rethink their strategies, supported by a
more stable financial environment.

The approval of the second phase of the IMF agreement,
consisting of disbursements of funds that are no longer
precautionary and more than 88% of the US$56.3bn total
financial package to be disbursed in the next ten months,
has undoubtedly been a key support for the recent FX
performance.

In turn, the floating monetary policy rate, as set in the daily
Lelig auction conducted by the central bank, has consistently
moved downwards since early October, reaching 61.2 % on
Monday 26 October from a peak of 73.5% on 8 October.

However, the greenback unexpectedly jumped 6.7% in the
two sessions following Thanksgiving on 22 November. We
see no clear reasons for the dollar spike of the last few days:
our traders have not detected any significant trade outflows
and in fact retailers have sold dollars to the bank’s branches
—in net terms- in the last two sessions as they have done
since mid-October. Similarly, import customers, who buy
dollars to purchase overseas goods or services, have not
changed their extremely cautious behaviour of the last two
months.

Some pundits and analysts argue that the monetary policy
rate has dropped too fast while others believe that the 15%
appreciation of the local currency in real terms recorded
since late September might explain some portfolio changes
from pesos to dollars, an unlikely hypothesis, in our view,
which cannot be supported by the flows recorded by
Santander.

Based on all the above, we believe that there are no clear
arguments to support the view that the dollar spike of the last
few days is likely to continue going forward.

Furthermore, based on the assumption that the government
will maintain monetary base growth at zero in the months to
come, we ratify our view that the dollar quotation is likely to
continue to move around the lower bound of the non-
intervention zone. We expect a dollar price of around ARS38
by year-end, below the USD/ARS 39 officially projected by
Santander Rio economists.
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Chart 34: USDPEN vs. copper prices ($/Ib)*
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Year-to-date, the Peruvian sol has been the best performer
in the region and one of the best performers in the EM
space. USD/PEN has depreciated moderately throughout the
year, by 4.4% YTD, below the EM index depreciation of 10%.
One of the main drivers of the PEN'’s depreciation has been
lower international metal prices. The price of copper and
gold, which are among Peru’s top exports, have decreased
by 17% and 8%, respectively, YTD. Gold exports account for
17% of total exports and are the second largest metal export
after copper, which accounts for close to 30%. Despite this,
the PEN’s adjustment has been notably more moderate than
the CLP in Chile (the other important copper exporter in the
region), which has depreciated by 10% during the year. This
better performance can be partially attributed to Peru’s
increase in copper production in the past couple of years,
making it the world’s second largest exporter in 2017,
surpassing Chile’s production levels.

Additionally, the central bank has intervened in the market
during the year, mainly via FX swaps. The swap stock as of
21 November was close to US$1.4bn. However, the central
bank’s intervention has been somewhat contained, and while
it has helped to moderate volatility, it has allowed the
currency to maintain its trend.

We believe that the Peruvian sol’s orderly depreciation will
continue, reaching 3.4 vs. the USD in the short term as
external risks continue to rise. We consider that the largest
risk for the currency continues to be the potential escalation
of the trade war between the US and China, as this could
continue to put pressure on commodity prices, particularly
metal prices, and China remains Peru’s main trading partner,
with 30% of Peruvian exports going to this market.

Still, the potential impact of external shocks could be
somewhat contained in comparison to that felt by Peru’s
peers as it is less vulnerable thanks in part to the country’s
comfortable level of reserves (close to 30% of GDP, the
largest in the region under this measure) that covers four
times Peru’s external short-term liabilities. Moreover, the
current account deficit remains one of the lowest in the
region despite the recent revisions due to the decline in
metal prices (the central bank revised the 2018 current
account deficit estimate up to 1.6% from 1.2%).

Finally, Peru’s growth profile remains positive, with the
consensus expecting the economy to expand by 3.8% in
2018 and reach its potential growth of 4.0% in 2019. Solid
consumption and higher mining investment commitments for
the coming years are the main driver, but private investment
in general is picking up and compensating somewhat for the
lack of public expenditure. In terms of monetary policy, we
expect the central bank to deliver its first hike in 1Q19, as
headline inflation is the way to reaching the 2% inflation
target by end-2018 and the output gap is forecast to close in
1Q109.
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CEE FX: Main Themes

Currency 3Mview 12M view Main Themes

e We maintain our view that the zloty might post gains in the last
month of the year on the back of still robust Polish economic data
and better global market sentiment. The room for a subsequent
lower EUR/PLN seems limited, as more signs of an economic
slowdown could appear.

PLN

e The Czech koruna has underperformed its CEE peers due to
such internal issues as hawkish rhetoric from the central bank
and protests against the government. We think the koruna could
gain slightly until the end of 2018E.

CZK

—>
¢ We maintain our short-term forecast for EUR/HUF, which is likely
HUE suffering due to the geopolitical tension and deceleration of the
\ Euro zone economy. At the end of 1Q19E, we expect a rebound
of the HUF, mainly as a result of the central bank’s decision to
phase out unconventional monetary policy measures by the end
—>

of 2018.

e We see room for the RUB to depreciate by the end of 1Q19, due
to lower oil and energy commodities prices and the risk of the US
imposing new sanctions on Russia. The RUB could also suffer as
a result of lower global growth prospects.

RUB
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Source: Santander Bank Polska S.A.
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Chart 36: EUR/PLN and two-quarter change in
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EUR/PLN remained within the 4.26-4.34 horizontal trend it has
been in since August. We maintain our view that the zloty could
see gains in the last month of the year on the back of still robust
Polish economic data and better global market sentiment. The
room for a subsequent lower EUR/PLN seems limited as more
signs of an economic slowdown could appear.

Poland’s flash 3Q GDP surprised on the upside, growing 5.1%
yly. The headline figure remained above 5% for the fifth time in a
row, the best streak since the 2006-08 economic boom. The Stats
Office is due to release details at the end of the month, but we
believe consumption continued to be the main growth driver, while
the contribution of net exports was negative or neutral.

We expect to see a deceleration in Poland’s GDP growth in the
coming quarters, mainly owing to a weakening trend in
international trade. However, economic activity looks set to remain
robust until the end of 2018E, as the October monthly output and
sales data surprised significantly on the upside.

Recall that, in September, the European Commission (EC)
decided to take the Polish government’s judiciary reforms to the
Court of Justice of the EU (CJEU). The EC has asked the Court to
use an expedited procedure and has requested provisional
measures.

The Polish government recently prepared an amendment to the
bill in question, which should be in line with the CJEU’s request,
so we do not expect any political pressure on the zloty in the
coming months.

The last few weeks have seen a sharp drop in US stock indexes
and, in our view, the pace of the sell-off is overdone. The four-
week % change in the S&P500 has only been lower during
periods of serious turbulence (which does not seem to be the
case now) and has always been followed by a stabilization or a
gradual recovery in stock prices.

US economic activity data still look solid, which could encourage
investors to take advantage of the recent sell-off to purchase
shares. Higher risk appetite could, in turn, work in favour of the
Polish currency.

The seasonal pattern could also be zloty-positive. According to
Bloomberg, in the last 12 years EUR/PLN has only risen three
times in December; the last time was in 2014.

The risk factor for our lower EUR/PLN scenario would be another
round of market concerns about liquidity at some of the small
Polish banks and the media talking about the central bank
governor’s resignation.

In November, top central bank and government officials said the
situation was under control, but they are ready to act if needed,

and this has calmed investors. However, any resurfacing of this

issue could generate negative pressure for the zloty, like it did in
mid-November.
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Chart 38: EUR/CZK and euro zone GDP growth
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HUF — Hit by Eurozone
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Chart 39: Hungary CPI
5 -

0.5

+1.0

+1.5

+2.0

2.5

3.0

——CPI1% yly == «CPI|% yly forecast

4,
2\

3,

2,

1
0 Af\[\/\'\
mmmwwv IA/LOVLD\%OI\I\I\OOODOO@
AT W Sl g G A A g g S G d
70&@05_@ ED’)UE@UECS)UE@OE_
18<28<248/<28<28<28<28<

-2 -

Source: Reuters, Santander Bank Polska.

The Czech koruna has underperformed its CEE peers since the
last FX Compass. The main reasons for this were internal issues,
such as not very hawkish rhetoric by the central bank and
protests against the government.

In November, the Czech central bank (CNB) hiked rates by 25bp,
putting the main rate at 1.75%. The bank governor said that the
next hike could take place in January with the timing largely
depending on the EUR/CZK rate. We think the koruna could gain
slightly until the end of 2018E making a December hike unlikely.
The rate increase in 1Q19E might be the last one before a longer
pause as there are initial signs of an economic slowdown.

According to the flash estimate, Czech GDP growth decelerated
surprisingly in 3Q to 2.3% from 2.4% while the market expected
an acceleration to 2.6%. In September, retail sales contracted
2.2% yly, the worst performance since mid-2013, while industrial
output fell 0.9% yly, putting it in negative territory for the second
time this year. At the same time, inflation seems to have
stabilized at slightly above 2% yl/y after it jumped to 2.6% in June
from 1.7% in March.

In late-November, the Czech government survived a no-
confidence vote after the opposition demanded PM Babis’
resignation. Recall that the Czech PM is accused of a subsidy
fraud. The fact that the long delay in establishing a new
government after the 2016 elections had no clear impact on the
koruna suggests there should be no long-lasting impact from
political scene on the Czech currency this time around.

EUR/HUF fell in early November to 321.70 from 324.50, and
oscillated in the 321.30-322.80 range for most of the month. The
HUF appreciation was a consequence of the better global market
mood and positive surprises in macro data. According to the flash
reading, 3Q18 GDP rose faster than expected (4.8% y/y vs 4.4%
yly in 2Q18). Wages and PMI also beat expectations (in October
the Manufacturing PMI was at 57.3 vs 53.8 in September).
Industrial production and retail sales data were below the market
consensus (mainly due to seasonal effects) but they did not affect
HUF noticeably. At the end of November, EUR/HUF jumped to
324.30, in reaction to increasing tension between Russia and
Ukraine.

In the next four to five weeks, we anticipate EUR/HUF staying at
around 325 due to the high geopolitical tension in the region
(Ukraine-Russia conflict) and expected poor macro data from the
rest of Europe. We believe that problems for the automotive
sector (which accounts for c17% of Hungarian exports) will
translate into poor results for Hungarian industry in general. The
expected scale of the forint depreciation is likely to be relatively
small, thanks to the central bank’s decision to phase out part of
the unconventional monetary policy measures by the end of
2018. This scenario should be supported by inflation data (the
October reading was 3.8% y/y vs a 3.6% y/y market forecast).
According to our forecasts, the November CPI could reach 3.9%

yly.
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Chart 40: USD/RUB and EUR/USD
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Over the last four to five weeks, we observed two waves of RUB
depreciation. In the first ten days of November, the ruble was
pressured by the slump in oil prices and the strengthening of the
USD. This pushed USD/RUB up to 68.15 — the highest level
since September. An additional factor which negatively affected
the RUB was a remark of the chief of the central bank research
department, Alexander Morozov, who said that the September
interest rate hike could have been a one-off event.

The second wave of depreciation came at the end of November,
as a reaction to the information that Russian naval forces had
seized three Ukrainian vessels close to the Kerch Strait. As a
consequence the USD/RUB rose to 67.15.

We believe that in the next few weeks USD/RUB may climb to 70
as a reaction to tension in the Black Sea. We think that the
increasing risk of the US imposing new sanctions on Russia
could negatively affect the RUB at the end of 2018. Taking a
longer-term perspective, we expect the RUB to stay weak
because of the mixed macro data we foresee.

The latest data showed some rebound in the leading indicators
(in October the Manufacturing PMI rose to 51.3 from 50.0, while
the Services PMI increased to 56.9 from 54.7). However, at the
same time, we saw weaker-than-expected CPI data (3.5% y/y in
October vs 3.6% y/y market forecast and 3.4% yl/y for
September) and GDP growth, which showed a deceleration (in
3Q18 GDP rose by 1.3% y/y vs 1.9% in 2Q18). Wages rose a bit
less than expected, as did real retail sales (+1.9% y/y in October
vs 2.2% yly the previous month). In October only industrial
production (3.7% yly vs 2.2% in September) and real disposable
income (1.4% r/r vs -1.5% yly in September) surprised on the
positive side, even though the real wages dynamics decreased.

In the October post-meeting information, the central bank
suggested it may consider further rates hikes, while in mid-
November, Alexander Morozov, head of the Russian central
bank’s research department, said that the September hike may
have been a one-off. We are concerned that ambiguous
information from the central bank could weaken investors’ faith in
interest rate hikes, despite the expected growth in inflation.
According to our forecasts, inflation in Russia could reach 4.0%
at the end of the year and 5%-5.5% y/y in mid-2019E (as a
consequence of VAT rate increases announced by the
government).

This scenario will be supported by still deteriorating Euro zone
data, which, along with decreasing oil and energy prices, may
erase market expectations of further interest rate hikes. This,
together with geopolitical tension, could hit the ruble again at the
end of 1Q19.
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G10 FX: IMM Speculative Positioning
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IMM commitment of traders report:
EUR/USD position
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Speculators remain very net long the USD. Indeed, in the four
weeks ended 13 November, the net long USD composite
speculative position rose to its highest levels in almost two years.

The net EUR position turned negative in October, having
been positive for most of 2018. This position has turned even
more negative in November, at 37k contracts in the week ended
13 November, as the market focus on the Italian budget has
weighed on EUR sentiment.

Speculators are still very net short the GBP. An unwinding of
this position looks unlikely until there is more certainty on Brexit.

The net short AUD and NZD positions narrowed in November.
Both positions have deteriorated notably since April, following an
inverse move in the USD and the USD positioning, whose
turnaround began in April. The 12k and 15k improvements in the
AUD and NZD speculative positions over the past four weeks are
minimal, but could suggest the lows have now been reached.

Speculators have now turned net short the CAD. Indeed, with
oil prices dropping by c30% over the past two months, the CAD
has already taken a big hit, and unless oil prices recover, the net
short CAD position could increase further in the weeks ahead.

Net Speculative Contracts ('000s)*

13-Nov-18 16-Oct-18 4w chg YtD chg -100 -50 0 50 100
USD** 281.2 246.2 35.0 2785 EUR ' ' ' '
EUR -37.0 -29.3 7.7 -129.2 cap
GBP -47.1 -50.4 3.2 -59.8
JPY -102.3 -100.6 1.7 13.8 Py
CHF -18.6 165 21 4.7 CHF
AUD -59.8 715 11.7 -46.1 AUD ¥ 13-Nov-18
NZD -20.9 -35.4 14.5 -3.3 NzD 16-Oct-18
CAD 2.8 -11.0 8.2 -20.1 CAD

Net Speculative Contracts as % of Open Interest**

13-Nov-18 16-Oct-18 4w chg YtD chg -100%  -50% 0% 50%  100%
USD*** 26% 23% 3% 26% EUR ' : ' : :
EUR -10% -9% -1% -39% cap
GBP -38% -44% 6% -47%
JPY -56% -63% 7% 1% Y
CHF -37% -38% 1% -19% CHE ® 13-Nov-18
AUD -61% -64% 3% -46% AUD 16-Oct-18
NzD -48% -61% 13% -16% NZD
CAD -4% -15% 11% -29% CAD

Sources: CFTC, Bloomberg, Santander. Note: *Net Speculative Contracts = Long non-commercial traders contracts minus short non-commercial traders
contracts, **Open Interest = The total number of outstanding long and short futures contracts, ***USD composite index = USD composite index uses AUD, CAD,
CHF, EUR, GBP, JPY, NZD and MXN IMM positioning to arrive at an aggregate USD position.
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Latin America FX: Positioning indexes (Z-scores)

USD/BRL
Net Foreign (USD bn) —— 12wk MA (%) BRL (rhs)
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Euro Interest Rate Forecasts

Government Bond yield Forecasts Swap rate forecasts
Germany | Current [ 1Q19 2Q19 3Q19 4Q19 Euro Current| 1Q19 2Q19 3Q19 4Q19
ECB Depo | -040 |-0.40 -040 -0.20 0.00 ECB Depo | -0.40 |-0.40 -0.40 -0.20 0.00
3m -0.75 | -0.53 -0.40 -0.20 0.00 3m -0.32 | -0.27 -0.17 -0.01 0.22
2y -0.59 |-0.25 -0.05 0.20 0.40 2y -0.15 | 0.15 0.30 050 0.70
S5y -025 | 0.25 050 0.75 0.90 5y 0.29 0.70 090 110 1.25
10y 0.33 090 115 135 155 10y 0.89 140 160 1.75 1.90
30y 1.00 140 160 180 1.95 30y 1.47 180 195 210 220
US Interest Rate Forecasts
Government Bond yield Forecasts Swap rate forecasts
us Current | 1Q19 2Q19 3Q19 4Q19 us Current| 1Q19 2Q19 3Q19 4Q19
FOMC * 2.25 275 3.00 3.00 3.00 FOMC * 2.25 275 3.00 3.00 3.00
3m 2.37 265 290 3.00 3.10 3m 2.74 280 3.00 3.10 3.15
2y 2.79 325 340 350 3.60 2y 297 335 345 350 3.60
5y 2.83 345 360 365 3.70 5y 2.98 350 360 3.60 3.65
10y 3.02 345 360 3.70 3.80 10y 3.06 345 355 365 3.70
30y 331 350 355 360 3.65 30y 3.15 335 340 340 345
UK Interest Rate Forecasts
Government Bond yield Forecasts Swap rate forecasts
UK Current | 1Q19 2Q19 3Q19 4Q19 UK Current| 1Q19 2Q19 3Q19 4Q19
MPC 0.75 0.75 0.75 0.75 0.75 MPC 0.75 0.75 0.75 075 0.75
3m 0.79 0.70 0.73 0.77 0.77 3m 0.90 080 083 0.85 0.85
2y 0.74 100 100 110 1.10 2y 1.14 135 130 135 1.30
Sy 0.92 140 150 160 1.65 S5y 1.33 165 170 180 1.75
10y 1.34 200 210 210 220 10y 1.53 210 215 215 225
30y 2.00 240 250 260 265 30y 1.76 220 225 230 235
G10 Central Bank Calendar
CurrentRate | Apr May  Jun Jul Aug Sep Oct Nov  Dec Jan Feb Mar
FOMC (Upper) 2.25 Unch. +25bp Unch. +25bp Unch. 19 30 - 20
ECB (Depo) -0.40 Unch. Unch. Unch. Unch. Unch. 13 24 - 7
BoE 0.75 Unch. Unch. +25bp Unch. Unch. 20 - 7 21
BoJ -0.10 Unch. Unch. Unch. Unch. Unch. 20 23 - 15
SNB -0.75 Unch. Unch. 13 - - 21
BoC 1.75 Unch. Unch. +25bp Unch. +25bp 5 9 - 6
RBA 1.50 Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. 4 - 5 5
RBNZ 1.75 Unch. Unch. Unch. Unch. Unch. - - 13 27
Norges Bank 0.75 Unch. Unch. Unch. +25bp Unch. 13 24 - 21
Riksbank -0.50 Unch. Unch. Unch. Unch. 20 - 13 -

Source: Bloomberg, Santander. Note: Current levels as at 29-Nov-18. For meetings that have already taken place, decision identified as +/- in bp, or "unch” for no change.
denotes no meeting taking place that month *FOMC rate refers to upper bound rate. **The ECB QE programme is set to drop to EUR15/month for Q4-18 and then stop.
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Brazil/Mexico Interest Rate forecasts
Brazil Current| 1Q19 2Q19 3Q19 4Q19 Mexico Current| 1Q19 2Q19 3Q19 4Q19
SELIC 6.50 | 6.50 6.50 6.50 6.50 Banxico fondeo | 8.00 | 8.00 8.00 8.00 8.00
NTNF Jan' 20s 6.98 | 6.80 6.70 6.60 6.50 Mbono Jun. 21s | 8.76 | 870 8.60 8.60 8.40
NTNF Jan.' 25s 9.62 | 9.50 9.25 9.00 9.00 MBono Jun. 27s| 9.04 [ 8.80 8.70 8.70 8.50
Chile/Colombia Interest Rate Forecasts
Chile Current| 1Q19 2Q19 30Q19 4Q19 Colombia Current| 1Q19 2Q19 3Q19 4Q19
BCCh TPM 275 | 275 3.25 350 3.50 Banrep O/N 425 [ 450 5.00 5.00 5.25
BCP 5Y 427 | 415 420 4.25 4.30 TES Jul '24s 6.44 | 6.44 6.48 6.64 6.64
BCP 10Y 441 | 460 4.65 4.70 4.75 TES Apr '28s 7.09 | 750 7.61 7.79 7.84
Argentina/Peru Interest Rate Forecasts
Argentina Current] 1Q19 20Q19 3Q19 4Q19 Peru Current] 1Q19 20Q19 3Q19 4Q19
LELIQ 7-day 61.25 | 55.00 48.00 40.00 35.00 BRCP Ref. Rate | 2.75 | 3.00 3.25 3.25 3.50
LatAm Central Bank Calendar
CurrentRate | Jan Feb Mar Apr May  Jun Jul Aug Sep Oct Nov  Dec
Brazil 6.50 -25bp -25bp Unch. Unch. Unch. Unch. Unch. 12
Mexico 8.00 +25bp Unch. Unch. +25bp Unch. Unch. +25bp 20
Chile 2.75 Unch. Unch. Unch. Unch. Unch. Unch. +25bp 4
Colombia 4.25 -25bp Unch. -25bp Unch. Unch. Unch. Unch. 21
Argentina* 61.20 -150bp Unch. Unch. +300bp+975bp Unch. Unch. +2000bp+718bp+305bp -685bp  ~
Peru 2.75 Unch. -25bp Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. 13
CEE Interest Rate Forecasts
Poland Current| 1Q19 2Q19 3Q19 4Q19 CEE Current| 1Q19 2Q19 3Q19 4Q19
Reference Rate | 1.50 [ 1.50 1.50 150 1.75 Hungary 0.90 [ 0.90 0.90 0.90 0.90
2y 155 | 1.57 156 154 153 Czech Republic | 1.75 | 2.00 2.00 2.00 2.00
10y 3.13 | 3.20 3.18 3.12 3.10 Russia 750 | 7.75 7.75 7.75 7.75
CEE Central Bank Calendar
CurrentRate | Jan Feb Mar Apr May  Jun Jul Aug Sep Oct Nov  Dec
Poland 1.50 Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. 5
Czech Republic 1.75 +25bp Unch. Unch. +25bp +25bp +25bp +25bp 20
Hungary 0.90 Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. Unch. 18
Russia 7.50 -25bp Unch. Unch. Unch. Unch. +25bp Unch. 14

Source: Bloomberg, Santander. Note: Current levels as at 29-Nov-2018. For meetings that have already taken place, decision identified as +/- in bp, or "unch" for no change.

denotes no meeting taking place that month. *On 7 August 2018 = Argentina’s monetary policy committee voted unanimously to change the key interest rate to 7-day Leliq rate,
which the bank has been changing on a daily basis since the start of October (the decision was made fortnightly previously).



Forecasts and returns vs. forwards and consensus (% non-annualised)

M 6M 9M M 6M 9M
EUR/USD 1.20 1.22 1.23 USD/BRL 3.80 3.80 3.95
vs.forward 4.7 5.6 5.6 vs.forward -2.3 -2.9 0.1
vs.consensus forecast 34 34 2.5 vs.consensus forecast 0.0 -1.3 45
GBP/USD 1.32 1.33 1.35 EUR/BRL 4.56 4.64 4.86
vs.forward 29 3.2 4.3 vs.forward 23 25 57
vs.consensus forecast 0.8 0.0 0.0 vs.consensus forecast 34 2.0 7.1
EUR/GBP 0.91 0.92 0.91 USD/MXN 19.6 19.60 19.80
vs.forward 1.8 23 1.3 vs.forward -4.4 -5.9 -6.4
vs.consensus forecast 33 4.2 35 vs.consensus forecast 1.8 1.3 4.0
USD/JPY 118 120 118 EUR/MXN 23.5 23.9 24.4
vs.forward 41 58 4.1 vs.forward 0.1 -0.6 11
vs.consensus forecast 5.4 8.6 7.3 vs.consensus forecast 53 4.7 6.6
EURIJPY 142 146 145 USD/CLP 680 690 700
vs.forward 9.9 13.6 12.6 vs.forward 1.6 3.1 4.6
vs.consensus forecast 8.9 11.3 9.1 vs.consensus forecast 0.7 2.8 4.8
EUR/CHF 1.18 1.19 1.20 USD/COP 3300 3250 3350
vs.forward 44 54 6.4 vs.forward 09 -0.6 2.4
vs.consensus forecast 2.6 2.6 2.6 vs.consensus forecast 7.8 6.0 10.2
USD/CHF 0.98 0.98 0.98 USD/ARS 39.0 42.4 41.5
vs.forward -0.3 -0.2 0.7 vs.forward -95 -10.6 -6.1
vs.consensus forecast -0.7 -15 -04 vs.consensus forecast -1.3 2.7 1.7
EUR/SEK 10.2 10.0 9.8 USD/PEN 3.44 3.49 3.53
vs.forward -1.0 -3.0 -5.0 vs.forward 1.7 2.8 3.6
vs.consensus forecast 0.7 -0.5 -0.6 vs.consensus forecast 39 58 7.0
EUR/NOK 9.1 9.0 8.8 EUR/PLN 4.28 4.29 4.30
vs.forward -6.9 -8.2 -10.7 vs.forward -0.9 -1.2 -15
vs.consensus forecast -3.0 -3.2 -4.3 vs.consensus forecast -05 0.2 1.2
USD/CAD 1.22 1.20 1.20 EUR/CZK 25.8 25.9 26.1
vs.forward -8.1 -94 -9.3 vs.forward 07 -0.3 0.4
vs.consensus forecast -54 -6.3 -6.3 vs.consensus forecast 0.4 14 2.8
AUD/USD 0.73 0.74 0.75 EUR/HUF 320 325 325
vs.forward -0.3 09 2.0 vs.forward -1.0 0.5 05
vs.consensus forecast 1.4 2.8 14 vs.consensus forecast -0.9 0.6 0.6
NZD/USD 0.68 0.68 0.69 EUR/RUB 83 85 82
vs.forward -1.0 -1.2 0.1 vs.forward 75 8.8 49
vs.consensus forecast 3.0 4.6 45 vs.consensus forecast 8.9 9.5 3.8

Direct returns of long currency positions against the USD (or EUR), in %. Equivalent tenors for forwards. FX forecasts interpolated from end-of-
quarter forecasts. Sources: Bloomberg and Santander.
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G10 FX: Spot and forward rates

ATMf vol.

EUR/USD GBP/USD USD/JPY EUR/JPY GBP/JPY USD/CHF EUR/CHF GBP/CHF

Spot 1.139 1.278 113.26 128.89 144.79 0.994 1.132 1.268
M 1.142 1.280 112.90 128.96 144.48 0.991 1.132 1.267
2M 1.146 1.281 112.62 128.97 144.36 0.988 1131 1.265
3M 1.148 1.283 112.37 129.00 144.24 0.985 1.131 1.265
6M 1.157 1.289 111.50 129.03 143.77 0.976 1.130 1.259
oM 1.167 1.295 110.59 129.05 143.27 0.967 1.129 1.253
12M 1.177 1.301 109.68 129.06 142.74 0.958 1.127 1.247
EUR/USD GBP/USD USD/JPY EUR/JPY GBP/JPY USD/CHF EUR/CHF GBP/CHF
1w 7.5% 10.9% 6.6% 8.1% 11.7% 6.6% 5.3% 9.7%
M 7.0% 13.3% 6.6% 8.1% 14.0% 6.4% 5.4% 12.5%
2M 7.2% 13.0% 6.8% 8.4% 13.5% 6.5% 5.6% 11.8%
3M 7.2% 12.7% 7.0% 8.6% 13.2% 6.7% 5.7% 11.5%
6M 7.4% 11.7% 7.5% 9.0% 12.7% 6.9% 6.0% 10.7%
oM 7.6% 11.3% 7.8% 9.3% 12.7% 7.2% 6.1% 10.4%
12M 7.6% 11.0% 8.0% 9.5% 12.4% 7.3% 6.3% 10.3%

Implied/realized vol. ratio

EUR/USD GBP/USD USD/JPY EUR/JPY GBP/JPY USD/CHF EUR/CHF GBP/CHF

1w 1.03 1.51 1.53 1.39 1.85 1.14 1.33 1.65
M 0.91 1.23 1.18 1.11 1.29 0.98 1.25 1.33
2M 1.02 1.43 1.18 1.06 1.35 1.08 1.12 1.43
3M 1.03 1.42 1.25 1.07 1.32 1.12 1.09 1.40
6M 1.05 1.44 1.29 1.12 1.38 1.18 1.15 1.46
oM 1.08 1.44 1.27 1.14 1.38 1.19 1.18 1.44
12M 1.07 1.37 1.20 1.17 1.33 1.12 1.18 1.38
25-delta risk reversals
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Latin America FX: Spot and forward rates

USD/ARS USD/BRL USD/CLP USD/COP USD/MXN USD/PEN

Spot
M
2M
3M
6M
oM
12M

38.40
39.99
41.46
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50.26
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3.87
3.89
3.92
3.96

667
668
668
668
667
667
666

3259
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3262
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3304

20.2
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211
21.5

3.37
3.37
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3.42

ATMf vol.

USD/ARS USD/BRL USD/CLP USD/COP USD/MXN USD/PEN

1w
1M
2M
3M
6M
oM
12M

7.50
10.00
12.15
13.65
16.95
18.83
20.00

15.54
14.43
14.64
14.69
14.71
14.81
14.87

12.55
12.58
12.43
12.43
12.24
11.96
11.66

11.99
12.50
12.53
12.53
12.79
12.93
13.02

15.68
14.67
14.82
14.76
14.63
14.55
14.50

3.63
3.59
3.84
4.08
4.62
5.03
5.28

Implied/realized vol. ratio

USD/ARS USD/BRL USD/CLP USD/COP USD/MXN USD/PEN
1w 0.39 1.14 1.29 1.40 1.43 2.75
M 0.76 1.10 1.34 1.63 1.05 1.53
2M 0.77 0.81 1.18 1.40 1.09 1.44
3M 0.58 0.80 1.15 1.36 1.12 1.29
6M 0.55 0.85 1.14 1.31 1.06 1.29
oM 0.67 0.94 1.19 1.22 1.10 1.35
12M 0.80 1.01 1.21 1.23 1.12 1.32
25-delta risk reversals
USD/BRL USD/MXN USD/CLP
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The views expressed in this report accurately reflect the personal views of the undersigned analyst(s). In addition, the undersigned analyst(s) has not and
will not receive any compensation for providing a specific recommendation or view in this report: Stuart Bennett, Michael Flisher, Luciano Sobral,
Guillermo Aboumrad, Diana Ayala, Juan Pablo Cabrera, Juan Arranz, Marcin Sulewski, Konrad Soszynski

The analysts referenced in connection with the section for which he or she is responsible may have received or will receive compensation based upon,
among other factors, the overall profitability of the Santander group, including profits derived from investment banking activities.

EXPLANATION OF THE RECOMMENDATION SYSTEM

RECOMMENDATIONS
Definition
Long / Buy Appreciation of a given currency with an expected return of at least 5% in 3 months.
Short / Sell Depreciation of a given currency with an expected return of at least 5% in 3 months.

NOTE: Given the recent volatility seen in the financial markets, the recommendation definitions are only indicative until further notice.

DEFINITIONS

*Net Speculative Contracts Long non-commercial traders contracts minus short non-commercial traders contracts.

**Open Interest The total number of outstanding long and short futures contracts. These data may not be the
same as the IMM’s total open interest data.

***USD composite index USD composite index uses AUD, CAD, CHF, EUR, GBP, JPY, NZD and MXN IMM
positioning to arrive at an aggregate USD position.

We generally review our FX recommendations monthly, in our regular FX Compass publication, and when market events/moves so warrant.
Comprehensive disclosures for all G-10 Rates, Macro & FX Strategy/research produced by Banco Santander, S.A. can be found on our website.

G10 Rates/FX Strategy

Antonio Villarroya Head of Macro and Strategy Research antvillarroya@gruposantander.com +34 91 257 2244
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José Maria Fernandez Rates Strategy josemariafernandezl@gruposantander.com +34 91 257 2244
Edgar da Silva Figueira Rates Strategy efda@gruposantander.com +34 91 257 2244
Latin America Research — Strateg

Diana Ayala Latam Macro, Rates & FX Strategy diana.ayala@santander.us +1 212 407 0979
Juan Pablo Cabrera Chief Rates & FX Strategist — Chile jcabrera@santander.cl +56 22 320 3778
Juan Miguel Arranz Chief Rates & FX Strategist — Argentina jarranz@santanderrio.com.ar +54 11 4341 1065
Latin America Research — Economics

Sergio Galvan Economist — Argentina sgalvan@santanderrio.com.ar +54 11 4341 1728
Mauricio Molan Economist — Brazil mmolan@santander.com.br +55 11 3012 5724
Luciano Sobral Economist — Brazil lusobral@santander.com.br +55 11 3553 3753
Guillermo Aboumrad Economist — Mexico gjaboumrad @santander.com.mx +52 55 5257 8170
Marcela Bension Economist — Uruguay mbension@santander.com.uy +59 82 1747 5537
Central and Eastern Europe

Maciej Reluga Head CEE Macro, Rates & FX Strategy maciej.reluga@santander.pl +48 22 534 1888
Piotr Bielski CEE Economist piotr.bielski@santander.pl +48 22 534 1888
Marcin Sulewski CEE Economist marcin.sulewski@santander.pl +48 22 534 1884
Konrad Soszynski CEE Economist konrad.soszynski@santander.pl +48 22 534 1886

IMPORTANT DISCLOSURES

This report has been prepared by Banco Santander, S.A. and is provided for information purposes only. Banco Santander, S.A. is registered in Spain and
is authorised and regulated by Banco de Espafia, Spain.

This report is issued in the United States by Santander Investment Securities Inc. (“SIS”), in Spain by Banco Santander, S.A., under the supervision of the
CNMV and in the United Kingdom by Banco Santander, S.A., London Branch (“Santander London”). SIS is registered in the United States and is a
member of FINRA. Santander London is registered in the United Kingdom (with FRN 136261, Company No. FC004459 and Branch No. BR001085), and
subject to limited regulation by the UK’s Financial Conduct Authority (“FCA”) and Prudential Regulation Authority (“PRA”). SIS, Banco Santander, S.A. and
Santander London are members of Santander Group. A list of authorised legal entities within Santander Group is available upon request.

This material constitutes “investment research” for the purposes of the Markets in Financial Instruments Directive and as such contains an objective or
independent explanation of the matters contained in the material. Any recommendations contained in this document must not be relied upon as investment
advice based on the recipient’s personal circumstances. The information and opinions contained in this report have been obtained from, or are based on,
public sources believed to be reliable, but no representation or warranty, express or implied, is made that such information is accurate, complete or up to
date and it should not be relied upon as such. Neither the information nor forecast shall be taken as a representation for which Banco Santander, S.A., or
any of its legal affiliates or any of their employees incur any responsibility. Furthermore, this report does not constitute a prospectus or other offering
document or an offer or solicitation to buy or sell any of the currencies referred to in this report. Information and opinions contained in the report are
published for the assistance of recipients, but are not to be relied upon as authoritative or taken in substitution for the exercise of judgement by any
recipient, are subject to change without notice and not intended to provide the sole basis of any evaluation of the instruments discussed herein.

This report may include forward looking statements about the objectives and strategies of members of Grupo Santander. Such forward looking statements
are inherently subject to uncertainties beyond the control of the members of Grupo Santander including, but not limited to, economic and financial
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conditions globally, regulatory development, technological developments and competition. Any reference to past performance should not be taken as an
indication of future performance.

This report is for the use of intended recipients only and may not be reproduced (in whole or in part) or delivered or transmitted to any other person without
the prior written consent of Banco Santander, S.A.. Investors should seek financial advice regarding the appropriateness of investing in financial
instruments and implementing investment strategies discussed or recommended in this report and should understand that statements regarding future
prospects may not be realised. Investors should note that the manner in which any strategies set out in this report are implemented may cause exposure to
significant risk. Investors should carefully consider their ability to bear such risks through consultation with their legal, accounting and / or other advisors.

The material in this research report is general information intended for recipients who understand the risks associated with investment. It does not take into
account whether an investment, course of action, or associated risks are suitable for the recipient. Furthermore, this document is intended to be used by
market professionals (eligible counterparties and professional clients but not retail clients). Retail clients must not rely on this document.

To the fullest extent permitted by law, no Santander group company accepts any liability whatsoever (including in negligence) for any direct or
consequential loss arising from any use of or reliance on material contained in this report. All estimates and opinions included in this report are made as of
the date of this report. Unless otherwise indicated in this report there is no intention to update this report.

Banco Santander, S.A. and its legal affiliates (trading as Santander and/or Santander Corporate & Investment Banking) may from time to time take
positions in the currencies mentioned herein as principal or agent. Banco Santander, S.A. and its legal affiliates may have a financial interest in the
currencies mentioned in this report, including a long or short position and/or options, futures or other derivative instruments based thereon, or vice versa.

Banco Santander, S.A. and/or a company in the Santander group is a market maker or a liquidity provider for EUR/GBP, EUR/JPY, EUR/PLN and
EUR/USD.

ADDITIONAL INFORMATION

Banco Santander, S.A. or any of its affiliates, salespeople, traders and other professionals may provide oral or written market commentary or trading
strategies to its clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, Banco Santander, S.A. or any of its affiliates’
trading and investment businesses may make investment decisions that are inconsistent with the recommendations expressed herein.

No part of this report may be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the same) in which
its distribution is prohibited by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

Investment research issued by Banco Santander, S.A. is prepared in accordance with the Santander group policies for managing conflicts of interest. In
relation to the production of investment research, Banco Santander, S.A. and its affiliates have internal rules of conduct that contain, among other things,
procedures to prevent conflicts of interest including Chinese Walls and, where appropriate, establishing specific restrictions on research activity.
Information concerning the management of conflicts of interest and the internal rules of conduct are available on request from Banco Santander, S.A..

COUNTRY & REGION SPECIFIC DISCLOSURES

U.K. and European Economic Area (EEA): Unless specified to the contrary, issued and approved for distribution in the U.K. and the EEA by
Banco Santander, S.A. Investment research issued by Banco Santander, S.A. has been prepared in accordance with Grupo Santander’s policies for
managing conflicts of interest arising as a result of publication and distribution of investment research. Many European regulators require that a firm
establish, implement and maintain such a policy. This report has been issued in the U.K. only to persons of a kind described in Article 19 (5), 38, 47 and
49 of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (all such persons being referred to as “relevant persons”). This
document must not be acted on or relied on by persons who are not relevant persons. Any investment or investment activity to which this document relates
is only regarded as being provided to professional investors (or equivalent) in their home jurisdiction. United States of America (US): This report is
being distributed to US persons by Santander Investment Securities Inc (“SIS”) or by a subsidiary or affiliate of SIS that is not registered as a US broker
dealer, to US major institutional investors only. Any US recipient of this report (other than a registered broker-dealer or a bank acting in a broker-dealer
capacity) that would like to effect any transaction in any security or issuer discussed herein should contact and place orders in the United States with the
company distributing the research, SIS at (212) 692-2550, which, without in any way limiting the foregoing, accepts responsibility (solely for purposes of
and within the meaning of Rule 15a-6 under the US Securities Exchange Act of 1934) under this report and its dissemination in the United States. US
recipients of this report should be advised that this research has been produced by a non-member affiliate of SIS and, therefore, by rule, not all disclosures
required under NASD Rule 2711 apply. Hong Kong (HK): This report is being distributed in Hong Kong by a subsidiary or affiliate of Banco Santander,
S.A. Hong Kong Branch, a branch of Banco Santander, S.A. whose head office is in Spain. The 1% ownership disclosure satisfies the requirements under
Paragraph 16.5(a) of the Hong Kong Code of Conduct for persons licensed by or registered with the Securities and Futures Commission, HK. Banco
Santander, S.A. Hong Kong Branch is regulated as a Registered Institution by the Hong Kong Monetary Authority for the conduct of Advising and Dealing
in Securities (Regulated Activity Type 4 and 1 respectively) under the Securities and Futures Ordinance. The recipient of this material must not distribute it
to any third party without the prior written consent of Banco Santander, S.A. China (CH): This report is being distributed in China by a subsidiary or
affiliate of Banco Santander, S.A. Shanghai Branch (“Santander Shanghai”). Santander Shanghai or its affiliates may have a holding in any of the
securities discussed in this report; for securities where the holding is greater than 1%, the specific holding is disclosed in the Important Disclosures section
above.

For further country and region specific disclosures please refer to Banco Santander, S.A.
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